Findingsfrom the HB 4050Predatory L ending Database Pilot Program

I ntroduction

This report isthe reault of data colleciedby 11 HUD-certified Counseling Agenciesthat participated
in the HB 4050 Predatory Lending Database (PL DO Pilot Program from Sefember 1, 2006 through
Jaruary 19, 2007 (@ilot Phaee0). These HUD-certified Counseling Agercieswere: ACORN
Housing, Bethel New Life, Brighton Park Neighborhood Council, Chicagp Urban Leagle, Greaer
Sauthwed Development Corporation, Institute for Consumer Credt Educaion, LUCHA,
Neighborhood Housing Services of Chicagp, The Reaurrecion Project, Rogers Park Community
Developmert Corporation, and Spanish Coalition for Housing. Housing Action Illinois provided
techical assistancein compiling data and writing this report.

The Counseling Agerciesfirmly believe that providing information and insight to borrowersso that
they canmake informeddecisions is critically important in sustaining home ownership for families
ard protecting neighborhoods from the devagation of the defaut/foreclosure/abardoned property
cycle. Providing such a service to protecthomeownnersand neighborhoods canonly be possible when
the necessary resourcesareavailabe.

Summary of Findings and Recommendations

During the 20 weeks of the Pilot Phase, approximatly 1,200 borrowers received File Review from a
participating HUD-certified Counseling Agency. The most importart findings from the data collected
on eachloanfile reviewed during the Pilot Programare asfollows:

* File Review helpedborrowers better undergand the costs and terms of their loars, leadng to
better-informed decision-making. More thanhalf of the borrowersreferredfor File Review could
not afford the loanthey were being given by their mortgage broker/loanoriginator. 9% of the File
Reviews showedindicia of fraud. While Counselors notedthe indicia of fraud in the Predatory
Lending Database, to our knowledge, the lllinois Departmert of Finarcial and Prdfessional
Regulaton (ODFPROhasnot initiatedinvegigations of any of these transactons to date.

* HB 4050 provided borrowers seeking refinance loars acces to servicesthat they othemwise would
not have had availabe to them. 75% of borrowers receiving File Review were ertering into a
refinancetramsaction. Thisis apopulation of borrowers thattypically do not participate in any
kind of counseling, homeowner education program, or File Review prior to applying for finarcing.

» Counseling agerciesdid not find that HB 4050 limited borrowerlaccess to credt within the Pilot
Program Areaor that the Pilot Praogram Areawasconsideredunatractive to new homebuyers
More than 300 diff erert Illinois mortgage licerseesoriginated|oans for borrowersin the Pilot
Program Areaduring the Pilot Phase.

* Morethan60% of the borrowers who received File Review were obtaining loars with adustake
rates It wasevidert during the File Reviews thatin the majority of casesborrowerswerebeing
approvedfor finarcing solely on the bags of theinitial or O¢asrrate, without regard to the
borrowerOshility to afford the loanwhenthe rate adusted

In addition to the Findings from the Counseling Agencieexperiencein theinitial phase of the HB
4050/PLD File Reviews, this report includes Recanmendations from the HUD-cerified Counseling
Agenciesabout issuesand concerns that should be addressedif HB 4050 wereto be reinstated and
continued
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Findings

1. File Review helped borrowers better understand the costs and terms of their loans,
leading to better-informed decision-making.

Background:

During the 20 weeks of the Pilot Phase, approximatly 1,200 borrowers received File Review from a
participating HUD-certified Counseling Agency. These 20 weeks includedthe six weels (pre-
Tharksgiving to New Yeas) that aretradtionally the leag active business weels of the real egate and
mortgage lending industries

The 11 participating HUD-certified Counseling Agencieswere staffed by 41 individual counselors
who weretrained and availab e to provide the File Review. All borrowersreferredfor File Review
were abe to schedule and complete the File Review with a participating HUD-cerified Counseling
Agency within the 10-day statutory timeframe. There were no documenteddelays in the closing of
loans because of alack of counselors or delays in providing the File Review. From this pergpective,
HB 4050 had no adverse effecton eitherthe mortgage lending or real edate salesproceses Delaysin
closings were typically causedby Loan Originators ertering inadequate or incorrectinformation into
the PLD, by Loan Originators changing the terms of the loans and thus triggering a Orecounseling File
ReviewQor by borrowers¥ailure to schedule and complete a File Review session.

As partof the File Review, the staff of the participating HUD-certified Counseling Agerciesentered
datainto the PLD regardng 12 OreommerdationsOspecifi edin the statute for eachloanfile. These
recanmerdations werebased on the counselorOgudgmert regarding the borrowerOsevel of
underganding of the loantrarsacion; the Gffordahil ityfbf the loany whether the loan was Orarket
rateCor above; whether the verbal information provided to the borrower by the Loan Originator
matched the documertation ard disclosuresprovidedto the borrower; and whether information about
the borrowerQs$ncome and expenseserteredinto the PLD by the Loan Originator mathedthe
informaion about income and expensesthat the borrower providedto the HUD-cerified Counseling
Agency during the File Review. The HUD-certifi ed Counseling Agencieswere required by statute to
make ajudgmert about the borrowerOdevel of underganding of the loantrarsacion and whether
therewasarny evidence of fraudulert behavior on the part of the lender, and to enter those
recanmerdations into the PLD aswell.

From the inception of HB 4050, the Illinois Departmert of Financial and Professional Regulation
(IDFPR), the state administrative agency tasked with implementation of HB 4050, refusedthe HUD-
cerified Counseling Agercierepeated requeds to provide guidance or definitions of the termsin the
administrative rulesBtermssuch asO#ordahility® Orarket rated OfaudCetc. In the abserce of ary
guidanceor direcion from IDFPR, the participating agerciesdiscussed and agreedupon definitions of
termsthat would be usedin regonding to the required quegions, asfollows:

«  Oove Market RateOb The agerciesagreedthat any loanthathad aninteres rate that wasin
excess of the FNMA 30-year/60-day delivery rate plus 300 Bads Pants would be considered
Oabve marketrated.For the Pilot Phase, the Gnarket rateQunder this definition rangedfrom
8.95% to 9.36%, with the average rate during the Pilot Phase being 9.186%.

« OcCanot afford the loanOP The agerciesagreedthat any loanthatresultedin atotal ekt to
Incomelratio (W TIOpf more than45% would be consideredOunaffordabled. DTl is
calculated by dividing the total gross household income (on either anamual or a monthly
bags) by the sum of the total paymerts due (monthly or amually) for housing experse
(principal, interes, taxes insurance, mortgage insurarce, condo feeg plus other obligations
(minimum paymerts on revolving credt, installmert paymerts, child care experses tuition).
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OPreipitously close to not being able to afford the loanOP The agerciesagreedthat ary loan
thatreaultedin atotal DTI ratio (ascalculated above) of 40% to 45% would be deemed
Opecipitously closeQo being unaffordable.

IDFPR also refusedto define or provide guidance on the definition of Graud®or Oidicia of
fraud®and the determination of either fraud or indicia of fraud wasleft to the judgmert of the
individual housing counselor that performedthe File Review.

Compilation of the Recommendations from all the File Reviewsyielded the following conclusions:
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Morethan half of the borrowersreceiving File Review receivedthe recanmendation
Qcannot afford the loan.Oor CPrecipitously close to not being able to afford the loan,O
mearing that they were applying for a loanthat put them at high risk for failure, default and
foreclosure.

38% of borrowers had Delt-to-Income (DTI) ratiosin exces of 50% of grossincome,
mearing that these borrowerswould be sperding atleast 62% of their Oaike homeQincomeon
their housing expense, leaving very little monthly incomefor utilities food, transportation,
ard other necessities

Only 12% of all the File Reviewsresultedin the recanmendation that there were No

| ssueDwith the loan. (No Issuemeart that the informaton ertered by the Loan Originator
matched the informaton verifi ed by the HUD-cerified Counseling Agercy; there were no
indicia of fraud; that the borrower appearedto undergand the transaction; thatthe loanhad a
OmeketrateOand thatit wasOdbrdaded

22% of all loans were determinedto be QAbove Market Rate ODuring a period wheninteres
rateswere relatively low (fixedratesin the 6.1% to 6.4% range for first mortgagesfor home
purchase or refinance), 22% of borrowers were receiving loars that had ratesthat exceededthe
Omeket rateCasdefined by the agenciesbloans with interes ratesin excess of the Gnarket
rateCaverage of 9.186%. Another 55% of borrowers werereceiving loars with interes rates
thatwereatleag 1.5% higherthanthe convertional first mortgage ratesduring the Pilot Phase
(i.e., ratesof 7.99% ard above). With higher ratesof intereg trarslating into higher monthly
mortgage paymerts, coupled with OnaffordadeCDTI ratios noted above, these borrowers
preeneda picture thathad a very high potertial for mortgage defaut/failure and foreclosure
in the not-distart future.

9% of theloans reviewedcontainedindicia of fraud. Degite receiving notice of the
suspectedfraud and having this recanmendation ertered into the PLD, to our knowledge
IDFPR hasnot initiatedinvedigations of any of these transactons to date.

9% of all loans reviewed contained either discrepanciesbetweenthe information entered
into the database by the loan originator and the information presentedverbally to the
borrower or evidence that borrower Gdid not understand the loan.O Mortgage loars are
complicatedtrarsacions and the proliferation of new varietiesof mortgage productsin the
market cancreae confusion. Borrowersterd to trust what they are told by their loan originator
and do not undergand whatis writtenin the voluminous disclosuresgivento them

The overwhelming majority of borrowers who were receiving adjustable-rate loans were
surprised when the HUD-certified Counseling Agency informedthem that theywere
receving an adjustable-rate loan and not a loan with a fixedrate for the entire term of the
loan. In every case where borrowerswere surprisedto be told they werereceiving an
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adustable rate loan, the Loan Originator hadtold the borrower that the rate was @i xedJbut
negeciedto mertion that the term for which the rate wasOfkedOwaslimitedto 12 to 36
months. Truthin Lending Act (TILA) disclosuresdo not adequately disclose thisto the
unsophisticatedborrower. Additionally, borrowersoften operae under the mistaken
presumption that their loan originator hasanobligation to obtain the bed loanand intereg rate
for them. Most borrowers also did not underdand that they werebeing charged substartial
feedcosts for the loan

* SameLoan Criginators or Mortgage Brokers required borrowersto bring a $300 feeto the
Broker or Originator prior to scheduling the File Review, in violation of the statute. The
statute specifically requiresthe Broker or Originator to pay for the File Review. In numerous
cass the Broker/Originator required the borrowerto pay the File Review feeto the
Broker/Originator who would thenin turn issue a checkto the Counseling Agerncy from their
business accaint creaing the appearmance that the Broker/Originator waspaying the fee. This
wasa directviolation of the statute. Whenthe Counseling Agenciesbrought thisto the
attertion of IDFPR, they refusedto invegigate the complaint or to pursue disciplinary action
against thelicersee

2. HB 4050 provided borro wers seeking refinance loans acces to servicesthat they
otherwise would not have had availableto them.

*  75% of borrowers receving File Review were entering into arefinancetransaction. Thisis
apopulation of borrowersthattypically do not participatein any kind of counseling,
homeawner education program, or File Review prior to applying for financing. In mary
ca®s thes same borrowersdid not have the berefit of pre-purchase educaion before
purchadng their homes ard did not understand the complexity of mortgage refinancing B
spectffi cally the nature of the loan products and feesinvolved

* Borrowerstend to trust what theyaretold by their Loan Originator or Mortgage Broker
rather than reading and understanding what iswritten in the Disclosuresgiven to them.
Basdon the borrower interviews during File Review, thereappearedto be relatively little
concernby Loan Originators or Mortgage Brokersabout the borrowerOsakility to afford ard
sustain the loan, or for whether the borrower underdood the terms of the transacton. Based
on the independent verifi caion made by the housing counselors, nearly 90% of Otated
income®oars reviewed during the Pilot Program over-stated the borrowerOsncome ard thus
put borrowersin jegpardy of defaut. In one case, when the housing counselor contactedthe
Broker about the overgatedincomein afile, the Broker proudly reponded, Ohatis the
purpose of a statedincome loanDto overdate income.O As noted elsewhere, the
ovemwhelming maijority of borrowers receiving ad ustable-rate |loans had beentold that they
were receiving afixedrate loan

3. There isno conclusive evidencethat HB 4050 significantly limited borro wersGacces to
credit within the Pilot Program Areaor that the Pilot Program Area was considered
unattractive to new homebuyers.

* Morethan 300 different Illinois mortgage licenseesoriginatedloans for borrowersin the
Pilot Program Areaduring the Pilot Phase. The diversity of licerseesthat originatedloars
in the Pilot Program Areaduring the Pilot Phase beliesthe fear and claimsthatthe
requirements of HB 4050 would end lending in the Pilot Program Areaand deny borrowers
accesto credt.
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* 25% of borrowers receving File Review were purchasing homesin the Pilot Program Area
Of the 25% of borrowerswho were obtaining fi nancing for the purchase of a home, more than
31% of these buyerswerebuying into the Pilot Program Areafrom ZIP codesand
neighborhoods outside the Pilot Pragram Area Thisindicaiesthatthe requiremerts of HB
4050 did not halt home purchasesin the Pilot Program Area,nor did it prevert new
homeluyersfrom choosing to purchase and moveinto the Pilot Area.

* HB 4050 had no adverse effecton thered egdate market The Pilot Phasincluded whatis
consideredthe sloweg time of the yearin the real esate industry © Tharksgiving through New
Y earsba period during which tradtionally thereis a significart decline in both home sales
and mortgage originations. Also during this Pilot Phase, the mortgage and real etate
industriesexperiencedboth increagsin mortgage |oan ratesard a gereral OsfteningQof the
realegate market throughout the ertire Chicagp metropolitanarea.

4, The loan products offered are typically at the discretion of the Loan Ori ginator or
M ortg age Broker, and loan underwriting doesnot geneally take into account the borro werOs
ability to afford and sustain theloan.

* Morethan half of the borrowers who receivedFile Reviewwere obtaining loans with
adjustablerates Basdon the verificaion of household incomesand delts, it wasevidert
thatin the majority of casesborrowerswere being approvedfor finarncing solely on the bass
of theinitial or O¢aserQrate, without regardto the loan® affordakility whenthe rate agusted
Sincehousehold incomefrom all sources(wages persions, Sccial Security) doesnot risein
proportion to intered rate adjustmerts, nor are income sourcesasregonsive to marketforces
asinteres rates it is highly unlikely that household incomewould sufficiertly increase to
coverthe increased mortgage paymerts.

*  69% percent of File Reviewswere completed for borrowers with credt scoresof 620 and
below, which wasone of the statutory OtiggersCror File Review. Recert yearshave seena
proliferation of convertionally-pricedmortgage products for borrowerswith credt scores
below 620, but those borrowerswho receved File Review gererally believed that a sub-prime
loanwastheir only alterrative, oftenbecatse they had beentold so by the Loan Originator.
Many of the affordatl e loan products off eredto first-time homeluyers and low/moderae
income borrowersnow use a credt score of 580 asthe threshold for qualifying for a
convertional rate loan, so mary of these borrowerscould have qualifiedfor a more affordabe
loanhadthey beenbetterinformedabout what wasavailabe to them.

e 30% of borrowers had credt scoresin excess of 620, but received File Review because their
loars contained featuresthat metother statutory GriggersCsuch as prior finarcing of the
property within the previous 12 months; interes-only loan paymerts; adustabe rate loans
with lessthana 3-yearinitial rate period; OtatedincomeQoans (wherethe lerder doesnot
require independert verification of a borrowersGincome); loans with prepaymert peralties
loans that resultedin negative amortizaion and total points & feesin exces of 5% of the loan
amaunt.

* Borrowers with credt scoresin excess of 620 would generally have been accepable
borrowersfor a more conventonal and prime-rate product, rather thanthe higher
cost/improvidert charecteristic loars for which they were applying. 10% of borrowershad
credt scoresof 650 or above, which would generaly qualify themfor a convertional loan
product.
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Recommendati ons

IDFPR relead proposed rulesfor aredesigned HB 4050 Predatory Lending Database Pilot Program
on March 21, 2007. IDFPR hasproposedthese Ruleswithout any direct consultation with the HUD-
cerified Counseling Agerciesthat providedthe File Reviewin theinitial Pilot Phase. Perding formal
commert on the rules the HUD-certified Counseling Agerciesoff er the following recanmerdations:

1. I DFPR should not move forward with an expanded program without analyzng or
understanding what was learned from theinitial Pilot Phase program. During the Pilot Program, the
counseling agercieserteredinformation about individual borrowersinto the Predatory Lending
Database. This databas wasthenand is now under the sole control of IDFPR. To date, therehas
beenneither any public disclosure from either IDFPR or the State leg slature regarding what was
learredduring the initial Pilot Program; nor any publishedanralysis of the data colleciedto determine
the impactof the Pilot Program on borrowers lenders, the loan products provided, or the market.

2. Thereisa significant lack of qualifiedstaff among HUD-cettified Counseling Agenciesto
implement a Pilot Program on a county-wide basis; and therearevery few HUD-cerified Counseling
Agenrciesstaffedand availabe to provide File Review in the majority of the suburbanareasof Cook
County. Thereare currertly only two HUD-certfied Counseling Agernciessenvicing the north
suburban portion of Cook County, and these agencieshave a total of only 2 housing counselors.

The Woodstock Institute hasegimatedthatimplemerting HB 4050 under the proposed ruleswould
impactin excess of 19,000 loans amually. Taking into consideraion the capacity of the HUD-
cerified Counseling Agerciesin Cook County to provide File Review under the proposedrules we
edimate that a minimum of 25 new Housing Counselors will needto be hired ard trainedin order to
provide the volume of File Review contemplated under the proposed rulesba 60% increagin
counseling staff among the HUD-certified Counseling Agencies Without suffi ciert staff in placeto
provide the File Review, the proposed program is guaranteedto fail.

3. Theinvolvement of HUD-cettified Counseling Agenciesin an expanded Pilot Program will
dependon a demastratedwillingness on the part of | DFPR to work collaboratively in partnership
with the HUD-certified Counseling Agencies The HUD-cerified Counseling Agerciesprovided
recanmerdations for programimprovemensto | DFPR on several occasons during the Pilot Phase.
To date, IDFPR hasrefusedto regpond to or address any of those recanmendations.

3. I DFPR must provide moretraining to its Licensesbefore implementing an expanded
renenvedprogram. In theinitial Pilot Program, therewasalack of training for mortgacge licersees
The lackof training and tecmical support to licerseesby I DFPR reaultedin mortgace licersees
calling HUD-certified Counseling Agenciesfor advice on how to implemert the requiremerts of HB
4050 and how to use the PLD software. In addition, the HUD-cerified Counseling Agenciesmust be
part of the training program offeredto licensees to address the misinformaion and misunderganding
about the File Review process before anexpanded programisimplemerted

4, I DFPR must creae and implement a complaint process and a defined schedule of
disciplinary actions to regond to issuesidentifiedduring the File Review. The HUD-certified
agerciesidertifiedthe lack of regponse from IDFPRregardng complaints of fraud and the
reluctancefefusal of IDFPR to implemert astandard complaint proces asserious failings during the
Pilot Phase. If the PLD program isto have arny impacton preverting foreclosures theremust be a
measire of accountahility imposedon both IDFPR ard itslicersees Effective erforcemert acion by
IDFPR is anecesary componert of the programif the Pilot Program is to have any mearngful impact
on the predatory lending crisis.
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5. I DF PR should adopt the definitions of termsin the statute as developed by the HUD-
certified Counseling Agencies The statute doesnot egallish aprotocal for the File Review, nor does
it define terms such asOafordahilityO OmarketrateOetc. asnoted above. To ersurethat the intert
and spirit of the statute areservedand to ersure consistercy and trarsparercy in the File Review
process, | DFPR should adopt the defi nitions that have beendeveloped and, by working cadllaboratively
with the HUD-certified Counseling Agercies ageeto a process/protoca for File Review.

6. I DFPR should egablish a centralizedsysemfor callection of File Review feesand
disbursementto the HUD-cettified Counseling Agenciesas File Reviewis completed IDFPR
regulatesand licersesmortgage lenders mortgage brokersand Loan Originators that arerequired by
statute to pay the cost for the File Review. The proposed Rulesrecagnize that the $300 fee charged
for File Review in the Pilot Phase mees the Oea®nal e and customary costCtes of the statute.
Insofar asthe HUD-certified Counseling Agerncieshave no authority to enforcethe collecton of the
feeand IDFPR is chargedto implemert the statute, | DFPR should take regponsibility for ensuring that
their licerseespay for the File Review.
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