From: Regina B Watson on 08/31/2000 04:12 PM

To: Edward Gramlich/BDM/FRBOG/US@FRBOG, Laurence Meyer/BDM/FRBOG/US@FRBOG, Dolores
Smith/CCAFRBOG/US@FRBOG, Glenn Loney/CCA/FRBOG/US@FRBOG, Adrienne
Hurt/CCA/FRBOG/US@FRBOG, Suzanne Killian/CCA/FRBOG/US@FRBOG, Glenn B
Canner/RS-MA/FRBOG/US@FRBOG, Scott Alvarez/LEGAL/IFRBOG/US@FRBOG, Thomas
Durkin/RS-MA/FRBOG/US@FRBOG, Win Hambley/BDM/FRBOG/US@FRBOG, Jim
Michaels/CCA/FRBOG/US@FRBOG, Jane Ahrens/CCA/FRBOG/US@FRBOG, Kyung
Cho-Miller/ CCA/FRBOG/US@FRBOG, Shawn McNulty/CCAFRBOGUS@FRBOG

cc: Rose Pianalio/BDM/FREBOG/US@FRBOG, Lynn Fox/BDM/IFRBOG/US@FRBOG, David W
Skidmore/BDM/FREOG/US@FRBOG, Maureen English/CCA/FRBOG/US@FRBOG, Sandy
Braunstein/CCA/FRBOG/US@FRBOG, Pat Young/BDM/FRBOG/US@FRBOG, Rita €,
Proctor/BDM/FRBOG/US@FRBOG, Sharon Ellis/LEGAL/FRBOGUS@FRBOG, Andres
Sumner/CCAIFRBOG/US@FRBOG, Shirley A Ford/CCA/FRBOG/US@FRBOG, Fannie
Beasley/CCA/FRBOG/US@FRBOG, Gloria McKenzie/CCA/FRBOG/US@FRB
Langley!BDMIFRBOG/US@FRBOG T|na Y Holhday/CCAlFRBOG/US@FRBO

Subject: DCCA Committee Meeting--Sept. 5 1:00 pm, Special Library

discuss
1) HOEPA/HMDA reforms; and 2) Examination of nonbank subs”
ltem #2.

2stepProposalFinal.dot
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BoArD or GOVERNORS oF THE FEDERAL RESERVE SYSTEM

DIVISION OF CONSUMER AND COMMUNITY AFFAIRS

DATE:  August 31, 2000
TO: Governor Edward Gramlich
FROM: Dolores Smith and Glenn Loney

SUBJECT:  Compliance Inspections of Nonbank Subsidiaries of Bank Holding Companies

Introduction

undertake a pilot program to carry out targeted inspections for predat

limited number of selected nonbank subsidiarics. The K wiedge _gaiﬁ;:di:?g:lgrough this project

such practices, to test

Overview of Recommended Pilot Progra

lot prog'féirn in which the System performs a limited

predictive of an institution’s potential for predatory lending to be validated
ions. A System inspection team would be constituted, examination
procedures would be developed, and six to eight nonbank subsidiaries would be selected for
inspection. Our goal would be to have the inspections begin within six months of Board

approval, and continue through to the end of the twenty-four month period. The findings of
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these inspections would be shared with the institution and appropriate federal and state

agencies.

Background
Predatory Lending
Predatory lending, in common parlance, refers to harmful lending practices that

go beyond the bounds of fair and responsible lending. There is, however, no particular legal

obligation,
¢ inducing a consumer to refinance a loan

fees each time (“flipping”),

+

¢+
While some of these: ending p Actice are not necessarily unlawful and are not always harmful,
the totality of the ¢ rrounding a loan structured with one or more of these
features can result in congerns that it is predatory in certain circumstances. This can

:_larl); be th . Case W thé loan is made to unsophisticated, possibly illiterate, or elderly

borrowers or borrowers who are under undue pressure or duress.

hypothesized that a diverse array of creditors, often those involved in the

Itis

subprime mort

ge market, may engage in predatory lending practices. These institutions

could include mortgage companies, mortgage brokers, finance companies, and secondary

! The same predatory lending examination procedures would be used during examinations of state member banks.
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market participants. But the breadth of predatory lending and even the extent of practices that

constitute predatory lending are not fully known.

Actions being taken by the Board to Address Predatory Lending
The Board has legal authority under the Bank Holding Company Act to examine,

and can undertake certain enforcement measures with respect to, nonbank subsidiaries.

Currenﬂy, we have no information about the level of comphance with consumer protectlon laws

of predatory loans.

through which the B Ss 5_pr::é::datory lending practices.

Inspe e s

iént this pilot program of inspections of nonbank subsidiaries for

predatofy"’ ending practices, examination procedures will be needed to guide examiners through
the process of analyzing potential violations of various regulations that may arise from
predatory lending and to define predatory lending that does not involve violations of law.
Division staff will develop these examination procedures in concert with selected Reserve Bank

staff. The inspections undertaken in conjunction with this pilot project will begin under the
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guidance of the initial draft procedures, but these procedures will be further enhanced and
developed as they are used in the field for the initial reviews.

A team of System examiners would conduct predatory lending inspec‘[ions2 at six
to eight nonbank subsidiaries of different bank holding companies over an eighteen-month
period. The inspection team would be assembled from Reserve Banks throughout the System
and would work with guidance from and participation by Board staff. To ensure that data will

be adequate for a meaningful follow up analysis, the nonbank subsidia:ry inspe_ ion candidates

reporters.” (We would first remove institutions with little or no subpnme |

consideration.) We would choose six to eight inspection candidat

xamination procedureq Y 1tis

% ‘This would consist of a review of compliance with the relevant provisions of the TILA/HOEPA/Regulation Z,
ECOA/Regulation B, the Fair Housing Act, the Real Estate Settlement Procedures Act/Regulation X, and the
Home Mortgage Disclosure Act/Regulation C, as well as nonviolative practices deemed to constitirie predatory
fending.

* Initially, mortgage lenders will comprise the members of our sample due to the greater amounts of data available
regarding their practices. Should the Board establish a longer-term program, other types of nonbank subsidiary
lenders, such as finance companies, could be included.
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associated with predatory lending.’ These violations will have to be dealt with, as we do not
believe it would be proper simply to ignore them because they do not involve predatory
lending. The more technical of them may, however, be only pointed out to the institution with
instructions to correct the maller.

A rating would not be issued as a result of these inspections; however, findings,

when appropriate, could be considered as part of the bank holding company’s risk assessment.

appropriate.

Analysis of the Inspections

During the course of the i

brokers, the targeting of minerity or low

products. Though these fa ften Ldentiﬁed as associated with predatory lenders, as

project would conﬂhence. During this post-inspection phase, we would analyze the information

obtained on potenfially predictive fender characteristics to determine whether that information

* Draft predatory lending examination procedures would be validated through their use during these inspections as
well as during bank examinations.

* These data might be helpful in evaluating whether or not our current policy of not routinely examining nonbank
subsidiaries for overall compliance should be revisited.
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can, in fact, be used to predict a likelihood of predatory behavior. We would also review data
to determine whether and how predatory loans made by nonbank subsidiaries are being
considered in the course of CRA examinations of affiliated banks. Predatory lending
examination methodologies, including the draft examination procedures and predatory-lending

risk factors, could be refined based on the results of the inspections.

The post-inspection phase of this project would also include a review of other

predatory lending.

Considerations with Respect to this Approach

nonbank subsidiaries have undergone
population of member banks System exal
compliance capacity based : '

focused approach to those exam

nonbank subsidiarie -itis expected that examiners will need to conduct a

substantial amunt of trailg tion tes ingandlor statistical sampling in order to (1) verify that

ctu | practices match its policies and procedures, and (2) determine

diary is engaging in predatory lending.

Francisco, . This a sproach introduces compliance oversight of nonbank subsidiaries through the
bank holding company supervision process. The approach ¢valuates the risk of a lending
subsidiary’s noncompliance with consumer protection laws, including predatory lending
practices, utilizing risk profiles developed off-site. Institutions deemed to have higher risk

ratings would be addressed through a variety of supervisory activities, with on-site
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examinations limited to rare situations involving only the highest rates of risk. Our proposal,
on the other hand, applies examiner resources directly to on-site predatory lending inspections
to more immediately uncover the extent of predatory lending activities that may be occurring in
these entities. We believe that, absent these inspections, so little is known about the actual
practices of nonbank subsidiaries that precise risk profiling would be difficult, at best. In fact,

one goal of our inspections will be to gather information to evaluate what considerations should

be taken into account when developmg atisk proﬁle Upon the completion of our proposed

operations to the greatest extent possible. Reserve Bank managers have expressed interest in
structuring the review team in a manner similar to the structure successfully employed during

last year’s horizontal reviews, where the same team conducted all of the reviews, thereby
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maintaining continuity and maximizing learning and information building. This approach may
help minimize disruption of other aspects of the compliance examination program while

allowing the team to gain expertise.

cc: Governor Laurence Meyer
Shawn McNulty
Maureen English
Adrienne Hurt

Suzanne Killian
Jim Michaels

Scott Alvarez
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APPENDIX A

History of the Board’s Policies with Respect to the Enforcement of Consumer Protection

Laws at Nonbank Subsidiaries

The issue of whether the Federal Reserve System should enforce compliance

with consumer protection laws and regulations in nonbank subsidiaries has been reviewed

e Bank Holdmg Company Act to examine for compliance with

ey relate to “predatory” lending. Additional considerations which

contributed to the present policy related to the expense of taking on these responsibilities as a

routine matter and 'he issue of regulatory evenhandedness, since similar entities that are not a

part of a bank holding company would not be subject to comparable examination oversight. On

the other hand, the Board considered possible Congressional expectations that the Federal

' Comments regarding the activities of a nonbank subsidiary that constitute a protest of an application are routinely
reviewed during the application process.
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Reserve indeed monitors these entities for consumer compliance because of its holding
company responsibilities, the risk of embarrassment to the Board from a *hands off” policy in
the face of a high-profile protest or lawsuit about illegal or ill-conceived practices at a nonbank
subsidiary, and the ability of a state member bank to receive positive consideration in its CRA
examination for activities of a nonbank affiliate. In weighing these considerations, the Board

decided not to take this job on routinely.

10
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