February 25, 2013

Monica Jackson

Office of the Executive Secretary
Consumer Financial Protection Bureau
1700 G Street NW

Washington, DC 20552

Re: Docket No. CFPB-2013-002, RIN 3170-AA34
Recommendation for Alternative 1

Dear Ms. Jackson:

The [GROUP NAME]' submits the following comments on the Bureau’s recent proposal for
counting loan originator compensation in Regulation Z’s definition of “points and fees.” This
proposal deals with the root source of predatory lending and the current foreclosure crisis--steering
borrowers to more expensive, much riskier loans than the better loans for which borrowers
qualified. Creditor incentive payments to retail loan officers and mortgage brokers drove this
abusive practice and contributed directly to the unprecedented stripping of wealth from
communities of color.

The definition of points and fees is critical to determining which mortgages will be considered
qualified mortgages under the new ability-to-repay requirement and which will be categorized as
high-cost under the Home Ownership and Equity Protection Act (HOEPA). High-cost mortgages
have special, additional protections because, in part, the more expensive a loan is, the more likely it
is to be abusive. If aloan has enough points and fees to trigger HOEPA coverage, the loan is
subject to numerous important restrictions and consumers have heightened protection from
dangerous lending practices. Under new rules that take effect in 2014, a loan that does not exceed a
set maximum for points and fees (and also meets other requirements) will be considered a qualified
mortgage for purposes of the Dodd-Frank ability to repay requirement. If a loan is a qualified
mortgage, the creditor and any subsequent assignees get protection from the borrower--in the form
of a rebuttable or unrebuttable’ presumption that the lender has obeyed the law.

In passing the Dodd-Frank Act, Congress required creditors to include all loan originator
compensation when calculating the points and fees in a loan, regardless of whether that
compensation was paid by the consumer or the creditor, directly or indirectly. The CFPB included
that requirement when adopting final regulations last month. But the Bureau also asked for
comments on two proposed, alternative interpretations of that requirement. One interpretation
(“Alternative 17), would implement the rule as set forth by Congress. The other (“Alternative 27)
would let creditors offset the amount of creditor-paid originator compensation against the amount
of consumer-paid finance charges included in the points and fees. Under this approach, payments
to brokers or loan officers from the creditor would not count toward the points and fees total so
long as those payments were less than the total prepaid finance charges paid by the consumer.

' [DESCRIPTION OF GROUP]

? Whether the presumption is rebuttable depends on the loan’s interest rate. Prime-rate, qualified
mortgages qualify for a “safe harbor” giving an unrebuttable presumption that the lender has
complied with the law.



We strongly encourage the Bureau to adopt Alternative 1 for all loans. Adopting Alternative 2
would undermine legal protections for high cost loans and the loan-affordability rule for qualified
mortgages enacted by Congress. Application of Alternative 2 would allow the mortgage industry to
continue using loan originator compensation to steer borrowers into loans that industry players find
more lucrative but that are riskier for homeowners and the economy in general.

Creditor-paid originator compensation led to most of the major abusive lending practices observed
over the last decades. The compensation incentives were designed to encourage a loan originator to
do something that is good for the lender without regard to its impact on the borrower. Creditors
make payments to loan originators because they wanted borrowers to be steered into certain loans.
Loan originators have, unsurprisingly, been responsive to these incentives, with the result that many
homeowners have ended up with loans that did not reflect their ability to repay.

The problems with mortgage broker compensation have been well documented.” Loans originated
by brokers, compared to loans originated directly by lenders, are more likely to default,’ more likely
to be adjustable rate mortgages, more likely to be stated-income loans,” and more likely to be based
on fraud.® Broker-originated loans, at least in the subprime market, are usually more expensive for
borrowers than lender originated loans.”

But this is not just a broker problem. Retail loan originator compensation has also been abused.
The incentives available to in-house loan originators have also been designed to encourage the
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origination of some loans over others--loans that were more profitable to the lender and worse for
the borrower.® In-house originator compensation has also been implicated in flagrant racial
discrimination in loan pricing. In a study of subprime lending in four cities in California, twenty-five
percent of borrowers took out loans from a subsidiary or affiliate of a regulated financial institution,
yet none were referred to the prime lender for lower-cost loans, even though most of the surveyed
homeowners self-reported their credit as good or excellent.” Both upper-income Hispanics and
upper-income African Americans are given less information about loan products and are steered to
higher rate products, even by prime lenders."’

Dual compensation, which the Bureau has addressed in previous rulemaking, particularly
contributed to the problems with loan originator compensation. Creditor-paid compensation is
opaque. Mixed fees are confusing for borrowers and raise consumer costs.

As a result of these well-documented and pervasive problems, Congress adopted a multi-pronged
approach in cracking down on abusive compensation practices. The Dodd-Frank Act bans dual
compensation, bans tying compensation to any loan term (except the loan amount), and adds all
loan originator compensation to the points-and-fees definition.

Proper calculation of the points and fees, as proposed in Alternative 1 and in line with the
congressional mandate, is especially important because the Bureau has already watered down the
ban on dual compensation by waiving the ban on mixed-fees (creditor-paid compensation to a loan
originator in a transaction that also has consumer-paid upfront fees). Alternative 1 would
discourage mixed fees."" But Alternative 2 would favor it by giving an offset to creditor-paid fees
while fully counting compensation when all the fees are paid upfront by the borrower. A loan with
fees paid through the opaque, back-end avenue of creditor payments could be deemed a qualified
mortgage and fall below HOEPA’s triggers while an equivalent loan with upfront, transparent
pricing would not.
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Alternative 1 is also important because Dodd-Frank did not eliminate all incentives for steering.
Loan compensation may still be tied to the loan amount. Historically, many abusive lenders flipped
unsecured debt into the home loan as a means of increasing the loan amount and thus the proceeds
from fees. In addition, different creditors (including affiliates) may still offer different amounts of
compensation to attract business. For these reasons, it is vital to fully and accurately count all loan
originator compensation.

Alternative 2 would weaken HOEPA, the qualified mortgage and ability to repay rule, and the anti-
steering provisions of Dodd-Frank. The offsetting allowed by Alternative 2 effectively doubles the
points-and-fees thresholds. In contrast, the method of adding loan originator compensation under
Alternative 1 would discourage excessive compensation and would implement the affected
consumer protections as they were intended.

We call on the Bureau to properly implement Dodd-Frank by adopting Alternative 1 and to fully
count all loan originator compensation.

Sincerely,



