Regulatory Development:
[bookmark: _GoBack]This Briefing has been issued to inform interested parties of regulatory change or industry practices.  Along with the briefing is a Gap Analysis which will assist you in determining whether your current practices are compliant.   Please complete the Gap analysis using the important definitions found below and return to the Compliance Department/Committee.  




Topic:
§226.36 - Unfair or Abusive Compensation Practices



Rule Intent and Effective Date:
The purpose of the final rule is to protect consumers in the mortgage market from unfair or abusive lending practices that can arise from certain loan originator compensation practices, while preserving responsible lending and sustainable homeownership.

The final rules on loan originator compensation in § 226.36 apply to transactions for which the creditor receives an application on or after April 1, 2011. For example, assume a mortgage broker takes an application on March 10, 2011, which the creditor receives on March 25, 2011. This transaction is not covered. If, however, the creditor does not receive the application until April 5, 2011, the transaction is covered.











Summary:
In connection with a consumer credit transaction secured by a dwelling, no loan originator shall receive and no person shall pay to a loan originator, directly or indirectly, compensation in an amount that is based on any of the transaction’s terms or conditions.
The rule prohibits compensation to a loan originator for a transaction based on:
1) The transaction’s:  interest rate, annual percentage rate, loan-to-value ratio, or the existence of a prepayment penalty.  
2) A factor that serves as a proxy for loan terms or conditions (a consumer’s credit score or similar representation of credit risk, such as the consumer’s debt-to-income ratio), if the originator’s compensation varies in whole or in part based on that factor.














Important Definitions:
Below are some of the important definitions and examples which should be considered when performing gap analysis.  Additional definitions can be found embedded in the gap analysis.  
Loan Originator §226.36(a)(1)
The term means with respect to a particular transaction, a person who for compensation or other monetary gain, or in expectation of compensation or other monetary gain, arranges, negotiates, or otherwise obtains an extension of consumer credit for another person. The term includes:
* An employee of the creditor if the employee meets this definition.
* The creditor only if the creditor does not provide the funds for the transaction at consummation out of the creditor’s own resources, including drawing on a bona fide warehouse line of credit, or out of deposits held by the creditor.







Loan Originator – Example §226.36(a)(1)

	IF A PERSON CLOSES A LOAN IN ITS OWN NAME…
	IT IS CONSIDERED A … 


	But does not fund the loan from its
own resources or deposits held by it
because it assigns the loan at
consummation

	A creditor and a loan originator for purposes of § 226.36.


	And draws on a bona fide warehouse
line of credit to make the loan at
consummation
	A creditor but not a loan originator for purposes of § 226.36.



Compensation – Definition Comment 36(d)(1)- 1i. The term includes salaries, commissions, and any financial or similar incentive provided to a loan originator that is based on any of the terms or conditions of the loan originator’s transactions. For example, the term “compensation” includes: A. An annual or other periodic bonus; or B. Awards of merchandise, services, trips, or similar prizes.









Compensation – Third Party Fees Comment 36(d)(1)- 1iii.
Compensation includes amounts the loan originator retains, but does not include amounts the originator receives as payment for bona fide and reasonable third-party charges, such as title insurance or appraisals. Amounts received for payment for third party charges may exceed the actual charge because, for example, the originator cannot determine with accuracy what the actual charge will be before consummation.
· The difference retained by the originator is not deemed compensation if the third-party charge imposed on the consumer was bona fide and reasonable, and also complies with state and other applicable law.
· If the originator marks up a third-party charge (a practice known as “upcharging”), and the originator retains the difference between the actual charge and the marked-up charge, the amount retained is compensation for purposes of § 226.36(d) and (e).
















Compensation – Third Party Fees – Examples Comment 36(d)(1)- 1iii.
Assume a loan originator charges the consumer a $400 application fee that includes $50 for a credit report and $350 for an appraisal.
· Assume that $50 is the amount the creditor pays for the credit report.
· At the time the loan originator imposes the application fee on the consumer, the loan originator is uncertain of the cost of the appraisal because the originator may choose from appraisers that charge from $300 to $350 for appraisals.
·  Later, the cost for the appraisal is determined to be $300 for this consumer’s transaction.
· The $50 difference between the $400 application fee imposed on the consumer and the actual $350 cost for the credit report and appraisal:
• Is not deemed compensation, even though the $50 is retained by the loan originator.
• Is deemed compensation if the appraisers from whom the originator chooses charge fees between $250 and $300.














Acceptable Compensation Comment 36(d)(1)-3.  The following are illustrative examples of compensation methods that are permissible (unless otherwise prohibited by applicable law), and not an exhaustive list.  Compensation is not based on the transaction’s terms or conditions if it is based on, for example:
i. The loan originator’s overall loan volume (i.e., total dollar amount of credit extended or total number of loans originated), delivered to the creditor.
ii. The long-term performance of the originator’s loans.
iii. An hourly rate of pay to compensate the originator for the actual number of hours worked.
iv. Whether the consumer is an existing customer of the creditor or a new customer.
v. A payment that is fixed in advance for every loan the originator arranges for the creditor (e.g., $600 for every loan arranged for the creditor, or $1,000 for the first 1000 loans arranged and $500 for each additional loan arranged).
vi. The percentage of applications submitted by the loan originator to the creditor that result in consummated transactions.
vii. The quality of the loan originator’s loan files (e.g., accuracy and completeness of the loan documentation) submitted to the creditor.
viii. A legitimate business expense, such as fixed overhead costs.
ix. Compensation that is based on the amount of credit extended, as permitted by § 226.36(d)(1)(ii).























Compensation – Third Party Fees – Examples Comment 36(d)(1)-1iii.
Assume a loan originator charges the consumer a $400 application fee that includes $50 for a credit report and $350 for an appraisal.
· Assume that $50 is the amount the creditor pays for the credit report.
·   At the time the loan originator imposes the application fee on the consumer, the loan     originator is uncertain of the cost of the appraisal because the originator may choose from appraisers that charge from $300 to $350 for appraisals.
· Later, the cost for the appraisal is determined to be $300 for this consumer’s transaction.
· The $50 difference between the $400 application fee imposed on the consumer and the actual $350 cost for the credit report and appraisal:
• Is not deemed compensation, even though the $50 is retained by the loan originator.
• Is deemed compensation if the appraisers from whom the originator chooses charge fees between $250 and $300.



























Lowest Interest Rate Comment 36(e)(3)-3.  To identify the loan with the lowest interest rate.
	FOR ANY LOAN THAT HAS AN INITIAL RATE THAT IS…..
	THE LOAN ORIGINATOR SHALL USE THE …

	Fixed for at least five years,
	Initial Rate that would be in effective at consumption

	Not fixed for at least five years
	· Fully-indexed rate that would be in effect at consumption without regard to any initial discount or premium, if the interest rate varies based on the changes to an index; or 
· Highest rate that would apply during the first five years, for a step-rate loan.  
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