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Re: Proposed Interagency Guidance on Nontraditional Mortgagpe
Products 70 I'R. 77249 (December 29, 2005)

[Dear Ms, Johnson:

Countrywide Fipancial Corporation. on behall of its subsidiaries Countrywide Home Loans, Inc,
and Countrywide Bank, MNAL ("Countrywide”) is pleased 1o offer comments on the proposed
Interagency Guidance on Nontraditional Mortgage Products (“the Proposal™). The Proposal
clearly demonstrates substantial effort on the part of the federal banking regulators (“the
Agencies”) to provide direction on effectively assessing and managing the risks associated with
“interest only™ and “payment option” adjustable-rate mortgages (“ARMs™). Countrywide agrecs
thal the risks associated with residential mortgage toans of all types need to be carefully
assessed. monitored and managed. However, we do not believe that the risks associated with
these particular loan products justify the specific and prescriptive guidance proposed by the
Apencies.

Chur comments on the Proposal are divided inte three parts: general comments regarding the
appropriatencss of the proposed guidance: specific responses to gquestions raised by the Agencies
i the Supplementary Information: and finally, specific comments on key sections of the
*roposal.

1. General Comments

Existing safety and soundness guidance, applicable to all federally regulated banks, provides
sufficient guidance on mitizating the rish associated with all types of mortgage lending,
including the products addressed by the Proposal.  No additional guidance is needed.
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Existing law and regulaton already provide a comprehensive lramewaork for the risk
management and underwriting prineiples articulated in the Proposal, Section 39 of the Federal
Deposit Insurance Act, 12 USC Section 1831-p requires each lederal banking agency to
prescribe standards for various matters, including asseét quality, internal controls, loan
documentation and credit underwriting, as well as such other operational and managerial
standards as the agency determines to be appropriate {collectively, the “FDICIA Standards™).
Fach of the Agencies has issued standards in the ¢ited areas. The FDICTA Standards that relate
to lending risk management and underwriting apply 1o all loans and not merely w the loan
products characterized by the Agencies in the Proposal as “nontraditional.” The FDICIA
Standards have the added benelit of establishing a series of corrective actions that the Agencies
can take in the event of noncomplhiance,

Given that an inter-agency framework already exists for managing real estate lending risk for
banks in a sale and sound manner, and that the Agencies have already established a method [or
enforeing compliance with the standards. it appears that the “loan terms and underwriting
standards™ and “portfolio and risk management practices”™ sections of the Proposal are
UNNCCCSSAry.

Interest-only and payment option adjustable mortgages have been tested in previous economic
cycles and are fundamentally sound foan products. In the absence of duta indicating that
existing underwriting standards and practices for these products do not adeguately protect
[financial institutions, the Proposal’s prescriptive approach appears excessive and will inhibit
Sfuture innovation in the marketplace.

The Proposal defines as “nontraditional™ interest-only mortgages and “payment option” ARMs
even though lenders have successfully offered these products since the early 1980s, and through
many different market eveles. The innovative primary mortgage market is continually
developing loan products and features initially deemed “nontraditional™ but which quickly
become widely accepted as benelicial product offerings. The Proposal cites no empirical data 1o
eslablish that interest only and payment option products have increased delingueney or
foreclosure characteristics. or have caused increased loss to institutions that have originated or
lield such leans. In the absence of such data, we are concerned that certain aspects of the
Proposal could unnecessarily have the elfect of inhibiting innovation in the mortgage industry
and reducing the affordability of housing.

As the Agencies have recognized in the Proposal, many of the risks associated with these
products also exist in other ARM products which are currently managed effectively by prudent
lenders under existing Agency standards. We believe that the additional risks associated with
deferred principal amortization and the potential negative amortization can also be elfectuively
managed by utilizing statistically based automated underwriting systems scorecards and by
proper portiolio management emploving risk adjusted and capital allocation approaches,

The Proposal does not recognize that interest-only and payment option ARM products are
distinetly different from one another both in terms of function and underwriting standards.
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The Proposal does not differentiate between interest-only and payment option ARMs with
respect to underwriting and risk management standards even though these products are struciured
and designed to meet different borrower needs and preferences. Interest-only loans are clearly
intended to be an affordability product. allowing borrowers to qualify with a lower non-
amortizing payment. This lower payment is applicable for an extended term - Countrywide
offers products with interest only terms ranging from 3 years 1o 15 vears, Given tvpical loan
durations. lixed term interest-only payment periods meet consumer needs while limiting the
likelihood of exposure to unmanageable pavment increases. Interest-only products do not resultl
in an increase to the principal amount of the loan.

In contrast. payment option ARMs are designed 10 provide borrowers additional pavment
Mexibility over the life of the loan, These products offer options to homeowners with fluctuating
incomes including the self-employed and borrowers whose incomes are bonus-driven. The
product allows homeowners 1o access equity in the short tlerm without incurring refinancing fees.
Unlike the interest only product, however. the borrower is qualified using a fully amortizing
payment at the fully indexed rate (or a predetermined interest rate, whichever is greater). While
this product has the potential 1o increase the principal loan amount, the horrower is qualified
from the start to make a payment that 15 greater than the amount that would allow the loan 10
negatively amortize.

By applying the same standards to these very different produets, the Proposal will have the effect
of unnecessarily limiting the availability of products that have benefited many borrowers. 11 the

Agencies believe puidance is needed to address these products, it must recognize the distinctions
and tailor guidance accordingly.

Issuing the proposed guidance would create a dual market for these products: one governed
by the detailed risk management, underwriting and consumer disclosure standards of the
Agencies, and the other driven by the dictates of the secondary morteage market.

This dual market will inhibit product innovation and fexibility in the federally regulated sector,
as these institutions will become constrained by prescriptive, product-related guidance while the
non-regulated sector will be able to respond more quickly 1o market risks and opportunities. The
Proposal would require lenders w apply inflexible rules in determining when certain features can
be offered with these products. e.g.. reduced documentation. We note that if these restrictions
are mandated based on prime lending standards, it will limit the ability of federally regulated
entities to offer these as prime products and more significantly, will almost eliminate the ability
te offer them as subprime products. The result will be a subprime market once again dominated
by nonregulated lenders, The reality is that eredit and market risk are inextricably linked
together in any individual mortgage loan. Lenders must be allowed w manage the interplay of
credit and market risk without the artificial restrictions drawn by the Agencies.

We believe withdrawal of the Proposal is the best approach to prevent the evolution of a dual
market. However, should the Agencies move [orward with the Proposal, we would recommend
that the risk management and underwriting portions of the Proposal be revised to contain explicit
acknowledgement that the risk profile of a lender who effectively transfers the economic risks of






