COLORADO MORTGAGFT. I.EANDERS ASSOCIATION

7000 L. Delleview Avenue, Suitc 203
Greenwood Village, CO 80111
Telephone: (303) 773 9565
Facsimile: (303) 773-8746

December 23, 2009

Jennifer J. Johnson

Secretary .

Board of Governors of the Federal Reserve System
20% Street and Constitutivn Avenue, NW,
Washington, DC 20551

RE: ' Truth im Lending Act (“TILA™): Proposed Rules;
Docket No. R-1366; 12 CFR Part 226; Fed. Reg, 43231 (August 26, 2009)

The Colorado Mortgage Lenders Association (CMLA) was founded in 1956 as the
Tepresentative voice of mortgage lending in Colorado. Over the past 53 years. our members have
accounted for the vast wajority of murigage lending in vur state, Members include residential and
commereial mortgage banking companies, individual mortgage loan originators, morigage brokers,
wholcsalc lcnders, savings & loan associations, commetcial bamks, credit unions, government
agencies, non profit organizations, and companies that provide affiliated services to mortgage lendors.

Relative to the proposed Regulation Z rule changes that would, among other things, prohibit
certain payments to mortgage brokers and loan officers based on a loan's terms or conditions, after
carcful review and consideration, the CMLA Board has voted to adopt and endorse the positions
articulated by the Community Morigage Banking Project (“CMBP'") as set forth in the comment lerter
attached und incorporated as Exhibit A. The positions stated by the CMBP in Exhibit A reflect and
succinctly set forth the concerus of the CMLA aud supgest u reasonable and approprisle allernative o
the proposcd rules. The majority of our members are locally owned small businesses and as such
particularly vulnerable to a rule that if adopted as published, may significantly impair the competitive
marketplace in Colorado to the ultimate disadvantage of Colorado consumers.

(:ML.A welcomes the opportunity to clarity any of these comments, and remains available to

assist the Hoard of Giovernors of the Federal Reserve System as an industry resource.

'Vm'_y truly yuurs,

C,n:\:/' é"/\p‘-ﬂk/

Jay Garten,
Chairman of the Boaxd



Communily Mortlgage Banking Project

December 23, 2009

Jennifer |. Johnson

Secretary

Board of Governors of the Federal Reserve System
20th Street and Constitution Avenue, NW.
Washington, DU 20551

Dear Ms. Juhnson:

The Community Mortgage Banking Projcct (CMPB) is pleased to offer our comments
on the Regulation Z (Truth in Lending) proposed regulations and specifically the
regulations pertaining to loan officer and mortgage broker compensation proposed
under the Federal Keserve Hoard's (FRE) HOKPA authority. The (MBP is an
organization of Independent mortgage banking companies that provide stable,
affordable residentizl mortgage loans to consumers across the US. As an industry
segment, independent mortgage banking companies originate approximately one-
third of all residential mortgages in the US and about half of all FHA insured -
mortgages.

Macro kconomic Considerations

The sustainability of the economic recovery underway in the US today depends on
the recovery of our housing market, particularly the stabilization, and eventual
recovery, in home values. The stabilization and recovery in home values requires a
continued strong flow of mortgage funds to finance purchase and sale activity by
consumers. Community-based mortgage banking companies play a key role in this
financing flow and we are very focused an any regulatory changes that may impact
the availability and cost of mortgage credit to consumers.

As such, we are very concerned that the FRD's effort to address what it considers to
be unfair and/or deceptive acts or practices caused by the way loan officers and
brokers are compensated for their origination activities may produce market
responses that will severely curtail consumer’s choices of lenders and significantly
increase the cost of mortgage credit to across the hoard. At the same time we
believe, as we will detall in this letter, that those creditors and brokers who choose
tu, will find ways o circumvernl the FRB regulation, to the disadvantage of thuse
creditors and brokers who honor both the spirit and the letter of the regulation.

108 N. Payne Street

Alexandria, VA 22314



Asymmeirical Information

We understand that the FRB is dllempting to address Lhe issue of consumer
inleractivn with lvan offivers and morlgage Lrrvkers, where Uie loan officers ancd
mortgage brokers possess significantly supetior information regarding loan pricing,
terms and conditions compared to the average consumer. Further we understand
that the FRB is concerned that currently a loan officer/mortgage broker's
compensatian varies according to the terms and conditions of the lnan the
consumer agrees to accept, and that loan officers/mortgage brokers may use their
superior knowledge Lo persuade consumers (o accepl loan terms and conditions
that are not necessarily in the best interest of the consumer, but will wsaximize the
loan officer/mortgage broker’s compensation from the loan transaction.

We also understand that it is the FRB's belief that while many consumers know and
understand that they should shop for the best Ioan terms and conditions most
consumers do not know/understand that this need to shop does not stop with the
selection of a mortgage broker or mortgage banking company for their home
financing. Further tie FRB believes thidl many consuiners du not kuow/understand
that the loan terms and conditions, particularly the pricing of the loan, are
negotiable and consequently most consumers do not negotiate. Therefore the
outcome, in the FRB's view, is that in many instances consumers do not obtain the
best terms and conditiouns, specifically the best pricing, that could be available on
their loans, and that loan officers and brokers are able to enhance their
compensation due to this lack of conswmer knowledge/understanding.

In order to address this situation, the FILB proposes to prohibit a loan officer and
mortgage broker’s compensation from varying based on the “terms and conditions”
of the loan. The FRB has offered two alternatives in the praposed rule - one where
the prineipal halance of the mortpage is considered a term and enndition and the
second where the principal balance is not considered a term and condition of the
loai. The laltter alternative would permit a loan officer and broker’s wmpcn:sduun
to be set as a percentage of the principal balance of the loan.

The collective experience of our member companies is different from what we
understand is the FRB's view on the extent of negotiations that take place between
consumers and creditors over the rate and terms of residential mortgage loans. In
our experience a significant proportion of consumers understand and exercise their
option to negotiate the rate and terms of mortgage financing they are seeking. We
see this in owr retail lending vperatiovus every day. We believe tis activity, and the
ability of independent mortgage banking companies to interact with consumers to
match or beat competitive terms in the market, will be adversely affected by the
FRB's proposed rule as we detail in this letter.
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nd B ; odels

A key puint in assessing the impact of this proposed rule is a knowledge and
understanding of the different business models employed by the (wo major creditor
groups in the mortgage industry - large bank-owned creditors and community-
based mortgage banking companies. (The phrase community-based mortgage
banking companies is intended to encompass all those community-based mortgage
creditors that employ the originate-to-sell business model in serving the home loan
needs of consumers).

companies have very similar total costs per loan produced. llowever there are key
differences in the composition of the total costs per loan produced between bank
owned creditors and community-based mortgage banking companies.

Large bank-owned creditors devote a higher proportion of cost per loan to creating
and malntamning their brand name through marketing campaigns that are centered
on consumer advertising. They rely upon the brand name they create and maintain
to attracl consuiners that are seeking many financial products including mortgages.
Because the brand name plays such a large part in business development for large
bank owned creditors, they do not seck, and do not pay for, strong business
development skills in their loan officers because their business model does not
require those skills.

Community-based mortgage banking companies, on the other hand, with a
virtually identical Lotal cost struclure as Iarge bank-owned creditors, allocate
their costs differently. To compete against the brand names of the large bank-
owned creditors, these community-based companies hire loan officérs with superior
business developmaent skills to seek out consumers who are in the market fora
mortgage and persuacde those consumers to obtain their financing from a
community-based mortgage banking company. Individuals with these types of
business development skills command higher levels of compensation in the
markelplace, The luan officer compensation structures of communilty-based
companies reflect the fact that these companies rely upon the business development
skills of their loan officers to compete with the brand name recognition of the large
bank-owned companies.

Thus costs of loan officer compensation are lower for the large bank-owned
creditors, compared to community-based mortgage banking companies. In turn the
[act that lvan ollicer cumupensation is a staller purtion of lotal Jvan vrigiualivia cusls
for the large bank owned companies means that there will be a disproportionate
impact from the FRB propaosal upon community based mortgage banking companies
than their large bank owned competitors. We will explain this impact more fully
helow.
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In additiun, while CMBP understands and appreciates the FRB’s viewpoint and
reasouing fur e regulation we believe tere will be additivaal, significant
unintended consequences that will flow from this regulation that will reduce
competitive lender choices for consumers, increase the cost of mortgage finance and
disrupt the efficient functioning of the mortgage market, to the ultimate detriment
of consumers. We believe these unintended consequences will ocenr as the
mortgage market participants adjust their operations to comply with the FRB rule to
maintain profitable operations or devise ways to circuamvent the requirements of
the rule, We will highlight these uniutended wmarkel consequences in soime delail,
and then suggest an alternative that we believe will safeguard consumers’ interests
by focusing on the conflict of interest or “moral hazard” concerns about the
markatplace, without creating the unintended consaquences we datail below.

Unintended Conseguences

There are nine unintended consequences that CMDP has identified that we believe
would flow from the FRB's loan officer/broker compensation proposal that would
negatively impact either consumers and/or the mortgage markat. These unintended
consequences would be as follows:

1. Higher morigage costs lo consumers - in terms of importance, this is the
primary uninlended cousequence, We believe the FRB prupusal will nut vnly
directly increase costs, but also indirectly, through the other unintended
consequences listed below. By prohibiting creditors from varying the
compensation of their loan officers according to the terms and conditions of
the mortgages they originate, the creditor is forced into a position where a
variable cost — the loan officer commission ~ 1s artificially forced to become a
fixed cost.

From a financial management standpoint the only way for the creditor to
compensate for the shift of a cost from variable to fixed is to fix the revenue
sido of the equation, i.e. the amount earned at origination on the loans. This
will result in increased costs to most consumers, since creditors will feel
pressure fo raise rates and fees 1o consumers across the board in order 1o
compensate for the uncertainty caused by the inability to match variable
revenues and costs al the luan level.

However, market competition requires creditors to respond to consumers
seeking lower rates from the quoted rats, as a result of market information
(e.g.. news that rates have derlinad) or competitors quotes (hnrrawers have
been shopping with other lenders). Consumer negotiation is a reality of
luday's markel place, Crediturs currently compensate [ur such negoliativns
by reducing the loan officer’s compensation equal or proportional to the
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reduction in Inan pricing that the [aan officer negntiates with the ropsumer.
Since this compensation reduction option will no longer be available under
the FRB propusal, crediturs will be furced o recover the cust ol discounting
by raising loan prices across the board.

Disadvantaginog lower balance mortgages - under the first alternative
proposed by the FRB lower balance mortgages would be disadvantaged
when compared to higher halance mortgages. It rreditors are requirad to pay
loan officers a fixed commission amount per loan, that amount will represent
a larger percentage of the balance of a smaller loan than a larger loan. The
creditor would seek Lo vecapture ial larger cost on a percentage basis, by a
corresponding higher cost to the low balance loan consumer.

Faor example look at a $50,000 loan under the fizxed commission alternative
proposer in the rule. A reasonable per loan commission under such a rule
would be $1,500 per loan. A $1500 commission for a $50.000 loan would be
3% of the principal balance, clearly a significant commission amountin
percentage Lers, for a luan of thal size. The response of creditors o this rule
will be to increase fees and costs to consumers, many of whom have modest
financial means, who are seeking low balance mortgages. We do not believe
this is a result that the FRB intends to achieve with this proposed regulation.

Creation of an unlevel playing field among mortgage competitors -
Large bank-owned creditors will be greally advantaged under the FRB's
compensation propuosal versus mid-sized and small worigage baukiog
companics. The reason for this lies in the composition of the cost structure
of large bank-owned creditors versus the composition of the cost structure of
community-based mortgage banking companies, and the way the rule will
severely hamper the ahjlity nf community-baserd mortgage hanking
companies to compete with the cost of capital advantage enjoyed by the

. large, bank-owned companies.

Because loan officer compensation is a smaller portion of the cost structure
of large bank-éwned companies, as explained above, the compensation
adjustments they will have to make to comply with the FRB rule will be
smaller and have less of an impact an their operations. In furn the
competitive advantages enjoyed by the Jarge, bank-owned lenders will
remain intact - a slgnificantly lower cost of capital thanks Lo federal deposit
insurance and name brand recognition to attract consumers as borrowers.

By restricting the flexibility of creditors to tailor their compensation
structures to serve the needs of consumers and achieve their business
nhjectives, the community-hased mortgage hanking companies that depend
upon the business development skills of their loan officers to counteract the
name brand recognition of their large bank-owned cumpetitors will be
severely disadvantaged while the competitive advantages of the bank-owned
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companies—name brand recognition and lower cost of capital--will remain
intact

In addilivn cummunity-based companies will be severely hampered in their
ability to compete on a loan-by-loan basis with the large bank-owned
companies, due to the FRB rule. Large bank owned creditors arc ablc to
utilize their lower cost of capital today to compete on aggregate loan pricing.
Community-based companies today can compete effectively, to the
benefit of consumers, by matching the prices of the large hank-owned
companies on a loan-by-loan basis. Community-based companies can do
that because a large cumponent of their coust structure - loan officer
compensation-- is variable and can be adjusted downward as pricing is
moved lower to match the pricing of the large bank owned companics. Thus
community-based companies are able to compete and the consumer is the
beneficiary of that competition.

If the FRB rule is promulgated as proposed, community-based companies
will no longer have the ability to adjust loan officer compensation downward
in order to capture business, and thus will be placed at a competitive
disadvantage, to the detriment of consumers who will have fewer lender
choices. If and when a large number of community-based companies are
driven from business because they can no longer compete with the large
bank owned creditors, consumers will be further disadvantaged becanse
with reduced competition the market share of large bank owned companies
will grow, Wieir marketplace power will prow and their need to compete on
price with independents will be reduced, leading inevitably to higher costs
for consumers. In the third quarter of 2009 three large bank owned creditors
accounted for over 50% of the U.S. mortgage market. This market
eoncentration is already reaching uncomfortable levels even with full
competition, how much higher will 1t be driven if this rule goes into effect as
proposed? Can U.S. consumers afford the costs of this unintended
couseguence?

Intertwined role of branch manager who is also an originatorx - Among
community-based mortgage banking companies it is typical that branch
managers are also mortgage originators. Based upon industry information
and our own surveys, we estimate that approximately 90-45% of all branch
managers also originate loans. It is also typical that branch
maupages/originators will be compensaled fur the morlgapes they originate
in a manner similar to other originators and that they are also compensated
for their branch management activitics on the basis of the profitability of the
branch. The profitability of the branch in turn, is driven by revanue lass costs.
hviously a hranch’s revenne depends upon the volume and nature of the
loans being originated, and costs are determined by compensation levels and
fixed charges fur eyuipment, rent, ele, )
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As we read the propased KRR alternatives, compensation paid to hranch
managers for their management activity, as opposed to their loan origination
dactlivily, is exernpl [roin ie cumpensalion restrictions. s suclh, compaiies
could designate their best mortgage originators as a branch of “vne”. If Uiey
have to managc a person in order to be deemed a "branch manager”, then the
branch can consist of the originator and the processor that works with the
originator. Thus the originator can be compensated for his/her origination
activities in conformance with the FRB rile, and compensated for their
branch manager activities in conformance with a compensation structured
devised by the creditor to achieve Ltheir business vbjeclives. We believe this
is a market work-around that will not produce the results the Fed intends
with the proposcd rule.

If this interpretation is not what the FRB intends, then this rule should be re-
proposed wirh provisions that make it clear that the compensation
restrictions extend to all compensation paid to branch managers that are also
luan uriginalurs.

Encouragement of onc-person brolker opcrations - If cither altcrnative of
the FRB mortgage originator compensation rule becomes effective, mortgage
brokers will be free to seek out and sell to those creditors that provide them
with the highest compensation per Inan. Martgage hrnkers will he ahle ta dn
this in full cornpliance with the anti-steering rule proposed in 226.36(e) by
duiug business regularly vuly with creditors thal pay high cumnpensation.
They will be able to utilize the trust relationship established with the
consumer to convince the consumecer they arc obtaining them the best rate
and terms possjble. In reality of course, the mortgage broker will be offering
the consumer the best rate and terms among the creditors that the broker
regularly does husiness with, and nnt necessarily the hest rate and terms
avallable in the wider marketplace. Since loan officers are employed by
mortgage crediturs, these luan officers will not have a similar vpportunity lor
selective placement of the loan, thus they will be at a comipetitive
disadvantage to mortgage brokers in terms of discounting to meet consumer
requirements and their own compensation opportunities. As such, many loan
officers may decide to terminate their employment with creditors and
hecome hrakers. As hrakers they will be free to pick and chonse to create
business relationships only with the highest compensating wholesalers and
utilize their trust relativuship with consumers Lo convince them they are
getting them the best deal available, while achieving the highest
compcnsation possible.

Having consumers pay originators directly is not a solution - the KRB
proposed rule exempts from the compensation restrictions those loan
transactions where the loan originator recelves compensation directly and
solely from the consumer. This exemption creates a significant loophole that
can be exploited by mortgage brokers in particular, With this exemption it
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will he a simple matter for a mortgage hroker ta nhtain a consumer’s
appraoval for a significant fee that will vary according to the loan’s term and
cunditions by pruouising e conswner that they will receive a credit from the
creditor at the loan closing in an amount equal to the aiwount the consumer
will pay the mortgage broker. Thus there will be no cash out of pocket for the
consumer. The mortgage broker will be in corpliance with the FRB rule, and
still be able to adjust their compensation to meet competition.

Different price sheets - Under the FRB proposal creditors who deal with
wortgage brukers and relail mortgage bankers alike will be encouraged to
create different price sheets for each mortgage broker/loan officer that Ltakes
into account the types, and profijtability, of the loans being produced by each
originator. These price sheets will, of course, produce different loan pricing
among the consumers being served by these originators. These price sheats
will also he revised fram time ta time, taking into account the terms and
conditions of the loans being originated by the broker/loan officer and how
thuse terms and conditions affect the creditor's profitability.

Difficult to regulate - the FRB indjcates coucern in the culnmentary to the
rcgulation about the enforceability of this proposal. As we have pointed out
in previous sections of this letter, the ability to circumvent this proposed
regulation will be significant, the number of compensation structures created
amang market participants will ha eonsiderahle and varied and the ability to
police all this will require vast increases in manpower and resources. We
bLelieve that the scupe ul enforcement requirements will lead Lo a situation
where primary enforcement of the regulation is varried out by privale
litigation. The threcat of lawsuits, the costs of actual litigation and the
potential for significant monetary awards, which may drive settlements even
where there has been no regulatory violations, will inevitably be reflected in
the costs of mortgage credit to cansumers as well as A vesulting degradation
In the efficlency of the mortgage market.

Pruducts wilh fixed prices - sumne luan products have fixed origination fees
that are lower than the fees a creditor would typically charge, thus creditors
will be discouraged from originating these products if the FRD proposal is
promulgated as proposed. These programs have higher origination costs
associated with them and currently creditors deal with this by reducing their
costs through loawer commissions paid to loan officers on these lnoans.

- Examples of this type of product are mortgages originated under the

duspices ul stale housing finance agencies and reverse mortgages.

4.Morc Targeted Solution

As can be seen from the listing of these 9 unintended consequences, the direct and

mdirect impacts on consumers will he adverse and widespread. The (:MRBP
proposes a modification to the FRB proposal that will apply its principles to all

loans in a way that will permit the unintended couseqguences W be largely, il nut
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entirely, he avoided. For stable, affordable mortgages the essential ability for
creditors to provide discounts to consumers will be preserved.

‘oposa g =1 /Brokex sation

The CMBP proposes that Section 226.36(d)(1) be modificed to rcad as follows:

(d) Payments to loan originators. (1) Limitations on payments. In conncction with
a consimer eradit transaction secured by real praperty or 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
terus or conditions, i the ansactivi

(i) has an annual percentage rate that exceeds the FFIEC Average Prime Offer
Rate hy more than 1.5 percantage points for a comparable transaction as of the date
the interest rate is set; or

(li) is deemed a ‘non-traditional' mortgage under guidance, advisories, or
regulativns prescribed by the Pederal Banking Agencies.

For purposes of this paragraph, the principal amount of credit extended is not
deemed a transaction term or condition.

Explanativu of Proposed Language

The CMBTI proposal affects directly or indirectly all loans. It focuses compensation
restrictions, and the FRB energy, resources and enforcement cfforts on thosc
situations adverse to consumers, and will produce a better result for consumers.
Mast importantly the.9 unintended consequences detailed previously in this letter
should be largely, if not entirely, avoided.

Under the CMBP proposal the cust of luan ufficer compensation, for most mmortgapes,
will retain the flexibility to allow the diScounting necessary for community-based
creditors to remain competitive. Therefore the negative impact of an increasce in the
cost of mortgages to consumers will be avoided. Lower loan balances will not be
disadvantaged due to restrictions on loan officer compensation because today's
flexibility on this important cost will be retained. 'T'he competitive playing field will
alsu remain level, as independent mortgage banking companties will be free to
dedicate tie resources Uiey believe necessary to achieve their business objectives
by employing loan officers that possess superior business development skills, and
thus preserve their competitive position versus the large bank owned companics
who deploy their resources to establishment and maintenance of their brand name.
With the ((MBP proposal the pntential development of “one person” branches, a
proliferation of mortgage brokers and potential abuses under the “consumers pays
the costs” exceptivn will alsu be avoided, since the financial incentives will not have
been created under a more rargeted and fucused regulation. The same will be true
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for the creation of a different rate sheet for each originator. The enforcement
difficulty, while not eliminated, should be greatly reduced with the more specific
larpeling of the rule and finally the problems with specific programns thar limit
urigination fees should be completely elininated.

We urge the FRB to give serious consideration to our proposal. We would be pleased
to act as a resource to the FRB as it continues its deliberative process of considering
these regulations. Whatever decision the FRB makes on these regulations we believe
that it will be extremely important that the final regulations address in detail how
the 9 unintended consequences set forth in this letter will be avoided.

Sincerely,

(5 —

Glen Corso .
Managing Director
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