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I ntroduction

The Department of Housing and Urban Development (HUD) has requested comment on
proposed amendments to its regulations implementing the Red Estate Settlement Procedures Act
(RESPA).! The gtaffs of the Bureau of Consumer Protection, Bureau of Economics, and Office of
Policy Planning of the Federd Trade Commission (the “FTC daff”) offer the following comments to
assig HUD inits rulemaking.

The Federd Trade Commission has wide-ranging respongibilities concerning nearly al segments
of the economy, including jurisdiction over most non-bank entities. As part of its mandate to protect
consumers, the Commission enforces, among other laws, the Federal Trade Commission Act (FTC
Act), which prohibits unfair or deceptive acts or practices in or affecting commerce, as well as other
laws affecting financid practices, induding the Truth in Lending Act (TILA), and the Home Ownership
and Equity Protection Act (HOEPA), an amendment to the TILA.? The Commission has brought
nuMerous cases in the mortgage lending area In addition to enforcement responsibilities, the
Commission aso responds to many requests for information about credit issues and consumer financia
laws from consumers, indudtry officids, state law enforcement agencies, and the media. The FTC daff
has a'so commented on numerous state and federd lawsin the red edtate area’

Through the proposed changes, HUD is seeking to improve the settlement process for
consumers and to enhance competition in severd respects® The FTC staff supports initiatives to
amplify the settlement process and to foster competition in the market for settlement services, and its
expertise in both economics and consumer protection, as well as its experience in enforcing laws
affecting financia practices, make the saff uniquely well stuated to offer commentson HUD's



enhance consumer comprehension of the mortgage process once the changes are adopted. We aso
recommend that HUD augment them with comprehensive consumer education aimed at borrowers of
al income and education levels, as well as business education for the mortgage industry.

Spedificaly, the FTC staff has the following four primary comments on HUD' s proposal:®

<

The proposed regulations would remove regulatory barriersto dlow lenders and other entities
to offer packages of settlement services under certain circumstances. The FTC dtaff supports
HUD' sinitiative to encourage packaging of settlement services by providing packagers a safe
harbor from certain RESPA lighility if they abide by the regulations. The FTC gaff believes
that thiswill enhance competition and will ultimately lower the cogts of settlement servicesfor
consumers.

HUD proposes addressing the issue of mortgage broker compensation and changing the way in
which lender payments to mortgage brokers, including those called “yield spread premiums’

(Y SPs), are recorded and reported to consumers. Under the proposed rules, Y SPswould be
disclosed to consumers as payments by the lender to the borrower, and the broker would thus
receive al of its compensation directly from the borrower. FTC gtaff encourages HUD to
conduct consumer research to determine the effectiveness of the proposed disclosure.

HUD amsto improve its Good Faith Estimate (GFE) settlement cost disclosure to make the
GFE easier to use.” The proposed new GFE groups charges by category and eiminates
duplicative categories of fees. The FTC gaff supports efforts to smplify the GFE and improve
the forms provided to consumers. The FTC daff, however, believes that the GFE form could
be improved and thus supports HUD’ s plan to revise the form and test it with consumers.
Additiondly, because the new forms adone will not suffice to educate consumers about the
complexities of shopping for mortgages and settlement services, daff dso bdieves that the new
regulations should be accompanied by sgnificant consumer and business education.

HUD'’ s proposed regulations aim to incresse the certainty of the cost estimates provided to
consumers on the GFE and the aternate form provided in connection with settlement packages.
The FTC gaff believes that the cost estimates provided on these disclosures can be firmer if
HUD makes certain modifications to the proposed rule.

. Disclosure of Mortgage Broker Compensation (Including Yield Spread Premiums)

A. Introduction

One of the mgjor changes proposed by HUD isanew set of reporting requirements for

compensation paid by lenders to mortgage brokers. According to HUD:



[ The proposed rule] would first fundamentally change the way in which
mortgage broker compensation is reported by requiring, in adl loans originated
by mortgage brokers, that any payments from alender based on a borrower’s
transaction, other than the payment for the par value of the loan, including
payments based upon an above par interest rate on the [oan (payments
commonly denominated “yield spread premiums’), be reported on the Good
Faith Estimate (and the HUD-1/1A Settlement Statement) as alender payment
to the borrower 2

HUD hopes that this disclosure (“mortgage broker compensation disclosure’) will help
consumers shop more effectively and lead to areduction in mortgage fees paid by consumers.
Although the FTC staff supports HUD’s goa of making mortgage shopping essier, we urge HUD to
engage in consumer research to ensure that the disclosure provides consumers useful information in an
easly understandable format. Finaly, the new disclosure applies to only one sector of the mortgage
market — mortgage brokers. HUD's Economic Andysisitsdlf indicates that the mortgage origination
market is highly competitive, including the mortgage broker sector.® It is unclear, therefore, whether
and how the new disclosure would lead to a more competitive playing field or why the sgnificant
transfer from brokers to consumers estimated by HUD would occur.©

B. Definition of Yield Spread Premiums (Y SPs)

Although HUD'’ s reporting requirement would apparently apply to al compensation paid from
lenders to mortgage brokers, one of the largest types of such paymentsis caled “yield spread
premiums.” According to HUD’s proposdl, Y SPs are defined as follows:

Where brokers receive a payment for compensation from someone
other than the borrower, most commonly the lender, it is called indirect
compensation. Such indirect compensation from lendersis ordinarily
based upon an above market interest rate on the loan entered into by
the broker with the borrower. Thistype of compensation is often
referred to asa“yidd spread premium,” (Y SP) though it sometimes
shows up under adifferent labd, eg. servicing release premium.

Although not entirely clear, based on HUD’ s definition, it appearsthat a'Y SP could be thought
of asapotentid “mark-up” over the lowest wholesde price available from a given lender for a pecific
loan.®2 For example, if amortgage broker ddlivers aloan to alender a an interest rate higher than the
minimum necessary to obtain that loan, he receives a premium amount based upon the given amount of
principa reflecting the difference in interest rates. The extent to which the premium is passed on to the
mortgage originator might differ acrosslenders. Some lenders might pass part of the difference long
(reserving part of the difference as compensation to the lender); others might pass adong the full
difference. Premiums received by mortgage brokers can, in turn, be passed through to borrowers.’®



The extent to which Y SPs are passed along to consumers might differ across lenders and might
depend, in part, on whether consumers negotiate for the best deal and aso upon the leve of
competition in the market.**

Under current HUD rules, mortgage brokers must report the existence of Y SPsto consumers
as“Paid Outside of Closing” (P.0O.C.)."°> Lendersthat do not mest HUD’s definition of a“mortgage
broker” are not currently required to report the presence of Y SPs, even though such lenders might be
making loans with above par interest rates and earning Y SPs without crediting them to the borrower to
reduce up-front costs.*® The Notice explains that current regulations do not require lendersto disclose
indirect fees, and lenders would continue to be exempt from Y SP (or other indirect compensation)
disclosures under HUD' s proposed new rule.t’

C. Potential Benefits and Costs of Y SPs

A potentia benefit of Y SPs, as described in the HUD Notice, is that they enable borrowers to
pay out less cash & closing in exchange for a higher interest rate, leading to higher monthly payments
over thelife of amortgage.’® This option can be particularly beneficid for consumers without
substantial cash reserves, who wish to spread the high transaction cost of obtaining a mortgage loan
over time. Borrowers who do not intend to hold the mortgage for along time may aso wish to invest
less cash up front. In addition, some experts have noted that in refinancing transactions “ closing costs
are tax-deductible if paid ininterest asayield soread premium, but not if they are paid in cash at
settlement. For these borrowers, the yield spread premium . . . can be advantageous because it makes
their dosing costs deductible.”°

HUD notes some potentia concerns that have been raised about Y SPs. “Consumer advocates
assert, however, that al too frequently brokers place borrowersin an above par rate loan without the
borrower’ s knowledge, provide the borrower with little or no benefit in the form of reduced up front
cogts, and use the Y SP payment solely or primarily as a means of increasing their total
compensation.”® In addition, according to HUD there is a concern that “many brokers are perceived
by borrowers as shopping on their behdf for the best loan to meet the borrower’ sneeds. This
perception frequently deters borrowers from shopping for the loan originator and mortgage product that
best meets their needs.”*

HUD noternstbove parey enable borrow5d arryves, waking loans wit in an aere coukingvaily






dispersion,® empirica studiesindicate that price dispersion is common in retail markets (including
markets where entry is relaively easy and economic profits are rare),® and that the extent to which
consumers shop for low prices helps to explain why some consumers pay less than others, al ese
constant.?” Given the description in HUD’ s Economic Analysis of a market characterized by easy entry
and exit, and little economic profit,?® it gppears that such price dispersion is probably explained, in part,
by imperfect information and alack of consumer search.

Avallable empiricd evidence indicates that consumers vary greetly in the extent to which they
search for mortgages. Most consumers shop extensively, but a substantia minority of consumers
contact only one mortgage source® Surveys further indicate that some consumers may be confused by
mortgage terms.* The FTC gaff believes that a better understanding of how consumers use
information on mortgage terms could lead to disclosures that are more helpful to consumers in shopping
for amortgage that suits them best.

The FTC gaff recognizes, however, that the optima amount of search for any individua



The effects of the mortgage broker compensation disclosure on a consumer’ s decision about
which mortgage is best suited to his or her needs would gppear to be harder to determine. Consumers
typicaly are interested in the price and qudity of aproduct or service, rather than the amount of profit a
sler might receive. An inefficient firm congtrained by competitive markets may have high costs and
low compensation. Similarly, it is possible that more efficient firms can offer relatively low prices and
earn rdaively high compensation.®* If consumers misinterpret lower sdller compensation as being an
indicator of less expensive mortgages then they may make different choices than they would make
without this misunderstanding.

A key issue is whether a disclosure that focuses on loan originator compensation would confuse
consumers and lead them to misinterpret the overal cost of atransaction. For example, oneloan could
have areatively high broker compensation but arelatively low overdl net origination fee. If consumers
focus more attention on broker compensation than on the net origination fee, it is conceivable that they
might come to an erroneous conclusion about the loan’s overdl costs. Such misunderstanding might
occur even if dl originators are required to disclose Y SPs and other broker compensation. Therefore,
consumer research on how the disclosure of compensation affects comparisons among loans would be
desrable.

In the HUD proposal, compensation disclosures are required only for brokers but not other
mortgage originators, which could be especidly confusing to some consumers. HUD' s Economic
Andysisrecognizes this posshility. The Economic Anays's describes how settlement costs might be
disclosed in two transactions, and these are summarized in two tables® The first table provides
sylized excerpts from a GFE that might be presented from alender. The second table provides
stylized excerpts from a GFE that might be presented from a mortgage broker. 1n both transactions the
net origination charge and total settlement codts are the same.




NET LOAN ORIGINATION CHARGE $1000
C-K (OTHER SETTLEMENT COSTS) $4000
TOTAL SETTLEMENT COSTS $5000

HUD’ s Economic Andysis sates.

A knowledgesble shopper would ignore [lines] A and B and go to the origination fees
subtota to see the originator segment of the cost of thisloan, as shown by the “NET
LOAN ORIGINATION CHARGE” in Tables1 and 2. It would be the same for the
lender and the broker, $1,000. In other words, putting the $1,000 NET near the top
of [the] GFE means that shoppers will not be confused between lender and broker
GFEs and their respective offers®

HUD gtates that through these disclosures it wishes to facilitate price comparison (i.e., hep
consumers choose the least expensive loan). However, HUD’ s Economic Analysis notes that
knowledgeable consumers seeking the best price would ignore the disclosure of the yield spread
premiuminlines A and B. It dso acknowledgesthat if alender directs a borrower’ s attention to the
“Origination Fees,” aborrower might be persuaded that aloan with higher “Net Loan Origination
Charges’ and higher “Tota Settlement Cogts’ isless expensive than abroker’s loan with lower such
charges. HUD’ s Economic Andyss suggests that some borrowers might “ make the error of focusing
on the interest rate dependent payment” — instead of on other cost disclosures — and that some
borrowers might favor big lender payments to borrowers®

The FTC gaff concurs with the Economic Analysis's concerns about consumer comprehension.
If these disclosures are to facilitate price comparison, we believeit isimportant for HUD to study
whether consumers will understand that the net cost to them would be the same in either the lender
transaction or the mortgage broker transaction.®® Of course, al disclosures about origination fees and
other settlement costs should be presented in amanner that minimizes the possibility of consumer
misinterpretation. Further research is therefore needed to assess the likely effect of the mortgage
compensation disclosure on consumer understanding of the net costs of mortgage transactions and how
such adisclosure can be crafted to minimize consumer confusion.®

F. Possible Effects on Competition of the Shopping Disclosure and the Y SP
Disclosure

Any effects of the new disclosures on competition will depend on: (1) the current Sate of
competition, and (2) the effect of the disclosure on consumers gbility to determine which mortgeges are



most advantageous for them. An independent andysis of the state of competition in the home mortgage
market is beyond the scope of this comment. However, HUD’ s Economic Andysis presents afairly
extensive description of the market, based on severd recent studies®

According to HUD’ s Economic Andlyss, the supply side of the prime mortgage market is very
compstitive and efficient. Mortgage brokers, which were rare before 1980, are now reportedly
responsible for generating as much as 65 percent of totd originations. The Economic Anaysis reports
that Morgan Stanley finds “little evidence of economies of scae in mortgage origination and cites
evidence that brokers are more efficient originators than mid-size lenders”**  The Economic Andysis
aso reports that “[g]iven the commodity-like nature of mortgages and the price sengtivity of
consumers, Morgan Stanley sees the cost savings from technology advances being quickly passed
through to consumers, with little increase in lenders profits™*?  The Economic Analysis further reports
that “ Olson sees brokers as low-cog, highly competitive firms, vigoroudy competing with one another
and with little opportunity to earn above-norma profits."*3

Overdl, HUD' s Economic Anadyssindicates that mortgage originators have responded quickly
to changes in technology, and that mortgage brokers have gained market share largely because they are
relatively efficient in mortgage originations. Given this picture of the market, there is some question
about the likely net benefits of a disclosure policy that might place grester costs on mortgage brokers
than on other lenders. Absent consumer research, FTC staff cannot predict whether, or to what extent,
asymmetric disclosures of yield spread premiums might lead to mistaken beliefs that mortgage broker
loans are more expensive than lender loans. If brokers choose to change their operations to become
lenders, and thereby lose some of their current efficiencies* this might lead to higher loan costs to
consumers, even for those consumers who diligently comparison shop.®

The proposed GFE would also require mortgage originators to state that they cannot
necessaily offer the lowest pricein the market. This disclosure would seem to prevent offersto “ meet
or beat any competitor’s price.” Such offers are common in retail markets, and provide a mechanism
for sgnding that a competitor offerslow prices. To the extent that such claims can promote price
competition and lower prices, it would not be in the public interest to adopt such prohibitions.

G. Recommendation on Y SP and Other M ortgage Compensation Disclosures

The FTC gaff supports HUD’ s goal to make mortgage shopping easier. Decreasesin search
costs or increases in the expected benefits of search could make the aready competitive market even
more so.

Information about the margind costs and benefits of shopping can be helpful to consumers. The
FTC gaff is concerned, however, that prominent emphasis of the Y SP and other compensation for
mortgage brokers might inadvertently burden consumers and compstition. If information on broker
compensation were essy to provide in away that would not midead consumers, there would be little



harm from the disclosure, other than the cost, and some potentia benefit. For example, consumers
might benefit if “non-shoppers’ who are made aware of the actuad broker compensation use this
information to search for more competitive terms or to negotiate more aggressively with the mortgage
broker. But the compensation disclosure might also distract consumers from the “Net Origination
Charge’ and thereby midead them about the cogts of the loan. If this happens, consumers might make
their decisions based upon aless accurate rather than a more accurate understanding of the information.
In addition, to the extent that HUD’ s Economic Analysis suggests that mortgage brokers represent a
growing and relatively efficient sector of the mortgage origination market, the asymmetric disclosure of
Y SPs might inadvertently raise the costs of rdatively efficient firms and lead to higher consumer prices.

The FTC staff dso supports HUD’ s efforts to conduct consumer research on the proposed
disclosures to estimate their likely effect on consumer comprehension. The FTC dtaff suggests that as
HUD evauates dternatives, it consder whether other disclosures convey information to consumers
more effectively. For example, isthe “shopping disclosure” aone sufficient to dert consumersto the
benefits of additiond information search? In addition, the FTC dtaff suggests consdering whether
further disclosures about the importance of focusing on the “Net Loan Origination Charges’ might be
helpful to consumers. For example, HUD may want to consider an explicit statement, such as
“Compare net origination cogts and interest rates across other originators to find the least expensive
loan for you.” If research shows that the Y SP disclosures confuse consumers, HUD may wish to re-
evauate how the disclosureis presented. For example, a different location or different phrasing might
improve consumer comprehension. Findly, if HUD concludes that prominent mortgage broker
compensation disclosures aid consumer comprehension, HUD may wish to test whether providing
consumers with additiona information regarding compensation for other mortgage lendersincreases
consumer comprehension.  Such information might dso minimize possible negative competitive effects
from only disclosng compensation from one sector of the mortgage origination market. For example,
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The FTC staff supports HUD’ s proposal to alow lenders or others to provide packages of
mortgage loans and settlement services for asingle price and provide a safe harbor for these packages
from Section 8 of RESPA’ s prohibition on referra fees. Mortgage packages can smplify the shopping
process and reduce borrowers search costs. Lower search costs, aswell as volume discounts and
other arrangements between settlement service providers and loan originators, should lead to lower
prices for settlement services and greater efficiency in the production of settlement services. Mortgage
packages should aso lower lenders adminigrative cogts by diminating the need for a detailed
accounting of the costs associated with each [oan.

The safe harbor from the Section 8 prohibitions isimportant because concerns that volume
discounts and other arrangements could be interpreted as violating Section 8 have deterred packaging.
Packaging, rather than aban on referral fees, is aso a better solution to the potential problem of 1oan
originators accepting kickbacks from overpriced settlement service providers. Because loan originators
that offer mortgage packages will pay directly for the settlement services, they will have the proper
incentives to find the lowest-cost providers.

A. The Current Stuation

Currently, shopping for amortgage can be a complicated process. The mortgage and
settlement service options for consumers are diverse, and, in response to demand, new dternatives
become available relatively often. The mortgage and settlement service field can dso involve complex
terminology, with which some consumers may not be familiar. Consumers do not purchase or refinance
homes with the regularity that they may purchase other products and therefore they may ded with these
issuesinfrequently. In addition, the loan and origination costs in mortgege transactions can involve
various types of charges, with the loan price consisting of an interest rate, possibly points, and possibly
anumber of contingency prices, such as adjustable interest rates and prepayment pendties. Loan
originators may charge different types of fees, such as those for underwriting, document preparation,
and document review, which adso do not have standardized (Iet done smple) terminology. Borrowers
must aso purchase various settlement services, such as agppraisd, title search, and title insurance, to
obtain amortgage.

It can, therefore, be time consuming and costly for borrowersto search for dl features of a
mortgage transaction, including all aspects of the loan and settlement services. Some borrowers may
do s0; others may choose to rely on referrds, for example, from their loan originator for many
settlement services. Originators, however, may not dways have strong incentives to refer borrowers to
low-cost settlement providers®® Savvy borrowers may ask for information about settlement service
costs when contacting potentia originators and may consider these costs when they select alender, but
other borrowers may not. In addition, settlement services are likely not the primary products for which
borrowers search. Rather, borrowers may devote more search time to aloan, which itself may bea
secondary consideration if the borrower is aso searching for a home to purchase.

11



Settlement service providers can, of course, so compete to attract consumers. But, to the
extent that some borrowers rely on referrds from lenders and those referrals do not depend mainly on
price, inefficient producers of services may survive if they are able to atract referras through other
means. Asaresult, borrowers may not necessarily obtain low-cost services, and the current Situation
may not be fully efficient.>

B. Benefits of Packaging

Packaging should lead to lower pricesin the market for settlement services, increase efficiency,
and amplify the process for borrowers. Instead of competing for referrals from originators, settlement
service providers would compete directly for the business of the originators, who would purchase the
sarvices. The benefits of any non-price factors would be properly vaued, as the originator and not the
borrower would pay any higher prices associated with them. Moreover, packages might have lower
costs because lenders could devel op longstanding business relationships with settlement service
providers and may be able to achieve efficiencies from conducting a steedy volume of business, which
would be passed on to borrowers.

Packages would aso reduce borrowers search costs when shopping for mortgages. Instead
of considering many different aspects of the cost of a mortgage, and possibly engaging in multiple
searches for the various necessary settlement services, borrowers would have to consider only the up-
front cost and the loan terms. In addition to eiminating any need to search for individua settlement
services, mortgage packages would reduce the complexity of the originators charges. The current
system of complete itemization has led to a proliferation of fees (e.g., fees for document preparation,
document review, document processing, underwriting, and couriers). Asaresult, sophisticated
borrowers must ask originatorsto list dl of their fees, and persstently ask whether there are other fees
when searching for aloan. Less sophigticated borrowers may be unaware of these fees when searching
and only learn about them when they receive aGFE. Thismay betoo laeif they recaive a GFE only
after deciding on alender. The fact that the GFE is an estimate leaves open the possibility that
additional feeswill be assessed at closing. Even without the * guaranteed” feature of packaging,
changes to a single number will be more gpparent to borrowers, and therefore should be less likely.

For those borrowers who currently search for the various settlement services, packaging would
provide alower-cost search option. For borrowers who currently rely on lenders referrals to locate
settlement service providers, packaging would ensure that lenders' incentives when choosing providers
are digned with the interests of the borrowers.

Asdiscussed in HUD' s Economic Andlysis, packaging should aso benefit loan originators. Full
itemization is not only complicated for borrowers, it is codtly to originators. Originators must track the
gpecific costs associated with each |oan, and make sure those costs are properly accounted for on that
loan’'s documentation. Removing this requirement would smplify originators bookkeeping and reduce
their costs.>
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The FTC gaff notes that HUD plans to revise the GFE and GMPA and test the revised forms
with consumers. The FTC gaff believesthis testing will provide vauable input to help craft the find
versons of the GFE and the GMPA forms.

In view of the changes envisoned by the revised rules, aswell asthe existence of adiverse
consumer mortgage market, the FTC staff encourages HUD to support the revised forms with a
comprehensive consumer education program targeted to consumers of al income and education levels.
The education program could include brochures for prospective borrowers and print, broadcast, and
electronic advertisements, aswell as a public relations campaign.
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2. GMP Transactions

HUD’ s proposd sets forth criteriafor GMPs that would provide consumers with alump-sum
price for settlement costs and an interest rate guarantee.®> HUD proposes that for mortgages using a
GMP, the HUD-1 would list the settlement services provided but would not list the charges for specific
sarvices®® The FTC gtaff believesthat this part of the proposal may raise some issues for consumers
and that lenders may need to caculate charges for specific services for compliance purposes under
HOEPA andthe TILA. For example, the costs of certain settlement services are used in determining
whether aloanis, in fact, a high-cost loan covered by HOEPA.® Thus, under the proposed
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For example, it appears that the proposed form only alows lenders to disclose the loan terms
of fixed-rate, fixed-payment mortgages (such as atraditional 30-year loan) and certain types of
adjustable-rate mortgages.”® The FTC saff believes that HUD should revise the disclosure so that
lenders are able to disclose clearly the loan terms for dl types of mortgages, such as graduated payment
mortgages or a baloon payment mortgage. In addition, HUD’s proposed forms split the description of
loan terms into two sections, one on each page of the GFE.” The FTC staff believes that consumer
comprehension would be improved if the loan terms were placed together in one section of the form so
that consumers could review dl of the key loan terms together.

Moreover, it would dso be beneficia to consumers and lendersif the revised RESPA forms
were otherwise consstent with disclosures required under the TILA. For example, under the TILA,
upfront mortgage insurance premiums and future mortgage insurance premiums must be included in
cdculaing the APR,”? while it gppears that only upfront mortgage insurance premiums are to be
included in APR disclosure utilized by HUD on its revised forms.” This issue can affect the figures
disclosed on the proposed GFE as well as quotation of the total costsinthe GMPA. Clarificaion is
important, therefore, for both purposes.

D. Definition of Application

HUD’ s proposa seeksto ensure that the GFE is provided to consumers early enough to give
them the necessary information to shop for mortgage loans and compare offers from various lenders.™
To advance that god, HUD proposes the following definition of “gpplication”:

Application means the submission of credit information (Socid Security
number, property address, basic income information, the borrower’s
information on the house price or abest estimate on the vaue of the
property, and the mortgage loan needed) by a borrower in anticipation
of a credit decision, whether ora, written or dectronic, relating to a
federdly related mortgage loan. If the submission does not sate or
identify a specific property, the submission is an gpplication for apre-
qualification and not an gpplication for afederdly related mortgage loan
under this part. The subsequent addition of an identified property to the
submission converts the submission to an application for afederaly
related mortgage loan.™

This definition is designed to move forward in time the point a which an application occurs, so
that consumers will begin to receive their disclosures earlier aswell.”

However, the proposed definition appears to depend on the borrower’ s frame of mind (“by a

borrower in anticipation of a credit decison”), and then indudes aligt of certain items of information,
which may be subject to varying interpretations by consumers and lenders. Indeed, the description of
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the proposed rule in the Notice defines * gpplication” in adightly different way. It Satesthat an
“goplication” exists when:

a progpective borrower provides aloan originator sufficient
information (typicaly asocid security number . . .) . . . to endble the
loan originator to make a prliminary credit decison ... ”’

The FTC daff believes that the definition of “gpplication” should be darified in thefind rule. As
indicated above, the proposed rule establishes various important deadlines that depend on the date of
gpplication, including the thirty-day deadline when a GFE must be provided or during which a GMPA
must be honored by alender.”® Certainty about when those time frames commence is, therefore,
important for both lenders and consumers.

V. Enhancing Reliability of Settlement Costs
A. Final Underwriting and GFEsand GMPAs

HUD’ s Notice gates that estimates gppearing on GFES often are significantly lower than the
amount ultimately charged at settlement, are not made in good faith, and do not provide meaningful
guidance on the costs borrowers ultimately will face at settlement.”® HUD proposes to make the GFE
firmer and more usable to facilitate shopping by borrowers and to avoid unexpected chargesto
borrowers at settlement.®’ The FTC staff supports HUD' s god of making settlement cost disclosures
firmer s0 that borrowers do not face surprise costs at settlement.

However, under the proposed regulations, the costs disclosed on the GFE and the GMPA are
only valid if the borrower qudifies for the mortgage after find underwriting.8* Thus, originators may be
able to change the loan terms & the last minute, even under the new proposd.®? To addressthisissue,
HUD should darify in thefind rule itsef —as well as the explanatory materid in the Notice — the types
of criteria encompassed by “find underwriting,” such asincome verification and asst verification, and
limit the meaning of the term to those types of items. Thismay help to prevent lenders from using non-
legitimate factors to support an assertion that the consumer did not quaify for the mortgage loan terms
offered in the GFE or GMPA.

Moreover, under HUD' s proposal, lenders offering a package of settlement services would be
required to provide to consumers the proposed GMPA form.®® The FTC gtaff notes that generally, the
word “guaranteg” means “an assurance for the fulfillment of a condition.”®* The concept impliesthat the
terms offered to consumers will not change. Thus, it may be problemétic to use the term “ guaranteed”
to describe aloan offer that is not assured because the loan is subject to final underwriting. Final
underwriting may, of course, occur early or late in the loan process. This point in time might depend on
numerous variables including the particular lender or broker, the type of loan, secondary market
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1. 12 U.S.C. 8 2601 et seq. RESPA governs settlement services for “federdly related mortgage
loans’ —the vast mgority of residentia purchase money, refinance, and home equity mortgage
transactions.

2. TheFTC Actisfound at 15 U.S.C. §45(a). TheTILA isfound at 15 U.S.C. § 1601 et seq., and
the primary provisions of the HOEPA are found a 15 U.S.C. § 1639.

3. A lig of the FTC' s recent cases in the subprime mortgage lending areais available at
http://www.ftc.gov/opal2002/07/subprimel endingcases.htm.

4. See, e.g., Letter from Charles James, Assstant Attorney Gen., U.S. Dep't. of Justice, and Timothy
J. Muris, Chairman, Federal Trade Comm’n, et al. to E. Fitzgerdd Parnell 111, President, North
Carolina State Bar (July 11, 2002), at http://www.ftc.gov/be/advofile.htm; Letter from Charles James,
Assgant Attorney Gen., U. S. Dep't. of Justice, and Timothy J. Muris, Chairman, Federd Trade
Comm'n, et al. to The Honorable John B. Harwood, Speaker of the House of Representatives, et. al
(Mar. 29, 2002), at http:/Amwww.ftc.gov/beladvofile.htm; Letter from Charles James, Assistant Attorney
Gen., U.S. Dep't. of Jugtice, and Timothy J. Muris, Chairman, Federal Trade Comm'n, et al. to Ethics
Comm., North Carolina State Bar (Dec. 14, 2001), at http://ww.ftc.gov/be/advafile htm; Letter from
Dondd S. Clark, Secretary, Federd Trade Comm'n, to Jennifer J. Johnson, Secretary, Board of
Governors of the Federal Resarve System (Mar. 9, 2001) at http://www.ftc.gov/be/advofile.htm;
Prepared Statement of the Federd Trade Comm’ n before the California State Assembly Comm. on
Banking and Finance on Predatory Lending Practices in the Home-Equity Lending Market (Feb. 21,
2001), at http:/Mmww.ftc.gov/be/advofile.ntm; Prepared Statement of the Federal Trade Comm’'n
before the Board of Governors of the Federal Reserve System on Predatory Lending Practicesin the
Home-Equity Lending Market (Sept. 7, 2000), a http:/Amww.ftc.gov/be/advofile htm.

5. Red Edate Settlement Procedures Act (RESPA); Smplifying and Improving the Process of
Obtaining Mortgages to Reduce Settlement Costs to Consumers, 67 Fed. Reg. 49,134 (proposed July
29, 2002) (to be codified at 24 C.F.R. pt. 3500).

6. This comment focuses on mgjor points within the HUD proposa. It does not seek to address every
item incorporated in the proposal.

7. The GFE provides an estimate of the amount, or range, of charges for settlement servicesthe
borrower islikely to incur a settlement. Under Regulation X, which implements RESPA, lenders must
provide the GFE to consumers not later than three days after the loan gpplication is received or
prepared. 12 U.S.C. 8§ 2604(c); 12 C.F.R. § 3500.7(a).

8. 67 Fed. Reg. at 49, 135 (footnote omitted). The proposal was formulated, in part, to embrace the
principle of ensuring “that honest industry providers have aleve, competitive playing fidd” and the
principle that “[r]egulatory amendments should be utilized to remove unintended barriers to marketing
new products, competition, and technological innovations that could lower settlement costs.” Id. at
49,135.
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9. See OFFICE OF PoLIcy DEv. AND RESEARCH, U.S. DEP' T OF HOUSING AND URBAN DEV.,
ECONOMIC ANALYSISAND INITIAL REGULATORY FLEXIBILITY ANALYSISFOR RESPA PROPOSED
RULE TO SIMPLIFY AND IMPROVE THE PROCESS OF OBTAINING MORTGAGES TO REDUCE
SETTLEMENT COSTS TO CONSUMERS 11-13 (2002) (hereinafter “ECONOMIC ANALYSIS’) at 10-13.

10. A complete review of the literature on yield spread premiums is beyond the scope of this comment.
Rather, the FTC daff examines Y SPsand Y SP. disclosures from an economic and consumer behavior
perspective, based on information about Y SPs and the mortgage market described in HUD’ s proposal
and its economic andysis. See 67 Fed. Reg. at 49,140-43; Economic Andyss supra note 9, at 15-
18.

11. 67 Fed. Reg. at 49,141. Y SPs have also been described as follows:

A number of factors influence the satting of yield spread premiums, but the most
ggnificant isthe rate of interest on the borrower’ sloan. 1n the mortgage
indugtry, a*“par loan” isaloan that alending ingtitution funds a 100 cents on the
dollar. An*“above par” loan isone that bears a somewhat higher interest rate
for which lending inditutions are willing to pay more than 100 cents on the
dollar, for example 102 cents. See HOWELL E. JACKSON & JEREMY BERRY,
KICKBACKS OR COMPENSATION: THE CASE OF YIELD SPREAD PREMIUMS 3
(2002), a http://Mmww.law.harvard.edu/faculty/hjacksory.

12. Of course, the Y SP may not be the only “mark-up” on amortgage transaction. Consumers may
aso pay additiond fees.

13. Lenders might dso pay mortgage originators afee for bringing them business, which may not be
tied to an “above par” interest rate.

14. The Economic Analysis hotes that no academic studies examine the extent to which Y SPs are
passed through to consumers. ECONOMIC ANALYSIS, supra note 9, at 17. However, expert witnesses
have prepared differing estimates of the extent to which Y SPs were passed through to consumers
basad on an andlysis of loans in connection with federd litigation, and results of these andyses have
been presented in Congressond testimony. An expert for the plaintiffs, Howell J. Jackson, has
estimated that only 25% is passed on to consumers, while Susan Woodward, an expert for the
defendants, estimates that, after correcting for limitations of Jackson’'s andlyss, 84% of the Y SPswere
passed through to borrowers. See Predatory Mortgage Lending Practices. Abusive Uses of Yield
Soread Premiums: Hearing Before the Senate Committee on Banking, Housing and Urban
Affairs, 107" Cong. 5 (2002) (hereinafter Hearing) (statement of Susan E. Woodward, Ph.D.,
Chairman of Sand Hill Econometrics, Inc. (on file with the FTC)). Woodward served as Deputy
Assgtant Secretary (Chief Economist) of HUD from 1987 to 1992 and as Chief Economigt, U.S.
Securities and Exchange Commission from 1992 through 1995. The Economic Anayss notes that
“Woodward finds that 74 percent of the yield spread premium offsets borrowers closing costs’ ina
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more sophisticated analys's, and that this result is consstent with that of another expert witness. See
ECONOMIC ANALYSIS, supra note 9, at 18.

15. 67 Fed. Reg. at 49,141. Thisdisclosureisrequired on both the current GFE and HUD-1 Forms.
See, e.g9., Sample HUD-1 Settlement Statement (Attachment A). HUD's Federal Register Notice
(Notice) indicates that this disclosureis required of mortgage brokers who “originate and table fund
loans or act asintermediaries.” 67 Fed. Reg. at 49,141.

16. Asnoted by HUD:

Thefunctiond equivaent of ayield spread premium may aso be present in loans
originated by lenders. Lenders routingly offer loans with low or no up front costs
required at settlement. They can do so just like brokers do by charging higher interest
rates for these loans and then recouping the costs by sdlling the loans into the secondary
market for a premium representing the difference between the interest rate on the loan
and the par, or wholesde market rate. Alternatively, the lender can hold the loan and
earn the above market return in exchange for any lender paid settlement codts. 1d.

17. 1d.
18. 1d.

19. See Hearing, supra note 14 at 5 (statement of Susan E. Woodward, Ph.D., Chairman of Sand
Hill Econometrics, Inc.).

20. 67 Fed. Reg. at 49,141. The Notice does not cite systematic research that estimates the extent of
such potentia problems.

21. 1d.

22. Seeid. at 49,164 and Sample Proposed GFE (Attachment B).
23. 67 Fed. Reg. at 49,135 (emphasis added).

24. 1d. at 49,164.

25. Jack Guttentag, Professor of Finance Emeritus at the Wharton School of the University of
Pennsylvania, provides some examples of savings from mortgage shopping, based on his experience
with price digperson in the mortgage market. JACK GUTTENTAG, DOESIT PAY TO SHOPFORA
MORTGAGE? (1998), a http://mww.migprofessor.convtableofcontents.htm. Although the evidence is
not from an extensive random survey, it provides some sense of the degree of price dispersion.

26. Economic profits are generaly revenues minus opportunity costs. See DENNISCARLTON &
JEFFREY PERLOFF, MODERN INDUSTRIAL ORGANIZATION 239 (3d ed. 2000).
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27. Seeid. at 441 for areview of the theoretica and empirical studies that examine how imperfect
consumer information can affect equilibrium prices. They find that “where only ardatively smal number
of customers are informed, there may be a two-price monopolisticaly competitive equilibrium. The
low-price stores charge a price equd to margind cost (the full-information, competitive price), and the
high-price stores charge their profit-maximizing price. Both types of stores make zero profitsin
equilibrium because of entry.” Carlton and Perloff aso discuss empiricd studies that found subgtantia
price dispersion for retail goods. 1d. at 437, citing Andre Gabor, Price and Consumer Protection,
EcoNnoMICcs OF CONSUMER PROTECTION 42-54 (David Morris, ed., 1980); E. Scott Maynes & Terje
Assum, Informationally Imperfect Consumer Markets: Empirical Findings and Policy
Implications, 16 JOURNAL OF CONSUMER AFFAIRS 62-87 (1982); and John W. Pratt et al., Price
Differences in Almost Competitive Markets, 93 QUARTERLY JOURNAL OF ECONOMICS 189, 198-
211 (1979).

Severa recent empirica studies provide further support for the importance of search costs and
the existence of sgnificant price disperson in consumer goods and services markets.
See Jeffrey R. Brown & Austan Goolsbee, Does the Internet Make Markets More Competitive?
Evidence from the Life Insurance Industry, 110 JOURNAL OF POLITICAL ECONOMY 481-501
(2002); Karen Clay et d., Prices and Price Dispersion on the Web: Evidence from the Online
Book Industry, XLIX JOURNAL OF INDUSTRIAL ECONOMICS 521-539 (2001); and Alan T. Sorensen,
Equilibrium Price Dispersion in Retail Markets for Prescription Drugs, 108 JOURNAL OF
PoLITICAL EconomMY 833-850 (2000). In addition, experimental research on markets — including the
Vernon L. Smith work that recelved the 2002 Nobel prize in economics — demongtrates that price
disperson is pervasve in very competitive markets. The result of these experimentsisthat 1) the
(approximate) competitive equilibrium quantity is exchanged, 2) the average of the transaction pricesis
(approximately) the competitive equilibrium price, and 3) there is persistent price disperson. See Jon
Ketcham et a., A Comparison of Posted-Offer and Double Auction Pricing Institutions, PAPERS
IN EXPERIMENTAL ECONOMICS 295-314 (Cambridge Univ. Press 1991); Vernon L. Smith,
Competitive Market Institutions: Double Auctions vs. Sealed Bid-Offer Auctions, PAPERSIN
EXPERIMENTAL ECONOMICS 201-20 (Cambridge Univ. Press 1991); and Vernon L. Smith, An
Experimental Comparison of Alternative Rules for Competitive Market Exchange, PAPERSIN
EXPERIMENTAL ECONOMICS 172-99 (Cambridge Univ. Press 1991).

28. ECONOMIC ANALYSIS, supra note 9, at 12-13.

29. Survey research conducted in recent years suggests that consumers differ substantialy in the extent
to which they search for mortgages. See Jeanne Hogarth & Jinkook Lee, Consumer Information for
Home Mortgages. Who, What, How Much, and What Else? 9 FINANCIAL SERVICESREVIEW 277
(2000). Hogarth and L ee report the results of telephone survey questions added to the University of
Michigan's “ Surveys of Consumers’ in 1997 &t the request of the Federa Reserve Board. One
thousand and one consumers were interviewed by telephone, and 219 of these gpplied for or
refinanced a home mortgage loan during the previous 5 years (the sample does not include people who
clearly applied only for a home equity loan). Hogarth and Lee report that about 14% of refinancers
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contacted only one lender and that about 23% of other mortgage borrowers contacted only one lender.
Other consumers engaged in more extensive search; “[t|he mean and median number of lenders
compared were 4 and 3, respectively for al mortgage borrowers.” Duncan reports on the “Channel
Demographics’ telephone survey conducted in January and February of 1999. See Doug Duncan,
How do Borrowers Shop? 60 MORTGAGE BANKING 38 (1999). The survey covered consumers who
obtained loans in October, November, or December of 1998. Borrowersin the survey obtained a
home-purchase loan (not a refinance loan) in the fourth quarter of 1998. The survey was sponsored by
the Mortgage Bankers Association of Americaand severa member companies. One thousand
borrowers were sampled yielding 965 usable responses. Duncan reports that “[m]ore than 50 percent
of borrowers reported having shopped three or more lenders for information before getting their
mortgage. Less than 30 percent shopped only one lender and only 14 percent contacted only one
lender throughout the entire process, from information gethering through mortgage acquidtion.” Id.

660.51273D /F-0.3359 Tc 213247 Tw (132470B. ThesurvH[Tigeaethat “[m]o59r moadult survey oU.S.d havir
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STATEMENT ON U.S. DEP' T OF HOUSING AND URBAN DEV. PROPOSALSTO RELAX THE
INTERPRETATION OF SECTION 8 WITH RESPECT TO HOME M ORTGAGES, Docket No. R-88-125622
(1988).

35. ECONOMIC ANALYSIS, supra note 9, at 31-33.
36. Seeid. at 31.
37. Seeid. at 32.

38. However, FTC gaff aso notes that disclosure of information beyond net cost might be vauable to
individua consumers. For example, further revelation of mortgage originator compensation might
induce consumers to negotiate more aggressively for areduction in fees or to seek out a different type
of originator. If an originator is charging prices above a competitive level, then there may be atransfer
from the originator to the consumer.

39. The FTC has provided guidance on what congtitutes a clear and prominent disclosure, focusing on
specific dements such as darity of language, rdlative type size, and an absence of contrary clams,
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borrowers to high cost providers without reducing competition in the settlement services market.

51. However, for various federa compliance purposes— including for HOEPA and the TILA —
lenders may il incur these cogts. Therefore, as discussed in this comment, it may under some
circumstances be appropriate to use estimated costs in mortgage packages.

52. 67 Fed. Reg. a 49,161. HOEPA amended the Truth in Lending Act, to provide specia
protections for consumers who obtain certain high-rate or high-fee loans secured by their home
(sometimes referred to as *high-cost loans’). As of October 2002, aloan qudifies as a high-rate or
high-fee loan under HOEPA if: 1) the annual percentage rate exceeds the yidld on comparable Treasury
securities by more than 8 percentage points for firgt-lien loans, or by more than 10 percentage points
for subordinate-lien loans; or 2) the total points and fees payable by the consumer a or before loan
closing will exceed the greeter of 8 percent of the total loan amount, or [for 2002] $480. 12 CF.R.

§ 226.32(a); 66 Fed. Reg. 65,604, 65,617 (Dec. 20, 2001). The dollar amount applicable to the
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60. Under RESPA and Regulation X, the HUD-1 is a standard form used in federdly-related
mortgage |oan transactions that provides an itemized list of settlement cogts. It must be provided to the
borrower, sdler (if thereisone), and lender and/or their agent(s) not later than settlement. See 24
C.F.R. § 3500.8, 3500.10.

61. The current HUD-1 form itemizes each type and amount of settlement charge imposed. Certain of
these charges dso condtitute components of the “finance charge,” as defined by the TILA (12 C.F.R.

§ 226.4), and others congtitute components of the “ points and fees’ tet, as defined by HOEPA (12
C.F.R. § 226.32(b)(1)). Asaresult, consumers and administrative enforcers of the TILA and HOEPA
currently utilize the HUD-1'sitemized list of charges to assess compliance with these datutes. In
addition, under certain circumstances, lender provision of information on the HUD-1 form, in its current
format, can be used to establish compliance with certain disclosures that otherwise must be provided
separately to the consumer as specific disclosures under the TILA. See, e.g., the requirement to
disclose the “amount financed” and permission for use of information disclosed under the HUD formsin
lieu thereof. 12 C.F.R. § 226.18(c) and 12 C.F.R. § 226.18(c) of the Federal Reserve Board's
Officid Staff Commentary to Regulation Z. Elimination of this information from the HUD-1 could,
therefore, inadvertently impact lenders compliance with the TILA.

62. 67 Fed. Reg. at 49,160-61. Lenders, aswell as other entities, could qualify as packagers, aslong
as their packages include a mortgage and otherwise satisfy the requirements of the safe harbor. 1d. at
49,152.

63. 1d. at 49,161.

64. Asnoted above, the current HUD-1 form itemizes each type and amount of settlement charge
imposed. Certain of these charges congtitute components of the “ points and fees’ test, as defined by
HOEPA, while othersdo not. See 12 C.F.R. § 226.32(b)(1).

65. Under HUD' s proposd, high-cost loans covered by HOEPA will not qudify for the guaranteed
package safe harbor. 67 Fed. Reg. at 49,161. It may be possible that alender and settlement service
providers would ultimately have certain information within their organizations; however, obtaining this
materia would involve, a a minimum, additiond search costs for consumers and regulators.

66. In certain mortgage transactions, lenders may rely on RESPA itemized disclosures of settlement
codsin lieu of providing certain TILA disclosures, including the itemization of the amount financed.
See, eg., 12 C.F.R. § 226.18(c)(1).

67. Lenders and settlement service providers may negotiate discounts or prices for pools or groups of
mortgages as awhole that may not involve specific dollar amounts per transactions. See, e.g., 67 Fed.
Reg. at 49,154.

68. Under this approach, lenders using the GFE approach (rather than the GMP) would still provide a
specificaly-itemized HUD-1.
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69. 67 Fed. Reg. at 49,159.

70. Section |1 of the proposed GFE provides space for the initial monthly payment and initid interest
rate. I1d. at 49,164. SectionV of the proposed GFE provides space to disclose interest rate changes
resulting from an adjustable rate mortgage. 1d. at 49,165.

71. Seeid. at 49,164-65. The sameissue arises onthe GMPA. Seeid. at 49,168-69.
72. See 12 C.F.R. § 226.4(b)(5); 12 C.F.R. § 226.22.

73. 67 Fed. Reg. at 49,161.

74. 1d. at 49,149.

75. 1d. a 49,158. The current definition of gpplication is “the submission of a borrower’ sfinancia
information in anticipation of a credit decision, whether written or computer-generated, reating to a
federdly related mortgage loan. |If the submission does not state or identify a specific property, the
submission is an gpplication for a pre-qudification and not an gpplication for afederaly related
mortgage loan under this part. The subsequent addition of an identified property to the submisson
converts the submission to an gpplication for afederaly related mortgege loan.” 24 C.F.R.

§ 3500.2(b).

76. For example, the GFE must be provided not later than three days after lender receipt of the
application. 24 C.F.R. § 3500.7(a).

77. See 67 Fed. Reg. a 49,149 (emphasis added).
78. Seeid.

79. 1d. at 49,150.

80. Id. at 49,148.

81. 1d. at 49,150-51.

82. Inthe Federd Register notice, the description of the proposed rule Satesthat if, after full
underwriting, aloan originator determines that the prospective borrower does not qualify for the loan
product identified in a previoudy provided GFE, and the loan originator offers other products meeting
the borrower’ s circumstances, the loan originator must inform the borrower, and the borrower may
request anew GFE. 1d.
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84. MERRIAM-WEBSTER' S COLLEGIATE DICTIONARY 515 (10™ ed. 2001). Indeed, use of the term
“agreement” may smilarly be problematic, if the terms themsalves are not st until some future point.

85. HUD should dso consider clarifying whether the APR is guaranteed if the originator provides a
guaranteed interest rate. Because certain costs that may affect the APR are not included in the GMPA
(such asthetotal amount for mortgage insurance), it does not gppear that the APR is guaranteed smply
because the interest rate and the price of the settlement services package are guaranteed.

86. 67 Fed. Reg. at 49,159.

87. In addition, HUD usesthe term “zero tolerance’ to describe certain charges that, under the
proposed regulatory scheme, will not vary at closing, and the term “no tolerance” to describe certain
chargesthat are not regulated at al under the proposal. The FTC dtaff bdieves that the terms * zero
tolerance’” and “no tolerance’ may be confusing to many consumers, as the terms sound Smilar but in
fact have opposite meanings. HUD should consider using aternative terms to describe these concepts.

88. 67 Fed. Reg. at 49,159.
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