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Introduction and summary

For generations in the United States, the availability of credit has supported
economic opportunity for families. Millions of Americans became homeowners
as the result of housing policies during the New Deal and after World War II that
made mortgages increasingly safe and affordable.! For example, between 1940 and
1960, the nation’s homeownership rate increased from 44 percent to 62 percent—
this coming after decades during which fewer than half of all Americans owned

their own homes.?

Additionally, credit cards and other forms of consumer credit have enabled
American families to access quickly new products and technological advances—
from radio and television to cars and computers—without having to save for years
to make these purchases. The ready availability of credit also has provided flexibil-

ity and convenience to families in the presence of uncertainty.

Traditionally, credit markets have thrived when both the lender and the bor-
rower benefit. As Richard Cordray, director of the Consumer Financial Protection
Bureau, or CFPB, recently stated, “In a healthy credit market, both the borrower
and the lender succeed when the transaction succeeds—the borrower meets his

or her need and the lender gets repaid.”

But for decades now, a certain category of lender has profited not despite bor-
rower failure but because of it. From subprime mortgage and credit card purvey-
ors to payday and auto title lenders, credit models that make money off of late fees,
serial loans, and repossession of collateral have proliferated. Some banks and other
financial institutions deliberately make loans that borrowers will be unlikely to
repay, load excessive fees onto products that appear otherwise affordable, and ofter

products that encourage default rather than repayment.

As a result of unsustainable and often unscrupulous mortgage lending in the run-
up to the financial crisis, more than 5 million families lost their homes to fore-
closure.* Meanwhile, the national homeownership rate fell to 63.7 percent in the

first quarter of 2018, the lowest level in more than two decades.’ As the economy
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slowly recovers from the Great Recession—a crisis caused by the toppling of
a massively risky house of cards that Wall Street built on top of unsustainable
mortgage lending to consumers—it is time to ask: What does it look like to lend

for success?

This report describes the principles that characterize a system in which borrowers
are primed for success rather than failure. Among other things, financial institu-
tions and regulators should look beyond a single point in time and consider the

entire life of a loan, including contingencies that may arise.

The report considers the experiences of borrowers over the life of a loan for a num-
ber of financial products, including mortgages, auto loans, credit cards, payday
loans, and auto title loans.* While the specific risks of each product differ, as do
the regulations governing each product, there are significant commonalities across

these consumer lending products that deserve the attention of policymakers.

Responsible lending practices begin with a true assessment of the borrower’s
ability to repay the loan. Misaligned incentives in the mortgage market leading

up to the foreclosure crisis encouraged financial institutions to extend credit to
homebuyers without regard for the borrower’s ability to repay, and credit cards
were frequently marketed to college students—in some cases, without any review
of their income. While regulators and policymakers have addressed many of these
concerns, these harmful practices continue to be features of other consumer loan
products. Originating loans with borrowers’ success in mind includes the follow-

ing characteristics:

* Documented income and expenses

* Reasonable interest rates

* Appropriately aligned originator incentives

* Complete, accurate, and relevant credit scoring as part of the approval process
Responsible origination practices, however, do not ensure the long-term success
of aloan. The very design of a loan product also determines outcomes. If a loan
will require refinancing or taking out another loan in the future—as was the case

with some high-cost mortgages prior to the foreclosure crisis and as is often the

case with payday loans today—the initial presumption of the borrower’s ability to
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repay does not necessarily hold firm over time. Similarly, loan products in which
the loan balance does not go down as borrowers make payments also trap con-
sumers. The following product design principles would contribute to borrower
and lender success:

* Clear, transparent loan terms

* Reasonable loan fees

* Fully amortizing loans

* No prepayment penalties

Even with a sound loan that the borrower is likely able to repay, unforeseen
changes in economic or family circumstances may make it more difficult for that
borrower to make payments in the future. Lenders should be prepared for contin-
gencies and, again, ensure that their incentives are aligned so that both financial
institutions and borrowers benefit from performing loans. More specifically,
responsible account management practices include the following:

* Regular statements, whether printed or electronic

* Payments at the borrower’s discretion

* Effective communication with the borrower

* Quick and responsive error correction

* Working with borrowers who are experiencing short-term hardship

* Fair debt collection practices

Greater adoption of these principles by regulators and financial institutions alike

would contribute to a vibrant lending market in which both borrowers and lend-

ers could benefit from the extension of credit.
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Responsible loan origination relies
on the borrower’s ability to repay

Making loans based on the borrower’s ability to repay sounds like a common-
sense practice. Historically, lender interests were aligned with borrower interests
such that if borrowers were unable to keep up with payments, lenders would lose
money. An economically rational lender would therefore be unlikely to make such

aloan.

However, in the years leading to the financial crisis, this rational outcome became
less and less prevalent as misaligned incentives pushed lenders to make loans that
were either unaffordable from the starting gate or that would be likely to fail in the

future—essentially, gambling in an environment where the house always wins.

In some cases, these types of loans are made because the lender is more inter-
ested in the collateral—such as a house, a car, or in the case of payday loans, the
consumer’s bank account—than in the loan itself. As Cordray noted at a recent
hearing on payday loans, “many lenders make loans based not on the consumer’s

ability to repay but on the lender’s ability to collect.”

Lending where the borrower’s house or car is on the line may make the borrower
more committed to repaying a loan, but sometimes the lender is less invested in
loan quality because it can simply seize collateral instead of relying on repayment.®
However, this type of lending is also extremely risky because if collateral values
decline—as they did during the financial crisis—the collateral no longer makes
lenders whole. When instead lenders truly take into account the borrower’s docu-
mented income and expenses when making a loan, these determinations of risk

can make it more likely for both the borrower and the lender to succeed.

In the 1990s and 2000s, mortgage lenders often combined designed-to-fail sub-
prime loans with low or no underwriting and documentation, a toxic combination
that ultimately triggered the larger financial crisis. In 2006, nearly half of all sub-
prime loans lacked documentation of income.’ The following year, Countrywide

Financial, at one time the nation’s largest mortgage lender,'® admitted that 70
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percent of its recent borrowers would be unable to keep up with payments if their
loans were subjected to the standard of a fully amortizing 30-year mortgage, the
traditional mortgage product for most borrowers since the Great Depression."'

These loans were clearly unaffordable to borrowers from the outset.

Poor underwriting practices were not limited to mortgage loans. Auto dealerships
that offered subprime used car loans at what are termed “buy here-pay here,” or
BHPH, outlets that directly finance the cars they sell based their lending deci-
sions on an inflated value of the car, expecting to repossess and resell it later. A
2011 series by the Los Angeles Times identified vehicles sold at twice their Blue
Book retail value to low-income borrowers with unmanageable payments.'* And

a recent New York Times analysis found numerous cases in which car buyers were
given loans at interest rates that exceeded 23 percent on inflated prices for vehicles
that, based on the buyers’ incomes, they would not ordinarily be eligible to buy."*
In some cases, the dealer had falsified borrowers’ incomes.

Moreover, as a result of conflicted incentives for lenders, homebuyers and car buy-
ers are also subject to paying higher interest rates than their financial backgrounds
would suggest. Prior to the financial crisis, mortgage brokers were paid more to
offer riskier, higher-rate loans than borrowers otherwise would have qualified for
through a system of lender-paid “yield-spread premiums.”** In fact, more than

60 percent of subprime mortgages that were securitized in 2006 went to borrow-
ers who should have been eligible for lower-cost, prime loans." Through similar
markups, auto dealers sell car loans that pay the highest compensation to the
dealer rather than offer the lowest interest rate available to the consumer. These
dealer rate markups cost consumers an estimated $26 billion over the life of their
auto loans.'® With higher rates come the higher risk that borrowers will have dif-

ficulty keeping up with payments.

The failure to evaluate the borrower’s ability to repay also extends to other types of
consumer lending. Credit cards have at times been frequently available to con-
sumers with little documentation required. Prior to passage of the Credit Card
Accountability Responsibility and Disclosure, or CARD, Act of 2009, college stu-
dents were often issued credit cards without having to provide documented inde-
pendent income, projected future earnings, or even student status.'® Despite having
no basis on which to conclude that students would be able to repay the loans, lend-

ers assumed that the loans would be repaid by parents or by future earnings.

5 Center for American Progress | Lending for Success



Originate to distribute

The role of securitization in the lending process

One of the factors that led to excessive, risky mortgage lending, as well as other
asset-based lending, is the so-called originate-to-distribute model. In this model,

a lender sells its consumer loans into a secondary market in exchange for cash. The
buyer of these loans then bundles together a large number of loans into a bond,
which is then sold to investors. In some cases, the bond is sliced into different
tranches, or levels, of risk. The investors receive monthly payments as consumers
make their payments on the loans in the pool. This process, which is called securitiza-
tion, helps repay lenders quickly, freeing up more capital to lend to other consum-
ers. When done properly, securitization can support a robust and healthy consumer
lending market where families can more easily obtain loans to buy homes, go to
school, or buy a car.

However, by eliminating the original lender’s stake in the borrower’s success, the
securitization process can instead encourage risky lending. In the years leading up
to the financial crisis, mortgage brokers, lenders, and investors all obtained quick
returns when homeowners bought and refinanced homes—as long as home values
continued to rise."” The pursuit of these immediate returns reduced the desire for
financial actors to take into account loan quality and sustainability in favor of selling
as many loans as possible.

A similar problem plagues small-dollar loan products. Payday loans, generally
two-week loans pledged against a future paycheck or government benefit check,
are made based on the premise of future money in the bank, though four out of
five payday loan borrowers are unable to pay back the loan without reborrowing
or refinancing and incurring additional fees." Similarly, auto title loans, in which
a borrower hands over his or her car title and a spare set of keys in exchange for
cash, are made based on a small percentage of the car’s retail value—typically
about one-fourth—rather than the borrower’s income or ability to keep up with
payments.”® Both products can carry triple-digit annual interest rates, with 391
percent annual percentage rate, or APR, being typical for a payday loan.*' In these
cases, the lender is more interested in accessing the bank account or obtaining the

car than in the borrower making payments.
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High-cost lenders often justify the lack of standards for determining whether a
borrower can repay a loan as a necessity to ensure access to credit for underserved
consumers. Indeed, many of these lenders are concentrated heavily in communi-
ties still reeling from the effects of historical disinvestment, particularly among
borrowers of color. But the abundance of these types of lenders in disadvantaged
communities only demonstrates greater access to predatory loans that set up
borrowers for failure. The reality is that these loans may be worse than offering no
credit at all.

Meanwhile, innovative loan programs have proven that even borrowers with
low credit scores or nontraditional credit histories can be served affordably. For
example, thousands of borrowers with low incomes and low down payments

in the Community Advantage Program, run by the nonprofit lender Center for
Community Self-Help, have been able to buy and keep their homes as a result of

appropriate underwriting and an affordable 30-year fixed mortgage product.”

In recent years, Congress has repeatedly endorsed the conclusion that demon-
strating the ability to repay is a key component of lending for success. The Credit
CARD Act of 2009 requires that credit card issuers consider a borrower’s ability
to repay before extending credit and limits the availability of credit for borrowers
under age 21 without a parental co-signer or independent income.* A center-
piece of the Dodd-Frank Wall Street Reform and Consumer Protection Act of
2010 mortgage rules is an ability-to-repay standard for all lenders. Similarly, the
Consumer Financial Protection Bureau is considering subjecting many small-

dollar loans, such as payday loans, to an ability-to-repay standard.**

The following principles of loan origination can help ensure that both lenders and

borrowers benefit from loans:

* Documented income and expenses. When originating a loan, lenders should
take into account the borrower’s ability to repay the loan based on both income
and expenses. This analysis should ensure that the borrower has sufficient recur-
ring income to keep up with payments over time, not just the ability to make
initial payments that may increase in the future. Any debt-to-income ratio used
as a threshold to measure the borrower’s ability to repay should also meaning-
fully evaluate the borrower’s total debt obligations. Even if loan payments are
intended to be a small percentage of the borrower’s income—such as 5 per-

cent or 10 percent—one loan does not exist in a vacuum and could cause or
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exacerbate financial hardship when stacked on top of other bills. Lenders and
regulators should also examine new approaches to satisfy these requirements
for self-employed workers and others with irregular incomes to ensure that they

have access to responsible credit.

Reasonable interest rates. As the Community Advantage Program demon-
strated, an affordable financial product has a high likelihood of repayment.* But
as interest rates increase, higher costs to borrowers create their own default risk,
leading to a self-fulfilling prophecy. Interest rate caps exist for a number of finan-
cial products to prevent high-cost debt traps. Fourteen states and the District of
Columbia limit interest rates to 36 percent annually or less, as does the federal
government on many loans made to military service members and their fami-
lies.” And the federal Home Ownership and Equity Protection Act of 1994,

or HOEPA, recognizes the dangers posed by higher interest rates by providing

extra protections for consumers who receive high-cost mortgages.”’

Appropriately aligned originator incentives. Financial institutions should not
use compensation mechanisms that reward loan originators for issuing borrow-
ers loan products that are more expensive or risky than they can qualify for; they
also should not offer products that are too expensive to be safe for consumers to

repay reasonably.

Complete, accurate, and relevant credit scoring as part of the approval process.
Credit reports and scores play an important role but should not be the sole
criterion in lending decisions. In some cases, lenders currently rely on outdated
systems, such as mortgage score models that are more than a decade old, when
better scoring mechanisms exist.”® Because reports may miss important pay-
ment histories—such as rent and utilities—or overstate the effects of obliga-
tions, such as medical debt, their accuracy in predicting a borrower’s ability

to repay can be limited. Additionally, approximately 45 million consumers are
considered either “credit invisible” or “unscoreable,” according to a recent CFPB
analysis, meaning that they lack a sufficient credit record for lenders to make

a decision about a loan.”” Meanwhile, the growth of nonfinancial correlates in
underwriting—such as social media profiling—also opens the door to unfair

lending practices.
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Product design decisions
determine future success or failure

The origination of a loan is only one step in determining whether a financial prod-
uct is likely to lead to successful outcomes for both the borrower and the lender.
The design of a loan product is also closely related to future loan performance. For
generations, well-designed loans have helped borrowers build stronger financial
foundations. On the other hand, poorly designed financial arrangements move

families, particularly lower-income families, further away from financial security.

When a household reaches for a credit card to make a purchase; takes out a loan
to buy a family car; or looks for a short-term, emergency infusion of cash, the
structure of these products determines whether the credit helps create stability
or strips wealth. For example, houses sold under predatory installment contracts
result in families spending thousands of dollars in payments on homes they will
never own.” On the other hand, the fully amortizing, long-term, fixed-rate mort-
gage that has been at the center of home lending since the Great Depression has

enabled millions of Americans to build significant wealth.

Poorly designed mortgage products represented a significant share of the mort-
gage market in the years leading up to the financial crisis. These loans were often
rooted in misaligned incentives that placed immediate financial returns and
benefits to investors above borrower success. For example, hybrid adjustable-rate
mortgages such as 2/28s or 3/27s—in which a teaser rate that lasted for two or
three years was replaced by a dramatic rate hike based on a margin on top of a
financial index or reference rate—essentially required borrowers to refinance,
often causing them once again to lose equity to the high fees and costs of the
refinancing process.’! Often, borrowers were locked into these deals by prepay-
ment penalties of up to 4 percent, preventing them from refinancing until the rate
had reset. The terms of these loans were confusing and could change significantly
throughout the life of the loan. Many borrowers were not prepared to meet their

monthly payments when the interest rate increased dramatically.
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Some predatory mortgages were designed with interest-only payments where the
borrower was not paying down principal, and some had monthly payments that
did not even cover the monthly interest costs.* In this scenario, known as negative
amortization, even despite regular on-time payments, the loan balance became

progressively larger rather than smaller.

For all but the most sophisticated borrowers, a loan that requires refinanc-

ing down the road in order for the borrower to succeed creates significant risk.
Furthermore, when refinancing becomes difficult—as borrowers discovered
during the financial crisis—the consequences can be catastrophic. In the case of
the subprime lending described above, when home prices stopped their lengthy
climb, the only way out of these loans was often through foreclosure. African
American and Latino households were targeted disproportionately for these loans
that were set up to fail; they lost 48 percent and 44 percent of their wealth, respec-

tively, during the financial crisis.*®

Financial reform has effectively reined in many of these practices. Yet today, some
of the loan terms that were commonplace during the predatory lending boom
remain regular features of loans for manufactured housing—home structures
that are transportable in one or more sections.** Misleading terms, excessive fees,
and high interest rates often make manufactured-home loans unsustainable for
borrowers, while these same terms make the loans profitable for the lenders even

when the loan fails.*

Again, these practices are not limited to the mortgage market. Negative amortiza-
tion is a common risk of auto loans because vehicles generally only go down in
value, not up. As car loan terms grow increasingly long—the average car loan term
is now more than five years, according to car shopping resource Edmunds*—
borrowers have a greater risk of owing more than the vehicle is worth and being
unable to sell it if financial circumstances change; they also have less chance of get-
ting out of debt if their car is totaled in an accident. This risk is compounded for
borrowers unable to make a sizable down payment or opting to trade in another

car with an underwater loan to purchase their current vehicle.

Flawed product designs also existed for credit cards before the financial crisis. A
2007 National Consumer Law Center review of credit card products intended for
borrowers with poor credit found a number of products with low credit limits that
appeared at face value to keep card users from being trapped in debt, such as a card

with a modest $250 credit limit.” However, these cards were actually designed
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to extract fees from borrowers in every conceivable way, with $178 in activation
fees that included a program fee, an account set-up fee, a monthly participation
fee, and an annual fee. Spending $85 pushed cardholders over their limit—which
could then carry its own fee. Credit card companies also had the ability to effec-
tively change the rules of the game once consumers started using their cards. One
major national bank increased interest rates on borrowers from 15 percent or less
to 28 percent or more in early 2008 without providing justification and only gave

consumers less than a month to reject the change in writing.*®

Payday loans are also deliberately designed to exploit a borrower’s inability to
make timely payments. As noted in the previous section, high costs and short
repayment cycles lead four out of five payday borrowers to reborrow or refinance
an initial loan, further extending loan repayment. The median payday borrower

ends up in debt for more than half of the year in which a loan is taken out.*

Advocates for high-cost loan products often claim that these offerings—whether
a2/28 mortgage, in which the interest rate is fixed at a low teaser rate for the first
two years and then resets to a higher, variable rate; a deeply underwater car loan;
a fee-harvester credit card; or a payday loan—exist to provide consumers choices.
After all, there are millions of borrowers who use these products, though many of

them are ultimately worse off as a result.

However, the mere existence of a predatory financial product does not justify its
practices if this product has devastating effects on families and on the broader
economy. Moreover, if the most predatory products did not exist, competitive
pressures would most likely drive financial institutions to improve their offerings

and to fill these gaps in a more responsible way.

Once again, some responsible alternatives have a proven track record. A number
of credit unions offer alternatives to payday loans that are fully amortized and
incorporate reasonable payments, such as North Carolina’s State Employees’
Credit Union, which offers a Salary Advance Loan of up to $500 at 12 percent
annual interest.*” Even lease-purchase programs can be promising when properly
designed: A Cleveland nonprofit organization offering home lease purchases
converted more than 85 percent of participants to homeownership in 2008.*' And
the 30-year fixed, fully amortizing mortgage that has ensured access to homeown-
ership for decades continues to provide families with a way to afford a home over

the long term.
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Just as recent public policies have recognized the importance of making loans
based on a consumer’s ability to repay, they also have recognized the importance
of responsible product design practices. The Consumer Financial Protection
Bureau’s “qualified mortgage” definition also encourages fully amortizing mort-
gages in lieu of the many risky alternative products that existed before the crisis.
The Credit CARD Act of 2009 banned several types of fees; reined in fee-har-
vester cards by limiting fees to one-quarter of a card’s credit limit; and mandated
new disclosures that inform consumers of the cost of making minimum payments,
as well as the cost of paying off the debt over the course of three years.** A 2013
study found that these changes have saved consumers an estimated $12.6 billion
annually in credit card fees, including as much as $71 million solely from provid-

ing information on the cost of paying off the card in full over three years.”

The following product design principles will help ensure that borrowers can repay

aloan:

* Clear, transparent loan terms. Borrowers should understand how their loans
work. They should know what they will be expected to pay in principal, inter-
est, and fees and how long it will take them to repay the loans. If the terms of
the loan will change during the life of the loan, the borrower should be aware
of such changes before taking out the loan and should receive advance notice
of interest rate resets. The CFPB’s simplified mortgage disclosure, which goes
into effect October 3, provides this transparency to the mortgage market,* and

credit card holders already have many of these protections.”

Reasonable loan fees. Borrowers should expect a reasonable fee for taking out
aloan; fees exist partly to cover costs and protect against losses. However, fees
should be priced appropriately and should not be used simply to avoid interest
rate caps or other restrictions, which is how payday loan fees have been used in
some states.* Points and fees are now capped on some mortgage products,* and
there are limits on the issuance of credit card fees during the first year in which a

card is open.*®

Fully amortizing loans. When a borrower makes a payment, the loan should
get smaller, not larger. Except in times of financial hardship—when a borrower
receives a forbearance or is on a payment plan with greatly reduced payments—
loan payments should be structured in a way in which each payment helps repay

the balance of the loan in a timely and affordable way.
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* No prepayment penalties. Borrowers should not be penalized for getting out of
aloan if they have the ability to pay it off early, refinance it, or sell the collateral.
Market dynamics, not lenders’ desire to lock in consumers, should drive deci-

sions about prepayments.
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Account management and servicing
practices determine outcomes
when borrowers fall behind

In some ways, the hardest part of lending begins after the loan is originated.
During the repayment period, a lender has no guarantee that the loan will be
repaid, and a consumer risks incurring additional fees related to the loan, as well as

the possibility that the lender could seize the collateral.

Yet strong account management practices can help minimize the risks to both
parties. An effective account manager will have tools to assist borrowers as they
encounter temporary financial hardships or other obstacles, providing them with

forbearances, modifications, or options other than simply defaulting on the loan.

While bad origination practices set the stage for the foreclosure crisis, the lack of
an appropriate response from account managers, generally referred to in the mort-
gage industry as loan servicers, caused the crisis to be much broader and deeper
than it would have been otherwise. In short, when mortgage defaults began to
spike, the major mortgage servicers did not have systems in place to ensure that
mortgage-servicing account managers could provide prompt, consistent informa-
tion to borrowers or offer an appropriate suite of options for borrowers who were

experiencing a hardship.

In large part, this lack of response to widespread borrower distress was caused

by misaligned incentives in the servicing industry. A core problem is that many
accounts are managed by servicers that do not own the loans themselves. A
mortgage servicer that does not own the loan can earn just as much, and possibly
more, if a delinquent loan goes through to foreclosure as if a homeowner resumed
making payments.* Yet for the owner of the loan, it is often financially more
advantageous to provide the borrower with other alternatives such as a temporary

payment forbearance or a permanent loan modification.

While challenges in the mortgage sector have received significant attention in
recent years, account management is critically important across all consumer

finance markets. Widespread abuses in the credit card industry led to rulemaking
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by financial regulators to define timely payments and crack down on excessive fees
in advance of the passage of the Credit CARD Act of 2009, which greatly improved

disclosures and gave borrowers additional tools to manage their accounts.

The subprime auto finance sector is particularly notable for servicing practices
geared toward borrower failure rather than success. One strategy is to make pay-
ments logistically difficult, such as the in-person payments required by “Buy Here
Pay Here” dealers.*® Another strategy is to engage in increasingly aggressive tactics.
For example, one Southern California borrower was lured back to the dealer with
the false promise of better payment terms only to find employees blocking in her
car—with her children still inside—when she came out.”* And as The New York
Times recently reported, many vehicles are now equipped with remote disabling
devices, so that if the borrower is even a few days late in making a payment, the
lender can make it impossible for the car to start—effectively doing a remote
repossession.>* As borrowers fall behind, dealers are able to repossess the same
low-value car and sell it again to another financially strapped consumer. One in
eight California used car dealerships have had at least one vehicle churn to a new

borrower three or more times.>

Perhaps most egregious of all are payday loans, where the profit model for lend-
ers assumes that borrowers will fail to repay the loan in the prescribed term and
will therefore need to reborrow or refinance, which is the case for four out of five
borrowers.>* Because payday loan borrowers generally have authorized automatic
withdrawals from a bank account as a condition of receiving the loan, payday lend-

ers can potentially seize deposits as they are made.

Debt collection practices are under increased scrutiny

Debt collection practices are another component of account management. Avail-
ability of credit depends on lender confidence that there is an effective way to

offset losses in case of default.>® However, if the collection process involves punitive
collection fees, harsh collection practices, and insufficient and inaccurate informa-
tion about borrower accounts, these practices may cause harm to borrowers and
communities, not to mention to the reputation of the company and the popularity of
the product itself.
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Currently, debt collection is among the most common types of consumer complaints
received by the Consumer Financial Protection Bureau.* Disturbing collection strate-
gies have escalated in recent years as debt collection companies have turned to
wage garnishment and, in extreme cases, outright threats. In 2014, the Federal Trade
Commission, or FTC, took action to stop a debt collection company in Texas that

was falsely threatening to arrest borrowers or take their children into custody of the
government.’’

Further complicating matters, it is increasingly common for a company to sell
charged-off debts—or debts that it does not expect to recover. More than $60 billion
in defaulted consumer debt was sold in 2011.>8 There are more than 500 companies
who buy these debts: The nine largest debt buyers bought approximately 90 million
consumer accounts between 2006 and 2009.>° Debts are sometimes sold multiple
times. When a company buys a consumer account, they typically do not receive
documentation for the account but rather a spreadsheet with consumer names,

last recorded addresses, and alleged amounts owed. Only about 6 percent of debts
sold included account documentation, according to an FTC analysis of 3.9 million
purchased debts between March and August 2009.%° This lack of documentation
leads collectors, at times, to collect on the wrong amount, and in some cases, debt
collectors even target the wrong consumer, according to the FTC.®'

Poor servicing strategies destabilize families and communities. When borrowers
are unable to work with lenders to deal with financial shortfalls, the cost of fore-
closure is often greater for the borrower, the lender, and the community than the
cost of a loan modification. When remote repossession devices freeze vehicles in
place, they leave families stranded and scrambling to find more expensive and less
reliable alternatives to get around—if they are able to keep the jobs they need in
order to repay the loan. And when a distressed payday loan borrower must rely on
charity or social services to deal with the debt, those cost burdens shift from the

lender to the general public.

Both regulatory and market responses to the role of account management in the
foreclosure crisis may offer helpful insight into improved servicing across con-
sumer lending products. For example, the number and size of mortgage servicing
companies that specialize in servicing troubled loans have grown substantially,
with the large bank servicers often preferring to sell servicing rights to or subcon-
tract with those companies rather than attempt to conduct that aspect of account

management on their own.
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Additionally, the CFPB has issued a comprehensive set of regulations to govern
account management, as have other agencies responsible for large portfolios of
loans, such as the Federal Housing Finance Agency and the Federal Housing
Administration.”® The U.S. Department of the Treasury has also provided servicers
with a road map for offering more consumer-friendly loan modifications through
its Making Home Affordable program that created a template for investor- and

consumer-friendly loan modifications and other foreclosure alternatives.®

The following common-sense account management principles can help lenders

improve borrower success across sectors:

* Regular statements, whether printed or electronic. All borrowers should
receive timely and sufficient notice of the balance owed and applicable repay-
ment options. The Credit CARD Act, for example, set minimum standards for
processing payments, noting that borrowers must have a minimum of 21 days
after receiving a statement to make an on-time payment, as well as valuable
disclosures on statements, including the consequences of making a minimum

payment and the contact information for a credit counselor.

Payments at the borrower’s discretion. Automatic, electronic payments can
be a convenient way for borrowers to pay off a loan, and they also reduce the
cost to the lender of processing payments. But when a borrower faces financial
hardship, automatic payments can do more harm than good, as they may lead
to overdraft or insufficient-funds fees being charged to the borrower’s bank
account or even result in the closure of an account. Automatic payments should
be a method of convenience, not coercion. Borrowers should be notified of
upcoming automatic payments and provided with clear options to stop the
transaction. Also, lender access to accounts should be carefully limited, par-
ticularly after a transaction has been declined. Recent CFPB proposals would

reaffirm this principle.®*

Effective communication with the borrower. All borrowers, whether they are
making on-time payments or are distressed, should be able to reach an account
manager quickly and easily to discuss their account. The CFPB now requires
mortgage servicers over a certain size to provide a single point of contact to
facilitate this communication and to avoid scenarios in which customers are
shuffled between various employees who provide them with different and
sometimes conflicting information. With strong communication lines in place, it
is more likely that borrowers will reach out to a lender in the case of hardship to

request a payment arrangement before they simply stop making payments.
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* Quick and responsive error correction. All businesses will inevitably make mis-
takes. A strong account manager will promptly investigate and correct any errors
in a borrower’s file upon request. Quick and responsive action builds trust with
consumers and avoids unwarranted fees that can add up or compound and make

it harder for a borrower to repay the lender.

Working with borrowers who are experiencing short-term hardship. A well-
underwritten loan with fair loan terms is much less likely to become delinquent,
but extenuating circumstances such as job loss, illness, disability, divorce, and
death that make repayment difficult can occur regardless of income or loan type.
Account managers should move quickly to work out an affordable payment
arrangement to help the borrower avoid default while experiencing a short-term
hardship. Lenders are more likely to get repaid, and will spend less money col-
lecting on the debt, if they provide sensible options instead of simply anticipat-
ing default.

Fair debt collection practices. When repayment is not possible, a lender will
need to recover any outstanding loan amount by seizing collateral. Without the
ability to do so, lenders would have a difficult time staying in business to lend

to other borrowers. At the same time, seizing collateral should be a last resort
rather than a primary source of revenue for a lender, and it should not take place
without sufficient advance warning to the consumer. Finally, when lenders write
off a debt and sell it, they should provide the borrower with all of the necessary
details about the account, including the correct amount owed, the original con-

tract with all terms of the loan, and correct information about the borrower.
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Conclusion

In the years leading up to the financial crisis, lenders found that instead of devel-
oping functional loan products that consumers could afford, they could sell
outrageously expensive or exotic financial products in which their interest in profit
was disconnected from the borrower’s interest in repayment. These practices have

harmed families, communities, and the larger economy.

It is time to restore the core principle of lending for success. Recent legislation,
such as the Dodd-Frank Act and the Credit CARD Act, has made a significant
difference by establishing substantive rules of the road for lenders. Importantly,
the Dodd-Frank Act created the Consumer Financial Protection Bureau to oversee
consumer products across all origination channels. As Congress and financial
regulators continue to examine lending practices and access to credit, they should
continue to encourage practices in which borrower and lender success are well

aligned throughout the life of the loan.
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