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Introduction—-Banker’s Guide To Risk-Based Fair Lending

This publication is a guide to the new Interagency Fair Lending Examination Procedures. It provides an overview of the new risk-based
approach that examiners will use when assessing a Lender’s compliance with the Equal Credit Opportunity Act (Regulation B) and the Fair
Housing Act (FHAct).

The Interagency Fair Lending Examination Procedures (with Appendix) establish a uniform set of procedures for the Federal Financial
Institutions Examination Council (FFIEC) member agencies to use in their fair lending examinations. The procedures are available on the
FFIEC’s web site at http://www.ffiec.gov/fairlend.pdf and http://www.ffiec.gov/fairappx.pdf. Agencies will use the procedures on all fair
lending examinations beginning in January 1999, although the phase-in period differs by regulator.

The new procedures are intended to provide a basic and flexible framework to be used on the majority of fair lending examinations.

The procedures reflect a determination by the FFIEC member agencies that fair lending compliance examinations should be conducted
using a risk-based approach. Each Lender’s overall fair lending risk will be assessed by considering its unique loan product mix, market
demographics and compliance program. An important feature of the new procedures involves the adjustment of a Lender’s “risk rating”
based on the Lender’s internal monitoring systems and Compliance Management Program, as well as the level of management oversight
of higher risk loan products and loan delivery systems. Thus, the new procedures offer each Lender the opportunity to influence both the
scope and intensity of its fair lending examination by demonstrating sound fair lending risk management.

These procedures focus on the Lender’s compliance with the anti-discrimination requirements of Regulation B and FHAct; they do not
address the technical provisions of these regulations, such as the adverse action notice requirements and the collection of government
monitoring information. Examiners will continue to use other examination procedures to assess technical compliance with these and other
related consumer protection laws and regulations, such as the HMDA and CRA. The procedures emphasize racial and national origin
discrimination risk for residential real estate transactions. However, risk-based techniques can, and will be applied to other prohibited
bases and loan transaction types as well.

This guide is divided into four sections:

Part I. Examination Scope Guidelines:

This part explains how the examination scope is established. The Examiner will evaluate the Lender’s credit operations, market(s) served,
including presence of prohibited basis groups and neighborhoods, decision center(s), and compliance management systems. The Examiner
will evaluate the potential for discriminatory conduct, as well as the Lender’s previous compliance performance. Risk factors (listed in the
procedures) and their impact on particular lending products and practices will be used as indicators of potential disparate treatment in the
Lender’s credit activities. Preliminary “focal points” will be determined at this stage of the examination.

Part 1l. Compliance Management Overview:

This part explains how the selection of focal points and the intensity with which they are investigated will be finalized based on the
Lender’s fair lending Compliance Management Program. Final selection of focal points and intensity levels will be influenced heavily by the
Lender’s demonstrated oversight of products, policies, marketing and delivery to prohibited basis groups and neighborhoods.

Part I1l. Examination Procedures:

Once the focal points and intensity levels have been determined, the Lender’s fair lending performance will be assessed by applying one or
more of the analyses (listed on page 3 of this guide) to each focal point. The Examiner will then establish the appropriate loan sample size
related to each focal point’s intensity level. Loans in the sample will be reviewed at this point.

Part IV. Obtaining and Evaluating Responses from the Lender and Concluding the Examination:

This part describes the agency guidance that the Examiner will use when presenting examination findings, including those related to
disparate treatment, level of assistance issues, and evidence of disparate impact or effect. It discusses how the Lender’s responses will
be evaluated, and the additional steps the agency may take regarding potential violations.

Naturally, there is some interdependence between the four phases and, depending upon the information available to the Examiner, some
steps may be unnecessary.

This guide also includes the loan sample size tables and a glossary of terms. For more detailed information, readers should refer to the
Interagency Fair Lending Examination Procedures.



I. Examination Scope Guidelines

The Examiner will: The Examiner will collect and analyze additional information
1. Gather initial information (as applicable) under the following circumstances:
Regulator’s in-house information: Previous reports of examina- = For “complex institutions”:
tion and workpapers; complaints; HMDA data; surveillance data; * Obtain all regular scoping data for Lender’s subsidiaries and
population demographics and other performance context data affiliates (if they act as agents for the Lender).

on the Lender’s assessment area (as identified by Lender);
regression analysis results; etc.

« If not scheduled as part of the full examination, obtain
subsidiary and affiliate underwriting standards and procedures,
Information from Lender: Description of Lender’s Compliance and analyze to identify risk factors.
Management Program; products offered; new products;
approval/declination volumes; audit reports; credit scoring
information; use of indirect dealers or independent brokers;
Lender/broker compensation plans; loan-related ad copy; HMDA
and CRA data; loan-related forms/applications; lists of service
providers such as realtors, appraisers, etc.; pending

= When the Lender’s portfolio contains purchased loans or
applications from a newly acquired Lender

= When the Lender operates loan underwriting or processing
centers with independent credit approval authority

litigation; Internet sites; delegation of lending authority; loan = When credit approval for a single transaction involves more than

officer discretion of pricing/credit terms/conditions etc.; one underwriting center or when third parties, such as brokers or

community information; consumer complaints; marketing efforts. contractors, are involved in credit underwriting decisions

2. Perform initial analysis - Select products for in-depth scope ® For large and geographically diverse assessment areas, the
review, based on loan types, loan/denial volume, and products Examiner will target those geographies with the highest degree
reviewed at the previous examination. of “discrimination risk” for in-depth review (such as areas with

3. Gather additional information for products selected for large minority populations)

in-depth review - Information may include underwriting
criteria, pricing policies, compliance management information,
advertising data and other relevant data.

= When credit scoring is used, Examiner will complete the “Credit
Scoring Analysis”

4. Conduct interviews/discussions with Lender’s management
and appropriate staff to gain a better understanding of the
Lender’s credit operations.

5. Identify risk factors - Common risk factors related to overt
discrimination, redlining, underwriting, steering, marketing
and pricing are listed in the fair lending procedures.

6. Select focal points - Focal points with the most serious or
greatest number of risk factors will be selected.

I1. Compliance Management Review

Note: The thoroughness and quality of a Lender’s Compliance Management Program in preventing fair lending violations, and the adequacy of corrective
actions will influence the selection of focal points and increase or decrease the intensity level of the examination.

1. Examiner will assess the preventive measures used by 2. Examiner will assess Lender’s efforts in correcting
the Lender by reviewing: discriminatory conduct:
a. Lending practices, policies and procedures a. Did management take appropriate corrective action?
b. Clarity of underwriting criteria b. Did management provide adequate relief to victims?

c. Reasonableness of pricing and fees

d. Management monitoring of exceptions to articulated
lending standards

e. Accuracy and timeliness of denial notices to loan applicants

f. Employee training and specific initiatives to prevent forms of
unintentional discrimination

3. The Examiner will then finalize the focal points and intensity levels for the examination, based on the level of “discrimination risk”
presented by various policies, products, and practices.



I11. Examination Procedures

Step One: Sampling analysis employee interviews, observed unwritten practices, information

Loan sample sizes are determined as follows (see page 6 for sample tables): obtained from community representatives, and complaints filed

1. Consumer focal points:

* Table A for the “underwriting” analysis (includes control group
approved loans and prohibited basis group denied loans)

* Table B for the “terms/conditions” analysis (includes approved loans
from control and prohibited basis groups)

2. Small business/small farm focal points:

To the extent possible, denied applications and approved loans
should include:

a. Businesses under $1 MM in annual gross revenues and farms under
$500M in annual gross revenues

b. Transactions acted upon within the 3 months immediately prior to the
start of the examination, up to a maximum of 10 transactions

¢. Transactions from or made in minority and integrated geographies

d. Minority and women applicants

e. Loan applications with similar business and financial characteristics

3. Additional sampling and “benchmarking” guidance:

* The Examiner will judgementally select marginal transactions and/or
additional loans from outside the sample period. The sample sizes
may also include withdrawn and incomplete applications.

* Consumer applications/loan transactions will generally be compared
directly to each other; commercial applications/loan transactions will
be compared to the articulated lending standards/policies.

* The Examiner will use “benchmarking” when reviewing samples.

Step Two: The Examiner will focus on marginal transactions for
each focal point, and perform the following analyses, as appropriate

1. Disparate treatment in underwriting analysis: The Examiner
will compare a Lender’s underwriting decisions to determine
whether the Lender treated applicants more or less favorably on
a prohibited basis. Applicant profiles will be compared to ensure
that the Lender provided the level of assistance, waivers, or acts
of discretion, etc. in a nondiscriminatory way. For loans not sub-
ject to HMDA reporting, “surrogate” information may be used to
determine the applicant’s race, gender, age, etc. Marginal
transactions and evidence of prescreening will also receive
special attention.

2. Loan terms and conditions analysis: The Examiner will
evaluate a Lender’s loan terms and pricing decisions, including
interest rate, points, fees, collateral requirements, etc., to
determine whether the Lender treated borrowers more or less
favorably on a prohibited basis. Evidence of selectively quoting
harsher terms and conditions to discourage prohibited basis
group applicants will also be reviewed.

3. Disparate treatment analysis: In addition to information
obtained from the loan sample review and other statistical
analysis of lending data, the Examiner may identify evidence
of possible disparate treatment through: written policies,

against the Lender.

4. Disparate impact analysis: The Examiner may identify
disparate impact through sample file comparisons and other
statistical analysis of lending data and community demographics,
accompanied by information obtained from: written policies,
employee interviews, observed unwritten practices, information
obtained from community representatives, and complaints filed
against the Lender. Note that the procedures do not call for
examiners to plan examinations to identify or focus on potential
disparate impact issues.

5. Steering analysis: The Examiner will review the credit
operations of the Lender, and any subsidiaries and affiliates,
particularly: written policies and procedures for offering of
alternative loan products; marketing materials; information
provided by community representatives; and complaints filed
against the Lender. The Examiner will also review the extent of
loan personnel’s discretion in deciding credit alternatives and
determine if credit alternatives are offered to applicants without
respect to prohibited basis characteristics. May include
conducting a comparative terms/conditions analysis of loans.

6. Redlining analysis: The Examiner will identify excluded or
underserved prohibited basis group geographies and compare
loan activity to activity in control areas. The Examiner will obtain
the Lender’s explanation for the apparent differences in treatment
between the areas, and may obtain and evaluate other informa-
tion that supports or contradicts the Lender’s explanations.
Information reviewed by the Examiner may include: HMDA data,
marketing, information received from third parties, complaints,
observed Lender behavior, and contents of loan files.

7. Marketing analysis: The Examiner will review the Lender’s
marketing plan, content of marketing materials, media usage,
other marketing distribution methods, self-produced promotional
materials, and marketing produced by third parties (realtors,
brokers, contractors, etc.). This information is reviewed to
determine if a lower level of marketing effort was made toward
prohibited basis groups or geographies, or whether the content
would tend to discourage prohibited basis group applicants or
geographies from seeking a loan.

8. Credit scoring analysis: The Examiner will review the credit
scoring system’s structure, organization, adverse action notices,
use of age, the system’s empirical derivation and statistical
soundness, and the use of judgmental overrides. The Examiner
will determine if application of the credit scoring system has
resulted in disparate treatment of prohibited basis groups. Loan
files will be reviewed to determine whether loans were properly
underwritten and that terms were set in accordance with credit-
related criteria. The number and basis of overrides made to the
credit score will also be reviewed to ensure that override
decisions are applied consistently among applicant groups.



I11. Examination Procedures (cont’d)

Step Three: INTENSITY — Additional Analysis and Examination
Procedures

1. Management Discussion

The Examiner will maintain ongoing dialogue with management
regarding examination procedures and findings, especially related to
overt or comparative disparate treatment in underwriting or pricing/
terms, possible pre-screening, disproportionate adverse impact, and
discriminatory marketing.

2. Community Contacts

The number, type and location of community representatives contacted
is determined by the Examiner based on the potential for “discrimination
risk” presented by a number of factors, including:

a. The location or demographic characteristics of geographies
within or near the Lender’s assessment area (for example, are
geographies low- and moderate-income and/or minority?)

b. Lender’s loan policies and practices

c. Lender’s products and lending volume

d. Lender’s use of third party loan originators or brokers

e. Lender’s procedures for underwriting and setting of loan terms

f. Lender’s marketing practices

g. Consumer complaints

Note: Community contacts are also conducted as part of the CRA evaluation.
3. Branch Visits

The number and selection of branch offices to be visited, and the
intensity of the visits, are determined by the level of “discrimination
risk” presented by a number of factors, including:

a. Loan volume generated from the branch office

b. Branch location and demographic characteristics of the
customer base

c. Degree of branch independence in marketing, underwriting,
or other key lending-related functions

d. Complaints against certain branches or the branch network

e. Information from community representatives

Note: Branch visits are also conducted as part of the CRA evaluation.

A key feature of the risk-based fair lending examination
procedures is the Examiner’s assessment of the self-evaluation
portion of the Lender’s Compliance Management Review.

1.

The quality and comprehensiveness of a Lender’s self-
evaluation can impact the Examiner’s selection of both
examination focal points and sample sizes.

. The Examiner can opt to substitute different focal points for

those originally selected for review through the scoping
process, if the Lender has demonstrated adequate review of
the focal points through its self-evaluation.

. The Examiner can opt to use smaller sample sizes in a given

range if the Lender has demonstrated an adequate level of file
review and preventive measures through its self-evaluation.

. There is no legal or agency requirement for Lenders to

conduct these activities. The absence of any of the policies
and practices listed in the Compliance Management Checklist
is never, by itself, a violation.

. The importance of the Compliance Management Program,

including the Lender’s self-evaluation, is related to the level
of discrimination risk presented by the assessment area,
product mix and product delivery systems.



IV. Obtaining And Evaluating Responses From The Lender And Concluding The Examination

As indicated above in Section IIl, Examination Procedures, the Examiner will maintain ongoing discussion with the Lender’s management
regarding examination findings, including those findings related to possible disparate treatment or impact. If any (a) unexplained deviations
from credit standards, (b) inaccurate reasons for denial, (c) incorrect disclosures, or (d) evidence of control group applicants receiving
more favorable terms and conditions are noted, the Examiner will obtain and document explanations from the Lender. If there is some
evidence of violations in the underwriting process or in the imposition of terms and conditions, the Examiner may expand the samples to
determine whether a pattern or practice of discrimination does or does not exist. Based on the results of these discussions, the Examiner
may refer findings to agency management for further guidance and investigation.

Findings of particular concern to the Examiner are the following:

1. Comparative evidence: Examiner will follow agency guidance in discussing evidence of disparate treatment with the Lender and in
assessing and verifying the Lender’s response.

2. Overt evidence: Includes use of descriptive references to applicants versus lending considerations; personal opinions versus lending
considerations; stereotypes used in relation to credit decisions; indirect references to prohibited factors; and the lawful use of a
prohibited factor — i.e., application of this targeting technique (such as a Special Purpose Credit Program) should not deprive applicants
who are not part of a targeted group of rights or opportunities they otherwise would have.

Refer to the Appendix for a summary of possible responses that a Lender may offer to explain instances of possible disparate treatment.
Examples of overt evidence of discrimination, evidence of disparate treatment, and evidence of disparate impact are in the Interagency
Policy Statement.

Additional Guidance For A Lender’s Self-Evaluation

Product and issue self-evaluation can be an important part of a Lender’s overall Compliance Management Program. For self-evaluations
to qualify as a basis for eliminating focal points and/or reducing sample sizes, the program must meet each of the following criteria, as
specified in the Interagency Guidelines:

A. The self-evaluation covers transactions consummated within two years prior to the current examination.

. It covers the same product, prohibited basis, decision center(s), and stage of the lending process as planned for the examination.
. Itincludes a comparative file review.

. It defines control and prohibited basis groups consistent with the ECOA and FHAct.

. It selects transactions from marginal applicants or, alternatively, selected randomly (Examiner will sample 10% to verify).

It uses accurate data that was actually relied upon by credit decision-makers (Examiner will sample 10% to verify).

G M m o O w

. It demonstrates that customer assistance and Lender judgement were recorded consistently and accurately, and analyzed to identify
prohibited basis group differences.

H. It compares prohibited basis group applicants (related to the underwriting factor in question), to the corresponding qualifications of
control group approvals.

I. The self-evaluation sample initially covers at least as many transactions as would be included by using the examination sampling
guidelines. The Examiner can follow alternative procedures if the Lender’s sample size is smaller than that dictated by examination
guidelines.

J. If relevant, it identifies instances in which equally or better qualified prohibited basis group applicants were less favorably treated
than control group applicants.

K. If relevant, it records explanations from decision-makers responsible for the disparate treatment identified in J. above.

[

If relevant, were such explanations cited by the decision-makers in K. above supported by legitimate, persuasive facts or reasoning?



Fair Lending Loan Sample Size Tables

TABLE A

Underwriting (Accept/Deny) Comparisons

Sample sizes for comparing and analyzing the Lender’s underwriting practices of approved and denied

loans to evaluate if a “prohibited basis” influenced the Lender’s credit decision

Sample 1 Sample 2
Prohibited Basis Denials Control Group Approvals

Universe of
Denials or 5-50 51-150 >150 20-50 51-250 >250
Approvals
Minimum to
T All 51 75 20 51 100

. 5X prohibited 5X prohibited 5X prohibited
Ma)_(lmum to 50 100 150 basis sample basis sample basis sample
Review (up to 50) (up to 125) (up to 300)

TABLE B

Terms and Conditions Comparisons

Sample sizes for comparing pricing and other terms and conditions of approved loans to analyze

for potential disparities

Sample 1 Sample 2
Prohibited Basis Approvals Control Group Approvals

Universe of
Approvals 5-25 26-100 >100 20-50 51-250 >250
Minimum to
Review All 26 50 20 40 60
Maxi t 5X prohibited 5X prohibited 5X prohibited

a)_('mum e 25 50 75 basis sample basis sample basis sample
Review (up to 50) (up to 75) (up to 100)

Samples generally drawn from the twelve months prior to the examination

to Sample Size Tables” in the Guidelines.

For additional sampling guidance, including guidance on minimum sample sizes, refer to the “Explanatory Notes




This Glossary contains definitions for some terms frequently used
in the Interagency Fair Lending Examination Procedures

Approval Overlap - All control group approvals that appear less qualified
than the Benchmark.

Benchmarking - The method used to analyze the Lender’s treatment of
marginal applicants. The Examiner first establishes the denied prohibited
basis group applicant deemed best qualified (that most closely meets or
exceeds the specific underwriting factor(s) used to approve the least
qualified control group applicant) as the benchmark. The remaining
denied prohibited basis group applicants will be top-ranked from best to
least qualified to identify other applicants that may meet or exceed the
standard used to approve the least qualified control group applicant.
Approval and denial overlaps will be identified in this process.

Comparative Evidence of Disparate Treatment - Establishing the exis-
tence of illegal disparate treatment when the differences in the treatment
are not fully explained by legitimate nondiscriminatory factors. It does not
require showing that the treatment was motivated by prejudice or con-
scious intention to discriminate.

Community Reinvestment Act (CRA) - Act by which regulators assess
a Lender’s record of helping to meet the credit needs of its entire
community, including low- and moderate-income neighborhoods and
individuals, consistent with the safe and sound operation of the Lender.

Control Group - Applicants/borrowers not covered as a “protected class”
by ECOA and FHAct.

Denial Overlap - Prohibited basis group denials that appear less qualified
than the benchmark but better qualified than the least qualified approval.

Discrimination Risk Factors - Indicators, such as vague underwriting
criteria or high minority applicant denial rates, considered when conduct-
ing the product and practices risk review during the scoping process (see
procedures for a complete list).

Disparate Impact - When a racially or otherwise neutral policy or
practice that is applied to all credit applicants disproportionately
excludes or burdens certain persons on a prohibited basis.

Disparate Treatment - Form of discrimination occurring when applicants
are treated differently on a prohibited basis. The existence of illegal
disparate treatment may be established either by statements revealing
that a Lender explicitly considered prohibited factors (“overt evidence”)
or by differences in treatment that are not adequately explained by
legitimate nondiscriminatory factors (“comparative evidence”). Disparate
treatment could more likely occur where there is room for Lender
discretion, such as in the treatment of marginal applicants.

Equal Credit Opportunity Act (ECOA) - Federal law prohibiting credit
discrimination based on race, color, national origin, religion, sex, marital
status, age (provided that the applicant is of an age sufficient to enter a
binding contract); receipt of public assistance; or the good-faith exercise
of rights under the Consumer Credit Protection Act. ECOA applies to
consumer and business/farm loans.

Fair Housing Act (FHAct) - Federal law prohibiting discrimination in any
aspect of housing, including residential housing-related credit. FHA
prohibited bases include race, color, national origin, religion, sex, familial
status, and handicap.

Glossary of Terms

Focal Point - A product, or underwriting or pricing practice that, in
combination with other scope elements, is selected for review. Examiners
will select the focal points that pose the greatest level of discrimination
risk to the Lender. Focal point(s) form the main emphasis of the examina-
tion. Three examples illustrating the combination of elements in a focal
point that may be reviewed are: (1) the disposition of broker generated
real estate loan applications from Hispanics residing in a minority neigh-
borhood; (2) the pricing of indirect auto loans made to female public
assistance recipients; and (3) the terms and conditions of loans made

to women-owned small businesses or small farms.

Home Mortgage Disclosure Act (HMDA) - Federal law requiring certain
Lenders to record and report applicant race and gender, location of the
residential property to be mortgaged, and other information for home
purchase, refinancing and home improvement loans. HMIDA data,
particularly approval/denial rates and the geographic distribution of loans
and denied applications, will be used for scoping and file selection.
Examiners will use other procedures to review the accuracy of

HMDA data.

Intensity - The breadth and depth of the fair lending analysis that
Examiners will conduct on selected examination focal points; “sample
size” is one measure of intensity.

Marginal Applicants - Applicants who are neither clearly qualified, nor
clearly unqualified for the credit they requested. Marginal approved and
denied transactions are compared by the Examiner to ensure that the
level of assistance, waivers, or acts of discretion were consistently
applied between applicants.

Overt Discrimination - Open discrimination on a prohibited basis. Can
also occur when a Lender expresses but does not act on a discriminatory
reference.

Prohibited Basis - A factor that may not legally form the basis for a credit
decision. See ECOA and FHAct.

Redlining - A form of disparate treatment in which a Lender provides
unequal access to credit or unequal credit terms because of a prohibited
basis characteristic of residents of the area where the credit seeker
resides or will reside, or where the residential property to be mortgaged
is located.

Scope - The loan products, markets, decision centers, time frames,
prohibited bases and control groups that Examiners select for a fair
lending assessment.

Self-Evaluation - Any assessment a Lender conducts of its own

fair lending compliance that does not constitute a self-test under
Regulation B. A self-evaluation is part of the Compliance Management
Program, and can be used to eliminate focal points or modify intensity
levels. Examiners may ask to see documentation from a Lender’s self-
evaluation, but not a Lender’s self-test.

Steering - The act of referring applicants from one product, market, or
Lender to another. Fair lending issues can arise if steering occurs
differently and less advantageously for prohibited basis group applicants
than for similarly situated control group applicants.

Surrogate - Any factor, such as surname, related to a loan applicant

that potentially identifies the applicant’s race, color, gender, or other
prohibited bases characteristic. Surrogates are used to identify possible
prohibited basis group applicants of credit card, automobile, home equity
or other consumer, small business or small farm loans where certain data
on the applicants may not be legally collected by the Lender.
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CONSUMER

OMPLIANCE

UTLOOK"

FAIR LENDING WEBINAR
QUESTIONS AND ANSWERS

BY MAUREEN YAP, SPECIAL COUNSEL/MANAGER, FAIR LENDING
ENFORCEMENT SECTION, BOARD OF GOVERNORS OF THE
FEDERAL RESERVE SYSTEM

On November 2, 2011, the Board of Governors of the Federal Reserve Sys-
tem (Board), on behalf of the Non-Discrimination Working Group of the
Financial Fraud Enforcement Task Force, conducted an Outlook Live webinar
titled “Fair Lending Issues and Hot Topics.”" Participants submitted a signifi-
cant number of questions before and during the session. Because of time
constraints, only a limited number of questions were answered during the
webcast. This article addresses the most frequently asked questions.

FAIR LENDING EXAMINATIONS
1. What efforts is the Board undertaking to improve the efficiency of the
fair lending examination process?

The Board supervises approximately 800 state member banks, and fair
lending is a critical component of the consumer compliance supervision
process. We understand that many banks, particularly smaller banks,
may find fair lending to be a challenging part of the examination. We
have taken several steps to address this concern.

In 2009, in conjunction with the other federal banking agencies, the
Board revised the Interagency Fair Lending Examination Procedures to
provide more detailed information regarding current fair lending risk
factors and to ensure that our examination procedures kept pace with
industry changes. The procedures are available to any bank to aid in its

A FEDERAL RESERVE SYSTEM analysis of fair lending risks and to prepare for fair lending examinations.

PUBLICATION WITH A
FOCUS ON CONSUMER CONTINUED ON PAGE 10
COMPLIANCE ISSUES

“ The views expressed are those of Board staff and do not necessarily reflect the views of the Board or
the other federal agencies that participated in the webinar.

' An archived version of the webinar is available at: http:/bit.ly/Fair-lending-webinar. The following
federal agencies participated in the webinar: the U.S. Department of Justice, the U.S. Department
of Housing and Urban Development, the Consumer Financial Protection Bureau, the Office of the
Comptroller of the Currency, the Federal Deposit Insurance Corporation, the National Credit Union
Administration, and the Board.

Smartphone
interactive
scan

2 The procedures are available at: http://www.ffiec.gov/pdf/fairlend.pdf. The appendix to the proce-
dures is available at: http://www.ffiec.gov/pdf/fairappx.pdf.
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VIEW FROM THE FIELD: COMMONLY CITED
COMPLIANCE VIOLATIONS IN 2011

BY JUSTIN WINDSCHITL, EXAMINER, FEDERAL RESERVE BANK OF MINNEAPOLIS '

INTRODUCTION

To help identify current compliance risks, financial institutions often ask

their regulators which violations of regulations are frequently cited during

consumer compliance examinations. To address this question, we identified

some of the common violations of regulations cited by compliance examin-

ers at the 12 regional Federal Reserve Banks during 2011:

* Regulation B’s requirements for spousal signatures and adverse action
notices;

e Regulation X's tolerance requirements for settlement cost disclosures in
the good faith estimate (GFE);

e Regulation H's requirements for forced-placed flood insurance;

e Regulation C's requirements for rate-spread loans, loan purpose, and
action taken; and

* Regulation Z's table-format requirement for certain account-opening
disclosures for open-end (not home-secured) credit.

This article discusses these violations and provides guidance and resources to
facilitate compliance.

COMMON VIOLATIONS OF REGULATIONS

Regulation B/Equal Credit Opportunity Act

Spousal Signatures

When a married applicant applies for credit individually and qualifies under
the creditor’s standards for creditworthiness, the creditor is prohibited by 12
C.FR. §1002.7(d)(1) from requiring the signature of the applicant’s spouse
on the credit instrument subject to limited exceptions. The exceptions in
§1002.7(d) include when the spouse’s signature is necessary under applicable
state law to provide a secured creditor access to collateral in the event of
default or to provide an unsecured creditor access to property relied upon in
the event of death or default. A spouse’s signature is also permissible on the
credit instrument if the applicant does not qualify under the creditor’s lend-
ing standard and the spouse chooses to provide credit support.

If an applicant intends to apply for credit jointly with a spouse, their joint
intent must be evidenced at the time of application. Signatures on the promis-
sory note are insufficient. Also, the method used to establish joint intent must
be distinct from the means used to affirm the accuracy of information in the
application. For example, financial statements affirming the veracity of infor-
mation do not establish joint intent. But creditors can rely on signatures or ini-
tials on a credit application affirming the applicants’ intent to apply jointly. 2

' Thanks to Micah Spector of the Federal Reserve Bank of Philadelphia, who contributed the section on
adverse action requirements.

2 See Comment 1002.7(d)(l)-3. Appendix B to Regulation B contains model application forms with a
joint intent box.
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In 2008, Outlook published an article titled “Regula-
tion B and Marital Status Discrimination: Are You in
Compliance?,” which discussed the spousal signature
requirements.? Today, more than three years later, the
requirements under §1002.7(d)(1) continue to present
compliance challenges. In some instances, bankers say
they require the spouse’s signature on the credit in-
strument out of an “abundance of caution.” But the
regulation does not contain an exception for this cir-
cumstance.

Institutions can improve compliance by conducting
reviews of loans in which a married applicant applied
for credit individually or where the intent of the
spouse to apply jointly has not been established, but
the institution obtained the spouse’s signature on the
credit instrument. The Outlook article also noted sig-
nature violations frequently occur with commercial or
agricultural loans. Banks should therefore be aware
of the increased fair lending risk associated with these
products. The article also recommended conducting a
fair lending risk assessment to identify vulnerable ar-
eas in which marital status discrimination could occur.
For example, products for which previous violations
have been noted should receive higher scrutiny. Final-
ly, institutions should be aware that spousal signature
violations can trigger file searches for other affected
applicants and require the institution to take correc-
tive action for the affected parties.*

Consumer Credit Adverse Action Notices

When a creditor takes adverse action — as defined
in §1002.2(c) — on a consumer credit application or
existing consumer account, the creditor is required by
§1002.9(a)(2) to provide a written adverse action no-
tice that discloses the action taken by the financial in-
stitution, the name and address of the institution, the
ECOA anti-discrimination notice in §1002.9(b)(1), the
name and address of the institution’s regulator, and
either the specific reasons for the adverse action or a
disclosure of the right to obtain the specific reasons

and the contact information to obtain them.®
Examiners noted common violations for two of the ad-
verse action notice requirements: failing to list the state-
ment of reasons for the action taken, and providing rea-
sons for the action taken that are not specific enough.

The statement of reasons must indicate the principal
reasons for the adverse action, which “must relate to
and accurately describe the factors actually consid-
ered or scored by a creditor.” See comment 1002.9(b)
(2)-2. The number of reasons should not exceed four
because more than four will likely not be meaningful
to the applicant.®

General explanations such as “credit score below
bank policy” or “outside of risk tolerance” are not
specific enough and should not be used. Sample Form
C-1 found in Appendix C to Part 1002 contains a list
of 23 "Principal Reason(s) for Credit Denial, Termina-
tion, or Other Action Taken Concerning Credit” and
includes a 24th option for “Other, specify.” If the
reasons for taking adverse action are not included in
Sample Notice C-1, such as “inadequate down pay-
ment” or “no deposit relationship with us,” those can
be included.” Simply picking the closest identifiable
factor listed is not sufficient.

Some best practices for adverse action notices include
providing a second-level review of notices. For com-
mercial loans, if the creditor discloses the action taken
orally, it should make a contemporaneous notation of
the call in its file to demonstrate compliance.

Since adverse action notices are often prepared by in-
ternal software or third-party programs, the software
must reflect current regulatory requirements. If the
software an institution uses for creating adverse action
notices uses drop-down menus, options that are too
vague should be removed. For example, instead of stat-
ing “credit score too low,” address the reasons behind

CONTINUED ON PAGE 13

3 http://bit.ly/spousal-signature

4 For institutions supervised by the Board of Governors of the Federal Reserve System (Board), the corrective action requirements for spousal signature
violations are discussed on pages 5-7 of the Board’s Supervisory Enforcement Policy for the Equal Credit Opportunity Act and the Fair Housing Act, which
is available at: http://bit.ly/ECOA-FHA_enforce. Institutions supervised by another federal banking agency should consult with their regulator.

> For business credit, the requirements are slightly different. See §1002.9(a)(3).

6 Comment 1002.9(b)(2)-1

712 C.F.R. part 1002, Appendix C-3
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RISK-BASED PRICING NOTICE REQUIREMENTS:

QUESTIONS AND ANSWERS

BY REBECCA REAGAN, SUPERVISORY EXAMINER, FEDERAL RESERVE BANK OF RICHMOND

In 2011, Outlook Live hosted a webinar to present the
new risk-based pricing rules required under §311 of the
Fair and Accurate Credit Transactions Act of 2003 (FACT
Act). As a follow-up, this article provides answers to
the most frequently aked questions during the webi-
nar. For a detailed discussion of the risk-based pricing
notice requirements, refer to articles on this topic in
the Fourth Quarter 2010 and the Third Quarter 2011
issues of Outlook, which are available at http:/bit.ly/
rb-article and http://bit.ly/rbp-credit-score, respectively.

QUESTIONS AND ANSWERS
1. Must risk-based pricing notices be provided to
denied applicants?

Section 1022.72(a) of Regulation V (12 C.ER. Part
1022) specifies when a creditor must provide a risk-
based pricing notice to a consumer applying for
credit, subject to the exceptions in §1022.74. If an
application is denied and an adverse action notice
is provided, a risk-based pricing or exception no-
tice is not required. See §1022.74(b).

2. What are the specific timing requirements for
provision of the disclosures?

The timing requirements for the risk-based pricing no-
tices vary with the type of credit product and notice:

Risk-Based Pricing Notices

e C(Closed-end credit: before consummation,
but not before credit approval is communi-
cated to the consumer. See §1022.73(c)(1)(i).

e Open-end credit: before the first transaction
is made under the plan, but not before credit
approval is communicated to the consumer.
See §1022.73(c)(1)(ii).

e Account review: when the decision to in-
crease the annual percentage rate (APR) is
communicated to the consumer, if advance

notice of an APR increase is required to be
given to the consumer. If advance notice of
the increase in the APR is not required,” no
later than five days after the effective date of
the change in the APR. See §1022.73(c)(1)(iii).

Automobile lending: before consummation,
but not before credit approval is commu-
nicated to the consumer. If the creditor re-
lies on the dealer to deliver the notice, the
creditor must maintain reasonable policies
and procedures to verify that the dealer or
other party provides the notice within the
required time frame. See §1022.73(c)(2).

Contemporaneously granted open-end credit
plans: if credit is granted contemporaneously
with a purchase of goods or services, the risk-
based pricing notice may be provided at the
time of the first mailing by the creditor to the
consumer after credit is granted or within
30 days after the decision to approve credit,
whichever is earlier. For example, a consumer
may apply for and be approved for a credit
card when making a purchase at a depart-
ment store. If a notice is required to be given
to the consumer, the creditor may provide
the notice in a mailing containing the ac-
count agreement or the credit card or within
30 days after the decision to approve credit,
whichever is earlier. See §1022.73(c)(3).

Credit Score Exception Notices

If the creditor chooses to provide an excep-
tion notice under §1022.74(d) or (e) in lieu
of a risk-based pricing notice, the exception
notice must be provided to the consumer
as soon as reasonably practicable after re-
questing the consumer’s credit score, but
not later than consummation for closed-end
credit or when the first transaction is made
for open-end credit. See §§1022.74(d)(3)

! Under Regulation Z, in some instances account changes for open-end credit products do not require a change-in-terms notice. The requirements for
change-in-term notices are covered in §1026.9(c)(1) for home equity line of credit plans and in §1026.9(c)(2) for open-end credit (not home-secured).
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(residential mortgage consumer credit) and
1022.74(e)(3) (nonresidential mortgage con-
sumer credit).

No Credit Score Notice

e When a consumer does not have a credit
score (for example, because of insufficient
credit history), the “no credit score” no-
tice required by §1022.74(f)(1)(i) must be
provided as soon as reasonably practicable
after the person has requested the credit
score, but not later than consummation for
closed-end credit or when the first transac-
tion is made for an open-end credit plan.
See §1022.74(f)(4).

If the same rates are charged to all approved ap-
plicants for a particular product, do notices need
to be provided?

As discussed in §1022.74(a)(1), if a lender offers
one rate for a product and the applicant either
receives that rate or is denied, no risk-based pric-
ing or exception notice is required for approved
applicants but an adverse action notice is still re-
quired for denied applicants.

If all mortgage applicants receive the notice of
credit score disclosure required by §609(g), do
risk-based pricing notices need to be provided if
a consumer receives less favorable terms based on
information in a credit report?

Yes. Lenders are required to comply with the risk-
based pricing rules by providing either a risk-based
pricing notice (§1022.72(a)), a credit score excep-
tion notice (§1022.74(d)(1)(ii) or (e)(1)(ii)), a no credit
score notice (§1022.74(f)), or an adverse action notice
(§1022.74(b)), as appropriate. For loans secured by
one to four units of residential real property, simply
providing a §609(g) disclosure is insufficient because it
does not contain all of the disclosures required by the
risk-based pricing or credit score exception notices.
To facilitate compliance, mortgage lenders have the
option under §1022.74(d) of providing a credit score
exception notice to all mortgage applicants (model
form H-3) in lieu of both the §609(g) notice and the
risk-based pricing notice. The model form exception
notice contains all of the information required by
§609(g) plus required additional disclosures, includ-
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ing a bar graph showing how the consumer’s score
compares to other consumers using the same scale, a
statement that federal law gives consumers the right
to obtain a copy of their credit report from the con-
sumer reporting agency, and a statement directing
consumers to the websites of the Board of Governors
of the Federal Reserve System (Board) and Federal
Trade Commission (FTC) to obtain more information
about consumer reports.

Readers should also be aware that §1100F of the
Dodd-Frank Wall Street Reform and Consumer Pro-
tection Act (Dodd-Frank Act) amended the risk-based
pricing disclosure requirements effective July 21,
2011, to require creditors to disclose credit scores in
their risk-based pricing notice if the score was used in
setting the material terms or in an adverse action no-
tice if the score was used in taking adverse action. The
Board and the FTC jointly issued a final rule to imple-
ment §1100F's requirements. See 76 Fed.Reg. 41,602
(July 15, 2011). Outlook discussed these requirements
in the Third Quarter 2011 issue (“An Overview of the
Credit Score Disclosure Requirements for Risk-Based
Pricing Notices.”) Under the final rule, providing a
credit score exception notice to all mortgage appli-
cants satisfies the new credit score disclosure require-
ments with respect to applicants qualifying for a risk-
based pricing notice. However, if the creditor takes
adverse action (for example, denying the credit appli-
cation) and relied on a credit score in making this de-
cision, the creditor must still disclose the credit score
in the adverse action notice, even though the creditor
already provided a credit score exception notice or a
8§609(g) notice. See 76 Fed. Reg. at 41,596.

If a consumer reporting agency finds no credit file for
an applicant, is the creditor required to provide any
type of disclosure?

Under §1022.74(f), if a creditor regularly obtains
credit scores from a consumer reporting agency but
a credit score is not available from that agency for
an applicant, the creditor is not required to provide
a risk-based pricing notice. Instead, the creditor must
provide the applicant with a notice indicating that no
credit score was available. Section 222.74(f)(1)(iii) lists
the information that must be included in the notice
or creditors may instead use model form H-5 (loans
where credit score is not available).

CONTINUED ON PAGE 16



Consumer Financial Protection Bureau (CFPB)
conducts a hearing on payday lending and
issues examination procedures. Section 1024(a)
(1)(E) of the Dodd-Frank Wall Street Reform and
Consumer Protection Act (Dodd-Frank Act) provided
the CFPB with examination and supervisory authority
for payday lenders. On January 19, 2012, the CFPB
conducted a hearing in Birmingham, Alabama,
to gather information about the payday lending
market to inform its supervisory authority. Richard
Cordray, the CFPB'’s director, presided. A video of
his presentation is available at: http://1.usa.gov/
cordray-payday. On a related note, the CFPB issued
its payday lender examination procedures, which
are available at: http://bit.ly/payday-exam.

CFPB issues a final rule on foreign remittance
transfers and a rulemaking proposal on related
issues. Section 1073 of the Dodd-Frank Act created
new consumer protections for remittance transfers
to foreign countries. On January 24, 2012, the CFPB
announced a final rule amending Regulation E to
implement §1073. The rule requires providers of
remittance transfers, including depository institutions,
tomake disclosuresto a consumer before the consumer
pays for a remittance transfer. The information that
must be disclosed includes the exchange rate, fees,
and the amount of money to be delivered. Providers
must also supply a receipt or proof of payment
that repeats the information in the disclosure and
informs consumers of the date on which the money
will arrive. Generally, the disclosures must be in
English, but sometimes providers must also make
the disclosures in other languages. The rule becomes
effective in January 2013.

The CFPB also issued a rulemaking proposal seeking
public comments on changes to the final rule that
would ease the compliance burden in certain cases.
Specifically, the CFPB proposed to exempt from
coverage small entities that do not routinely provide
remittance transfer services. The proposal would
also give remittance providers some flexibility in
complying with disclosure rules when consumers
authorize transfers in advance. The CFPB’s
announcement and the two Federal Register notices
are available at: http://1.usa.gov/CFPB-remittance.

CFPB launches nonbank supervision program.
On January 5, 2012, the CFPB launched the first
federal nonbank supervision program, as authorized
by §1024 of the Dodd-Frank Act. The program is
an extension of the bank supervision program that
began last July and will ensure that banks and
nonbanks comply with federal consumer financial
laws. The announcement is available at: http:/1.usa.
gov/CFPB-nonbank.

Agencies release annual CRA asset-size threshold
adjustments for small and intermediate small
banks. On December 19, 2011, the federal bank
regulatory agencies announced the annual adjustment
to the asset-size thresholds used to define small bank,
small savings association, intermediate small bank,
and intermediate small savings association under
the Community Reinvestment Act (CRA) regulations.
Financial institutions are evaluated under different
CRA examination procedures based on their asset-size
classification. Institutions that fall under the small and
intermediate small asset-size thresholds are not subject
to the reporting requirements applicable to large banks.
Annual adjustments to these asset-size thresholds are
based on the change in the average of the consumer
price index (CPI) for urban wage earners and clerical
workers, not seasonally adjusted, for each 12-month
period ending in November. The definitions of small and
intermediate small institutions for CRA examinations
will change as a result of the 3.43 percent increase in
the CPI index for the period ending in November 2011.
Effective January 1, 2012, the asset-size thresholds are
as follows: “Small bank” or “small savings association”
means an institution that, as of December 31 of either
of the prior two calendar years, had assets of less
than $1.160 billion, while “intermediate small bank”
or “intermediate small savings association” means a
small institution with assets of at least $290 million
as of December 31 of both of the prior two calendar
years, and less than $1.160 billion as of December 31
of either of the prior two calendar years. The agencies’
joint announcement and the Federal Register notice
are available at: http:/1.usa.gov/2012-cra.

CFPB aims to simplify credit card agreements. On
December 7, 2011, the CFPB launched a new “Know
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Before You Owe"” project aimed at simplifying credit
card agreements so that the prices, risks, and terms
are easier for consumers to understand. The CFPB is
soliciting public comment on a prototype credit card
agreement that is shorter, is written in plain language,
and explains key features upfront. The prototype
agreement is designed to make it easier for consumers
to understand their credit cards. The CFPB will also
host an online database of many existing credit card
agreements where consumers can compare their
existing agreement with the prototype. Under the
Credit CARD Act, card issuers are required to provide
copies of their credit card agreements to the CFPB for
inclusion in a public database that consumers can access
to view their card agreements. The announcement is
available at: http://1.usa.gov/CFPB-cards.

CFPB releases report on credit card complaints.
On November 30, 2011, the CFPB issued a report
discussing its first three months of collecting credit card
complaint data, during which time it received more
than 5,000 credit card complaints. Of these complaints,
companies reported resolving more than 3,100, with
consumers disputing the adequacy of the responses in
only 400 cases, or less than 13 percent of the time. The
report provides a breakdown of complaints by type and
their progress through the complaint-handling system.
The report also includes three observations about the
complaint data: many consumers struggle to understand
the terms of credit cards and associated products like
debt protection services; some consumers are reporting
instances of allegedly fraudulent charges to their credit
cards by third parties; and many complaints involve
factual disputes between the consumer and the card
issuer. The CFPB’s announcement and the report are
available at: http://1.usa.gov/CFPB-complaints.

CFPB seeks input on streamlining inherited
regulations. On November 29, 2011, the CFPB
announced that it is seeking public input on ways to
streamline regulations that the agency inherited from
seven different federal agencies under the Dodd-
Frank Act. The notice and request for information
ask the public to identify provisions of the inherited
regulations that the agency should make the highest
priority for wupdating, modifying, or eliminating

because they are outdated, unduly burdensome,
or unnecessary. The CFPB also seeks suggestions for
practical measures it could take to make complying
with the regulations easier. Opportunities for
streamlining rules and facilitating compliance
may include simplifying regulations that have
become unnecessarily difficult to understand and
comply with over time; standardizing definitions
of common terms across regulations where statutes
permit; updating regulations that are outdated
or unnecessary due to changing technologies; or
removing unnecessary restrictions on consumer
choice or business innovation. The CFPB will also
consider practical measures to make it easier for
firms, especially smaller ones, to comply with the
inherited regulations. Comments were due by March
5, 2012. The announcement is available at: http:/1.
usa.gov/cfpb-streamline.

CFPB collects information from students,
schools, industry, and other stakeholders
on the private student loan market. Section
1077 of the Dodd-Frank Act requires the CFPB
and the Department of Education, in consultation
with the Department of Justice and the Federal
Trade Commission, to prepare a report on private
education loans and lenders. In support of the
study, the CFPB on November 16, 2011 published
a notice and request for information to collect
data on a series of issues affecting private student
loans from origination to servicing to collection.
The notice asked the public, students, families,
the higher education community, and the student
loan industry (lenders and servicers) to voluntarily
provide information about the role of schools in
the marketplace, underwriting criteria, repayment
terms and behavior, impact on choice of field of
study, career choice, servicing, loan modification,
financial education, and default avoidance. The
CFPB will use the information to prepare its report
on private education loans and lenders and to
prioritize its own regulatory and education work.
Comments were due by January 17, 2012. The CFPB's
announcement and the Federal Register notice are
available at: http://1.usa.gov/cfpb-pel.
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REGULATION Z — TRUTH IN LENDING ACT (TILA)

A creditor’s use of the wrong rescission notice model form does not trigger the right of rescission.
Watkins v. SunTrust Mortgage, Inc., 663 F.3d 232 (4th Cir. 2011). The Fourth Circuit affirmed the dismissal of
a lawsuit seeking to rescind the refinancing of a mortgage because the creditor provided the borrower with
Regulation Z model form H-8, the general rescission notice form for a new credit transaction, when form H-9 (a
refinancing with the same creditor) was appropriate for the transaction. The primary difference between these
forms is that form H-9 informs the borrower that the right of rescission applies only to the new credit transac-
tion and does not allow rescission of the prior loan. In affirming the dismissal, the court noted that §1604(b)
of TILA permits creditors to modify the model forms by “deleting any information which is not required [by
TILAL." Because §1635(b) of TILA requires creditors to provide borrowers with the rescission notice in certain
credit transactions but does not distinguish between a refinancing with a new creditor or the current credi-
tor, the court concluded that TILA does not require the additional information in form H-9. The borrower also
argued that the use of form H-8 violated TILA because it incorrectly implied that the borrowers had the right
to cancel not only the refinancing but also the original loan. The court rejected this argument because if the
borrower cancelled the refinancing, the parties would return to their position before the refinancing, which
would not affect the original loan. The court also noted that even if the additional language of form H-9 were
required, the creditor did not violate TILA because the additional information was substantially included in
form H-8, and “TILA's regulations should be reasonably construed and equitably applied.” However, one mem-
ber of the three-judge panel dissented.

The federal appeals courts are divided over whether a creditor’s use of the wrong model rescission form allows
a borrower to exercise the right of rescission for up to three years after consummation. The Seventh Circuit
(covering the states of lllinois, Wisconsin, and Indiana) holds that it does (see Handy v. Anchor Mortgage Corp.,
464 F.3d 760 (7th Cir. 2006)), while the First Circuit (Maine, Massachusetts, New Hampshire, Puerto Rico, and
Rhode Island), Eleventh Circuit (Florida, Georgia, and Alabama), and now the Fourth Circuit (Maryland, North
Carolina, South Carolina, Virginia, and West Virginia) hold that it does not. See Santos-Rodriguez v. Doral
Mortgage Corp., 485 F.3d 12, 18 (1st Cir. 2007), Veale v. Citibank, 85 F.3d 577, 580 (11th Cir. 1996), and Watkins.

Borrower can rebut TILA presumption of receiving rescission notice through testimony. Marr v. Bank
of America, N.A., 662 F.3d 963 (7th Cir. 2011). Outlook reported in the fourth quarter 2011 issue on the recent
case of Cappuccio v. Prime Capital Funding LLC, 649 F.3d 180 (3d Cir. 2011), in which the Third Circuit held that
a borrower could, through his testimony, overcome the presumption in §1635(c) of TILA that a borrower sign-
ing a form acknowledging receipt of disclosures has, in fact, received them. In a new case, the Seventh Circuit
reached a similar conclusion. The borrower obtained a refinancing loan. At closing, he was allegedly provided
with two copies of the rescission notice and signed a form acknowledging this. However, when the borrower
checked his papers several years later, he found only one copy of the rescission notice. The borrower sought to
rescind the loan because he received only one copy of the rescission notice, and Regulation Z requires creditors
to provide two copies. See §1026.23(b)(1). The trial court dismissed the case because the borrower signed an
acknowledgment form, but the Seventh Circuit reversed the ruling. The appeals court, after noting the recent
decision in Cappuccio, focused on the text of §1635(c), stating that “this section does no more than create a re-
buttable presumption of delivery thereof” and determined that Congress “was warning courts not to overrate
the importance of the acknowledgment.” The court held that the plaintiff could overcome the presumption
by producing sufficient evidence to convince a jury he did not receive two copies of the rescission notice. The
case was remanded for further proceedings.
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FAIR HOUSING ACT (FHA)

The city of St. Paul, Minnesota withdraws its Supreme Court appeal to determine if the FHA covers
disparate impact claims. Gallagher v. Magner, 2012 WL 469885 (No. 10-1032, Feb. 14, 2012). In November
2011, the Supreme Court granted a petition by the city of St. Paul, Minnesota, to review a decision from the
Eighth Circuit, Gallagher v. Magner, 619 F.3d 823, rehearing en banc denied, 636 F.3d 380 (8" Cir. 2010), to de-
termine if the statutory language of the FHA encompasses disparate impact claims. However, on February 14,
2012, the court granted the city’s request to voluntarily dismiss the appeal. This case has been closely followed
by the banking industry, regulators, and community groups not only because it had the potential to eliminate
disparate claims under the FHA but also because such a ruling might affect disparate impact claims under the
Equal Credit Opportunity Act (ECOA) and Regulation B.

Disparate impact claims originated under federal employment discrimination law. Both Title VII of the Civil
Rights Act of 1964 and the Age Discrimination in Employment Act of 1967 (ADEA) contain language prohibiting
employer actions that have a discriminatory effect on protected-class employees. Based on this language, the
Supreme Court held in Smith v. City of Jackson, Mississippi, 544 U.S. 228 (2005) that disparate impact claims are
permissible under the ADEA. The FHA lacks similar language prohibiting discriminatory effects, which prompt-
ed the city to seek review in the Supreme Court on this issue. The text of the ECOA also lacks discriminatory
effects language. On a related note, the Department of Housing and Urban Development released a rulemak-
ing proposal to clarify the legal standards for disparate impact claims under the FHA. The proposal is available
at http://1.usa.gov/fha-disparate.

REAL ESTATE SETTLEMENT PROCEDURES ACT (RESPA)

The U.S. Supreme Court will resolve a circuit split on RESPA’s unearned fee prohibition. Freeman v.
Quicken Loans, Inc., 132 S.Ct. 397 (No. 10-1042, Oct. 11, 2011). The Supreme Court agreed to review a Fifth
Circuit case, Freeman v. Quicken Loans, Inc., 626 F.3d 799 (5th Cir. 2010), to determine if RESPA's prohibition in
§8(b) on unearned fees applies only when fees are split between two or more parties or also applies to a single
party charging an unearned fee. The federal appeals courts are divided on this issue. In the Freeman case, the
plaintiffs alleged that a loan discount fee Quicken Loans charged was unearned because the borrower did not
receive a reduction in the interest rate. The Fifth Circuit held that the language of §8(b) stating “no person
shall give and no person shall accept” requires that at least two parties split a fee for §8(b) to apply. Because
Quicken Loans did not split the loan discount fee, the court held that RESPA §8(b) did not apply. A decision in
the Freeman case is expected by the end of the court’s current term in June 2012.

Fees assessed after a real estate closing are not settlement services subject to RESPA. Molosky v.
Washington Mutual, Inc., 664 F.3d 109 (6th Cir. 2011). The Sixth Circuit affirmed the dismissal of a class-action
case alleging that a post-closing payoff statement fee and recording fee assessed by a loan servicer violated
the fee-splitting prohibition in §8(b) of RESPA. In affirming the dismissal, the court noted that §8(b) applies
only to “settlement services” of federally regulated mortgage loans. Regulation X defines settlement as “the
process of executing legally binding documents regarding a lien on property that is subject to a federally re-
lated mortgage loan.” Based on this definition, the court determined that “settlement services” are limited to
services performed before or at the property transfer. Because the fees at issue were assessed after the property
transfer, §8(b) did not apply. The trial court stated as an alternative basis for dismissing the case that RESPA did
not apply because the fees in question were not split with another party. The Sixth Circuit declined to address
this issue because, as discussed above, that issue is currently before the Supreme Court in the Freeman case.

* Links to the court opinions are available in the online version of Outlook at: http://www.consumercomplianceoutlook.org.
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CONTINUED FROM PAGE 1...

FAIR LENDING WEBINAR QUESTIONS AND ANSWERS

2.

In addition, we have increased our communica-
tions with banks during the examination process,
particularly with respect to statistical reviews. We
often conduct statistical analyses of electronic
data we obtain from banks to determine if there
are any disparities in lending based on factors pro-
tected by the fair lending laws. We find that these
reviews are very effective and more efficient for
both the examiners and the banks. In most cases,
our statistical analyses do not identify concerns. In
some cases where we have found problems, some
community bankers noted that they had difficulty
understanding the statistical analysis. We have
taken this concern seriously, and we now take ad-
ditional steps to communicate with community
banks to ensure that they understand the fair
lending concerns raised by the analysis and how
to respond effectively.

Finally, we engage in a variety of outreach activi-
ties on fair lending, such as regularly participating
in conferences sponsored by the industry, consum-
er advocates, and our Reserve Banks. Our goal is
to highlight fair lending risks so that institutions
can take steps on their own to effectively manage
fair lending compliance.

For nonmortgage loans, what methods does the
Board currently use to determine the borrower’s
race/ethnicity/gender?

For mortgage loans, we can determine the bor-
rower’s race/ethnicity/gender based on the data
collected pursuant to the Home Mortgage Dis-
closure Act (HMDA). For nonmortgage loans, we
may determine ethnicity and gender using the U.S.
Census Bureau'’s Spanish surname list and female
first name list. For both mortgage and nonmort-
gage products, we also use census data to identify
majority-minority census tracts and to determine
whether disparities exist between minority and
nonminority areas.

REDLINING
3. What factors does the Board consider in a redlin-

ing review? In particular, what statistical analysis
is typically conducted?

The Board considers several factors in a redlin-
ing review. With respect to statistical analysis, we
typically evaluate whether the bank’s lending in
majority-minority tracts is similar to that of other
lenders in the reasonably expected market area.
However, a full review of the lender’s practices is
necessary to determine whether a problem exists.

As noted in the procedures, other potential risk

factors for redlining include:

. Irregularly shaped Community Reinvest-
ment Act assessment areas that fail to com-
ply with Regulation BB and that exclude mi-
nority areas;

. Branching strategies and expansion plans
that disfavor minority neighborhoods;

. Marketing strategies that exclude minority
geographies; and

. Complaints about redlining by consumers or

community advocates.

PRICING
4. What factors does the Board consider in a pricing

review? In particular, what statistical analysis is
typically conducted?

The Board conducts statistical pricing reviews of
mortgage and nonmortgage products and uses a
lender-specific approach to statistical modeling.
That is, we create a statistical model based on
the bank’s specific pricing policies. Generally, we
rely on the bank’s written policies, including rate
sheets, and on other information obtained during
the examination. Based on a bank’s policies, typical
fields in a pricing model may include credit score,
loan-to-value ratio, loan amount, loan term, prod-
uct code, and documentation type. We generally
examine disparities in the annual percentage rate.
Additionally, when the data are available, we may
evaluate overages, fees or yield spread premiumes,
and pricing exceptions.

As noted in the procedures, potential risk factors
for pricing include:

e lLack of specific guidelines for pricing (includ-
ing exceptions);
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o Use of risk-based pricing that is not based
on objective criteria or applied consistently;

o Broad pricing discretion, such as through over-
ages, underages, or yield spread premiums;

o Lack of clear documentation of reasons for
pricing decisions (including exceptions);

o Lack of monitoring for pricing disparities;

o Financial incentives for loan originators to
charge higher prices;

o Pricing policies or practices that treat ap-

plicants differently on a prohibited basis or
have a disparate impact;

o Loan programs that contain only borrowers
from a prohibited basis group; and
o Complaints about pricing by consumers or

community advocates.

UNDERWRITING

5.

With the recent tightening of underwriting
standards, will the Board be focusing more on
underwriting disparities?

The Board recognizes that many lenders have
tightened underwriting standards. We believe
that sound underwriting policies promote fair
and responsible lending. Concerns have been
raised, however, that certain stricter underwriting
policies, such as tighter credit standards in specific
geographic markets, could have a disproportion-
ate effect on access to credit for minorities. To
ensure fair lending compliance, lenders should
review underwriting policies for fair lending risk,
including both disparate treatment and disparate
impact discrimination. To manage disparate im-
pact risk, lenders should pay particular attention to
policies that vary by origination channel or geog-
raphy. They should ensure that the policies serve
legitimate business needs and do not have an il-
legal disparate impact. To manage disparate treat-
ment risk, lenders should ensure that policies are
clear and consistently applied. In accordance with
the procedures, the Board conducts underwriting
analyses when appropriate and evaluates whether
lenders’ policies may violate fair lending laws. Thus

far, we have not identified any fair lending viola-
tions related to stricter underwriting standards.

MATERNITY LEAVE DISCRIMINATION

6.

How can a lender mitigate fair lending risk if a
credit applicant is on maternity leave at the time
of the application?

Recently, some lenders have refused to consider a
woman'’s employment status or income while she
is on maternity leave.? Such a policy may violate
the Fair Housing Act and Equal Credit Opportu-
nity Act (ECOA) on the basis of sex and the Fair
Housing Act on the basis of familial status. The
policy may also violate Regulation B, which pro-
hibits using assumptions related to the likelihood
that any group of persons will rear children or
will, for that reason, receive diminished or inter-
rupted income in the future. The Board had one
referral on this issue in 2011.

A lender may mitigate its fair lending risk by:

] Not assuming that a woman will not return
to work after childbirth;
o Using underwriting policies that treat appli-

cants on maternity/parental leave and appli-
cants on other types of leave similarly;

o Consulting with its investors to understand
the requirements for considering and veri-
fying the income of an applicant on mater-
nity/parental leave;

o Reviewing and addressing complaints by
consumers who were on maternity/parental
leave at the time of the application; and

] Reviewing recent settlements to learn about
problematic practices.

THE DODD-FRANK WALL STREET REFORM
AND CONSUMER PROTECTION ACT

7.

How did the Dodd-Frank Wall Street Reform
and Consumer Protection Act (Dodd-Frank Act)
change the HMDA requirements, and how will
those changes affect the examination process for
mortgage loans?

3 See, for example, “"HUD Acts Against Pregnancy Discrimination in Home Mortgages,” available at: http://1.usa.gov/hud-pregnancy.
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Section 1094 of the Dodd-Frank Act amended
HMDA to require financial institutions to collect
and report the new data for mortgage loans. In
addition, the Dodd-Frank Act transferred respon-
sibility for issuing implementing regulations under
HMDA from the Board to the Consumer Financial
Protection Bureau (CFPB). At this time, the CFPB has
not issued rules to implement the changes to HMIDA
and revise Regulation C. After final rules have been
issued and become effective, the Board will use the
new data in its fair lending examinations.

The new data will include the following as well as
any other information that the CFPB may require:
° Origination channel (retail, broker, or other)
° Applicant’s age

o Applicant’s credit score

o Property value

° Loan term

o Term (in months) of any introductory interest
rate period

o Rate spread for all loans

o Total points and fees payable at origination

o Term (in months) of any prepayment penalty

o Negative amortization

o Loan originator unique identifier, universal

loan identifier, and parcel loan number (as
the CFPB may determine appropriate)

How did the Dodd-Frank Act change ECOA and
how will those changes affect the examination
process?

ECOA has always applied to all types of credit, in-
cluding business loans. However, the Dodd-Frank
Act’s changes to ECOA will facilitate a more robust
analysis. Specifically, §1071 of the Dodd-Frank Act
amended ECOA to require financial institutions

to collect and report data for loans to minority-
owned and women-owned businesses, and small
businesses. In addition, responsibility for issuing
implementing regulations under ECOA was trans-
ferred from the Board to the CFPB, except with
respect to motor vehicle dealers. Both the Board
and the CFPB have clarified that although §1071
became effective on the designated transfer date
of July 21, 2011, financial institutions and motor
vehicle dealers are not subject to the new data-
collection and reporting requirements until final
implementing regulations are issued and become
effective.* At this time, neither the CFPB nor the
Board has issued these rules. After final rules are
issued and become effective, the Board will use
the new data in its fair lending examinations.

The new data will include the following as well as
any other information that the CFPB may require:
] Application number and date

. Race, ethnicity, and gender of the principal
owner

o Census tract of the business

o Gross annual revenue of the business in the
last fiscal year

. Loan type and purpose

. Type of action taken and date

. Amount of credit applied for and approved

How did the Dodd-Frank Act change the statute
of limitations for ECOA violations?

Section 1085 of the Dodd-Frank Act amended ECOA
to allow actions in federal district court no later
than five years after the date of the occurrence of
the violation. Previously, the statute of limitations
was two years from the date of the occurrence.

4 See April 11, 2011 Letter from CFPB General Counsel Leonard Kennedy (available at: http://bit.ly/CFPB-hmda) and the Board’s final rule discussing the
timing of the data-collection requirements for motor vehicle dealers. 76 Fed. Reg. 59,237 (Sept. 26, 2011).
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CONTINUED FROM PAGE 3...

VIEW FROM THE FIELD: COMMONLY CITED
COMPLIANCE VIOLATIONS IN 2011

the low credit score, such as “limited credit experience”
or “delinquent past or present obligations with oth-
ers.” Since the purpose of the notice is to tell the appli-
cant why the application was denied, the reason speci-
fied should be clear to the applicant. Finally, as with
spousal signature violations, adverse action notice vio-
lations can trigger file searches for other affected ap-
plicants and require the institution to take corrective
action for the affected parties.?

Regulation X/Real Estate Settlement Procedures Act
Tolerance Cures

The U.S. Department of Housing and Urban Develop-
ment (HUD) made significant changes to the RESPA
GFE and HUD-1 disclosure forms effective January 1,
2010.° The changes include a new requirement that
certain settlement costs disclosed in the final HUD-1
cannot exceed the estimate of those costs on the GFE
by more than a specified tolerance.' The revised rule
establishes three categories of settlement charges,
with different tolerances for each category. See 12
C.F.R. §1024.7(e). If the actual charge for a settlement
cost listed on the HUD-1/1a exceeds the estimated
charge for the cost disclosed on the GFE by more than
the applicable tolerance, and none of the tolerance
exceptions in §1024.7(f) apply, the lender is required
under §1024.7(i) to cure the discrepancy within 30 cal-
endar days of settlement by reimbursing the borrower
for the amount by which the tolerance was exceeded.
The lender must also provide the borrower with a re-
vised HUD-1 reflecting the cure.”

In some cases, lenders are exceeding the tolerances and
failing to reimburse the consumer in a timely manner to
the extent that the actual costs exceed the applicable tol-
erances. It is important to recognize that a creditor does
not automatically violate Regulation X when exceeding
the tolerance. A violation occurs only if a creditor ex-
ceeds a tolerance and fails to cure it in a timely manner.

Institutions can establish formal procedures for toler-
ance cures specifying how to respond when tolerances
are exceeded. A thorough pre- or post-closing loan
review (within 30 days of settlement) that specifically
targets compliance with the requirements for toler-
ance cure can also be an effective internal control.

Regulation H/National Flood Insurance Act (NFIA)
Forced-placed Insurance

The implementing regulations for the NFIA™ require
that if at any time during the term of the loan a lender
or servicer determines that the collateral has less flood
coverage than is required by the NFIA, it must notify
the borrower to obtain the required insurance. See 12
C.FR. §208.25(g). The notice should state that if the
borrower does not obtain the insurance within 45 days,
the lender will purchase the insurance on behalf of the
borrower and may charge the borrower for the cost of
premiums and fees to obtain the coverage. The bank-
ing agencies recently clarified their expectation that if
a borrower is sent a 45-day notice and fails to obtain
flood insurance within that period, the agencies expect
the lender to force-place insurance on the 46th day.™

8 Supervisory Enforcement Policy for the Equal Credit Opportunity Act and the Fair Housing Act, pp. 7-8

9 HUD's final rule is available at: http://1.usa.gov/hud-respa. Rulemaking authority for RESPA transferred to the Consumer Financial Protection Bureau
(CFPB) effective July 21, 2011. On December 20, 2011, the CFPB published an interim final rule to republish HUD's Regulation X, 24 C.F.R. part 3500, as
a CFPB regulation, 12 C.F.R. part 1024. The Federal Register notice for the CFPB’s rule, which became effective on December 30, 2011, is available at:
http://1.usa.gov/cfpb-respa.

10 See 12 C.F.R. §1024.7(f). Outlook reviewed the revised GFE and tolerance requirements in the Second Quarter 2010 issue, available at: http:/bit.ly/
respa-outlook.

" See “New RESPA Rule FAQs,” http://1.usa.gov/respa-faq. Page 42 discusses how to complete a revised HUD-1 to reflect a cure.

12 The federal banking agencies’ flood insurance implementing regulations for NFIA are codified at 12 C.F.R. 8208.25 (Regulation H) for institutions
supervised by the Board; 12 C.F.R. part 172 for institutions supervised by the Office of the Comptroller of the Currency; 12 C.F.R. part 339 for institutions
supervised by the Federal Deposit Insurance Corporation; and 12 C.F.R. part 760 for institutions supervised by the National Credit Union Administration.
This article makes reference to the Board's Regulation H, but the other agencies’ regulations are substantially similar.

'3 Interagency Flood Q&A 61. 76 Fed. Reg. 64,175, 64,182 (Oct. 17, 2011). Outlook reviewed the forced-placement and other flood insurance regulatory
requirements in the Fourth Quarter 2011 issue. http://bit.ly/flood-outlook
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THROUGH AWARENESS AND
COMPLIANCE OFFICER CAN HELP ENSURE

THAT THE FINANCIAL INSTITUTION AND ITS
STAFF ARE IN COMPLIANCE WITH CONSUMER
PROTECTION LAWS AND REGULATIONS.

14

Forced-placement insurance violations typically arise
because the borrower fails to renew a policy when it
expires, a matter outside the lender’s direct control. A
tickler system is an effective way to manage this risk.
The system should be designed to send a reminder to
the appropriate staff when the renewal date is ap-
proaching to verify with the insurer or borrower that
the policy is being renewed.

In addition, staff may not understand the forced-place-
ment regulatory requirements. Establishing forced-
placement procedures can help guide staff and ensure
compliance with regulatory requirements. Finally, some
financial institutions are reluctant to force-place insur-
ance because their customers complain about it, and
the institution does not want to damage a customer
relationship. Because the forced-placement insurance
requirements are mandatory, institutions must comply.

Regulation C/Home Mortgage Disclosure Act
Rate Spread, Loan Purpose Definitions,

and Type of Action Taken

Section 1003.4 of Regulation C requires financial insti-
tutions to collect certain loan data for originations and
purchases of home-purchase loans, home-improve-
ment loans, and refinancings. Reportable transactions
must be recorded within 30 calendar days after the
end of the calendar quarter in which the final action
is taken and reported annually. HMDA data collection
and reporting continue to make the list of common
violations at financial institutions, primarily because of
the amount of information required to be reported,
limited tolerance for errors, and issues related to the

TRAINING, A

data collection process. In 2011, common violations
included errors recording the number of rate spread
loans, the loan purpose, and the action taken.

A HMDA-reportable loan qualifies as a rate-spread
loan if it is subject to Regulation Z, and the spread be-
tween the loan’s annual percentage rate and the aver-
age prime offer rate for a comparable transaction is
equal to or greater than 1.5 percentage points for first-
lien loans or 3.5 percentage points for subordinate-lien
loans." Loans exempt from Regulation Z, such as in-
vestment property loans, should not be reported.

Errors in the loan purpose field are also a common
HMDA violation. Section 1003.4(a)(3) requires financial
institutions to identify the loan purpose, and the in-
structions in Appendix A to Regulation C identify the
three options: home purchase (code 1), home improve-
ment (code 2), or refinancing (code
3). A careful review of the defini-
tions of loan purposes and of the
HMDA reporting exemptions™ will
help ensure accuracy in this area.
In some instances, financial institu-
tions do not understand the “loan
purpose hierarchy” that applies to
multiple-category loans, i.e., loans
that have more than one HMDA-
reportable purpose. Specifically, if
the loan is a home-purchase loan as
well as a home-improvement loan
or a refinancing, the loan will always be reported as a
purchase loan. If the loan is for both refinancing and
home improvement, financial institutions should re-
port the loan as a home-improvement loan. The loan
purpose hierarchy appears in the HMDA Official Staff
Commentary for 1003.2.

Another common Regulation C error occurs in the ac-
tion taken field. Some institutions select Code 2 (ap-
plication approved but not accepted) when Code 4
(application withdrawn) applies or select Code 4 when
Code 2 applies. If an application is approved but the
applicant fails to respond to the notification within the
specified time, Code 2 should be used, while Code 4

4 See §1003.4(a)(12). This definition became effective October 1, 2009.

1> See §1003.4(d) for loans excluded from HMDA reporting.
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may be used only when the consumer expressly with-
draws the application before a credit decision is made.'®

Understanding HMDA's regulatory requirements can
help reduce these errors. A good reference is the Fed-
eral Financial Institutions Examination Council’s (FFIEC)
A Guide to HMDA Reporting: Getting It Right, which
is available at http:/bit.ly/HMDA-right. The FFIEC also
provides other HMDA resources on its website. Final-
ly, inaccurate collection and reporting of HMDA data
may require resubmission of the data.

Regulation Z/Truth in Lending Act

Account Opening Disclosures for Open-End

(Not Home-Secured) Credit Plans

The Board of Governors of the Federal Reserve System
(Board) amended some of the Regulation Z disclosure
requirements for open-end credit (not home-secured)
in a January 2009 final rule that became effective July
1, 2010."” The changes include new requirements for
account-opening disclosures.’”® Consumer testing re-
vealed that consumers responded favorably to a ta-
ble format that summarized key terms (based on the
Schumer Box format used for credit card solicitation
and application disclosures). As a result, the Board re-
quired in 12 C.F.R. §1026.6(b) that creditors use a table
format substantially similar to model form G-17 to dis-
close certain key account terms."

The failure to use a table format substantially similar
to model form G-17 has been a frequent violation for
account-opening disclosures for overdrafts and per-
sonal lines of credit. As with the RESPA tolerance re-
quirements, this violation reflects the compliance chal-
lenges that arise with a significant regulatory change.
Financial institutions relying on third-party software

to create disclosures should verify that the software
reflects the changes in regulatory requirements. For
internally created software, institutions should ensure
that regulatory changes are communicated in a timely
manner to the IT department and that the software
is tested to verify that the changes have been imple-
mented. For a more detailed discussion of vendor risk
management, refer to the Outlook article “Vendor
Risk Management” in the First Quarter 2011 issue.®

BEST PRACTICES FOR COMPLIANCE

Compliance officers must exercise vigilance and aware-
ness of the current rules and regulations as well as any
and all recent changes to them. In addition to the
procedures and resources offered in this article, good
policies and procedures and ongoing training are im-
portant and practical ways for a financial institution to
put itself in the best position to comply with consumer
protection regulations.

Training is a critical part of any effort to achieve com-
pliance. Staff cannot be expected to comply with laws
and regulations if they do not correctly understand
the regulatory requirements. The Outlook website
contains a list of resources to supplement training and
help achieve compliance with the requirements listed
above and in other compliance areas.?!

CONCLUSION

This article discussed common violations identified
by Federal Reserve System bank examiners in 2011.
Through awareness and training, a compliance officer
can help ensure that the financial institution and its
staff are in compliance with consumer protection laws
and regulations. Specific issues and questions should
be raised with your primary regulator.@

16 See Appendix A to Regulation C (Form and Instructions for Completion of HMDA Loan Application Register Action Taken section).

774 Fed. Reg. 5,244 (January 29, 2009), available at: http:/1.usa.gov/open-end-2009

' A report summarizing the testing results (Design and Testing of Effective Truth in Lending Disclosures) is available at: http://1.usa.gov/disclosure-test.

91n December 2011, the CFPB republished the Board's Regulation Z, 12 C.F.R. part 226, as a CFPB regulation, 12 C.F.R. part 1026, in an interim final rule
that became effective December 30, 2011. The rulemaking is available at: http://www.gpo.gov/fdsys/pkg/FR-2011-12-22/pdf/2011-31715.pdf

20 http://bit.ly/outlook-VRM

21 http://bit.ly/outlook-resources
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RISK-BASED PRICING NOTICE REQUIREMENTS:
QUESTIONS AND ANSWERS

16

The consumer reporting agency generates the 9. If a lender routinely pulls credit reports but not
credit score disclosure and includes three scores. credit scores and uses the reports to set terms ma-
Is the lender required to indicate which score was terially less favorable, are risk-based pricing notic-
used to price the loan? es required?
As discussed in the Outlook article in the Third Quar- Although credit scores are not being used, the
ter 2011 issue, when a creditor uses multiple credit lender is using information in a consumer report
scores in setting the terms of credit, the creditor must to set terms that are materially less favorable. In
disclose any one of those scores. Alternatively, the this circumstance, creditors are required to provide
creditor, at its option, may disclose multiple scores risk-based pricing notices. See §1022.72(a). Since
used in setting the material terms of credit. If a credi- the creditor is not using credit scores, the meth-
tor obtained multiple credit scores but used only one ods available to determine whether a consumer
score, only that score must be disclosed. For example, receives materially less favorable terms are the
if the creditor regularly requests scores from several direct comparison or tiered pricing methods. See
consumer reporting agencies and uses only the low- §1022.72(b) (direct comparison) and (b)(2) (tiered
est score, then the lowest score must be disclosed. pricing). The lender can use either model form H-1
See 76 Fed. Reg. 41,602, 41,608-09 (July 15, 2011). when credit is extended or H-2 after an account
review. With respect to the credit score disclosure
If an automobile lender does not pull a credit requirements imposed by the Dodd-Frank Act, be-
report but ultimately prices a loan based on an cause the lender did not rely on the credit score in
indirect lender’s buy rate, which was determined setting the material terms of the credit, the creditor
using information from a credit report, who must is not required to include a credit score in the risk-
provide the notice? based pricing notice. See 76 Fed. Reg. at 41,606.
The risk-based pricing notice requirements apply to a 10. What range of credit scores should be disclosed in

person who “uses” a consumer report in connection
with a credit application. See 15 U.S.C. §1681m(h)(1).
When an automobile dealer is the original creditor
(i.e., three-party financing), the automobile dealer
must provide the required notice (risk-based pricing,
adverse action, or credit score exception, as appropri-
ate), even if the dealer immediately assigns the credit
agreement to a third-party funding lender, because
the automobile dealer has “used” a consumer report
by initiating the request to the funding lender that
caused the consumer report to be used in setting the
terms of the credit. See 76 Fed. Reg. at 41,606-07.

Can model form H-3 be used for both real-estate-
secured and non-real-estate secured loans?

No. Appendix H of Regulation V instructs that
“each of the model forms is designated for use in
a particular set of circumstances as indicated by
the title of that model form.” Model form H-3 is
for real-estate-secured loans, and model form H-4
is for non-real-estate-secured loans.

the credit score exception notices?

In the credit score exception notices, creditors
are required to disclose the distribution of credit
scores among consumers who are scored under
the same scoring model that is used to generate
the consumer’s credit score using the same scale as
that of the credit score provided to the consumer.
This information must be presented as either:

(a) a bar graph containing a minimum of six bars
that illustrates the percentage of consumers
with credit scores within the range of scores
reflected in each bar; or

(b) a clear and readily understandable statement in-
forming the consumer how his or her credit score
compares with the scores of other consumers.

See §1022.74(d)(1)(ii)(E) (requirements for residen-

tial mortgage consumer credit) and §1022.74(e)(1)
(ii)(F) (requirements for nonresidential mortgage
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consumer credit). As discussed in the preamble
to the final rule, “If a credit score has a range of
1 to 100, the distribution must be disclosed using
that same 1 to 100 scale. For a creditor using the
bar graph, each bar would have to illustrate the
percentage of consumers with credit scores within
the range of scores reflected by that bar. A credi-
tor would not be required to prepare its own bar
graph; use of a bar graph obtained from the person
providing the credit score that meets the require-
ments of this paragraph would be deemed compli-
ant.” See 75 Fed. Reg. 2,724, 2,741 (Jan. 15, 2010).

CONCLUSION

Subpart H of Regulation V (§§1022.70-75) contains the
risk-based pricing notice requirements discussed in this
article. In addition, on July 6, 2011, the Board and the
FTCjointly issued final rules to implement the credit score
disclosure requirements of §1100H of the Dodd-Frank
Act for risk-based pricing notices.? Creditors must com-
ply with these new credit score disclosure requirements,
which apply to both risk-based pricing notices and ad-
verse action notices, and implement appropriate controls
to ensure compliance with these new rules as well as the
existing risk-based pricing rules. Specific issues and ques-
tions should be raised with your primary regulator@

2http://1.usa.gov/dfa-credit-score The Board separately updated the Regulation B model forms that combine the FCRA and the ECOA adverse action
notices to reflect the new content requirements added by §1100F. The Federal Register notice is available at: http://1.usa.gov/ecoa-forms.

- COMPLIANCE ALERT _

FFIEC Announces Changes to Census Data Used for HMIDA and CRA

On August 26, 2011, the Federal Financial Institu-
tions Examination Council (FFIEC) announced that all
Home Mortgage Disclosure Act (HMDA) and Commu-
nity Reinvestment Act (CRA) data collected in 2012
must be geocoded using the new 2010 census tracts.'
Data collected in 2011 and submitted in March 2012
will still be geocoded using the 2000 census tracts.

On a related note, on October 19, 2011, the FFIEC
announced that the FFIEC census data file will incor-
porate data from the U.S. Census Bureau’s American
Community Survey (ACS). The FFIEC census data “are
used to provide context to HMDA and Community Re-
investment Act (CRA) data.”? According to the Census
Bureau, the ACS is an ongoing survey that was fully
implemented in 2005 after several years of testing.
While the census data provide “counts of the popula-
tion and their basic characteristics [such as] sex, age,
race, Hispanic origin, and homeowner status,” the

ACS data provide detailed “demographic, social, eco-
nomic, and housing characteristics.”?

The FFIEC will use the 2010 five-year ACS data to up-
date its base file annually and will refresh the base file
every five years. Historically, the FFIEC census base file
was updated every 10 years. “Implementation of the
new data for consumer compliance and CRA examina-
tion purposes will occur in 2012, and the data will be
utilized in the same manner that decennial data has
been used in the past. In addition to the tract income
data, the new base file will include updated race and
ethnicity data.”*

Also on October 19, 2011, the FFIEC announced that it
will calculate the annual median family income data
that are published each June that were previously cal-
culated by the Department of Housing and Urban De-
velopment. These data are also used for HMDA data
compilation and CRA evaluations.

! http://bit.ly/ffiec-census

2 http://bit.ly/ffiec-acs
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