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Homeowners Protection Act

l. BACKGROUND

The Homeowners Protection Act of 1998 (the Act) was signed into law on July 29, 1998, and became
effective on July 29, 1999. The Act was amended on December 27, 2000 to provide technical
corrections and clarification. The Act, also known as the “PMI Cancellation Act,” addresses
homeowners’ difficulties in canceling private mortgage insurance (PMI)' coverage. It establishes
provisions for canceling and terminating PMI, establishes disclosure and notification requirements, and
requires the return of unearned premiums.

PMI is insurance that protects lenders from the risk of default and foreclosure.
PMI allows prospective buyers who cannot, or choose not to, provide significant
down payments to obtain mortgage financing at affordable rates. It is used
extensively to facilitate “high-ratio” loans (generally, loans in which the loan to
77 Appendix A value (LTV) ratio exceeds 80 percent). With PMI, the lender can recover costs
associated with the resale of foreclosed property, and accrued interest payments or fixed costs, such as
taxes or insurance policies, paid prior to resale.

LINKS

= Program

Excessive PMI coverage provides little extra protection for a lender and does not benefit the borrower.
In some instances, homeowners have experienced problems in canceling PMI. At other times, lenders
may have agreed to terminate coverage when the borrower’s equity reached 20 percent, but the policies
and procedures used for canceling or terminating PMI coverage varied widely among lenders. Prior to
the Act, homeowners had limited recourse when lenders refused to cancel their PMI coverage. Even
homeowners in the few states that had laws pertaining to PMI cancellation or termination noted
difficulties in canceling or terminating their PMI policies. The Act now protects homeowners by
prohibiting life of loan PMI coverage for borrower-paid PMI products and establishing uniform
procedures for the cancellation and termination of PMI policies.

Nl%l' Approved — FFIEC

""The Act does not apply to mortgage insurance made available under the National Housing Act, title 38 of the United States Code, or title
V of the Housing Act of 1949. This includes mortgage insurance on loans made by the Federal Housing Administration and guarantees
on mortgage loans made by the Veterans Administration.
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Consumer Affairs Laws Section 1323
and Regulations

Il. SCOPE AND EFFECTIVE DATE

The Act applies primarily to “residential mortgage transactions,” defined as mortgage loan transactions
consummated on or after July 29, 1999, to finance the acquisition, initial construction or reﬁnancing2 of
a single-family dwelling that serves as a borrower’s principal residence.” The Act also includes
provisions for annual written disclosures for “residential mortgages,” defined as mortgages, loans or
other evidences of a security interest created for a single-family dwelling that is the principal residence
of the borrower (12 WSC 4901(14) and (15)). A condominium, townhouse, cooperative or mobile
home is considered single-family dwelling covered by the Act.

The Act’s requif€men ending on whether a mortgage is:

e A “residential moft a “fesidential mortgage transaction”;

e Defined as high risk (CWger by e I@der in the case of nonconforming loans, or Fannie Mae
and Freddie Mac in the casdfof cSfo¥ming loans);

e Financed under a fixed rate or an a
e Covered by borrower-paid private m e iffuradee (BPMI) or lender-paid private mortgage
insurance (LPMI).*

I1l. CANCELLATION AND TERMINATIO

. OR NON-HIGH RISK
RESIDENTIAL MORTGAGE TRANSACTY®

A. Borrower Requested Cancellation

A borrower may initiate cancellation of PMI coverage by submittinSya wadften rcQuest to the servicer.
The servicer must take action to cancel PMI when the cancellation d which is when the
principal balance of the loan reaches (based on actual payments) or is eduled to reach 80

percent of the “original value,” irrespective of the outstanding balance, based upon the initial

2 . . . . . .
For purposes of these procedures, “refinancing” means the refinancing of loans any portion of which was to provide financing for the

acquisition or initial construction of a single-family dwelling that serves as a borrower’s principal residence. See 15 USCC 1601 et. seq. and
12 CFR 226.20.

For purposes of these procedures, junior mortgages that provide financing for the acquisition, initial construction or refinancing of a
single-family dwelling that serves as a borrower’s primary residence are covered.

4 All sections of these procedures and manual apply to BPMI. For LPMI, relevant sections begin under that heading the follow thereafter.

5 .. . . . .

“Original value” is defined as the lesser of the sales price of the secured property as reflected in the purchase contract or, the appraised
value at the time of loan consummation. In the case of a refinancing, the term means the appraised value relied upon by the lender to
approve the refinance transaction.
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amortization schedule (in the case of a fixed rate loan) or amortization schedule then in effect (in the
case of an adjustable rate loan),” or any date thereafter that:

e the borrower submits a written cancellation request;
e the borrower has a good payment history;’
e the borrower is cugtent;® and

e the borrowesfsatisfiesiany requirement of the mortgage holder for: (i) evidence of a type
established in advanee thafithe value of the property has not declined below the original value;
and (ii) certification thdt the borrower’s equity in the property is not subject to a subordinate
lien (12 USC 4902(2)(#4)).

Once PMI is canceled, the Servigermay flot require further PMI payments or premiums more than 30
days after the later of: (i) the date oftswhich the written request was received or (ii) the date on which
the borrower satisfied the evideneegandgeertifigation requirements of the mortgage holder described
previously (12 USC 4902(e)(1)).

B. Automatic Termination

The Act requires a servicer to automatically termiftate PMILfor residential mortgage transactions on the
date that:

e the principal balance of the mortgage is first scheduléd, to reach 78 percent of the original value
of the secured property (based solely on the initial amottizafion sehedule in the case of a fixed
rate loan or on the amortization schedule then in effect in thé€ case of ‘@n adjustable rate loan,
irrespective of the outstanding balance) if the borrower is current; or

e if the borrower is not current on that date, on the first day of the first month following the date
that the borrower becomes current (12 USC 4902(b)).

If PMI is terminated, the servicer may not require further payments or premiums of PMI more than 30
days after the termination date or the date following the termination date on which the borrower
becomes current on the payments, whichever is sooner (12 USC 4902(e)(2)).

The Act includes as an adjustable rate mortgage, a balloon loan that “contains a conditional right to refinance or modify the unamortized
principal at the maturity date.” Therefore, if a balloon loan contains a conditional right to refinance, the initial disclosure for an adjustable
rate mortgage would be used even if the interest rate is fixed.

7 A botrower has a good payment history if the borrower: (1) has not made a payment that was 60 days or more past due within the first
12 months of the last 2 years prior to the later of the cancellation date, or the date that the borrower request cancellation; or (2) has not
made a payment that was 30 days or more past due within the 12 months prior to the later of the cancellation date or the date that the
borrower requests cancellation.

8
The Act does not define cutrent.
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There is no provision in the automatic termination section of the Act, as there is with the borrower-
requested PMI cancellation section, that protects the lender against declines in property value or
subordinate liens. The automatic termination provisions make no reference to good payment history (as
prescribed in the borrower-requested provisions), but state only that the borrower must be current on
mortgage payments (12 USC 4902(b)).

C. Final Termination

If PMI coverage onga residential mortgage transaction was not canceled at the borrower’s request or by
the automatic tegMination jprovision, the servicer must terminate PMI coverage by the first day of the
month immediately followingsdhe date that is the midpoint of the loan’s amortization period if, on that
date, the borrower is/eurredt on the payments required by the terms of the mortgage. (If the borrower
is not current on that dage; PMI should be terminated when the borrower does become current).

The midpoint of the amortization Pperiod is halfway through the period between the first day of the
amortization period established at cohsummation and ending when the mortgage is scheduled to be
amortized. The servicer may notysequite further payments or premiums of PMI more than 30 days
after PMI is terminated (12 USC 4902(g)(3)).

D. Loan Modifications

If a borrower and mortgage holder agree to modify the tefins and conditions of a loan pursuant to a
residential mortgage transaction, the cancellation, tetminatiényor final termination dates shall be
recalculated to reflect the modification (12 USC 4902(d)).

E. Exclusions

The Act’s cancellation and termination provisions do not apply toyesidential ortgage transactions for
which Lender Paid Mortgage Insurance (LPMI) is required (12 USC4905(b):

F. Return of Unearned Premiums

The servicer must return all unearned PMI premiums to the borrower within 45 days after cancellation
or termination of PMI coverage. Within 30 days after notification by the servicer of cancellation or
termination of PMI coverage, a mortgage insurer must return to the servicer any amount of unearned
premiums it is holding to permit the servicer to return such premiums to the borrower (12 USC

4902(F)).

G. Accrued Obligations for Premium Payments

The cancellation or termination of PMI does not affect the rights of any lender, servicer or mortgage
insurer to enforce any obligation of a borrower for payments of premiums that accrued before the
cancellation or termination occurred (12 USC 4902 (h)).
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IVV. EXCEPTIONS TO CANCELLATION AND TERMINATION PROVISIONS FOR
HIGH RISK RESIDENTIAL MORTGAGE TRANSACTIONS

The borrower-requested cancellation at 80 percent LTV and the automatic termination at 78 percent
LTV requirements of the Act do not apply to “high risk” loans. However, high risk loans are subject to
final termination and are divided into two categoties - conforming (Fannie Mae/Freddie Mac-defined
high-risk loans) and nonconforming (lender-defined high-risk loans) (12 USC 4902(g)(1)).

A. ConformingyLoans (Fannie Mae/Freddie Mac-Defined High Risk Loans)

Conforming loans ar¢ thosedoans with an original principal balance not exceeding Freddie Mac’s and
Fannie Mae’s conformingdean limits.” Fannie Mae and Freddie Mac are authorized under the Act to
establish a category of fesidential mortgage transactions that are not subject to the Act’s requirements
for borrower-requested caficellation or automatic termination, because of the high risk associated with
them."” They are, however, subjéct o the final termination provision of the Act. As such, PMI on a
conforming high risk loan mustibe tetminatedyby the first day of the month following the date that is
the midpoint of the loan’s initial amertization schedule (in the case of a fixed rate loan) or amortization
schedule then in effect (in the case of an adjustable rate loan) if, on that date, the borrower is current
on the loan. (If the borrower is not curreéat on thagldate, PMI should be terminated when the borrower
does become current.)

B. Nonconforming Loans (Lender-Defined HighyRisk Loans)

Nonconforming loans are those residential mortgage transactions that have an original principal balance
exceeding Freddie Mac’s and Fannie Mae’s conforming loan limit§. Leénder-defined high risk loans are
not subject to the Act’s requirements for borrower-requested” canéellatiofy or automatic termination.
However, if a residential mortgage transaction is a lender-defthed“high risk loan, PMI must be
terminated on the date on which the principal balance of the meprtgage, dased, solely on the initial
amortization schedule (in the case of a fixed rate loan) or the amortization schedule then in effect (in
the case of an adjustable rate loan) for that mortgage and irrespective ‘Of the outstanding balance for
that mortgage on that date, is first scheduled to reach 77 percent of the origifial value of the property
securing the loan.

Like conforming loans that are determined to be high risk by Freddie Mac and Fannie Mae, a residential
mortgage transaction that is a lender-defined high risk loan is subject to the final termination provision

of the Act.

? The limit was $322,700 in 2003.

' Fannie Mae and Freddie Mac have not defined high-risk loans as of the date of this publication.
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C. Notices

The lender must provide written initial disclosures at consummation for all high-risk residential
mortgage transactions (as defined by the lender or Fannie Mae or Freddie Mac), that in no case will
PMI be required beyond the midpoint of the amortization period of the loan, if the loan is current.
More specific notice as to the 77 percent LTV termination standards for lender defined high-risk loans
is not required under the Act.

V. BAsIC DISCLOSURE AND NOTICE REQUIREMENTS APPLICABLE TO
RESIDENTIAL MORTGAGE TRANSACTIONS AND RESIDENTIAL
MORTGAGES

The Act requires the lendegin a residential mortgage transaction to provide to the borrower, at the time
of consummation, certain disclosufes that describe the borrower’s rights for PMI cancellation and
termination. A borrower may not be |ehargedgfor any disclosure required by the Act. Initial disclosures
vary, based upon whether the trans@€tiod 1s a fixeéd rate mortgage, adjustable rate mortgage or high-risk
loan. The Act also requires that the[borrowef be provided with certain annual and other notices
concerning PMI cancellation and termination. Résidential mortgages are subject to certain annual
disclosure requirements.

A. Initial Disclosures for Fixed Rate Residential Mortgage Transactions

When PMI is required for non-high risk fixed rate mottgages, the lender must provide to the borrower
at the time the transaction is consummated: (i) a written 1nigial am@rtizafien schedule, and (i) a written
notice that discloses:

e The borrowet’s right to request cancellation of PMI, and, based on ghe hitial amortization
schedule, the date the loan balance is scheduled to reach 80 percent of'the original value of the

property;

e The borrower’s right to request cancellation on an earlier date, if actual payments bring the loan
balance to 80 percent of the original value of the property sooner than the date based on the
initial amortization schedule;

e That PMI will automatically terminate when the LTV ratio reaches 78 percent of the original
value of the property and the specific date that is projected to occur (based on the initial
amortization schedule); and

e The Act provides for exemptions to the cancellation and automatic termination provisions for
high-risk mortgages and whether these exemptions apply to the borrower’s loan (12 USC
4903(2)(1)(A)).
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B. Initial Disclosures for Adjustable Rate Residential Mortgage
Transactions

When PMI is required for non-high risk adjustable rate mortgages, the lender must provide to the
borrower, at the time the transaction is consummated, a written notice that discloses:

e The borrower’s right to request cancellation of PMI on (i) the date the loan balance is first
scheduled to reach 30, percent of the original value of the property based on the amortization
schedule thed'infeffect or (i) the date the balance actually reaches 80 percent of the original
value of the propetty basedjon actual payments. The notice must also state that the servicer will
notify the borrower whén either (i) or (ii) occurs;

e That PMI will automatically tefmifiate when the loan balance is first scheduled to reach 78
percent of the original valuggof the property based on the amortization schedule then in effect.
The notice must also state that the borrower will be notified when PMI is terminated (or that
termination will occur when thesdbortgwer beeomes current on payments); and

e That there are exemptions to the cancellationdnd automatic termination provisions for high
risk mortgages and whether such exeémpfionsdapply to the borrower’s loan (12 USC

4903(a)(1(B)).

C. Initial Disclosures for High Risk Resideatial Mortgage Transactions

When PMI is required for high risk residential mortgageitransactions,the lender must provide to the
borrower a written notice stating that PMI will not be requiredibeyodd thédate that is the midpoint of
the loan’s amortization period if, on that date, the borrower is cuffentyon the payments as required by
the terms of the loan. The lender must provide this notice at coosummationdy, The lender need not
provide disclosure of the termination at 77 percent LTV for lendcfydefiied high risk mortgages (12
USC 4903(2)(2)).

D. Annual Disclosures for Residential Mortgage Transactions

For all residential mortgage transactions, including high risk mortgages for which PMI is required, the
servicer must provide the borrower with an annual written statement that sets forth the rights of the
borrower to PMI cancellation and termination and the address and telephone number that the
borrower may use to contact the servicer to determine whether the borrower may cancel PMI (12 USC

4903(2)(3)).

E. Disclosures for Existing Residential Mortgages

When PMI was required for a residential mortgage consummated before July 29, 1999, the servicer
must provide to the borrower an annual written statement that:

Office of Thrift Supervision January 2004 Examination Handbook 1323.7



Consumer Affairs Laws Section 1323
and Regulations

e States that PMI may be canceled with the consent of the lender or in accordance with state law;
and

e Provides the servicer’s address and telephone number, so that the borrower may contact the
servicer to determine whether the borrower may cancel PMI (12 USC 4903(b)).

VI. NOTIFICAION UPON CANCELLATION OR TERMINATION OF PMI
RELATING TORESIDENTIAL MORTGAGE TRANSACTIONS

A. General

The servicer must, notflater than 30 days after PMI relating to a residential mortgage transaction is
cancelled or terminated, notify the Borrower in writing that:"

e PMI has terminated and the'borrower aeslenger has PMI; and

e No further premiums, payments or(other fees'are,due or payable by the borrower in connection
with PMI (12 USC 4904(a)).

B. Notice of Grounds/Timing

If a servicer determines that a borrower in a residentialfmout@age tsansaction does not qualify for PMI
cancellation or automatic termination, the servicer must grovide the borrower with a written notice of
the grounds relied on for that determination. If an appraisal wasdaseddfimaking the determination, the
servicer must give the appraisal results to the borrower. If a botrow@s doesimot qualify for cancellation,
the notice must be provided not later than 30 days following thie latefyof: (i)gthe date the borrower’s
request for cancellation is received; or (ii) the date on which the Borrowegsatisfies any evidence and
certification requirements of the mortgage holder. If the borrower does dot meet the requirements for
automatic termination, the notice must be provided not later than 30%days following the scheduled
termination date (12 USC 4904(b)).

11 . L . . . . .

For adjustable rate mortgages, the initial notice to borrowers must state that the servicer will notify the borrower when the cancellation
and automatic termination dates are reached (12 USC 4903(a)(1)(B)). Servicers should take care that the appropriate notices are made to
borrowers when those dates are reached.
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VIl. DISCLOSURE REQUIREMENTS FOR LENDER PAID MORTGAGE
INSURANCE

A. Definitions

Borrower paid mortgage insurance (BPMI) means PMI that is required for a residential mortgage transaction,
the payments for which are made by the borrower.

Lender paid mortgageginsurange (LPMI) means PMI that is required for a residential mortgage transaction,
the payments fof which até made by a person other than the borrower.

Loan commitment means adprospeetive lender’s written confirmation of its approval, including any
applicable closing conditions,“@f the application of a prospective borrower for a residential mortgage
loan (12 USC 4905(a)).

B. Initial Notice

In the case of LPMI required for a residential mortgage transaction, the Act requires that the lender
provide a written notice to the borrowerimot later than the date on which a loan commitment is made.
The written notice must advise the borrower ofdthe différences between LPMI and BPMI by notifying
the borrower that LPMI:

e Differs from BPMI because it cannot be cancelled by thefborfower or automatically terminated
as provided under the Act;

e Usually results in a mortgage having a higher interest raté"thandit would in the case of BPMI;
and

e Terminates only when the mortgage is refinanced, (as that term isddefinedjin the Truth in
Lending Act, 15 USC 1601 et seq., and Regulation Z, 12 CFR 226:20), paidéoff, or otherwise
terminated.

The notice must also provide:

e That LPMI and BPMI have both benefits and disadvantages;

e A generic analysis of the costs and benefits of a mortgage in the case of LPMI versus BPMI
over a ten-year period, assuming prevailing interest and property appreciation rates; and

e That LPMI may be tax-deductible for federal income taxes, if the borrower itemizes expenses
for that purpose (12 USC 4905(c)(1)).
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C. Notice at Termination Date

Not later than 30 days after the termination date that would apply in the case of BPMI, the servicer
shall provide to the borrower a written notice indicating that the borrower may wish to review
financing options that could eliminate the requirement for LPMI in connection with the mortgage (12
USC 4905(c)(2)).

VIIl. FEES FOR/DISCLOSURES

As stated previgusly,ho fee or other cost may be imposed on a borrower for the disclosures or
notifications required/to be gi¥eh, to a borrower by lenders or servicers under the Act (12 USC 4900).

I1X. CiviL LIABILIT®Y

A. Liability Dependent'Upon Typeyof Action

Servicers, lenders and mortgage insurer§ that violate the Act are liable to borrowers as follows:

e Individual Action

In the case of individual borrowers:

— Actual damages (including interest accruing on'suchfdamagcs);
— Statutory damages not to exceed $2,000;

— Costs of the action; and

— Reasonable attorney fees.

e (lass Action

In the case of a class action suit against a defendant that is subject to Section 10 of the Act, (i.e.,
regulated by the federal banking agencies, NCUA or the Farm Credit Administration):

— Such statutory damages as the court may allow up to the lesser of $500,000 or 1 percent of
the liable party’s net worth;

— Costs of the action; and

— Reasonable attorney fees.
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In the case of a class action suit against a defendant that is not subject to Section 10 of the Act, (i.e.,
not regulated by the federal banking agencies, NCUA, or the Farm Credit Administration):

— Actual damages (including interest accruing on such damages);

— Statutory damages up to $1,000 per class member but not to exceed the lesser of (i)
$500,000; or (ii) 1 percent of the liable party’s gross revenues;

— Costs of thedction; and

— Reasonable attorney fe@s (12 USC 4907 (a)).

B. Statute of Limitations

A borrower must bring an“action wnder the Act within two years after the borrower discovers the
violation (12 USC 4907 (b)).

C. Mortgage Servicer Liability Limitation

A servicer shall not be liable for its failure to comply afith the requirements of the Act if the servicer’s
failure to comply is due to the mortgage insufer’s @f lender’s failure to comply with the Act (12 USC
4907(c)).

X. ENFORCEMENT
The Act directs the federal banking agencies to enforce the Actfunader 12 USC 1818 or any other
authority conferred upon the agencies by law. Under the Act thé'agencies shalé

e Notify applicable lenders or servicers of any failure to comply with th€ Act;

e Require the lender or servicer, as applicable, to correct the borrower’s account to reflect the
date on which PMI should have been canceled or terminated under the Act; and

e Require the lender or servicer, as applicable, to return unearned PMI premiums to a borrower
who paid premiums after the date on which the borrower’s obligation to pay PMI premiums
ceased under the Act (12 USC 4909).
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