






It is notable that most of these institutions bear very little resemblance to a  
standard thrift—one with a large mortgage portfolio that is held directly on the 
balance sheet:

•	 Almost all of them are tiny subsidiaries of much larger holding companies. In 
contrast, most thrifts are the primary asset in their holding company. For  
instance, ING Bank represents less than 5% of the 1.37 trillion pounds in 
assets controlled by insurance company ING Groep, N.V., and American 
Express Bank represents less than 20% of the assets of the American Express 
Company. E*TRADE Bank does account for 90% of the parent company’s 
$49.7 billion in assets—but is a far smaller portion of the broker/dealer’s  
revenues and expenses.

•	M any of them veer off the standard bread-and-butter model of residential 
lending. For instance, GE Money Bank mostly markets consumer loans, 
including international operations in markets like China and Denmark. 
American Express Bank focuses mostly on commercial and consumer loans. 
Even thrifts subsidiaries that focus heavily on home loans—like Nationwide 
Bank—keep very few of those loans on their books as directly held loans.

•	M any of them have tie-ins to other parts of the holding company enterprise. 
Raymond James Bank, for example, has a heavy concentration of deposits from 
its corporate parent’s investment customers. FPC Financial largely finances 
consumer purchases of farm equipment—especially equipment marketed and 
sold by dealers of corporate parent John Deere.

In sum, most of these business models are extremely complex—and need more 
oversight than the OTS can muster.

If these institutions end up being removed from the OTS portfolio, that would 
leave the regulator with a portfolio of slightly more than $500 billion. This chart 
shows the historical—and prospective trends:
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Where Did Those Loans Go?

Recent data from Inside Mortgage Finance* has also shown that trends in the thrift 
industry have also eroded the thrifts’ primary role as a supplier of residential mortgages:

1.	Through 9/30/08, year-to-date thrift mortgage production is down by 40.8%  
compared to 2007. 

2.	In the third quarter, production declined by 39%, compared to a mortgage-indus-
try-wide drop of 21%.

3.	Portfolios have declined by 26.9%, and the value of mortgage servicing rights for 
these institutions has declined from $13.76 billion to $7.76 billion in the third 
quarter alone.

4.	More than 45% of the thrift production in 2008 has come from the institutions 
listed above that have either failed or announced that they will be acquired 
by other institutions that are not regulated by OTS—including Countrywide, 
WaMu, Wachovia, Merrill Lynch and Downey.

In large part because of this declining business, as well as problems with the existing 
mortgage portfolios, thrifts lost $3.99 billion in the third quarter of 2008, and through 
September had lost $15.1 billion.

All of these trends taken together—the declining number of thrifts to manage and the 
steadily worsening financial performance of remaining thrifts—indicate that OTS’s 
sphere of oversight could diminish significantly within the next year. 

 * Inside Mortgage Finance (December 5, 2008).



The new Congress has placed regulatory reform high on its list of priorities for the new session. It will likely face 
the need to either overhaul the funding scheme for the OTS—or, as we recommend, fold it into the rest of the 
federal financial regulatory apparatus. 

Conclusion: Reforming the Banking System

OTS’s record indicates it is an agency that has failed in its primary mission. The depth and the extent of the  
current banking crisis, however, clearly indicate that it is not alone. The OCC and the Federal Reserve have also 
failed in their duty to serve as guardians of consumers and the financial system, and they should be subject to major 
reforms that make them more responsive and more credible as consumer watchdogs.

Merging the OTS into the OCC would be a first step in the regulatory reform necessary to return our nation’s 
banking system to sound fundamentals. Americans need a regulatory system that focuses on the long term, rather 
than one that allows itself to become captive to market incentives that emphasize short-term gains, fueling “boom 
and bust” cycles driven by unsustainable growth in loan volume. 

In particular, CRL believes that the revised “post-OTS” regulatory framework must embody a set of standards that 
will truly protect the interests of bank customers, with a strong emphasis on mortgage borrowers. 

The need for this emphasis is compelling. Despite occasional nods in the direction of consumer protection by  
federal regulators in the years after 2000, they did little to provide real protection to consumers. Indeed, as it  
announced that it was preempting Georgia’s anti-predatory lending law, the OCC proposed a breathtakingly broad 
rule preempting state laws, which it eventually adopted in January 2004. Asked why the agency went ahead with 
the final rule despite requests from Congress to pull back, a spokeswoman admitted, in essence, that it was to  
protect lenders from state anti-predatory lending legislation.109 

Until the problem was well on its way to becoming unmanageable, federal regulatory agencies resisted the need for 
clear and legally enforceable rules to combat the unfair practices and reckless loan underwriting that put millions of 
consumers into mortgages they could not afford. Federal agencies preferred to define the boundaries for bad  
practices behind closed-doors in an after-the-fact, case-by-case basis.110 

OTS, the OCC and the Federal Reserve failed to stop predatory and unsafe practices because they operated under 
the flawed assumption that consumer protection was a drag on the lending industry, an unnecessary burden that 
got in the way of institutional growth and profits and, thus, safety and soundness. As this crisis and others before it 
have shown, consumer protection is a safeguard that protects the banking industry from its own excesses, as well as 
protecting consumers, their neighbors and the world economy. 

As FDIC Chairman Sheila Bair said recently, “Protecting the consumer from . . . perils is not simply a do-good 
public service. In fact, consumer protection and safe and sound lending practices are two sides of the same coin. 
Lenders who put their retail customers at risk also put themselves, their investors, and our entire financial system in 
danger.”111 In particular, if borrowers can’t afford their loans, the resulting foreclosures will cause losses for banks, 
threatening their safety. 

As reform moves forward, consumer protection must take its rightful place front and center in regulation of  
depository institutions. CRL believes these principles should guide the reform process:

Continued from page 15
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1. The dual banking system should be preserved. 

Improving the federal regulatory scheme shouldn’t require sacrificing the dual state-federal banking system. The 
modest numbers of state-licensed thrifts—just over 80 as of the end of 2006—generally operate efficiently and are 
small enough that state regulators have adequate resources to oversee them. State licensing also serves as a counter 
to the massive consolidation that’s now occurring in the banking industry; it will preserve financial institutions 
that are sensitive to concerns of local communities, are cost-effective choices for consumers and serve as a bulwark 
against anti-competitive practices.

As part of this plan, the FDIC should replace OTS as the federal regulator for state-chartered thrifts, providing 
assistance to state regulators who oversee these institutions. The FDIC already provides supervisory support for 
roughly 400 state-chartered savings banks.

2. Federal standards should act as a floor, not a ceiling.

The federal government should stop getting in the way of states that are trying to do something about predatory 
practices in the mortgage market. The “first responders” to the serious problems in the industry were the states, first 
tightening up the loopholes in the 1994 federal law,112 then, as the nature of the abuses morphed, acting to curb 
the new waves of predatory tactics.113 The mortgage industry fought back with a call for “uniform” national stan-
dards, though the real push was for uniformly low standards. Because states see the effects of problems sooner, they 
can respond more nimbly than Congress. Most federal consumer protection laws have had their genesis in state 
laws: states are, indeed, “laboratories of democracy,” closer to the people and more willing to find useful innova-
tions in public policy.114 

As recently as the mid-1990s, state attorneys general were able to enforce state consumer protection laws of  
general applicability against national banks. However, in recent years, the OCC and OTS have been aggressive in 
preempting state laws and in expanding the traditional definition of “visitation” so that the institutions under their 
watch have little or no oversight, even as to matters beyond the traditional expertise of those agencies.115 

The economic crisis of recent months vividly illustrates that the vacuum left by excessive preemption and too little 
enforcement has hurt not only consumers, but also financial institutions and the broader economy. We suggest that 
the following moves be made to put the state “cops” back on the beat. 

•	 The OCC’s general standard for preemption should conform to the Supreme Court rule spelled out in Barnett 
Bank of Madison County v. Nelson,116 which says that state laws apply unless they “prevent or significantly 
impair” banking functions. 

•	 The OCC’s expansion of the definition of “visitation” should be reversed. This will allow state attorneys 
general to enforce consumer protection laws of general applicability.

•	 The agencies have also expanded the rights of third parties with whom they deal to assert the benefit of 
preemption, which could create a regulatory “vacuum” for brokers, settlement agents, and others. This is 
particularly important in the case of mortgage brokers. For example, insurance companies owning banks or 
thrifts are asserting that independent contractors who broker mortgage loans count as “employees” and are 
therefore exempt from the recently-passed state mortgage broker registries; OTS and OCC should not permit 
this.
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3. Mortgage lending must be based on sound underwriting.

Congress and the states are currently engaged in the difficult task of writing laws to create a solid framework that 
will protect the interests of homeowners and prevent another mortgage disaster in the future. The market should 
be governed by sensible rules aimed at reversing the “anything-goes” ethos that in recent years has dominated both 
federal regulations and on-the-ground practices in the mortgage industry.

State and federal laws should require that:

•	 Lenders carefully assess borrowers’ ability to repay their loans, taking the following into account:

a.	B orrowers’ debt-to-income ratio must be set at a reasonable level and should take account of all debt  
payments, including principal, taxes and insurance, any other mortgages, and other household debt. 
On option ARM and interest-only loans, the debt-to-income ratio should be calculated based on fully 
indexed and fully amortizing payments. 

b.	 Loans should be documented, with verification based on W-2 and 1099 forms, tax returns, bank records 
and other reasonable third-party documents.

c.	 Loan-to-value ratios should not be used to determine borrowers’ ability to repay.

•	 Prepayment penalties should be banned on all subprime and nontraditional loans.

•	E scrow of taxes and insurance should be required on all subprime and nontraditional loans.

4. Market incentives should be aligned to ensure that no party can shirk responsibility for making responsible 
    lending and investment decisions.

As FDIC Chairman Bair recently noted, referring to the separation of origination, funding and servicing segments 
in the securitization model: “If we want private securitization to ever work again, we need a workable compensation 
scheme that aligns the interests of all the players in the game.”117 In short, there must be skin in the game all the 
way up the chain. 

A. Assignee liability

The current mortgage meltdown has shown that Wall Street firms and securities investors will bankroll loan struc-
tures that are best for their short-term financial interests, and that originators will supply the loans for which they 
are paid the most. Borrowers’ long-term interests were irrelevant in this process. 

The best way to re-align the interests of borrowers and lenders is for Congress to insist on meaningful assignee  
liability.118 An assignee is an investor or company that had bought the rights to collect on the loan, or sell it to oth-
er investors. When assignee liability exists, the borrower is allowed to pursue legal claims against the assignee when 
the loan transaction involves illegal actions or abusive terms. In the case of the mortgage market, strong assignee 
liability would mean that when a trust purchases mortgages, with all the corresponding financial benefits, it also  
accepts reasonable liability in cases when mortgages are proven in court to be abusive and harmful to homeowners.

Assignee liability can be tightly drawn but must satisfy the principle that an innocent borrower who has received 
an illegal loan should be able to defend that loan in foreclosure. This should be so for two reasons: first, the assignee 
can spread any loss across thousands of other loans, while the borrower has but one home. Second, assignees can 
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choose what lenders they buy loans from; they can choose only reputable lenders that are likely to make quality 
mortgages and are strong enough to purchase a loan back if the loan was clearly illegitimate, thus saving the  
assignee from suffering losses.

Public enforcement can never be adequate: there is a shortage of resources to match the millions of loans made to 
borrowers. As the Federal Reserve recently noted, “a securitized pool of mortgages may have been sourced by tens 
of lenders and thousands of brokers,” making it difficult for regulators to protect borrowers from “abusive and  
unaffordable loans.”119 

Investigations are almost always too slow for the homeowners who face foreclosure. Even when public enforce-
ment does achieve some relief, it will rarely be enough to make individual borrowers whole. Assignee liability uses 
market principles to decentralize oversight of loans purchased on the secondary market—no one will better ensure 
that mortgages are originated to acceptable standards than investors who carry the eventual financial and legal risk. 
Assignee liability also helps to protect responsible investors from misperceived risks and provides incentives for the 
market to police itself, curbing market inefficiencies. 

B. Prohibition of abusive yield-spread premiums

Banning yield-spread premiums for subprime and nontraditional mortgages would reduce motivation for brokers to 
“up sell” borrowers into more expensive and riskier loans than those for which they qualify. 

Absent a ban on yield-spread premiums, any payment of such a premium by a lender should be recognized as an 
acknowledgment of business relationship between the broker and originating lender, with liability for brokers’ 
misdeeds attaching to the originating lender and subsequent holders of the note.

C. Making lenders’ duties clear

Clarifying the duty of care that mortgage originators have toward their borrowers is a critical step in promoting  
sustainable mortgage lending. Loan originators–whether lender or broker–should be deemed to have duties to  
assure that they do not place their own self-interests above the interests of borrowers. 

D. Requiring that investors pay rating agencies instead of issuers.

The only way to make sure that rating agencies provide unbiased and accurate ratings is to change their relation-
ship with the issuers of mortgage-backed securities. Securities issuers have an incentive to distort the truth about 
what’s in these securities pools. Investors, on the other hand, have an incentive to get the best information possible 
about the makeup of the deals they put their money into. So it should be the investors—not the issuers—who pay 
the rating agencies for their evaluations of mortgage-backed securities.
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An Opportunity for Change

The problems in our nation’s mortgage markets are severe, and the damage that’s been done has been historic in 
scope. Reversing years of regulatory inattention will require forceful action in the near term and strong follow-
through in the long term. This report is part of the Center for Responsible Lending’s continuing effort to analyze 
and address the problems faced by the nation’s homeowners and families. The reforms outlined in this paper  
represent a beginning point in the effort to bring common sense and fairness back to the nation’s mortgage markets.

The lessons of the first S&L scandal were clear: Weak regulation and reckless lending practices will, sooner or 
later, end with financial disaster. Forgetting those lessons help produce a second S&L debacle, as well the related 
subprime and Wall Street meltdowns. 

Now, once again, we have an opportunity to put these lessons to work. If citizens and policymakers can’t achieve 
real change this time around, history will inevitably repeat itself–with still more banking institutions going under, 
more financial crises, and millions more Americans buried in debt and facing the loss of their homes.
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