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On July 21, 2010, after cliff-hanging deliberations in the Sen-
ate, President Obama signed the Dodd-Frank Wall Street Reform
and Consumer Protection Act (“Dodd-Frank Act” or “The Act”).!
The massive, far-reaching, and complex new law—15 separate
titles in all—was hailed by supporters as “landmark,” and the
“strongest consumer financial reform since deposit insurance.” >
The National Consumer Law Center promised:

We will know what we are getting, we will have full
competition, the ability to shop around and compare
terms that we understand, and won’t have unfair tricks
and traps.’

As they have with previous consumer reforms, critics warned that
the law will constrict consumer choice and access to credit and
other financial services and drive up fees.*

While both sides may be right, it is hard to lament re-
strictions on consumers’ ability to take out loans they do not un-
derstand and cannot afford or on lenders” ability to circumvent
reasonable lending standards. The loan products and standards
that proliferated during the financial bubble — in which lenders
provided mortgages without any proof of a borrowers’ incomes or
assets or offered subprime teaser-rate mortgages whose payments
would double (or more) after an initial period — represent no loss
to consumers or the financial marketplace. At the same time, it is
crucial to ensure that consumers have access to affordable credit.
Finding the middle ground—ensuring broad, responsible, hon-
est, and fair access to credit—will be the job for regulators in the
years ahead.

This article summarizes the major consumer protection
provisions of the Dodd-Frank Act. It does not cover the also
significant provisions that aim to address systemic risks, corporate
governance and investor protection, too-big-to-fail institutions,
hedge funds and derivatives, and restrictions on proprietary trad-
ing — to name some of its most important elements. Nor does
this article attempt an economic analysis of the law’s costs and
benefits, which is not only beyond the scope of this article but also
would be premature.

It also should be noted that a post-mortem of the leg-
islation is not yet possible. Many provisions of the Dodd-Frank
Act require regulatory action to implement. The Act requires ap-
proximately 243 rulemakings and 67 studies. The primary thrust
of the Act is to create a new regulatory infrastructure, one where
the deck is no longer stacked against consumers. But, with few
exceptions, the content of the rules will be written over the next
few years. As a result, the true scope and impact of the law will
not be known for some time, and cannot yet be fairly written.

I.  Structural Changes in Consumer
Enforcement

The Dodd-Frank Act creates
both substantive and structural changes
in the regulation and enforcement of
financial consumer protections. The
structural changes are extremely signifi-
cant, as they set up an ongoing, adap-
tive mechanism to address and, hope-
fully, prevent financial consumer fraud.
Chief among these changes is the cre-
ation of the Consumer Financial Pro-
tection Bureau, a new federal agency
with substantial authority and a man-
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date to focus on consumer protection. The law also consolidates
rule-writing for, and for the most part enforcement of, consumer
protection laws, previously scattered among multiple agencies, in
the CFPB, aiming to ensure that the buck — almost literally —
stops there. For the first time, a single agency will largely have
the authority, responsibility, and knowledge to regulate the broad
range of consumer-facing financial services and providers.

A.  Consumer Financial Protection Bureau
‘The creation of the Consumer Financial Protection Bu-
reau (“CFPB”), Title X of the Act, was hotly fought by finan-
cial institutions and represents the biggest win for consumers.
Whether the CFPB is vital and powerful will depend largely on
its leadership, who will write its first rules and establish its turf,
culture, and relationships with other agencies and regulated enti-
ties. And, as public attention and outcry over Wall Street prac-
tices undoubtedly diminish in the months ahead, financial insti-
tution lobbyists will remain fully engaged. They may still be able
to shape and constrain the Bureau, even before it takes the stage.
Regardless, the Bureaus creation is an important step
forward. It represents a recognition, for the first time, that mort-
gages and credit cards can be as destructive — both to consumers
and the economy — as cars and cribs. Justas with those potentially
dangerous products, consumers need to be protected and edu-
cated. It also ensures that consumer protection will not continue
to take second billing to regulators’ focus on financial institution
safety and soundness. The failure of all of the relevant federal
regulators — the Federal Reserve, the Office of the Comptroller of
Currency, and the Office of Thrift Supervision — to have engaged
in any real enforcement over the last decade is a function, in part,
of their failure to duly value their consumer protection mandate.
More than 400 pages of legislation detail the duties and
powers of the Bureau. The Bureau is charged with the responsibil-
ity to: “seek to implement and, where applicable, enforce federal
consumer financial law consistently for the purpose of ensuring
that all consumers have access to markets for consumer finan-
cial products and services and that markets for consumer finan-
cial products and services are fair, transparent, and competitive.”
The CFPB will be able to issue rules, orders or guidance with
respect to any person who offers or provides a “consumer financial
product or service.” It can conduct hearings, subpoena testimony
and documents, and pursue civil enforcement actions.” The Act
transfers to the CFPB all of the consumer protection functions
of the Federal Reserve Board of Governors (“Federal Reserve”),
the Office of the Comptroller of Currency (“OCC”), the Office
of Thrift Supervision (“OTS”), the Federal Deposit Insurance
Corporation (“FDIC”), and National Credit Union Administra-
tion (“NCUA”), as well as many of the Department of Housing
and Urban Developments (‘HUD”)
consumer protection functions. The
CFPB will be responsible for consum-
er protections under a veritable alpha-
bet soup of federal laws that govern
consumer financial services — a total
of 17 enumerated federal consumer
protection statutes® in addition to its
“organic” statute, the Dodd-Frank
Act. Together, these changes will put
the CFPB in the driver’s seat as the
dominant regulator in this arena.
Through its subject-matter focus on
consumer financial products and ser-



vices, the Dodd-Frank Act dissolves a regulatory approach that
was driven by the type of institution to be overseen, with different
regulators and standards for national banks, thrifts and savings
& loans, bank holding companies, and non-bank financial in-
stitutions. Financial institutions engaged in precisely the same
kinds of consumer services reported to different federal agencies
and were often held to different standards of enforcement, and
sometimes even different rules. As a result, it was far less likely
that any single regulator, looking only at its part of the elephant,
would understand the types and impacts of the financial prod-
ucts, services, and marketing reaching consumers. The CFPB’s
rulemaking authority, more logically, arises from the activities of
the subject institutions. Its authority extends to banks, mortgage
lenders, brokers, and servicers, credit card issuers, debt collectors,
financial advisors, remittance companies, student lenders, check
cashers, and payday lenders who provide financial products and
services to consumers.’

The Dodd-Frank Act delegates three types of authority
to the CFPB: rulemaking, enforcement, and supervision. In ad-
dition, the Act delineates three types of regulated bodies: large
insured depository institutions,'® smaller insured depository insti-
tutions,'" and non-depository institutions.’? The sections below
explain each type of authority, and with respect to what institu-
tions each type of authority may be exercised.

i. Rulemaking Authority

The CFPB maintains exclusive, independent, and gen-
eral rulemaking authority, pursuant to both the Dodd-Frank Act
and existing federal consumer financial laws, with respect to any
financial institution so long as it is offering a “consumer financial
product” or service.'” In prescribing rules, the CFPB is required
to take into account the costs and benefits to both consumers
and financial institutions covered under the Act. In addition, the
Dodd-Frank Act gives the CFPB federal rulemaking authority to
draft regulations to prevent unfair,' deceptive or abusive prac-
tices by banks." The Federal Trade Commission Act (“FTC Act”)
had previously vested authority in the Federal Reserve, OTS and
NCUA to set rules with respect to unfair and deceptive practices
of banks, thrifts, and credit unions, respectively.'® The Act also
adds to existing prohibitions on unfair and deceptive acts and
practices, a bar on “abusive” practices.” It is unclear precisely
what this third prong will add, though its seems to both permit
and encourage regulators to focus on the victims of financial fraud
— allowing action against practices that target specific groups,
such as the elderly and non-English speakers, for example, who
are particularly vulnerable to financial scams. Furthermore, the
“abusive” prong seems to borrow from the concept of unconscio-
nability and as such does not contain the same cost-benefit bal-
ancing as “unfairness,” giving regulators more leeway in writing
rules.

The Bureau’s independence in its rulemaking is not
unqualified. The Bureau must coordinate its rulemaking (and
supervision) with other federal and state regulators to avoid du-
plicative oversight and inconsistent standards.'® But the require-
ment of consultation is not a veto power; no
single regulator has the authority to prevent
the Bureau from issuing a rule.” However, a
two-thirds majority of the Financial Stabil-
ity Oversight Council (“FSOC”), a council of
regulators created by the Dodd-Frank Act,
can set aside a CFPB regulation on a finding
that the rule would jeopardize the safety and
soundness of the banking system or the stabil-

ity of the financial sector. Act §1023(c)(3)(A).
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This should present a high bar for overruling the Bureau, though
it remains to be seen how vigorously the FSOC will attempt to
manage the Bureau’s rulemaking.

ii. Supervision and Enforcement

As for supervision, the CFPB’s authority is more limit-
ed. Under section 1025 its supervisory power entails the ongoing,
routine examinations of covered entities and persons to moni-
tor for risks to consumers and markets and to ensure compliance
with the law. The Act reintroduces a regulated-entity approach to
oversight. With respect to large depositories, the CFPB has exclu-
sive supervisory authority to ensure compliance with consumer fi-
nancial laws. The CFPB maintains full supervisory authority over
non-depositories as well.?' Its supervisory authority over small
depositories, however, is more limited; the CFPB can only require
reports from such institutions, accompany the prudential regu-
lator when it is conducting compliance examinations, and refer
suspected violations to other agencies.” The smaller depositories’
relevant prudential (or safety and soundness) regulator maintains
exclusive supervisory authority with regard to federal consumer
financial law.

The CFPB’s primary enforcement authority also extends
to large depository institutions, but its authority is limited with
respect to small depositories and credit unions.”® Under section
1042, state attorneys general retain enforcement authority against
both, though in the context of national banks and thrifts, their
authority is limited to enforcing CFPB regulations and does not
extend to the Act’s general ban on unfair, deceptive, and abusive
practices. (See more on state enforcement under preemption, i7-
fra.) As for non-depositories, the CFPB was delegated enforce-
ment authority, but it must work out an agreement on exercising
its authority with the FTC because the FTC retains concurrent
jurisdiction over such entities.

Within these broad areas, the Bureau’s divisions, as laid
out by the law, provide hints of its intended areas of focus. As
would be expected, the CFPB will include research and com-
plaint® units, which will provide a deeper understanding of the
enforcement and regulatory issues to be addressed. It also includes
an Office of Fair Lending and Equal Opportunity, Act §1013(c),
Office of Service Member Affairs, Act §1013(e), and Office of
Financial Protection for Older Americans, Act §1013(g). As with
the introduction of the term “abusive” as a prohibited financial
practice, these divisions reveal a constituency-based approach to
consumer protection focused not just on the particular products
and conduct to be regulated, but also on groups most likely to
fall victim to financial fraud. An Office of Financial Education
will work to increase consumers’ financial literacy (though even
the best-armed consumer stands little chance against long, highly
technical disclosures or a dishonest broker). Act §1013(d). The
Dodd-Frank Act creates an ombudsman focusing on private stu-
dent loans. Act §1035. The BCFP also must conduct a study of,
and provide a report to Congress concerning, the use of mandato-
ry pre-dispute arbitration in consumer financial services. The Bu-
reau then has the authority, by rulemaking, to “prohibit or impose
conditions or limitations on the use of”
mandatory arbitration clauses, consis-
tent with the study.” Act § 1028.%

Although it is part of the Fed-
eral Reserve, the CFPB has been billed
as an independent agency. The Dodd-
Frank Act provides the CFPB with
several tools to protect its authority,
autonomy, and integrity. The Director
will be appointed by the President for
a five-year term and confirmed by Sen-
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ate, Act and the Bureau will have its own dedicated budget, Act
§§1011(b)(2) & (c)(2) and §1017(a)(1). Also, the Act explicitly
prohibits the Federal Reserve from interfering with any rulemak-
ing, examination, or enforcement action by the Bureau, appoint-
ing or removing any of its employees, or merging or consolidating
any of its powers within the Federal Reserve.” Finally, CFPB leg-
islative recommendations are not subject to review by the Federal
Reserve or Office of Management and Budget. Act §1012(c)(3).
And, while its location within the Federal Reserve was not con-
sumer advocates’ first choice, there may prove to be advantages to
housing the Bureau within the regulator with the greatest political
and economic clout. As a separate agency, the CFPB could have
found itself without a real seat at the table when the rules of the
financial road are decided.

B. Consolidation of Regulatory Oversight

Virtually any change in the banking regulatory regime
would have to be an improvement over the status quo. Structur-
ally, the Dodd-Frank Act did not go as far as many would have
liked, remaining silent, for example, on the roles and duties of
the government sponsored enterprises Fannie Mae and Freddie
Mac.”” Despite this fact, as laid out in the previous section, the
consolidation of federal enforcement and rulemaking authority
under the CFPB represents a tremendous step forward for con-
sumers as it ensures that one player in the system has an under-
standing of, authority over, and commitment to consumer finan-
cial protection.

The Dodd-Frank Act’s dissolution of the OTS, which
must wind-down within a year, is another worthwhile step. As
commentators have noted, competition between the OTS and
OCC in oversight of the banks led not to higher standards, but a
perilous regulatory race to the bottom. This phenomenon arises
from two related flaws in the system: (1) OTS and OCC were
largely dependent for their budgets on fees from the banks they
examined; and (2) banks could choose their regulator. Banks
were able to migrate to the laxest enforcer, and the financial con-
sequences of that choice incentivized the agencies to have the low-
est standards.?®

Unfortunately, the Dodd-Frank Act still leaves a confus-
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ing fragmentation of regulators and regulatory functions. OTS’s
duties will pass to OCC, which will have oversight of federal
thrifts and rulemaking authority for all thrifts with respect to laws
outside the federal consumer financial arena.? (The CFPB, recall,
has rulemaking authority with respect to unfair, deceptive and
abusive practices and with respect to existing consumer financial
laws.) The Federal Reserve will oversee thrift holding companies
and thrifts’ non-bank subsidiaries engaged in banking activities,
such as mortgage lending. Small depositories will have to obey
CFPB rules, but are subject to enforcement only by current regu-
lators. Act §1026(a), (d). The FTC retains its existing rulemak-
ing authority with respect to unfair or deceptive acts or practices
(or UDAP) under the FTC Act.*®  The CFPB, will also have
authority to enforce (against persons within its jurisdiction) rules
previously passed by the FTC that relate to unfair or deceptive
acts or practices. Act §1061(b)(5)(B)(ii). Additionally, the FTC
will be able to enforce UDAP rules passed by the CFPB for enti-
ties within its jurisdiction. Act §1061(b)(5)(C). To deal with
this overlapping authority, the Act mandates that the FTC and
CFPB negotiate an agreement to avoid duplication or conflict.
Act §1061(b)(5)(D). As noted above, the CFPB has primary
enforcement authority over large depositories, while the OCC,
FDIC, Fed Reserve, and NCUA now have backup enforcement
authority, i.e. they can enforce where the CFPB fails to bring an
enforcement action against a large bank within 120 days of a re-
ferral. Act §1025(c).

The CFPB’s Office of Fair Lending and Equal Oppor-
tunity will also have new powers with regard to fair lending. Act
§1013(c)(1). The Office has the power to “provid[e] oversight
and enforcement of Federal laws intended to ensure the fair, eg-
uitable, and nondiscriminatory access to credit for both individu-
als and communities that are enforced by the Bureau ...” Act
§1013(2)(A). The Civil Rights Division of the Department of
Justice, as well as the FTC and HUD, now will have jurisdiction
on fair lending enforcement, leading to a potentially confusing
and disjointed enforcement regime. Depending upon the policies
of any given administration, this either could lead to a potentially
confusing and disjoined enforcement regime, or to one made
stronger by the coordinated efforts of specialized agencies, work



ing together at the intersection of consumer protections and civil
rights. Finally, the CFPB is required to coordinate its fair lending
efforts with federal agencies and state regulators “to promote con-
sistent, eflicient, and effective enforcement of Federal fair lending

laws.” Act §1013(c)(2)(B).

C. Effective Date

As noted above, the Dodd-Frank Act, and the Consum-
er Financial Protection Act creating the CFPB, were enacted on
July 21, 2010. Generally speaking, the CFPB was created upon
enactment. However, many of its consumer protection powers
do not take effect until the “designated transfer date.” Under sec-
tion 1062 the Act, the designated transfer date is to be set by the
Treasury Secretary, in consultation with various federal agencies,
within 60 days of enactment, i.e. by September 21, 2010. The
designated transfer date may not be earlier than six months or
later than one year after enactment, and notice of the transfer
date must be published by the Treasury Secretary in the Federal
Register. There are certain circumstances under which the Trea-
sury Secretary can extend the designated transfer date beyond one
year,’! but under no circumstances can it be extended beyond 18
months after enactment. Act §1062(c)(3).

II. New Substantive Consumer Protection Requirements

In addition to the structural changes put in place by
the Dodd-Frank Act, the new law creates new prohibitions and
standards for various consumer financial products, most notably,
mortgage loans and, to a much more limited extent, credit and
debit cards. Many of these changes took effect upon enactment,
but, as with other provisions, some rules have to be further fleshed
out through rulemaking.?* Part A of this section lays out the ma-
jor changes for the mortgage lending market. Part B addresses
changes to credit and debit card transactions. Part C briefly cov-
ers the Act’s changes to federal fair lending laws.

A. Mortgages

The Mortgage Reform and Anti-Predatory Lending Act
at Title XIV of the Dodd-Frank Act substantially revises the Truth
In Lending Act (“TILA”). As a response to the toxic products
and predatory practices of the last decade, this title establishes a
number of new standards for the mortgage marketplace.

Title XIV is a web of intertwined loan categories, re-
quirements, and prohibitions. These rules cover mortgage origi-
nation and servicing practices and strengthen the remedies avail-
able when lenders break the rules. Some of the law’s provisions
apply to any loan secured by the consumer’s principal dwelling,
including for the first time, open end credit, and others only ap-
ply to “residential mortgage loans.” The law also implements new
loan categories based on risk characteristics and pricing. Some
restrictions apply to all loans, from the safest to the riskiest and
most expensive, while others affect only risky and higher-cost
loans. Tite XIV employs a new con-
cept of “qualified mortgages.”® These
are mortgages whose safe underwrit-
ing practices, lower fees, and absence
of risky features make them sufficiently
reliable to afford them certain privileg-
es, including a rebuttable presumption
that a borrower has the ability to repay
a loan on the terms that were offered.
Title XIV’s overall approach reflects an
understanding that some lending prac-
tices are so harmful to consumers that
they should be banned from all mort-
gages, while in other circumstances, it
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makes more sense to incentivize lenders to make loans in a fair
and responsible fashion. Parts 1, 2, and 3 of this section describe
amendments to TILA proper—the part of TILA that governs
most mortgage lending—and Real Estate Settlement Procedures
Act (“RESPA”), the federal law governing mortgage servicing.
Part 4 of this section describes amendments to Home Owner-
ship and Equity Protection Act (‘HOEPA”), the part of TILA
that specifically governs “high-cost” mortgages. Finally, Part 5
discusses the CFPB’s specific authority to make rules with respect
to mortgage lending

1. General Mortgage Lending Rules and Prohibitions
a.  Probibits steering incentives and yield spread
premiums

For any residential mortgage loan,* no mortgage origi-

nator® is permitted to receive from any person, directly or indi-
rectly, compensation that varies based on the terms of the loan
(except for the principal amount of the loan). This definition
is aimed at yield spread premiums (“YSPs”), payments made by
a lender to a mortgage broker upon origination for placing the
borrower in a loan with riskier terms (such as prepayment penal-
ties) or a higher interest rate than the minimum rate required
by the lender. YSPs created an inherent conflict of interest be-
tween brokers and consumers by providing a financial incentive
for brokers to place borrowers into more expensive, and often-
times more risky, mortgages.** Under the Act, brokers (or any
mortgage originator) are not permitted to receive YSPs (and lend-
ers are not permitted to pay them) in residential mortgage loans,
with one exception; YSPs are permissible as long as the mortgage
originator does not receive any compensation directly from the
consumer and the consumer does not make any upfront payment
of discount points, origination points, or fees other than bona fide
third party charges.” Act §1403.>® A mortgage originator’s liabil-
ity for violating this section is not to exceed the greater of either
actual damages or three times the total amount of compensation
received by the originator, plus costs and reasonable attorney’s

fees. Act §1404.

b. “Qualified mortgages.”

As mentioned above, the Dodd-Frank Act creates a new
class of “qualified mortgages” that are viewed as sufficiently safe and
fair to allow safe harbor from some of the prohibitions and restric-
tions imposed by the Act. Essentially, the law aims to encourage
lenders to move to these more “plain vanilla” mortgages by freeing
them from many regulatory hurdles when they make risky loans.

While there are a few specialized carve-outs, for the most
part, qualified mortgages meet the following criteria: (1) the regular
and periodic payments do not result in negative amortization -- an
increase in the principal balance -- or allow the consumer to defer
payments, (2) there are no balloon payments, (3) the income and fi-
nancial resources relied upon in qualifying the borrower are verified
and documented, (4) there was reliable
underwriting for affordability -- for
fixed and adjustable rate loans, un-
derwriting is based on fully amortized
payment schedule including taxes and
insurance, and for adjustable rate loans,
underwriting is based on the maximum
rate permitted in the first five years, (5)
there was compliance with expected
CEPB regulations with respect to debt-
to-income ratios or other indicators of
the consumer’s ability to repay, and (6)
the total points and fees do not exceed

3% of the loan’s principal. Act §1412.
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In the case of prepayment penalties, as detailed below, qualified
mortgages must also have annual percentage rates (“APRs”) that
are less than 1.5 points above a new federal benchmark—the
average prime offer rate’” (“APOR”)—for conforming first liens
and meet other pricing standards for jumbo and subordinate
mortgages.*

. Requires lenders to ensure borrowers have the
ability ro repay the loan over its full term, includ-

ing the requirement to verify borrowers income
While this seems to be common sense, in the absence
of a requirement that lenders assess a borrower’s repayment abil-
ity, lenders regularly made loans with exploding payments that
borrowers could never afford. By qualifying borrowers at the
initial or teaser payment rate, lenders were able to underwrite
loans that should never have been made, knowing that they could
unload these loans on the secondary market.” Moreover, dur-
ing the housing boom, lenders routinely offered mortgages that
required little or no documentation, allowing borrowers eager to
participate in the housing boom—and mortgage brokers eager
for higher commissions—to exaggerate their qualifications. In
the height of the housing boom in 2006 and 2007, low-doc loans
accounted for roughly 40% of newly issued mortgages.*? For even
riskier subprime loans, stated income loans may have exceeded
50%.% Evidence also suggests that some banks were more than
willing to accept or help create these falsified loan applications.*
The Mortgage Reform Act expressly prohibits a creditor
from making residential mortgage loans unless the creditor makes
a good faith determination, based on verified and documented
information, that at the time the loan was made the consumer
had a reasonable ability to repay the loan (including all fees and
taxes).” Act §1411. The ability to repay standard is rigorous, and
requires lenders to make the evaluation based on a fully amortized
payment schedule. Special rules apply for “nonstandard” loans.
For example, in determining a borrower’s ability to repay a loan
with negative amortization, a lender must take into consideration
the resulting principal increase. At the bottom line, lenders must
ensure that borrowers can afford the monthly payments on their
loan for a significant period of time without refinancing out of it.
In an effort to shield legitimate lenders making non-
abusive loans from the burden of ensuring the borrower’s ability
to repay, the law includes a rebuttable presumption that borrow-
ers have an ability to pay their “qualified mortgages.” Act §1412.
Thus, lenders can trigger the presumption provided they avoid the
harmful features that characterized subprime loans leading up to
the subprime crisis and instead opt for loan terms that are respon-

sible and fair.

d. Bans prepayment penalties for adjust-
able rate and higher cost mortgages that are
not qualified mortgages

Prepayment penalties were prevalent in the subprime
market leading up to the housing crisis, and were present in over
80% of subprime loans.” These penalties, which were charged
for repaying the loan in the first three to five years, were typically
imposed to ensure the lender would recoup the money it paid
to mortgage brokers in the form of YSPs. By stripping equity,
prepayment penalties made refinancing unaffordable for many
borrowers, locking them into high-cost loans and preventing
them from refinancing even when their rates or payments reset
upwards.

The Dodd-Frank Act bans prepayment penalties in
mortgages that are not qualified mortgages under section 1412 of
the Act, and for all loans with adjustable rates. Not only that, but
the Act restricts prepayment penalties by price and length even for
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fixed rate qualified mortgages.” Act §1414. Finally, a lender may
not offer a fixed rate qualified loan with a prepayment penalty
without also offering the borrower a loan without a prepayment

penalty. Act §1432.

e. Requires disclosure of maximum payment, nega-
tive amortization, and loss of anti-deficiency rights

Some of the more complex mortgage products offered
in recent years featured teaser or initial low payment rates, which
then adjusted upward — often dramatically — after the introduc-
tory period. Sold on the low starting payment, many consumers
were surprised by and unable to cope with the higher long-term
payment. Now, under section 1418, lenders must provide a good
faith estimate of the amount the monthly payment will be after it
adjusts or resets.

Origination of payment option adjustable rate mortgag-
es, or payment option ARMs, also boomed during the housing
bubble. These loans offered borrowers the option of making a
minimum payment that did not cover the full principal and inter-
est owed. This payment option resulted in negative amortization,
or an increase in the principal balance of the loan during the re-
payment period. After a period of years or upon hitting a nega-
tive amortization trigger, payment options ARMs recast, requir-
ing the borrower to make a dramatically bigger, fully amortizing
payment. Whether because the product was unsuitable for, mis-
understood by, or misrepresented to consumers, many have been
unable to make the higher payment. Under the Dodd-Frank Act,
any loan secured by a dwelling or property that includes a dwell-
ing (other than a reverse mortgage) that permits negative amorti-
zation must be accompanied by a disclosure stating that: (1) the
pending transaction could result in negative amortization, (2)
negative amortization increases the principal balance on the loan,
and (3) negative amortization decreases the consumer’s equity in
their property. Act §1414. If the borrower is a first-time bor-
rower, the borrower must provide the lender with documentation
showing that borrower completed homeownership counseling.

Established by state law, anti-deficiency rights provide
that consumers are not obligated to make up the difference be-
tween the price of a foreclosure sale and the outstanding balance
on the mortgage. Under section 1414(b), lenders must disclose
the loss of anti-deficiency rights, and the significance of this loss,
in any refinancing that surrenders this protection.

J- Bans single premium credit insurance for
all loans
Large upfront premiums for expensive and often worth-
less credit insurance were commonly imposed on borrowers in the
subprime market and financed into the principal of the mortgage.
These premiums, which created fee income for lenders but stripped
valuable home equity from consumers, are prohibited by the Dodd-
Frank Act. No residential mortgage loan or open end credit plan
secured by the consumer’s principal dwelling may include financ-
ing, directly or indirectly, of any “credit life, credit disability, credit
unemployment, or credit property insurance, or any other accident,
loss-of-income, life, or health insurance, or any payments directly
or indirectly for any debt cancellation or suspension agreement or
contract,” with some limited exceptions. Act §1414(a).

2. Mortgage Servicing Rules
a. Requires 6G-month notice before mortgage
interest rate resets from fixed to variable
In an effort to avoid an unforeseen payment shock and
to clearly inform borrowers who may misunderstand the terms of
their teaser rate loans, lenders and servicers are now required to
provide 6 months’ advance notice to consumers when the in



terest rate on any mortgage secured by the consumer’s princi-
pal residence will switch from a fixed rate to a variable rate. Act
§1418(a). The disclosure must include information about how
the new rate will be calculated, a good faith estimate of the new
monthly payment, and a list of alternatives the borrower has prior
to the adjustment, including refinancing, renegotiation, and pre-
foreclosure sale.

b. Requires certain disclosures in monthly
statements
For the first time, lenders, servicers, or assignees are re-
quired to provide regular billing statements to consumers with
residential mortgage loans. Without this requirement, many sub-
prime borrowers were left in the dark about the status of their
loans. These statements must include: (1) the amount of the
principal owed under the mortgage, (2) the current interest rate
in effect for the loan, (3) the date on which the interest rate may
adjust, (4) the amount of any prepayment fees to be charged, if
any, (5) a description of any late payment fees, (6) contact infor-
mation the borrower can use to obtain more information about
the loan, (7) contact information for counseling agencies, and (8)
any other information prescribed by the Bureau. The requirement
of section 1420 may be met with a coupon book that includes
substantially the same information.

c. Requires establishment of an escrow ac-
count for payment of taxes and insurance for
certain higher-cost mortgages
A common abuse in the subprime market was refinanc-
ing a borrower from a loan with a monthly payment that included
taxes and insurance into a loan without an escrow for these pay-
ments. Many borrowers unwittingly signed up for what appeared
to be loans with lower monthly payments, only to discover their
payments were actually higher once taxes and insurance were
added. The Dodd-Frank Act generally mandates that, for at least
five years, creditors establish an escrow for taxes and insurance
for residential mortgage loans. Act §1461. Unless otherwise re-
quired by state or federal law, mandatory escrows can be avoided
for mortgages with APRs within certain limits that also meet the
definition of qualified mortgages. Under this provisiton, if a bor-
rower chooses to waive the escrow requirement after five years,
the creditor must provide written disclosures describing the con-
sumer’s obligations and the implications of not having an escrow
account.

d. Prohibits force-placed insurance and oth-
er abusive practices by servicers
Several servicer prohibitions are added by the Dodd-
Frank Act through amendments to RESPA. For example, force-
placed insurance abuses are banned. Act §1463. Force-placed
insurance refers to hazard insurance that is imposed by the ser-
vicer only when the borrower fails to renew or maintain hazard
insurance as required by the mortgage contract. This expensive
insurance is often forced on borrowers who are maintaining their
own hazard insurance. Because of the expense of these premi-
ums, force-placed insurance practices can push a borrower into
default and foreclosure.”® Going forward, a servicer cannot obtain
force-placed hazard insurance unless it has a reasonable basis to
believe the borrower has failed to obtain insurance required by the
contract and has met each of the elaborate procedural predicates
imposed by the Act. This section also prohibits other practices,
such as charging fees for responding to a valid written request by
the consumer and imposes quicker response times to borrower
inquiries.

3. Remedies for Violations of Rules

a. Expands availability of defenses to fore-
closure

Under section 1416, a violation of the Dodd-Frank Act’s
steering incentive and ability to pay provisions gives rise to an
affirmative claim against the mortgage originator. However, for
many borrowers, the most important remedy is the ability to pro-
tect their homes from foreclosure resulting abusive practices. A
violation of these two provisions can be asserted as a defense by
recoupment or set-off in any judicial or non-judicial foreclosure
proceeding, as well as an action to collect the debt in connection
with the loan. Act §1413. Recognizing that many borrowers are
not aware of violations until they get legal help in connection
with a debt collection or foreclosure action, the Dodd-Frank Act
ensures that this defense is not subject to the statute of limitations
governing a private action for damages. This also should sub-
stantially dampen the secondary market’s interest in non-qualified
mortgages, which will always be subject to an unsettled enforce-
ment question. It should be noted, however, that the amount of
recoupment or set-off cannot exceed what the consumer would
have been entitled to before the statute of limitations for damages
had run. Nevertheless, this provision closes the gap created by
courts in some non-judicial foreclosure states, which have refused
to allow homeowners to raise time-barred claims defensively in

actions filed to stop a non-judicial foreclosure.

b. Changes to statutory damage caps and the
statute of limitations for certain provisions

The Act also enhances the recourse borrowers have
against lenders in the event a lender violates Section 129 of TILA.
To start, the damages cap in class actions was raised from $500,000
to $1,000,000. Act §1416(a). The Act provides a three-year stat-
ute of limitations for violations of Sections 129, 129B, and 129C
of TILA, which includes the new ban on steering incentives, the
requirement that lenders assess ability to repay, and HOEPA. Act
§1416(b). The provision gives borrowers more time to discov-
er violations than the existing sections of TILA, which impose
a one-year statute of limitations on claims for monetary dam-
ages. 15 U.S.C. §1640(e). The one-year statute of limitations
has oftentimes led to the dismissal of potential TILA claims from
court.”” In addition, the Act increases the class action damages
cap for RESPA servicing violations to $1 million, and individual
damages to $2,000. Act §1463. While these increases may not be
sufficient to make these cases attractive to contingency-fee lawyers
(important since many consumers will not be able to pay lawyers’

fees upfront), they represent an improvement over prior limits.

4. New Restrictions on “High-Cost” Loans

through Amendments to HOEPA
In addition to amending other sections of TILA, the
Dodd-Frank Act amends the high-cost mortgage provisions of
TILA, known as HOEPA, and expands its scope in several key
ways. First, in addition to refinance loans, HOEPA now covers
any loan secured by the consumer’s principal dwelling, including
for the first time purchase loans, open-end loans and any other
configuration of home-secured loan other than a reverse mort-
gage. Act §1431. It also requires for the first time that borrowers
must undergo pre-loan counseling before taking out a high-cost
mortgage under HOEPA. Act §1433. In addition, under the
current version of HOEPA, loans are subject to HOEPA if they
exceed either an APR trigger or a “points and fees” trigger. The
Act adjusts the two current triggers and adds a third trigger to
significantly enlarge HOEPA’s coverage. Id. As a practical mat-
ter, as will be explained below, the Act will eliminate virtually all

Journal of Consumer & Commercial Law



HOEPA loans except those based on the APR trigger.

a. APR Trigger

The Dodd-Frank Act lowers the APR trigger for first
liens by 1.5 points so that first lien loans with an APR that is more
than 6.5 percentage points above the comparable benchmark
APOR are now subject to HOEPA’s restrictions.”®  Act §1431.
Quite significantly, and again for the first time, loans with vari-
able interest rates will have their HOEPA coverage determined by
calculating the maximum rate permitted during the loan term,
instead of looking at the initial rate only.

b. Points and Fees and Prepayment Penalty
Triggers

The Act’s treatment of the points and fees and prepay-
ment penalty triggers is noteworthy. Traditionally, loans triggered
HOEPA coverage predominantly by tripping the points and fees
trigger, which occurs when the points and fees charged on the
loan—ecither through the borrower’s cash payment, through fees
that are financed into the principal of the loan, or a combination
of the two—exceed 8% of the total loan amount. The Act low-
ers the points and fees trigger—from 8 % to 5% of the total loan
amount’’—and expands its definition.” The Act also adds as a
third HOEPA trigger for prepayment penalties extending beyond
36 months from closing of the mortgage, and then prohibits such
prepayment penalties outright.*

Based on the lowering of the points and fees and ad-
dition of the prepayment triggers, it would be reasonable to as-
sume that the new rules will capture more loans under HOEPA.
Nothing could be farther from the truth, however, because while
expanding the trigger, the Act also bans most HOEPA points
and fees loans by prohibiting the direct or indirect financing of
any points and fees. Act §1433. HOEPA points and fees instead
will have to be paid in cash at settlement, which will make these
transactions practically impossible for the majority of consumers.
Thus, rather than being compensated for increased risk through
higher points and fees, lenders will increase their compensation
through a higher APR. As a result, HOEPA coverage in the fu-
ture is more likely to be through the APR trigger than the points
and fees trigger. Moreover, no HOEPA loans will contain prepay-
ment penalties. Consequently, where consumers take out high-
APR HOEPA loans, they will have the ability to refinance later
without suffering reduced equity from upfront fees or back-end
prepayment penalties. Thus, the Act ensures that lenders will no
longer be able to make high cost HOEPA loans that strip equity
through upfront fees or through prepayment penalties.

Furthermore, the definition of HOEPA points and
fees was also expanded by the Act to include “all compensation
paid by consumer or creditor directly or indirectly to mortgage
originator,”* Act §1431, thus settling the
longstanding controversy over whether
yield spread premiums paid directly by
the lender to the broker (and indirectly
by the borrower through a higher inter-
est rate) constitute points and fees under
HOEPA.> The new language unambigu-
ously includes YSPs within the definition
of HOEPA points and fees. Recall that
the Dodd-Frank Act prohibits YSPs for
all residential mortgage loans. See §1413.
However, YSPs can be charged in open-end
credit plans and in transactions where the
borrower pays no upfront fees and all fees
are paid instead through a higher interest
rate. Thus, YSPs in such loans will poten-

points.

Journal of C & C cial Law

In the nine month
time frame between
when the CARD Act
was passed until it
took effect, the av-
erage APR on credit
cards increased about
two full percentage

tally trigger HOEPA coverage.

The bottom line for HOEPA loans is this: purchase
loans are in, open-end loans are in, and manufactured home loans
are in.  After the Dodd-Frank Act, the predominant HOEPA
loan will likely be a high APR loan, and there may also be some
HOEPA loans where borrowers are willing to pay the points and
fees up front or where all points and fees are paid in the form of
YSPs. The broadest impact on the mortgage market, however, will
come from the ban on financing any points and fees in HOEPA,
which will markedly restrain points and fees triggered-HOEPA
loans. Lenders also can be expected to give the points and fees
trigger a wide berth because it will constitute an outright violation
of HOEPA that lenders will trigger, regardless of their disclosures,
by originating a loan with points and fees that are at least partially
financed and total 5% of the loan amount.”® Because of this risk,
we expect lenders will be less willing to make loans approaching
the trigger than they have in the past. Some lenders might im-
pose limits of 4.5 points or lower to avoid the HOEPA penalty,
and more conservative lenders might limit themselves to qualified
mortgages and avoid the problem altogether. Only time will tell
whether these restrictions will effectively eliminate abusive high
cost loans or whether loan originators will exploit any gaps in the
mortgage rules to continue originating predatory mortgages.

5. CFBP’s regulatory authority with respect to mort-
gages
The Dodd-Frank Act not only expands the substantive
protections and prohibitions on mortgage lending, but also vests
broad rulemaking authority in the CFPB (but until the desig-
nated transfer date, the Federal Reserve) with respect to regulating
residential mortgage lending. Section 1405 of the Act states:
IN GENERAL.—The Board shall, by regulations, pro-
hibit or condition terms, acts or practices relating to
residential mortgage loans that the Board finds to be
abusive, unfair, deceptive, predatory, necessary or prop-
er to ensure that responsible, affordable mortgage credit
remains available to consumers in a manner consistent
with the purposes of this section and section 129C, nec-
essary or proper to effectuate the purposes of this section
and section 129C, to prevent circumvention or evasion
thereof, or to facilitate compliance with such sections,
or are not in the interest of the borrower.

The CEPB, therefore, will have ample authority to go beyond the
specific provisions in the Act to limit mortgage terms and practic-
es it finds to be unfair and ensure the availability of “responsible,
affordable” mortgages. Any regulations must also be consistent
with the purpose of amended TILA sections 129B and 129C:
“[T]o assure that consumers are offered and receive residential
mortgage loans on terms that reasonably
reflect their ability to repay the loans and
that are understandable and not unfair,
deceptive or abusive.” Act §1402(a).
Thus, while the specific changes to mort-
gage lending law in 129B and 129C are
significant, even more significant is the
Dodd-Frank Act’s sweeping grant of au-
thority to the BFCP to protect consum-
ers through the ongoing regulation of
residential mortgage.

A. Credit and Debit Cards

There was much maneuvering by
banks in advance of the recent enforce-
ment of the Credit Card Accountability
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Responsibility and Disclosure Act (“CARD Act”).”” The compa-
nies jettisoned less profitable customers, raised interest rates and
increased payment minimums. In the nine month time frame
between when the CARD Act was passed until it took effect, the
average APR on credit cards increased about two full percentage
points, while issuers added annual fees, increased balance transfer
and cash advance fees, and switched from fixed to variable rates
to give themselves the flexibility to raise rates in the future.”® The
Dodd-Frank Act vests the CFPB with authority, through rule-
making and enforcement, to prevent these kinds of regulatory
dodges in the future.

On its face, the Dodd-Frank Act deals with only a very
limited set of credit and debit card practices: what fees can be
charged by card issuers, payment card networks, and merchants
in connection with consumers’ use of payment cards. This is a sea
change for merchants, who will be permitted to impose minimum
purchase amounts (up to $10) without risk of losing access to
any network, so long as the merchant does not discriminate be-
tween different card networks (e.g. Visa or MasterCard) or issuers
(e.g. Bank of America). Act §1075(a). CFPB, however, can set
regulations that allow merchants to impose minimum purchase
amounts above $10. Merchants also may offer discounts to cash
or debit card purchasers without interference from payment card
networks, but, again, they cannot favor different types of credit
card networks or card issuers. Merchants thus have more leeway
in the way they accept payment cards, as they can both set lim-
its on when customers may use them and award discounts for
their use. Perhaps most important for merchants, and hopefully
through them to consumers as well, the law now requires that fees
paid by payment card networks to issuers for their participation in
the transaction—"interchange transaction fees’—must be reason-
able and proportional to the cost incurred by the issuer during the
transaction. Act §920(a)(2). The CFPB has authority to regulate
interchange transaction fees, Act §920(a)(1), and must conduct a
rulemaking within nine months to establish standards in assessing
the reasonability of such a charge, Act §920(a)(3). Assuming is-
suers do not recoup the cost of that rule through other novel fees,
fewer costs should be passed down to merchants and consumers.

C. Fair Lending
The section of the law establishing the Office of Fair
Lending and Equal Opportunity gives the CFPB authority to
oversee and enforce federal laws “intended to ensure the fair, eq-
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uitable, and nondiscriminatory access to credit for both individu-
als and communities that are enforced by the Bureau ...” Act
§1013(2)(A). The Dodd-Frank Act also enhances the fair lend-
ing reporting requirements under the Home Mortgage Disclosure
Act, which only required the reporting of race, ethnicity, and gen-
der of applicants and the application decision (as well as addi-
tional information for HOEPA-covered loans). Entities now have
to report a borrower’s credit score, age, total points and fees, loan
pricing, prepayment penalty information, house value, period of
introductory interest rate, interest-only or negative amortization
information, term of the loan, and channel of origination. Act
§1094.

Whereas reporting requirements had been tailored to
the question of whether minority borrowers are discriminated
against in access to credit, the new reporting requirements al-
low regulators to better evaluate the question of whether minor-
ity borrowers receive credit on worse terms when they do receive
credit, and, for the first time, allow regulators to see if older con-
sumers are discriminated against in credit transactions. Since the
subprime crisis began, a number of studies have explored the dis-
proportionate impact that the foreclosure crisis has had on people
of color.”” Some, in the context of litigation, have used available
lending data to show that African American and Latino borrowers
received more abusive and unfair loans than their white coun-
terparts, even when controlling for default risk indicators such
as the borrower’s credit score.”’ In other words, it may be that
racial minorities were disproportionately steered—Dby brokers and
lenders—into more expensive and toxic loans than they qualified
for in the years before the subprime crisis, and have therefore suf-
fered a disproportionate financial loss since. The more detailed
information required under section 1094 should deter disparate
pricing in the future, as well as provide a richer database for regu-
lators to observe trends in pricing and access to credit and engage
in additional enforcement, as appropriate.

III. Preemption:
Another hotly contested provision of the Dodd-Frank
Act relates to the ability of state enforcers — whether banking
regulators or attorneys general — to enforce both state and federal
standards. While banks and some Democrats complained that
the Act would create a patchwork of rules, state enforcement re-
main vigorous and a marked departure from recent federal policy.
Preemption removes neighborhood cops from the
consumer protection beat.”’ State officials are consumers’ first
responders; they are closer to consumers and often the first to
become aware of new and devastating consumer scams. State at-
torneys general have been responsible for some of the most sig-
nificant settlements for predatory lending: Ameriquest ($325
million), Household ($484 million), and, most recently, Coun-
trywide ($8.6 billion, with projected value of loan modifications).
State leadership emerged in the absence of any serious
enforcement by OTS and OCC.%* And it occurred despite OTS’s
and OCC'’s aggressive efforts to assert their broad preemptive
powers.”® Over the last decade, the OCC, under the National
Banking Act (“NBA”), and OTS, under the Home Owner’s Loan
Act (“"HOLA”), drafted rules that claimed exclusive enforcement
jurisdiction over the financial institutions they regulated. In
Cuomo v. Clearing House, 129 S. Ct. 2710 (2009), the Supreme
Court reined in federal regulators, holding that the NBA did not
preempt the enforcement of state laws of general applicability,
including consumer protection statutes (though it did preclude
state attorneys general from issuing subpoenas to national banks).
The Dodd-Frank Act stakes out a clear role for state con-
sumer financial protection, tipping the scales from, rather than
toward, preemption. It takes Clearing House a step further, as
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CFPB regulations will not preempt state consumer protection
laws unless they are inconsistent, and more protective state laws
are not inconsistent. Act §1041. State attorneys general, and,
as applicable, state regulators, can enforce not only their own
non-preempted state laws against federally-chartered banks and
thrifts, but also the CFPB regulations (though not the general
ban on unfair, deceptive, or abusive acts or practices in the ab-
sence of the rule).®* Act §§1042(a)(2), 1047. Thus, federal law
and regulations provide both an engine and a floor, not a ceiling,
for enforcement.

In a strong break from past practice, the Act also amends
the NBA and HOLA, to ensure that these banking laws will not
be interpreted to preempt stronger state consumer financial laws ©°
unless the state law discriminates against national banks or federal
thrifts, “prevents or significantly interferes” with the institution’s
ability to do business, or is expressly preempted by federal law.
In effect, the Act adopts the Supreme Court’s standard in Barnetr
Bank of Marion County, N.A. v. Nelson, Florida Ins. Commissioner,
et al., 517 U.S. 25 (1996). The Dodd-Frank Act only preempts
state laws to the extent that they are inconsistent with the Act; the
fact that the state law is more protective than the Act does not, on
its own, make it inconsistent. Act §1041(a). Before determin-
ing that a state consumer financial law is preempted, OCC must
consult with the CFPB. Act §1044, adding new §5136C(b)(3)
(B). To ensure thoughtful deliberation and accountability, the Act
requires that the Comptroller of Currency make any preemption
decisions, which cannot be delegated to any other officer or em-
ployee and must be based on substantial evidence, and any OCC
preemption determination must be supported by “substantial
evidence” finding that the Barnert standard is met. Act §1044.
Perhaps most critical in the long run, this section also directs that
courts reviewing an OCC preemption finding not simply defer
to the agency, but consider the thoroughness of its review, the
validity of its reasoning, and its consistency with prior determi-
nations, among other factors. Thus, the rule assures that courts
do not give automatic deference to the OCC with respect to its
preemption determinations. Preemption determinations must be
reviewed and re-published within 5 years and the OCC must, at
least quarterly, publish an updated list of all current preemption
determinations, identifying the specific scope and impact of each
determination. Act § 1044.

While codifying two Supreme Court decisions, the
Dodd-Frank Act reverses another one. In Watters v. Wachovia
Bank, N.A., 550 U.S. 1 (2007), the Supreme Court held that
state laws are preempted with regard to operating subsidiaries of
national banks to the same extent that such laws are preempted
for the parent bank. The Dodd-Frank Act overturns the ruling in
Watters, stating that neither the Act nor Section 24 of the Federal
Reserve Act “preemptls], annul[s], or affect[s] the applicability of
any State law to any subsidiary or affiliate of a national bank.” Act
§1044(a).

Thus, the law creates considerably more space for state
enforcement activity, limiting and more clearly defining the cir-
cumstances in which state action will be found to be preempted.

IV. Rating agencies and Securitizers

Though rating agencies typically be-
long on the investor, not consumer, side of the
ledger and would otherwise be outside the scope
of this article, steps taken to rein in the rating
agencies are worth noting because, but for the
rating agencies’ blessing of risky mortgage secu-
rities, originators would never have been able to
fund and pass off those mortgages.® At the heart
of the problem, according to commentators and
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former employees, were deeply flawed rating methodologies ill-
suited to new mortgage-backed securities and a fundamental con-
flict of interest in how rating agencies were paid. Just as the OCC
and OTS became beholden to the regulated entities that paid
their fees, credit rating agencies (“CRAs”) are dependent on the
issuers of securities to pay their fees. Because investment banks
cannot live with non-investment grade ratings, CRAs face inter-
nal and external pressure to provide higher ratings that will satisfy
their clients. During the peak of the housing bubble, the drive
for market share and profits seemed to overwhelm CRAS’ duty of
accuracy. ¥

The Dodd-Frank Act establishes an Office of Credit Rat-
ings at the Security Exchange Commission (“SEC”) with the au-
thority to administer the rules of the SEC with respect to CRAs,
to promote the accuracy of credit ratings, and to ensure that credit
ratings are not influenced by conflicts of interest. Act §932(a)
(8). Several of the provisions in section 932 aim to increase the
transparency of the credit-rating process. For example, CRAs are
now required to disclose their rating methodologies and the per-
formance of previous ratings for each type of security or money
market instrument. Act §932(a)(8). The response from the three
major CRAs—Standard & Poor’s, Moody’s Investors Service and
Fitch Ratings—following passage of the Dodd-Frank Act suggests
they may have had little faith in their own ratings methodolo-
gies. Immediately after Congress passed the law, the three agen-
cies prevented bond issuers from publishing their ratings for fear
of liability risks.*®

Furthermore, Section 932 also gives the SEC the au-
thority to suspend or de-register a CRA if it finds that the CRA
does not have the ability to produce ratings with integrity. CRAs
are required to submit annual reports that detail their compli-
ance with the law, as well as any changes to their code of ethics.
Act §932(a)(5). Despite the general requirements outlined in the
law, much of the specific content of the regulations were left to
the rulemaking authority of the SEC. The SEC is currently con-
ducting a 2-year study to create new mechanism that will prevent
Asset Backed Security (ABS) issuers from picking the agency they
think will provide the highest rating. If the SEC cannot determine
how to match raters with firms while eliminating rating agency
conflicts, the SEC will appoint a panel to establish a random pro-
cess. Within a year, the SEC must issue rules on conflicts of in-
terest, specific disclosures, and analyst qualifications (and various
other reports are also required, including one on how CRAs are to
be assigned to issuances).

The law also sets significant corporate governance re-
quirements for CRAs. At least half of a rating agency’s board of
directors, which sets policies with respect to how ratings are set
and how conflicts of interest are avoided, must be “independent”
(meaning the directors are not associated with the CRA and do
not receive compensation from it) and directors’ compensation
cannot be tied to the agency’s performance. Act §932(a)(8). Sec-
tion 933 enhances the liability of CRAs by allowing investors to
sue rating agencies for a knowing or reckless failure to investi-
gate the facts relied upon to make the rating, or failure to obtain
reasonable verification of the facts from
a credible source. Act §933(b). Ratings
are no longer considered “forward-look-
ing statements” under the Exchange Act
and the law rescinds Securities Act Rule
436(g), making analysts liable in the same
manner as accountants when ratings are
included in registration statements. Act
§933(a). Many of the requirements to use
ratings provided by registered Nationally
Recognized Statistical Rating Organiza-



tions (“NRSROs”) were eliminated under the Act, encouraging
investors not to rely on ratings. Finally, the law requires CRAs
to consider information relevant to their ratings that come from
credible third party sources. Act §935.

This same discipline is also at heart of the Dodd-Frank
Act’s risk-retention provision. Under the law, companies that sell
mortgage-backed securities must retain at least 5% of the cred-
it risk in each underlying asset, unless the underlying loans are
“qualified residential mortgages” (the term is still to be defined by
the CFPB, but it is meant to cover lower-risk loans than the ones
that characterized the subprime mortgage market). Act §15G(b),
(c). The idea behind the rule is that securitizers will be less likely
to bundle toxic mortgages and conceal their risk if they are re-
quired to suffer some of the consequences if the loans default.
Presumably, this would also have a trickle-down effect on loan
origination; in other words, if securitizers refuse to package risky
mortgages for fear of bearing the risk, lenders will be less likely to
originate such mortgages because they will be unable to sell them
to investors. The key question, however, will be whether the 5%
risk retention is enough to outweigh the potential profits from the

other 95%.

V. Miscellaneous:
Several other provisions of the Dodd-Frank Act relating
to consumer protections are worth noting, even briefly.

A. Insurance

Section 502 of the Act creates the Federal Insurance
Office within the Treasury Department to gather information
(including by subpoena) about the insurance industry (exclud-
ing health insurance), including access to affordable insurance
products by minorities, low- and moderate-income persons, and
underserved communities. The Office is to issue a report within
18 months with findings and recommendations regarding the
costs, benefits, and feasibility of federal insurance regulation. In
contrast to the other preemptive provisions of the Dodd-Frank
Act, this section begins to test a federal role in what historically
has been a state regulated arena. This section, however, specifi-
cally prevents the federal government from overturning state rules
covering rates, premiums, underwriting, sales practices, coverage
requirements, state antitrust laws or solvency requirements.

B. Funding
The law earmarks significant funding for consumer-related
projects and functions. In addition to the CFPB’s budget, the
Dodd-Frank Act:

*  Dedicates $1 billion for emergency mortgage relief to
provide bridge loans to qualified unemployed hom-
eowners with reasonable prospects of employments to
help them make mortgage payments in the interim. Act
§1496(a).

*  Dedicates another $1 billion to cities and states for neigh-
borhood stabilization to rehabilitate, redevelop, and reuse
abandoned and foreclosed property.
Act §1497(a).

* Authorizes a HUD program to
make grants to provide foreclosure
legal assistance to low and mod-
erate income homeowners. Act

§1498(a).

C. Appraisals

Inaccurate and improperly-influ-
enced appraisals were among part of the
risky practices that characterized the sub-
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prime mortgage market preceding the foreclosure crisis. In many
instances, lenders influenced appraisers to overvalue properties in
order to satisfy their underwriting standards and extend credit to
some borrowers.”” Inflated appraisals not only led to the under-
collateralization of mortgages, it also overextended borrowers who
were paying more for their mortgages than their properties were
actually worth. Loans with inaccurate appraisals, therefore, con-
tributed to the foreclosure crisis as many borrowers were often
unable to afford loans that lenders green-lighted through inflated
appraisals.”’

Under section 1472 of the Dodd-Frank Act, apprais-
als must be independent. An appraisal is not independent if the
appraiser is subject to compensation, coercion, intimidation, in-
struction, or bribery by a party with an interest in the underlying
transaction for the purpose of basing the appraisal on anything
other than the judgment of the appraiser. Moreover, misrepresen-
tation of the value of the property for the purposes of extending
credit and withholding or threatening to withhold timely pay-
ment to the appraiser violate the Act’s requirement of appraisal
independence. The law also prohibits conflicts of interest with
respect to appraisals, and no appraiser conducting an appraisal
“may have a direct or indirect interest, financial or otherwise, in
the property or transaction involving the appraisal.” This section
covers appraiser compensation as well; lenders and their agents
must compensate appraisers at a rate that is customary and rea-
sonable. A creditor who knows of a violation of any of the above
rules may not extend credit to a consumer, unless it documents
that it followed reasonable diligence in finding that the appraisal
did not materially misrepresent the value of the dwelling. The
penalty for violation of §1472 is a $10,000 civil fine for each
day the violation continues, and $20,000 for second violations.
Finally, the CFPB is required to issue interim final rules within 90
days of date of enactment specifying particular acts that violation
appraisers’ independence.

The Dodd-Frank Act also prescribes other rules with
respect to appraisals. Before a lender can extend credit for a
“higher-risk” mortgage,”" section 1471 requires it must first ob-
tain a written appraisal of the property in accordance with the
new section 129H of TILA. First, the appraisal must be done by
a physical visit to the property and viewing of the interior and
the borrower is entitled to one free copy of each appraisal report.
Second, where a seller is flipping a property within 180 days, a
second appraisal is required at no cost to the consumer. The sec-
ond appraisal must analyze the difference in price, changes to the
property, and changes in the market since the property was pur-
chased. Violations of section 129H are subject to a civil penalty
of $2,000.

D. Loan Modifications

Many consumers complain that they were wrongly or
inexplicably denied a HAMP modification by their servicer. Be-
cause much of the loan modification process remains a black box,
consumers, advocates, and counselors have no ability to check
servicers math, making their decision
making both mysterious and account-
able. Leaving no law untouched, the
Dodd-Frank Act made adjustments to
increase the transparency of the Home
Affordable  Modification ~ Program
(“HAMP”). Act §1482 (a)(c). First, the
Act requires the Secretary of the Treasury
to revise its HAMP supplemental direc-
tives and other guidelines to require any
lender or servicer who denies a HAMP
modification following a request from
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the consumer to provide the consumer with the input data in a
Net Present Value (NPV) analysis.”? Act §1482. Not only that,
but the Secretary must create a website with an NPV calculator
that can be used by consumers. Finally, the Act mandates that the
Secretary make public data it receives from lenders and servicers

participating in the HAMP program. Act §1483.

ITII. Conclusion

The structural and substantive reforms contained in the
Dodd-Frank will unfold over the coming years through hundreds
of rules and studies and the activity of thousands of regulators,
lobbyists, and advocates. So, while it’s far too soon to fully de-
scribe, let alone pass judgment on, the scope and impact of this
law, it clearly will impose focused oversight and real discipline on
financial institutions’ consumer financial services. The Consumer
Financial Protection Bureau and the substantive restrictions on
mortgage lending (and related mortgage-related services, from ap-
praisals, to credit ratings, to securitization) could have prevented
the last financial crisis. The true test, also hopefully years in com-
ing, will be whether the Dodd-Frank Act can protect consumers’
interests and avert the next disaster.
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