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Preface

This book is a guide for professionals engaged
in the mortgage lending sector of the banking
business. Its publication reflects the American
Bankers Association’s long tradition of providing
education for the benefit of .its members, their
employees, and others interested in gaining a
better understanding of the banking business. -

Understanding the legal requirements of state
and federal laws is an important responsibility
of bank employees, not only to avoid receiving
negative bank examination reports but also to
avoid civil liability and reputational damage for
their institutions. In recent years, class action law-
yers have actively pursued alleged violations of
consumer protection laws by mortgage lenders.
These lawsuits are expensive to defend, regard-
less of the outcomes. The best defense against
such challenges is to have a strong compli-
ance program in place. Any such program must
include employee education in both the financial
and regulatory aspects of the'mortgage lending
business. 3

Over the years, the American Bankers Asso-
ciation (ABA) has been a leader in educating
bankers and the public about the opportunities
and challenges of mortgage lending. The partners
in our Washington, DC-based law firm, Buckley
Sandler, LLP, have worked closely with ABA staff
on mortgage lending issues. We value our rela-
tionship with the ABA and the mortgage lending
industry and appreciate the opportunity to col-
laborate with the ABA in producing this book.

The volume is current as of May 1, 2009. Since
it was written, new legal and regulatory initiatives
have undoubtedly emerged. Many members of
Congress are seeking remedial statutes to address
the ever-rising tide of foreclosures, some of which
may have been enacted into taw, and additional
government programs may have been adopted to
help the housing finance economy find a firmer
footing for the next decade. Because legistlation
and regulatory initiatives are changing so quickly,

it is critical that readers check amendments in law
or public policy that occurred after May 1.
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Introduction

One of the principal reasons why banks are char-
tered by state and federal governments is that they
provide credit to their comumunities. The provi-
sion of business credit remains a central aspect of
the banking business, although in recent decades
the retail financial services sector has gained
prominence at banks of all sizes. In the area of
mortgage finance, the growth has been signifi-
cant: between 1990 and 2007, the annual dollar
volume of home mortgage debt originated rose
from $500 billion to $2.31 trillion, a more than
fourfold increase.

EVOLUTION OF
MORTGAGE LENDING

Morgage lending was long a part of banking
activity in the United States, but it was not until
the 1930s, and the advent of the Federal Housing
Administration (FHA), that a market emerged for
20- to 30-year loans with refatively low down
payments. Over time, a mortgage market devel-
oped in which home loans could be obtained
by the average American family with a down
‘payment of 20 percent or less if the FHA, the
Veterans Administration (now the Department of
Veteran's Affairs), or private mortgage insurance
was involved. The resulting expansion of home-
ownership opportunities was enormous.

The benefits of morigage credit are now so
much a part of American culture that they are
sometimes taken for granted, but they are signifi-
cant. High homeownership rates are an important
stabilizing force in communities. As homebuy-
ers secure the “American Dream,” they become
more productive and committed members of
society, increase their purchases of home furnish-

ings and appliances, make home improvements,
and accumulate wealth. As mortgage debt is paid
down, home equity builds up; with property

appreciation, homes often provide substantial
nest eggs for retirement.

The role of banks in providing mortgage credit
has evolved over time as well. For many decades,
banks financed home mortgages through portfo-
lio lending, in which they relied on deposits to
fund their loan portfolios. Although these loans
proved to be stable and safe investments for the
banks’ funds, there were disadvantages to banks
in borrowing short and lending long, particularly
during periods of high inflation. A run-up in inter-
est rates, as occurred periodically when Federal
Reserve raised rates, tended to dry up mortgage
credit, because until the 1980s, banks operated
under ceilings on the amount they could pay for
deposits. As a result, money moved to govern-
ment or private bond markets when rates rose,
choking off funds for mortgages. Mortgage fend-
ing was a bit of a boom or bust business.

Things changed in the 1980s, as new mort-
gage securities were inveated that granted lenders
access 1o the capital markets through securitiza-
ton of mortgages. Through inventive financial
engineering that involved the division of 30-year
mortgages into {ranches based on predictable
repayment rates (most residential home mortgage
loans are repaid in seven years or less), the bank-
ing industry and investment banks were able (o
smooth out the cost of credit and ensure a more
stable source of funds for mortgages. Through
the secondary market, one of the major financial
innovations of the last 30 years, and the creativity
of banks, American homeowners were ensured a
steady flow of mortgage credit.

As the secondary market emerged, banks
continued to play a major but changing role in
morigage finance as originators and servicers of
mortgage loans, as purchasers of morigage secu-
rities, and, to a lesser degree, as portfolio lend-
ers (using hedging strategies ro reduce the risk
of interest rate movements). Some banks also




served as providers of so-called wholesale mort-
gage lending, providing an outlet for loans origi-
nated by mortgage brokers and correspondent
mortgage bankers.

Unfortunately, over the last few years, the
success story of home mortgage finance by
America’s financial institutions has been marred
by an unjustified relaxation of underwriting stan-
dards by some lending institutions and secondary
market participants, which caused the volume of
mortgage defaults to soar. The wave of defaults
has had a severe negative impact not only on
borrowers but on mortgage holders, including
both holders of mortgage-backed securities and
portfolio lenders.

What has become known as the subprime
mortgage lending crisis is causing severe finan-
cial problems for some banks and other mortgage
market participants, in both the United States and
abroad, in both the housing market and in sec-
tors of the economy that are unrelated to hous-
ing. The full impact of these developments is yet
to be determined. However, these times remind
us that a firm grasp of the basics of mortgage
lending, as outlined in this book, will be increas-
ingly important to bankerd éngaged in mortgage
lending in the future.

LEGAL REGULATION
OF MORTGAGE LENDING
BY BANKS

Bank morigage lending is - highly regulated
at both the federal and state levels. As institu-
tions insured by the Federal Deposit Insurance
Corporation (FDIC), banks are subject to periodic
examinations by their regulators. In addition to

examinations for safety and soundness, they are

examined for compliance with consumer protec-
tion laws,

Starting with enactment of the Truth in Lending
Act (TILA) in the late 1960s, Congress enacted
a series of consumer protection laws that affect
the way bankers engage in mortgage lending.
State legislatures have also enacted laws affect-
ing mortgage lending activities. As a result, mort-
gage lending is among the most heavily regulated
businesses in which banks engage. Knowing the
laws and the expectations of a bank’s regulators
is important for bank employees engaged in the
mortgage lending business.

Most federal laws affecting mortgage tend-
ing were first passed in the 1970s. These include
the Real Estate Setdement Procedures Act
(RESPA), the Fair Credit Reporting Act (FCRA),
the Equal Credit Opportunity Act (ECOA), the
Home Mortgage Disclosure Act (HMDA), the Fair
Housing Act (FHA), the Community Reinvestment
Act (CRA), and the Fair Debt Collections Practices
Act (FDCPA). In the years following this spate of
new laws, Congress amended and strengthened
these laws and added new ones, including the
Home Owners Equity Protection Act (HOEPA), the
Gramm-Leach-Bliley Act (GLBA) and its privacy
provisions, and the Secure and Fair Enforcement
for Mortgage Licensing Act (SAFE). Inevitably,
additional laws will follow, and current laws will
be amended.

States actively seek to protect consumers in
their residential mortgage transactions as well.
Many of them have enacted mortgage banking
and loan originator statutes, antipredatory lend-
ing laws, privacy legislation with identity theft
and financial data protection provisions and anti-
discrimination statutes, which supplement the
federal fair housing laws.




