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TITLE:

A local law to amend the New York City Charter and administrative code of the city of New York in relation to prohibiting the City from doing business with institutions that engage, directly or indirectly, in predatory lending practices, and to regulate the participation of home improvement contractors in the home-loan market.

ADMINISTRATIVE CODE:          Amends Chapter 1, Title 6 by adding a new section 6-128.



Amends Chapter 2, Title 20 by adding new subdivisions 17 and 18 to section 20-393.

NEW YORK CITY CHARTER:
Amends Section 1524 by adding a new subparagraph (4) to paragraph (a) and amending paragraph (b). 

INTRODUCTION 

       Today, the Committee on Consumer Affairs will hold a hearing on Proposed Introductory Bill Number 67-A (“Intro. No. 67-A”), a proposal to amend chapter 1 of Title 6 of the Administrative Code, which governs city contracts; chapter 2 of Title 20 of the Administrative Code, which regulates licensing; and section 1524 of the charter of the City of New York, which covers deposit banks.  The proposal would prohibit the city from doing business with those institutions that engage, directly or indirectly, in predatory lending practices and would regulate the activities of home improvement contractors in relation to the home-loan market.  The Committee has invited various elected and appointed government officials, numerous advocacy groups, and representatives from the banking, lending and securities industries, to address this proposal.

BACKGROUND AND INTENT- INTRO. NO. 67-A


Overview of Predatory Lending 

As this Committee has learned previously, the subprime mortgage industry has grown significantly during the last ten years both nationally and in New York City.  Subprime loans allow borrowers with flawed credit to buy a home or refinance an existing mortgage.  Although subprime loans can be beneficial, it has become apparent that a portion of the subprime lending industry has engaged in conduct that is predatory in nature.  Predatory subprime lenders – often assisted by unscrupulous mortgage brokers and home improvement contractors – engage in high-pressure sales tactics that result in burdensome loan agreement terms without adequate disclosure.  As a result of these loans, homeowners are stripped of their home equity and at increased risk of foreclosure.   Groups most often targeted by predatory lenders are immigrants, seniors and low-income New Yorkers in neighborhoods traditionally under-served by conventional banks.

       Between 1993 and 1999, the subprime market share rose from 1 percent to 6 percent of the national home-purchase mortgage market.
   In the refinance portion of the market, subprime lending rose from 1 percent in 1993 to 19 percent in 1999, with foreclosures rising by an astounding 42 percent.
   In the New York metropolitan area, the subprime lending market grew to 9.8 percent in 1999 from only 0.9 percent in 1993.  From 1993 to 1999, the percent of subprime refinance loans in the New York metropolitan area went from 1 percent to 20.3 percent and the percentage grew from 0.5 percent to 3 percent in the subprime home-purchase market.
   The securitization of subprime mortgages has contributed significantly to the rapid growth of the subprime market.  Securities backed by subprime mortgages increased from $11 billion in 1994 to $83 billion in 1998.

       While subprime lending is not in and of itself problematic, elements of some subprime loans render them predatory.  Burdensome terms and practices that may be predatory include: pre-payment penalties; balloon payments; financing of excessive points and fees; single-premium loan credit insurance; “oppressive” mandatory arbitration of disputes; interest increases on default; negative amortization; loan and property “flipping”; failure to comply with federal requirements with respect to the disclosure of loan terms and loan settlements; requiring advance payments; charging fees to modify a loan or defer payments; permitting acceleration of a loan at the lender’s discretion; repeated refinancing of a loan without any tangible benefit to the borrower, as well as the practice of making loans to individuals who do not have the income or financial resources to maintain scheduled payments.


State and Federal Action  


  
The New York State Banking Department has issued regulations stating that a “high-cost home loan” is one whose rate exceeds 8 percentage points above the prevailing yield on Treasury securities of comparable periods of maturity.
  In addition, the State banking regulations define a high-cost home loan as one in which the total points and fees exceed 5 percent of the loan amount, excluding bona fide discount points.  Lenders may exceed these thresholds, but then the state banking regulations either restricts certain lending practices, such as balloon payments, default interest rates and negative amortization, or prohibits others, such as charging default interest, paying a home-improvement contractor directly from the proceeds of the loans and charging fees for services not performed.
   Some of the current problems that have been associated with the predatory lending issue are not covered under the existing regulations.


Accordingly, the New York State Assembly passed Assembly Bill Number 11856 (“11856”) on June 25, 2002.  Shortly thereafter, on July 2, 2002, the New York State Senate passed 11856 along with chapter amendments contained in Senate Bill Number 7840.  These chapter amendments contain language that would effectively preempt municipalities from enacting any local law that would regulate the terms of home loans, or that make the eligibility of any person or entity to do business with a municipality dependent upon the terms of the home loan originated or serviced by the entity.  The Senate forwarded these chapter amendments to 11856 to the Assembly on July 2, 2002 and as of the date of this hearing the Assembly has not acted on them.  


The federal legislation that covers this area is included in the Home Ownership and Equity Protection Act (HOEPA), which contains thresholds similar to those of the state regulations under Part 41.
  However, unlike New York banking regulations, HOEPA applies only to refinanced high-cost home loans and equity loans, and not to purchase-money home loans.
  
ANALYSIS OF INT. NO. 67-A


 Intro. No. 67-A would prohibit the City from conducting business with those financial institutions that engage, directly or indirectly, in predatory lending practices.  In addition, it would prevent licensed home improvement contractors from brokering home loans or receiving payment from the proceeds of high-cost home loans except when certain security measures are in place.  Intro. 67-A contains four main sections: definitions, enforcement, charter amendment, and regulation of home improvement contractors. 


Definition of a predatory loan

 
Intro. 67-A applies to “high-cost home loans,” which are defined as home loans for which the annual percentage rate exceeds a threshold of 6 percent above the yield on U.S. Treasury securities of comparable periods of maturity for a first home mortgage or 8 percent above the yield for Treasury securities for a junior home mortgage, or for which the total points and fees on the loan exceed 4 percent of the total loan amount if the loan is for $50,000 or more.
  Under Intro. No. 67-A, a high-cost home loan is predatory only if it contains one or more of the following elements:  

· Loan flipping.  Loan flipping occurs when the proceeds of a high-cost home loan are used to pay off all or part of an existing home loan and the borrower does not receive a reasonable and tangible benefit from the new home loan.  There is a presumption of such a reasonable and tangible benefit if any of the following result from the refinance: a net reduction in the borrower’s monthly debt payments consolidated under the new loan for at least thirty-six months; a reduction in the borrower’s blended interest rate on all debts consolidated into the new home loan, as long as the borrower will recoup the points and fees charged for the finances in less than five years; or the refinance prevents default under an existing home loan or other secured date, if the lender for the refinanced loan is not the same lender or an affiliate of the lender for the existing home loan or other secured debt. 

· Borrower’s inability to make payments.  This element is present when, given the borrower’s financial circumstances, the lender cannot reasonably believe that the borrower will be able to make the scheduled payments on a high-cost home loan yet extends the loan to the borrower.

· Excessive financing of points and fees.   The total points and fees financed cannot exceed four percent of the total loan amount for a closed-end high-cost home loan or four percent of the maximum line of credit amount for an open-end line of credit. 

· Lack of home loan counseling.  A lender engages in predatory lending when it makes a high-cost home loan to a borrower without written certification that the borrower has received loan counseling from an approved United States Department of Housing and Urban Development counselor.  The borrower may waive this counseling by providing a notarized waiver to the counselor.

· Required advance payments. A high-cost loan is predatory if it requires that more than two periodic payments are consolidated and paid in advance from the loan proceeds provided to the borrower.

· Default interest.  Default interest terms allow the lender to increase the interest rate of a high-cost loan if the borrower misses either a payment or several payments.  Typically, the borrower cannot afford to make the increased payment, allowing the lender to file for foreclosure. This provision does not apply to periodic interest rate changes in a variable rate loan otherwise consistent with the provisions of the loan agreement.  

· Call provisions.  Such provisions permit the lender, at its sole discretion, to accelerate the indebtedness and demand repayment of the entire outstanding balance.  The prohibition on call provisions does not apply when the repayment of the loan has been accelerated by bona fide default or a provision of the loan agreement unrelated to the payment schedule.

· Negative amortization.  Negative amortization exists when the payment schedule for the high-cost home loan causes the principal balance to increase.

· Balloon payments.   A  “balloon payment” is imposed when a lower interest rate is assigned for a period of years after which the entire principal becomes due.  Balloon payments are prohibited under Intro. No. 67-A unless an increase in the payment schedule is justified by a reamortization due to a new withdrawal on an open-ended line of credit.  Exceptions are permitted for payment schedules adjusted to the seasonal or irregular income of the borrower or for construction bridge loans.  

· Prepayment penalties.  Prepayment penalties are imposed when the high-cost loan agreement imposes a penalty or fee on the borrower for paying the balance of the loans, in violation of General Obligations Law § 5-501(3)(b) or Banking Law §393(2). 

· Mandatory unfair arbitration clauses.   A high-cost loan agreement is predatory if it contains a mandatory arbitration clause that is oppressive, unfair, unconscionable or in derogation of the rights of a borrower.

· Payments to home improvement contractors.  If proceeds from a high-cost loan are paid to a home improvement contractor that is an affiliate of the lender or if proceeds are paid to any home improvement contractor except through an escrow agent, the high-cost loan is predatory.

· Single premium loan credit insurance.   Proceeds of the high-cost home loan may not be used to finance any credit life, credit disability, credit property, credit unemployment, health or life insurance or payments for debt cancellation or suspension.  Any insurance premium that is calculated or paid on a monthly basis is not considered to be financed by the home loan.

· Excessive fees. A predatory loan is one for which the borrower is charged any fees or charges to modify, renew, extend or amend a high-cost loan if, after the modification, the original loan is still considered high-cost.

· Refinancing of a special mortgage.   A high-cost loan may not be used to refinance an existing special mortgage originated, subsidized or guaranteed by or through a state, tribal or local government or nonprofit organization if, as a result of the refinance, the borrower would lose one or more of the benefits of the special mortgage.  This prohibition is lifted if the lender is provided with documentation that the borrower has received loan counseling from a United States Department of Housing and Urban Development-approved counselor or the lender who originally made the special mortgage.

· Refinancing by the same lender or an affiliate.  A lender is engaging in a predatory loan if it charges points and fees on a high-cost home loan that refinances a prior high-cost home loan extended by that same lender or its affiliate within the past five years. 

· Fraud or deception.  Intro. No. 67-A defines a predatory loan as one that was secured by fraudulent or deceptive marketing or sales efforts.

· Violations of federal and state law.  A high-cost loan is considered predatory when it violates the applicable federal and state law or regulations that address high-cost home loans and real property lending practices.  

Definition of a predatory lender

     To be found a “predatory lender” and consequently barred from doing business with the city, a financial institution or an affiliate must have made, during a twelve month period, the lesser of 10 predatory loans or a number of predatory loans equal to 5 percent of its total home loans.  However, there are several exceptions to this definition.

 
First, a lender shall not be deemed predatory if it obtains the approval of the comptroller for a plan to discontinue making, purchasing or investing in predatory loans, executes the plan within sixty days, and remains in compliance with the plan thereafter.  In addition, a securitizer or investor in mortgage-backed securities can be exempted if it reasonably believes, after conducting a reasonable investigation based upon procedures consistent with industry practice for the review of the terms, and other characteristics of subprime home loans, that the home loans purchased or invested in do not constitute predatory loans. 
  Finally, a lender is excluded from the definition if it is an exempt organization pursuant to Internal Revenue Code section 501(c)(3) and operates to remediate predatory loans with the approval of or in association with a city, state or federal agency.  


Enforcement

 
As a condition of entering into an agreement to receive city financial assistance or contracts or serve as a depository of city funds, a financial institution must certify that neither it nor any of its affiliates is or will become a predatory lender.  The New York City comptroller, in conjunction with the applicable contracting city agency, is given the authority to investigate any such financial institution for evidence of predatory lending. If the comptroller determines that a financial institution is a predatory lender, he or she shall inform the applicable city agency and recommend that the agency rescind its financial assistance or contract.
  The agency must then make a determination within 60 days of receiving the comptroller’s findings and place a written explanation of any action or inaction in the institution’s file, and forward a copy to the comptroller and the council.  If the city agency adopts the comptroller’s findings that a financial institution is a predatory lender, that financial institution shall not receive any form of city financial assistance or contract with any city agency for a minimum of three years.


In the case of city deposits, after the comptroller investigates and determines that a financial institution is a predatory lender, the comptroller shall request the banking commission to revoke the designation of the financial institution as a depository of city funds pursuant to charter §1524(2)(b).


The comptroller may also recommend that city pension monies not be invested or remain in securities of a predatory lender.  In making investments of city monies, the comptroller may consider whether a financial institution violated federal, state and local regulations governing high-cost loans and predatory lending.  If the comptroller decides not to recommend the divesting of investments from a predatory lender, the comptroller must place a written explanation in its file and forward a copy to the city council.  


If a financial institution is found to have engaged either directly or through an affiliate in predatory lending, it may continue to do business with the City upon filing and following a corrective plan.   Once the lender or its affiliate submits a corrective plan to the comptroller, it must then completely cease making, purchasing or otherwise investing in predatory loans within 60 days after the plan is submitted.


Charter Amendment


Section 1524 of the Charter covers banks or trust companies designated as depositories of city funds.  Intro. No. 67-A would amend the Charter by adding a new subparagraph 4 to paragraph (a), subdivision 2, of section 1524 which would require a bank or trust company to certify that neither it nor any of its affiliates is or will become a predatory lender as defined in section 6-128 of the administrative code.  In addition, paragraph (b) of section 1524(2) would be amended to allow the banking commission, by a majority vote, to revoke the designation as a depository if any provision contained in subdivision 2(a) were violated.


Regulation of Home Improvement Contractors


Proposed Into. No. 67-A would also amend section 20-393 of title 20 of the administrative code by adding new subdivisions 17 and 18 to the list of acts prohibited for home improvement licensees.


New subdivision 17 would prevent any person licensed under the subchapter from, acting as an agent for, advertising, promoting or arranging for the services of a lender or its affiliate to secure a home loan.


New subdivision 18 would prevent any licensed home improvement contractor from receiving payments from the proceeds of a high-cost home loan unless he or she is paid through an escrow agent.

Effective date

     The law would take effect 90 days after its enactment.
�








� This bill was originally introduced as Intro. No. 67 at the Council’s Stated Meeting on March 13, 2002. It was subsequently amended following public hearings on April 1, 2002, May 6, 2002, and July 9, 2002.


� “A Wider Loan Pool Draws More Sharks,” The New York Times, March 24, 2002.


� Id.


� Id.   


� HUD: Unequal Burden in New York: Income and Racial Disparities in Subprime Lending, May 2000.


� See Senator Schumer Report: Capital Access: Lending Patterns in Black and White Neighborhoods Tell a Tale of Two Cities, April 9, 2000; HUD: Unequal Burden in New York: Income and Racial Disparities in Subprime Lending, May 2000; “A Wider Loan Pool Draws More Sharks,” The New York Times, March 24, 2002.


� The threshold for a junior mortgage under State banking regulations is 9 percent above U.S. Treasury securities of comparable periods of maturity. 3NYCRR§ 41.1(e)(6)(ii).


� NYCRR Title 3, Part 41.


� 15 USC § 1639.  As recently amended by the Federal Reserve Board, HOEPA thresholds are 8 percent above U.S. Treasury securities for first mortgages, but 10 percent for junior mortgages, and 8 percent of the entire loan for points and fees.


� See HUD-Treasury Task Force Report on Predatory Lending: Curbing Predatory Home Mortgage Lending, June 2000.


� The “points and fees” threshold is 5 percent if the loan is for less than $50,000. 


� “Procedures consistent with industry practice” is defined as a random statistical sample of not less that ten percent of the home loans for real property located in New York City included in the home loan pool that is being securitized. If a securitizer or investor has completed at least four transactions with a lender over the previous two years, it is permitted to use a random statistical sample of not less than five percent of New York City loans.


� The Comptroller’s investigation will remain confidential until he or she notifies the relevant city agency or, in the case of a city depository, the banking commission.
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