APPENDIX B: ACTIVITIES OF NATIONAL BANKS RELATED TO SUBPRIME LENDING

National banks and their operating subsidiaries can be engaged in several different types
of activities that are related to nonprime residential mortgage lending, including direct loan
origination, loan servicing, providing warehouse lines of credit to subprime originators,
purchasing loan for securitization, or acquiring various types of securities that are backed by
subprime loans.

l. Direct Origination

OCC analysis has found that national bank subprime origination during the period
preceding the financial crisis was small relative to the total subprime market. However, some
analyses by others have reached conflicting conclusions, finding significantly higher percentages
of overall subprime mortgage lending. To some extent the existence of conflicting estimates is
not surprising. Developing precise estimates of subprime lending activity is difficult because
comprehensive data for the market simply do not exist, from either private or public sources.
Statements about subprime activity also suffer from lack of agreement at a more basic level
regarding how to define “subprime” or other variants of nonprime mortgage loans. Some of the
potential approaches to measuring or approximating the size of the subprime market and banks’
shares of that market are reasonable, others less so. As described below, the OCC has taken a
rigorous approach that produces estimates of subprime activity that are more accurate than other,
conflicting estimates.

Estimates of subprime activity often accompany discussions of which supervisors were
responsible for subprime mortgages lenders. This requires careful identification of both lenders
and their associated supervisor; a common source of confusion stems from failure to recognize
important distinctions between banks, subsidiaries of banks, and affiliates of banks within bank
holding companies, and how those distinctions determine the responsible regulator. Chart 1
illustrates the differences:

Chart 1
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Holding Company Holding Company
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* As noted, some mortgage originators are regulated by both state and federal regulators.
** Some (mostly smaller) banks and thrifts are not part of holding companies and are not represented separately here.
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Banks may make subprime loans, and may have operating subsidiaries that also make
loans; however, other non-bank subsidiaries owned by parent holding companies can and do
originate loans as well. In addition, many mortgage lenders, including independent mortgage
companies and brokers, are not affiliated with banking or thrift companies at all. Only national
banks, federal thrifts, and their operating subsidiaries (the green and yellow boxes in the chart)
are subject to exclusive federal regulation; state-chartered banks and thrifts and nonbank
subsidiaries of bank and thrift holding companies are subject to both federal and state regulation,
and lenders that are not affiliated with banks or thrifts are not subject to regulation by the federal
banking agencies.

Using the most reliable data available on nonprime mortgage lending, and accurately
accounting for corporate organization and regulatory responsibilities, national banks and their
subsidiaries subject to OCC supervision accounted for less than 15 percent of nonprime activity.
This percentage is strikingly and disproportionately low, given the central role of national banks
in the U.S. mortgage markets; according to the comprehensive data collected under the Home
Mortgage Disclosure Act, national banks and their operating subsidiaries originated nearly 30
percent of all mortgages during the corresponding period. In contrast, lenders supervised solely
by the states accounted for well over half of nonprime lending; combining originations by those
lenders with the totals for state-chartered banks reveals that nearly three quarters of nonprime
mortgages originated at lenders that were wholly or partly the responsibility of state authorities.
Other, higher estimates of the share of national banks are based on less reliable data or fail to
accurately account for the corporate structure of holding companies and the regulators
responsible for different entities within those holding companies, e.g., often combining a bank’s
holding company affiliates with the bank. Moreover, the data show that subprime mortgages
originated by OCC-supervised lenders have performed better than other subprime loans, with
lower rates of foreclosure.

A. OCC Estimates of Subprime Activity
1. Early estimates

In early 2007, OCC staff estimated that national banks accounted for about 10 percent of
subprime (so-called “B/C”) mortgage originations during 2006. This estimate was a rough
approximation done on a best-efforts basis using the best information available at the time.

Specifically, in the absence of any formal reporting of subprime activity, OCC
supervisory staff collected information on the dollar volume of subprime lending from major
mortgage originators in the national bank population; this yielded an estimate of national bank
subprime lending, although it was only an approximation since it reflected definitions of
“subprime” that varied across banks. That supervisory estimate of national bank volume
corresponded to about 10 percent of overall subprime market originations for 2006, estimated at
$600 billion based on data published in the March 23, 2007, edition of the industry publication
Inside Mortgage Finance.

Using Inside Mortgage Finance to estimate the overall size of the market for the analysis
was expedient, since it was one of the few sources of information on what had recently become a

! March 23, 2007.



Appendix B Page 3

prominent part of the mortgage market. However, the figures presented in Inside Mortgage
Finance were compiled by that publication from various sources (including analyst reports and
self-reported figures from staff at the originating institutions), and may not be reliable; in some
cases institutions chose to report figures using varying definitions and methods to create
particular market perceptions. Market share figures computed from Inside Mortgage Finance
may be particularly misleading, because the methods did not encompass the entire market, and
the overall size of the market can only be very roughly approximated from the published tables
of data.

2. Later estimates

To refine estimates of national bank activity in non-prime residential mortgage markets,
the OCC acquired a database developed and marketed by Loan Performance Corp. (or “LPC,”
now a unit of First American CoreLogic Inc). This is the premier data source on nonprime (that
is, both subprime or B/C and Alt-A) mortgage activity. LPC covers virtually all securitized B/C
and Alt-A mortgages; the database covers the market fairly well because most such mortgages
have been securitized since they were originated.

A 2008 OCC analysis focused on loans in LPC originated during the years 2005, 2006,
and 2007, the peak years of subprime mortgage activity. One challenge with using LPC is that
originator name information — that is, the identity of the bank or mortgage company that actually
made the loan in the first place — is captured and presented inconsistently in the database. Many
loans (about 43 percent) have no originator information, others have ambiguous names, and still
others do not adequately distinguish among affiliated entities with similar names. OCC staff
used a variety of automated and manual methods to identify the originators of as many loans in
LPC as possible.

The result was a large dataset consisting of roughly five million nonprime loans for
which the originator was known. For each originator in LPC, the OCC then identified the
primary supervisor, taking into account dates at which the primary supervisor changed during the
time period considered (for example, one major subprime originator, First Franklin, shifted from
OCC to OTS supervision in late 2006), and wherever possible distinguishing between depository
institutions and their holding company affiliates.

Some significant subprime originators had a large number of loans in LPC for which it
was difficult to determine whether the loans were originated by the bank or by an affiliate within
the larger holding company. Referring to Chart 1, it was clear that the loans originated
somewhere within the holding company structure, but not from which specific box on the chart;
without that, estimates of the sources of subprime (for example, OCC-supervised versus others)
would remain imprecise. In those cases, other information available to the OCC in its
supervisory role — including confidential information from resident examiners at banks — was
used to determine realistic allocations of the loans in the database. However, the OCC also
conducted sensitivity analysis to determine the impact of alternative allocations and how much
the results might change. Estimates of the nonprime mortgage share of national banks varied
from about 11 percent to about 15 percent, but the most likely allocations of originations
suggested that the national bank share of nonprime loans in the LPC data originated during 2005,
2006, or 2007 was 14 percent or less.
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3. Most recent estimates

More recently, the OCC has updated and refined the analysis of the LPC nonprime data.
One obvious development since the 2008 analysis is that more loans have entered foreclosure.
Summary results are presented in the tables below. Of the roughly 5 million nonprime loans
from 2005-2007 in the LPC data for which the originator could be reliably identified, OCC-
supervised institutions accounted for 10.6 percent of subprime loans (B/C), and 12.1 percent of
nonprime loans including both B/C and Alt-A. Lenders supervised only by the states originated
63.6 percent of subprime loans during these years, and 57.1 percent of combined nonprime;
including loans originated by state-chartered banks, 72 percent of all nonprime mortgages came
from lenders subject to state authority.?

Nonprime (B/C and Alt-A) Originations, 2005-2007

Supervisor Originations Share
State 2,818,126 57.1%
FDIC 436,981 8.9%
Federal Reserve 295,343 6.0%
Subtotal* 3,550,450 72.0%
ocCcC 595,304 12.1%
OTS 783,719 15.9%
NCUA 3,024 0.1%
Total 4,932,497 100.0%

*Subtotal reflects institutions subject to state supervision

Subprime (B/C) Originations, 2005-2007

Supervisor Originations Share
State 2,423,355 63.6%
FDIC 318,796 8.4%
Federal Reserve 224,882 5.9%
Subtotal* 2,967,033 77.9%
ocCcC 403,958 10.6%
OTS 439,488 11.5%
NCUA 233 0.0%
Total 3,810,712 100.0%

Source: LPC data and OCC calculations

B. Other Estimates of Subprime Activity

Analyses conducted by others have produced different estimates of subprime activity and
its allocation among institutions and regulators. After reviewing many of these analyses, the
OCC has concluded that most have shortcomings that raise significant questions about their
accuracy and relevance compared to results based on a careful analysis of the LPC data.

2 The figure understates the actual extent of state authority, because loans made by affiliates of federal
thrifts are included in the OCC/OTS total but actually are subject to state authority.
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1. HMDA data

Some discussions of residential mortgage problems are based on the annual reporting
required of mortgage lenders under the Home Mortgage Disclosure Act (“HMDA”). However,
HMDA data cannot be relied upon directly to evaluate subprime lending by financial institutions,
because rate-spread loans and subprime loans are not necessarily the same.

The HMDA data have the advantage of providing a fairly comprehensive picture of
mortgage applications and originations, as well as identifying the originators and their associated
regulators. But the HMDA data do not include any designation for subprime loans, nor do they
include information such as credit scores (which might be used to infer subprime status). What
HMDA does contain, which makes the data potentially relevant to subprime activity, is
information on higher-priced or “rate-spread” loans. Under HMDA, a loan is deemed to have a
high “rate spread” that must be reported if the loan has an APR at least 3 percentage points
higher than the yield on a Treasury security of comparable maturity, for first-lien mortgages.
Since subprime loans might be expected to have higher interest rates than otherwise similar
loans, the HMDA rate-spread loan data may be useful as a supplement to other estimates of
subprime activity, given the generally poor quality of information on subprime.

In view of this, it is not surprising that the rate-spread data are sometimes used in the
context of subprime mortgage discussions. A notable example is the 2009 Senate testimony of
Professor Patricia McCoy.? In that testimony, Professor McCoy observed “In 2006, depository
institutions and their affiliates, which were regulated by federal banking regulators, originated
about 54% of all higher-priced home loans. In 2007, that percentage rose to 79.6%.” Professor
McCoy’s testimony accurately characterizes the figures on rate-spread loans.

However, the percentages quoted by Professor McCoy include a large number of loans
made not by banks, but rather by other lenders owned by the banks’ parent holding companies;
as described above in the discussion of Chart 1, such lenders are subject to regulatory oversight
that is different in nature and degree than the oversight of depository institutions. Excluding
holding company affiliates, the corresponding percentages of rate-spread lending for depository
institutions — banks and thrifts together — were 41 percent in 2006 and 62 percent in 2007. In
fact, depository institutions actually account for a disproportionately low share of rate-spread
loans in the HMDA data, considering their central role in providing mortgage credit in the
United States; for example, in 2006 when their share of rate-spread loans was 41 percent, they
accounted for 59 percent of all originations.

Moreover, the only reason the bank and thrift share of rate-spread loans rose between
2006 and 2007 was because a very large number of independent mortgage companies either
disappeared or dramatically reduced originations, leaving banks and thrifts as the main providers
of home loans of all types. The number of “higher-priced” originations by depository
institutions and their affiliates actually fell in 2007, but since these institutions were the primary
lenders remaining in the market for home loans, their share of lending increased.

® Prepared statement of Patricia A. McCoy, Hearing on “Consumer Protections in Financial Services: Past
Problems, Future Solutions” before the Senate Committee on Banking, Housing, and Urban Affairs, March 3, 2009,
available at http://banking.senate.gov/public/index.cfm?FuseAction=Files.View&FileStore id=40666635-bc76-
4d59-9¢25-76daf0784239.



http://banking.senate.gov/public/index.cfm?FuseAction=Files.View&FileStore_id=40666635-bc76-4d59-9c25-76daf0784239
http://banking.senate.gov/public/index.cfm?FuseAction=Files.View&FileStore_id=40666635-bc76-4d59-9c25-76daf0784239
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But rate-spread loans are not necessarily subprime, and subprime loans may not
necessarily have high rate spreads. Using data from LPC and from the OCC’s own Mortgage
Metrics* database, the OCC has been able to assess the extent of overlap between HMDA rate-
spread loans and the nonprime loans from the other data sources. This again requires a careful
and complex process of matching loans from different data sources, to ensure that a particular
loan reported under HMDA is in fact the same loan as one appearing in one of the other
databases. The OCC has devoted significant resources to creating an accurate mapping of this
type, because the matched data are valuable for supervision, analysis, policy development, and
other uses.

For the peak subprime year of 2006, the OCC found that 64 percent of rate-spread loans
were subprime, and another 11 percent were Alt-A; the remaining 25 percent of rate-spread loans
were prime mortgages. However, not all subprime and Alt-A loans have rate spreads that cause
them to be captured in the rate-spread reporting; again for 2006, the OCC found that 37 percent
of the loans in Mortgage Metrics designated as “subprime” were not reported as rate-spread
loans under HMDA, and the non-rate-spread percentage for Alt-A was much higher, at 82
percent. These percentages vary over time due to market conditions; in 2007 a higher percentage
of prime loans were rate-spread loans and more rate-spread loans were prime compared to 2006,
whereas the opposite was true in 2005.

Although data from HMDA are valuable for some purposes, the limited overlap between
HMDA rate-spread loans and the nonprime loan population makes HMDA a potentially
misleading source of information on subprime mortgage lending.

2. Inside Mortgage Finance

Some other discussions of subprime activity continue to rely on data from Inside
Mortgage Finance, despite the clear drawbacks discussed above of using information from that
source to make inferences about subprime market shares.

A notable recent example is a paper prepared by the National Consumer Law Center
(“NCLC”). That report uses data from Inside Mortgage Finance to argue that a group of eight
federally supervised institutions accounted for 31.5 percent of subprime originations, as shown in
the table reproduced from that report® below:

* These data are the basis for the Mortgage Metrics Report, a joint publication of the OCC and the Office of
Thrift Supervision that provides performance and other data on approximately 34 million first mortgage loans
serviced by national banks and federal thrifts.

® Preemption and Regulatory Reform: Restore the States’ Traditional Role as ‘First Responder’, National
Consumer Law Center White Paper (September 2009).
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From NCLC White Paper:
Table 1: Subprime Loans By National Banks and Federal Thrifts 2006

{(includes operating subsidianes)

LENDER RANK § (BILLIONS) MARKET SHARE
CitiMortgage, NY~ 4 $38 6.3%
WMC Mortgage (GE), CA 5 33 5.5%
Wells Fargo Home Mort., 1A 9 28 4 6%
First Franklin (National City

Bank), CA 10 28 4.6%
Washington Mutual WA 11 27 4 4%
BNC Mortgage, CA (Lehman

Bros. Bank) 16 13 2.4%
Chase Home Finance, NJ 17 12 1.9%
Equifirst, NC (Regions Bank) 18 11 1.8%
TOTAL 5190 31.5%

Source: Inside Mortgage Finance
"CitiMortgage became an operating subsidiary of CitiBank in October 2008, Tts volume of subprime

.. . . ot . .
originations rose in the 4 quarter, and 1ts market share increased to 10%.

NCLC incorrectly characterizes Equifirst as a national bank when in fact it was a
subsidiary of state-chartered Regions Bank, and the figures given for some lenders (most notably
WMC Mortgage) differ somewhat from the original source numbers provided by Inside
Mortgage Finance. Removing Equifirst and correcting other data errors reduces the total
“market share” of these federally supervised institutions to 26 percent.® However, as noted
above, little confidence should be placed even in this corrected figure, due to the unreliable
estimate of the overall size of the subprime market used as its denominator.

C. OCC Analysis of Subprime and Alt-A Loan Performance

National banks and their operating subsidiaries engaged in subprime mortgage lending to
a relatively modest extent, as demonstrated above. However, not all subprime loans have
subsequently caused problems for borrowers, lenders, and others. Subprime and Alt-A loans
may be appropriate for some borrowers in some situations. The quality of the underwriting
process — that is, determining through analysis of the borrower and market conditions that a
borrower is highly likely to be able to repay the loan as promised — is a major determinant of
subsequent loan performance. The quality of underwriting varies across lenders, a factor that is
evident through comparisons of rates of delinquency, foreclosure, or other loan performance
measures across loan originators. Through analysis of the available data, the OCC has
determined that subprime loans originated by OCC-supervised institutions have generally
performed better than similar loans originated by other lenders.

The subprime data from LPC used for the analysis of market share above also contains
information on how loans have performed since they were originated. In analysis done in 2008,
the OCC used that information to analyze the foreclosure experience in the ten metropolitan
areas hardest hit by foreclosures, and to identify the ten originators with the largest number of
non-prime loans that went into foreclosure in those markets. The results are described in the

® The correct figure for BNC Mortgage is $14 billion, and for WMC Mortgage $11 billion.
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attached note on the “Worst 10 in the Worst 10” analysis. As noted there, nearly 60 percent of
non-prime mortgage loans and foreclosures in the “Worst 10” markets were from originators not
supervised by any federal banking agency. See Attachment 1.

The OCC recently updated the “Worst 10” analysis using the most recently available data
from LPC. Market conditions have continued to deteriorate, and the identity of the hardest hits
markets has evolved, with metropolitan areas in California and Florida now dominating the list.
However, the list of originators is largely unchanged, as are the overall conclusions. The
updated “Worst 10” tables are included as Attachment 2.

In addition to the Worst 10 analysis, the OCC also analyzed the performance of the
broader nonprime mortgage market using LPC. That work, shown in Tables 1 and 2, below,
found that nonprime loans originated by national banks and their subsidiaries have generally
presented fewer problems than loans made by other lenders under two measures of distress. In
the column headed “Foreclosure Start Rate,” Table 1 shows the percentage of nonprime loans
that entered foreclosure at any time after origination (even if they did not go all the way through
to eventual foreclosure). Those results indicate that 22 percent of nonprime loans originated by
national banks from 2005 through 2007 experienced a foreclosure start as of November 2009,
compared to a market average of 25.7 percent. Aside from credit unions, which were not
significant originators, that percentage was the lowest of any federal regulator. State-chartered
banks, supervised by state regulators and either the FDIC or Federal Reserve, and other lenders
subject solely to state authority were the source of 73 percent of the nonprime mortgages that
experienced a foreclosure start.

The OCC conducted a similar analysis of the LPC data using a broader indicator of loan
deterioration: whether a loan ever became 60 days or more delinquent. The results of that
analysis, shown in Table 2, below, mirror those for foreclosures. Of the nonprime loans
originated by national banks and their subsidiaries, 37.1 percent became delinquent by 60 days or
more at some time after origination, compared to a market average of 45.5 percent. National
banks originated 9.8 percent of those nonprime loans. State-chartered banks, supervised by state
regulators and either the FDIC or Federal Reserve, and other lenders subject solely to state
authority were the source of 73.9 percent of those loans, with the vast majority originated by
non-bank lenders subject exclusively to state authority.
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Table 1: Nonprime Loans that Experienced a Foreclosure Start

NONPRIME (COMBINED SUBPRIME AND ALT-A) LOANS

Page 9

. Market Foreclosure Start share of
Agency Originations Share Foreclosure Starts Rate Foreclosure
Starts
OTS 783,719 15.9% 210,943 26.9% 16.6%
STATE* 2,818,126 57.1% 741,068 26.3% 58.4%
FDIC 436,981 8.9% 110,976 25.4% 8.7%
FED 295,343 6.0% 74,169 25.1% 5.8%
OCC 595,304 12.1% 130,806 22.0% 10.3%
NCUA 3,024 0.1% 364 12.0% 0.0%
Total 4,932,497 100.0% 1,268,326 25.7% 100.0%
ALT-A LOANS
hare of
Agency Originations Market Foreclosure Starts Foreclosure Fosrezlsszre
Share Start Rate
Starts
FDIC 118,185 10.5% 33,241 28.1% 13.3%
STATE* 394,771 35.2% 98,437 24.9% 39.5%
FED 70,461 6.3% 17,082 24.2% 6.9%
OTS 344,231 30.7% 74,028 21.5% 29.7%
OCC 191,346 17.1% 26,045 13.6% 10.5%
NCUA 2,791 0.2% 351 12.6% 0.1%
Total 1,121,785 100.0% 249,184 22.2% 100.0%
SUBPRIME LOANS
Agency Originations Market Foreclosure Starts Foreclosure FoeriIr::szt'e
Share Start Rate
Starts
OTS 439,488 11.5% 136,915 31.2% 13.4%
STATE* 2,423,355 63.6% 642,631 26.5% 63.1%
OcCC 403,958 10.6% 104,761 25.9% 10.3%
FED 224,882 5.9% 57,087 25.4% 5.6%
FDIC 318,796 8.4% 77,735 24.4% 7.6%
NCUA 233 0.0% 13 5.6% 0.0%
Total 3,810,712 100.0% 1,019,142 26.7% 100.0%

* Denotes entities not subject to supervision by any federal banking agency (reporting to HUD under HMDA).

“Originations” include all subprime and Alt-A loans in LPC originated during 2005-2007 for which the originator could be identified reliably.

“Foreclosure Starts” counts the number of loans that entered foreclosure at any time between origination and November 2009.
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Table 2: Loans That Became 60 Days or More Delinquent at Any Time after Origination

NONPRIME (COMBINED SUBPRIME AND ALT-A) LOANS

Number of Loans

60 Days or More

Share of Loans

Agency Originations Market Ever 60 Days or Delinquency Ever 60 Days
Share . or More
More Delinquent Rate .
Delinquent
oTS 783,719 15.9% 783,719 46.6% 16.3%
STATE* 2,818,126 57.1% 1,323,178 47.0% 58.9%
FDIC 436,981 8.9% 212,332 48.6% 9.5%
FED 295,343 6.0% 124,026 42.0% 5.5%
OCC 595,304 12.1% 220,895 37.1% 9.8%
NCUA 3,024 0.1% 538 17.8% 0.1%
Total 4,932,497 100.0% 2,246,092 45.5% 100.0%
ALT-A LOANS
Market Number of Loans 60 Days or More 525::60; ;Zazs
Agency Originations Ever 60 Days or Delinquency ¥
Share . or More
More Delinquent Rate .
Delinquent
FDIC 118,185 10.5% 46,632 39.3% 12.4%
STATE* 394,771 35.2% 143,402 36.3% 38.4%
FED 70,461 6.3% 24,255 34.4% 6.5%
oTS 344,231 30.7% 119,001 34.6% 31.8%
OCC 191,346 17.1% 40,221 21.0% 10.8%
NCUA 2,791 0.2% 455 16.3% 0.1%
Total 1,121,785 100.0% 373,726 33.3% 100.0%
SUBPRIME LOANS
Share of Loans
Market Number of Loans 60 Days or More Ever 60 Davs
Agency Originations Ever 60 Days or Delinquency y
Share . or More
More Delinquent Rate .
Delinquent
OTS 439,488 11.5% 246,102 56.0% 13.1%
STATE* 2,423,355 63.6% 1,179,776 48.7% 63.0%
OCC 403,958 10.6% 180,674 44.7% 9.6%
FED 224,882 5.9% 99,791 44.4% 5.3%
FDIC 318,796 8.4% 165,940 52.1% 8.9%
NCUA 233 0.0% 83 35.6% 0.0%
Total 3,810,712 100.0% 1,872,366 49.1% 100.0%

* Denotes entities not subject to supervision by any federal banking agency (reporting to HUD under HMDA).

“Originations” include all subprime and Alt-A loans in LPC originated during 2005-2007 for which the originator could be identified reliably.

“Foreclosure Starts” counts the number of loans that entered foreclosure at any time between origination and November 2009.
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D. Other Analyses of Mortgage Loan Performance

Other analysts have presented findings that appear to contradict these general results,
finding worse performance for subprime mortgage (or other mortgage) loans from OCC-
supervised originators. For example, a recent paper by Ding, Quercia, Reid, and White
(“DQRW?) released by the Center for Community Capitalism at the University of North Carolina
examines the performance of mortgages originated by lenders subject to different regulators in
states with and without anti-predatory lending laws.’

The study uses loan-level performance data for subprime and Alt-A loans matched to
HMDA to compare delinquency rates for loans originated by OCC-regulated institutions in states
with anti-predatory lending laws (APL states), before and after finalization of the OCC’s 2004
preemption rules. DQRW state at the onset of the study that they expect to find that loans
originated by national banks after preemption have higher delinquency rates than loans
originated prior to 2004. To control for changes in market conditions before and after adoption
of the preemption rules, the changes in OCC delinquency rates over time are compared to
changes in delinquency rates for loans originated by independent mortgage companies (HUD-
regulated).

DQRW find that delinquency rates increased for OCC loans originated after the
preemption rules were issued (2005-2006) in states with anti-predatory lending laws - using
HUD loans as a control group — in only one of the four categories of loans (refinance fixed-rate
loans). DQRW interpret this result as indicating that the OCC’s 2004 preemption regulation led
“both to a deterioration in the quality of and an increase in the default risk for mortgages
originated by OCC-regulated (or OCC-preempted) (sic) lenders in states with anti-predatory
lending laws.”

It is doubtful that the results from DQRW are relevant for the broad mortgage market.
The unique sample used in the study has some advantages, but a significant disadvantage is that
the sample is relatively small, and the mortgage loans contained in that unique dataset do not
appear to be generally representative of the mortgage market. Loans from lenders regulated by
the Federal Reserve, FDIC and NCUA are limited. Loans originated in California represent 25
percent of the sample (as compared to a 16 percent share in the HMDA data). In addition,
although the analysis uses loans originated during the years 2002-2006, the data contain only the
subsample of those originations that were active as of December 2006. Thus, loans originated
early in the data period that had prepaid or already foreclosed (likely a large percentage) were
excluded from the analysis.

But beyond that concern, the reported results do not support the authors’ primary
conclusion; if anything, the results tend to point in the other direction. For example, the authors
find only one type of loan (fixed rate refinances) for which their delinquency measure increased
more for OCC-supervised lenders than for other lenders, and emphasize that as their conclusion
—ignoring the fact that the other loan types do not show that effect. Their own results show that
the delinquency measure for adjustable-rate purchase loans — which are a much more important
part of the market — increased by 30 percent less at national banks than at the lenders not subject

" Ding, Quercia, Reid, and White, “The Preemption Effect: the Impact of Federal Preemption of State Anti-
Predatory Lending Laws on the Foreclosure Crisis”, Research Report, Center for Community Capital University of
North Carolina, Chapel Hill (March 23, 2010).
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to federal preemption in their sample. They also find that loans from OCC-supervised
institutions were less risky across the board than loans from other lenders, consistent with the
OCC analysis of loan performance summarized above.

Table 6 in DQRW (reproduced below) provides their results from applying the well-
accepted method of logit regression to the sample of loans to measure the risk of delinquency
and to try to isolate the impact of being regulated by the OCC or by the states (the “IND
lenders”). Odds ratios are used to measure how likely a loan is to become delinquent compared
to a comparable or “reference” loan used as a neutral standard of comparison. The authors use as
their neutral reference point the group of otherwise similar mortgage loans made by OCC-
supervised banks in states that did not have anti-predatory lending laws (APLS) that could be
preempted in 2004.

The odds ratios are uniformly lower for the national banks than for the state lenders; that
is, loans of all types in all periods made by national banks had lower delinquencies. As an
extreme example, fixed-rate home purchase loans in 2005-2006 were 28.4 percent less risky for
national banks in these states than for the reference group, while the same type of loan from a
state lender has an odds ratio of 1.399 for that vintage, making it about 40 percent riskier than the
comparison group. The difference between 40 percent riskier for state lenders and 28 percent
less risky for OCC lenders is a big difference.

Then the authors estimate the same odds-ratio risk measures after the preemption rule
was issued, to see how they changed, and then compare the relative changes in risk for OCC-
regulated lenders versus state-regulated lenders. The authors focus on the results for “refi_frm”,
that is for fixed-rate refinancings; those loans became more risky at OCC lenders after
preemption, by about 20 percent, whether one looks at the 2004 loans or the 2005-2006 loans.
But the other results in Table 6 are either very close to 1.0, suggesting no material difference, or
less than 1.0 showing that risk actually fell at OCC-supervised lenders compared to state-
supervised lenders. For example, the 2005-2006 adjustable-rate purchase loans made by national
banks became more than 30 percent less risky than the same loans made by state-regulated IND
lenders. Thus the reported results for the ““Preemption Effect” do not strongly support the
authors’ main conclusion, and a larger number of the results actually go the other way.

Table 6 Impact of the OCC Preemption on Mortgage Performance (based on logit regression results)

Before preemption Post-preemption Post-preemption
(2002-2003) (2004) (2005-2008) Relative change Preemption Effect
Odds Odds Odds 2005-

p_value Ratio p_value Ratio p_value Ratio 2004/Pre  2006/pre 2004 2005-2006
0OCC lenders
purchase_frm 0.007 0.753 0.004 0.806 <.0001 0.716 1.070 0.951 1.023 0.801
purchase_arm 0.000 0.797 0.001 0.882 <.0001 0.789 1.107 0.990 0.766 0.691
refi_frm <.0001 0.653 0.047 0.864 <.0001 0.786 1.323 1.204 1.189 1.201
refi_arm <.0001 0.728 0.587 1.026 <.0001 0.841 1.409 1.155 1.012 0.998
IND lenders
purchase_frm 0.001 1.326 <.0001 1.388 <.0001 1.399 1.047 1.055
purchase_arm 0.283 0.941 <.0001 1.359 <.0001 1.348 1.444 1433
refi_frm 0.986 1.001 0.103 1.105 0.921 1.003 1.104 1.002
refi_arm 0.824 0.988 <.0001 1.376 <.0001 1.144 1.393 1.158

Mote: Odds ratios and p-values are obtained from a set of logit regression models where serious delinquency (90+day) is the outcome variable and the
reference lender group is OCC_nonAPL (see Table 8); relative change=odds ratios for the 2004 or 2005-2006 cohort divided by the odds ratios for the pre-
preemption cohort (2002-2003); preemption effect=relative change of OCC lenders/relative change of independent mortgage companies (IND_APL). The
preemption effect with a value greater than one suggests the default risk for the lender type increases after the preemption after accounting for the change in
market conditions. Conventional, 30-year, first-lien mortgages only; loans originated in states that adopted APLs after February 12, 2004 and before
December 31 2007 were excluded.
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1. Servicing

The quarterly OCC and OTS Mortgage Metrics Report (“MMR”) provides extensive data
on the extent to which major national banks and thrifts service first-lien residential mortgages of
all types, including subprime loans. The OCC and OTS collect data on first-lien residential
mortgages from the nine national banks and three thrifts with the largest mortgage-servicing
portfolios among national banks and thrifts. ® These 12 depository institutions are owned by
nine holding companies,” and represent most of the industry’s largest mortgage servicers,
covering approximately 65 percent of all mortgages outstanding in the United States.

More than 90 percent of the mortgages in the portfolio were serviced for third parties
because of loan sales and securitization. At the end of December 2009, the reporting institutions
serviced almost 34 million first-lien mortgage loans, totaling nearly $6 trillion in outstanding
balances.

MMR uses standardized definitions for three categories of mortgage creditworthiness
based on the following ranges of borrowers’ credit scores at the time of origination: “Prime”
with scores of 660 and above, “Alt-A” with scores from 620 to 659, and “Subprime” with scores
below 620.° Approximately 13 percent of loans in the data are not accompanied by credit
scores and are classified as “other.” This group includes a mix of prime, Alt-A, and subprime
loans. In large part, the lack of credit scores results from acquisitions of loan portfolios from
third parties for which borrower credit scores at the origination of the loans were not available.

As of December 31, 2009, these institutions serviced 2,758,613 loans in the Subprime
score range, accounting for 8% of all loans serviced. The number of Subprime loans has
declined by 9 percent over the past year, whereas the total portfolio declined 2 percent as
origination of new Subprime loans has not kept pace with foreclosures, loan payoffs, and sales
and transfers.

Table 3 displays the composition of the servicing portfolio covered by MMR. At year-
end 2007, national bank servicers combined to service more than $267 billion in Subprime first
mortgage loans; the volume of Serviced subprime loans increased to $283 billion at the end of
2008 and $378 hillion at the end of 20009.

® The nine banks are Bank of America, JPMorgan Chase, Citibank, First Tennessee (formerly referred to as
First Horizon), HSBC, National City, USBank, Wachovia, and Wells Fargo. The thrifts are OneWestBank
(formerly IndyMac), Merrill Lynch, and Wachovia FSB. Wachovia FSB was merged into Wells Fargo National
Bank in November 20009.

° The holding companies are Bank of America Corp., JPMorgan Chase, Citigroup, First Horizon, HSBC,
OneWest (formerly IndyMac), PNC, US Bancorp, and Wells Fargo Corp.

1% Note that the definition of “subprime” used in MMR is based entirely on credit score in order to create a
definition that is standardized across firms; this definition of subprime may not match definitions use in other
contexts. In particular, this definition of subprime does not directly correspond to criteria used by institutions to
self-identify loans considered subprime, which generally reflect a combination of credit scores, LTV, loan structure,
and the institution’s business focus.
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Table 3

Overall Mortgage Portfolio in Mortgage Metrics Report

| 12/31/08 3/31/09 6/30/09 9/30/09 12/31/09

TOta'(Sl\jirI‘ﬂg'n”g $6,106,764 = $6,014.455 $5960246 = $5998986  $5952.423

Total Servicing 5 661 061 34,096,603 33,832,014 34,024,602 33,824,889
(Number of Loans)

Composition (Percent of All Mortgages in the Portfolio)*

Prime 66% 67% 68% 68% 68%
Alt-A 10% 10% 10% 10% 11%
Subprime 9% 8% 8% 8% 8%
Other 14% 14% 13% 14% 13%

Composition (Number of Loans in Each Risk Category of the Portfolio)
Prime 22,963,965 @ 22,867,059 22,929,113 23,064,371 = 23,136,115
Alt-A 3,567,323 3,519,821 3,528,840 3,524,305 3,560,656
Subprime = 3,034,620 2,888,029 2,847,412 2,774,028 2,758,613
Other 4,985,153 4,821,694 4,526,649 4,661,898 4,369,505

* Percentages may not total 100 percent due to rounding.

I11.  Warehouse lines of credit to independent subprime originators

In the fourth quarter of 2006, large national banks had warehouse lines to subprime
companies totaling $32.9 billion, although only approximately $12.4 billion had been advanced
on 