Qualified Mortgages: New Regulatory Standards and
Safe Harbor from Liability
By Vincent Di Lorenzo
Introduction
On July 10, 2013 the Consumer
Financial Protection Bureau (CFPB)
issued a final rule1 amending its
earlier regulations defining and
implementing the ability-to-repay
requirements of the Dodd-Frank Act.
The July 10th release clarified and
amended final regulations that had
been issued on January 10, 2013.2 The
effective date of the regulations is
January 10, 2014.
In 2011 I authored an article
describing the new mortgage underwriting requirements imposed
by the Dodd-Frank Act.3 That article
identified four areas of unfinished
business—issues that the Act allowed or required to be addressed in
regulations to be formulated by the
CFPB. These issues were: (a) imposition of regulatory requirements
further limiting creditors’ discretion
in making underwriting decisions
regarding borrowers’ ability-to-repay;
(b) possible exemptions to required
underwriting criteria imposed by the
Act aimed at promoting affordable
housing; (3) the type of protection
from liability provided by the Act’s
presumption of compliance granted
to “qualified mortgages”; and (4)
the additional underwriting requirements to be satisfied to avoid the risk
retention requirements for securitized loans. This article discusses the
CFPB’s resolution of the first three of
these issues in its final regulations.
The last of these issues has yet to be
settled by the federal regulators.
For real estate practitioners,
resolution of these issues finalizes
the underwriting standards that will
become prevalent among creditors.
These standards are discussed in Part
One of this article. In addition, the
CFPB’s clarification of the presumption of compliance afforded quali-

fied mortgages raises the issue of the
nature of liability creditors may face
for failure to satisfy the Act’s underwriting requirements. This issue is
explored in Part Two of this article,
and includes a discussion of the new
defense granted to borrowers in foreclosure actions.

Part One—Final Underwriting
Requirements
The Dodd-Frank Act imposed on
all creditors originating residential
mortgage loans a duty to make “a
reasonable and good faith determination…the consumer has a reasonable ability to repay the loan….”4
It provides that a determination
“shall include consideration of the
consumer’s”:
• credit history,
• current income,
• expected income the consumer is reasonably assured of
receiving,
• current obligations,
• debt-to-income ratio or the residual income after payment of
non-mortgage debt and mortgage related obligations,
• employment status, and
• financial resources other than
the consumer’s equity in the
dwelling that secures repayment of the loan.5
In addition, the creditor must verify
the income or assets it relies upon
to determine repayment ability.6 No
particular factor is required to be the
basis for the creditor’s underwriting
decision, and there is no quantitative
limit on underwriting such as a maximum debt-to-income ratio.
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The Act provides that a creditor
or assignee “may presume” the loan
has met the ability-to-repay requirement if it is a “qualified mortgage.”7
The CFPB was authorized to determine the nature of that presumption.
The statute imposes certain requirements and prohibitions for qualified
mortgages, but also provides that a
qualified mortgage must comply with
“any guidelines or regulations established by the [Consumer Financial
Protection] Bureau relating to ratios
of total monthly debt to monthly
income or alternative measures of
ability to pay regular expenses after
payment of total monthly debt….”8
The 2013 CFPB regulations impose a
maximum 43 percent debt-to-income
(DTI) ratio for a loan to be a qualified
mortgage.9
For a loan to be a qualified
mortgage it must satisfy certain
product limitations and requirements
contained in the Act itself.10 These include: (a) a term that does not exceed
30 years; (b) points and fees that do
not exceed 3 percent; (c) a prohibition on interest-only, negative amortization, or balloon-payment loans,
except for a limited authorization for
balloon loans held in portfolio and
extended predominantly in rural or
underserved areas.11
In addition, the 2013 CFPB regulations limit, somewhat, the bases
for underwriting decisions in order
for a loan to be a qualified mortgage.
Unlike the possible seven factors, discussed above, which may generally
be considered by a creditor to determine a borrower’s ability to repay,
the CFPB regulations require that
underwriting be based on a consideration of the consumer’s (a) current or
reasonably expected income or assets
other than the value of the dwelling
that secures the loan, and (b) current
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debt obligations, alimony and child
support.12 Finally, qualified mortgages are subject to the 43 percent
maximum debt-to-income ratio.
The regulations do not impose
a maximum loan-to-value ratio, and
they do not require a minimum credit
score or require creditors to obtain or
consider a credit score.13 However,
a maximum loan-to-value ratio may
later be imposed by federal regulators, but only if originators seek to
avoid the risk retention requirements
of the Dodd-Frank Act.14
In addition, the Dodd-Frank
Act allows the CFPB to prescribe
regulations that “revise, add to, or
subtract from the criteria that define
a qualified mortgage upon a finding
that such regulations are necessary
or proper to ensure that responsible,
affordable mortgage credit remains
available to consumers….”15 The 2013
CFPB regulations create a temporary category of qualified mortgages
(maximum of seven years) for loans
that satisfy the underwriting requirements of a loan eligible to be
purchased, guaranteed, or insured
by Fannie Mae or Freddie Mac, the
Department of Housing and Urban
Development, the Department of
Veterans Affairs, the Department of
Agriculture, or the Rural Housing
Service.16 The exemption extended
to loans purchased or guaranteed by
Fannie Mae or Freddie Mac exists as
long as they are operating under the
conservatorship or receivership of the
Federal Housing Finance Agency. The
exemption extended to loans insured
or guaranteed by the enumerated
federal agencies exists until each
agency promulgates its own qualified
mortgage standards and such rules
take effect. In any event, the temporary exemption expires seven years
after the effective date of the CFPB
regulations, namely on January 10,
2021. The loans need only be eligible
for purchase, guarantee or insurance.
They need not be actually sold, guaranteed, or insured, and they are not
subject to the maximum 43 percent
DTI ratio.
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Finally, the 2013 CFPB regulations grant creditors making qualified
mortgages a safe harbor17—i.e., they
receive the benefit of a conclusive
presumption of compliance with the
Dodd-Frank Act’s ability-to-repay
requirements. This is true as long as
the loan is not a “higher priced” loan,
defined as a loan with an annual percentage rate that exceeds the average
prime offer rate for a comparable first
mortgage transaction by 1.5 percentage points or more.18 Higher priced
qualified mortgages receive a rebuttable presumption of compliance. The
CFPB opined that the higher pricing
was not only indicative of a higher
level of risk, but also that a borrower would be more vulnerable.19 It
therefore was not willing to provide
higher-priced qualified mortgage
loans a conclusive presumption of
compliance with the ability-to-repay
requirements.
If a loan does not have the protection of a conclusive presumption
of compliance with the ability-torepay requirements, the borrower
can submit evidence that, based on
information available to the creditor,
the borrower would have insufficient
residual income or assets other than
the value of the dwelling to meet living expenses at the time of consummation.20 This is an interesting basis
for imposition of possible liability
since creditors are not required to consider residual income when satisfying
underwriting standards imposed for
qualified mortgages or the standards
imposed generally for determinations of ability to repay. However, the
determination of insufficient residual
income is based on “information
available to the creditor,”21 including
any recurring and material non-debt
obligations of which “the creditor
was aware at the time of consummation.”22 These are terms that will
require clarification.
If creditors fail to comply with
the Dodd-Frank Act’s ability-to-repay
requirements they, and assignees of
the loan, are at risk of liability. For
creditors and assignees, an important

issue is the nature of the potential
liability they might face.

Part Two—Creditors’ Exposure
to Liability
Recoverable Damages
The CFPB summarized the
potential liability that an originator
or assignee may face for violation of
the ability-to-repay requirements. It
consists of:
…special statutory damages equal to the sum of
all finance charges and
fees paid by the consumer,
unless the creditor demonstrates that the failure
to comply is not material;
actual damages; statutory
damages in an individual
action or class action, up
to a prescribed threshold;
and court costs and attorney fees that would be
available for violations of
other TILA provisions.23
The prescribed threshold for
statutory damages in an individual
action is “not less than $400 or greater
than $4,000.”24 There is a three-year
statute of limitations that applies to
individual or class actions for damages for violation of the ability-to-repay
requirements.25 The three-year period
begins to run on “the date of occurrence of the violation.” Thereafter, the
potential liability faced by the creditor or assignees changes significantly,
as discussed below.
Recoupment or Setoff as a Defense
The Dodd-Frank Act created a
second vehicle for potential liability
on the part of creditors or assignees.
It provided consumers with a “defense” in a judicial or nonjudicial
foreclosure action subject to no time
limit. The defense created by the statute is “by recoupment or set-off….”26
The amount of recoupment or set-off
after expiration of the otherwise applicable three-year statute of limitations is limited to the finance charges
and fees paid by the consumer during
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the first three years of the loan.27 This
is a significant limitation of liability. However, within the three-year
statute of limitations, the defense by
way of recoupment or set-off would
allow a consumer to recoup or set-off
the actual damages, special statutory
damages, statutory damages up to a
prescribed threshold, and court costs
and attorney’s fees.28

fied mortgage provision for loans
eligible to be purchased by Fannie
Mae or Freddie Mac.31 In addition,
Fannie Mae and Freddie Mac will no
longer purchase a loan that is subject
to the ability-to-repay requirements if
the loan is not fully amortizing, has a
term longer than 30 years, or includes
points and fees in excess of three
percent of the loan.

Civil Penalties

The repurchase or indemnification risk is not a new risk introduced
by the Dodd-Frank Act and the
CFPB’s ability-to-repay regulations.
What is interesting, however, is the
relevance of a demand or agreement
to repurchase to a determination that
the loan still enjoys qualified mortgage status. This issue was addressed
by the CFPB in its July 10, 2013 regulations. The Bureau noted that “the
mere fact that a demand has been
made, or even resolved, between a
creditor and government-sponsored
enterprise or agency is not dispositive with regard to qualification of
the loan as a ‘qualified mortgage.’”32
Rather, any evidence that may be
brought to light in the course of a particular demand is relevant in assessing whether the loan was a qualified
mortgage at consummation.33

In addition to liability in an
action brought by a consumer, or defense raised by a consumer in a foreclosure action, there is the potential
for civil liability in an administrative
action. The Dodd-Frank Act extended
the potential civil money penalty
provisions of the federal banking
laws to violations of “any provision of Federal consumer financial
law[s].…”29 Such potential penalties
are in an amount: (a) not to exceed
$5,000 per day for any violation (first
tier penalty); (b) not to exceed $25,000
per day for recklessly engaging in
a violation of a Federal consumer
financial law (second tier penalty); or
(c) $1 million per day for any violation that occurs “knowingly” (third
tier penalty).30
Repurchase or Indemnification
A loan that is eligible to be purchased, guaranteed, or insured by
government-sponsored enterprises
or agencies is a qualified mortgage
during a temporary period not to
exceed seven years. In recent years,
government-sponsored enterprises
and agencies have forced creditors
to repurchase loans they have purchased or indemnify the agency for
an insurance claim. The repurchase
or indemnification obligation may be
triggered, among other reasons, by
loan characteristics that make them
ineligible for purchase, guarantee, or
insurance.
On May 6, 2013 the Federal
Housing Finance Agency directed
Fannie Mae and Freddie Mac to limit
mortgage acquisitions beginning
January 10, 2014 to loans that meet
the requirements for a qualified mortgage, including the temporary quali-

An Evaluation
The most significant, potential
risk of liability faced by creditors or
assignees for failure to comply with
the ability-to-repay requirements is
the defense by way of recoupment or
set-off in a foreclosure action. While
individual actions to recover actual
and statutory damages are possible,
they are unlikely to be commenced
by borrowers that are not in default.34
Civil penalties are always a potential
risk in an action commenced by the
CFPB. In the past, the federal banking
agencies were not likely to impose
such penalties in cases of imprudent
mortgage lending practices, in part
because compliance was sought
through informal and formal agreements with lenders to modify lending
practices and not through imposition
of civil penalties. It is not clear yet if
the CFPB will continue this practice.
In any event, the potential penalty
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would be $5,000 per day unless the
creditor knowingly or recklessly
failed to comply with the ability-torepay requirements.
The potential liability of creditors
through the newly created defense
by way of recoupment could be
significant. Recoupment would be
not only for statutory damages and
special statutory damages, as well as
attorney’s fees, but also for all actual
damages sustained by the borrower
for the creditor’s failure to make a
reasonable and good faith determination that the borrower had the
reasonable ability to repay the loan.
In a mortgage transaction that results
in foreclosure, such actual damages
would include loss of borrower’s
equity in the home and impairment
of the borrower’s credit due to the
default and foreclosure, as well as
other actual losses sustained.
This conclusion is subject, however, to three significant caveats. First,
actual damages are not recoverable
if the foreclosure occurs, and the
defense is sought to be raised more
than three years after the “occurrence
of the violation.”35 Second, in nonjudicial foreclosure states the borrower would be required to initiate
a judicial action. Whether an action
is initiated depends, in part, on the
borrower’s ability to obtain legal
representation. Available evidence
of claims under laws potentially
analogous to the CFPB’s ability-torepay regulations, such as the Home
Ownership and Equity Protection
Act and state anti-predatory lending
laws (which also provide for assignee
liability), indicates claims have been
very infrequent.36 Third, while claims
are potentially more frequent by way
of the defense of recoupment in a
judicial foreclosure action, the CFPB
has itself recognized that only a small
percentage of borrowers contest foreclosures and an even smaller percentage do so with the benefit of legal
representation.37 Finally, to succeed
the borrower would be required to
prove the creditor violated the general ability-to-repay requirements.38
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this conclusion depends on creditors’
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indicates that risk is likely small. Of
course, only future experience will
confirm or disprove that conclusion
based on the frequency with which
the new defense in foreclosure is
asserted and on the CFPB’s enforcement policy with respect to the
ability-to-repay requirements.
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