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I. INTRODUCTION

On October 4, 2007, Martha Coakley, Attorney General 
for the Commonwealth of Massachusetts, filed suit 
against subprime mortgage lender Fremont Investment 

& Loan and its parent company Fremont General Corporation 
(“Fremont”).1 The suit alleged that subprime loans Fremont 
originated violated Massachusetts’ consumer protection statute 
and the spirit of Massachusetts’ Predatory Home Loan Prac-
tices Act because the lender ignored the homeowners’ inability 
to repay their mortgages.2 The Massachusetts Superior Court 
agreed and ordered Fremont to discontinue foreclosure on any 
loans that were “presumptively unfair” and ordered the lender 
to renegotiate the loan terms with struggling borrowers thereby 
creating an extraordinary ex post facto suitability standard.  

II. BACKGROUND
A suitability standard can be defined as an appropriateness 

test wherein a lender assesses the borrower’s ability to repay the 
loan the borrower is offered. Suitability standards were not used 
in the mortgage industry until after the enactment of the Home 
Ownership and Equity Protection Act of 1994 (“HOEPA”), 
which amended the Truth in Lending Act to protect borrowers 
of high-cost subprime loans.3 HOEPA, however, was largely 
ineffective at preventing predatory lending because very few sub-
prime loans triggered its provisions.4 In an effort to close these 
gaps, individual states began enacting their own anti-predatory 
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lending laws that included suitability standards, but most of these 
state laws would later be preempted by federal banking laws.5 In 
the wake of the subprime crisis, there has been resurgence in anti-
predatory lending laws and related suitability standards.

A. Current Legislative Suitability Standards Have Grown 
Out of Response to the Subprime Crisis 

Both the federal government and state governments have 
responded to the subprime crisis with legislation incorporating 
suitability tests. The federal government’s response includes a 
number of legislative proposals that create additional guidelines 
for mortgage loan underwriting, most of which require lenders 
to assess the borrower’s ability to make his/her mortgage repay-
ments.6 States have also responded by creating new lending laws 
or amending their predatory lending laws to include some type 
of suitability standard.7 For example, Minnesota’s new mortgage 
originator statute requires a suitability test and prohibits provid-
ing loans that have no tangible net benefit to the borrower.8  
While Massachusetts’ consumer protection law did not previously 
include a suitability standard, new amendments created a defined 
suitability standard for all loans and not just the high-cost loans 
that the Predatory Lending Home Practices Act regulates.9 

Suitability standards were not used in the 

mortgage industry until after the enactment 

of the Home Ownership and Equity Protection 

Act of 1994 (“HOEPA”), which amended the 

Truth in Lending Act to protect borrowers of 

high-cost subprime loans.

B. Judicially Created Suitability Standards are Becoming 
More Common as a Result of the Subprime Crisis

Another consequence of the subprime mortgage crisis has 
been an increase in subprime suits in which the plaintiffs argue 
for bench-made appropriateness tests.10 In June 2008, Illinois 
challenged the lending practices of Countrywide Mortgage 
Corporation (“Countrywide”) as violating its unfair and decep-
tive practices laws.11 The Illinois Attorney General argued that 
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Countrywide’s expansion in its effort to securitize mortgages 
forced the lender to lower its underwriting standards which 
resulted in borrowers obtaining loans for which they were not 
qualified. The State of California and the City of San Diego have 
also independently filed suit against Countrywide making suit-
ability claims that the lender was deceptive in originating loans 
that it knew its borrowers could not afford.12 

III. ANALYSIS
The Massachusetts Superior Court held that Fremont’s 

loans were “presumptively unfair” if they met all four of the 
following conditions: 1) the loan included a two or three-year 
adjustable rate; 2) the introductory rate was more than three 
percentage points lower than the fully indexed rate to be paid 
after the introductory rate expired; 3) the borrower’s debt-to-
income ratio exceeded fifty-per-
cent at the time of the loan if 
the debt was measured by the 
fully indexed rate; and 4) if 
the loan-to-value ratio was 100 
percent, or if the loan carried 
a substantial prepayment pen-
alty or a prepayment penalty 
that extended beyond the usual 
prepayment period.13 Because 
it used specific provisions as 
a threshold, the Massachusetts 
court has fashioned a standard 
more closely analogous to the 
requirements of a state, high-
cost mortgage law. 

High-cost mortgage laws were introduced to prevent preda-
tory lending by triggering a suitability test if the thresholds were 
met or exceeded. In Fremont, once the requirements were met, 
the court then correctly shifted the burden to Fremont to show 
that the loans the company originated were not unsuitable for 
the individual borrowers.14 The Fremont test, however, is dis-
similar to general mortgage suitability standards, which are more 
akin to Minnesota’s recently enacted requirement that a lender 
make a specific inquiry into a borrower’s ability to repay their 
loans.15 Usually suitability tests are a one-step test in which the 
lender evaluates a borrower’s ability to repay a loan, whereas the 
Fremont test is a multipart test that first looks to the terms of the 
loan and then the borrower’s ability to repay. 	

The first, second, and fourth prongs of the Fremont test 
share some similarities with various threshold tests established 
in high-cost loan statutes.16 A loan is classified as presumptively 
unfair if, under the first prong, the loan is an ARM with an intro-
ductory period of three years or less.17 Under the Massachusetts 
Predatory Lending Home Practices Act, an ARM that has an 
interest rate eight percent above the yield on United States Trea-

sury securities with comparable maturity period as the mortgage 
is designated a high-cost loan.18 Only after this threshold is met 
is the lender required to make a suitability determination. North 
Carolina uses a similar calculation to regulate its rate-spread 
mortgages but only allows a three percent difference between the 
loan rate and the U.S. Treasury yield. Rate-spread mortgages also 
trigger North Carolina’s suitability test, which requires a reason-
able presumption of the borrower’s ability to pay.19

The second prong labels a loan as presumptively unfair 
when the introductory interest rate is at least three percent 
lower than the fully indexed rate.20 The Predatory Home Loan 
Practices Act does not include a similar provision. Like North 
Carolina’s predatory lending statute, Massachusetts’ law provides 
that the lender must use the rate after the introductory rate has 
expired to measure if the loan qualifies as a high-cost loan.21 

The fourth prong of the 
Fremont test classifies a loan 
as presumptively unfair, when 
the loan-to-value ratio is 100 
percent, or the loan carries a 
substantial prepayment pen-
alty or a prepayment penalty 
extends beyond the introduc-
tory period.22 The Predatory 
Home Loan Practices Act does 
not reference loan-to-value 
calculations, but like North 
Carolina’s rate-spread loan law, 
bars all prepayment penalties 
for high-cost loans.23  Illinois 
uses a novel approach that 

requires, for any type of mortgage, a borrower must first decline 
a loan without a prepayment penalty before accepting a loan 
with a prepayment penalty.24 Illinois further sets a sliding scale 
for prepayment penalties that is capped at three percent of the 
total loan amount. 

Prong three of the test articulated in Fremont is a true 
suitability test that is nearly identical to Massachusetts’ own 
high-cost lending laws, as well as other states’ predatory lending 
laws.25 This is the only prong that could stand alone as a suitabil-
ity test, but here it is used as another threshold test.26 Together 
with the other tests, the third prong creates a line that if crossed, 
requires the loan to be ruled as unsuitable.27 This provision is 
phrased similarly to Massachusetts’ Predatory Home Loan Prac-
tices Act suitability test, which also uses fifty-percent as the limit 
for an acceptable debt-to-income ratio. Both North Carolina and 
Illinois set a fifty-percent threshold for affordability of high-cost 
loans as well.28 The Fremont decision/holding is unusual because 
all three states’ high-cost loan statutes require this affordability 
test to be applied only after determining that a loan is high-cost 
while Fremont applies the tests simultaneously.29 
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A. The Court Decided Massachusetts v. Fremont Correctly
It was necessary for the court in Massachusetts v. Fremont 

to apply a retroactive suitability standard because it was the best 
possible method to find that Fremont’s loans were unfair and 
subsequently to force the mortgager to negotiate with borrow-
ers. While Fremont’s mortgages were legal at the time of their 
respective originations, it is evident that the lenders engaged in 
a clearly orchestrated plan to originate loans it knew borrowers 
could not repay. Under Massachusetts’ consumer protection laws, 
this behavior qualified as an unfair and deceptive trade practic-
es.30  The court’s use of a fairness test allowed it to discern which 
borrowers were in a position to lose their homes due to an unfair 
loan and then force the lender to work with borrowers to preserve 
their homes.31

The judge in Fremont correctly stated that none of Fre-
mont’s loans originated in Massachusetts were predatory at the 
time of execution under federal or Massachusetts law.32 These 
mortgages did not trigger thresholds in the Predatory Home 
Practices Act or violate HOEPA or any other Massachusetts or 
federal lending law. The Attorney General, however, correctly 
alleged that Fremont’s mortgages were de facto high-cost loans 
and therefore should be regulated by the Predatory Home Loan 
Practices Act.33 In the end, the court agreed with the Attorney 
General and used legislative intent to support its view that Fre-
mont had violated the spirit of the law. The court accurately 
interpreted the pre-securitization mortgage industry when it held 
that the legislature could not have imagined that the type of loan 
Fremont made would not be a high-cost loan based on the high 
level of risk associated with these loans.34 Massachusetts courts 
have not applied the standard developed in Fremont to any other 
lenders since the decision, but with foreclosure rates showing no 
sign of slowing, it is only a matter of time before another lender 
is targeted under this new standard. 

Banking industry supporters have opposed this decision 
and have based their critiques on the fact that Fremont followed 
all of Massachusetts’ lending laws.35 These groups have argued 
that a lender should not be forced to restructure its financial 
products ex post facto. Fremont, however, demonstrated a pattern 
and practice of making loans to borrowers who could not afford 
them in order to support the company’s expansion in the securi-
tization market.36 While the Predatory Home Loan Practices Act 
might not have directly applied, the court was correct to assert 

that under Massachusetts’ consumer protection laws, the lender’s 
practice of creating a product doomed to fail was unfair.37 Critics 
of the Fremont decision also claim that Fremont did not mislead 
or hide the rate increases from its borrowers, and maintain that 
borrowers were fully aware of the terms they agreed to, including 
potential rate increases. While the court did not suggest that Fre-
mont failed to make any required closing disclosures, Attorney 
General Coakley described borrowers who claimed that they did 
not understand the terms of their mortgage or were misled by 
Fremont’s brokers.38 

Mortgage industry supporters also claim that the court’s 
order might violate the Contracts Clause, Article I, § 10 of the 
U.S. Constitution. This clause prevents states from passing laws 
that interfere with a party’s ability to enforce a contract because 
the order may impair the lenders due process rights.39 However, 
the Contracts clause is not absolute.40 In Home Building & Loan 
Ass’n. v. Blaisdell, the Supreme Court ruled that during a national 
emergency, the Great Depression, a mortgage loan could be 
altered by court order.41 With current national foreclosure levels 
exceeding Great Depression era levels, it can be expected that 
courts will move to similar solutions, like court ordered mortgage 
reformation, which were used during other financial crises. 

B. The Application of Suitability Standards Will Be 
Beneficial to All Home Mortgages

All residential mortgages, and not just high-cost loans, 
should be subject to affordability requirements. This will lead to 
fewer foreclosures, and thus, a more sound national credit mar-
ket. Reputable lenders already engage in suitability tests as part 
of their underwriting process; therefore, it would not be prob-
lematic for them to comply with new federal and state suitability 
standards.42 While each jurisdiction might impose variations 
on the method of verification, these discrepancies are slight and 
most standard loan applications already require theses documents 
to be included.43 These new standards, as well as more stringent 
underwriting requirements, might also create a fiduciary obliga-
tion between the lender and the borrower similar to the fiduciary 
relationship between investment brokers and their customers.44 
If these standards become a condition of qualifying for a loan, the 
raised lending standards may help avoid future mortgage lending 
crises by forcing lenders to take responsibility for their loans.45 

One proposal is the creation of a simple suitability cutoff 
point, like a fifty-percent debt-to-income ratio calculation, that 
could be easily administered by lenders. While this mimics the 
standard found in some high-cost loan laws, it might not be 
practical for other loan products, because it could limit lenders’ 
flexibility. Notwithstanding new standards should still include a 
presumption of affordability at a specific debt-to-income level 
to protect lenders from borrowers with poor money manage-
ment skills and to protect borrowers from predatory lenders who 
ignore borrowers’ ability to pay their debts.

While Fremont’s mortgages were legal at 

the time of their respective originations, it is 

evident that the lenders engaged in a clearly 

orchestrated plan to originate loans it knew 

borrowers could not repay.
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Instituting a standard of loan affordability will make it less 
likely that the cycle of high levels of foreclosure and a resulting 
financial crisis will repeat because repayment ability would have 
been determined during the mortgage underwriting process.46 

Also, mortgage-backed securities buyers will have a lower risk of 
exposure, and increased investor security might lower the chance 
of future credit shortages.47 Banking advocacy groups have 
responded to this theory by claiming that instituting suitability 
standards will have severe unintended consequences, like limiting 
access to credit.48 Current data, however, has not shown a cor-
relation between areas with strong anti-predatory lending statutes 
and related suitability tests with a lower level of credit access.49  
According to a pro-consumer advocacy group report, compared 
to states without anti-predatory lending laws, Massachusetts saw 
a twenty-nine point reduction in loans with abusive terms and 
less than one percent change in loan volumes when it instituted 
its anti-predatory lending laws.50 In contrast, over the same time 
period, Minnesota, which had a weaker predatory lending statute 
at the time, saw only a one and a half point reduction in loans 
with abusive terms.51 

IV. CONCLUSION
The creation of a court-imposed retroactive suitability 

standard was necessary to effectively deal with the high rate of 
default of Fremont’s subprime loans. Suitability standards can be 
an effective protection mechanism for borrowers and the market, 
therefore, lending laws should require a suitability standard to 
be applied to all residential loan products as an effective method 
to prevent future credit crises.52 The federal government should 
allow individual states to create their own anti-predatory lending 
laws, which can supersede federal provisions. States will be able 
to better protect their citizens by reacting quickly and effectively 
to threats in their localized real estate markets.53 The federal 
government, however, should not shy away from intervening and 
should create a floor for lending requirements.54 If states choose 
not to institute their own suitability standards, these federal laws 
would allow some recourse for home owners injured by unsuit-
able loans. BLB
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