Deep Science Publishing
https://doi.org/10.70593/978-93-49307-83-4_2 Open Access Books

Chapter 2: Regulatory frameworks
shaping modern lending practices in the
residential sector

2.1. Introduction

The health of the residential mortgage sector is of critical importance to both financial
stability and the social and individual benefits warranted by a vibrant housing sector
(Chakilam, 2022; Komaragiri, 2022; Malempati, 2022). Regulatory frameworks are
critical to the operation of residential mortgage markets. Lenders face real and perceived
risks in making mortgage loans (Challa, 2023; Nuka, 2023; Chakilam, 2022). These risks
are especially acute when analyzing the potential default of a borrower. Traditional
essays argue that information asymmetry is most responsible for this situation and that
the best way to make a loan is by establishing a face-to-face relationship with borrowers.
The face-to-face relationship fosters direct experience with the borrower via their own
senses, and researchers have shown that the direct senses are a key reason for the
approval of loans; that is, in credit scoring systems, the senses work remarkably better
than the statistics. These essays analyze to what extent such direct experience may
actually work.

Currently, lending by financial intermediaries is the principal mechanism for financing
housing in many countries around the world. In developing mortgage markets, financial
instability and poor performance of financial institutions are the norm rather than the
exception. As a focus of housing finance, banks and finance companies, in general, fall
short of a series of positive attributes, making them less than ideal lenders in the
residential mortgage market. Banks have achieved some success in residential mortgage
lending primarily through the application of certain useful regulations designed to
regulate the residential mortgage market, combined with a series of incentives. It is the
purpose of this paper to explore these regulations. It is also the intention of this study to
review recent house price and mortgage market performance, identify key global and
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domestic challenges to initial housing and residential mortgage market development, and
highlight the benefits and positive roles of allowing banks to write the first of several
stages of the mortgage loan if certain preconditions are met. Significant shortcomings of
the existing regulatory approach, including a discussion of the potential distortions that
arise from these regulations, are also included. Finally, the paper draws conclusions
about the current state of play in the residential mortgage market and provides a series
of important policy recommendations.

2.1.1. Overview of the Residential Lending Landscape

The provision of residential mortgages in the United States has evolved over time as
mortgage markets, institutional changes, and financial innovations have influenced the
loan terms and borrower underwriting. Residential mortgage lending and processing is
an information-intensive profession. A lender gathering, analyzing, and interpreting
hundreds of pages of documents for each transaction can easily spend a full-time
workweek preparing a mortgage. While there are specific agreed-upon factors that are
easily and routinely analyzed, there is still a significant amount of information collection
and analysis without a clear objective or endpoint. As we examine the work order put in
place by various government and consumer protection oversight acts in the United States
that are commonly perceived by many to be the strictest regulation in the world, it is
helpful to remember that this work is not completed because of the requirements, but
because of decades of organic development and institutional specialization that has
evolved in the United States to meet these requirements.

The United States government has a strong history of supporting homeownership. The
U.S. mortgage market has become the largest worldwide model after maturing over its
200-year history. A strong federally insured banking system has been providing the vast
majority of home loans through a well-defined, regulated, and transparent secondary
market system. Because of the diversity and the reliance on securities funding, younger,
less developed markets that may be ambitious to write rules could benefit from a review
of the United States' experience. The U.S. market demonstrates the relative efficiency
and reduced risk of home ownership if the mortgage market is working well. The return
streams of the near-perfect security host from the path of prepayment and default are
worth the logistical elements that require them to be periodically calculated.

2.2. Historical Context of Residential Lending

The beginnings of the residential lending system in the United States were linked to the
formation of the national banking system through the National Currency or National
Bank Act of 1863. Before that time, various state-regulated institutions had been
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providing credit, but the real estate lending activity of these state banks was transferred
to new national banks. The main provision concerning real estate specifically forbade
making loans upon the security of bonds, nor of any mortgage of real estate, nor upon
any security of bonds with a mortgage of real estate attached. As a result, real estate
loans were made by state banks exclusively, with a large percentage of the investment
assets being in the form of existing mortgages sold on the secondary market or as secured
loans without explicit lien documentation. The banks that sold their assets on the
secondary market continued to service the associated loans and were, in fact, in the
mortgage business but as agents and not principals.

This early regulatory environment was tailored to the gold and greenback standards that
prevailed, and to the prevailing money markets of the period. The inability to secure
loans against real estate held back the western development as well as growth in
transportation and eagerly awaited developments toward industrial property security by
the nation's financial leaders. This national stand was dissolved by 1913, and three years
later, the Federal Reserve Act gave federal agencies the option of if they desired loan
security to industry. It was not until the 1930s that serious regulatory change was
initiated. The years around 1900 have seen a remarkable period of replacing gold and,
on occasion, in-trusted state/national loan asset guarantees with gold as money market
intermediaries. These book asset guarantees rested heavily on securing international
currencies and their related shipments, and these reserves were another major part of the
money of the United States at this time. Prior to World War I, immigrant gold shipments
could be used to replace much of the in-trusted paper after the suspension of species
payments during the crisis of 1893-96. It is surprising to find that an explicit system has
evolved with reserve guarantees as major but overlooked market stimulants. Reserves
presumably gave an illusion of security that fostered the creation of a host of money
market participants.

2.2.1. Evolution of Residential Lending Standards

While important milestones since the inception of securitization can be quantified,
various components of securitization and associated lending standards or practices are
not homogeneous over time. In this section, we outline a timeline of some of the
initiatives in the regulation of residential mortgage underwriting in the United States that
have affected both the government-sponsored enterprises and the non-agency sector. We
recognize that other legislation and regulations enacted by the bureaus, agencies, or
Congress should be considered and are also studied. However, this section delves into
issues facing both the government-sponsored enterprises and the non-agency sector,
undertaken prior to and after the crisis.
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Included in the timeline are various government-insured mortgage maturities and loan
size limits, the Financial Institutions Reform, Recovery, and Enforcement Act, the
Federal Housing Enterprises Financial Safety and Soundness Act of 1992, the Home
Ownership and Equity Protection Act of 1994, the Independent Safety and Soundness
Act of 1992, the Comprehensive Fannie Mae and Freddie Mac Congressional Response
Act of 2008, the Housing and Community Development Policy Act of 1977, the Truth
in Lending Act, the Regulatory Relief Act, the Secondary Mortgage Market
Enhancement Act of 1984, and the Financial Institutions Reform, Recovery, and
Enforcement Act of 1989. These acts are intended to protect consumers from abusive
financing practices while ensuring that capital markets provide wide access to low-cost
funds.
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Fig 2 . 1 : Regulatory Framework For Microfinance
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2.3. Key Regulatory Bodies

The primary body influencing the mortgage lending market is the Bank of England,
which balances many complementary objectives, mostly focused on regulating financial
stability. It raises systemic standards and has the power to intervene in underwriting if
the behavior of lenders represents a threat to these objectives. Furthermore, to ensure the
continued existence of socially desirable lending in every conceivable scenario, the Bank
of England now sets its Countercyclical Capital Buffer. The Bank of England is
supported by the Prudential Regulatory Authority in its micro-prudential objective of
regulating individual firms to avoid excessive loan impairments. In determining what is
prudent, the PRA explicitly takes into account why and how much of a given asset class
is needed to enable banks to support a functioning economy.

The Financial Conduct Authority supervises market conduct to ensure an appropriate
degree of protection and the maintenance of orderly markets. Its primary aim is to make
sure that the market continues to function properly, providing earlier, timely, and
necessary redress for customers, rather than the answer to systemic problems. Of
particular relevance to residential lending are the consumer credit rules, the treating
customers fairly principle, and the rules related to the Mortgage Market Review, which
is discussed in detail first. Regulators are themselves heavily influenced by international
thinking, standards, and peer-review mechanisms. This makes it cumbersome to diverge
in order to harness the full benefits of post-Brexit opportunities. The UK regulator has
shifted to direct rule-making, raising the question of whether the industry will still retain
its important voice in regulatory adjudication.

2.3.1. Federal Regulations

With the 1934 National Housing Act, the U.S. government fundamentally established
the framework of housing finance. Its Section 203 was the first legislation to create a
systematic federal government support of long-term amortizing loans with fixed interest
rates to individual households. However, other government regulations and policies,
such as state usury laws, tied the hands of mortgage lenders. Due to the Great Depression
and in order to mitigate the then-prevailing housing shortage, the government issued the
Federal National Mortgage Association in 1938. It was capitalized by the selling of
common stocks to private investors and had the explicit mandate to encourage local thrift
institutions through the United States to invest in home mortgages. To bundle these
mortgages, it used mortgage-backed securities. Through the use of securitization,
mortgage lenders could now make new mortgages and sell MBS, thus gaining access to
fresh funds; hence, the mortgage portfolio from thrifts deteriorated significantly.
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One potential factor that limited the influence of the association was that, first, it could
not buy mortgages of larger sizes; and secondly, it tended to avoid large metropolitan
areas with larger volumes of uninsured, non-performing areas, which were riskier to
some extent. It was of great irony that the government's attempt to standardize the
mortgage market by creating the association and other similar institutions actually
hampered developments by resisting the underwriting of larger loans in large
metropolitan areas. Numerous legal impediments hindered the development of capital
markets. Also, another agency was re-established as a federal government agency in
1968 to assist needy and poorer families and encouraged private enterprise to serve all
creditworthy home buyers. Afterward, adjustable-rate mortgages were introduced in
1982 to assist home purchasers. Although it was dedicated to prudent lending, the
association would push the envelope with both loan-to-value ratios and house valuations
until the passage of the self-regulatory Safety and Soundness Act, which stipulated a
clear mandate for its solvency.

2.3.2. State Regulations

State regulations regarding residential lending are of potential interest and importance
for several reasons (Komaragiri, 2022; Malempati, 2022; Challa, 2023). Arguably, the
most important is that not all states have been preempted from legislating in fields of
regulation that may have direct effects on the terms and conditions governing lending
transactions within their jurisdiction. Indeed, the variety of state laws that may affect
lending is quite extensive. These may fall into such diverse categories as usury laws, anti
predatory lending regulations, truth-in-lending disclosure laws, bans on certain types of
mortgage terms, licensing requirements for mortgage brokers or lenders, and different
regimes governing the behavior of lenders with respect to the foreclosure process, to
name but a few. How can the interested reader locate information concerning each of the
applicable state laws governing residential lending?

Current information about state usury laws, loan and mortgage broker, mortgage lender,
and originator regulation, and credit card regulation is best obtained from published
reports issued by governmental agencies or from specific state websites. Information
about a variety of other state lending practices, notably those involving mortgage and
lending practices, can be found in the appendix to the primary and secondary settlements
concerning foreclosure remedies. On these sites, interested persons can also find changes
to various state regulations or legislation governing these topics as may occur from time
to time. Knowledge of the existence, or at least the development, of differences in policy
between and among the states can be critical for any number of reasons when evaluating
the quantity or pricing that might obtain in the residential market.

27



2.3.3. International Regulations

One of the key advancements in international prudential regulation of residential real
estate lending in recent years is the measurement rules for real estate (Nuka, 2023; Chava
& Rani, 2023; Kannan, 2022). These rules contain two standards: the Loan-to-Value
(LTV) standard and the Debt Service Coverage Ratio (DSCR) standard. Globally, these
rules are expected to apply to residential mortgage lending and any commercial lending
that is secured by a property classified as 'investment property'.

Moreover, both the LTV standard and the DSCR standard, in a similar fashion to the
original proposals, may be either the risk-based or the conservative un-risk-based ratio.
When departing from the risk-based ratios, the un-risk-based leverage ratio has been set
by effectively relating the capital requirement directly to, respectively, individual loan-
to-value ratios or one possible version of the debt service coverage ratio, minimally
assessed in a 'point-in-time' manner. It is very noteworthy that the adoption of un-risk-
based rules such as these is entirely consistent with the earlier statement, as supported
by critical readings of the three consequential principles that led to the stressed-asset
backstop to risk-based capital assessment.

2.4. Major Legislative Acts

TILA-RESPA Integrated Disclosure legislatively obliges mortgage lending institutions
to provide borrowers with unified forms disclosing specific amounts of interest
payments to be made, taking the entire loan term into account, and other disclosures,
such as prepayment penalties and the maximum amount allowed. TILA-RESPA
Integrated Disclosure does not take all secured transactions into account, but only those
concerning closed-end mortgage credit. As a result, the legislative act provides for a
consumer who takes a loan to meet consumer needs, namely the creation of an adequate
level of credit information. The Ability-to-Repay option is activated by the obligation to
disclose data in a unified information sheet on a reversion linked to the required rate of
return. The main guiding idea of the Ability-to-Repay rule is that lenders do not grant
household consumer loans, the financial burden of which is beyond the borrower's
payment ability. As has been argued many times, regulatory mechanisms and
informational proposals are accountable in themselves — comprehensive customer credit
scoring and clear data on the impact of increasing lending rates in the Ability-to-Repay
rule help create a customer-friendly environment in consumer credit markets.

The Dodd-Frank Wall Street Reform and Consumer Protection Act replaced the Home
Ownership and Equity Protection Act provisions in the Truth in Lending Act with new
protections and expanded the Home Mortgage Disclosure Act. This legislative act still
remains in force and effect and is known not only in the United States. This is the time

28



when creditors were required to make a reasonable and informed judgment that the
consumer has the ability to repay the loan before offering it. This consumer-favorable
approach not only focuses on providing consumers with credit but also serves to address
the problem of consumer over-indebtedness. Regulation of mortgage lending in the
Dodd-Frank Wall Street Reform and Consumer Protection Act is regulated by Title 10
— Mortgage Market Regulation, and the key concept is the qualified mortgage. In this
legal act, the term 'qualified mortgage' is applied to a residential mortgage used to
purchase or refinance a dwelling that is exempt from the Ability-to-Repay rule, does not
meet the definition of a covered transaction, or is not subject to the Ability-to-Repay
rule. For the purposes of this study, it is also crucial that a mortgage quitclaim deed loan
without a balloon is a qualified mortgage. A qualified mortgage gives a borrower a
pledge of greater legal certainty and reduced potential liability for the preservation of
loan portfolios — these are prime loans.

2.4.1. The Truth in Lending Act

The Truth in Lending Act (TILA) was passed to inform consumers about the true cost
of borrowing money by requiring that the yearly percentage rate and other documented
costs associated with borrowing be disclosed on or with credit applications. This act, as
initially enacted, was not effective because of the disclosure requirements of the law; in
response, the federal Office of Consumer Affairs released what was referred to as
Regulation Z. That regulation contained the specifics about what TILA required credit
grantors to disclose and was a part of the Code of Federal Regulations. Today, all creditor
practices regarding advertising, solicitation, or granting credit, if taking a security
interest in a consumer's principal dwelling, are covered by TILA. Specifically, TILA
applies when consumers, as opposed to businesses, borrow money or agree to unsecured
credit extensions in consumer transactions. TILA defines a consumer as one who seeks
or uses consumer credit primarily for personal, family, or household purposes, and a
consumer transaction is one in which the obligation is primarily for personal, family, or
household purposes. When a creditor, as a regular business practice, extends credit or
arranges for a third party to extend credit, TILA requirements must also be fulfilled.
Concerning mortgage loans, the Federal Reserve Board is the enforcing agent
responsible for ensuring compliance by creditors, and they have the authority to issue a
cease and desist order against any creditor practicing unfair, misleading, and deceptive
practices. Additionally, they may require creditors to alter documents or clarify the
disclosures.
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2.4.2. The Real Estate Settlement Procedures Act

The Real Estate Settlement Procedures Act of 1974 has the broad purpose of ensuring
that consumers throughout the nation are provided with greater and more timely
information on the nature and costs of the settlement table and are protected from
unnecessarily high settlement charges caused by certain abusive practices that have
developed in some areas of the country. Specifically, the Act prohibits kickbacks,
referral fees, unearned fees, and markups that tend to limit the availability of mortgage
credit and increase transaction costs. The Act also regulates the subsidiaries and
affiliated businesses, and home sellers to assure consumers are informed if the entities
that establish settlement service providers have ownership interests in each other, require
servicers to respond to requests for mortgage payoff statements within a 60-day period,
and imposes criminal penalties for paying or receiving kickbacks or referral fees in
connection with real estate settlement services.

The regulations defining the extent to which various types of expenses relating to the
settlement of a mortgage loan may be included in the cost of the loan, both originating
costs and other costs such as appraisals, credit reports, surveys, attorneys' fees, and taxes,
are issued by the Department of Housing and Urban Development pursuant to section 5
of the Real Estate Settlement Procedures Act of 1974. The regulations issued pursuant
to this authority are known as Regulation X. The Act provides for annual adjustment of
the exemption thresholds due to changes in the Consumer Price Index for urban wage
earners and clerical workers.

2.4.3. The Dodd-Frank Wall Street Reform

The Dodd-Frank Wall Street Reform and Consumer Protection Act introduced a set of
measures following the 2008 mortgage market and housing-related crisis. This crisis was
characterized by an exceptionally large number of home loans that were not repaid and
by a sustained period with a large stock of foreclosed homes, creating adverse feedback
to the financial industry and the economy. Some of the regulations that were developed
have implications for mortgage markets with long-term effects. A frequently studied
feature is the requirement that mortgage originators retain part of the credit risk of the
mortgage and the accreditation that, if a securitization occurs, the structure of the
mortgage security must be designed to ensure that the incentives of the investors and
loan originators are aligned. An undesirable outcome of these features is that they apply
to prime mortgages and have favorable exempted treatments for certain types of
mortgages with loan-to-value ratios between 80 and 90 percent. This fact reduces the
number of available mortgages that could have favorable funding if these mortgages had
an LTV greater than 90 and lower mortgage loan rates.
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The "ability-to-pay" rule requires that the lender must assess the borrower's ability to
repay, defined as stringent rules on income and payment certifications and DT measures
and residual earnings. The aim of this rule is to define the boundary between prime and
subprime loans, inhibiting the "origination" of the high-risk and therefore high-interest-
rate mortgages. This rule also applies to home equity credit lines, and it should not be
underestimated: it is easier to change between one form of credit and another, with the
risk already assessed at the beginning of the transaction, than it is to provide credit at an
interest rate that balances the possible loss when the financial disturbances begin. To
implement the rule, a balanced directive with favorable risk treatment than DTI should
be defined. Otherwise, there is evidence of arbitrary practices aimed at attaining
beneficial treatments, which reduce the desirability of the rule.

2.5. Consumer Protection in Lending

Financial regulators globally have expressed a view that effective consumer protection
is fundamental to the stability of the financial system (Sriram, 2022; Suura, 2025;
Annapareddy, 2022). There is a broad consensus that market forces alone are not
sufficient. The relative knowledge and bargaining power of consumers means that they
are highly susceptible to exploitation. In relation to mortgages, the provision of
consumer protection should also include the protection of borrowers obtaining more
complex lending products than traditional mortgages offered for residential owner-
occupation. Nevertheless, a balance is sought. While it is important that consumer
protection intervenes in relation to particularly debilitating conduct that caused the
subprime crisis, in its efforts to protect borrowers, regulatory intervention should not
limit competition-based pressure on lending institutions so as to eliminate the benefits
intended to accrue to those borrowers. With this in mind, this chapter discusses four core
pillars of consumer protection of particular relevance when discussing the subprime
meltdown and mortgage securitization markets, namely: the standardization of key
mortgage terms, the 'know your borrower' principle, genuine market choice, and
enhanced disclosure. The final section of the chapter discusses the interaction of the four
pillars and how the balance between consumer protection and market discipline may be
achieved.

2.5.1. Disclosure Requirements

Lenders are subject to several disclosure requirements to provide the borrower with
detailed information about their loan obligations. This is critical given the complex
nature of mortgage lending and the significance of the obligation. In Australia, Schedule
1 of the National Consumer Credit Protection Regulations contains schedule
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requirements, including the amount, terms, and conditions of the loan, rather than the
actual totality of the loan product. These include factors such as the amount of credit
sought, term, repayment type, interest rate, and fees payable from the outset of the loan.
This ensures the borrower is provided with a tool for making meaningful comparisons
early in the loan process, rather than when they receive the credit guide or quote, which
often happens later.
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Fig 2. 2 : Consumer affairs

Regulation of responsible lending is intended to ensure that consumers obtain a loan that
they can repay and, by doing so, are not put into further financial hardship. This
significantly informs the contents of the credit guide and quote, as well as the best
interests duty. The credit guide and quote also ensure that the borrower receives updated
information about their loan if the terms are changed until they accept the loan, and
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guarantee that they are provided with information they may need to make an informed
decision if the product or terms are overly complex. It is critical that these obligations
are understood as part of providing access to, and promoting, fair, affordable lending
practices. Such regulations provide necessary protections for consumers, particularly in
an industry with potential for exploitative conduct.

2.5.2. Predatory Lending Practices

Commercial companies, including subprime lenders, who do not conform to established
community standards for their services, should be subject to those controls and
responsible for the practices disapproved of by the public. Controls should be regulated
through both industry and government self-discipline. The findings of this research show
that subprime lending creates affordable access to credit that significantly reduces the
cost of credit for borrowers who would otherwise turn to other high-cost sources of credit
when faced with an urgent need for cash. These individuals are protected through
financial counseling and education. Because of the results and potential implications of
this study, a more thorough examination of the positive impact of small consumer credit
lenders on the market needs to be completed before any additional steps that might
unnecessarily restrict credit availability to a large segment of low-income consumers are
taken. In terms of ensuring the future measure of success and effects of subprime lending
on social policy, the following research should be completed. Few empirical studies of
predatory lending practices and trends in the subprime lending market are currently
available. The studies that are available have little consensus. Many lending practices
condemned by the predatory lending fringe claim little support in industry practices or
statistics. There is consistent reason to believe that predatory lending is quickly
becoming a valid, if not urgent, issue in need of further research. The lack of substantial
data on the negative impacts, causes, and scope of predatory lending and a lack of
significant statistical studies leave society questioning the merit of some of the claims
made about the growing subprime lending industry. With subprime lenders making great
strides in financial innovation, it is important to conduct further analysis ensuring that
such integration meets national goals against restricted availability to credit and not
decreased opportunities for prosperity among our already poorest citizens.

2.6. Impact of Technology on Lending Regulations

Technological innovations have led to the introduction of several new digital or
electronic products across various lending and financing areas, revitalizing traditional
lending and financing services provided through commercial banks, and fundamentally
changing prevailing financial reporting infrastructure. Despite the fact that new
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innovations often allow lenders to reach customers that traditional banks have failed to
support, many may also produce a disadvantage for certain customer groups and thereby
could result in a lack of financial inclusion. To address these concerns, regulators in
many countries have initiated collaborative efforts to keep pace with the changes,
attempts to understand the potential impact of technologies on the lending market, and
intend to promote beneficial access to credit and financing for individuals, small
businesses, and underserved segments of society. The Indian banking regulations are
also structured to provide broad and general enabling provisions. Emerging business
innovations leveraging technological developments proceed rapidly compared to
frequently lengthy and cumbersome legislative processes. Acts and regulations often
struggle to keep pace with these evolving developments and capabilities. As a result,
there may often emerge regulatory or supervisory gaps that could create disadvantages
for some or all stakeholders, including consumers, especially persons who may be
vulnerable, and both incumbents and new entrants, particularly new technology-based
players. Further, competing on an unlevel playing field or insufficient or clumsy
provisions in the area of conduct and prudential regulation can also affect consumer
safety and expose the financial system.

2.6.1. Digital Lending Platforms

An overarching way in which digitization creates a level regulatory playing field is by
recognizing that the higher supervision costs of manual processes inevitably create a
more complex regulatory footprint. Inspections and peer reviews by supervisors are a
key component of the oversight responsibilities of administrators, but these need to be
multiplied where the capabilities of the financial technology platform are less than
robust. It is important in this regard to distinguish between online lenders that follow
traditional practices and those that provide all online or mixed bank-fintech approaches;
fintech lenders would be required to apply the rules limits for banks. When a mortgage
originates on a digital platform, identifying the loan originating entity becomes more
complex, particularly when the loan may later be assigned to a different entity. The
current lexicon no longer suffices: brokers, channel partners, lenders, co-lenders,
marketplaces, and secondary market investors straddle the concepts of the traditional
primary and secondary markets. Such developments have important implications for the
resolution of conflicts, the law that is applicable, and the servicing arrangements.

The discussion below concerns the greater complexity of compliance to which
digitalization gives rise. Relatedly, secondary market risks resulting from the growing
loan generating capacity of financial technology platforms are considered in the
following subsection. Fintech lenders can generate loans with greater speed, efficiency,
and innovation than traditional ones, but they can come up against limits to their loan
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generation capacity and business viability. Lending platforms are able to grow their
lending volume much faster and at lower cost than traditional banks, while visual
marketing entices self-interested borrowers and investors to interact with ease. Banks
may similarly interact, but because of the complexity of recognizing and analyzing the
risks, they are often not as equal as they appear. Profitability is not always what it seems;
banks and competitors have lower capital requirements, stronger covenants, and more
reliable appraisals.

2.6.2. Data Privacy and Security

In today's digitized world, privacy has become an omnipresent issue of significant
anxiety, particularly in resistance to the ubiquitous notoriety and invisibility increasingly
associated with consumer records. To ward off risks, Western states possess twin pillars:
the first is the ample storage and treatment of data in conformity with both statute and
fairness. On the opposite hand are recompenses for infractions conferred through
reforms and individual lawsuits. In addition, safeguards underpinning the exploitation
of data have been in legislators' reactions to the harm inflicted by the pace and positive
guality of modern businesses. Anchored in this security-with-fairness fabric is a
phenomenon to subjects' notice and their rights. In the digital marketplace, where
millions are trading personal bio facts and many realize the distinctions in protections
that freedom creates, personal privacy's body of law urges, at one low expectancy price,
ensuring two modes of preference exemplification: safety of the system of consent
regime for holding and further utilization of personal data. In addition, given the large
scale of data to spur innovation, betterment, and legislation, these principles of security
and consent play a primary role.

2.7. Risk Assessment and Management

This chapter has been designed to give readers an understanding of how some of the
principal lending and risk management strategies are employed. The focus here is on the
residential sector, with a great deal of concluded research identifying key themes and
actual lender and borrower strategies. Also, the economic outcomes of various strategies
are largely known. The actions of borrowers are crucial to loan performance. Principles
such as uncertainty, the conflict between information asymmetry and adverse selection,
and informational economic models can offer insight into borrower decision-making
concerning effort, the prepayment of a mortgage, and loan default.

The provision of a mortgage is made within a two-stage screening process: at loan
origination and at loan default, thereby limiting the lender's exposure to strategic
bankruptcy. In the face of such conflicting issues, only incentive-compatible contracts
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can be effective. Three non-requirement mortgage features are contrasted against
conventional mortgages. Regarding disruption risk mortgages as insurance for borrowers
against potential loss of home value due to significant employment disruptions, the
literature searches for a robust relationship between mortgage choice and exogenous job
loss. Premium renegotiation mortgages are held by borrowers in the presence of
substantial loan-to-value constraints.

These strategies reflect differing borrower motivations. It is thought that disruption risk
mortgages provide consumption smoothing in the face of severe income reductions,
something supported by event research. The most influential determinants of disruption
risk mortgage selection are employment security, income volatility, the presence of
private health insurance, and a strong personal belief that one is unlikely to make a
substantial material consumption decline in the event of substantial household income
reductions. Showing that a relatively low LMI at loan maturity, or collateral valuations
that exceed lender requirements, caused the down payment or origination consumption
investment levels for these mortgagees to be below the economically efficient levels did
provide evidence that these lenders were at times implicitly party to a repayment-induced
lower LMI or an excessively tight residential debt financing policy.

2.7.1. Credit Scoring Models

The use of credit scoring models to evaluate consumer creditworthiness is pivotal in
modern banking. Credit scoring models have been used for decades to support not only
customer acquisition decisions but also collection, credit strategies, and risk and pricing
decisions. The growing importance given by banks to their credit risk management
function is strong evidence of the importance the models play in the day-to-day
operations of banks. Researchers have come up with several studies showing that the use
of statistical models helps banks reduce credit risk by helping them evaluate customers'
ability to repay and predict loan portfolio ruptures with greater accuracy.

Notwithstanding the fact that default rates vary along country-specific characteristics
and generally show a time-dynamic behavior—those rates are higher in times of
recession and lower in times of prosperity—the extensive literature on collapsed lending
depends at least partially on the fact that default rates across different industries and on
other unobservable factors are constantly very close to each other. This seems to signal
that the expected default rate used in regulatory internal models does not effectively
isolate the relationship between the different default probabilities on loan portfolios
stemming from unexpected default risk and the overall default probability of that
portfolio in the absence of diversification effects.
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2.7.2. Loan Underwriting Standards

Underwriting standards are the foundation of the credit quality of the loan. Adherence
to these standards is vital to ensure that the loan will perform as expected. Various
factors, such as the borrower’s creditworthiness, capacity, and collateral support
analysis, are integral to assessing the risk of default. Lenders look at the borrower’s
credit history to assess their willingness to pay and capacity for making the debt
payments to ensure that they do not over-leverage themselves. Different methods are
utilized to fulfill the underwriting practices, such as manual processing, emerging risk
and credit judgment, and automated systems. There is a tremendous amount of non-U.S.-
tradable risk in the underwriting standards and practices, which can lead to lender and
even borrower loss. Satisfying the regulators and finding the least amount of risk may
be an oxymoron in the modern-day loan market. The development of these underwriting
standards renders important guidance to the borrower on issues such as liability risk,
employment stability, geographic concentration, and occupancy, and impacts the risk
decision as to whether housing finance entities should offer them. It undergoes a role of
power within the principled goals of serving underserved communities. While enhancing
competition and reducing systemic risk, the review areas include lending, investment,
and community service, especially focusing on any necessity of regulatory reforms.
Democratic pressures can come up with questionable property rights in the housing
finance industry; there needs to be relevant reconsideration of the risk-return balance in
serving hard-to-serve borrowers. Considering prescriptive lending policies, such as
mortgage insurance coverage levels and disclosure rules, damages the fragile balance of
the housing financial industry. Flexible underwriting standards underlie the individual
underwriting process. It can extend beyond these processes that depend on the objective
quality and reliability of information. The role of the credit infrastructure intermediaries,
such as credit bureaus and credit scoring models, has come under increasing scrutiny
from consumer advocates, legislators, and state attorneys general. There is a dearth of
standard products and services specifically aimed at the burgeoning underserved sector.
Independent testing has found a substantial problem with the above activity. Minimum
statutory standards in all three areas are worth pondering. Proponents of this threshold
concept argue that the players involved in the underwriting process must have the
capability to give seasoned advice to the borrower on how to prepare for their mortgage
application. They are allowed to hold themselves out as qualified mortgage application
counselors. Regulators who issue guidance with regard to what they consider to be safe
and sound lending practices must maintain more flexibility. Flexible performance
standards account for industry realities and best assure that the broad hypothecation of
these borrowers is not compromised. These standards should be designed to include
reasonableness criteria that allow sound deviations and delimit inflexible policy
directives. Guidance that is devoid of well-delineated benchmarks can foreclose further
innovation. Regulators must strike the delicate balance between investor protection and
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providing an adequate stream of investment capital to the underrepresented housing
markets and borrowers. There should also be flexibility as to how determinative they are
in a safe and sound lending judgment. Regulators and investors demand proof of the
cogency of mortgage practices such as credit and collateral standards.

2.8. Fair Lending Practices

The evolution of fair lending practices is, in many respects, an outgrowth of broader
considerations related to how lending markets work. These issues include the
relationship between government-sponsored entities and private lenders, the role of local
banks and thrifts in providing residential mortgage credit to all communities, including
those defined as underserved, and the method by which community organizations can
influence both local and national banks through the Community Reinvestment Act.
These public policy objectives are even more salient today at the end of the first decade
of the 21st century, following the broad wave of consolidations in the banking sector
during the 1990s and the related expansion of market share by large national banks and
other financial intermediaries.

Despite the important role of the residential home loan as an economic engine
domestically, regulatory and market practices necessarily balance competing objectives
of providing capital cheaply and efficiently, while at the same time addressing the
underlying social goals of giving all potential homeowners a fair opportunity to buy.
How these compromises have been hashed out, and how the government and private
authorities enforce fair lending laws and regulations, was critical in the context of the
recent financial crisis and related impact on households and families who purchased
homes.

2.8.1. Equal Credit Opportunity Act

The implications of the 1974 Equal Credit Opportunity Act (ECOA) offer an example
of interest to both bank practitioners and academia. The federal government established
the basic principles, stating that it is the continuing policy of the Congress to assure that
the banking system of the United States and other methods of credit are effectively
utilized to the end that there is no discrimination against applicants on the basis of race,
color, religion, national origin, sex or marital status, or age (provided the applicant has
the capacity to contract), because of a prohibition under the Age Discrimination Act of
1967. This ambitious scope has supported forms of credit innovation aimed, individually
or all at once, at the self-employed, ethnic minorities, women, and single certificate high-
income earners. The background and derivation of these terms are themselves
interesting, as they reflect the natural tendency of regulatory authorities to adapt to
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societal goals. The ECOA has also inspired pioneering empirical research into
comparative lending rates, the social attributes of all would-be creditors, billing
impediments assumed to interact with conventional decisional rules to determine
creditors' preferences, and notably additional restrictions. Matching, tenure, and personal
security as it is operated in various jurisdictions, as well as the state of the economy and
the financial markets in determining creditors' attitudes towards contract renegotiations,
will also in turn have been approached as the result of normative social behavior,
consistent with the inspiration behind the 1974 reform.

2.8.2. Fair Housing Act

Title VIII of the Civil Rights Act of 1968 is commonly known as the Fair Housing Act.
As of 2012, 27 states and the District of Columbia have their fair housing laws. Also,
there are 49 state and local agencies charged with enforcing fair housing laws. These
agencies may not impose a definitive lending standard, but actions taken by 12 regulate
participant activities. Among these are six federal banking agencies, which have created
processes and procedures for evaluating the implementation of the alternative mortgage
market activities. The Comptroller of the Currency, the Office of Thrift Supervision, and
the Federal Deposit Insurance Corporation all have regulations that require financial
institutions to provide a "reason to believe" that an alternative mortgage product is in
compliance with applicable lending laws when applied. Other determinant factors
include the Home Mortgage Disclosure Act, the Community Reinvestment Act, the Real
Estate Settlement Procedures Act, and the Equal Credit Opportunity Act. The Fair
Housing Act is important because it emphasizes the subjective and objective
determinants of lending products. The Fair Housing Act became effective on April 11,
1968, approximately one week after the assassination of Martin Luther King Jr. President
Johnson signed the act into law after an alliance of congressional and administration
legislators consolidated two proposed fair housing acts.
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2.9. Conclusion

This chapter has substantially discussed the regulatory frameworks that have influenced
the lending and other banking practices in the American residential market between the
1930s, when the government began to intervene in the sector with administratively fixed
interest rates, and the 1990s, when most of the regulatory restrictions were waived by
the government. The regulations implemented in the observed period sought to protect
the depositors' money by prescribing and prohibiting risky practices and the type of
operations the mortgage intermediaries could conduct because they could put the
stability of the banking system at risk. Furthermore, through the administrative setting
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of the maximum and minimum interest rates, the government could ensure the
proliferation of mortgage credit, albeit at the cost of low profitability businesses, in the
real estate market in which it was interested in increasing the number of homeowners.
Following the most important financial crisis in modern history that the United States
and the rest of the world experienced during the first decade of this century, the fact that
the residential market counterpart was incredibly transparent meant that the American
household was not stimulated to take care of its assets. This created a serious moral
hazard problem, accentuated by the expansion in the OTC and securitization markets. A
properly reformed government intervention would aim to increase the transparency of
the system. The use of loan-to-value, debt-to-income, full amortization, and
securitization local reserves limits, or more generally the introduction of risk-based
capital requirements, which included, among other instruments, the establishment of
variable obligor risk weights, was able to limit the abuses of the speculative bubble and
thereby avoid financial instability. The lending regulatory standards should apply to all
intermediaries with permission to conduct mortgage operations, avoiding that the most
onerous constraints are applied only to banks and circumvented by non-regulated
lenders. Crisis similitude also showed that off-balance-sheet operations have a
significant risk contribution and that complete alignment between the originator's and
the lender's interests, therefore, is the best way to ensure asset quality. In addition,
interest rates controlled at the maximum level must not continue because they are a
heavy constraint policy if there is no valid public purpose. In conclusion, it is not
regulation that must be dramatically reformed. On the contrary, it is necessary to work
on the reforms introduced in the three decades of intervention suspension to create more
transparency and a pro-bank supervisory regime that provides a more careful exam of
the new competitive scenario. It is crucial to modify the base of the incentive system
subscribed by the intermediaries in the residential mortgage market, moving in particular
towards a univocal reference to certain interest rates and removing any aimed at the price
of the asset. Without these provisions, the establishment of too prudent mortgage
origination risk models in the first stage and too prudential securitization risk models in
the second one will continue to undermine the quality of the originating intermediaries'
activities, notwithstanding the better models and the numerically greater supervisors.

2.9.1. Summary and Future Directions in Residential Lending Regulations

Regulatory efforts designed to achieve economic stability following the financial crisis
have been considerable. Most of this regulatory burden has, however, impacted the
banking sector directly, through requirements including larger capital portfolios,
increased lending loss reserves, and a range of measures intended to generally reduce
systemic risk. Reduced risk-taking has, however, been criticized for constricting
economic growth, particularly as it could affect bank lending practices related to
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residential property. Since 2000, banks have been facing increasingly stiff competition
from mortgage brokerage firms and non-depository lending institutions, and pressure on
the traditional portfolio lending model of thrifts has been increasing. Regulatory markets
have also been extending, with a larger role played by government-sponsored and private
guarantors.

Both competition and regulation have increasingly changed banks' roles as long-term
mortgage holders. The tightening of underwriting standards has been particularly
criticized for making house acquisition by already financially constrained borrowers
more difficult, and tools such as loan-to-income ratios, owner-occupancy status, and
income verification requirements have come under scrutiny. The future of the mortgage
system appears to remain uncertain as policy options have been and continue to be
actively discussed within the administration, among participating agencies, and in
congressional debates. Among the policy considerations discussed is whether there
needs to be more or less government guarantees for MBS and a role for certain entities.
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