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MEMORANDUM 
 
To: Judge Howell Jackson and Judge Peter Tufano 
From: Alexis Chernak and Sheila Lopez 
Re: On a Motion to Dismiss, Jackson v. Ames  
Date: April 19, 2010 
 
 

QUESTIONS PRESENTED 
 

1. Does the Equal Credit Opportunity Act (“ECOA”) and the Fair Housing Act 

(“FaHA”) permit disparate impact claims by a class of minority borrowers who 

paid higher fees than similarly situated white borrowers in the home mortgage 

context?  

2. Is the use of objective and subjective criteria, which results in disparate impact on 

minority borrowers, justified on business necessity grounds?  

3. Should disparate impact allegations survive a Motion to Dismiss where Plaintiffs 

are a class of minority borrowers who have been subject to the “Discretionary 

Pricing Policy” of Defendant, a home mortgage company?  

 
BRIEF ANSWER 

 
 Based on the statutory text and precedent, the ECOA and the FaHA permit 

disparate impact claims brought by a class of minority borrowers who have been subject 

to higher fees than white borrowers with similar credit risks in the home mortgage 

context.  Whether the use of objective and subjective criteria that results in disparate 

impact is justified on business grounds warrants further exploration.  As such, the court 

should deny the Motion to Dismiss.  Dismissal is appropriate under Federal Rule of Civil 

Procedure 12(b)(6) when a plaintiff’s allegations fail “to state a claim upon which relief 
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can be granted.”1  A court should not grant dismissal, however, unless the plaintiff failed 

to plead “enough facts to state a claim to relief that is plausible on its face.”2  The 

Plaintiff in this case has presented sufficient evidence to show that Ames’ policies may 

have resulted in disparate impact.  

 
STATEMENT OF FACTS 

 
Plaintiffs Harold and Henrietta Jackson (the “Jacksons”) obtained an Ames 

Company (“Ames”) home mortgage loan through a broker on May 15, 2006.  The 

Plaintiffs brought suit against Defendant Ames on September 1, 2009, on behalf of all 

minority consumers (the “Class”) who obtained an Ames home mortgage loan in the 

United States between January 1, 2005 and the date of the judgment in this suit and who 

were subject to Ames’ “Discretionary Pricing Policy” pursuant to which they paid 

discretionary points, fees, or interest rate mark-ups in connection with their loan.  The 

term “minority” is intended to include African American and Hispanic consumers.   

“Discretionary Pricing Policy” refers to Ames’ alleged policy of authorizing its 

loan officers, brokers, and correspondent lenders to impose subjective, discretionary 

charges and interest rate mark-ups that are included in the loans they originate.   

The Jackson Plaintiffs allegedly obtained an Ames mortgage through a broker on 

May 15, 2006.  The loan is alleged to have included, unbeknownst to Plaintiffs, 

subjective, non-risk related charges based on the “Discretionary Pricing Policy” that were 

greater than non-risk-related charges paid by similarly situated white borrowers.   

                                                
1 Fed. R. Civ. P. 12(b)(6). 
2 Bell Atlantic Corp. v Twombly, 127 S. Ct. 1955, 1974 (2007). 
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According to Plaintiffs’ allegations, Ames makes home mortgages to consumers 

through local branch offices and a network of mortgage brokers.  Plaintiffs allege that 

minority consumers use brokers more often than white consumers in the loan application 

process because the locations of the Ames branch offices are less accessible to minority 

consumers.  Because the loans are originated through brokers, Plaintiffs allege that their 

loans are more expensive on average than loans that were obtained directly through 

Ames.  The Plaintiffs allege that the brokers and loan officers are nonetheless Ames’ 

agents since they set loan prices according to Ames’ mortgage policies.   

In the loan origination process, Ames first assesses the credit worthiness of an 

applicant in order to compute the financing or “par rate.”  Although Ames’ initial credit 

analysis utilizes objective criteria to determine the risk-based financing rate, Ames also 

has a subjective component, the “Discretionary Pricing Policy,” that allows executive 

officers, staff, brokers, and agents to add on non-risk based fees and interest-rate mark-

ups to loans originating in the wholesale market.  Plaintiffs allege that they were charged 

these discretionary fees as part of the total annual percentage rate (“APR”) without being 

told that these charges would be part of the overall total finance charge.  Although 

brokers assessed fees for some of Ames’ mortgages, Ames Discretionary Pricing Policy 

opened minority customers to an increased likelihood of exposure to discretionary fees, 

interest-rate mark-ups and other loan terms.  Ames also profited from the interest rate 

mark-ups regardless of whether the loan was originated by the company directly or by the 

broker.   

Plaintiffs allege that Ames’ “Discretionary Pricing Policy” disparately impacted 

minority borrowers because they ended up paying higher fees and interest rates than 
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similarly situated white borrowers with comparable credit risks.  Plaintiffs allege that 

Ames chose subjective and commission-based pricing policies that resulted in a disparate 

impact and knew or should have known about the significant and pervasive impact on 

minority borrowers.   

Plaintiffs allege Ames’ pricing policy resulted in minority borrowers paying 

thousands of dollars more in hidden fees than white borrowers with similar credit 

qualifications.  

Based on these allegations, Plaintiffs challenge Defendant Ames’ discriminatory 

mortgage lending practices under the Fair Housing Act (“FaHA”) and the Equal Credit 

Opportunity Act (“ECOA”). 

In response to this complaint, Defendant Ames has filed a Motion to Dismiss.  

Plaintiffs have, in response, filed a Reply to a Motion to Dismiss.  

 
Table 1: All Ames Loans from 2005-2008 
Race/Ethnicity of 
Borrower 

Mean Annual Percentage 
Rate (APR) 

Difference in 
Mean APR 

Difference After Controlling for 
Risk Factors with Regressions 

African American 9.715 0.362 0.046 
Hispanic 9.458 0.105 0.055 
White  9.353   
 
 

BACKGROUND INFORMATION 
 
I. Statutes and Regulatory Framework 
 
 Home mortgage and improvement loans are primarily regulated by the Fair 

Housing Act3 (“FaHA”) and the Equal Credit Opportunity Act4 (“ECOA”).  FaHA, 

enacted in 1968, prohibits discrimination on the basis of race, color, religion, sex, 

                                                
3 42 U.S.C. §§ 3601-3619.   
4 15 U.S.C. §§ 1691-1691f.  
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national origin, familial status, or disability by direct providers of housing, lending 

institutions such as banks, homeowners insurance companies, and municipalities.  ECOA 

was enacted six years later and focuses on lending more generally as it prohibits creditors 

from discriminating against credit applicants on the basis of race, color, religion, national 

origin, sex, marital statute, age, public assistance, or because an applicant has in good 

faith exercised any right under the Consumer Credit Protection Act.    

These statutes, which collectively make up the fair lending laws, are enforced and 

overseen by eight federal agencies.  As noted in the Government Accountability Office’s 

July 2009 Report on Fair Lending,5 the Department of Housing and Urban Development 

(“HUD”), the Federal Trade Commission (“FTC”), and the Department of Justice 

(“DOJ”), the enforcement agencies, are responsible for overseeing the non-depository 

mortgage lenders while the Federal Deposit Insurance Corporation (“FDIC”), Board of 

Governors of the Federal Reserve System (“Federal Reserve”), National Credit Union 

Administration (“NCUA”), Office of the Comptroller of Currency (“OCC”), and Office 

of Thrift Supervision (“OTS”), the depository institution regulators, are in charge of  the 

federally insured banks, thrifts, and credit unions.     

   Also relevant to this case is the Home Mortgage Disclosure Act6 (“HMDA”).  

Enacted in 1975 and implemented by the Federal Reserve Board’s Regulation C, as 

amended, HMDA requires lending institutions to collect and report public loan data such 

as race, national origin, and sex of mortgage loan borrowers as well as loan type and 

amount, property type, and income level.  Although HMDA does not prohibit specific 

                                                
5 United States Government Accountability Office, Fair Lending: Data Limitations and 
the Fragmented U.S. Financial Regulatory Structure Challenge Federal Oversight and 
Enforcement Efforts, July 2009 (GAO-09-704).  
6 12 U.S.C. § 2801. 
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lender activities, it sets up collection and disclosure systems for data that can then be used 

by enforcement agencies and regulators to identify possible discriminatory lending 

practices. In response to the proliferation of subprime lending and concerns that minority 

groups along with other protected classes were disproportionate recipients of high-priced 

loans, the Federal Reserve in 2002, and then more directly in 2004, began requiring 

certain independent mortgage lenders and federally insured depository institutions to 

collect and make public loan pricing data for higher priced loans, especially those with 

annual percentage rates that exceeded certain thresholds.7  The data, however, lacks some 

relevant underwriting information such as credit scores, debt-to-income (“DTI”) ratios, or 

loan-to-value (“LTV”) ratios.   

 The Real Estate Settlement Procedures Act8 (“RESPA”), administered by the 

Department of Housing and Urban Development (“HUD”), was enacted in 1974 by 

Congress as a response to the large number and size of charges associated with home 

mortgage loans.9  Initially, it required uniform disclosure so consumers would be 

equipped with more information and a better understanding of the lending process.  The 

most recent changes, which went into effect January 2010, require loan originators to 

provide consumers with a standard Good Faith Estimate that discloses closing costs and 

key loan terms.  Lenders must provide applicants with a Good Faith Estimate of 

settlement costs, information booklets, and various fee disclosure documents before, at, 

and after closing.  

                                                
7 United States Government Accountability Office, supra note 5, at 11-12. 
8 12 U.S.C. § 2601. 
9 Elizabeth Renuart and Jen Douglas, Draft of Critique of the Real Estate Settlement 
Procedures Act Cost Disclosure Regime.   
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The Truth in Lending Act10 (“TILA”), also known as Regulation Z, operates in 

the background of the home mortgage process by requiring uniform disclosure of terms 

and costs to consumers.  It applies to consumers in both home and non-home lending 

transactions. 

To a lesser extent, the Community Reinvestment Act11 (“CRA”) of 1977 also is 

pertinent as it encourages lender depository institutions to aid in meeting the credit needs 

of the communities in which they operate. 

 
II. History of Mortgage Loan Discrimination  
 

In the housing market, minorities historically have faced discrimination that has 

impeded their access to housing.  Future homeowners are reliant on an industry of private 

homebuilders, mortgage lenders, and real estate brokers, who for decades discriminated 

against minorities and promoted residential segregation by race.  The National 

Association of Real Estate Brokers as late as the 1950s had policies against realtors 

changing neighborhood racial composition.12  Private builders historically excluded 

minority families from neighborhoods, and mortgage lenders participated in a practice of 

“redlining,” denying financing to minority home-buyers as well as builders who were 

willing to provide housing on a nondiscriminatory basis. 

Redlining as a practice first began when a red line was drawn on a map to define 

where financial institutions would not invest, but the term redlining now refers to 

discrimination based on factors such as race independent of geography.  The federal 

government entered the housing industry in the 1930s, and while the government had the 

                                                
10 15 U.S.C. § 1601. 
11 12 U.S.C. § 2901. 
12 Understanding Fair Housing, 42 U.S. Commission on Civil Rights 3, (1973). 
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opportunity to change these discriminatory policies and practices, the new agencies and 

legislation reflected existing discrimination in the market.13  The government’s support of 

these policies and practices ended with the passage of the FaHA although private lenders 

continued to practice redlining.  One hurdle to addressing redlining mortgage practices 

was that the government relied on private institutions to report mortgage loan data.  The 

federal government addressed this concern with the passage of the HMDA and the CRA, 

which required lenders to report public data that community groups could then use to 

advance improved fair lending practices in underserved communities. 

 While the use of redlining by mortgage lenders still occurs, the practice has 

decreased dramatically, and although minorities are less likely to be denied mortgage 

loans, the questions before the court raise the issue of whether minority borrowers today 

still face discrimination.  Rather than denying credit based on race, the Plaintiff claims 

that minority borrowers are subject to reverse redlining.  With reverse redlining, lenders 

may charge minority borrowers higher interest rates for loans as well as greater up front 

fees and commissions.  Typically, mortgage lenders calculate interest rates based on risk 

considerations and fees based on costs.  Mortgage lenders who reverse redline, however, 

also factor in race, which results in minorities paying substantially more than their white 

counterparts for mortgages.   

Today, there already is a large wealth gap between African Americans and 

Hispanics and whites.  The median net worth of a non-white or Hispanic household in 

2004 was $24,800 in contrast to a non-Hispanic white household with a net worth 

                                                
13 Id. at 4.  
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$140,700.14  Discriminatory terms in mortgages such as higher interest rates and fees 

further increase this wealth gap by delaying minority wealth accumulation.15 

Lenders who practice reverse redlining also sell minority borrowers subprime 

mortgages regardless of credit risk.  Since the 1990s, subprime mortgage lending 

practices that allow borrowers with imperfect credit histories to obtain mortgage loans 

have increased substantially.  Lenders may otherwise have rejected applicants in the 

prime mortgage market because of troubled credit or employment history for example.  

The subprime mortgage market as a result has expanded the availability of credit to these 

borrowers.  

The growth of the subprime mortgage market was spurred by the passage of the 

Depository Institutions Deregulatory and Monetary Control Act in 1980, which abolished 

ceilings on interest rates to allow banks to meet market interest rates, and the Tax Reform 

Act of 1986, which eliminated interest tax reductions on consumer loans other than 

mortgages.  These regulatory changes have allowed lenders more flexibility to charge 

higher interest rates and have increased the demand of home borrowing.16   

As the subprime market has grown, the market also has become more securitized 

due to advances in technology, financial modeling, and the design of new debt 

instruments.17  Wholesale lenders have stopped holding loans on balance sheets and have 

adopted a “originate to distribute” model, where lenders sell loans to mortgage pool 

                                                
14 Alan M. White, Borrowing While Black: Applying Fair Lending Laws to Risk-Based 
Mortgage Pricing, 60 S.C. L. Rev. 677, 679 (2009). 
15 Id. at 680. 
16 Peter Tufano & Andrea Ryan, The Christmas Eve Closing, Harvard Business School 8, 
(2008). 
17 Marsha J. Courchane & Peter M. Zorn, Risk-Based Pricing: Problems, Possibilities, 
and Prospects, Joint Center for Housing Studies of Harvard University A National 
Symposium (Conference Draft) 4, (2010). 
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assemblers.  The mortgage pools are packaged, bought by investment banks and 

converted into securities to be sold to individual and institutional investors.  When loan 

originators sell a mortgage loan, the lenders have accurate information about the price the 

loan could be sold into this secondary market.  The price on the secondary market is an 

important factor in determining the lender’s profits, which also depend on the value of 

the mortgage loan and the costs of the loan.   

The securitization of subprime loans has increased substantially.  The 

securitization rate grew from less than thirty percent in 1995 to fifty-nine percent in 

2003.18  This jump in the securitization of mortgages has increased the overall liquidity 

available to lending institutions, thereby allowing banks to provide loans to high-risk 

borrowers in the subprime market.19  Most of Ames loan originations were sold into a 

secondary market during the class period. 

 The Treasury Department and Department of Housing held joint hearings in 2000 

covering the rise in predatory lending practices in the subprime market.  They found that 

minority homeowners disproportionately held subprime mortgages and therefore paid 

higher rates than white homeowners.20  Subprime mortgages are risky, often resulting in 

foreclosures.  The number of foreclosures rose rapidly between 2006 and 2007, causing a 

mortgage meltdown that preceded the larger financial crisis.21   

                                                
18 Souphala Chomsisengphet & Anthony Pennington-Cross, The Evolution of the 
Subprime Mortgage Market, Fed. Reserve Bank of St. Louis Rev. 31, 37 (Jan./Feb. 
2006). 
19 Courchane, supra note 17, at 4. 
20 White, supra note 14, at 687. 
21 Katalina M. Bianco, The Subprime Lending Crisis: Causes and Effects of the Mortgage 
Meltdown, CCH Federal Banking Law Reporter (2008), http://business.cch.com/ 
bankingfinance/focus/news/Subprime_WP_rev.pdf 
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The questions presented in this case are at the forefront of a national debate.  In 

response to the foreclosure crisis, the Department of Justice is taking a closer look at 

reverse redlining claims by investigating banks and mortgage brokers suspected of 

discriminating against minority borrowers.  At the beginning of 2010, the Civil Rights 

Division had thirty-eight open investigations into claims of lending discrimination.22  

Cities and states have taken action in the wake of the economic recession by suing 

mortgage companies for the costs taxpayers have inherited as a result of the wave of 

foreclosures.23  The Department of Justice is also assisting state attorneys in filing suits 

against banks for subprime lending practices.   

 
III. Components of Mortgage Pricing 
 
A. Underwriting Factors 

 
Lenders in the mortgage industry utilize risk assessment tools to overcome the 

imperfect information they have about borrowers.  Underwriters evaluate every borrower 

application to determine whether and under what terms the risk a borrower posed to a 

lender would be acceptable.  For this review, the institutions rely on a set of criteria and 

threshold levels to provide guidance to lending officers and brokers in evaluating a 

potential borrower.  Most banks agree on the general principles behind underwriting 

although the institutions vary on the range of factors to be considered and threshold 

levels.  Institutions in the secondary mortgage market make similar considerations.  

From this analysis, lending institutions will determine what rate to offer a 

borrower.  Lower risk borrowers receive prime rates while high-risk borrowers are 

                                                
22 Charlie Savage, Justice Department Fights Bias In Lending, New York Times, Jan. 13, 
2010.  
23 Id. 
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considered subprime.  Banks use the same underwriting process for prime and subprime 

lending. 

When deciding whether to grant a loan, lenders are concerned with the likelihood 

of borrower default.  To assess this risk, most of the large banks look at credit scores in 

the underwriting process.  Credit scores are number valuations that represent the 

creditworthiness of an individual.  Banks typically consider credit scores to be only one 

factor in their decision.  To evaluate a credit score, banks collect a credit report from 

either a single credit bureau or multiple bureaus.  If there is a co-applicant for a loan, the 

bank will consider the co-applicant’s credit score as well.  If there are problems with a 

borrower’s credit score, the bank may follow-up with the credit bureau for an 

explanation. 

In addition to credit scores, lending institutions consider the LTV to determine a 

lender’s collateral and assess the capacity of a borrower by calculating the DTI.  These 

factors are important to lenders because the factors are not captured in the credit bureau 

reports.  One concern about the over-reliance on these factors is individuals may not have 

the opportunity to make corrections if the information is inaccurate.   

Lending institutions are increasingly utilizing automated systems for the 

underwriting process.  These systems have improved lending institutions’ ability to 

accurately and objectively assess borrower’s credit risk.  In theory, the use of these 

systems also should help identify patterns of discrimination by banks.  Banks, however, 

typically do not rely solely on these systems, and most banks have policies that allow for 

overrides to the automated system.  The use of overrides gives lenders or brokers the 

opportunity to consider subjective factors that could result in disparate treatment, limiting 
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the guarantee of arms-length decision-making that automated systems supposedly 

provide.    

 
B. Delivery Channels for Mortgages 
  

There is a wide range of delivery channels for mortgage loans.  Borrowers can 

receive a mortgage loan from a broker, retail lender, or traditional bank.  Mortgage 

brokers are independent intermediaries for mortgage lenders and borrowers that work to 

identify a borrower, arrange a deal and counsel the borrower through the mortgage loan 

process.  A majority of Ames’ loans during the class period were originated through 

wholesale brokers.  After a deal is secured, the loan agreement is sent to a mortgage bank 

or wholesale lender for approval.   

In the retail market, Ames directly lends to borrowers through a variety of entry-

points.  Loans are originated through telemarketing processing centers, the Internet and 

physical branch offices.  For retail origination, lenders provide similar information to rate 

sheets to the offices and the retail offices are compensated in part by origination fees and 

other direct charges.  Unlike mortgage brokers, however, retail offices are not paid yield 

spread premiums.  Less than 5% of Ames loans were originated in retail offices. 

Traditional banks originate loans as well although this channel is the least 

common as was the case for Ames.  Banks similar to brokers identify borrowers and 

facilitate the process of arranging a mortgage loan between the wholesale lender and the 

borrower.  Lending institutions provide banks with information about loan programs and 

rate sheets although these forms tend to vary depending the bank and its relationship to 

the lender. 
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The process for underwriting and pricing a loan through one of the channels 

described above can be highly centralized or decentralized depending on the lender.  

Even though borrowers enter a process from different points such as the Internet or a 

bank branch, the pricing and underwriting decisions can be highly centralized.  By 

contrast, in a decentralized system there may be a complex system that includes different 

bank branches, multiple affiliates, decentralized loan production offices, indirect 

brokerage operations, and nonblank subsidiaries.24  In a decentralized process, the 

underwriting and pricing decisions may vary depending on which channel a borrower 

uses.  

Studies have found that broker originated mortgages often are sold at higher 

interest rates and fees than other channels.25  One factor that may account for price 

differences between the channels is the amount of discretion lending institutions allow for 

at a particular entry point.  Generally, as compared to lenders operating in traditional 

banks or retail lenders, brokers have greater discretion in setting the price of mortgage 

loans.26  This in part is because brokers can sell borrowers a range of products from 

different wholesale lenders.  Brokers, however, also have a significant amount of 

discretion in the application process after selecting a wholesale lender. 

As in this case and discussed later in this memo, studies have revealed that 

minority borrowers are more likely to obtain mortgage loans from independent brokers 

than other channels.27  Brokers tend to be less regulated and, as a result, minority 

                                                
24 Robert B. Avery, New Information Reported under HMDA and Its Application in Fair 
Lending Enforcement, Federal Reserve Bulletin 344, 370 (Summer 2005). 
25 Id. 
26 White, supra note 14, at 688. 
27 Id. at 687. 
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borrowers may end up paying higher prices than white borrowers.  Minority borrowers 

are also more likely to obtain a loan from a subprime lender, which leads to high interest 

rates and fees.    

  
C.  Lender Pricing Policies  
  
 Several factors are responsible for the variation in loan prices.  The cost of funds 

is the largest expense lending institutions face in making loans.  The cost of funding 

varies based on the duration of the debt as well as the creditworthiness of the borrower.  

Because banks often sell loans, the secondary market’s prices also impact the lenders 

pricing decisions.  

  Another important factor is credit risk, which depends on the borrower’s 

creditworthiness and the equity in the home securing the loan. It also depends on whether 

the bank can apply foreclosure sale proceeds to the borrower’s debt in the event of 

default.  Other factors that affect loan prices include the risk that loans will be paid ahead 

of schedule forcing the lender to reinvest the funds in a new market at a lower interest 

rate, overhead expenses including research and marketing, and the costs of servicing a 

loan.  

 Given the number of factors, mortgage lenders provide brokers and loan officers 

with rate sheets that offer some objective guidance to mortgage loan pricing.  These 

forms present the loan terms for a variety of products including fixed and adjusted rate 

loans.  Rate sheets also provide brokers and loan officers with a range of prices for 

different loan products and the thresholds for borrower creditworthiness to obtain a 

product. 
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Using the price ranges from the rate sheets as guides, brokers and loan officers 

then apply the factors used in the initial process to calculate the future interest rate of the 

mortgage.  For example, to assess the creditworthiness of a borrower, the broker and loan 

officer will look at the borrower’s income, employment prospects, available assets, 

claims on the borrower’s income from other debts, and credit history score, which 

demonstrates willingness to repay debt.  Broker and loan officers also will consider the 

LTV ratio, whether the property is owner-occupied, and whether the purpose of the loan 

is to purchase or refinance.  Besides borrower characteristics, the broker or loan officer 

will factor the mortgage product and the loan amount into the pricing. 

Working from the basic rates outlined in the rate sheet, brokers will make 

adjustments to the interest rate to reflect the characteristics and circumstances of the 

borrower and the loan product.  For example, if a loan is small, a broker or loan officer 

may increase the interest right slightly.  Brokers and loan officers can offer loans at “par 

rate,” which is the rate the originating lender would offer the loan to a borrower.  As 

discussed in the next section, brokers also have discretion to offer loans at higher interest 

rates.  When brokers price loans at higher interest rates, these loans are said to be “above 

par.”  The difference between the rate charged and par value is paid by the lending 

institution to the mortgage broker as a yield spread premium.  

Pricing mortgages is a complex process as a result of the number of different 

mortgage products and the range of borrower characteristics.  In her research, Marsha 

Courchane argues that this complexity makes it difficult to claim pricing disparities are a 
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result of race discrimination.28  She claims that there are many possible factors that could 

be used to explain the difference in home mortgage pricing.  

 
D.  Discretionary Pricing Policies  
 

Although mortgage lenders provide brokers and loan officers with rate sheets to 

price mortgages based on objective criteria, brokers and loan officers often deviate from 

the rate sheets.  Many lenders have policies that give discretion to brokers and loan 

officers to increase the interest rate of loans as well as to impose additional fees on 

borrowers.  In defense of these policies, lenders claim that discretion is necessary to 

accommodate the changing market conditions.   

Besides discretionary pricing policies, lenders also indirectly provide additional 

discretion to brokers and loan offers by granting them the power to make exceptions from 

the rate sheets.29  The Plaintiff claims that Ames rapid growth during the class period in 

part could be attributed to its policy of having a broker-friendly process that gave brokers 

substantial pricing freedom under Ames’ Discretionary Pricing Policy and liberal 

granting exceptions to their objective pricing guidelines. The Plaintiffs argue that Ames 

had a Discretionary Pricing Policy, and under this policy, charged non-risk based fees 

and higher interest rates that disparately impacted minority borrowers. 

Given this, although lenders rely on objective criteria to set mortgage prices in 

both of these cases, the discretionary components of policies and grants of exceptions to a 

policy are susceptible to discriminatory practices.  In particular, because brokers often 

                                                
28 Marsha J. Courchane, The Pricing of Home Mortgage Loans to Minority Borrowers: 
How Much of the APR Differential Can We Explain? 29 J. Real Est. Res. 399 (2007). 
29 Information about how closely lending institutions monitor brokers and loan officers’ 
decisions to override the rate sheets is not available. 
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meet with borrowers, they are able to observe a borrower’s race and ethnicity, which is 

not as likely in a formal centralized underwriting process.30   

 The Plaintiffs argue that mortgage lender policies provide more than discretion to 

adjust loans to market demand.  The plaintiffs contend that these discretionary policies 

actually incentivize brokers to increase the interest rate on loans.  If brokers sell mortgage 

loans at an interest rate above par, then the lenders pay brokers additional compensation 

in the form of yield spread premiums.  As a result, higher interest rates for borrowers 

result in higher yield spread premium payments and greater compensation for brokers.  

For example for increments sold above the par rate, brokers may receive an increased 

commission of about 1% of the loan total.  Yield spread premiums on average range from 

$1000 to $2000 and often account for the largest part of a broker’s compensation.31 

The practice of selling loans above par has grown since the 1990s, especially for 

subprime loans.  Yield spread premiums are much maligned because they increase the 

overall interest rate cost to the borrower.  Although they shoulder this additional cost, 

studies have found that borrowers do not understand how yield spread premiums work.  

The Truth in Lending Act addresses this concern by requiring that borrowers be informed 

of the total estimated interest rate of the loan, the APR, which includes the costs of the 

yield spread premiums.  Yield spread premiums further are said to violate the anti-

kickback provisions of RESPA although they are defended as “legitimate forms of 

                                                
30 Stephen L. Ross, Mortgage Lending in Chicago and Los Angeles: A Paired Testing 
Study of Pre-Application Process, 63 J. Urb. Econ. 902, 904 (2008). 
31 Howell J. Jackson, Kickbacks or Compensation: The Case of Yield Spread Premiums, 
12 Stand. J.L. Bus. & Fin. 289, 292 (Spring 2007). 
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compensation” under the Act; they also facilitate loans to borrowers who would 

otherwise not be approved.32      

 Finally, brokers have discretion to charge up front fees.  Broker origination fees 

often are assessed as a percentage of the loan.  A typical fee would be 1% of a loan 

amount.  Additionally, brokers may assess document preparation fees, application fees, 

and processing fees. Borrowers may overlook these fees and focus on the interest rate of 

the loan rather than the APR, which also calculates the additional fees into the interest 

rate.  Requiring borrowers be made aware of the APR helps prevent brokers from 

offering low interest rates but adding large fees.  While lenders argue that discretionary 

pricing helps allocate resources efficiently, this policy does as the Plaintiff’s argue appear 

to open the process up to subjective decisions and possibly discriminatory practices. 

 
E.  Relevant Research 
 

The question of whether discrimination in the mortgage lending market exists has 

been extensively studied. Initially, research in this field used statistical techniques to 

examine disparate treatment of minorities for the approval of loans and the racial 

composition of neighborhoods. One of the most important studies about race 

discrimination in lending decisions is the Boston Fed study, which first controlled for 

variables such as borrower history, income assets, and loan features.33  Controlling for 

these variables, the study found that minority borrowers when compared to white 

applicants were 8.2% more likely to be denied loans by Boston lenders in 1990.34  

                                                
32 Id. at 289. 
33 White, supra note 14, at 680. 
34 Id.  
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Early studies “were suggestive of significant racial effects, but suffered from an 

absence of controls for credit risk and other underwriting considerations when examining 

substantially large samples of actual loan originations as opposed to more limited audit 

tests.”35  Researchers were able to correct for these lack of controls as more data became 

available over time as a result of increased government reporting requirements, litigation 

and academic research.  Later research examining loan channels and the affect of race of 

credit spreads for example have continued to find although smaller statistically 

significant racial disparities.36  Collectively the studies show that “factors relating to the 

homeowner’s credit, income, and property value alone cannot fully explain price 

disparities,” but “the identify of the lender, the channel used (prime versus subprime, 

broker versus retail), and the local market characteristics (i.e., neighborhoods with few 

competing lenders) help complete the picture of how racial disparities come about.”37  

While studies have identified relevant variables, no study has conclusively explained the 

racial differences. 

Other research relevant to this case examines how individuals are affected by 

race.  Research has found that “economic decision makers are influenced by racially 

conscious or unconscious stereotypes,” which is relevant in understanding whether 

minorities may be discriminated against in the mortgage loan industry by individuals and 

companies that claim not to discriminate.38  Research in other industries such as 

automobile financing, commercial lending and foreign lending markets finding minority 

                                                
35 Howell E. Jackson, Expert Testimony in Ramirez v. GreenPoint Mortgage Funding, 
Inc., 17. 
36 Id. at 12. 
37 White, supra note 14, at 686. 
38 Jackson, supra note 35, at 18. 
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borrowers also are applicable, demonstrating that minorities are charged more for credit 

in these markets as well.39 

 
LEGAL DISCUSSION 

I.  Theories of Discrimination   

There are three legal theories available to plaintiffs challenging discriminatory 

lending practices: direct discrimination, disparate treatment, and disparate impact, all of 

which originally stem from employment discrimination litigation but have more recently 

been applied to the home lending context.40  Under the FaHA and ECOA, discrimination 

on the basis of race is expressly prohibited.  Direct evidence of outright discrimination, 

however, is usually both difficult to obtain and not the basis of the claim.  

Plaintiffs here allege that discretionary pricing policies disparately impacted 

minority borrowers by imposing higher fees and interest rates on minorities than similarly 

situated white borrowers with similar credit risks. 

 
A.  Disparate Treatment  

 Under the FaHA and ECOA, disparate treatment discrimination, which is defined 

as the use of different underwriting standards for people in different groups, is explicitly 

prohibited.41  This may include providing differential pricing and loan products to 

similarly qualified applicants based on their race or ethnicity.  A plaintiff can prove 

discrimination using the disparate treatment theory laid out in McDonnell Douglas Corp. 

                                                
39 Id. at 19. 
40 A.B. & S. Auto Service, Inc. v. South Shore Bank of Chicago, 962 F. Supp. 1056 (N.D. 
Ill., 1997) cited in Stephen Ross & John Yinger, The Color of Credit: Mortgage 
Discrimination, Research Methodology, and Fair-Lending Enforcement (MIT, 2002). 
41 Stephen Ross & John Yinger, The Color of Credit: Mortgage Discrimination, Research 
Methodology, and Fair-Lending Enforcement 314 (MIT, 2002). 
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v. Green, an employment discrimination case.42  A plaintiff must make a prima facie case 

by showing: 1) the borrower is a member of a protected class; 2) the borrower applied for 

and was qualified for credit; 3) the borrower was denied credit or given terms less 

favorable than similarly situated applicants; and 4) the defendant continued to approve 

loans or granted them on more favorable terms, to similarly qualified applicants.43  If the 

plaintiff meets this burden, the lender then has an opportunity to show that there was a 

legitimate, non-discriminatory reason for the credit decision.44  Success under a disparate 

treatment approach requires proof of intentional discrimination, which may be generally 

alleged.45  

A disparate treatment analysis is best suited for practices such as redlining where 

lenders differentiate between similarly situated applicants primarily based on race or 

ethnicity.  In cases where discrimination is unintentional or indirect, where practices are 

not overtly discriminatory, a disparate impact analysis is preferable. 

 

B.  Disparate Impact 

More relevant to this case and common to plaintiffs challenging discriminatory 

policies under the FaHA or ECOA is a disparate impact analysis.  Under this standard, a 

facially neutral policy or activity has a disparate impact on minority groups and is not 

                                                
42 McDonnell Douglas Corp. v. Green, 411 U.S. 792 (1973) cited in Stephen Ross & 
John Yinger, The Color of Credit: Mortgage Discrimination, Research Methodology, and 
Fair-Lending Enforcement (MIT, 2002). 
42 Ross supra note 41. 
43 McDonnell Douglas Corp. v. Green, 411 U.S. 792 (1973).  
44 Hood v. Midwest Sav. Bank, 95 F. App’x 768 (6th Cir. 2004) (using the disparate 
treatment approach under the FaHA and ECOA); Ring v. First Interstate Mortgage, Inc., 
984 F. 2d 924, 926 (8th Cir. 1993) (applying the analysis to claims made under the 
FaHA). 
45 Bennett v. Schmidt, 153 F. 3d 516, 518 (7th Cir. 1998). 
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justified by a business necessity.  Although neutral on its face, the policy or practice is 

discriminatory in effect, allowing lenders to escape liability.  While the Supreme Court 

has not addressed whether disparate impact claims can be brought under the FaHA or 

ECOA and while regulations do not directly speak to the issue, commentators and lower 

courts have extended employment discrimination jurisprudence to the home mortgage 

context and interpreted the acts to permit disparate impact claims.  ECOA disparate 

impact claims have been brought by borrowers against auto-manufacturers in the auto-

financing context.   

The disparate impact theory of ECOA liability derives from the legislative history 
of the Act, which suggests Congressional intent to install an ‘effects’ test concept, 
as outlined in the employment field by the Supreme Court in the cases of Griggs 
v. Duke Power Co., 401 U.S. 424 (1971), and Albemarle Paper Co. v. Moody, 422 
U.S. 405 (1975), to be applicable to a creditor’s determination of credit 
worthiness. See 12 C.F.R. 202.6, FN. 2. “…[T]he accepted rule [is] that in 
deciding ECOA cases courts will look to Title VII law.46 
 
Nonetheless, in cases factually and legally similar to this one, defendants have 

raised a recent Supreme Court decision, Smith v. City of Jackson, as a reason to bar 

disparate impact claims brought under the ECOA and FaHA.47  In Smith, the Supreme 

Court held that disparate impact claims are permitted by the Age Discrimination in 

Employment Act (“ADEA”) based on, among other things, the statutory text.48  

Defendants in home mortgage discrimination cases, however, have tried to read the 

opinion to bar disparate impact claims where the statutory text does not explicitly allow 

for such claims.  As lower courts have noted, that opinion does not seem to be on point 

                                                
46 Michael Stern, Memorandum to Professor Howell Jackson on ECOA and Housing 
Discrimination  (October 2007) citing Jones v. Ford Motor Credit Co., 2005 WL 743213 
(S.D.N.Y., 2005), citing Garcia v. Veneman 224 F.R.D. 8, at 12 n. 3 (D.D.C. 2004). 
47 See GreenPoint Order citing Smith v. City of Jackson, 544 U.S. 228 (2005).  
48 Smith v. City of Jackson, 544 U.S. 228, 233-240 (2005).  
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and no court has interpreted the Smith decision to bar disparate impact claims under the 

FaHA or ECOA.  Many have continued allowing for disparate impact claims under the 

statutes.49   

Defendants in home lending discrimination cases seem to be extending Smith’s 

holding beyond its logical confines.  As such, this Court should follow precedent and find 

that “the Smith decision does not reach so far as to prohibit disparate-impact claims under 

other statutes that do not contain this same language; nor does it set forth a new test for 

determining whether a statute supports disparate-impact claims.”50  

Furthermore, federal agencies have also interpreted the acts to permit disparate 

impact claims.  According to the GAO’s 2009 Report to Congress, practices that lead to 

disparate effects are prohibited under either the ECOA and FaHA or both.51  Responding 

to the subprime crisis, the report explains that “a lender may not, because of a prohibited 

basis…fail to provide information or services or provide different information or services 

regarding any aspect of the lending process, including credit availability, application 

procedures, or lending standards; vary the terms of credit offered, including the amount, 

interest rate, duration, or type of loan; [or] use different standards to evaluate 

collateral.”52 

                                                
49 GreenPoint Order at 5 citing Graoch Associates #33, L.P. v. Louisville/Jefferson 
County Metro Human Relations Comm’n, 508 F.3d 366, 371-374 (6th Cir. 2007); 
Reinhart v. Lincoln County, 482 F.3d 1225, 1229 (10th Cir. 2007); Affordable Housing 
Dev. Corp. v. City of Fresno, 433 F.3d 1182, 1194-1195 (9th Cir. 2006); Zamudio v. 
HSBC N. Am. Holdings Inc., No. 07 C 4315, 2008 WL 517138, at *2 (N.D. Ill. Feb. 20, 
2008). 
50 GreenPoint Order at 6 citing Zamudio, 2008 WL 517138, at *2. 
51 United States Government Accountability Office, supra note 5.  
52 Id. at 1.  
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Nonetheless, as commentators and scholars have noted, “[b]ecause the rules for 

determining disparate-impact discrimination are not settled, even for Title VII, and 

because court precedents for considering this type of discrimination in lending are so 

limited, no clear standards exist for determining when a lender is practicing disparate-

impact discrimination.”53  Currently, the test employed to prove disparate impact under 

the FaHA and ECOA is similar to the one used under Title VII: there is disparate impact 

discrimination if 1) a practice has a disparate impact on a legally protected class of 

people and either 2) the practice cannot be justified on the grounds of business necessity 

or 3) the practice can be justified by business necessity but there exists an alternative 

practice that achieves the same business objectives without the same disparate impact.54  

It is important to note that although this is the framework commonly used, not all of these 

issues have been raised or addressed by courts in the home mortgage context.  

 
i. Does lender’s policy or practice have a disparate impact on a protected class?   

To establish a prima facie case using the disparate impact approach, a plaintiff 

must first demonstrate that the policy or practice identified has an adverse effect on the 

protected group.55  To do so, the plaintiff must meet the particularity requirement by 

identifying the practice or policy that is being challenged.  Because this can be difficult to 

establish in the lending context where lenders’ decision-making processes are not 

sufficiently transparent for analysis courts have granted an exception that allows 

plaintiffs to make more general allegations.56  As noted by the authors in The Color of 

                                                
53 Ross supra note 41. 
54 Id. at 315.  
55 Powell v. American General Finance, Inc., 310 F. Supp. 2d 481 (N.D.N.Y., 2004). 
56 Ross supra note 41, at 316. 
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Credit, this exception is particularly important in fair lending litigation where it is 

difficult for plaintiffs to explain the automated underwriting process since it is usually 

proprietary, “hidden from the customer (and the fair-lending enforcement official) and 

therefore cannot be evaluated for disparate impact.”57  In many cases, lending institutions 

argue that plaintiffs are challenging the practice of individual brokers and not any policy 

or practice of the company.  A lender’s liability for its broker’s actions is discussed later 

in the memorandum.  

In this case, Plaintiffs have identified the Discretionary Pricing Policy that allows 

brokers to tack on hidden fees based on subjective criteria and not objective credit-risk 

related criteria as the basis for their disparate impact claim.  Plaintiffs allege that 

discretionary pricing policies have resulted in minorities paying higher prices (higher 

APRs) for home mortgages than whites with similar credit-risk characteristics.  As noted 

by other courts, the Supreme Court has held that “subjective or discretionary employment 

practices may be analyzed under the disparate impact approach in appropriate cases.”58  

Furthermore, lower courts have explicitly authorized this type of claim: “Plaintiff does 

not challenge the overall process by which Defendants determine borrowers’ rates and 

fees.  Instead, Plaintiff challenges only the practice of allowing and incentivizing 

individual loan originators to assess additional, non-risk-based fees. In the context of a 

motion to dismiss, this is sufficient…”59  

After identifying the policy being challenged, plaintiffs must show a disparity in 

effect or treatment between the protected class and a similarly situated group.  In other 

                                                
57 Id.  
58 GreenPoint Order at 7 citing Watson v. Fort Worth Bank & Trust, 487 U.S. 977, 991 
(1988). 
59 GreenPoint Order at 7 citing Garcia Order at 15. 
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words, plaintiffs must show that the discretionary pricing policies had a disproportionate 

adverse impact on minorities by causing minority borrowers to pay higher rates than 

whites with similar credit risks. Here, Plaintiffs allege that minorities are subject to 

higher fees and more frequent discretionary pricing than similarly situated whites.  

Next, plaintiffs must establish causation, a connection between the policy or 

practice and the disparate effect.60  Proof of motive or intent is not required.  Although 

uniform guidelines for what constitutes appropriate evidence do not exist, in both credit 

and Title VII cases courts have suggested that evidence of a statistically significant 

disparity is necessary.61  As discussed above, studies have been conducted on home 

mortgage lending to respond to discrimination allegations.  Controlling for credit 

worthiness-related variables, these studies still reveal pricing disparities between minority 

and non-minority groups that objective factors could not explain.62  

Data collection and statistical analysis have been critical to disparate impact 

discrimination litigation.  Data that is normally collected by the credit industry provides a 

wealth of information and has allowed plaintiffs to move beyond instances of individual, 

one-time discrimination to allege systematic discrimination using aggregate findings.  In 

disparate impact statistical analysis, regression models intentionally omit non-race 

variables to see whether those factors produce a disparate impact and include only those 

factors that are justified on business grounds; including illegitimate variables would bias 

the results.  Under a disparate impact approach, regression models should control for only 

                                                
60 See Bennet v. Roberts, 295 F.3d 687, 698 (7th Cir. 2002).  
61 See Jones v. Ford Motor Credit Co., 2005 WL 743213 at 7 n.9 (S.D.N.Y., 2005) (auto-
loan case finding that in “both disparate impact and pattern-or-practice disparate 
treatment cases, statistical evidence is generally critical to establishing a prima facie 
showing of disparity in treatment or impact”). 
62 See Ware v. Indymac, FSB, 534 F. Supp. 2d 835, 840 (N.D. Ill 2008). 
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those factors that constitute a legitimate business need.  Thus, whether a factor constitutes 

a business necessity is critical when conducting regression analyses.  However, the 

meaning of “business need” or “legitimate business reason,” is contested.  

In order to satisfy this step, plaintiffs must show that there is a disparate impact 

between white and minority borrowers who meet the basic requirements of a loan 

application.   Here, defendant’s data includes the mean APR for borrowers according to 

race and/or ethnicity.  The mean APR comparisons show that Hispanics and African 

Americans paid more for loans than whites with similar credit risk characteristics. Having 

established disparate impact, plaintiffs can move on to the next step: whether there is a 

legitimate business reason for this discrepancy.  

 
ii.  Is the Policy or Practice Justified By Business Necessity?   

 After the plaintiff establishes that the policy has a disparate impact on a protected 

class, the burden of proof shifts to the defendant to show that the policy in question can 

be justified on business grounds.  This standard is used in employment discrimination 

cases and has been extended to lending.  However, there is little case law or legislative 

guidance on what exactly constitutes business necessity and on what evidence defendants 

must present in order to prove business necessity.  The standard of proof has been 

addressed in the employment context but still remains vague: the Supreme Court in 

Griggs v. Duke Power63 stated that the policy or practice in question must be 

“demonstrably a reasonable measure of job performance” and then later, a much more 

conservative Court explained in Wards Cove Packing Co. v Atonia64 that a policy need 

                                                
63 Griggs v. Duke Power, 401 U.S. 424 (1971).  
64 Wards Cove Packing Co. v Atonia, 490 U.S. 659 (1989).  
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not be essential or indispensable to pass the business necessity test.65  In the Civil Rights 

Act of 1991, an employment discrimination statute, Congress reversed course by 

codifying Grigg’s job-relatedness and consistent with business necessity standard and 

overruling the more limited reading in Wards.66  Nonetheless, the standard of proof is far 

from clear.  

 In both the employment and lending context, scholars have spent much time 

attempting to elaborate on what the appropriate standard is and on what constitutes a 

legitimate business reason that would justify a disparate impact.  In Market Power and 

Inequality, Ian Ayres addresses the standard and scope of the business necessity defense.  

He points out that civil rights advocates focus on “business necessity,” which implies that 

“any policy that is not strictly necessary to prevent a firm’s bankruptcy is not justified.”67  

Opponents, however, “focus on the term ‘job related’ in arguing that any policy that 

increases a firm’s profitability (even infinitesimally) is justified.”68   

Ayres, however, takes issue with the fundamental premise of both arguments that 

“policies that produce greater profits are more justifiable.”69  Linking racial 

discrimination and market failure, he argues ”increases in profits to supra-competitive 

levels…should not provide a business justification for policies that have disparate 

impacts on protected groups.”70 According to Ayres, policies that exploit a lender’s 

                                                
65 Ross supra note 41, at 318. 
66 42 U.S.C. § 1981.   
67 Ian Ayres, Market Power and Inequality: A Competitive Conduct Standard for 
Assessing When Disparate Impacts Are Justified, 95 California Law Review 669, 2 
(2007) available at: 
http://islandia.law.yale.edu/ayres/Market%20Failure%20and%20Inequality.doc 
68 Id at 2.  
69 Id. at 3.  
70 Id. at 4.  
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market power are in effect anti-competitive and should not be used to justify practices 

that produce disparate impact on business necessity grounds.  They are fundamentally 

different from competitive policies that cover an employer or lender’s costs or are based 

on the productivity of the employee or consumer.  “Exploiting market power should not 

be a business justification.  Anti-competitive conduct—even if profitable—should not 

justify policies that would otherwise violate civil rights law because they produce racially 

disparate outcomes.”71  

According to Ayres, examples of profitable but anti-competitive conduct include 

prices that exploit consumers’ lack of bargaining power (“price-gouging”) and wages that 

exploit employees’ lack of alternatives (“wage gouging”).  These policies  “extract 

disproportionate profits from poor and disproportionately minority consumers” because 

they have less social capital, no market power, and limited information; they accept low 

wages or high prices because they either do not know better or they have no other 

choice.72  For Ayres, price discrimination, which occurs “whenever a firm makes 

systematically different rates of profit from different groups of consumers of similar 

products,”73 is both inefficient and discriminatory and therefore should not be justified on 

business necessity grounds.  In fact, for Ayres, these “exploitative” policies would fail 

even under a job-related interpretation of the business necessity defense because an 

“employment practice that exploits an employer’s market power is not related to job 

                                                
71 Id. at 7.  
72 Id. at 8.  
73 Id. at 13.  



 31 

performance or to measuring job capability”74 and only capitalizes on the absence of 

other job opportunities.  

 In the home lending context, which variables are justified on business grounds?  

Most statistical analyses begin by controlling for credit history and traditional 

underwriting factors such as income, loan size, and borrower-related factors.  These 

include FICO scores, property type, DTI, LTV, amount of the loan, borrower 

documentation, prepayment penalties, occupancy status, and structure of loan.  However, 

studies such as the Boston Fed study and HMDA data have found that a disparity in loan 

pricing, specifically differences in APR, persists even after controlling for these factors.  

Minorities pay more than white borrowers with the same credit risk.  Are there factors not 

considered in the underwriting process that should be justified on business grounds?  

Should bargaining power and education be legitimate factors?  

According to plaintiff experts such as Ayres, only cost-related factors represent 

legitimate business needs.  Risk-based factors such as credit history, property type, loan 

term, and loan amount are justified because they try to predict the default rate of the 

borrower; they cover the lender’s cost of the loan in case of default.75  A factor that tries 

to extract a supra-profit is not legitimate and may simply function as a proxy for race.  

Some scholars argue that factors such as education, bargaining power, and social capital, 

which have been used by lenders and brokers to determine loan price, are illegitimate 

because they are irrelevant to the default rate and are primarily based on race.  As 

mentioned by David A. Skeel in his research, social capital and informational differences 

between white and minority consumers can explain differences in bargaining power, 

                                                
74 Id. at 23.  
75 Id.  
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which could lead to higher priced loans.76  Perceived differences in social capital and 

information by the lender could also cause the disparity. Lenders may spend less time 

with consumers who appear less educated or who are seeking a smaller-sized loan.  With 

less information and prepping, these consumers are more likely to agree to a higher 

priced loan.  This “discrimination” can be unconscious or “statistical” as Skeel explains.77  

Even “statistical discrimination” is not necessarily a result of bad intent, but a function of 

lenders using race as a proxy.  

Other illegitimate factors may also serve to explain the disparity in APRs.  Some 

scholars and experts argue that lenders exploit borrowers through the use of yield spread 

premiums and steering.  Yield spread premiums are mark-ups common in the lending 

industry, particularly in the subprime market.  Many mortgage companies hire 

independent mortgage brokers.  These brokers are quite effective in communities that do 

not have access to lending institutions and in communities that are historically suspicious 

of large banks and more comfortable using local brokers.  Additionally, because fewer 

lenders will fund small-sized loans, low-income minorities are limited to a small group of 

lenders who experience little competition.78  While lending institutions provide brokers 

with a rate sheet to determine loan price, many allow, in fact encourage, brokers to 

charge consumers a higher interest rate.  If the broker is able to charge above the base 

interest rate at which an originator will fund the loan at the exact amount, the lending 

institution rewards the broker with a yield spread premium payment.  Instead of 

compensating the broker through up front fees and direct charges, the borrower is paying 

                                                
76 David A. Skeel, Jr., Racial Dimensions of Credit and Bankruptcy, 1695 Washington 
and Lee Law Review 1715-1717 (Fall 2004).  
77 Id. at 1716.   
78 White, supra note 14, at 692. 
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in the form of higher interest rates over the course of the mortgage.  This also explains 

why loans with higher interest rates command higher prices in the secondary market and 

therefore are preferred by lenders. 

Steering borrowers towards certain brokers, channels, or products may also have 

an effect on pricing.  Responding in part to Courchane’s study of HMDA 2004-2005 data 

that tries to justify the mortgage pricing disparity on the grounds of loan type, White 

points out that minorities are disproportionately assigned to wholesale brokers and 

subprime loans.79  While minorities may be more likely to use independent brokers 

because of a lack of accessibility and historical mistrust, they may also end up using 

brokers because they are steered into this lending channel.  According to Alan White, 

minorities pay higher interest rates for mortgages partly because some lenders charge 

higher interest rates than others, and minority borrowers disproportionately end up with 

loans from those lenders.80  Even controlling for credit, property value, and loan terms, 

mortgages made through independent brokers have higher rates and fees than those made 

through institutional lenders.81  Most troubling is that minorities are more likely to 

receive subprime loans and deal with subprime lenders because they are more likely to 

get a loan through a broker than a retail lending institution, regardless of credit history.82  

Overall, interacting with independent brokers who are less regulated and delegated a 

great deal of discretion can lead to higher priced loans for minorities.  

Minority borrower may also be disproportionately assigned to high priced loan 

products: “[i]f borrowers with the same credit qualification receive different pricing for 

                                                
79 Id. at 685. 
80 Id. at 687-688.  
81 White, supra note 14, at 688. 
82 Id.  
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the same mortgage type…by virtue of being assigned to a different lender-devised 

product or channel, the product and channel categories are simply masks for borrower 

segregation and unjustified price discrimination.”83  White points out that these brokers 

may use race as a proxy for price sensitivity or may assume that a minority borrower has 

weaker credit scores.  

On the other side of the debate, Courchane highlights the limits of some of these 

studies.  In Lessons Learned,84 Courchane and her co-authors argue that there is a lack of 

loan-specific data on borrower and property characteristics and bank-specific data on 

underwriting guidelines.  They argue for bank-specific modeling since automated 

underwriting is not the only system banks use.  Noting the shortcomings of the HMDA 

data, the authors claim that using the same model across banks will likely lead to 

inaccurate findings of racial discrimination.85  Their argument, however, is primarily 

limited to disparate treatment analysis.   In fact, the authors seem to suggest that because 

of the complexity of the data, disparate impact analysis is a more appropriate approach to 

allegations of racial discrimination.  They even concede that banks do not limit 

themselves to automatic underwriting to determine price: “to the extent that overrides 

remain judgmental, the system is not truly automated and the potential for disparate 

treatment remains.”86  

In a more recent study based on the public release of the 2004 and 2005 HMDA 

data, Courchane explains that “little of the aggregate differences in APRs paid by 

                                                
83 Id. at 701 
84 Marsha Courchane, David Nebhut, & David Nickerson, Lessons Learned: Applications 
of Statistical Techniques to Fair Lending Compliance Examinations,” 11 J. of Housing 
Res. 277, 292 (2000).  
85 Id. 
86 Id.  
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minority and non-minority borrowers are appropriately attributed to differential 

treatment.”87  Courchane suggests that the difference in APRs can be explained by the 

fact that minorities are more likely to take out subprime loans, which have higher interest 

rates.  Financial literacy is correlated to the probability of taking out a subprime loan: 

“The more financially knowledgeable are the borrowers, the less likely are they to take 

out a subprime mortgage, all things equal.”88  In her analysis, she uses level of 

educational attainment and number of owner occupied households in a census tract as 

proxy variables for financial knowledge to show that the higher the tract population 

educational attainment and the greater the percentage of homeowners in the tract, the 

lower the probability of taking out a subprime loan.”89  Whether these factors are justified 

by legitimate business reasons is questionable.  For White, “the fact that we can explain 

the predominance of minorities using subprime lenders and in higher priced loan 

divisions because of lower educational attainment and reduced competition in their 

census tract is hardly a neutral justification for the resulting higher APRs.90 

Overall, Courchane believes that “the vast majority of APR differentials between 

minority and non-minority mortgage borrowers can be explained by observable 

characteristics appropriately associated with underwriting and pricing outcomes.”91  

Courchane, however, fails to fully explore whether these factors are justified under the 

law.  She limits her study to a disparate treatment approach without engaging in a 

disparate impact analysis.  

                                                
87 Courchane, supra note 28, at 399. 
88 Id. at 413.  
89 Id.  
90 White, supra note 14, at 686. 
91 Courchane, supra note 28, at 431. 
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In his statistical analysis of the defendant’s data, the  Plaintiffs’ expert has set up 

regression models to show that controlling for objective variables such as credit history 

and those used in the automated underwriting process, loans made to minorities are 

nonetheless subject to higher APRs.  In other words, even after controlling for credit 

worthiness variables, the difference in loan price, while smaller, remains.  Based on this 

analysis, Plaintiffs argue that the consistent pricing differential between white and 

minority loans cannot be completely explained by objective and legitimate factors.  Rate 

sheets are not fully accounting for the differential and it seems that a discretionary pricing 

policy is influencing loan costs and types.  The question is whether these non-race 

variables are justified by business necessity.  Based on the studies mentioned and the 

recent literature, it seems that there is a good argument for treating variables such as 

lender and product type, education, bargaining power, and search costs as “illegitimate” 

variables.  At the very least, Courchane’s studies suggest that further analysis is 

warranted in this complex area to determine if all the factors used in the loan pricing 

process are justified under a disparate impact framework.  

 
iii.      Availability of Non-Discriminatory Alternatives 

If the defendant is able to prove that the practice is justified by business necessity, 

the plaintiff can still prevail by showing that there are other less discriminatory 

alternatives available that still meet the defendant’s business needs. The plaintiff, 

however, would have to present an economically comparable alternative in terms of 

cost.92  Additionally, the plaintiff must show that the defendant has turned down the 

                                                
92 Ross supra note 41, at 320. 
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alternative business practice or policy.  Unfortunately, there is very little guidance in this 

area as the issue has not come up in ECOA cases. 

 
II.  Lender Liability    

 Although brokers carry out much of the origination process and are responsible 

for setting their own fees, they are in fact selling a lending institution’s product.  The 

home mortgage company benefits by using a broker in hard to reach communities and in 

areas where it may not be economical to serve directly.  Furthermore, lending institutions 

put together the rate sheets of “objective” factors that are used by brokers in the loan 

process.  According to the defense, the rate sheet determines the loan price and product.   

 The use of yield spread premiums also suggests that lending institutions are liable: 

they actively encourage brokers to mark up interest rates beyond cost so that the loan 

may sell at a higher price in the secondary market.  Mortgage companies delegate brokers 

discretion to “size up” the borrower and charge a higher price.  The lender uses the higher 

interest rate charged to the consumer over the life of the loan to compensate the broker.  

As White notes, “[t]he lender has the ability to limit broker fees or set guidelines for 

brokers it deals with.”93  

 Lastly, under RESPA mortgage lenders likely have a legal obligation to make 

sure that brokers, even independent ones, charge fees that bear a reasonable relationship 

to the value of the services they provide94 since they are ultimately responsible for broker 

fees.95  

                                                
93 White, supra note 14, at 699. 
94 Id. 
95 Id at 700. 
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Borrowers have brought disparate impact claims challenging lender practices that 

include the use of yield spread premiums, excessive or hidden interest rates, and other 

forms of predatory lending.  In Hargraves v. Capital City Mortgage Corp. the court 

found that the ECOA and FaHA’s reach extends beyond the denial of credit or loan 

application rejections.96  In Matthews v. New Century Mortgage Corp. the court, relying 

on Hargraves, interpreted credit transactions under the acts to include “not only the 

extension of credit itself, but also terms of credit, along with various other matters.”97  

Recently, the use of yield spread premiums has been challenged by plaintiffs in disparate 

impact cases and viewed by courts as evidence of predatory lending and unfair mortgage 

practices.98  Yield spread premiums show how brokers are encouraged to exercise 

discretion when setting rates in a process that claims to be automated and entirely 

objective.  

Here, Ames argues that in the event the court finds disparate impact, liability 

should rest with the individual brokers and not with Ames.  Defendants claim that 

plaintiffs are filing a complaint that is based on the actions of individual brokers and not 

on any Ames policy or practice.  Plaintiffs, however, argue that Ames deliberately 

delegated discretion to individual brokers and encouraged brokers to mark up interest 

rates through yield spread premiums.  Based on the discretionary pricing policy and the 

use of yield spread premiums, plaintiffs present a good case for finding lending 

institutions liable for the actions of independent brokers.  

                                                
96 Hargraves v. Capital City Mortgage Corp., 140 F. Supp. 2d 7, 23 (D.D.C. 2000).  
97 Matthews v. New Century Mortgage Corp., 185 F. Supp. 2d 874, 887 (S.D. Ohio, 
2002). 
98 See Associates Home Equity Services, Inc. v. Troup, 778 A.2d 529 (N.J. Super. A.D. 
2001). 
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CONCLUSION 

 
 In light of the recent economic crisis and the racial inequities that still loom large 

in the housing market, the legal question before the court is of particular importance.  

While failing to take action for many years, since the passage of the FaHA the federal 

government has enacted numerous regulations to address discrimination and fair lending 

in the housing market.  Although the problem has been identified and the government has 

implemented regulations to address the issue, discriminatory practices continue to escape 

regulatory oversight.  This may be due to the complex nature of the regulatory structure 

or a lack of resources.  Congressional intent, along with the federal government’s 

constant activity in this area, and federal agencies’ limited ability to oversee lending may 

provide compelling reasons for judicial interference. 

 Furthermore, because of the complexity of the data presented and the large 

number of loans made, disparate impact litigation in the home mortgage industry will 

likely turn into a battle of the experts.  Many explanations can be provided to justify the 

fact pattern before us.  The case seems to turn on the statistical evidence and not on the 

legal issues.  As such, it seems further research and discovery should be granted.  

 On the other hand, experts argue about the real world significance of a pricing 

differential of ten basis points and whether the disparities are the result of discriminatory 

practices by lending institutions.  While experts disagree, the lack of clarity in this area 

and the consistency of the pricing gap may be an impetus for courts to take a closer look 

at the issue.  Nonetheless, disparate impact in home lending is only one example of the 

racial and ethnic inequalities that exist in our society.  Race-based pricing differentials in 

home mortgages could be a result of a more pervasive problem.  By burdening an already 
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handicapped mortgage industry, courts may be stalling economic recovery while hiding a 

larger social problem.  

 The Defendant has brought a Motion to Dismiss this case.  The court must rule on 

whether the Dismissal is appropriate under Federal Rule of Civil Procedure 12(b)(6) 

when a plaintiff’s allegations fail “to state a claim upon which relief can be granted.”99  A 

court should not grant dismissal, however, unless the plaintiff failed to plead “enough 

facts to state a claim to relief that is plausible on its face.”100   

Plaintiffs in this case brought a class-action suit because their claims cannot be 

proven by their individual loans.  Ames appears to have sufficient data to allow for a 

class-wide analysis of their policies, and Plaintiffs have presented sufficient evidence to 

show that Ames’ policies may have resulted in disparate impact.  A clear majority of 

Ames’ loans were made through brokers who were given rate sheets created by Ames and 

delegated discretion by Ames under Ames discretionary pricing policy.  Plaintiffs should 

be given an opportunity to present further evidence and the defendant should be provided 

with an opportunity to provide a justification for its policies.  Therefore, the court should 

deny the motion to dismiss. 

                                                
99 Fed. R. Civ. P. 12(b)(6) 
100 Bell Atlantic Corp. v Twombly, 127 S. Ct. 1955, 1974 (2007). 


