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According to CFPB and FDIC mortgage originator bonuses based on income or profitability that include mortgage profits is steering under Reg. Z
By Karen Neeley
If your bank’s year-end bonus takes into consideration earnings on mortgage loans, it may violate the anti-steering rules already found in Regulation Z!  Recent reports from banks examined by FDIC plus conversations with senior counsel at the CFPB indicate that a very broad interpretation is being made with regard to Section 226.36 of Reg Z.  That section prohibits mortgage loan originators and brokers from receiving compensation based on the terms of the loans they originate.  Here is the exact text from the rule:

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.

Thus, if the incentive compensation plan or year-end bonus is based on the performance of the bank, and the performance criteria include a component for interest on loans for the year, then that criteria will indirectly be affected by the interest rate that was applied to mortgage loans in the portfolio.

Comment:  There are at least two fairly straight forward approaches that will eliminate the potential for violation of the anti-steering rule.  First, exclude residential mortgage loan interest from a calculation of bank earnings.  This means that the compensation is not influenced by interest rate on residential mortgages.  This might work if mortgage loans are not a significant source of revenue for the bank.  

Alternatively, exclude mortgage loan originators from the pool of employees who are compensated based on overall bank performance.  Calculate their incentive compensation differently.  The rule permits a bonus based on a fixed percentage of the amount financed.  The official staff interpretations of the rule further identify a number of comp provisions that are permissible.  These include:

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 1,000 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.
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ix. Compensation that is based on the amount of credit extended.

The simplest approach at this late hour for mortgage loan originators is probably a calculation based on either the total number of residential mortgage loans originated for the year or the total dollar volume.  Either will avoid the taint of being tied to the terms of the loan transaction (such as interest) and should meet the requirements of the regulation.
Karen Neeley is Of Counsel with Cox Smith Matthews Incorporated, Austin, Texas. With over 30 years of legal experience, Karen Neeley is widely recognized throughout the financial institution community in the areas of regulatory and compliance law. This has enabled her to counsel and provide services to an array of businesses that are increasingly becoming subject to complex federal regulatory schemes. Located in Austin, Karen is a highly regarded participant at the Texas Capitol and Texas Finance Commission, where she has represented the banking industry for over 20 years. Her responsibilities on behalf of the banking industry have included drafting legislation, testifying on critical issues, and generally representing the industry. At the same time, her name and comments are well-known to myriad Washington regulators as well.

Karen is called upon frequently to lecture at bank and legal conferences. She also writes for banking publications, including regular magazine columns for The Independent Banker and Banker’s Digest as well as treatises for financial institutions. In recognition of her banking and financial services knowledge, she was recently featured in Texas Lawyer’s Go-To-Guide as one of five lawyers in the banking category (published only every five years). She has also been selected for inclusion as a "Texas Super Lawyer," Law and Politics Magazine and in the The Best Lawyers in America®.
This publication is designed to provide accurate and authoritative information in regard to the subject matter covered. It is provided with the understanding that the publisher is not engaged in the rendering of legal, accounting or other professional advice - from a Declaration of Principles adopted by the American Bar Association and a Committee of Publishers and Associations; All rights reserved; Shannon Phillips Jr., Editor; Oklahoma Edition, copyrighted by Craig Buford, CBAO President and CEO.
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