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consumer in a civil lawsuit for violating the Truth in Lending Act

(TILA) or Regulation Z, TILA’s implementing regulation. A future
article will address a bank’s potential liability with its federal regulator for
such violations. These articles will educate creditors on their legal liability
to both their customers and their regulators for violations of TILA and
Regulation Z.

This article reviews the types of damages a court can award to a

Congress enacted the Truth in Lending Act (TILA) in 1968 to inform con-
sumers about the cost of credit so they can make informed credit decisions
and to protect them against unfair credit practices." To fulfill its objectives,
TILA requires that creditors disclose credit terms and costs at the various
stages of open- and closed-end credit transactions (i.e., solicitation, adver-
tising, account opening, consummation, and monthly statements).

Like many complex statutes, TILA is written in broad language. Congress
directed the Board of
Governors of the Fed-
eral Reserve System
(the Board) to write an
implementing  regula-
tion, and the Board
subsequently enacted

' The full text of the Truth in
Lending Act is available online
at <wwwd4.law.cornell.edu/us-
code/html/uscode15/usc_sup_
01_15_10_41_20_I. html>.
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Mortgage Broker Fees and Compliance
with RESPA and Regulation X

by Kenneth J. Benton, Consumer Regulations Specialist

he Real Estate Settlement Practices Act (RESPA) was enacted

in 1974 to address abusive practices in the real estate settlement

services industry. After conducting hearings and debates for
two years, Congress documented substantial evidence that various
businesses participating in real estate settlement services—including
lenders, mortgage brokers, title insurance companies, attorneys, and
appraisers—were making payments to outside parties for customer
referrals, either through fee splitting, referral fees, or kickbacks. These
practices created an economic incentive for participants in real estate
settlement services to steer businesses to the providers who paid the
largest referral fees or kickbacks to the referrer, instead of rewarding
the business with the lowest prices. Thus, consumers were harmed
because this practice resulted in higher settlement costs.

Section 8 of RESPA specifically addresses this issue. It places significant
restrictions on businesses participating in the mortgage services industry
by prohibiting anyone involved in a federally related mortgage loan
from giving or receiving referral fees or kickbacks and from fee-splitting
charges.’ The Department of Housing and Urban Development (HUD),
the agency charged with administering RESPA, enacted Regulation X
to implement RESPA. Section 14 of Regulation X addresses referral
fees, kickbacks, and fee splitting. This article addresses compliance with
section 14 of Regulation X when lenders make payments to mortgage
brokers for loan originations.

Prior to RESPA’s enactment, lenders routinely paid a referral fee
to mortgage brokers for loan customer referrals that resulted in a
consummated loan. Section 14(b) of Regulation X makes it illegal to pay
or receive a fee for making a referral or taking a loan application only.
This change created chaos and confusion in the real estate services
industry, particularly among lenders and mortgage brokers, because
the brokers’ business model depended significantly on lenders’ fees.

To help eliminate the confusion, Congress later directed HUD to clarify
which payment practices were permissible and which were prohibited.
HUD responded by issuing a policy statement in 1999.2 This policy
statement examined the mortgage broker issue in depth and created

' The RESPA definition of a federally related mortgage loan can be found at <www4.law.
cornell.edu/uscode/html/uscode12/usc_sec_12_00002602----000-.html>.
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a framework for determining when a lender can
legally pay a mortgage broker a fee related to a loan
origination. The overarching message from the policy
statement is that fees paid in the mortgage service
industry must be for actual services performed.

Because HUD is the agency Congress charged with
implementing and enforcing RESPA, its interpreta-
tions of RESPA are entitled to deference from the
courts—unless they conflict with the language of RE-
SPA.3 Under HUD’s interpretation of section 14(b),
lenders can pay fees to mortgage brokers to com-
pensate them for performing loan origination servic-
es if the fees pass a two-pronged test: 1) they are
paid for services actually performed, and 2) they are
reasonably related to the services provided and are
competitively priced. These concepts are discussed
in more detail below.

Services Actually Performed

The 1999 policy statement allows a lender to pay a
mortgage broker a fee for performing loan origina-
tion services. The statement identifies 14 acceptable
types of loan origination services.

1. Taking information from the borrower and fill-
ing out the application

2. Analyzing the prospective borrower’s income
and debt and prequalifying the prospective
borrower to determine the maximum mort-
gage that he or she can afford

3. Educating the prospective bor-
rower in the home buying and

2 The Department of Housing and Urban Devel-
opment’s Real Estate Settlement Procedures Act
(RESPA) Statement of Policy 1999-1 Regarding
Lenders’ Payments to Mortgage Brokers is avail-
able online at < www.hud.gov/offices/hsg/sfh/res/
fr-4450.pdf>.

3 See, e.g., Glover v. Standard Federal Bank,
283 F.3d 953, 963-965 (8th Cir. 2002); Schuetz
v. Banc One Mortg. Corp., 292 F.3d 1004, 1007.
(9th Cir. 2002); O’Sullivan v. Countrywide Home
Loans, Inc., 319 F.3d 732, 738 (5th Cir. 2003).
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11.

12.
13.

14.

financing process, explaining the different
types of loan products available, and demon-
strating how closing costs and monthly pay-
ments can vary under each product
Collecting financial information (tax returns,
bank statements) and other related docu-
ments that are part of the application pro-
cess

Initiating/ordering VOEs (verifications of em-
ployment) and VODs (verifications of depos-
it)

Initiating/ordering requests for mortgage and
other loan verifications

Initiating/ordering appraisals
Initiating/ordering inspections or engineering
reports

Providing disclosures (truth in lending, good
faith estimates, etc.) to the borrower
Assisting the borrower in understanding and
clearing credit problems

Maintaining regular contact with the borrow-
er, realtor, and lender, between application
and closing, to apprise them of the status of
the application and to gather any additional
information as needed

Ordering legal documents

Determining whether the property was locat-
ed in a flood zone

Participating in the loan closing

continued on page CC9
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Compliance Alert: Agencies Issue Final Guidance on
Nontraditional Mortgage Product Risks

On September 29, 2006, the federal banking regula-
tory agencies issued final guidance to address the
risks posed by residential mortgage products that
allow borrowers to defer repayment of principal and
sometimes interest.! These products, also referred
to as “nontraditional,” “alternative,” or “exotic” mort-
gage loans, include “interest-only” mortgages and
“payment option” adjustable-rate mortgages and al-
low borrowers to exchange lower payments during
an initial period for higher payments later. In addition,
institutions are increasingly combining these loans
with other features that may compound risk (“risk lay-
ering”), including making simultaneous second-lien
mortgages and relying on reduced or no documenta-
tion in evaluating an applicant’s creditworthiness.

While similar products have been available for many
years, the number of institutions offering them has
expanded rapidly. At the same time, these products
are offered to a wider spectrum of borrowers who
may not otherwise qualify for a similar-size mortgage
under traditional terms and underwriting standards.
The agencies were concerned that some borrowers
may not fully understand the risks of these products
because of the lack of principal amortization and the
potential for negative amortization.

The final guidance discusses the importance of
carefully managing the potential heightened risk levels
created by these loans and encourages management
to ensure that:

e Loan terms and underwriting standards are
consistent with prudent lending practices

e Risk management practices are strong

e Capital levels are commensurate with risk

' SR letter 06-15/CA letter 06-12, Interagency Guidance on
Nontraditional Mortgage Product Risks, can be found on the Board
of Governors’ website at <www.federalreserve.gov/boarddocs/
srletters/2006/sr0615.htm>.
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* Allowances for loan and lease losses reflect the
collectibility of the portfolio

* Consumers have sufficient information to clearly
understand loan terms and associated risks prior
to making a product or payment choice

Please Note: Several commenters on the proposed
guidance for nontraditional mortgage products
encouraged the agencies to include model or
sample disclosures or other descriptive materials as
part of the interagency guidance. In response, the
agencies issued Proposed lllustrations of Consumer
Information for Nontraditional Mortgage Products for
public comment in October. The agencies believe that
illustrations of consumer information may be useful to
institutions as they seek to implement the consumer
information recommendations of the guidance. After
the comment period closes in December, the agencies
will issue a final version of the document. [

New Publication

The federal bank-
ing agencies have
also released a new
publication designed
to aid consumers

in making informed
choices when select-
ing a mortgage loan.
The publication, entitled Interest-Only
Mortgage Payments and Payment-Op-
tion ARMs—Are They for You?, includes
a glossary of lending terms, a mortgage
shopping worksheet, and a list of addition-
al resources. The publication is available
online at <www.federalreserve.gov/pubs/
mortgage_interestonly/>.
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Consumer Damages and Remedies for Truth in Lending Act and
RegUIation Z ViOlationS ...continued from page CC1

Regulation Z.2 Because the specific disclosure ob-
ligations for creditors are set forth in Regulation Z,
many creditors focus their compliance efforts on the
regulation instead of the statute. However, if a credi-
tor wants to understand its potential legal exposure
to its customers for violating TILA or Regulation Z, it
must also examine TILA, because Regulation Z does
not address civil liability.

Section 1640 of TILA is the
civil liability section. It states
that creditors who violate any
requirement imposed by either
TILA or Regulation Z are liable
to the consumer for the total of
all of the following damages that
apply: 1) any actual damages a
consumer sustained as a result
of the violation; 2) statutory
damages for violations of certain
provisions of TILA, with a
minimum amount of $100 or $200 (depending on the
type of loan) and a maximum amount of $1,000 or
$2,000; 3) court costs and attorney’s fees; and 4) the
sum of all fees and finance charges paid for high cost
loans. These TILA damage provisions, along with
the right of rescission, are discussed in more detalil
below.

Actual Damages

TILA allows consumers to recover the full amount
of any actual damages they sustain from a TILA or
Regulation Z violation. Because TILA is primarily
a disclosure statute, the question arises: what

2 The full text of Regulation Z is available on the Board of Gov-
ernors’ website at <www.federalreserve.gov/regulations/default.
htm#z>.

3 Peters v. Lupient Oldsmobile Co., 220 F.3d 915, 917 (8th Cir.
2000).

Because the specific
disclosure obligations for
creditors are set forth
in Regulation Z, many
creditors focus their
compliance efforts on
the regulation instead of
the statute.

are a consumer’s “actual damages” if a creditor
omits a required disclosure or makes an erroneous
disclosure? One court decision relied on Black’s Law
Dictionary to define actual damages as “an amount
awarded to a complainant to compensate for a
proven injury or loss.”™ In the context of a TILA or
Regulation Z violation, this opinion required a plaintiff
to establish that: 1) he read the
TILA disclosure statement; 2) he
understood the charges being
disclosed; 3) had the disclosure
statement been accurate, he
would have sought a lower price;
and 4) he would have obtained a
lower price.

Many other federal appeals
courts also apply this high
standard of proof.* As a result, it
is unlikely that many consumers
will successfully present a valid
claim for actual damages resulting from TILA or
Regulation Z violations. The recent bankruptcy case
of In re: Boganski illustrates this difficulty.® This case
involved alenderwho disclosed the annual percentage
rate (APR) for a payday loan as 121.67 percent
when the correct APR was actually 243.33 percent.
Through his bankruptcy trustee, the consumer sought
statutory and actual damages under TILA. While the
court awarded statutory damages of $200, it denied
the claim for actual damages because “there is no
evidence [that the borrower] would have rejected
that loan had he been advised of the actual APR.”

4 See Turner v. Beneficial Corp., 242 F.3d 1023, 1026 (11th
Cir.2001) (en banc); Perrone v. General Motors Acceptance Corp.,
232 F.3d 433, 436-40 (5th Cir.2000); Stout v. J.D. Byrider, 228
F.3d 709, 718 (6th Cir.2000); In re Smith, 289 F.3d 1155, 1156-57
(9th Cir. 2002).

5 322 BR 422 (9th Cir. BAP 2005).
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If a consumer could not recover damages in this
circumstance, when there was a flagrant, significant
violation, it is difficult to imagine a circumstance in
which actual damages could be recovered. ¢

Statutory Damages

Because of the difficulty of proving actual damages,
Congress also established statutory damages for vio-
lations of TILA’s most important disclosures to en-
sure that consumers receive some compensation for
violations, regardless of whether
they actually suffered any harm,
and also to deter creditors from
violating TILA and Regulation
Z. The measure of statutory
damages is twice the amount of
the consumer’s finance charge,
subject to minimum and maxi-
mum recoveries. For consumer
leases and open- or closed-end
loans not secured by residential
real estate, the minimum and maximum amounts of
statutory damages are $100 and $1,000, respec-
tively. For closed-end loans secured by a consumer’s
real property or dwelling, the minimum and maximum
amounts are $200 and $2,000, respectively.”

The sections of TILA to which statutory damages ap-
ply are:

e Section 1635, the right of rescission

8 A consumer could still potentially recover for an understated APR
under a different legal theory. If a creditor stated in the promissory
note and TILA disclosure (using the facts of the Boganski case)
that the APR was 121.67 percent, when it was actually 243.33
percent, the consumer could sue to enforce the interest rate that
was contractually promised.

7 Federal courts were divided on the issue of whether a 1995
amendment to TILA limited the $100 and $1,000 minimum and
maximum statutory damages to lease transactions, thus permitting
the refund of all finance charges paid for non-lease credit trans-
actions. The Supreme Court resolved the conflict in Koons Buick
Pontiac GMC, Inc. v. Nigh case, 543 US 50 (2004), holding the
minimum and maximum recoveries for statutory damages applied
to all transactions, except for closed-end consumer loans secured
by real property, for which the amendment increased the minimum
and maximum recoveries to $200 and $2,000, respectively.
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The measure of statutory
damages is twice the
amount of the consumer’s
finance charge, subject
to minimum and
maximum recoveries.

e All eight subsections of section 1637(a), which in-
cludes disclosures involving the finance charge,
the balance, periodic rates, other charges that
can be imposed in a credit plan, security inter-
ests, consumer protections under sections 1666
and 1666i, creditor's responsibilities under sec-
tions 1666a and 1666i, and certain disclosures
for open-end credit secured by a consumer’s
dwelling

e Section 1637(b), for failing to provide any of the

following required information

in the customer’s billing state-
ment: 1) the amount of the
finance charge; 2) for credit
with more than one periodic
rate, the range of balances to
which the rates apply; 3) the
annual percentage rate for the
finance charge; 4) the balance
on which the finance charge is
computed; 5) the outstanding
balance at the end of the account period; 6) the
date by which payment must be made; and 7) the
address used by the creditor for receiving billing
inquires from the consumer

e Section 1638(a), for failing to make any of these
required closed-end disclosures: 1) the amount
financed and the finance charge; 2) the finance
charge expressed as an annual percentage rate
using that term (unless the amount financed is
less than $75 and the finance charge does not
exceed $5, or if the amount financed exceeds
$75 and the finance charge does not exceed
$7.50); 3) the total paid (equaling the amount fi-
nanced plus the finance charges); 4) the number,
amount, and due dates for payments scheduled
to repay the total of payments; and 5) a state-
ment, for secured credit, that a security interest
has been taken in the property purchased as
part of the credit transaction or property not pur-
chased as part of the credit transaction

Because statutory damages can be awarded for

violating these sections of TILA, creditors should pay
careful attention to them to ensure compliance.
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High Cost Loans

The final category of damages is for high cost
loans under section 1639 of TILA and section 32 of
Regulation Z. The concept of a high cost loan derives
from the Home Ownership and Equity Protection
Act of 1994, which Congress enacted to address
predatory lending practices. This law amended TILA
and provides added protection for high cost loans.

The definition of a high cost loan is one in which either
1) the APR at consummation will exceed the yield
on Treasury securities with comparable periods of
maturity by more than eight percentage points for first
lien loans, 2) the APR at consummation will exceed
the yield on Treasury securities with comparable
periods of maturity by more than 10 percentage points
for second lien loans, or 3) the total fees and points
payable by the consumer at or before closing exceed
the larger of $528 or eight percent of the total loan
amount.® Credit insurance premiums for insurance
written in connection with the credit transaction are
counted as fees.

Loans qualifying as high cost are subject to many
restrictions, including prohibitions against:

e Balloon payments for loans with less than five-
year terms, except for bridge loans of less than
one year to buy or build a home

* Negative amortization

e The imposition of a higher interest rate if the
borrower defaults

* A repayment schedule that consolidates more
than two periodic payments to be paid in advance
from the proceeds of the loan

* Prepayment penalties, including refunds of
unearned interest calculated by any method less
favorable than the actuarial method, except if the
lender verifies that total monthly debt (including
the mortgage) is 50 percent or less of the
borrower’s monthly gross income

8 The $528 figure is for 2006. The Board adjusts the amount annu-
ally, based on changes in the Consumer Price Index.

www.philadelphiafed.org

e Due-on-demand clause, except for consumer
fraud or material misrepresentation in connection
with the loan or if the consumer defaults, or
the consumer adversely affects the creditor's
security

e Making loans based solely on the value of the
collateral without regard to the borrower’s ability
to repay the loan

* Refinancing a high cost loan into another high
cost loan within the first 12 months of origination,
unless the new loan is in the borrower's best
interest

*  Wrongfully documenting a closed-end, high
cost loan as an open-end loan. For example, a
high cost mortgage cannot be structured as a
home equity line of credit if the creditor has no
reasonable expectation that repeat transactions
will occur

If a creditor violates any of its obligations under section
1639 of TILA or section 32 of Regulation Z, it is liable
for the sum of all finance charges and fees paid by
the consumer, unless the creditor demonstrates that
the failure to comply is not material. The limits on
statutory damages discussed above do not apply to
high cost loans. In addition, if the mortgage contains
a provision that section 1639 specifically prohibits,
including the ones listed above, the loan can be
rescinded, as discussed below.

The Right of Rescission
The right of rescission (rescission) is a special remedy
under TILA that applies to consumer loans secured by
a nonpurchase money mortgage on the consumer’s
principal dwelling. Rescission provides the borrower
with a three-day period, after either consummation

1nd
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of the loan or delivery of the disclosures, whichever
is later, to rescind the loan. If the borrower exercises
this right, the creditor must refund all fees and
charges paid and remove any security interest in
the borrower’s residence. Rescission does not apply
to residential mortgage transactions to finance the
acquisition or construction of a consumer’s principal
dwelling, but it does apply to a home equity line of
credit, a home improvement loan, or the refinancing
of an existing mortgage. If the
refinancing is with the same
creditor, and no new credit is
extended, rescission does not

apply.

Congress provided the right
of rescission to allow a three-
day “cooling off” period so
consumers can reconsider
the serious consequences of taking on debt and
encumbering their primary residence, after full
disclosure of the loan terms. However, if the creditor
fails to deliver the notice of the right of rescission to
the consumer, fails to make material disclosures,
or makes computational errors in the material
disclosures in excess of the tolerance for such errors,
the rescission period is extended to three years from
the date of consummation of the loan.®

The tolerance for errors for rescission purposes is the
greater of $100 or 0.5 percent of the face amount of
the note. However, if the loan is a refinance of an
existing mortgage with a new creditor and no new
advances, the tolerance is increased to the greater
of $100 or 1 percent of the face amount of the note.
In addition, the right of rescission is never triggered

9 Section 226.15(a)(3) of Regulation Z defines “material disclo-
sures” as “the information that must be provided to satisfy the re-
quirements in §226.6 with regard to the method of determining the
finance charge and the balance upon which a finance charge will
be imposed, the annual percentage rate, the amount or method
of determining the amount of any membership or participation fee
that may be imposed as part of the plan, and the payment infor-
mation described in §226.5b(d)(5)(i) and (ii) that is required under
§226.6(e)(2).”
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The statute of limitations
for use of the right of
rescission in foreclosure is
three years from the date of because this low tolerance
consummation of the loan.

by an overstated finance charge—for example, if the
creditor disclosed the APR as 15 percent when it was
actually 11 percent.

In a foreclosure, special rescission rules apply. A con-
sumer can rescind a loan in foreclosure if the mort-
gage broker fee is omitted from the finance charge
and should have been included or if the creditor failed
to provide a proper “notice of rescission” form. In ad-
dition, the tolerance for under-
stating the finance charge dis-
closure is set at $35. Creditors
should be especially careful in
ensuring the accuracy of their
finance charge disclosures

provides little room for error
if a loan ends in foreclosure.
The statute of limitations for
use of the right of rescission in foreclosure is three
years from the date of consummation of the loan.

If a loan is successfully rescinded, the consumer is
entitled to a refund of all fees and charges, including
finance charges, penalties, loan transaction fees,
appraisal fees, closing costs, and, if a rescission
lawsuit is filed, court costs and attorney’s fees.

A rescission disclosure error or omission subject
to the three-year statute of limitations can be very
costly. For example, if a consumer with a $100,000
home improvement loan discovered errors in the
TILA disclosures subject to rescission two and a half
years after the loan consummated, the creditor would
have to refund all finance charges paid on the loan.
In addition, if a lawsuit is filed, the creditor is liable for
statutory damages of twice the total finance charge,
up to a maximum amount of $2,000, as well as costs
and attorney’s fees.

Other Sections of TILA Relevant to Damages
A brief discussion of other TILA sections relevant to

civil damages is provided below.

Class action lawsuits. TILA has special rules for
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class actions. Section 1640(a)(2)(b) of TILA sets
limits on a creditor’'s maximum liability to the lesser of
one percent of its net worth or $500,000. This section
also eliminates minimum recoveries for violations of
the sections subject to statutory damages.

TILA’s safe harbor and bona fide error provisions.
Creditors can mitigate the risk of violating TILA and
Regulation Z by taking advantage of TILA’s safe
harbor provision. Under section 1640(f) of TILA, if a
creditor in good faith uses one of the Board’s model
forms or acts in conformity with Regulation Z or the
Board’s official interpretations (such as the Official
Staff Commentary) that were in effect at the time of
the credit transaction, it cannot be held liable for a
violation. However, use of a model form with incorrect
numerical disclosures outside the tolerance for errors
in these disclosures would not qualify.

In addition, under section 1640(c) of TILA, creditors
cannot be held liable for violating TILA or Regulation
Z if they can demonstrate that the violation resulted
from a bona fide error, despite procedures adopted to
avoid such errors. This includes clerical, calculation,
computer malfunction, programming, and printing
errors. However, it does not include an error in legal
judgment. For example, a creditor cannot defend a

Compliance Alert Update

TILA lawsuit on the basis that its lawyer provided
incorrect legal advice.

Correction of errors. Under section 1640(b), if a
creditor discovers an error and notifies the consumer
within 60 days after discovery and makes appropriate
adjustments so the consumer will not pay more
than disclosed, the creditor has no liability to the
consumer.

Costs and attorney’s fees. Like most federal
consumer protection statutes, TILA allows aconsumer
who prevails in a lawsuit to be awarded court costs
and attorney’s fees. In many cases, the attorney’s
fees can be the largest part of damages awarded
because many TILA violations involve a relatively
small amount of damages.

Conclusion

As is often the case with banking compliance, it is
much less costly to comply with laws and regulations
than to violate them. Creditors should be diligent in
ensuring that their consumer credit operations comply
with the requirements of both TILA and Regulation Z
to avoid costly lawsuits and increased reputational
risk. [

Last quarter's compliance alert on the right of rescission remaining in effect when a loan is refinanced has
been supported by the recent ruling by the U.S. Court of Appeals for the Seventh Circuit that a refinancing
does not eliminate the right of rescission (Handy v. Anchor Mortgage Corp., 464 F.3d 750, 7th Cir. 2006).

The Seventh Circuit’s decisions are binding in lllinois, Indiana, and Wisconsin, so this issue does not yet
affect Third District banks. However, since all of the recent court cases have concluded that refinancing does
not extinguish the right of rescission for eligible violations, and the only court case to reach the opposite
conclusion has been severely criticized (King v. California, 784 F.2d 910, 9th Cir., 1986), it is likely that this
rule will be adopted in the Third District if it ever reaches the U.S. Court of Appeals for the Third Circuit,
whose decisions are binding on Third District banks.

The consumer in the Handy case sued to rescind a loan two years after it closed because the lender provided
five model rescission disclosure forms, when only one (H-8) was correct. The consumer contended that
providing different forms was confusing and violated TILA’s requirement of clear and conspicuous disclosures.
The Seventh Circuit allowed the consumer to rescind the loan, and the lender had to repay the consumer all
interest paid, statutory damages, and attorney’s fees.
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Mortgage Broker Fees and Compliance with RESPA and

RegUIation X ...continued from page CC3

If a mortgage broker completes a loan application
(item 1 on the list) and performs at least five of the
other services listed, the lender can permissibly pay
the broker a fee for performing these services without
violating RESPA. The policy statement also noted
that mortgage brokers can perform other services
besides those listed that would comply with RESPA.
As explained in detail in the policy statement, HUD’s
criteria for evaluating other valid loan origination ser-
vices are that they are meaningful and identifiable.

Reasonableness of Fees Charged

The policy statement makes clear that performing
loan origination services is only part of HUD’s analysis
for approving fees paid to
mortgage  brokers. HUD
also requires the fees to be
reasonable in relation to the
work performed and priced at
market rate for similar services
in the specific geographic
market. To provide additional
guidance about fees, the
policy statement referred
to a February 14, 1995,
letter HUD provided to the Independent Bankers
Association of America (IBAA). The letter approved a
$200 fee for providing loan origination services. The
policy statement also notes that the city in which the
services are provided is relevant to the amount of the
fee because “HUD recognizes that settlement costs
may vary in different markets. The cost of a specific
service in Omaha, Nebraska, for example, may bear
little resemblance to the cost of a similar service in
Los Angeles, California.”

Another important issue under section 14(b) of
Regulation X is broker fees based on a percentage
of the loan. On its face, such a practice is troubling
because the broker's fee is based on the size of
the loan rather than the work performed. The policy
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The policy statement makes
clear that performing loan
origination services is only

part of HUD’s analysis
for approving fees paid to
mortgage brokers.

statement does not say that such fees are illegal
per se. However, if such a fee were challenged
in a HUD enforcement action, it is likely that HUD
would scrutinize a percentage-based fee carefully to
determine whether the mortgage broker performed
services commensurate with the fee charged.

In a 2000 interview with the Ohio Association of
Realtors, Rebecca Holtz, then director of HUD’s
RESPA division, provided some additional, informal
guidance on such fees. In discussing internet loan
origination programs in which lenders pay real estate
agents a fee to perform mortgage origination services,
Holtz said that even if the real estate agent performs
the required minimal number
of services, HUD will ensure
that the fee being paid for
those services is reasonably
related to the service
provided. She declined to
say what a “reasonable” fee
would be for performing the
minimal required mortgage
processing services, but
noted that HUD had not
previously questioned an IBAA program that had paid
$200. “There is a difference between a payment of 1
percent on a $150,000 loan ($1,500) and $200, which
appeared to be reasonable in the IBAA context,” she
said.*

HUD also noted inthe policy statementthatitexamines
all of the compensation paid to the mortgage broker in
determining whether a fee is reasonable—not just the
fees the borrower pays directly to the broker. In some
loan transactions, part of the broker’s fee is paid by
the consumer, and part is paid by the lender. Some

4 Susan E. Johnson, “Experts See Rise in RESPA Violations,”
Ohio Realtor, March 2000, available online at <www.ohiorealtors.
org/news/ohiorealtor/2000/mar/st05.html>.
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mortgage brokers believe that only the portion paid
by the consumer is subject to scrutiny under section
14(b). However, the policy statement makes clear
that HUD examines the fotal compensation paid to
the broker in assessing the reasonableness of the fee
because “the consumer is ultimately purchasing the
total loan and is ultimately paying for all the services
needed to create the loan. Total compensation to a
broker includes direct origination and other fees paid
by the borrower, indirect fees, including those that are
derived from the interest rate paid by the borrower, or
a combination of some or all. All payments, including
payments based upon a percentage of the loan
amount, are subject to the reasonableness test. All
fees will be scrutinized as part of total compensation
to determine that total compensation is reasonably
related to the goods or facilities actually furnished or
services actually performed.”

Disclosure of Fees to Consumers

One final issue addressed in the policy statement
is the disclosure of fees to the consumer. HUD re-
quires that all fees, direct and indirect, be disclosed
on the Good Faith Estimate (GFE) and the settlement
statement (HUD-1). HUD recommends that indirect
fees, such as ones paid by the lender, be disclosed
as follows: “Mortgage broker fee from lender to XYZ
Corporation (P.O.C.).” Because indirect fees are not
paid by the consumer directly, they do not affect the
totals but still must be disclosed. Direct fees paid by
the consumer must also be disclosed and will affect
the totals on the GFE and HUD-1.

It is also important to remember that RESPA compli-
ance is verified during consumer compliance exami-
nations. If a violation of section 14(b) of Regulation
X is noted during a compliance examination, the
violation will be referred to the Board of Gov-
ernors of the Federal Reserve System for
further review and to HUD’s RESPA enforce-
ment group. HUD has the authority to order

5“P.0.C." is the abbreviation for “paid outside of closing.”

restitution to borrowers and to impose civil money
penalties.

Banks should also be aware that HUD announced in
August 2003 that it had tripled its RESPA enforce-
ment staff and had hired outside specialists to assist
with its enforcement efforts. HUD said it was coordi-
nating its RESPA enforcement efforts with state at-
torney generals and federal and state financial regu-
latory agencies. The increased scrutiny has resulted
in many HUD RESPA enforcement actions. HUD lists
the details of its recent settlements with violators on
its website.®

In summary, lenders and mortgage brokers should
take certain steps to ensure that their loan transac-
tions comply with Regulation X. First, policies and
procedures should reflect that brokers are being paid
for completing loan applications and performing at
least five of the HUD approved loan origination ser-
vices. Next, the fees charged must be commensu-
rate with the services provided to the consumer and
should not exceed the market rate for similar services
in the same geographic market. Finally, lenders and
mortgage brokers should also incorporate the require-
ments of Regulation X and the HUD policy statement
into their legal agreements, specifying that they will
pay the mortgage broker a fee for performing loan
origination services and detailing which services the
mortgage broker must perform. [J

5 RESPA settlement agreements are listed on HUD’s website at
<www.hud.gov/offices/hsg/sfh/res/resetagr.cfm>.
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