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Was Chicken Little Right?

So what is the proper remedy for a violation of the new mortgage reform laws, and to what
extent, if at all, should parties other than the wrongdoer be legally responsible for such
violations?

The U.S. House of Representatives and the U.S. Senate have taken extraordinarily different
approaches to these fundamental policy questions in their respective mortgage reform bills.
While the mortgage industry generally believes that the more tempered approach taken by
the House still goes too far, they fear even more the Senate’s proposed approach. Either
way, the Bills raise serious questions. How much money should an aggrieved borrower
receive for a violation? What relationship should the amount of money damages bear to
actual harm? Under what circumstance should an aggrieved borrower be able to extinguish
his or her liability under the loan and receive a refund of all amounts paid to date? Should
holders of mortgage-backed securities be held financially responsible for the acts, errors,
and omissions of mortgage brokers, mortgage lenders, mortgage servicers, or appraisers?
As we describe below, the Senate Bill answers the questions as follows, at least with respect
to subprime loans: a lot of money; not much of a relationship; virtually any circumstance
without regard to the materiality of the violation; and, yes, the certificate holders bear the
ultimate risk of economic loss for the violations of others, without regard to their knowledge
of or participation in the wrongdoing. We know of no one who would buy a mortgage-backed
security under such a regulatory regime. Indeed, it would be hard to convince them that the
sky is not falling if assignee liability of this magnitude were enacted into law — Chicken
Little may be right!

We have written two recent alerts regarding other aspects of these mortgage reform proposals.
The first alert dealt with the ability to repay and net tangible benefit requirements contained
in the bills."! The second alert dealt with the imposition of duty of care requirements and
anti-steering prohibitions upon mortgage originators.> This alert compares the proposed
remedies for violations of the substantive provisions in the House Bill and the Senate Bill,
and also looks at the remedies in the Federal Reserve Board’s (the “Board”) recent proposed
rules on predatory lending.

Background

In response to the current mortgage lending dilemma, Congress has dueling predatory lending
Bills currently in the spotlight, each of which would amend the existing Truth in Lending
Act (“TILA”). On December 12, 2007, Senator Christopher Dodd (D-Conn.) introduced the
Home Ownership Preservation and Protection Act of 2007 (the “Senate Bill”). It generally is
similar in structure and content to the Mortgage Reform and Anti-Predatory Lending Act of
2007 (the “House Bill”), sponsored by Representative Barney Frank (D-Mass.) (along with
several of his colleagues), which the House of Representatives passed on November 15, 2007.
Each of the Bills sets new standards for the brokering, making, servicing, and purchase and
sale of residential mortgage loans, particularly with respect to subprime loans. Although the
structure and content of these Bills are similar, the Bills are distinct in their presumptions of
either compliance or violation, and their remedies, particularly assignee liability.
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The Senate Bill, in its espousal of more strident assignee
liability provisions, attributes liability to the holders of
mortgage loans (which would include trusts that issue
mortgage-backed securities) for the acts, errors and
omissions of mortgage brokers, appraisers, lenders, and
servicers, and in some cases for violations of inherently
subjective requirements. This may take the form of
both extensive monetary liability and rescission of the
underlying mortgage loans. The House Bill, on the
other hand, limits the circumstances in which assignees
would be liable for the acts of lenders (but not other
actors, such as brokers and servicers), the type of
remedies that may be asserted against assignees, and
the definition of assignees. Even this more limited
liability greatly concerns the mortgage industry, but
at least it is less onerous than that provided in the
Senate Bill.

As this alert focuses on the remedy provisions for
violations of the proposed mortgage lending regimes,
rather than the substantive requirements themselves,
certain terms such as “subprime,” and “duty of
care,” are used rather loosely and do not reflect the
intricacies of the substantively complex federal Bills.
In addition, we refer rather generally to “underwriting
requirements” to reflect the obligation to determine
the borrower’s ability to repay a loan and a loan’s
provisions of a net tangle benefit to the borrower.
Ultimately the purpose of this alert is to ask, given the
expansive subprime meltdown, who should be held
accountable, for how long, and for how much?

The backdrop for any review of the proposed remedies
in the two bills is the Homeownership Equity Protection
Act (“HOEPA™).> Presently, virtually no one will
make, purchase, finance, or securitize “high cost” loans
under HOEPA because of the severe remedies that may
be asserted against assignees. Both Bills propose to
increase the number of residential mortgage loans that
will be subject to HOEPA by, among other provisions,
reducing and redefining the financial triggers that cause
a loan to be subject to HOEPA. Presumably, Congress
is making a legislative judgment that an expanded class
of “high cost” loans should not be made at all, but the
remaining residential mortgage loans should remain
available in the marketplace. As you will see, however,
the remedies under the Bills for non-high cost loans
may be perceived to be so unreasonable as to cause
the market to treat the remaining loans as if they were
high cost loans.
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Money Damages

The standard civil liability provisions of TILA would
apply to violations of both the Bills’ provisions. TILA
provides for actual damages, statutory damages and,
in the case of HOEPA violations, enhanced damages.*
Statutory and enhanced damages bear no relationship
to actual harm. They are designed to provide a
powerful disincentive to violating a law. Both the
House and Senate Bills would double the amounts
of statutory damages available for a TILA violation
(including a violation of existing and newly proposed
requirements). The House Bill would increase the
maximum statutory damages available in an individual
action for a TILA violation from $2,000 to $4,000,
and the maximum statutory damages available in a
class action from $500,000 to $1,000,000 (or 1% of
a creditor’s net worth, whichever is less). The Senate
Bill would increase the maximum statutory damages
in an individual action even higher to $5,000, and,
unlike the House Bill, allow for annual adjustments
to that amount. The maximum statutory damages
available in a class action under the Senate Bill
would rise exponentially to $5,000,000 (or 1% of a
creditor’s net worth, whichever is less). In addition,
the Senate Bill would appear to extend the availability
of enhanced damages, currently available only for
violations of HOEPA, to cover violations of the new
underwriting standards, duty of care and other loan
origination requirements applicable to subprime loans.
Under TILA, enhanced damages equal the sum of all
finance charges and fees paid by the consumer, unless
the consumer demonstrates that the failure to comply
is not material.’

TILA currently imposes liability primarily on
lenders who fund loans in their name; it applies to
“creditors,” but not mortgage brokers. Both Bills
would extend TILA civil liability to include mortgage
brokers. The House Bill effectively defines the term
“mortgage originator” to include mortgage brokers,
but not creditors; the Senate Bill uses the same term
to include both mortgage brokers and creditors. Under
the House Bill a mortgage originator that violates the
new duty of care and anti-steering provisions is liable
for actual and statutory damages but not enhanced
damages. However, those monetary damages are
capped at three times the total amount of direct and
indirect compensation or gain accruing to the mortgage
originator in connection with the mortgage loan, plus
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costs and attorney’s fees. A violation of the proposed
underwriting requirements in the House Bill would
also result in liability to a creditor for actual damages
and statutory damages, but not enhanced damages,
without that additional cap on the money damages. The
Senate Bill does not distinguish the duty of care/anti-
steering provisions from the underwriting provisions
in determining the availability or amount of the various
types of money damages.

Rescission

Both the Senate and the House Bills materially expand
rescission as an available remedy. Rescission, which
extinguishes the loan and requires the creditor or
assignee to return to the borrower all amounts he or
she previously paid, is an extraordinary remedy. Under
TILA currently, a borrower has a right to rescind a
refinancing mortgage loan transaction for three days
after closing or until the delivery of certain material
disclosures, whichever is later.® If the creditor fails
to provide those disclosures altogether, or fails to
provide accurate material disclosures, the right to
rescind extends to three years.” This three-year term
is considered the “extended” right to rescind, compared
to the “general” rescission right that is limited to three
days following closing.

The House Bill provides an extended right to rescind
for certain of its new loan origination provisions.
Rescission is available to consumers under the
House Bill as a remedy for violations of the proposed
underwriting requirements. However, mortgage
originators that violate the duty of care and anti-
steering requirements are not expressly subject to
rescission claims. If the creditor cannot provide, or a
consumer cannot obtain, rescission, the liability must
be satisfied by providing the financial equivalent of a
rescission, plus costs and reasonable attorney’s fees.

Further, under the House Bill, a creditor would not be
liable for this new rescission remedy if the creditor
cures the violation within 90 days after the consumer
notifies the creditor of the violation, as detailed below
in the section on assignee liability. The House Bill also
creates an exemption from liability and rescission in
the context of borrower fraud or deception.

The Senate Bill’s proposed rescission remedy is even
broader than the House Bill’s. First, it applies to any
violation of the Bill’s loan origination requirements,
including those relating to underwriting, duty of
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care, and anti-steering. For example, if a mortgage
originator were found not to have used a sufficient
amount of “reasonable skill” in a particular situation,
the borrower would have the right to rescind the entire
loan, without regard to materiality. Second, the Senate
Bill does not offer creditors or others expanded cure
rights that the House Bill offers, leaving a creditor with
the much more limited existing TILA cure provision,
as discussed below. Third, the Senate Bill provides
no parallel exemption from liability in the event of
borrower fraud.

The rescission remedy under TILA excludes home
purchase loans, construction loans, and certain
refinancings with the same creditor under Section
125(e), but the House Bill expressly states that this
exclusion would not apply to a violation of the Bill’s
underwriting requirements. This means that the right
to rescind based on a violation of the House Bill’s
underwriting provisions would be applicable to both
purchase money loans and refinancings, including
refinancings with the same creditor. In practice,
however, this right to rescind would be limited under
the House Bill to residential mortgage loans that do not
fall within the safe harbor for “qualified mortgages” and
“qualified safe harbor mortgages,” which are presumed
to satisfy the Bill’s underwriting requirements.® Unlike
the House Bill, the Senate Bill does not expressly
indicate that Section 125(e) is inapplicable. In one of
the only ways in which the Senate Bill is less restrictive
than the House Bill, it appears that under the Senate Bill
a borrower would not have a right to rescind a home
purchase loan, construction loan, or certain refinancing
loans with the same creditor based on a violation of the
Senate Bill, even though these loans could be subject
to the Bill’s substantive requirements.

Assignee Liability

What distinguishes the two federal Bills most clearly
is their treatment of assignee liability. The House
Bill more narrowly defines “assignees,” precludes the
assertion of money damages or the use of class actions
against assignees, provides expanded cure rights in lieu
of rescission, and offers a “safe harbor” from assignee
liability. The House Bill is premised on the theory
that a borrower should be able to get out of a loan that
arguably never should have been made. Based on
this premise, the Bill focuses on rescission rather than
money damages against an assignee. The Senate Bill,
on the other hand, reflects the sponsors’ beliefs that the
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capital markets should have joint and several liability
with mortgage brokers and creditors (and even perhaps
servicers and appraisers), with very few exceptions.

Scope of Assignee Liability

A fatal flaw in each Bill is its failure to define
“assignee.” As a result, it is not clear what level of
ownership interest in a mortgage loan is sufficient to
invoke potential liability. HOEPA suffers from the
same problem, but the industry has not had to confront
the issue since it generally refuses to participate in the
HOEPA loan market. This ambiguity as to who is an
“assignee” could cause the same result if these Bills
are enacted in their current forms. While neither of the
Bills defines “assignee,” the House Bill at least attempts
to cut off liability at a certain level. In contrast, the
Senate Bill applies broadly to all “assignees, holders
and purchasers.”

Assignee liability under the House Bill would extend
to assignees and “securitizers,” but would exclude
“securitization vehicles.” A “securitizer” would be
any person that assigns residential mortgage loans,
to any securitization vehicle, but would exclude any
trustee that holds those loans solely for the benefit of
the securitization vehicle. The House Bill exempts
“securitization vehicles” from assignee liability, which
means that trusts or other entities that issue securities
backed by the loans and that also hold those loans, as
well as the purchasers or repackagers of the securities,
are not liable for violations. In other words, assignees
up to but excluding the trusts that issue mortgage-
backed securities would be subject to liability under
the House Bill, while the Senate Bill would extend
liability all the way up to the trusts.

The consequence of this distinction is significant.
Under the House Bill, a holder of an interest in a
mortgage-backed security or collateralized debt
obligation would NOT bear the economic risk of loss
for a violation of the loan origination requirements.
Indeed, the holder may be better off, because the
assignee or securitizer would have to buy the loan
out of the pool, presumably at par, in order to effect
a rescission. Under the Senate Bill, however, the
economic cost of money damages and rescission in
respect of mortgage originator violations would be
borne by the securities holders.

Kirkpatrick & Lockhart Preston Gates Ellis L.

Additionally, under the House Bill, a creditor, and
any assignee or securitizer of a loan, may presume
that the loan is not in violation of the underwriting
requirements if the loan is a “qualified mortgage” or
a “qualified safe harbor mortgage.” Thus, traditional
prime mortgage loans, while technically subject to
the underwriting requirements, will benefit from a
presumption of compliance. Because the presumption
is deemed irrebuttable against everyone, (including
assignees) other than the creditor, the House Bill’s
scope is fairly limited to only a certain subset of
subprime loans that policymakers apparently believe
need heightened scrutiny. This differs widely from
the Senate Bill, which provides no presumption of
compliance for any loans, but rather imposes assignee
liability in connection with all home loans for violations
of certain requirements. Further, unlike the House
Bill, which has assignee liability provisions that apply
only to the Bill’s new underwriting requirements, the
Senate Bill holds assignees liable for all the proposed
requirements under the Bill, including those related to
broker duties, anti-steering, required documentation,
lease recognition, and other requirements, thus making
the Senate Bill’s assignee liability provisions much
broader in scope and applicability.

In addition, under the House Bill, a securitizer must
have the ability to identify and access every residential
mortgage loan in a pool of assets and must be able to
provide for and obtain a remedy under the Bill, such as
rescission. By mandating that a loan must always be
able to be taken out of a pool, the Bill would minimize
certain obstacles, ensuring that the borrower is able to
obtain relief for a violation.

Types of Actions

Under the House Bill, if there is a violation of the
underwriting requirements, an assignee or securitizer
that acts in good faith would be liable in an individual
action (but not a class action) for rescission, costs
and attorney’s fees, but not for money damages.
The assignee could avoid even those remedies if the
assignee is subject to safe harbor detailed below and
cures the violation. The House Bill expressly states
that these are the exclusive liabilities that may be
imposed on an assignee for violation of the proposed
underwriting requirements. As previously stated, an
assignee is not liable for violations of the duty of care
and anti-steering requirements under the House Bill.
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Under the Senate Bill, if there are violations of the
underwriting and duty of care provisions with respect
to subprime and nontraditional loans, an assignee
would be liable in an individual or class action for
rescission, monetary damages, and enhanced damages.
Further, assignees would be liable in an individual
action for violations of the duty of care provisions for
prime loans, but only for monetary damages capped
at the amount of the remaining indebtedness, and not
for rescission. However, under the Senate Bill, no
assignee liability would be available for a violation of
the underwriting requirements for prime loans.

Cure and Safe Harbor

TILA currently provides that a creditor or assignee
will avoid liability if it “cures” an error. Specifically,
within 60 days after discovering an error, and prior to
the institution of a civil action or the receipt of written
notice from the borrower, the creditor or assignee
can cure a violation by making adjustments in the
account to assure that the person will not be required
to pay more than the amount of the charge actually
disclosed.’

The House Bill provides a newly tailored cure
provision that would actually require that the loan
be modified to make it compliant with the amended
requirements. Under Section 204 of the House Bill,
the assignee may cure a violation within 90 days of
notification. To effect a cure, the assignee must modify
or refinance the loan, at no cost, to provide terms that
would have complied with TILA (as amended) at time
of origination, plus refund costs and pay reasonable
attorney’s fees. While the cure may be implemented
unilaterally by the assignee, the House Bill affords the
borrower a right to challenge the adequacy of the cure.
If the challenge is successful, the creditor, assignee or
securitizer would be liable for rescission and costs.
The choice to cure or rescind, however, rests with the
creditor or the assignee.

In addition to allowing an assignee to cure a violation,
an assignee or securitizer would not be subject to
assignee liability under the House Bill if the assignee
or securitizer could satisfy a due diligence safe harbor,
which is referred to as the “securitizer safe harbor.”
The assignee would have to demonstrate that it:

(1) established a policy against buying residential
mortgage loans other than “qualified mortgages”
or “qualified safe harbor mortgages”;
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(2) required the seller to represent and warrant
in the loan sale agreement that all of the loans
are qualified mortgages or qualified safe harbor
mortgages; and

(3) in accordance with rules to be promulgated by
federal banking agencies and the Securities
and Exchange Commission (“SEC”), exercised
reasonable due diligence to adhere to its policy
in purchasing mortgage loans, including through
“adequate, thorough, and consistently applied
sampling procedures.”

The language is silent on the required scope or method
of due diligence, and on the consequence of adverse
findings from the samplings.

The House Bill limits the availability of the securitizer
safe harbor in one circumstance. If a creditor ceased
to exist, filed for bankruptcy, or had a receiver or
liquidating agent appointed, a consumer may maintain
a civil action against an assignee to cure the violation,
but not rescind the loan, and to recover costs and
reasonable attorney’s fees. If the creditor and each
assignee have ceased to exist, filed for bankruptcy,
or had receivers or liquidating agents appointed, the
consumer may maintain a civil action against the
securitizer to cure, but not to rescind. Again, the
purpose of these provisions is to all but guarantee
that the consumer is able to get out of a bad loan that
arguably should not have been made.

Unlike the House Bill, the Senate Bill does not provide
assignees with the option to cure a violation in lieu of
rescission. It does, however, grant the consumer the
right to require any person who holds, purchases, or
is otherwise assigned a home mortgage loan to make
adjustments to the balance, and modify or refinance
the loan at no cost to the consumer, providing terms
that would have complied with the applicable TILA
requirements at the origination of the loan, and to
pay costs and reasonable attorney’s fees. While the
consumer may invoke this alternative remedy, neither
the creditor nor the assignee may elect it.

The Senate Bill provides a safe harbor for assignees
to avoid class actions, but not for individual actions.
The Bill provides that an assignee of a non-HOEPA
subprime or nontraditional loan will not be liable in a
class action if a reasonable person exercising ordinary
and independent due diligence could not determine
that the loan violated the new underwriting provisions.
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This is in marked contrast to the House Bill in two key
ways. First, under the Senate Bill assignees may be
liable in class actions for violations of the underwriting
requirements. Second, the safe harbor for individual
actions is based on whether the substantive provisions
of the Section were violated, not merely whether the
loan was a qualified mortgage or a qualified safe harbor
mortgage. Even the Senate Bill strays from the safe
harbor language of HOEPA, which provides liability
only upon a showing that the assignee could determine
that the loan is a HOEPA loan, and not that the assignee
could know there was a violation. Further, unlike the
House Bill, the Senate Bill does not expressly allow
assignees to rely on a sampling of loans to stay within
the safe harbor, although rule making could provide
that “independent due diligence” would be satisfied
through sampling.

Statute of Limitations

Currently, TILA imposes a one-year statute of limitation
within which an aggrieved borrower must bring an
action.'® Under the House Bill, the general one-
year statute of limitations for TILA actions remains,
but liability of a creditor, assignee, or securitizer for
an affirmative claim for monetary damages and/or
rescission based on a violation of the new underwriting
requirements would generally be three years from
consummation. However, the statute of limitations
under the House Bill for loans with a fixed introductory
rate that adjust to a variable rate (think a 2/28 ARM)
is the earlier of: (1) the end of the one-year period
beginning on the date of reset or adjustment; or (2)
the end of the six-year period beginning on the date
of consummation.

The House Bill applies the same time periods to claims
asserted as a defense to foreclosure. However, if the
applicable period has passed, and the consumer would
have had a valid basis for rescission had the consumer
brought the action within the applicable period, the
consumer may seek against a creditor, any assignee or
securitizer, the consumer’s actual damages, costs, and
reasonable attorney’s fees.

Similarly, the Senate Bill would sustain TILA’s general
statute of limitations, while also extending to three
years the time period within which a borrower must
bring affirmative claims against an entity that violated
the new underwriting requirements. The Senate
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Bill does not establish a limit for defensive claims.
Therefore, a borrower seeking recoupment or a set-off
in connection with the attempted enforcement of a loan
agreement may apparently bring defensive claims at
any time. The Senate Bill would also extend the TILA
rescission period for both affirmative and defensive
claims for all loans that are subject to an extended
right of rescission, not just loans that apparently violate
the provisions of the Senate Bill. Under this Bill,
the TILA rescission period would be extended to six
years for an affirmative action, and a consumer could
assert defensively a right to rescind in collection or
foreclosure action up to ten years after closing. Unlike
the House Bill, the Senate Bill does not contemplate
remedies for defensive claims past that lengthy time
period. Again, the availability of the rescission remedy
for as long as ten years after any violation of TILA
that currently allows for an extended right to rescind,
would likely restrict the availability of credit across
the board.

Preemption

Many had hoped that both the House Bill and the
Senate Bill would have provided a broad federal
preemption. Unfortunately, neither Bill offers that.
The House Bill, however, does provide limited federal
preemption with respect to the remedies that may
be asserted against assignees for violations of the
underwriting requirements by creditors. The proposed
remedies would constitute the sole remedies that
may be asserted against any assignee, securitizer, or
securitization vehicle for violations of these provisions,
or of any other state law which addresses the specific
subject matter of these new provisions, namely the
ability to repay and net tangible benefit provisions.
Remedies based upon fraud, misrepresentation,
deception, false advertising, or civil rights laws would
not be preempted against any assignee, securitizer, or
securitization vehicle for its own conduct related to the
making of residential mortgage loans, or in the sale
of or purchase of those loans or securities. It appears
clear then that the House Bill’s intent is to preempt - for
the benefit of the assignee but not the creditor - those
state laws that specifically require an ability to repay
and/or net tangible benefit analysis.

The House Bill would not preempt all the substantive
underwriting requirements found in state laws, but
rather would only shield assignees from liability under
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those regimes. Lenders and brokers would still be
subject to those state law restrictions, exemplifying
another trend in the House Bill in which assignees are
given extra protections, while lenders are made subject
to more onerous requirements. Unlike the House Bill,
the Senate Bill does not address preemption at all.

Attorney General Enforcement

The House Bill does not give specific enforcement
authority to state attorneys general for violations of
the underwriting requirements. The House Bill limits
assignee liability to actions brought by individuals
for rescission and costs. Under the Senate Bill,
state attorneys general are given a specific right of
enforcement of the newly proposed Sections 129A
and 129B against assignees and creditors, although
those actions would not create an independent basis
for removal to federal court.

Other Notable Provisions

There are three other forms of assignee liability that
arise under the Senate Bill. First, servicers would be
deemed to be the agent of holders of mortgage loans.
This might encourage aggrieved consumers to claim
that holders of mortgage loans should be directly liable
for the acts, errors or omissions of their servicers under
common law theories of principal/agent relationships.
Attributing liability to holders of loan based servicer
violations could be huge.

Second, the Senate Bill requires the holder to modify
the loan and recast it ab initio if the property’s value
was overappraised by 10% or more. Specifically, if a
new appraisal reflects that the lender’s initial appraisal
exceeded the home’s true market value by 10% or
more, the holder must modify the loan and recast it
from day one. The holder must set the new (reduced)
loan amount to the amount that results from applying
the original loan-to-value ratio to the newly appraised
value. In addition, all payments made prior to recasting
would be applied to the reduced loan amount.

Third, the creditor would be legally responsible
for the acts, omissions, and representations made
by the mortgage broker in connection with such
home mortgage loan, irrespective of whether the
creditor knew of or participated in the violations.
This provision would appear to go well beyond holding
a creditor responsible for a mortgage broker’s violation
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of any of the new substantive provisions pertaining to
subprime loans. Similar liability would be extended to
prime loans if the creditor paid a yield spread premium.
And the bill’s assignee liability provisions would then
make assignees liable for the broker’s acts, errors or
omission.

Proposed Amendments to TILA/
HOEPA Regulations

Members of Congress are not the only policymakers
plucking away at possible solutions to the subprime
crisis. The Board hatched its own plan to respond to
the rising number of delinquencies and foreclosures
involving subprime mortgages and the perception
of “abusive and unaffordable loans” in the subprime
market. On January 8, 2008, the Board published
proposed amendments to Regulation Z,'" which
implements TILA and the HOEPA. Under these
proposed amendments, creditors would be liable if they
engage in a “pattern or practice” of newly prohibited
acts (including a pattern or practice of extending credit
based on collateral without regard to consumers’ ability
to repay or making a loan without verifying the income
and assets relied upon to make the loan for higher-cost
loans).

Under the proposed amendments to Regulation Z, if a
court determines that a creditor engaged in a “pattern or
practice” of activities in violation of the amendments,
the creditor would be liable for actual, statutory and
enhanced civil money damages. Recall that, presently,
enhanced damages only are available for violations of
HOEPA with respect to high cost loans. Unlike the two
proposed federal Bills, the Board did not increase the
civil money penalties under TILA.

In comparison to the House and Senate Bills, the
two most striking attributes of the Board’s remedies
provisions in its amendments, aside from this “pattern
or practice” standard is: (1) there is no extended
right to rescind the loan based on a violation of the
proposed amendments (except if a lender included a
prohibited prepayment penalty) and (2) there is no new
express assignee liability afforded for violations of the
proposed amendments to Regulation Z. Also according
to the Board, because none of the amendments, with
the exception of the prepayment penalty restrictions,
are prohibitions of a particular loan term, violations
of these amendments would not trigger the extended
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right of rescission.'” Notably, the Senate Bill, as
proposed, would eviscerate this distinction between
a prohibited loan term and a prohibited practice by
amending Section 125 to allow a borrower an extended
right to rescind a loan for violating a provision of the
regulation, rather than for making a loan that contains
a provision prohibited by a regulation.

In addition, the proposed amendments to Regulation Z
do not impose assignee liability for non-HOEPA loans
that violate Regulation Z’s underwriting requirements.
The Board specifically asserts that TILA limits the
liability of assignees for violations of Regulation
Z to violations that are apparent on the face of the
disclosures. Because the restrictions on underwriting
are not disclosure violations, assignee liability would
apparently not apply to the proposed amendments.
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Conclusion

What can we tell from these Bills about the
policymakers’ underlying preferences for the mortgage
marketplace? From fleshing out the House Bill
provisions, one could discern that by leaving a subset
of loans like reduced documentation loans, payment
option ARMs, and certain hybrid ARMs, among
other types of loans, open for heightened scrutiny, the
policymakers are attempting to create disincentives,
to limit these products from the marketplace, without
proposing an outright ban on the products. Whether
the secondary market effectively would ban the
loans because of the rescission risk remains to be
seen. The Senate Bill, on the other hand, is anything
but narrow. One has to wonder whether Congress
believes the capital markets would play in the sandbox
under the new rules. The Senate Bill sweeps broadly,
covering prime and subprime loans, and holds innocent
assignees responsible for violations on the part of
brokers, appraisers, lenders, and servicers. Given the
scope of the Senate Bill’s remedies provisions, coupled
with the substantial increase in monetary damages, the
lengthy rescission period, and class action liability, it’s
hard to imagine what the marketplace would look like
after the sky has fallen.
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1 Kris D. Kully & Laurence E. Platt, Regulating Wrongful
Lending: Protecting Borrowers from Themselves, Mortgage
Banking and Consumer Credit Alert, January 23, 2008.

2 Laurence E. Platt, R. Bruce Allensworth, Phoebe S. Winder,
Andrew C. Glass, David D. Christensen, Consumers Clog
Courts with Codified Care Claims, Mortgage Banking and
Consumer Credit Alert, January 30, 2008.

3 Pub. L. No. 103-325, Title I, Subd. B, 108 Stat. 2160, 2190
(1994) (codified at scattered sections of 15 U.S.C. (2000)).

4 15U.S.C. § 1640(a).
5 15U.S.C. § 1640(a)(4).
15 U.S.C. § 1636.

~N

15 U.S.C. § 1639()).

8 A creditor may presume that a “qualified mortgage”
(essentially a prime loan) or a “qualified safe harbor
mortgage” (essentially a proxy for a subprime or Alt-A
loan meeting the requirements of the federal Interagency
Guidance on Non-Traditional Mortgages and Statement on
Subprime Lending) has met the underwriting requirements,
and thus there would be no violation that could give rise to
a rescission remedy.

9 15 U.S.C. § 1640(b).
10 15 U.S.C. § 1640(e).
11 12 CFR part 226.

12 We understand that others in the mortgage industry read
Section 125 to mean that any rule promulgated under the
authority of Section 125 will result in a rescission right and
thus all of the proposed amendments related to subprime-
loans would grant a rescission right. However, based on
the position of the Board that none of these additional
amendments are loan provisions contained in the mortgage,
we believe the correct interpretation is that a new rescission
right has been created only with respect to the amendments
addressing a the prohibited prepayment provision.
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