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Reforming The Mortgage Industry

Bills Before Legislature Gain Attention As State Copes With Subprime Debacle
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A year ago, the bills would have been yawners.

But mortgage reform is hot in the General Assembly, as it is across the nation, as delinquent subprime home loans and foreclosures continue to mount.

The question is not whether to reform the mortgage lending industry in Connecticut, but how — and how far the state should go in adding new regulations.

At least two ideas in the wide-ranging proposals floating through the state Capitol are touching off heated debates.

One would restrict a method of payment to mortgage brokers that rewards placing borrowers in higher-rate loans — sometimes without their knowledge, according to housing advocates pushing for the change.

The other would transfer legal liability for any fraud in the original mortgage to any future purchaser of the loan. Under current law, if a mortgage broker or lender commits fraud and the loan is subsequently sold to an investor group — as is common — the investor that ends up with the loan cannot be held liable for the fraud. That makes it difficult to fight foreclosure in court, even if there is evidence of fraud.

The reform debate is playing out in state legislatures across the country and with lawmakers in Washington, D.C., including the Senate Banking Committee, headed by Sen. Christopher Dodd, D-Connecticut.

In Connecticut, housing advocates, the governor and the Democratic leadership of the banks committee are all pushing versions of the reform package. The bills could be combined into one proposal as soon as today, but would still have to pass through various legislative committees, both the full House and Senate and secure Gov. M. Jodi Rell's signature.

"This is a big issue, and we want to make sure we get it right," said Rep. Ryan Barry, D-Manchester and co-chairman of the legislature's banks committee.

Barry said lawmakers must tread carefully because the flow of credit, the lifeblood of the state's economy, is at stake.

The recent housing slowdown, infecting once-hot markets across the country, has taken a particularly high toll on subprime borrowers, those with spotty or blemished credit histories. But simply limiting subprime lending is not the right answer, experts agree, because even though it comes with higher borrowing rates and higher risk, subprime lending fills a need for those who would not be able to qualify for a loan otherwise.

The problem is that the robust housing market of the past four years gave rise to abuses, often through the less regulated mortgage brokers and mortgage companies that emerged as the leading source of the home financing.

Is Monitoring Enough?

In Connecticut, there are an estimated 71,000 subprime mortgages worth about $15 billion, an average of just over $200,000 each, with as many as 8 percent seriously delinquent. About 21,000 are adjustable-rate loans that will continue to reset to higher rates over the next 18 months.

Regulators acknowledge that some of those borrowers were approved for loans they wouldn't be able to afford once the interest rate on their adjustable-rate loan rose. Some of the fault fell on the broker or lender, some on the borrower. Some of the lending was blatantly predatory, they said.

Connecticut lawmakers are faced with the dilemma of how to put more controls on the industry to prevent predatory abuses, without penalizing brokers and mortgage lenders who followed the rules.

The reforms seek to better regulate the mortgage brokers and mortgage companies. Their monitoring has been less stringent than traditional banks, a flaw exposed with the recent troubles. Monitoring is the cornerstone of Rell's bill, authored by the state banking department. It calls for more disclosure, more strict underwriting standards, requiring lenders to verify borrowers' incomes, and increased penalties for fraud.

"We're trying to build in protections for the consumer where appropriate and shine light where it is needed," said Howard Pitkin, the state banking commissioner.

Rell's bill stays away from the more hot button issues tackled by housing advocates such as the Connecticut Fair Housing Center, and the bill written by Barry and his co-chair on the banks committee, Sen. Bob Duff, D- Norwalk.

The center has been pushing for clear restrictions on the so-called "yield spread premium payments." The payments are made by lenders to mortgage brokers who link lenders up with borrowers. The payments have been around for years and reward brokers for placing borrowers in higher-rate loans, which ultimately makes the lender more money.

Erin Kemple, the center's executive director, said many homeowners with subprime loans that are now facing foreclosure had actually qualified for a lower rate, but were instead placed in a higher-priced loan.

"They weren't even aware they had qualified for a lower rate," Kemple said.

Kemple said that can significantly increase the cost of the loan over time and increase the risk of default and foreclosure.

Typically, the yield spread premium payments are made outside of the closing, so they are not technically part of the closing costs, which are capped at 5 percent of the mortgage amount in Connecticut. The center wants to see those payments included as part of the capped closing costs.

While mortgage brokers acknowledge there have been abuses, they say the practice of putting borrowers in higher-rate loans can benefit borrowers, even as the payments further compensate brokers.

Peter L. Spalthoff, executive director of the Connecticut Society of Mortgage Brokers, said the higher rate often comes in place of "points" — each valued at 1 percent of the loan amount — that are paid at closing in return for a lower rate. If a borrower can't afford the points after saving for a down payment and other closing costs, they may find a higher rate, with the prospect of deducting the mortgage interest on their taxes, an attractive option, Spalthoff said.

"It can work for the benefit of the consumer," Spalthoff said. "But it all has to be spelled out."

The Democrats' bill doesn't go as far as the housing center's proposal, but does require disclosure of the yield spread premium payment. Duff and Barry, however, do tackle transferring liability to future owners of a mortgage. Both the legislators and the housing center propose a limit on the liability to the value of the loan, plus attorneys' fees.

Protection At A Cost

Some believe the practice of transferring liability will make Wall Street wary of buying bundled loans from lenders — a key source of funding for future loans — and shut off the spigot for legitimate subprime lending. Though Georgia found that to be the case in 2002, when it enacted a law that transferred unlimited liability, experts said states that cap the liability — now numbering at least nine, including New York and Maine — haven't seen that happen.

Patricia McCoy, a professor of banking and securities regulation at the University of Connecticut School of Law, studied the effect of transferring liability in those states as part of a larger, nationwide study of how anti-predatory laws affect subprime lending. Her research concluded that states with limits on transfer of liability — such as those contemplated by Connecticut — did not markedly restrict funding for subprime lending.

"We found quite the opposite," McCoy said. "The secondary market and lender were able to figure out their exposure, price it and move on."

At the same time, the laws gave those facing foreclosure as a result of fraudulent lending practices a stronger defense in court because future holders of the loan could be held accountable, McCoy said. There is the nagging concern, however, that additional costs could be passed on to subprime borrowers in the form of even higher loan rates.

At least one study has found that the increase was less than one-half of 1 percentage point.

"We found only a very modest increase," said Anthony Pennington-Cross, an associate professor of finance at Marquette University and a former senior economist at the Federal Reserve Bank in St. Louis.

Pennington-Cross, an expert in subprime lending, the mortgage market and the impact of predatory practices, said most of the increase was for fixed-rate loans. Adjustable-rate loans, he said, already shifted risk for rising interest rates on the borrower. As a matter of public policy, McCoy said, she believes any higher cost must be weighed against giving homeowners more options if they face foreclosure.

"Is the added protection to the consumer — being protected for abusive lending and being better able to defend in court — going to be worth it?" McCoy said.

Contact Kenneth R. Gosselin at kgosselin@courant.com. 
Copyright © 2008, The Hartford Courant
