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Texas Department of Savings and Mortgage Lending

STATE VISION, MISSION AND PHILOSOPHY

VISION

"Working together, I know we can address the priorities of our citizens. As my administration
works to create greater opportunity and prosperity for our citizens, making our state and its
people truly competitive in the global marketplace, we must remain focused on the following
critical priorities:

o Assuring open access to an educational system that not only guarantees the basic core
knowledge mnecessary for productive citizens but also emphasizes excellence and
accountability in all academic and intellectual undertakings;

e Creating and retaining job opportunities and building a stronger economy to secure Texas’
global competitiveness, leading our people and a stable source of funding for core priorities;

e Protecting and pfeserving the bhealth,- safety, and well-being of our citizens by ensuring
healthcare is accessible and affordable and by safeguarding our neighborhoods and
communities from those who intend us harm; and

e Providing disciplined, principled government that invests public funds wisely and efficiently.”

Rick Perry, Governor

MISSION

Texas state government must be limited, efficient, and completely accountable. It should foster
opportunity and economic prosperity, focus on critical priorities, and support the creation of
strong family environments for our children. The stewards of the public trust must be men and
women who administer state government in a fair, just, and responsible manner. To honor the
public trust, state officials must seek new and innovative ways to meet state government
priorities in a fiscally responsible manner.

Aim high . . . we are not here to achieve inconsequential things!
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Texas Department of Savings and Mortgage Lending

PHIL.OSOPHY

The task before all state public servants is to goverﬁ in a manner worthy of this great state. We
are a great enterprise, and as an enterprise we will promote the following core principles.

e First and foremost, Texas matters most. This is the overarching, guiding principle by which
we will make decisions. Our state, and its future, is more important than party, politics, or
individual recognition.

e Government should be limited in size and mission, but it must be highly effective in
performing the tasks it undertakes.

e Decisions affecting individual Texans, in most instances, are best made by those individuals,
their families, and the local government closest to their communities.

e Competition is the greatest incentive for achievement and excellence. It inspires ingenuity and
requires individuals to set their sights high. Just as competition inspires excellence, a sense of
personal responsibility drives individual citizens to do more for their future and the future of
those they love. ‘

o Public administration must be open and honest, pursuing the high road rather than the
expedient course. We must be accountable to taxpayers for our actions.

e State government has a responsibility to safeguard taxpayer dollars by eliminating waste and
abuse and providing efficient and honest government.

o Finally, state government should be humble, recognizing that all its power and authority is
- granted to it by the people of Texas, and those who make decisions wielding the power of the
state should exercise their authority cautiously and fairly.
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Texas Department of Savings and Mortgage Lending

STATE PRIORITY GOALS

The following statewide priority goals and related benchmarks are particularly relevant and
provide guidance to the Texas Savings and Mortgage Lending Department in establishing its
goals and objectives:
GOAL: ECONOMIC DEVELOPMENT
"To provide an attractive economic climate for current and emerging industries that fostets
economic oppottunity, job creation, capital investment, and infrastructure development by:
promoting a favorable and fair system to fund necessary state services; addressing transportation
needs; promoting a favorable business climate; and developing a well trained, educated, and
productive workforce."
Benchmarks-

e Per capita gross state product

e Texas unemployment rate

e Median household income

e Number of new small businesses created
GOAL: REGULATORY
"To ensure Texans are effectively and efficiently served by high-quality professionals and
businesses by: implementing clear standards; ensuring compliance; establishing market-based
solutions; and reducing the regulatory burden on people and business."
Benchmarks-

o Percent of state professional licensee population with no documented violations

o Percent of new professional licensees as compared to the existing population

e Percent of documented complaints to professional licensing agencies resolved within six
months

e Percent of individuals given a test for professional licensure who received a passing score
e Percent of new and renewed professional licenses issued via Internet

o DPercent of state financial institutions and credit providers rated "safe and sound" and / or
in compliance with state requirements
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Texas Department of Savings and Mortgage Lending

GOAL: GENERAL GOVERNMENT

"To provide citizens with greater access to government services while reducing service delivery
costs and protecting the fiscal resources for current and future taxpayers by: supporting effective,
efficient, and accountable state government operations; ensuring the state’s bonds attain the
highest possible bond rating; and conservatively managing the state’s debt.
Benchmarks-

s Total state spending per capita

e Percent change in state spending, adjusted for population and inflation

e Number of state employees per 10,000 population

e Number of state services accessible by Internet

e Total savings realized in state spending by making reports / documents / processes
- available on the Internet

o Affordability of homes as measured by the Texas Housing Affordability Index
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Texas Department of Savings and Mortgage Lending

AGENCY MISSION AND PHILOSOPHY

MISSION

The Texas Department of Savings and Mortgage Lending’s mission is to ensure the safety and
soundness of state chartered savings institutions in Texas and continue to promote and enhance
the savings bank charter to provide the credit necessary to support the residential housing and
real estate finance needs of an expanding Texas economy.

PHIL.OSOPHY

The Texas Department of Savings and Mortgage Lending is fundamentally committed to the
comprehensive regulation of the state's savings institutions, mortgage brokers, and mortgage
bankers to protect the financial interests of depositors, creditors and borrowers. The Department
will act in accordance with the highest standards of ethics and integrity, and will at all times
remain accessible and responsive to the public, the industry, other government agencies, and
public officials. The Department will strive to recruit and retain qualified professional staff who
share its philosophy and are highly motivated to carry out its mission.

The Department strives to realize this philosophy in achieving its mission by applying the.
following attitudes and characteristics in the performance of its duties and responsibilities, and in
all of its dealings:

1 Fairness 0 Quality .
[J Ethical Conduct 1 Equal Opportunity
(d Professionalism 0 Flexibility

(1 Responsiveness J Openness

The Department will aggressively enforce the state's statutes, rules and regulations to promote
public confidence, protect consumers, and provide a healthy mortgage lending environment to
meet the credit needs of Texans and maintain a safe and sound thrift system.
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Texas Department of Savings and Mortgage Lending

EXTERNAL / INTERNAL ASSESSMENT

AGENCY OVERVIEW

The Department has two key areas of regulatory responsibility: the chartering, regulation and
supervision of the state’s thrift industry; and the licensing/registration and regulation of the
state’s mortgage industry. These two areas of responsibility cover the vast majority of
residential mortgage lending in Texas.

GOVERNING LEGISLATION

Article 16, Section 16(a) of the Texas Constitution of 1876 provides that, "The Legislature shall
by general law, authorize the incorporation of state banks and savings and loan associations and
shall provide a system of State supervision, regulation and control of such bodies which will
adequately protect and secure the depositors and creditors thereof." :

The 73rd and 58th Legislatures, respectively, enacted the Texas Savings Bank Act (Subtitle C.
Savings Banks, Finance Code, Vernon’s Texas Codes Annotated) and the Texas Savings and
Loan Act (Subtitle B. Savings and Loan Associations) for the chartering, regulation, examination
and supervision of state chartered savings banks and savings and loan associations and
enforcement of these statutes. Although there are no remaining state savings and loan
associations in Texas, the Texas Savings and Loan Act remains in effect.

The 76th Legislature enacted the Mortgage Broker License Act (Subtitle E. Other Financial
Businesses, Chapter 156) for licensing and regulation of first lien residential mortgage brokers
and loan officers doing business in Texas. The statute, as amended by the 80th Legislature,
applies to all residential mortgages regardless of lien position. The statute prescribes
requirements for licensing and inspecting licensees, and processing consumer complaints.

The 78th Legislature enacted the Mortgage Banker Registration Act (Subtitle E. Other Financial
Businesses, Chapter 157) for registering mortgage bankers conducting business in Texas and
providing their borrowers with notice of the process for filing consumer complaints.

REVENUE AND RESOURCES

The Department is self-funding, self-leveling and therefore has no impact on the state budget
(Finance Code Section 13.008(a)). Collected fees and assessments cover all direct and indirect
operating costs. For thrifts, assessments, the largest source of revenue, are adjusted quarterly to
ensure that revenue collections cover, but do not exceed, costs associated with regulation. For
mortgage originators, fees are set at the beginning of each biennium in alignment with expected
industry size and authorized appropriations. This approach allows revenue collections to adjust
in response to changes in industry size and supports implementation of the contingency
appropriations and FTEs for mortgage broker and thrift regulatory response, if needed and
authorized. The Legislature has always been very supportive of our regulatory needs. This
continued support is vital as we face challenges in the regulated industries.
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Texas Department of Savings and Mortgage Lending

MORTGAGE INDUSTRY

LICENSEES. The Department currently licenses approximately 22,000 mortgage brokers and
loan officers, down from the peak near 30,000 in FY 2005. Many former licensees have migrated
to mortgage banker companies or other exempt entities, while others found they could not
profitably compete and elected to exit the industry entirely. Only recently have new license
applications not exceeded expectations. During FY 2006 and 2007 new applications averaged
450 per month; however, new applications dropped precipitously to 130 per month in FY 2008.
Although in the past the influx was offset by licensees who chose not to renew, the current
imbalance is expected to lead to contraction in the industry. While the number of licensees has
diminished, the application process has become more complex, challenging the resources
allocated to licensing. Concerns over predatory lending, abusive lending practices, mortgage
fraud, and increasing foreclosure rates have heightened, necessitating more regulatory scrutiny
and detailed reviews. The most recent changes that impacted the licensing process include:
changes in educational requirements, as well as specific educational content; and the introduction
of entity mortgage broker licensing. The Department is statutorily self-funding, self-leveling,
but because of the decline in licensing revenue, has been cautious about filling vacant positions.
Given the high level of non-compliance reported in examinations and continuing high levels of
consumer complaints, the Department’s contingency appropriations rider is an integral part of
fulfilling its mandate. With prior approval by the Finance Commission, revenue certification
from the Comptroller of Public Accounts, and barring objection by the Legislative Budget Board
and the Office of the Governor, the rider allows the Department to engage staff available through
the rider to adequately address oversight and enforcement concerns.

LEGISLATION AND RULES. The 80th Legislature enacted H.B. 1716, exempting from licensing
exclusive independent contractors working for registered financial services companies, with the
result that one mortgage broker and approximately 1,800 sponsored loan officers from Primerica
Financial Services Home Mortgages, Inc., either surrendered their licenses or became inactive.
An additional 1,000 mortgage brokers are expected to exit the system when State Farm
International Services, Inc., completes their registration. H.B. 2783 was also enacted, requiring
company (i.e., entity) names to be licensed. The Department estimates there are 2,000 unique
entities originating mortgage loans. Almost 1,800 entity applications had been submitted as of
mid-April, 2008. Other H.B. 2783 provisions include: additional authority for the Commissioner
to deny a renewal application; rule-writing authorization on the education program; increased
educational requirements for mortgage brokers and loan officers; and expedited loan officer
applications under certain circumstances. The Legislature also enacted H.B. 716, requiring that
each home loan applicant be notified of penalties for making false or misleading written
statements, establishing a residential mortgage fraud task force, requiring the reporting of
suspected fraudulent activity, and making other statutory changes to combat mortgage fraud.

As the Department nears the end of nine years of mortgage broker industry oversight, we
continue to analyze the governing statute, Finance Code Chapter 156, and its underlying
regulations, to determine where improvements may be made to protect the home-buying public
from the abuses revealed by complaints and inspections. Current federal initiatives related to a
national mortgage licensing system may materially impact the scope of our oversight and require
legislative action to forestall federal preemption.
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Texas Department of Savings and Mortgage Lending

MORTGAGE ORIGINATOR DEMOGRAPHICS. The mortgage broker industry has been credited
with originating almost 70 percent of the mortgages in the United States. Preliminary results
from licensees’ annual reports indicate that Texas brokers originated $28 billion in residential
mortgages in 2007, compared to $38 billion in 2006 and $37 billion in 2005. Although Texas
has not experienced the same severity in housing market conditions as much of the country,
originations have significantly slowed while delinquencies and foreclosures have increased.
Through March 2008, mortgage originator demographics were as follows:

e 21,889 individual mortgage brokers and loan officers are licensed.

e 375 mortgage bankers are registered with 3 pending approval. Initially the
- Department anticipated 1,200 mortgage banker registrations. After four years history
and extensive research, the current number appears to be realistic.

e 1 financial services company is approved with 1 pending approval.

e 1,659 financial services company agents have been approved with 291 pending
approval.

e 1,518 entity mortgage broker licenses have been issued with 99 pending approval.
¢ 130 new license applications have been received monthly since September 1, 2007.
o 82% oflicense renewal applications are received through TexasOnline.

e 5,176 licensees were examined during FY 2007.

e In the first six months of FY 2008, the Department handled over 50,000 inquiries,
mostly telephone and email; the number is expected to exceed 80,000 for the year.

EDUCATION INITIATIVES. One of the most important steps in reducing non-compliance and
abusive practices is enhancing education. The Department focuses its education efforts on two
groups - industry and consumer. Each industry education provider’s course material is
comprehensively evaluated to assure meaningful and necessary information is conveyed for pre-
licensing examinations and continuing education courses. The objective is to ensure that each
licensee gains a solid understanding of applicable state and federal statutes and regulations as
well as ethical conduct and acceptable standards of business conduct. To ensure uniformity in
content and delivery, the Finance Commission adopted a major revision to the regulation
clarifying education program requirements. The Department also partners with providers to
reach current and potential licensees on issues of importance. For example, the Department
recently requested that all educational offerings during calendar year 2008 include at least five
minutes on the provisions of the newly enacted H.B. 716. In addition, the Commissioner and
senior staff conduct presentations to industry participants and licensees designed to enhance
communication between regulator and the mortgage industry, raise awareness of the need for
quality education, and to learn first-hand from attendees the issues needing more emphasis.
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Texas Department of Savings and Mortgage Lending

The Department uses its website and major news media to facilitate consumer education and
convey consumer precautions and tips when applying for a mortgage loan. Several investigative
reports and high profile stories related to mortgage lending have featured interviews with the
Commissioner. Senior staff appears before industry and consumer groups, regulatory entities,
civic organizations, and other related or interested parties. Feedback indicates these efforts have
raised consumer awareness. During FY 2008, budgetary pressures and other priorities have
forced curtailment of staff presentations except at events with a guaranteed sizable audience.

MORTGAGE BROKER INSPECTION PROGRAM. The unique opportunities for financial success in
the mortgage loan industry attract newcomers and too frequently lure those with less than stellar
business ethics to abuse home-buying consumers. On-site inspections and consumer complaint
investigations indicate approximately 83% of licensees generally comply with state and federal
statutes and regulations; the remaining 17% do not, and as much as a quarter of this group has
been found to be engaged in activities considered abusive, and in many cases predatory.

Both the 78th and 79th Legislatures granted additional staffing for inspections, recognizing their
importance in addressing mortgage abuse. In FY 2003, the inspection program was placed under
the direction of the Deputy Commissioner — Examination, who also directed the thrift
examination program, in order to capitalize on synergies between the examination and inspection
programs, increase knowledge and resource sharing, provide more consistent handling of similar
issues, facilitate training on common issues, and provide cross-training to thrift examiners on
mortgage broker compliance issues. There are currently fifteen mortgage broker examiner
positions authorized. Significant strides have been made since FY 2003 in addressing
examination enforcement of non-compliance. The program has been further enhanced by
continually reviewing inspection policies and procedures, and intensifying the training program
to ensure consistent inspection results, timely and effective reporting, and prompt corrective or
enforcement action to address concerns.

With 5,119 (90% of the industry) licensed mortgage brokers, excluding State Farm brokers,
inspected through February 29, 2008, consistent results have been revealed. Seventeen percent
of licensees were rated in the two lowest rated categories in the inspection rating system. The
remaining 83% were rated in the top three categories where no regulatory enforcement action is
taken. Serious cases of mortgage abuse are identified as a result of the inspection program and
complaint investigations. These cases typically involve systemic deficiencies in the licensee’s
operations that result in hundreds or even thousands of dollars in unnecessary and often unearned
fees being paid in mortgage transactions by Texas consumers.

The Department believes that the inspection and enforcement programs are the most effective
way of identifying and changing the business practices of abusive mortgage brokers or removing
them from the industry. Information gathered through inspections has resulted in significantly
more enforcement orders against mortgage brokers. These enforcement actions are designed to
correct areas of abuse in a broker’s operations and serve as a foundation for restitution to
affected consumers. Once noncompliant or abusive brokers are identified, the Department has
authority to require semiannual follow-up inspections at the broker’s expense by an approved
third party to ensure the broker has eliminated abusive practices and is in compliance with all
applicable state and federal laws related to a mortgage organization.
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Texas Department of Savings and Mortgage Lending

THRIFT INDUSTRY

SOUNDNESS. Generally, the Texas thrift industry is sound, well-capitalized, Wéll-managed and
_profitable. However, constant pressures are brought to bear by the national mortgage market.

REGULATORY ENHANCEMENTS. Since the 73rd Legislature established the state savings bank
charter in 1993, fourteen de novo savings banks have opened, and seven commercial banks, six
federal savings associations, and all state chartered savings and loan associations have converted
to the charter. The 79th Legislature enhanced the charter to attract de novo institutions as well as
Texas based mergers and acquisitions. Since then, eight de novo state savings banks have
opened and three financial institutions have converted from other charters. Only one state
savings bank has voluntarily converted out of the system because of a desire to participate in
interstate branching through a federal charter. The economic recession and equity market
downturn beginning in 2000 reduced new charter, merger, and acquisition activities, but charter
activity has increased again in recent years, both into and out of the state thrift system.
Discussions continue with parties interested in both de novo charters and charter conversions and
sustained but modest growth is anticipated over the next biennium. Addressing federal
preemption and promoting state level advantages such as accessibility and responsiveness are
important, proactive courses of action in building allure for Texas based financial institutions.

COMPOSITION OF THE TEXAS THRIFT INDUSTRY. Despite strong competition from commercial
banks and non-depository residential real estate lenders, thrift institutions are a significant
presence in the Texas financial institutions industry. The $84.3 billion Texas thrift industry
includes many of the largest institutions domiciled in Texas (size rank as of December 31, 2007),
including: [1] USAA Federal Savings Bank ($30.2 billion); [2] Guaranty Bank ($16.7 billion);
[3] Franklin Bank, SSB ($5.7 billion); and [4] Beal Bank, SSB ($1.2 billion). Key thrift industry
statistics as of December 31, 2007 follow:

o The Texas thrift industry includes 47 state and federal savings banks and savmgs
associations with total assets of $84.3 billion.

e The state chartered thrift industry includes 26 institutions with total assets of
$10.0 billion, representing 11.8% of total Texas thrift assets.

e Twenty-four state chartered thrifts are rated a "M or "2" by both the Department
and federal regulators, the highest ratings on the five point CAMELS ratmg
system used by all federal financial institution regulators.

e Seven state chartered thrifts reported a loss in calendar year 2007, five of which
are de novo charters beginning operations during the year. Net income decreased
64% primarily due to shifting priorities in the two largest institutions.

o All state chartered institutions remained "well capitalized" but economic pressures
have negatively impacted capital and profitability and may persist as national
housing markets and the economy deteriorate.
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Texas Department of Savings and Mortgage Lending

STATE CHARTERED THRIFT INSTITUTIONS

Data as of: 12/07 12/06 12/05 12/04 12/03
Active Charters 26 21 20 22 23
Total Assets (Billions) $10.0 $9.4 $8.7 $13.0 $17.8
Net Income (Millions) $75.6  $211.8 $206.6  $7479  $550.2
Number Profitable/Total Charters 19/26 20/21 19/20 20/22 22/23
Tier 1 Leverage Capital - Lowest 6.9% 7.0% 6.3% 6.9% 6.3%
Tier 1 Leverage Capital - Average 28.7% 12.7% 11.5% 10.7% 9.9%
Tier 1 Leverage Capital - Highest 195.8% 42.0% 31.6% 25.3% 20.2%
Average Risk-Based Capital 45.9% 19.3% 13.1% 18.1% 17.9%

The Texas thrift industry is expected to expand through conversions of existing financial
institutions and de novo savings banks. During calendar year 2007 a federal thrift institution and
a state commercial bank applied for conversion to a state savings bank. Five de novo state
savings banks began operations during 2007, and one de novo state savings bank began
operations subsequent to year end. Community oriented institutions continue to be acquired by
larger financial institutions, creating an opportunity for new community financial institutions to
take their place. In that environment, the Department expects continued interest in chartering
new locally owned and operated de novo institutions. The flexible savings bank charter with its
community bank orientation can serve the needs of communities of every size.

Despite significant deterioration in the 1-4 family national mortgage market, the state chartered
industry non-performing assets as a percent of total assets has remained stable, holding at 1.3% -
as of December 31, 2007, compared to 1.2% in 2006. Classified assets increased over the past
year from an average 11.6% to 14.7% of Tier II capital. Maintaining asset quality has been a
significant positive factor in the industry’s profitability but financial institutions must be closely
monitored given the current economic instability and the likelihood of further national
deterioration. The ratio analysis below is as of December 31, 2007

Banks Thrifts
State Texas State Texas
Chartered Nationai All Texas | Chartered Federal All Texas
Banks Banks Banks Thrifts Thrifts Thrifts

3.74%

131.96% 149.12% | 48.60% 85.00% 66.86%

re Cap age b 9.02% b | 11.74% 7.

Data for institutions chartered by other states and doing business in Texas are not available and therefore excluded.
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Texas Department of Savings and Mortgage Lending

CONSUMER PROTECTION AND COMPLAINT RESOLUTION

COMPLAINTS. As awareness of the Department’s complaint resolution process spreads, the
volume of consumer complaints and the level of effort required to reach resolution has
heightened enforcement efforts. These efforts may continue to expand despite a stable or
declining licensee base. The Department opened a record 1,002 complaints during FY 2007 and
disposed of 1,015 complaints, marking the third consecutive year in which the number of
dispositions exceeded new complaint intake. The investigative staff has been recruited from
applicants with substantial industry experience. This experience, combined with enhanced
compliance knowledge, makes for a highly competent investigator staff. Nevertheless, the
Department continues to be challenged because of the limited number of investigators and an
increased number of complex complaints. The complaints caseload also presents additional
challenges for examinations and legal staff.

The last three legislatures granted additional FTEs for mortgage regulation and complaint
resolution processes. The additional staff has been instrumental in addressing the consumer
complaint backlog and has allowed new procedures to be established to process complaints and
investigations more timely, as well as providing more inspectors to increase the number and
frequency of inspections. Even with additional staff, the Department faces serious challenges
given the large number of licensees it regulates and the number and complexity of consumer
complaints it must investigate and resolve. Enforcement is a very time consuming and staff
intensive effort with license denials, appeal hearings, district court appeals, referrals to and
coordination with the Texas Attorney General’s Office, and the related follow-up processes. The
ability to increase enforcement activities results in reducing mortgage loan costs for Texas
~ consumers by methodically eliminating illegal, unearned, and unjustified fees.

Based on complaint activity, mortgage bankers appear to be more compliant than mortgage
brokers, but recent federal initiatives may dictate more regulatory oversight of all mortgage
originators at the state level. Congressional efforts presently underway address these concerns,
calling for regulation on a broader scale, and may force the state to respond accordingly.
Specific exposure to the current Texas regulatory structure may come from minimum national
licensing requirements that would require all individuals engaged in residential mortgage lending
to be licensed. Although Texas’ mortgage broker licensing program is expected to exceed any
minimum federal standard, the mortgage banker registration program would not. As an
_alternative to federal preemption and loss of all state involvement in residential mortgage
licensing the Texas Legislature will have the opportunity to consider several courses of
corrective action, among them repealing the Mortgage Banker Registration Act and removing the
mortgage banker exemption from the Mortgage Broker Licensing Act.

SUNSET REVIEW

The Finance Commission and the agencies over which it has jurisdiction (Department of
Banking, Department of Savings and Mortgage Lending, and Office of Consumer Credit
Commissioner) were reviewed by the 77th Legislature and their existence was continued until
September 1,2013.
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Texas Department of Savings and Mortgage Lending

EXTERNAL FACTORS

TEXAS INITIATIVES AND CONDITIONS

HoME EQuITY. In 2003, amendments to Texas Constitution Article XVI, Section 50 altered
home equity lending provisions. Two amendments impact the Department. Section
50(a)(6)(P)(vi) authorizes mortgage brokers to make home equity loans. Section 50(u)
authorizes the Legislature to delegate authority to interpret home equity provisions of the
Constitution to one or more state agencies. The Legislature amended the Finance Code,
delegating interpretation authority to the Finance Commission for all lenders except credit unions
and to the Credit Union Commission for credit unions. Section 50 was further amended in 2007
to clarify the section. The Finance Commission and Credit Union Commission (the Joint
Financial Regulatory Commission or “JFRC”) exercise the interpretative authority using the
notice and comment procedures of the rulemaking sections of the Texas Administrative Code.

An agency staff working group develops home equity interpretations for the JFRC and adopted
interpretations are codified in 7 TAC Chapters 151-153. The Department actively participates in
the process because its constituent groups (thrifts, mortgage brokers, and mortgage bankers)
engage in making or originating home equity loans. The process is not static. The Department
monitors litigation relating to home equity lending and developments in the home equity market,
and actively participates in developing and revising home equity interpretations.

Litigation in Texas has challenged adopted interpretations and standard home equity provisions.
Certain of the JFRC interpretations were held to be invalid by a Texas district court and are
currently on appeal. Some of these disputed interpretations were addressed in the 2007
amendments to Section 50. This litigation warrants careful monitoring.

EcoNoMIC CONDITIONS. The overall economic environment for Texas financial institutions and
mortgage lending is expected to remain stable if the deteriorating national economy does not
bleed over and recent interest rate cuts remain unchanged. Economic growth is expected and
unemployment rates are well below other parts of the country, although sharply increased food
and energy costs may dampen near term growth

The Texas real estate market has generally avoided steeply declining property values, having
skipped the housing market bubble experienced in other states. Historically low mortgage rates
have provided some stability in residential real estate. Foreclosures, typically a lagging indicator
of economic conditions, are high in most major metropolitan areas of the state, but appear to
have stabilized at or near a peak. With comparatively positive systemic indicators such as low
unemployment and no real estate pricing bubble to cause depreciation, foreclosures should
continue along historical individual circumstances such as loss of income, marital status, or
health. Although individual institutions have experienced asset quality deterioration, there is
only nominal general financial industry decline at this time. The institutions that stuck to lending
in Texas are faring well, although mortgage origination volumes have declined. Mortgage
originations and home sales may remain stable, but levels will decline as the volume of
refinancing is now past.
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The Texas Comptroller of Public Accounts predicts 3+% growth for the Texas economy and
2.8% nationally through 2011. This growth rate is not expected to generate significant inflation.
The generally favorable economic data on Texas must be placed in the context of the significant
decline in housing starts and the national economic downturn. Higher mortgage interest rates
impact home construction and depress real estate market values, but population growth
potentially offsets these effects. The Comptroller forecast of 1.5% annual population growth
through 2011 should support moderate opportunities for home builders, suppliers, and lenders as
the expanding population’s housing needs are met. Housing occupancy levels in all state regions
have fluctuated modestly over the past two years, with multi-family occupancy increasing from a
low of 88% for Ft. Worth in 2006 to a statewide average of 90% in 2007. Home building permits
and sales have declined by 37% since 2006, but not as steeply as the national numbers. The
Comptroller’s full economic forecast can be found at www.cpa.state.tx.us/finances.

The Texas economy and its future development remain vulnerable to the credit quality weakness
of its citizens. With an average statewide credit score of 667, Experian’s national index ranks
Texas last in state average credit scores and 25 points below the national average. This has huge
implications to the availability and affordability of credit to Texans.

The recent market rate decline has put short-term pressure on interest margins and bank profits,
particularly for shorter term or adjustable rate investments. However, the overall capital levels
of the institutions under the Department’s jurisdiction provide a strong foundation to safeguard
the state thrift system. Since 1992, Texas thrifts have maintained a healthy return on assets in
changing interest rate environments, including the 1994-1995 volatile 200 basis point up and
down swing and again during the Fed tightening of 2000-2001. However, the Federal Reserve
Board is facing the return of fears over stagflation for the first time in 30 years. The national
economy has never before been held captive to so many international constraints as the dollar’s
value plummets, natural resource costs surge, and the national debt is increasingly funded by rate
conscious foreigners. There is no easy monetary policy answer to deal with the simultaneous
recessionary and inflationary pressures that the nation faces today.

Overall, the Texas forecast is for slower, more sustainable, economic growth in an environment
of low inflation and modest unemployment. The Dallas Federal Reserve Bank’s Texas Leading
Index suggests slowing job growth (2.1% in 2008 compared to 3.3% in 2007), but a recession
remains unlikely. Energy prices are a positive for local production and supporting industries, but
a negative for other industries dealing with price pressures on their own products as well as
consumer disposable income being devoted to energy expenses. Other sectors of manufacturing
construction, sales, and employment remain a steady strength to the state economy.

MARKET CONDUCT. In recent years the Texas economy prospered, fueled by several factors,
including low interest rates. Rates continue to be historically favorable, but rising delinquencies
and foreclosures, energy costs, and other inflationary factors have increased mortgage market
yield demanded by investors, and fixed rates have increased in recognition of additional risk. As
markets tighten, originators become more creative and aggressive to increase or maintain market
share, causing greater regulatory concern. Most mortgage lenders, whether in insured depository
institutions, mortgage brokerage, or mortgage banking, possess high business standards and do
an excellent job in serving their clientele, but some do not.
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Even in the stronger Texas market, loan originations are expected to decline or hold at the
current reduced level as the national economy deteriorates. Originators who flooded into the
industry during the boom years face tougher, more aggressive competition. As expected in
competitive markets, applications for new licenses have dropped, and marginal operators are
exiting the market. Unfortunately, increased competition may lead to deceptive practices and
fraud as licensees see their income shrink and turn to more aggressive means to maintain income.
Applicants for new licenses undergo a rigorous review to ensure they meet all requirements of
the MBLAct. The review includes verification and/or assessment of: personal financial net
worth (mortgage brokers); civil litigation involving the applicant; criminal history background
information provided by the Texas Department of Public Safety and the Federal Bureau of
Investigation (FBI); company and assumed names used to originate loans; proper U.S.
Department of Homeland Security work authority if identified as a legal alien; other regulatory
agency bans, disciplinary actions, or revocations; and loan origination experience and education.

FORECLOSURE. Historically, loss of income, health, or marital status have been leading factors
in foreclosure. Income loss, as indicated by unemployment rates, is the most significant. Texas
currently compares favorably with 4.3% unemployment, below the national average of 4.9%, and
well below states such as Michigan (7.1%) and Ohio (5.5%), which are experiencing some of the
highest foreclosure rates in the nation. Property value increases in recent years in California,
Arizona, Nevada, and Florida have been another major contributor to foreclosures. The run-up
led to speculative over-building, followed by the current devaluations. Texas lenders and
consumers are in an enviable environment of relatively low unemployment and stable or
appreciating property values that helps buffer individual difficulties.

MORTGAGE FRAUD. Since 2004, mortgage fraud has become higher profile nationally and
within Texas. Texas is in a vulnerable position with mortgage loan activity among the highest in
the country. Licensees originated 251,693 loans amounting to over $38 billion in calendar year
2006 and 161,847 loans amounting to over $28 billion in 2007.

Texas is fortunate not to be included in Mortgage Asset Research Institutes, Inc.’s (“MARI”)
March 2008 list of the top ten mortgage fraud states. Conversely, the FBI’s 2006 publication
“Financial Crimes Report to the Public” stated, “Data from FY 2005 suspicious activity reports,
FBI pending mortgage fraud cases, Federal Housing Authority insured loans defaulting between
October 1, 2001 and September 30, 2003, and 2005 MARI data, reveals the top 16 states for
Mortgage Fraud activity. States documented by three or four sources include California,
Colorado, Florida, Georgia, Illinois, Michigan, and Texas.” A January 2008 FBI press release
states, “Texas remains one of seven states that are hot spots for traditional mortgage fraud.”

Two basic varieties of mortgage fraud exist. In the more common “fraud for property”, also
called “fraud to qualify” or “fraud for housing”, mortgage originators or borrowers may misstate
income, credit history, that property is owner occupied rather than investment property, appraisal
value, etc. to qualify a buyer for a mortgage. The originator typically derives no benefit beyond
normal fees, and the borrower normally intends to repay the loan. This fraud potentially
threatens efficient mortgage market functioning and presents additional risk for lenders because
borrowers do not meet underwriting guidelines, but trends follow historical patterns and the
incidence does not fluctuate greatly.
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The second fraud scenario, posing the greater risk to lenders, is “fraud for profit”, and typically
involves conspiracy between mortgage professionals: originators, real estate agents, title
company escrow officers, and/or appraisers. In addition to the tactics outlined in “fraud for
property”, in this scenario, promoters often induce naive consumers to become “straw
borrowers” and buy property at highly inflated prices with mortgages well in excess of true
market value. Consumers are led to believe that promoters will “manage” the property as
investment property, and provide rental income sufficient to cover the debt. In actuality, the
promoters siphon large sums from new loan proceeds through hidden disbursements at closing or
disguised payoffs on fictitious liens. Within months the loan is in default and the borrower
suffers foreclosure and ruined credit. The lender discovers the collateral is worth significantly
less than the loan amount and generally incurs the economic loss on the loan. The more stringent
underwriting standards now in effect may help curb this type of fraud, although the pressure to
commit fraud increases as licensees seek ways to maintain income.

Claims of falsification of borrower information, the use of “straw borrowers”, and other loan
scams comprise about 30% of all complaints. Complaints also arise when mortgage originators
engage in cooperative activities with real estate brokers, appraisers, contractors, or investors.
These cases are complex and complicated to unravel, often requiring interagency cooperation to
achieve enforcement. In 2005, the Department initiated an interagency fraud working group
consisting of investigators from the Department, Texas Department of Insurance (title company
oversight), Texas Real Estate Commission (real estate brokers and sales persons), Texas
Appraiser Licensing and Certification Board (appraiser oversight), Office of the Attorney
General, and, if needed, other federal authorities. The 80th Legislature passed H.B. 716, formally
creating the Texas Mortgage Fraud Task Force. Joint investigations and increased authority to
share information with the Texas Real Estate Commission, Texas Securities Board, Texas
Department of Insurance, Federal Trade Commission, Federal National Mortgage Association
(“Fannie”), Housing and Urban Development (“HUD”), and related agencies may improve the
overall effectiveness of all agencies. Addressing mortgage fraud is a Department priority. The
agency devotes considerable resources to combating fraud, cooperating with federal and state
law enforcement agencies independently or through the Mortgage Fraud Task Force.

PREDATORY LENDING. The State Auditor’s Office audited the Department (report number 07-
023) in early FY 2007 to determine its effectiveness in protecting consumers from predatory
lending. Their overall conclusion confirmed an effective license application process, but
determined that inspection procedures and staffing levels were not adequate. Recommendations
included increasing the frequency of inspections, taking the extra step of looking for evidence of
predatory mortgage lending practices, such as arranging loans without regard to the borrower’s
ability to repay. The audit recognized the agency’s limited authority as most lenders are not
regulated by the Department. Further, our ability to add staff was revenue restricted due to
reaching the statutory cap on licensing fees. The audit report stated, “Therefore, the Legislature
would have to increase or eliminate this cap on the license fees before the Department could hire
additional examiners. Applying additional appropriated resources toward inspections of
mortgage brokers would allow the Department to improve its protection of consumers.” The
- Department has taken significant steps to meeting all of the recommendations in the audit.
However, due to legislative oversight and the current state of the mortgage industry, funding
issues have not been corrected and additional staff cannot be added.
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FEDERAL AND NATIONAL ISSUES CONCERNING THRIFT INSTITUTIONS

PREEMPTION. In 1994 Congress expanded interstate branching for depository institutions, and
in 1999 expanded product lines in which financial companies could directly compete. As a result
of these changes and other market driven factors, the financial services industry evolved from
local markets primarily served by locally based competitors to a national market with financial
services conglomerates offering products and competing in interstate markets. These companies
push for uniform statutes and regulations to facilitate interstate competition and ease entry into
new state markets. Preemption impacts the Department’s oversight of the state chartered thrift
industry as outlined below:

e STATE LICENSING AND FEDERAL CHARTER PREEMPTION. National banks chartered by
the Office of Comptroller of the Currency (“OCC”) and federal thrifts chartered by the
Office of Thrift Supervision (“OTS”) are permitted to conduct any activities permitted by
their federal charter in their separately state chartered operating subsidiaries. Both the
OCC and the OTS have taken aggressive positions that these state chartered subsidiaries
enjoy the same federal preemption privileges accorded their federally chartered parents.
The OCC and OTS contend that federal preemption exempts the operating subsidiaries
not only from all state licensing requirements, but also state usury laws and other
consumer protection statutes. In 2004 the OTS extended its preemption reach to include
exclusive agents originating mortgage loans for federally chartered thrifts. Businesses
seeking the reduced regulatory oversight that federal preemption provides them directly
impact the Department’s operations. In March 2008, State Farm International Services,
Inc. applied as a Financial Services Company which would eliminate approximately
1,000 licensed mortgage brokers from the Department’s direct oversight. In February
2008 Beal Bank, SSB, a long standing state charter voluntarily converted to a federal
savings bank charter for the ease with which they can branch into multiple states.

¢ EXPANSION OF BANKING ACTIVITIES, POWERS AND PREEMPTION. The Federal Reserve
Board continues to expand the definition of activities which are financial in nature and
may be engaged in by financial institutions and their operating subsidiaries. Some
industry members are pressing for further expansion of permitted activities including the
ability for financial services companies to expand into real estate brokerage.

INTERSTATE BANKING. Federal thrift institutions have been authorized to engage in interstate
branching and banking since 1982, based on federal preemption of state branching laws. In
1994, Congress expanded interstate branching for all depository institutions. While state
chartered depository institutions are permitted to engage in interstate banking, it remains easier
and simpler for institutions interested in interstate operations to do so with a federal or national
“charter. With a federal charter, an interstate operation has only one primary regulator rather than
a variety of state regulators. Texas is one of only four states (Arizona, Arkansas and Florida)
where more than 50 percent of FDIC insured deposits within the state are controlled by out of
state banks. No Texas state savings charters operate with out-of-state branches; however,
Franklin Bank SSB, Houston operates numerous loan production offices in multiple states.
Expanded authority and flexibility in interstate branching was the sole reason given by Beal
Bank, SSB, Plano, TX, for becoming the first voluntary departure from the state system.
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CHARTER CONSOLIDATION. The consolidation of financial services companies provides both
challenges and opportunities for thrift institutions. As Texas chartered thrifts grow into regional
institutions with branches in diverse geographical markets, they become attractive targets for
acquirers, which may lead to charters exiting the state thrift system through conversion to a
federal bank or thrift charter. On the other hand, the preference of many consumers to deal with
a community depository institution provides de novo chartering opportunities.

CAPITAL STANDARDS. Adoption of risk-based capital standards under Basel II has been very
deliberate over the past several years. However, recent worldwide financial market disruption
and several large banks’ need for major recapitalization have brought implementation into
question. Under Basel II, the methodology for calculating risk based capital for large
international banking institutions is different from that typically used by domestic community
oriented depository institutions. Banks using Basel II would use internal risk measurement
systems to determine risk-weighted asset amounts for: general credit risk (including wholesale
and retail exposures); securitization exposures; equity exposures; and operational risk. The
bifurcated capital standard raises concerns that banks operating under Basel II rules will be able
to grow with lower capital requirements than financial institutions operating under the general
risk-based capital rules, placing smaller institutions at a competitive disadvantage.

DEPOSIT INSURANCE. The Federal Deposit Insurance Reform Act of 2005 addressed many
long-standing issues, including merger of the bank and savings association insurance funds,
increasing retirement account deposit coverage in insured depositories to $250,000, and indexing
the insurance level to inflation. Another provision seeks to resolve the perceived inequity in any
new insurance premiums between institutions that helped recapitalize the insurance funds and
institutions chartered subsequent to 1996 that have not paid premiums into the fund.

EXAMINATION CYCLE. In 2007, the federal financial institution regulatory agencies jointly
adopted rules permitting insured depository institutions with up to $500 million in total assets
and a CAMELS composite rating of 1 or 2, and that met other criteria, to qualify for an 18.
month, rather than 12 month, examination cycle. The other criteria include being well-managed,
well-capitalized, not having undergone a change in control in the previous 12 month period, and
not being subject to a formal enforcement proceeding or order. Regulators may thus focus
resources on institutions that may present managerial, capital, or other issues of supervisory
concern, reducing regulatory burden on small, well-capitalized, and well-managed institutions.
Only two state thrift institutions benefited from this change, so staffing relief did not occur.

FEDERAL REGULATOR STAFFING. This year, the FDIC and OTS reversed the previous several
years’ trend of consolidating regional offices and reducing staffing, and have sought to rehire
retirees. Despite this, their examination procedures and time spent on examinations have not
increased because federal examiners in Texas have been reassigned to states experiencing more
severe banking conditions. This change has increased demands on staff examining institutions
jointly with federal regulators. If banking conditions outside Texas continue to put pressure on
federal regulators, the Department will need to expand its staff to ensure effective oversight of
the state thrift system.
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The federal regulatory agencies’ initiative to conduct full examination procedures with increased
time on-site at the bank for even well-rated and well-managed institutions could also affect
staffing needs for thrift examiners. The Department has a highly qualified but small number of
examiners, and in most examinations, provides staffing nearly equal to that of the FDIC. With
the growth of the mortgage broker examination program, we have been fortunate to hire three
former FDIC commissioned safety and soundness examiners or examiners from other states. In
short term staffing shortages, these examiners can be shifted from mortgage broker inspections to
help the Department meet its joint examination obligations with federal regulators. Additionally,
one mortgage broker examiner is cross-training as a safety and soundness examiner.

CONTINGENCY APPROPRIATIONS RIDER FOR REGULATORY RESPONSE — THRIFT. Especially in
the current economic environment and considering the federal regulator examination staffing
changes outlined above, the thrift contingency appropriations rider provides important flexibility.
to achieve the Department’s goal of ensuring the continued safety and soundness of state
chartered thrift institutions. It is critical that this contingency appropriation authority remain
available to the Department.

NATIONAL ORGANIZATION SUPPORTING STATE REGULATION. The Department is an active
member of the American Council of State Savings Supervisors (“ACSSS”), the primary
professional trade organization of state thrift regulators in the country. The Texas Savings and
Mortgage Lending Commissioner currently serves as the Chairman of ACSSS. The group
collaborates on issues of common concern to state chartered savings institutions and provides
training on current and emerging issues. ACSSS was instrumental in the development and
promotion of the state savings bank charter as a way to obtain relief from the burdensome triple
regulation of state chartered savings and loan associations. The group takes an active role in
providing the banking committees of Congress with the states’ perspective on such issues as the
proposed consolidation of federal bank and thrift regulators, and the merger/conversion of
mutual savings banks.

GEOGRAPHIC CONSIDERATIONS. The Department expects the need for community-oriented
financial institutions, and specifically for thrift institutions, in Texas to continue. In the thrift
industry, the merger/acquisition trend continues, providing new opportunities for the formation
of independently owned local banks to serve communities not attractive to mega-banks and
mega-thrifts. Today, most rural communities in Texas have no locally owned and managed thrift
institution. As equity capital becomes more available, these communities will continue to
provide opportunities for de novo savings bank charters. Often, the housing credit needs of these
communities are poorly met, and major metropolitan financial institutions typically find these
communities unprofitable sites for full service branch locations.

DUAL CHARTER AVAILABILITY. As is the case at the federal level with the OCC and OTS,
Texas has separate regulators for banks and thrift institutions. Both the state of Texas and the
federal government recognize the benefits of separate regulation and specialized knowledge in
the bank and thrift regulators. The Department continues to hear from prospective charter
applicants that this choice benefits them in developing their business plans.
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FEDERAL MORTGAGE INDUSTRY INITIATIVES AND ISSUES

PREDATORY LENDING, SUBPRIME MORTGAGES, NONTRADITIONAL MORTGAGE PRODUCTS.
National legislation has been introduced to address predatory lending and problems in the
subprime markets. The Home Ownership Preservation and Protection Act of 2007 (S.B. 2452),
introduced in December 2007, would impose a fiduciary obligation on mortgage brokers and
duty of good faith and fair dealing for originators. The bill would require a net tangible benefit
to borrowers on high-cost refinancing and prohibit prepayment penalties and yield spread
premiums on subprime or nontraditional (interest-only or payment option) mortgages. The U.S.
House of Representatives passed the Mortgage Reform and Anti-Predatory Lending Act of 2007
(H.R. 3915). This bill would impose a net tangible benefit standard for refinanced loans and
require national licensing and registration of originators if not provided for by the states.

Since January 2007, the FDIC has issued publications regarding predatory lending, subprime
mortgages and nontraditional mortgage products. The FDIC states it will combat predatory
lending through vigorous safety and soundness and compliance examinations and enforcement,
industry outreach, and adult financial education programs. Their report, “Final Illustrations of
Consumer Information for Nontraditional Mortgage Products”, is designed to assist institutions
in implementing the consumer protection portion of the report “Guidance on Nontraditional
Mortgage Product Risks.” Another report outlines risk management practices for adjustable rate
mortgages including: ensuring institutions do not engage in predatory lending; assessing
borrower ability to repay the fully indexed loan rate; and accepting stated income or reduced
documentation only if mitigating factors clearly minimize the need for direct verification of
repayment capacity. The FDIC encourages institutions servicing mortgage loans to pursue
strategies to mitigate losses while preserving affordable, sustainable mortgage obligations.

GOVERNMENT SPONSORED ENTERPRISES (“GSES”). To the extent that GSEs expand their role
beyond their historical purpose of promoting home ownership with specialized programs for first
time and disadvantaged home buyers, they profoundly impact the mortgage industry. Despite
resistance to any change, the U.S. House of Representatives passed a bill tightening regulation of
the GSEs almost a year ago, but the bill stalled in the Senate. In April 2008 reform returned to
the forefront with assurances that the GSEs would maintain sufficient capital. The tension stems
from the need for better accountability and strength vying with the need to expand the powers
and size of the GSEs to help with the current housing crisis. Fannie and Federal Home Loan
Mortgage Corporation (“Freddie”) recently promised to raise capital above their required reserve
level of 2.5% of assets, only half the ratio required of commercial banks. The GSEs currently
hold or guarantee $5 trillion worth of mortgages, about 80% of the market. Current losses are
significant, $3.6 billion in the fourth quarter of 2007 for Fannie and $2.5 billion for Freddie.

REAL ESTATE SETTLEMENT PROCEDURES ACT REFORM. In 2004, HUD withdrew its proposed
revisions to RESPA regulations. In March 2008, HUD reissued proposed revisions amidst
controversy as to whether any clarity to consumers would be achieved. HUD and industry
factions continue to be at odds as to the nature of the reforms. Trade groups continue to express
displeasure with the requirement that yield spread premiums must be disclosed. With the
proposals once again raising objections and the current administration waning, it seems likely
that anything implemented will be the result of a new administration that may start from scratch.
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CONCENTRATIONS IN COMMERCIAL REAL ESTATE (“CRE”). In March 2008, the FDIC re-
emphasized the importance of strong capital and adequate allowances for loan and lease loss
levels (“ALLL”), and robust credit risk-management practices for institutions with concentrated
CRE exposures. The FDIC di