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New Restrictions on Predatory Lending in High-Cost Home Loans

n Oct. 3, Governor George E. Pata-

ki signed an aggressive new con-

sumer protection bill aimed at

cracking down on “predatory lend-
ing."' The new legislation adds Section 6-1
to New York’s Banking Law, Section 771-1 to
the General Business Law, and Section 1302
to the Real Property Actions and Proceed-
ings Law in an effort to bar lending practices
identified as predatory. In so doing, New
York joins North Carolina and Georgia as
the only states to enact such laws.

. two percentage points;

. *Aloan may not compel arbitration that is
oppressive or substantially in derogation of

the rights of consumers;

-* A loan may not be used to finance any
| credit life, credit disability, credit unemploy-
- ment, credit property insurance, or any other
| life or health insurance premiums, or any pay-
 ments for any debt cancelation or suspension
. agreement, except within certain narrow
' guidelines.

Furthermore, no lender or mortgage bro-

New York’s law applies only to “high-cost
home loans.” While the complete statuto-
ry definition of a “high-cost home loan" con-
tains hundreds of words, the nutshell
definition is a first lien mortgage loan that
bears interest at least eight percentage
points over U.S. treasury securities haying
comparable periods of maturity, or one in
which points and fees exceed 5 percent of
the total loan amount.”

The new law makes high-cost home
loans subject to specific limitations and
prohibitions against predatory practices.
The list of predatory lending practices described in the
statute is a true testament to the level of dishonesty and
overreaching that exists. -
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- ker making or arranging a high-cost home loan
. may, inter alia:!
- * Engage in the unfair act or practice of
“loan flipping,” which is making a home loan
. to a.borrower that refinances an existing
home loan when the new loan does not have
- atangible net benefit to the borrower;
* Refinance an existing home loan that is
originated, subsidized or guaranteed by or
i through a state, tribal or local government,
or nonprofit organization, which either bears
a below-market interest rate at the time of
origination, or has non-standard payment
terms beneficial to the borrower which the borrower will
lose as a result of the refinancing, unless HUD certified
loan counseling is provided to the borrower and prop-
erly documented;

* Make a high-cost home loan with-

Law’s Restrictions

out due regard to the borrower's

These include the following restric- The list of predatory repayment ability; "
tions:? ' o e : * Directly or indirectly, finance any
* A lender may not accelerate the lendlng practices points and fees in excess of 3 percent

indebtedness in its sole discretion,
except in the case of good faith accel-
eration due to a borrower’s failure to
abide by the material terms of the loan;

¢ The loan may not have a sched-
uled balloon payment that is more

described in the statute is
a true testament to the
level of dishonesty and

overredching that exists.

of the loan;

* Pay a contractor under a home
improvement contract from the pro-
ceeds of a high-cost home loan other
than by an instrument payable to the
borrower or jointly to the borrower
and the contractor;®

- than twice as large as the average of
earlier scheduled payments, unless
such payment becomes due and payable at least 15 years
after the loan’s origination;

* The loan may not have negative amortization under
a payment schedule that causes the principal to increase
rather than decrease;

¢ A lender may not increase an interest rate after
default; . .

¢ A lender may not require more than two periodic
installments to be paid in advance;

¢ Alender may not charge a borrower any fees to mod-
ify, renew, extend, or amend a high-cost home loan if
thereafter the loan is still a high-cost home loan, or if the
annual percentage rate has not been reduced by at least
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* Recommend or encourage default

on an existing loan or other debt: o

= Accept or give any fee or payment other than for
goods or services actually rendered;

* Charge a borrower points and fees in connection
with the high-cost home loan if the proceeds of the loan
are used to refinance an existing high-cost home loan
held by the lender or its affiliate,

Bringing Action

Where predatory practices are found, the attorney
general, the superintendent of banks, or any party to a
high-cost home loan, may bring an action to void the
loan agreement, thereby causing the lender to forfeit all
rights to the principal, interest and other loan charges.

Even more damning than the usury law,’ the lender
will not only forfeit all future payments of principal and



interest, but will also be required to
disgorge payments previously made
by the borrower.’

While under certain circum-

-stances good faith failures by lenders

! will be forgiven if the lender takes the
' required steps to cure the violation,®
‘anyone found to have intentionally
: violated the law will also be liable for
*actual damages (including conse-
:quential and incidental damages)
. and in certain cases, statutory dam-
" ages including a penalty equal to the
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greater of $5,000 or twice the pomts
charged for the loan.’
Assignees and bona fide pur-

‘chasers of a high-cost home loan do

not have safe harbor protection.

¢ The law expressly provides that'in

any action by an assignee to

enforce a high-cost home loan

against a borrower in default more
than 60 days or in foreclosure,” the
borrower may assert any claims in
recoupment and all defenses to

' payment with respect to the loan,

without time limitations, that the
borrower could assert against the
original lender."

Finally, Section 6-1 of the Banking
Laws adds to the borrower's arsenal
of remedies, injunctive, declaratory
or other equitable relief, and an
award of reasonable attorneys fees
if a court so orders.”

The newly enacted lending
reforms are aimed specifically at the
sub-prime lending industry which
extends credit to borrowers with
higher probable default risk than tra-
ditional bank customers.

The industry contends that the
higher interest rates and loan fees
are needed to compensate the sub-
prime lender. for the increased risk
of delinquency and the higher costs
of loan servicing and collection asso-
ciated with the loan.

On that basis, the concept of
sub-prime lending is not inherent-
ly predatory. In fact, many sub-
prime lenders provide the only
viable option for individuals who
are unable to secure loans in the
prime market. Thus, legitimate sub-
prime lenders are not the focus of
the new law.

Rather, the law targets over-
reaching sub-prime lenders who
view the sub-prime borrower mar-
ket (mainly asset rich-cash poor
Populations such as the elderly,
and low-income “bad-credit”
groups) as a fertile playground for
abuse."

Perhaps one of the best illustra-
tions to date of the pervasiveness of
predatory lending occurred on Oct.
11, when Household International
Inc., one of the largest lenders in the
Umted States agreed to pay arecord
fine of $484 million to settle nation-
wide allegations of predatory lend-
Ing practices.

Approximately $37 million of the
fine will go to pay some 25,000 New
York borrowers victimized by
Household’s predatory lending prac-
tices. Household's alleged abuses
included concealing the true closing
costs of loans from borrowers,
adding thousands of -dollars of
unnecessary hidden insurance
costs, charging individual borrow-
ers thousands of dollars in points
and excessive interest rates, and
even refinancing of home loans at
higher interest rates than borrowers
were previously paying.

The New York State Banking
Department reported that about 93
percent of New York borrowers
were charged a maximum of 7.25
points on their loans from House-
hold. Household agreed to the set-
tlement after investigations by the
New State attorney general, the
state Banking Department, and
attorneys general and regulators
from 20 other states.

Household is not alone. Just
weeks before the Household settle-
ment, Citigroup agreed to pay $215
million to settle predatory lending
charges made by the Federal Trade
Commission.

The legislature passed the preda-
tory lending bill and Governor
Pataki signed it over strong objec-
tion from the financial services
industry.

Lenders argued this reform will
unintentionally tie the hands of the
majority of legitimate sub-prime
lenders in the wake of its attack on
the unscrupulous and predatory
few, thereby foreclosing any oppor-
tunity sub-prime borrowers may
have for obtaining- financing.
Money that otherwise would have
been made available to the sub-
prime borrowing market will flee to
more lender-friendly venues leav-
ing sub-prime borrowers, those the
law was intended to protect, unfi-

nanceable.

\Another View

The contrary view has also been
expressed.

The investment firm of Morgan
Stanley surveyed 280 branch man-
agers in the sub-prime lending indus-
try nationwide and found no
evidence to support the position that
regulatory pressure, the threat of
legal action, or changes to lending
practices have dampened growth —
even in North Carolina and Georgia,
which have tough lending regula-
tions.

Many believe that the law will
have a positive effect and will actu-
ally boost the volume of business
because borrowers and lenders alike
will feel more comfortable with the
lending process.’™

It Is interesting to note that the law
was adopted by the Legislature on

July 2. The governor delayed its exe-
cution for three months to press for

amendments to ensure that the

state’s legislation would pre-empt
any attempted local regulation. "~

Albany watchers were surprised,
therefore, that the governor signed
the law on Oct. 3, when, just one
week earlier, on Sept. 25, the New
York City Council attacked the issue
of predatory lending from a differ-
ent angle.'

Rather than attempt to regulate
lending practices, the City Council’s
bill prohibits the city from engaging
in business with banks and other
financial institutions that engage in
predatory lending practices.

If this blll is signed into law by
Mayor Michael Bloomberg, banks
and other financial institutions will
face unprecedented accountability
in having to certify that they do not:
originate or purchase predatory
loans and are not predatory lenders.

Conclusion

The predatory lending law is bit-
ing and tough. The penalties are
severe and they leave little room for
avoidance.

The stir of the new predatory lend-
ing law and the Household and Citi-
group settlements should serve as
huge incentives to lenders to move
quickly to evaluate their lending
practices and implement the
required changes to ensure compli-
ance with the new law, which will
become fully effective 180 days fol-:
lowing its enactment.
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