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FRB Bans Mortgage YSPs and Steering,
Restricts Other Originator Compensation

The Federal Reserve Board has adopted news rules to re-
strict steering in dwelling-secured mortgages (except time-
shares) by setting limits on compensation to mortgage
“originators”—in-house loan originators and mortgage bro-
kers.! Effective April 1, 2011, creditors may not base in-
house originator or broker compensation on any loan term
except the amount borrowed. Yield-spread premiums are
typically based on the interest rate. The rule also bans origi-
nators from steering borrowers to creditors based on what
the creditor will pay the originator.

The new rule is similar to (but substantially narrower
than) provisions in the Dodd-Frank Wall Street Reform and
Consumer Protection Act? that add new restrictions on loan
originator compensation and steering to TILA. Additional
rulemaking will be necessary to implement Dodd-Frank and
to align Dodd-Frank’s provisions with the FRB’s new rule,
and the Dodd-Frank changes will not be effective until those
rules are enacted and set an effective date. This article dis-
cusses only the FRB’s new rule.

Definition of Loan Originator

The Board defines loan originator as anyone who “ar-
ranges, negotiates, or otherwise obtains” a loan for someone
else for compensation.? This includes employees of a credi-
tor, as well as employees of a mortgage broker. One loan
transaction is enough to become subject to the rule. A
mortgage broker is defined as “any loan originator that is not
an employee of the creditor” for a particular transaction.*
Creditors can also be loan originators under the rule if they
use third-party funding through a table-funded transaction.’
Creditors that fund their own loans are not originators under

175 Fed. Reg. 58,509 (Sept. 24, 2010), 12 C.ER. § 226.36(d), (). The Board
initially instead proposed disclosure regulations, 73 Fed. Reg. 1672 (Jan. 9,
2008), but withdrew the proposal after its own testing showed disclosure was
ineffective. 73 Fed. Reg. 44,522, 44,563-65 (July 30, 2008).

2 Pub. L. No. 111-203, 124 Stat. 1376 (July 21, 2010).

3 Reg. Z § 226.36(a)(1).

4Reg. Z § 226.36(a)(2).

5 Official Staff Commentary § 226.36(a)-1(ii) (hereinafter cited as OSC).

the regulation.® All subsidiaries of a single parent company
must be paid on the same basis.”

Restrictions on Originator Compensation

The rule prohibits creditors from paying originators
based on the terms ot conditions of a transaction, other than
the amount borrowed, although there is an exception to al-
low some upfront costs to be paid through the rate.® Credi-
tors may not evade the rule by using substitutes for loan
terms, such as using a borrower’s credit score or debt-to-
income ratio as a proxy for the interest rate.” Payments for
bona fide and reasonable third-party charges made to the
originator are not considered compensation under the rule.!
However, compensation does include any amount the origi-
nator retains. Courts must look to the substance of a fee
rather than how the fee is described on the HUD-1.!

Originators may receive compensation from the creditor
or the consumer but not both in the same transaction. Any-
one who knows or has reason to know a consumer is directly
paying the originator may not directly or indirectly pay the
originator any additional compensation.!> The staff com-
mentary includes numerous examples to illustrate the rule.!?

Anti-Steering Rules and Exceptions

The new rule prohibits originators from steering con-
sumers to one transaction over another based on how much
the creditor will pay the originator, unless the consummated
transaction is in the consumer’s interest.'* Notably, the ex-
ception does not require the transaction to be in the con-
sumet’s “best” interest. The Board provides guidance on the
“consumer’s interest” test, including a questionable example
suggesting a higher-rate loan may be in a consumer’s best in-
terest when compared to a lower-rate loan with a pre-
payment penalty. 1>

®Reg. Z § 226.36(a)(1).

7Reg, 7 § 226.36(d)(3). OSC § 226.36(d)(3)-1.

8 Reg. Z § 226.36(d); OSC § 226.36(d)(1)-4 (describing flexibility granted to
creditors to allow partial financing of up-front closing costs). Compensa-
tion is defined broadly to include any bonuses, or awards of merchandise,
services, trips or similar prizes. OSC § 226.36(d)-1. Payments made by sec-
ondary market investors to the creditor for loan sold after closing are not
covered by this rule. 75 Fed. Reg. 58,517 (Sept. 24, 2010) (supplementary in-
formation accompanying announcement of final rule).

9 OSC § 226.36(d)(1)-2.

10.0OSC § 226.36(d)(1)-1(iii). The Commentary also provides several exam-
ples of compensation based and not based on transaction terms or condi-
tions. For example, third-party charges are not included if they are bona
fide and reasonable, but if the originator marks up a third-party change and
retains the difference between the actual charge and the marked up charge,
the amount retained is compensation. Id.

1 OSC § 226.36(d)-1ii).

12 Reg, 7 § 226.36(d)(2).

13 OSC § 226.36(d)(1).

14 Reg, 7 § 226.36(e)(1).

15 See OSC § 226.36(e)(1)-3.
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The anti-steering rule also provides originators with a
safe harbor. An originator is deemed in compliance with the
steering rule if it presents the consumer with several loan op-
tions for each loan type (i.e., fixed APR, adjustable APR, or
reverse mortgage) the consumer has expressed interest in.!¢
The options must include loans with the:

* Lowest rate;

* Lowest rate without negative amortization, a prepay-
ment penalty, interest-only payments, a balloon payment
in the first seven years of the life of the loan, a demand
feature, shared equity, or shared appreciation (or for re-
verse mortgages, a loan without a prepayment penalty,
shared equity, or shared appreciation); and

* Lowest total dollar amount for origination points or fees
and discount points.!”

In addition, the originator must obtain these options
from a significant number of the creditors the originator
regularly does business with and must have a good-faith be-
lief that the consumer is likely to qualify for the options.!®
The Commentary further says, if the originator cannot form
such a good-faith belief, the originator can still fit the safe
harbor “by presenting all loans for which the consumer likely
qualifies and that meet the other requitements in §
226.36(¢)(3) ... .V

Remedies for Violations of New Rule

Because the Board implemented this rule under 15 US.C.
§ 1639/ creditors who violate the limits on paying origina-
tor compensation should be liable for actual, statutory, and
enhanced damages as well as attorney fees?! The same
should be the case for table-funded creditors who violate the
limits on recezving originator compensation.

Creditors are not subject to the steering rule, unless they
also act as an originator. When they act as originators and
violate the rule, they are subject to TIL private remedies.
Less clear are TIL remedies where a mortgage broker violates
the steering rule, because the language of TILAs remedy
provisions refers to creditors and assignees.

Mortgage brokers violating TILA’s steering provisions
may potentially be liable for violations under state UDAP
laws. Originators, such as mortgage brokers, are generally
considered to be offering a service rather than extending
credit. Therefore state UDAP laws should apply even in
those states providing an exemption for creditors or credit.

One UDAP claim may be that the originator acted un-
fairly and deceptively by violating an FRB regulation de-
signed to protect consumers. A stronger claim, however,
may be to raise the inherently deceptive nature of the origi-
nator’s conduct, such as failing to disclose that a loan is more
expensive than others the broker could have arranged. It is
cleatly deceptive to promise but fail to obtain the best rate or
least expensive loan.

16 Reg. Z § 226.36(c)(2).

17 Reg, Z § 226.36(¢)(3)(0)-

18 Reg. Z § 226.36(c)(3) (i)—(i).

19 0OSC § 226.36(e)(2)-2.

275 Fed. Reg, 58,509 (Sept. 24, 2010).
2115 US.C. § 1640(a)(1)-(4).

Remedies for TIL Credit Card and Open-End
Credit Violations

In recent years there have been numerous changes to how
TILA and Regulation Z treat open-end credit, especially
credit cards. While there are many new substantive and dis-
closure requirements, not all have a private right of action.
This article summarizes those that do. NCLC’s Truth in Lend-
ing (7™ ed. Dec. 2010) goes into greater detail in Chapters 6,
7, and 11 (renumbered since the 6™ edition). When evaluat-
ing a case, it is important to recognize that the Act and Regu-
lation Z sometimes distinguish between open-end credit se-
cured by the consumer’s home (typically home equity lines of
credits, or HELOCs) and open-end credit that is either unse-
cured or secured by some other collateral. Some rules over-
lap and some do not. The FRB is currently considering addi-
tional changes to Regulation Z’s treatment of HELOCs.

Remedies for Disclosure Violations

This section provides a quick overview of private reme-
dies for violations of TILA’ disclosure rules for open-end
credit and credit cards. Actual damages and attorney fees are
available for any violation of the disclosute requirements for
this type of credit, except credit advertising.??> Rescission
may be available for some transactions secured by the con-
sumet’s real property.??

Statutory damages are available for all of the open-end
disclosure provisions in Part B (§§ 1631-1651) except for
certain periodic statement disclosures. Thus, statutory dam-
ages are available for:2*

* All of the account-opening disclosure provisions (15
US.C. § 1637(a));*

* Selected periodic statement disclosures (15 US.C. §
1637(b))

(4) Finance charge;

(5) Periodic rates;

(6) Annual percentage rate;

(7) Computation of finance charge;

(8) Closing balance;

(9) Payment date to avoid finance charge;
(10) Billing error address;

(11) Minimum payment disclosures;?®

(12) Due date and late payment disclosures.?’

* All application or solicitation disclosures (15 US.C. §
1637(c)) if the cardholder either uses the card or pays
any periodic, annual, membership, activity, or inactivity
fee;

* All renewal disclosures (15 U.S.C. § 1637(d)) if the card-
holder either uses the card or pays any periodic, annual,
membership, activity, or inactivity fee.

Remedies for Violations of TILA’s Substantive Provisions
Actual damages, statutory damages, and attorney fees are
available for any violation of the substantive protections for

2215 US.C. § 1640(a)(1).

2 See 15 US.C. § 1635.

2415 US.C. § 1640(a) (second sentence of paragraph following (a)(4)).

25 See Villasenor v. American Signature, Inc., 2007 WL 2025739 (N.D. Il July
9, 2007) (statutory damages are available for violations of § 1637(a)).

2 Effective February 22, 2010, as amended by Pub. L. No. 111-24, § 201(b),
123 Stat. 1736 (May 22, 2009).

27 Id
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