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Ability-to-Repay and Qualified

Mortgage Standards Under the Truth in
Lending Act (Regulation Z)

AGENCY: Bureau of Consumer Financial
Protection.

ACTION: Final rule; official
interpretations.

SUMMARY: The Bureau of Consumer
Financial Protection (Bureau) is
amending Regulation Z, which
implements the Truth in Lending Act
(TILA). Regulation Z currently prohibits
a creditor from making a higher-priced
mortgage loan without regard to the
consumer’s ability to repay the loan.
The final rule implements sections 1411
and 1412 of the Dodd-Frank Wall Street
Reform and Consumer Protection Act
(Dodd-Frank Act), which generally
require creditors to make a reasonable,
good faith determination of a
consumer’s ability to repay any
consumer credit transaction secured by
a dwelling (excluding an open-end
credit plan, timeshare plan, reverse
mortgage, or temporary loan) and
establishes certain protections from
liability under this requirement for
“qualified mortgages.” The final rule
also implements section 1414 of the
Dodd-Frank Act, which limits
prepayment penalties. Finally, the final
rule requires creditors to retain evidence
of compliance with the rule for three
years after a covered loan is
consummated.

DATES: The rule is effective January 10,
2014.

FOR FURTHER INFORMATION CONTACT:
Joseph Devlin, Gregory Evans, David
Friend, Jennifer Kozma, Eamonn K.
Moran, or Priscilla Walton-Fein,
Counsels; Thomas J. Kearney or Mark
Morelli, Senior Counsels; or Stephen
Shin, Managing Counsel, Office of
Regulations, at (202) 435-7700.

SUPPLEMENTARY INFORMATION:

I. Summary of the Final Rule

The Consumer Financial Protection
Bureau (Bureau) is issuing a final rule
to implement laws requiring mortgage
lenders to consider consumers’ ability to
repay home loans before extending them
credit. The rule will take effect on
January 10, 2014.

The Bureau is also releasing a
proposal to seek comment on whether to
adjust the final rule for certain

community-based lenders, housing
stabilization programs, certain
refinancing programs of the Federal
National Mortgage Association (Fannie
Mae) or the Federal Home Loan
Mortgage Corporation (Freddie Mac)
(collectively, the GSEs) and Federal
agencies, and small portfolio creditors.
The Bureau expects to finalize the
concurrent proposal this spring so that
affected creditors can prepare for the
January 2014 effective date.

Background

During the years preceding the
mortgage crisis, too many mortgages
were made to consumers without regard
to the consumer’s ability to repay the
loans. Loose underwriting practices by
some creditors—including failure to
verify the consumer’s income or debts
and qualifying consumers for mortgages
based on ““teaser” interest rates that
would cause monthly payments to jump
to unaffordable levels after the first few
years—contributed to a mortgage crisis
that led to the nation’s most serious
recession since the Great Depression.

In response to this crisis, in 2008 the
Federal Reserve Board (Board) adopted
a rule under the Truth in Lending Act
which prohibits creditors from making
“higher-price mortgage loans” without
assessing consumers’ ability to repay the
loans. Under the Board’s rule, a creditor
is presumed to have complied with the
ability-to-repay requirements if the
creditor follows certain specified
underwriting practices. This rule has
been in effect since October 2009.

In the 2010 Dodd-Frank Wall Street
Reform and Consumer Protection Act,
Congress required that for residential
mortgages, creditors must make a
reasonable and good faith determination
based on verified and documented
information that the consumer has a
reasonable ability to repay the loan
according to its terms. Congress also
established a presumption of
compliance for a certain category of
mortgages, called “qualified mortgages.”
These provisions are similar, but not
identical to, the Board’s 2008 rule and
cover the entire mortgage market rather
than simply higher-priced mortgages.
The Board proposed a rule to implement
the new statutory requirements before
authority passed to the Bureau to
finalize the rule.

Summary of Final Rule

The final rule contains the following
key elements:

Ability-to-Repay Determinations. The
final rule describes certain minimum
requirements for creditors making
ability-to-repay determinations, but
does not dictate that they follow

particular underwriting models. At a
minimum, creditors generally must
consider eight underwriting factors: (1)
Current or reasonably expected income
or assets; (2) current employment status;
(3) the monthly payment on the covered
transaction; (4) the monthly payment on
any simultaneous loan; (5) the monthly
payment for mortgage-related
obligations; (6) current debt obligations,
alimony, and child support; (7) the
monthly debt-to-income ratio or
residual income; and (8) credit history.
Creditors must generally use reasonably
reliable third-party records to verify the
information they use to evaluate the
factors.

The rule provides guidance as to the
application of these factors under the
statute. For example, monthly payments
must generally be calculated by
assuming that the loan is repaid in
substantially equal monthly payments
during its term. For adjustable-rate
mortgages, the monthly payment must
be calculated using the fully indexed
rate or an introductory rate, whichever
is higher. Special payment calculation
rules apply for loans with balloon
payments, interest-only payments, or
negative amortization.

The final rule also provides special
rules to encourage creditors to refinance
“non-standard mortgages”’—which
include various types of mortgages
which can lead to payment shock that
can result in default—into ““standard
mortgages”” with fixed rates for at least
five years that reduce consumers’
monthly payments.

Presumption for Qualified Mortgages.
The Dodd-Frank Act provides that
“qualified mortgages’’ are entitled to a
presumption that the creditor making
the loan satisfied the ability-to-repay
requirements. However, the Act did not
specify whether the presumption of
compliance is conclusive (i.e., creates a
safe harbor) or is rebuttable. The final
rule provides a safe harbor for loans that
satisfy the definition of a qualified
mortgage and are not “‘higher-priced,”
as generally defined by the Board’s 2008
rule. The final rule provides a rebuttable
presumption for higher-priced mortgage
loans, as described further below.

The line the Bureau is drawing is one
that has long been recognized as a rule
of thumb to separate prime loans from
subprime loans. Indeed, under the
existing regulations that were adopted
by the Board in 2008, only higher-priced
mortgage loans are subject to an ability-
to-repay requirement and a rebuttable
presumption of compliance if creditors
follow certain requirements. The new
rule strengthens the requirements
needed to qualify for a rebuttable
presumption for subprime loans and
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defines with more particularity the
grounds for rebutting the presumption.
Specifically, the final rule provides that
consumers may show a violation with
regard to a subprime qualified mortgage
by showing that, at the time the loan
was originated, the consumer’s income
and debt obligations left insufficient
residual income or assets to meet living
expenses. The analysis would consider
the consumer’s monthly payments on
the loan, loan-related obligations, and
any simultaneous loans of which the
creditor was aware, as well as any
recurring, material living expenses of
which the creditor was aware. Guidance
accompanying the rule notes that the
longer the period of time that the
consumer has demonstrated actual
ability to repay the loan by making
timely payments, without modification
or accommodation, after consummation
or, for an adjustable-rate mortgage, after
recast, the less likely the consumer will
be able to rebut the presumption based
on insufficient residual income.

With respect to prime loans—which
are not currently covered by the Board’s
ability-to-repay rule—the final rule
applies the new ability-to-repay
requirements but creates a strong
presumption for those prime loans that
constitute qualified mortgages. Thus, if
a prime loan satisfies the qualified
mortgage criteria described below, it
will be conclusively presumed that the
creditor made a good faith and
reasonable determination of the
consumer’s ability to repay.

General Requirements for Qualified
Mortgages. The Dodd-Frank Act sets
certain product-feature prerequisites
and affordability underwriting
requirements for qualified mortgages
and vests discretion in the Bureau to
decide whether additional underwriting
or other requirements should apply. The
final rule implements the statutory
criteria, which generally prohibit loans
with negative amortization, interest-
only payments, balloon payments, or
terms exceeding 30 years from being
qualified mortgages. So-called “no-doc”
loans where the creditor does not verify
income or assets also cannot be
qualified mortgages. Finally, a loan
generally cannot be a qualified mortgage
if the points and fees paid by the
consumer exceed three percent of the
total loan amount, although certain
“bona fide discount points” are
excluded for prime loans. The rule
provides guidance on the calculation of
points and fees and thresholds for
smaller loans.

The final rule also establishes general
underwriting criteria for qualified
mortgages. Most importantly, the
general rule requires that monthly

payments be calculated based on the
highest payment that will apply in the
first five years of the loan and that the
consumer have a total (or ‘“back-end”’)
debt-to-income ratio that is less than or
equal to 43 percent. The appendix to the
rule details the calculation of debt-to-
income for these purposes, drawing
upon Federal Housing Administration
guidelines for such calculations. The
Bureau believes that these criteria will
protect consumers by ensuring that
creditors use a set of underwriting
requirements that generally safeguard
affordability. At the same time, these
criteria provide bright lines for creditors
who want to make qualified mortgages.

The Bureau also believes that there
are many instances in which individual
consumers can afford a debt-to-income
ratio above 43 percent based on their
particular circumstances, but that such
loans are better evaluated on an
individual basis under the ability-to-
repay criteria rather than with a blanket
presumption. In light of the fragile state
of the mortgage market as a result of the
recent mortgage crisis, however, the
Bureau is concerned that creditors may
initially be reluctant to make loans that
are not qualified mortgages, even though
they are responsibly underwritten. The
final rule therefore provides for a
second, temporary category of qualified
mortgages that have more flexible
underwriting requirements so long as
they satisfy the general product feature
prerequisites for a qualified mortgage
and also satisfy the underwriting
requirements of, and are therefore
eligible to be purchased, guaranteed or
insured by either (1) the GSEs while
they operate under Federal
conservatorship or receivership; or (2)
the U.S. Department of Housing and
Urban Development, Department of
Veterans Affairs, or Department of
Agriculture or Rural Housing Service.
This temporary provision will phase out
over time as the various Federal
agencies issue their own qualified
mortgage rules and if GSE
conservatorship ends, and in any event
after seven years.

Rural Balloon-Payment Qualified
Mortgages. The final rule also
implements a special provision in the
Dodd-Frank Act that would treat certain
balloon-payment mortgages as qualified
mortgages if they are originated and
held in portfolio by small creditors
operating predominantly in rural or
underserved areas. This provision is
designed to assure credit availability in
rural areas, where some creditors may
only offer balloon-payment mortgages.
Loans are only eligible if they have a
term of at least five years, a fixed-
interest rate, and meet certain basic

underwriting standards; debt-to-income
ratios must be considered but are not
subject to the 43 percent general
requirement.

Creditors are only eligible to make
rural balloon-payment qualified
mortgages if they originate at least 50
percent of their first-lien mortgages in
counties that are rural or underserved,
have less than $2 billion in assets, and
(along with their affiliates) originate no
more than 500 first-lien mortgages per
year. The Bureau will designate a list of
“rural” and “underserved” counties
each year, and has defined coverage
more broadly than originally had been
proposed. Creditors must generally hold
the loans on their portfolios for three
years in order to maintain their
“qualified mortgage” status.

Other Final Rule Provisions. The final
rule also implements Dodd-Frank Act
provisions that generally prohibit
prepayment penalties except for certain
fixed-rate, qualified mortgages where
the penalties satisfy certain restrictions
and the creditor has offered the
consumer an alternative loan without
such penalties. To match with certain
statutory changes, the final rule also
lengthens to three years the time
creditors must retain records that
evidence compliance with the ability-to-
repay and prepayment penalty
provisions and prohibits evasion of the
rule by structuring a closed-end
extension of credit that does not meet
the definition of open-end credit as an
open-end plan.

Summary of Concurrent Proposal

The concurrent proposal seeks
comment on whether the general ability-
to-repay and qualified mortgage rule
should be modified to address potential
adverse consequences on certain
narrowly-defined categories of lending
programs. Because those measures were
not proposed by the Board originally,
the Bureau believes additional public
input would be helpful. Specifically, the
proposal seeks comment on whether it
would be appropriate to exempt
designated non-profit lenders,
homeownership stabilization programs,
and certain Federal agency and GSE
refinancing programs from the ability-
to-repay requirements because they are
subject to their own specialized
underwriting criteria.

The proposal also seeks comment on
whether to create a new category of
qualified mortgages, similar to the one
for rural balloon-payment mortgages, for
loans without balloon-payment features
that are originated and held on portfolio
by small creditors. The new category
would not be limited to lenders that
operate predominantly in rural or
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underserved areas, but would use the
same general size thresholds and other
criteria as the rural balloon-payment
rules. The proposal also seeks comment
on whether to increase the threshold
separating safe harbor and rebuttable
presumption qualified mortgages for
both rural balloon-payment qualified
mortgages and the new small portfolio
qualified mortgages, in light of the fact
that small creditors often have higher
costs of funds than larger creditors.
Specifically, the Bureau is proposing a
threshold of 3.5 percentage points above
APOR for first-lien loans.

II. Background

For over 20 years, consumer
advocates, legislators, and regulators
have raised concerns about creditors
originating mortgage loans without
regard to the consumer’s ability to repay
the loan. Beginning in about 2006, these
concerns were heightened as mortgage
delinquencies and foreclosure rates
increased dramatically, caused in part
by the loosening of underwriting
standards. See 73 FR 44524 (July 30,
2008). The following discussion
provides background information,
including a brief summary of the
legislative and regulatory responses to
the foregoing concerns, which
culminated in the enactment of the
Dodd-Frank Act on July 21, 2010, the
Board’s May 11, 2011, proposed rule to
implement certain amendments to TILA
made by the Dodd-Frank Act, and now
the Bureau’s issuance of this final rule
to implement sections 1411, 1412, and
1414 of that act.

A. The Mortgage Market

Overview of the Market and the
Mortgage Crisis

The mortgage market is the single
largest market for consumer financial
products and services in the United
States, with approximately $9.9 trillion
in mortgage loans outstanding.? During
the last decade, the market went
through an unprecedented cycle of
expansion and contraction that was
fueled in part by the securitization of
mortgages and creation of increasingly
sophisticated derivative products. So
many other parts of the American
financial system were drawn into
mortgage-related activities that, when
the housing market collapsed in 2008, it
sparked the most severe recession in the

1Fed. Reserve Sys., Flow of Funds Accounts of
the United States, at 67 tbl.L.10 (2012), available at
http://www.federalreserve.gov/releases/z1/Current/
z1.pdf (as of the end of the third quarter of 2012).

United States since the Great
Depression.?

The expansion in this market is
commonly attributed to both particular
economic conditions (including an era
of low interest rates and rising housing
prices) and to changes within the
industry. Interest rates dropped
significantly—by more than 20
percent—ifrom 2000 through 2003.3
Housing prices increased dramatically—
about 152 percent—between 1997 and
2006.% Driven by the decrease in interest
rates and the increase in housing prices,
the volume of refinancings increased
rapidly, from about 2.5 million loans in
2000 to more than 15 million in 2003.5

In the mid-2000s, the market
experienced a steady deterioration of
credit standards in mortgage lending,
with evidence that loans were made
solely against collateral, or even against
expected increases in the value of
collateral, and without consideration of
ability to repay. This deterioration of
credit standards was particularly
evidenced by the growth of “subprime”
and “Alt-A” products, which consumers
were often unable to repay.® Subprime
products were sold primarily to
consumers with poor or no credit
history, although there is evidence that

2 See Thomas F. Siems, Branding the Great
Recession, Fin. Insights (Fed. Reserve Bank of Dall.)
May 13, 2012, at 3, available at http://
www.dallasfed.org/assets/documents/banking/firm/
fi/fi1201.pdf (stating that the [great recession] “was
the longest and deepest economic contraction, as
measured by the drop in real GDP, since the Great
Depression.”).

3 See U.S. Dep’t of Hous. & Urban Dev., An
Analysis of Mortgage Refinancing, 2001-2003, at 2
(2004) (““An Analysis of Mortgage Refinancing,
2001-2003"), available at www.huduser.org/
Publications/pdf/MortgageRefinance03.pdf;
Souphala Chomsisengphet & Anthony Pennington-
Cross, The Evolution of the Subprime Mortgage
Market, 88 Fed. Res. Bank of St. Louis Rev. 31, 48
(2006), available at http://research.stlouisfed.org/
publications/review/article/5019.

4U.S. Fin. Crisis Inquiry Comm’n, The Financial
Crisis Inquiry Report: Final Report of the National
Commission on the Causes of the Financial and
Economic Crisis in the United States 156 (Official
Gov’t ed. 2011) (“FCIC Report”), available at
http://www.gpo.gov/fdsys/pkg/GPO-FCIC/pdf/GPO-
FCIC.pdf.

5 An Analysis of Mortgage Refinancing, 2001—
2003, at 1.

6 FCIC Report at 88. These products included
most notably 2/28 and 3/27 hybrid adjustable rate
mortgages (ARMs) and option ARM products. Id. at
106. A hybrid ARM is an adjustable rate mortgage
loan that has a low fixed introductory rate for a
certain period of time. An option ARM is an
adjustable rate mortgage loan that has a scheduled
loan payment that may result in negative
amortization for a certain period of time, but that
expressly permits specified larger payments in the
contract or servicing documents, such as an
interest-only payment or a fully amortizing
payment. For these loans, the scheduled negatively
amortizing payment was typically described in
marketing and servicing materials as the “optional
payment.” These products were often marketed to
subprime customers.

some consumers who would have
qualified for “prime” loans were steered
into subprime loans as well.” The Alt-
A category of loans permitted
consumers to take out mortgage loans
while providing little or no
documentation of income or other
evidence of repayment ability. Because
these loans involved additional risk,
they were typically more expensive to
consumers than “prime” mortgages,
although many of them had very low
introductory interest rates. In 2003,
subprime and Alt-A origination volume
was about $400 billion; in 2006, it had
reached $830 billion.?

So long as housing prices were
continuing to increase, it was relatively
easy for consumers to refinance their
existing loans into more affordable
products to avoid interest rate resets and
other adjustments. When housing prices
began to decline in 2005, however,
refinancing became more difficult and
delinquency rates on subprime and Alt-
A products increased dramatically.?
More and more consumers, especially
those with subprime and Alt-A loans,
were unable or unwilling to make their
mortgage payments. An early sign of the
mortgage crisis was an upswing in early
payment defaults—generally defined as
borrowers being 60 or more days
delinquent within the first year. Prior to
2006, 1.1 percent of mortgages would
end up 60 or more days delinquent
within the first two years.1? Taking a
more expansive definition of early
payment default to include 60 days
delinquent within the first two years,
this figure was double the historic
average during 2006, 2007 and 2008.11
In 2006, 2007, and 2008, 2.3 percent, 2.1
percent, and 2.3 percent of mortgages
ended up 60 or more days delinquent
within the first two years, respectively.
By the summer of 2006, 1.5 percent of
loans less than a year old were in

7 For example, the Federal Reserve Board on July
18, 2011, issued a consent cease and desist order
and assessed an $85 million civil money penalty
against Wells Fargo & Company of San Francisco,

a registered bank holding company, and Wells
Fargo Financial, Inc., of Des Moines. The order
addresses allegations that Wells Fargo Financial
employees steered potential prime-eligible
consumers into more costly subprime loans and
separately falsified income information in mortgage
applications. In addition to the civil money penalty,
the order requires that Wells Fargo compensate
affected consumers. See Press Release, Fed. Reserve
Bd. (July 20, 2011), available at http://
www.federalreserve.gov/newsevents/press/
enforcement/20110720a.htm.

8Inside Mortg. Fin., Mortgage Originations by
Product, in 1. The 2011 Mortgage Market Statistical
Annual 20 (2011).

9FCIC Report at 215-217.

10 CoreLogic’s TrueStandings Servicing (reflects
first-lien mortgage loans) (data service accessible
only through paid subscription).

11d.
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http://www.huduser.org/Publications/pdf/MortgageRefinance03.pdf
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default, and this figure peaked at 2.5
percent in late 2007, well above the 1.0
percent peak in the 2000 recession.12
First payment defaults—mortgages
taken out by consumers who never
made a single payment—exceeded 1.5
percent of loans in early 2007.13 In
addition, as the economy worsened, the
rates of serious delinquency (90 or more
days past due or in foreclosure) for the
subprime and Alt-A products began a
steep increase from approximately 10
percent in 2006, to 20 percent in 2007,
to more than 40 percent in 2010.14

The impact of this level of
delinquencies was severe on creditors
who held loans on their books and on
private investors who purchased loans
directly or through securitized vehicles.
Prior to and during the bubble, the
evolution of the securitization of
mortgages attracted increasing
involvement from financial institutions
that were not directly involved in the
extension of credit to consumers and
from investors worldwide.
Securitization of mortgages allows
originating creditors to sell off their
loans (and reinvest the funds earned in
making new ones) to investors who
want an income stream over time.
Securitization had been pioneered by
what are now called government-
sponsored enterprises (GSEs), including
the Federal National Mortgage
Association (Fannie Mae) and the
Federal Home Loan Mortgage
Corporation (Freddie Mac). But by the
early 2000s, large numbers of private
financial institutions were deeply
involved in creating increasingly
complex mortgage-related investment
vehicles through securities and
derivative products. The private
securitization-backed subprime and Alt-
A mortgage market ground to a halt in
2007 in the face of the rising
delinquencies on subprime and Alt-A
products.15

Six years later, the United States
continues to grapple with the fallout.
The fall in housing prices is estimated
to have resulted in about $7 trillion in
household wealth losses.16 In addition,
distressed homeownership and

12]d. at 215. (CoreLogic Chief Economist Mark
Fleming told the FCIC that the early payment
default rate “certainly correlates with the increase
in the Alt-A and subprime shares and the turn of
the housing market and the sensitivity of those loan
products.”).

131d.

14]d. at 217.

15 Id. at 124.

16 The U.S. Housing Market: Current Conditions
and Policy Considerations, at 3 (Fed. Reserve Bd.,
White Paper, 2012), available at http://
www.federalreserve.gov/publications/other-reports/
files/housing-white-paper-20120104.pdf.

foreclosure rates remain at
unprecedented levels.1”

Response and Government Programs

In light of these conditions, the
Federal government began providing
support to the mortgage markets in 2008
and continues to do so at extraordinary
levels today. The Housing and
Economic Recovery Act of 2008, which
became effective on October 1, 2008,
provided both new safeguards and
increased regulation for Fannie Mae and
Freddie Mac, as well as provisions to
assist troubled borrowers and to the
hardest hit communities. Fannie Mae
and Freddie Mac, which supported the
mainstream mortgage market,
experienced heavy losses and were
placed in conservatorship by the
Federal government in 2008 to support
the collapsing mortgage market.18
Because private investors have
withdrawn from the mortgage
securitization market and there are no
other effective secondary market
mechanisms in place, the GSEs’
continued operations help ensure that
the secondary mortgage market
continues to function and to assist
consumers in obtaining new mortgages
or refinancing existing mortgages. The
Troubled Asset Relief Program (TARP),
created to implement programs to
stabilize the financial system during the
financial crisis, was authorized through
the Emergency Economic Stabilization
Act of 2008 (EESA), as amended by the
American Recovery and Reinvestment
Act of 2009, and includes programs to
help struggling homeowners avoid

17 Lender Processing Servs., PowerPoint
Presentation, LPS Mortgage Monitor: May 2012
Mortgage Performance Observations, Data as of
April 2012 Month End, 3, 11 (May 2012), available
at http://www.Ipsves.com/
LPSCorporatelnformation/CommunicationCenter/
DataReports/Pages/Mortgage-Monitor.aspx.

18 The Housing and Economic Recovery Act of
2008 (HERA), which created the Federal Housing
Finance Agency (FHFA), granted the Director of
FHFA discretionary authority to appoint FHFA
conservator or receiver of the Enterprises “‘for the
purpose of reorganizing, rehabilitating, or winding
up the affairs of a regulated entity.” Housing and
Economic Recovery Act of 2008, section 1367 (a)(2),
amending the Federal Housing Enterprises
Financial Safety and Soundness Act of 1992, 12
U.S.C. 4617(a)(2). On September 6, 2008, FHFA
exercised that authority, placing the Federal
National Mortgage Association (Fannie Mae) and
the Federal Home Loan Mortgage Corporation
(Freddie Mac) into conservatorships. The two GSEs
have since received more than $180 billion in
support from the Treasury Department. Through the
second quarter of 2012, Fannie Mae has drawn
$116.1 billion and Freddie Mac has drawn $71.3
billion, for an aggregate draw of $187.5 billion from
the Treasury Department. Fed. Hous. Fin. Agency,
Conservator’s Report on the Enterprises’ Financial
Performance, at 17 (Second Quarter 2012), available
at http://www.fhfa.gov/webfiles/24549/
ConservatorsReport2Q2012.pdf.

foreclosure.1? Since 2008, several other
Federal government efforts have
endeavored to keep the country’s
housing finance system functioning,
including the Treasury Department’s
and the Federal Reserve System’s
mortgage-backed securities (MBS)
purchase programs to help keep interest
rates low and the Federal Housing
Administration’s (FHA’s) increased
market presence. As a result, mortgage
credit has remained available, albeit
with more restrictive underwriting
terms that limit or preclude some
consumers’ access to credit. These same
government agencies together with the
GSEs and other market participants
have also undertaken a series of efforts
to help families avoid foreclosure
through loan-modification programs,
loan-refinance programs and foreclosure
alternatives.20

Size and Volume of the Current
Mortgage Origination Market

Even with the economic downturn
and tightening of credit standards,
approximately $1.28 trillion in mortgage
loans were originated in 2011.21 In
exchange for an extension of mortgage
credit, consumers promise to make
regular mortgage payments and provide
their home or real property as collateral.
The overwhelming majority of
homebuyers continue to use mortgage
loans to finance at least some of the

19 The Making Home Affordable Program (MHA)
is the umbrella program for Treasury’s homeowner
assistance and foreclosure mitigation efforts. The
main MHA components are the Home Affordable
Modification Program (HAMP), a Treasury program
that uses TARP funds to provide incentives for
mortgage servicers to modify eligible first-lien
mortgages, and two initiatives at the GSEs that use
non-TARP funds. Incentive payments for
modifications to loans owned or guaranteed by the
GSEs are paid by the GSEs, not TARP. Treasury
over time expanded MHA to include sub-programs
designed to overcome obstacles to sustainable
HAMP modifications. Treasury also allocated TARP
funds to support two additional housing support
efforts: An FHA refinancing program and TARP
funding for 19 state housing finance agencies,
called the Housing Finance Agency Hardest Hit
Fund. In the first half of 2012, Treasury extended
the application period for HAMP by a year to
December 31, 2013, and opened HAMP to non-
owner-occupied rental properties and to consumers
with a wider range of debt-to-income ratios under
“HAMP Tier 2.”

20 The Home Affordable Refinance Program
(HARP) is designed to help eligible homeowners
refinance their mortgage. HARP is designed for
those homeowners who are current on their
mortgage payments but have been unable to get
traditional refinancing because the value of their
homes has declined. For a mortgage to be
considered for a HARP refinance, it must be owned
or guaranteed by the GSEs. HARP ends on
December 31, 2013.

21Moody’s Analytics, Credit Forecast 2012 (2012)
(“Credit Forecast 2012”"), available at http://
www.economy.com/default.asp (reflects first-lien
mortgage loans) (data service accessibly only
through paid subscription).
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http://www.federalreserve.gov/publications/other-reports/files/housing-white-paper-20120104.pdf
http://www.federalreserve.gov/publications/other-reports/files/housing-white-paper-20120104.pdf
http://www.federalreserve.gov/publications/other-reports/files/housing-white-paper-20120104.pdf
http://www.fhfa.gov/webfiles/24549/ConservatorsReport2Q2012.pdf
http://www.fhfa.gov/webfiles/24549/ConservatorsReport2Q2012.pdf
http://www.economy.com/default.asp
http://www.economy.com/default.asp
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purchase price of their property. In
2011, 93 percent of all home purchases
were financed with a mortgage credit
transaction.?2

Consumers may obtain mortgage
credit to purchase a home, to refinance
an existing mortgage, to access home
equity, or to finance home
improvement. Purchase loans and
refinancings together produced 6.3
million new first-lien mortgage loan
originations in 2011.23 The proportion
of loans that are for purchases as
opposed to refinances varies with the
interest rate environment and other
market factors. In 2011, 65 percent of
the market was refinance transactions
and 35 percent was purchase loans, by
volume.24 Historically the distribution
has been more even. In 2000, refinances
accounted for 44 percent of the market
while purchase loans comprised 56
percent; in 2005, the two products were
split evenly.25

With a home equity transaction, a
homeowner uses his or her equity as
collateral to secure consumer credit.
The credit proceeds can be used, for
example, to pay for home
improvements. Home equity credit
transactions and home equity lines of
credit resulted in an additional 1.3
million mortgage loan originations in
2011.26

The market for higher-priced
mortgage loans remains significant. Data
reported under the Home Mortgage
Disclosure Act (HMDA) show that in
2011 approximately 332,000
transactions, including subordinate
liens, were reportable as higher-priced
mortgage loans. Of these transactions,
refinancings accounted for
approximately 44 percent of the higher-
priced mortgage loan market, and 90
percent of the overall higher-priced
mortgage loan market involved first-lien
transactions. The median first-lien
higher-priced mortgage loan was for
$81,000, while the interquartile range
(quarter of the transactions are below,
quarter of the transactions are above)
was $47,000 to $142,000.

GSE-eligible loans, together with the
other federally insured or guaranteed
loans, cover the majority of the current
mortgage market. Since entering
conservatorship in September 2008, the

22Inside Mortg. Fin., New Homes Sold by
Financing, in 1 The 2012 Mortgage Market
Statistical Annual 12 (2012).

23 Credit Forecast 2012.

24Inside Mortg. Fin., Mortgage Originations by
Product, in The 2012 Mortgage Market Statistical
Annual 17 (2012).

25 Id. These percentages are based on the dollar
amount of the loans.

26 Credit Forecast (2012) (reflects open-end and
closed-end home equity loans).

GSEs have bought or guaranteed roughly
three of every four mortgages originated
in the country. Mortgages guaranteed by
FHA make up most of the rest.2?
Outside of the securitization available
through the Government National
Mortgage Association (Ginnie Mae) for
loans primarily backed by FHA, there
are very few alternatives in place today
to assume the secondary market
functions served by the GSEs.28

Continued Fragility of the Mortgage
Market

The current mortgage market is
especially fragile as a result of the recent
mortgage crisis. Tight credit remains an
important factor in the contraction in
mortgage lending seen over the past few
years. Mortgage loan terms and credit
standards have tightened most for
consumers with lower credit scores and
with less money available for a down
payment. According to CoreLogic’s
TrueStandings Servicing, a proprietary
data service that covers about two-thirds
of the mortgage market, average
underwriting standards have tightened
considerably since 2007. Through the
first nine months of 2012, for consumers
that have received closed-end first-lien
mortgages, the weighted average FICO 29
score was 750, the loan-to-value (LTV)
ratio was 78 percent, and the debt-to-
income (DTI) ratio was 34.5 percent.3°
In comparison, in the peak of the
housing bubble in 2007, the weighted
average FICO score was 706, the LTV
was 80 percent, and the DTT was 39.8
percent.3?

In this tight credit environment, the
data suggest that creditors are not
willing to take significant risks. In terms
of the distribution of origination
characteristics, for 90 percent of all the
Fannie Mae and Freddie Mac mortgage

27 Fed. Hous. Fin. Agency, A Strategic Plan for
Enterprise Conservatorships: The Next Chapter in a
Story that Needs an Ending, at 14 (2012) (“FHFA
Report”), available at http://www.fhfa.gov/webfiles/
23344/StrategicPlanConservatorshipsFINAL.pdf.

28 FHFA Report at 8-9. Secondary market
issuance remains heavily reliant upon the explicitly
government guaranteed securities of FNMA,
FHLMC, and GNMA. Through the first three
quarters of 2012, approximately $1.2 trillion of the
$1.33 trillion in mortgage originations have been
securitized, less than $10 billion of the $1.2 trillion
were non-agency mortgage backed securities. Inside
Mortgage Finance (Nov. 2, 2012), at 4.

29FICO is a type of credit score that makes up a
substantial portion of the credit report that lenders
use to assess an applicant’s credit risk and whether
to extend a loan

30 CoreLogic, TrueStandings Servicing Database,
available at http://www.truestandings.com (data
reflects first-lien mortgage loans) (data service
accessible only through paid subscription).
According to CoreLogic’s TrueStandings Servicing,
FICO reports that in 2011, approximately 38 percent
of consumers receiving first-lien mortgage credit
had a FICO score of 750 or greater.

311d.

loans originated in 2011, consumers had
a FICO score over 700 and a DTI less
than 44 percent.32 According to the
Federal Reserve’s Senior Loan Officer
Opinion Survey on Bank Lending
Practices, in April 2012 nearly 60
percent of creditors reported that they
would be much less likely, relative to
20086, to originate a conforming home-
purchase mortgage 33 to a consumer
with a 10 percent down payment and a
credit score of 620—a traditional marker
for those consumers with weaker credit
histories.3¢ The Federal Reserve Board
calculates that the share of mortgage
borrowers with credit scores below 620
has fallen from about 17 percent of
consumers at the end of 2006 to about
5 percent more recently.35 Creditors also
appear to have pulled back on offering
these consumers loans insured by the
FHA, which provides mortgage
insurance on loans made by FHA-
approved creditors throughout the
United States and its territories and is
especially structured to help promote
affordability.36

The Bureau is acutely aware of the
high levels of anxiety in the mortgage
market today. These concerns include
the continued slow pace of recovery, the
confluence of multiple major regulatory
and capital initiatives, and the
compliance burdens of the various
Dodd-Frank Act rulemakings (including
uncertainty on what constitutes a
qualified residential mortgage (QRM),
which, as discussed below, relates to the
Dodd-Frank Act’s credit risk retention
requirements and mortgage
securitizations). These concerns are
causing discussion about whether
creditors will consider exiting the
business. The Bureau acknowledges that
it will likely take some time for the
mortgage market to stabilize and that
creditors will need to adjust their
operations to account for several major
regulatory and capital regimes.

B. TILA and Regulation Z

In 1968, Congress enacted the Truth
in Lending Act (TILA), 15 U.S.C. 1601

32]d.

33 A conforming mortgage is one that is eligible
for purchase or credit guarantee by Fannie Mae or
Freddie Mac.

34Fed. Reserve Bd., Senior Loan Officer Opinion
Survey on Bank Lending Practices, available at
http://www.federalreserve.gov/boarddocs/
SnLoanSurvey/default.htm.

35 Federal Reserve Board staff calculations based
on the Federal Reserve Bank of New York
Consumer Credit Panel. The 10th percentile of
credit scores on mortgage originations rose from 585
in 2006 to 635 at the end of 2011.

36 FHA insures mortgages on single family and
multifamily homes including manufactured homes
and hospitals. It is the largest insurer of mortgages
in the world, insuring over 34 million properties
since its inception in 1934.


http://www.fhfa.gov/webfiles/23344/StrategicPlanConservatorshipsFINAL.pdf
http://www.fhfa.gov/webfiles/23344/StrategicPlanConservatorshipsFINAL.pdf
http://www.federalreserve.gov/boarddocs/SnLoanSurvey/default.htm
http://www.federalreserve.gov/boarddocs/SnLoanSurvey/default.htm
http://www.truestandings.com
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et seq., based on findings that the
informed use of credit resulting from
consumers’ awareness of the cost of
credit would enhance economic
stability and competition among
consumer credit providers. One of the
purposes of TILA is to promote the
informed use of consumer credit by
requiring disclosures about its costs and
terms. See 15 U.S.C. 1601. TILA
requires additional disclosures for loans
secured by consumers’ homes and
permits consumers to rescind certain
transactions secured by their principal
dwellings when the required disclosures
are not provided. 15 U.S.C. 1635, 1637a.
Section 105(a) of TILA directs the
Bureau (formerly directed the Board of
Governors of the Federal Reserve
System) to prescribe regulations to carry
out TILA’s purposes and specifically
authorizes the Bureau, among other
things, to issue regulations that contain
such additional requirements,
classifications, differentiations, or other
provisions, or that provide for such
adjustments and exceptions for all or
any class of transactions, that in the
Bureau’s judgment are necessary or
proper to effectuate the purposes of
TILA, facilitate compliance thereof, or
prevent circumvention or evasion
therewith. See 15 U.S.C. 1604(a).

General rulemaking authority for
TILA transferred to the Bureau in July
2011, other than for certain motor
vehicle dealers in accordance with the
Dodd-Frank Act section 1029, 12 U.S.C.
5519. Pursuant to the Dodd-Frank Act
and TILA, as amended, the Bureau
published for public comment an
interim final rule establishing a new
Regulation Z, 12 CFR part 1026,
implementing TILA (except with respect
to persons excluded from the Bureau’s
rulemaking authority by section 1029 of
the Dodd-Frank Act). 76 FR 79768 (Dec.
22, 2011). This rule did not impose any
new substantive obligations but did
make technical and conforming changes
to reflect the transfer of authority and
certain other changes made by the
Dodd-Frank Act. The Bureau’s
Regulation Z took effect on December
30, 2011. The Official Staff
Interpretations interpret the
requirements of the regulation and
provides guidance to creditors in
applying the rules to specific
transactions. See 12 CFR part 1026,
Supp. L.

C. The Home Ownership and Equity
Protection Act (HOEPA) and HOEPA
Rules

In response to evidence of abusive
practices in the home-equity lending
market, in 1994 Congress amended
TILA by enacting the Home Ownership

and Equity Protection Act (HOEPA) as
part of the Riegle Community
Development and Regulatory
Improvement Act of 1994. Public Law
103-325, 108 Stat. 2160. HOEPA was
enacted as an amendment to TILA to
address abusive practices in refinancing
and home-equity mortgage loans with
high interest rates or high fees.3” Loans
that meet HOEPA'’s high-cost triggers are
subject to special disclosure
requirements and restrictions on loan
terms, and consumers with high-cost
mortgages have enhanced remedies for
violations of the law.38

The statute applied generally to
closed-end mortgage credit, but
excluded purchase money mortgage
loans and reverse mortgages. Coverage
was triggered where a loan’s annual
percentage rate (APR) exceeded
comparable Treasury securities by
specified thresholds for particular loan
types, or where points and fees
exceeded eight percent of the total loan
amount or a dollar threshold.39

For high-cost loans meeting either of
those thresholds, HOEPA required
creditors to provide special pre-closing
disclosures, restricted prepayment
penalties and certain other loan terms,
and regulated various creditor practices,
such as extending credit without regard
to a consumer’s ability to repay the loan.
HOEPA also provided a mechanism for
consumers to rescind covered loans that
included certain prohibited terms and to
obtain higher damages than are allowed
for other types of TILA violations.
Finally, HOEPA amended TILA section
131, 15

U.S.C. 1641, to provide that
purchasers of high-cost loans generally
are subject to all claims and defenses
against the original creditor with respect
to the mortgage, including a creditor’s
failure to make an ability-to-repay
determination before making the loan.
HOEPA created special substantive
protections for high-cost mortgages,
such as prohibiting a creditor from
engaging in a pattern or practice of
extending a high-cost mortgage to a

37 HOEPA amended TILA by adding new sections
103(aa) and 129, 15 U.S.C. 1602(aa) and 1639.

38 HOEPA defines a class of “‘high-cost
mortgages,” which are generally closed-end home-
equity loans (excluding home-purchase loans) with
annual percentage rates (APRs) or total points and
fees exceeding prescribed thresholds. Mortgages
covered by the HOEPA amendments have been
referred to as “HOEPA loans,” “Section 32 loans,”
or “high-cost mortgages.” The Dodd-Frank Act now
refers to these loans as “high-cost mortgages.” See
Dodd-Frank Act section 1431; TILA section 103(aa).
For simplicity and consistency, this final rule uses
the term “‘high-cost mortgages” to refer to mortgages
covered by the HOEPA amendments.

39 The Dodd-Frank Act adjusted the baseline for
the APR comparison, lowered the points and fees
threshold, and added a prepayment trigger.

consumer based on the consumer’s
collateral without regard to the
consumer’s repayment ability, including
the consumer’s current and expected
income, current obligations, and
employment. TILA section 129(h); 15
U.S.C. 1639(h).

In addition to the disclosures and
limitations specified in the statute,
HOEPA expanded the Board’s
rulemaking authority, among other
things, to prohibit acts or practices the
Board found to be unfair and deceptive
in connection with mortgage loans.40

In 1995, the Board implemented the
HOEPA amendments at §§ 226.31,
226.32, and 226.33 41 of Regulation Z.
See 60 FR 15463 (Mar. 24, 1995). In
particular, § 226.32(e)(1) 42 implemented
TILA section 129(h)’s ability-to-repay
requirements to prohibit a creditor from
engaging in a pattern or practice of
extending a high-cost mortgage based on
the consumer’s collateral without regard
to the consumer’s repayment ability,
including the consumer’s current
income, current obligations, and
employment status.

In 2001, the Board published
additional significant changes to expand
both HOEPA'’s protections to more loans
by revising the annual percentage rate
(APR) threshold for first-lien mortgage
loans, expanded the definition of points
and fees to include the cost of optional
credit insurance and debt cancellation
premiums, and enhanced the
restrictions associated with high-cost
loans. See 66 FR 65604 (Dec. 20, 2001).
In addition, the ability-to-repay
provisions in the regulation were
revised to provide for a presumption of
a violation of the rule if the creditor
engages in a pattern or practice of
making high-cost mortgages without
verifying and documenting the
consumer’s repayment ability.

40 As discussed above, with the enactment of the
Dodd-Frank Act, general rulemaking authority for
TILA, including HOEPA, transferred from the Board
to the Bureau on July 21, 2011.

41 Subsequently renumbered as sections 1026.31,
1026.32, and 1026.33 of Regulation Z. As discussed
above, pursuant to the Dodd-Frank Act and TILA,
as amended, the Bureau published for public
comment an interim final rule establishing a new
Regulation Z, 12 CFR part 1026, implementing
TILA (except with respect to persons excluded from
the Bureau’s rulemaking authority by section 1029
of the Dodd-Frank Act). 76 FR 79768 (Dec. 22,
2011). The Bureau’s Regulation Z took effect on
December 30, 2011.

42 Subsequently renumbered as section
1026.32(e)(1) of Regulation Z.

43 Along with the Board, the other Federal
banking agencies included the Office of the
Comptroller of the Currency (OCC), the Federal
Deposit Insurance Corporation (FDIC), Office of
Thrift Supervision (OTS), and the National Credit
Union Administration (NCUA).
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D. 2006 and 2007 Interagency
Supervisory Guidance

In December 2005, the Federal
banking agencies 43 responded to
concerns about the rapid growth of
nontraditional mortgages in the
previous two years by proposing
supervisory guidance. Nontraditional
mortgages are mortgages that allow the
consumer to defer repayment of
principal and sometimes interest. The
guidance advised institutions of the
need to reduce “‘risk layering” with
respect to these products, such as by
failing to document income or lending
nearly the full appraised value of the
home. The final guidance issued in
September 2006 specifically advised
creditors that layering risks in
nontraditional mortgage loans to
consumers receiving subprime credit
may significantly increase risks to
consumers as well as institutions. See
Interagency Guidance on Nontraditional
Mortgage Product Risks, 71 FR 58609
(Oct. 4, 2006) (2006 Nontraditional
Mortgage Guidance).

The Federal banking agencies
addressed concerns about the subprime
market in March 2007 with proposed
supervisory guidance addressing the
heightened risks to consumers and
institutions of adjustable-rate mortgages
with two- or three-year “teaser’”” interest
rates followed by substantial increases
in the rate and payment. The guidance,
finalized in June of 2007, set out the
standards institutions should follow to
ensure consumers in the subprime
market obtain loans they can afford to
repay. Among other steps, the guidance
advised creditors: (1) To use the fully
indexed rate and fully-amortizing
payment when qualifying consumers for
loans with adjustable rates and
potentially non-amortizing payments;
(2) to limit stated income and reduced
documentation loans to cases where
mitigating factors clearly minimize the
need for full documentation of income;
and (3) to provide that prepayment
penalty clauses expire a reasonable
period before reset, typically at least 60
days. See Statement on Subprime
Mortgage Lending, 72 FR 37569 (July 10,
2007) (2007 Subprime Mortgage
Statement).44 The Conference of State
Bank Supervisors (CSBS) and the
American Association of Residential
Mortgage Regulators (AARMR) issued
parallel statements for state supervisors
to use with state-supervised entities,
and many states adopted the statements.

44 The 2006 Nontraditional Mortgage Guidance
and the 2007 Subprime Mortgage Statement will
hereinafter be referred to collectively as the
“Interagency Supervisory Guidance.”

E. 2008 HOEPA Final Rule

After the Board finalized the 2001
HOEPA rules, new consumer protection
issues arose in the mortgage market. In
2006 and 2007, the Board held a series
of national hearings on consumer
protection issues in the mortgage
market. During those hearings,
consumer advocates and government
officials expressed a number of
concerns, and urged the Board to
prohibit or restrict certain underwriting
practices, such as “stated income” or
“low documentation” loans, and certain
product features, such as prepayment
penalties. See 73 FR 44527 (July 30,
2008). The Board was also urged to
adopt additional regulations under
HOEPA, because, unlike the Interagency
Supervisory Guidance, the regulations
would apply to all creditors and would
be enforceable by consumers through
civil actions. As discussed above, in
1995 the Board implemented TILA
section 129(h)’s ability-to-repay
requirements for high-cost mortgage
loans. In 2008, the Board exercised its
authority under HOEPA to extend
certain consumer protections
concerning a consumer’s ability to repay
and prepayment penalties to a new
category of “higher-priced mortgage
loans” (HPMLs) 45 with APRs that are
lower than those prescribed for high-
cost loans but that nevertheless exceed
the average prime offer rate by
prescribed amounts. This new category
of loans was designed to include
subprime credit. Specifically, the Board
exercised its authority to revise
HOEPA'’s restrictions on high-cost loans
based on a conclusion that the revisions
were necessary to prevent unfair and
deceptive acts or practices in
connection with mortgage loans. 73 FR
44522 (July 30, 2008) (2008 HOEPA
Final Rule). The Board determined that
imposing the burden to prove “pattern
or practice” on an individual consumer
would leave many consumers with a
lesser remedy, such as those provided
under some State laws, or without any
remedy for loans made without regard
to repayment ability. In particular, the

45 Under the Board’s 2008 HOEPA Final Rule, a
higher-priced mortgage loan is a consumer credit
transaction secured by the consumer’s principal
dwelling with an APR that exceeds the average
prime offer rate (APOR) for a comparable
transaction, as of the date the interest rate is set, by
1.5 or more percentage points for loans secured by
a first lien on the dwelling, or by 3.5 or more
percentage points for loans secured by a
subordinate lien on the dwelling. The definition of
a “higher-priced mortgage loan’ includes
practically all “high-cost mortgages” because the
latter transactions are determined by higher loan
pricing threshold tests. See 12 CFR 226.35(a)(1),
since codified in parallel by the Bureau at 12 CFR
1026.35(a)(1).

Board concluded that a prohibition on
making individual loans without regard
for repayment ability was necessary to
ensure a remedy for consumers who are
given unaffordable loans and to deter
irresponsible lending, which injures
individual consumers. The 2008
HOEPA Final Rule provides a
presumption of compliance with the
higher-priced mortgage ability-to-repay
requirements if the creditor follows
certain procedures regarding
underwriting the loan payment,
assessing the debt-to-income ratio or
residual income, and limiting the
features of the loan, in addition to
following certain procedures mandated
for all creditors. See § 1026.34(a)(4)(iii)
and (iv). However, the 2008 HOEPA
Final Rule makes clear that even if the
creditor follows the required and
optional criteria, the creditor has merely
obtained a presumption of compliance
with the repayment ability requirement.
The consumer can still rebut or
overcome that presumption by showing
that, despite following the required and
optional procedures, the creditor
nonetheless disregarded the consumer’s
ability the loan.

F. The Dodd-Frank Act

In 2007, Congress held numerous
hearings focused on rising subprime
foreclosure rates and the extent to
which lending practices contributed to
them.46 Consumer advocates testified

46 F.g., Progress in Administration and Other
Efforts to Coordinate and Enhance Mortgage
Foreclosure Prevention: Hearing before the H.
Comm. on Fin. Servs., 110th Cong. (2007);
Legislative Proposals on Reforming Mortgage
Practices: Hearing before the H. Comm. on Fin.
Servs., 110th Cong. (2007); Legislative and
Regulatory Options for Minimizing and Mitigating
Mortgage Foreclosures: Hearing before the H.
Comm. on Fin. Servs., 110th Cong. (2007); Ending
Mortgage Abuse: Safeguarding Homebuyers:
Hearing before the S. Subcomm. on Hous., Transp.,
and Cmty. Dev. of the S. Comm. on Banking, Hous.,
and Urban Affairs, 110th Cong. (2007); Improving
Federal Consumer Protection in Financial Services:
Hearing before the H. Comm. on Fin. Servs., 110th
Cong. (2007); The Role of the Secondary Market in
Subprime Mortgage Lending: Hearing before the
Subcomm. on Fin. Insts. and Consumer Credit of
the H. Comm. on Fin. Servs., 110th Cong. (2007);
Possible Responses to Rising Mortgage Foreclosures:
Hearing before the H. Comm. on Fin. Servs., 110th
Cong. (2007); Subprime Mortgage Market Turmoil:
Examining the Role of Securitization: Hearing
before the Subcomm. on Secs., Ins., and Inv. of the
S. Comm. on Banking, Hous., and Urban Affairs,
110th Cong. (2007); Subprime and Predatory
Lending: New Regulatory Guidance, Current Market
Conditions, and Effects on Regulated Financial
Institutions: Hearing before the Subcomm. on Fin.
Insts. and Consumer Credit of the H. Comm. on Fin.
Servs., 110th Cong. (2007); Mortgage Market
Turmoil: Causes and Consequences, Hearing before
the S. Comm. on Banking, Hous., and Urban
Affairs, 110th Cong. (2007); Preserving the
American Dream: Predatory Lending Practices and
Home Foreclosures, Hearing before the S. Comm. on
Banking, Hous., and Urban Affairs, 110th Cong.
(2007).
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that certain lending terms or practices
contributed to the foreclosures,
including a failure to consider the
consumer’s ability to repay, low- or no-
documentation loans, hybrid adjustable-
rate mortgages, and prepayment
penalties. Industry representatives, on
the other hand, testified that adopting
substantive restrictions on subprime
loan terms would risk reducing access
to credit for some consumers. In
response to these hearings, the House of
Representatives passed the Mortgage
Reform and Anti-Predatory Lending Act,
both in 2007 and again in 2009. H.R.
3915, 110th Cong. (2007); H.R. 1728,
111th Cong. (2009). Both bills would
have amended TILA to provide
consumer protections for mortgages,
including ability-to-repay requirements,
but neither bill was passed by the
Senate. Instead, both houses shifted
their focus to enacting comprehensive
financial reform legislation.

In December 2009, the House passed
the Wall Street Reform and Consumer
Protection Act of 2009, its version of
comprehensive financial reform
legislation, which included an ability-
to-repay and qualified mortgage
provision. H.R. 4173, 111th Cong.
(2009). In May 2010, the Senate passed
its own version of ability-to-repay
requirements in its own version of
comprehensive financial reform
legislation, called the Restoring
American Financial Stability Act of
2010. S. 3217, 111th Cong. (2010). After
conference committee negotiations, the
Dodd-Frank Act was passed by both
houses of Congress and was signed into
law on July 21, 2010. Public Law 111-
203, 124 Stat. 1376 (2010).

In the Dodd-Frank Act, Congress
established the Bureau and, under
sections 1061 and 1100A, generally
consolidated the rulemaking authority
for Federal consumer financial laws,
including TILA and RESPA, in the
Bureau.4” Congress also provided the
Bureau, among other things, with
supervision authority for Federal
consumer financial laws over certain
entities, including insured depository
institutions and credit unions with total
assets over $10 billion and their
affiliates, and mortgage-related non-
depository financial services

47 Sections 1011 and 1021 of the Dodd-Frank Act,
in title X, the “Consumer Financial Protection Act,”
Public Law 111-203, secs. 1001-1100H, codified at
12 U.S.C. 5491, 5511. The Consumer Financial
Protection Act is substantially codified at 12 U.S.C.
5481-5603. Section 1029 of the Dodd-Frank Act
excludes from this transfer of authority, subject to
certain exceptions, any rulemaking authority over a
motor vehicle dealer that is predominantly engaged
in the sale and servicing of motor vehicles, the
leasing and servicing of motor vehicles, or both. 12
U.S.C. 5519.

providers.48 In addition, Congress
provided the Bureau with authority,
subject to certain limitations, to enforce
the Federal consumer financial laws,
including the 18 enumerated consumer
laws. Title X of the Dodd-Frank Act, and
rules thereunder. The Bureau can bring
civil actions in court and administrative
enforcement proceedings to obtain
remedies such as civil penalties and
cease-and-desist orders.

At the same time, Congress
significantly amended the statutory
requirements governing mortgage
practices with the intent to restrict the
practices that contributed to the crisis.
Title XIV of the Dodd-Frank Act
contains a modified version of the
Mortgage Reform and Anti-Predatory
Lending Act.4® The Dodd-Frank Act
requires the Bureau to propose
consolidation of the major federal
mortgage disclosures, imposes new
requirements and limitations to address
a wide range of consumer mortgage
issues, and imposes credit risk retention
requirements in connection with
mortgage securitization.

Through the Dodd-Frank Act,
Congress expanded HOEPA to apply to
more types of mortgage transactions,
including purchase money mortgage
loans and home-equity lines of credit.
Congress also amended HOEPA'’s
existing high-cost triggers, added a
prepayment penalty trigger, and
expanded the protections associated
with high-cost mortgages.5°

In addition, sections 1411, 1412, and
1414 of the Dodd-Frank Act created new
TILA section 129C, which establishes,
among other things, new ability-to-repay
requirements and new limits on
prepayment penalties. Section 1402 of
the Dodd-Frank Act states that Congress
created new TILA section 129C upon a
finding that “economic stabilization
would be enhanced by the protection,
limitation, and regulation of the terms of

48 Sections 1024 through 1026 of the Dodd-Frank
Act, codified at 12 U.S.C. 5514 through 5516.

49 Although S. Rept. No. 111-176 contains
general legislative history concerning the Dodd-
Frank Act and the Senate ability-to-repay
provisions, it does not address the House Mortgage
Reform and Anti-Predatory Lending Act. Separate
legislative history for the predecessor House bills is
available in H. Rept. No. 110-441 for H.R. 3915
(2007), and H. Rept. No. 111-194 for H.R. 1728
(2009).

50 Under the Dodd-Frank Act, HOEPA protections
would be triggered where: (1) A loan’s annual
percentage rate (APR) exceeds the average prime
offer rate by 6.5 percentage points for most first-lien
mortgages and 8.5 percentage points for subordinate
lien mortgages; (2) a loan’s points and fees exceed
5 percent of the total transaction amount, or a
higher threshold for loans below $20,000; or (3) the
creditor may charge a prepayment penalty more
than 36 months after loan consummation or account
opening, or penalties that exceed more than 2
percent of the amount prepaid.

residential mortgage credit and the
practices related to such credit, while
ensuring that responsible, affordable
mortgage credit remains available to
consumers.” TILA section 129B(a)(1), 15
U.S.C. 1639b(a)(1). Section 1402 of the
Dodd-Frank Act further states that the
purpose of TILA section 129C is to
“assure that consumers are offered and
receive residential mortgage loans on
terms that reasonably reflect their ability
to repay the loans.” TILA section
129B(a)(2), 15 U.S.C. 1639b(a)(2).

Specifically, TILA section 129C:

e Expands coverage of the ability-to-
repay requirements to any consumer
credit transaction secured by a dwelling,
except an open-end credit plan, credit
secured by an interest in a timeshare
plan, reverse mortgage, or temporary
loan.

e Prohibits a creditor from making a
mortgage loan unless the creditor makes
a reasonable and good faith
determination, based on verified and
documented information, that the
consumer has a reasonable ability to
repay the loan according to its terms,
and all applicable taxes, insurance, and
assessments.

e Provides a presumption of
compliance with the ability-to-repay
requirements if the mortgage loan is a
“qualified mortgage,” which does not
contain certain risky features and does
not exceed certain thresholds for points
and fees on the loan and which meets
such other criteria as the Bureau may
prescribe.

e Prohibits prepayment penalties
unless the mortgage is a fixed-rate
qualified mortgage that is not a higher-
priced mortgage loan, and the amount
and duration of the prepayment penalty
are limited.

The statutory ability-to-repay
standards reflect Congress’s belief that
certain lending practices (such as low-
or no-documentation loans or
underwriting loans without regard to
principal repayment) led to consumers
having mortgages they could not afford,
resulting in high default and foreclosure
rates. Accordingly, new TILA section
129C generally prohibits a creditor from
making a residential mortgage loan
unless the creditor makes a reasonable
and good faith determination, based on
verified and documented information,
that the consumer has a reasonable
ability to repay the loan according to its
terms.

To provide more certainty to creditors
while protecting consumers from
unaffordable loans, the Dodd-Frank Act
provides a presumption of compliance
with the ability-to-repay requirements
for certain “qualified mortgages.” TILA
section 129C(b)(1) states that a creditor
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or assignee may presume that a loan has
met the repayment ability requirement if
the loan is a qualified mortgage.
Qualified mortgages are prohibited from
containing certain features that Congress
considered to increase risks to
consumers and must comply with
certain limits on points and fees.

The Dodd-Frank Act creates special
remedies for violations of TILA section
129C. As amended by section 1416 of
the Dodd-Frank Act, TILA provides that
a consumer who brings a timely action
against a creditor for a violation of TILA
section 129C(a) (the ability-to-repay
requirements) may be able to recover
special statutory damages equal to the
sum of all finance charges and fees paid
by the consumer, unless the creditor
demonstrates that the failure to comply
is not material. TILA section 130(a).
This recovery is in addition to: (1)
Actual damages; (2) statutory damages
in an individual action or class action,
up to a prescribed threshold; and (3)
court costs and attorney fees that would
be available for violations of other TILA
provisions. In addition, the statute of
limitations for a violation of TILA
section 129C is three years from the date
of the occurrence of the violation (as
compared to one year for most other
TILA violations, except for actions
brought under section 129 or 129B, or
actions brought by a State attorney
general to enforce a violation of section
129, 129B, 129C, 129D, 129E, 129F,
129G, or 129H, which may be brought
not later than 3 years after the date on
which the violation occurs, and private
education loans under 15 U.S.C.
1650(a), which may be brought not later
than one year from the due date of first
regular payment of principal). TILA
section 130(e). Moreover, as amended
by section 1413 of the Dodd-Frank Act,
TILA provides that when a creditor, or
an assignee, other holder or their agent
initiates a foreclosure action, a
consumer may assert a violation of TILA
section 129C(a) “as a matter of defense
by recoupment or setoff.” TILA section
130(k). There is no time limit on the use
of this defense and the amount of
recoupment or setoff is limited, with
respect to the special statutory damages,
to no more than three years of finance
charges and fees. For high-cost loans an
assignee generally continues to be
subject to all claims and defenses, not
only in foreclosure, with respect to that
mortgage that the consumer could assert
against the creditor of the mortgage,
unless the assignee demonstrates, by a
preponderance of evidence, that a
reasonable person exercising ordinary
due diligence, could not determine that

the mortgage was a high-cost mortgage.
TILA section 131(d).

In addition to the foregoing ability-to-
repay provisions, the Dodd-Frank Act
established other new standards
concerning a wide range of mortgage
lending practices, including
compensation of mortgage originators,5?
Federal mortgage disclosures,?2 and
mortgage servicing.53 Those and other
Dodd-Frank Act provisions are the
subjects of other rulemakings by the
Bureau. For additional information on
those other rulemakings, see the
discussion below in part III.C.

G. Qualified Residential Mortgage
Rulemaking

Section 15G of the Securities
Exchange Act of 1934, added by section
941(b) of the Dodd-Frank Act, generally
requires the securitizer of asset-backed
securities (ABS) to retain not less than
five percent of the credit risk of the
assets collateralizing the ABS. 15 U.S.C.
780—11. The Dodd-Frank Act’s credit
risk retention requirements are aimed at
addressing weaknesses and failures in
the securitization process and the
securitization markets.5¢ By requiring
that the securitizer retain a portion of
the credit risk of the assets being
securitized, the Dodd-Frank Act
provides securitizers an incentive to
monitor and ensure the quality of the
assets underlying a securitization
transaction. Six Federal agencies (not
including the Bureau) are tasked with
implementing this requirement. Those
agencies are the Board, Office of the
Comptroller of the Currency (OCC),
Federal Deposit Insurance Corporation
(FDIC), Securities and Exchange
Commission (SEC), Federal Housing
Finance Agency (FHFA), and
Department of Housing and Urban
Development (HUD) (collectively, the
QRM agencies).

Section 15G of the Securities
Exchange Act of 1934 provides that the
credit risk retention requirements shall
not apply to an issuance of ABS if all
of the assets that collateralize the ABS
are “‘qualified residential mortgages”
(QRMs). See 15 U.S.C. 780—
11(c)(1)(C)(iii), (4)(A) and (B). Section

51 Sections 1402 through 1405 of the Dodd-Frank
Act, codified at 15 U.S.C. 1639b.

52 Section 1032(f) of the Dodd-Frank Act, codified
at 12 U.S.C. 5532(f).

53 Sections 1418, 1420, 1463, and 1464 of the
Dodd-Frank Act, codified at 12 U.S.C. 2605; 15
U.S.C. 1638, 1638a, 1639f, and 1639g.

54 As noted in the legislative history of section
15G of the Securities Exchange Act of 1934,
“[wlhen securitizers retain a material amount of
risk, they have ‘skin in the game,’ aligning their
economic interest with those of investors in asset-
backed securities.” See S. Rept. 176, 111th Cong.,
at 129 (2010).

15G requires the QRM agencies to
jointly define what constitutes a QRM,
taking into consideration underwriting
and product features that historical loan
performance data indicate result in a
lower risk of default. See 15 U.S.C. 780—
11(e)(4). Notably, section 15G also
provides that the definition of a QRM
shall be ““no broader than” the
definition of a “qualified mortgage,” as
the term is defined under TILA section
129C(b)(2), as amended by the Dodd-
Frank Act, and regulations adopted
thereunder. 15 U.S.C. 780-11(e)(4)(C).

On April 29, 2011, the QRM agencies
issued joint proposed risk retention
rules, including a proposed QRM
definition (2011 QRM Proposed Rule).
See 76 FR 24090 (Apr. 29, 2011). The
proposed rule has not been finalized.
Among other requirements, the 2011
QRM Proposed Rule incorporates the
qualified mortgage restrictions on
negative amortization, interest-only, and
balloon payments, limits points and fees
to three percent of the loan amount, and
prohibits prepayment penalties. The
proposed rule also establishes
underwriting standards designed to
ensure that QRMs have high credit
quality, including:

e A maximum “‘front-end” monthly
debt-to-income ratio (which looks at
only the consumer’s mortgage payment
relative to income, but not at other
debts) of 28 percent;

¢ A maximum ‘“back-end” monthly
debt-to-income ratio (which includes all
of the consumer’s debt, not just the
mortgage payment) of 36 percent;

¢ A maximum loan-to-value (LTV)
ratio of 80 percent in the case of a
purchase transaction (with a lesser
combined LTV permitted for refinance
transactions);

e A 20 percent down payment
requirement in the case of a purchase
transaction; and

e Credit history verification and
documentation requirements.

The proposed rule also includes
appraisal requirements, restrictions on
the assumability of the mortgage, and
requires the creditor to commit to
certain servicing policies and
procedures regarding loss mitigation.
See 76 IR at 24166—67.

To provide clarity on the definitions,
calculations, and verification
requirements for the QRM standards,
the 2011 QRM Proposed Rule
incorporates certain definitions and key
terms established by HUD and required
to be used by creditors originating FHA-
insured residential mortgages. See 76 FR
at 24119. Specifically, the 2011 QRM
Proposed Rule incorporates the
definitions and standards set out in the
HUD Handbook 4155.1 (New Version),
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Mortgage Credit Analysis for Mortgage
Insurance, as in effect on December 31,
2010, for determining and verifying the
consumer’s funds and the consumer’s
monthly housing debt, total monthly
debt, and monthly gross income.55

The qualified mortgage and QRM
definitions are distinct and relate to
different parts of the Dodd-Frank Act
with different purposes, but both are
designed to address problems that had
arisen in the mortgage origination
process. The qualified mortgage
standard provides creditors with a
presumption of compliance with the
requirement in TILA section 129C(a) to
assess a consumer’s ability to repay a
residential mortgage loan. The purpose
of these provisions is to ensure that
consumers are offered and receive
residential mortgage loans on terms that
reasonably reflect their ability to repay
the loans. See TILA section 129B(a)(2).
The Dodd-Frank Act’s credit risk
retention requirements are intended to
address problems in the securitization
markets and in mortgage markets by
requiring that securitizers, as a general
matter, retain an economic interest in
the credit risk of the assets they
securitize. The QRM credit risk
retention requirement was meant to
incentivize creditors to make more
responsible loans because they will
need to keep some skin in the game.5¢

Nevertheless, as discussed above, the
Dodd-Frank Act requires that the QRM
definition be “no broader than” the
qualified mortgage definition. Therefore,
in issuing the 2011 QRM Proposed Rule,
the QRM agencies sought to incorporate
the statutory qualified mortgage
standards, in addition to other
requirements, into the QRM definition.
76 FR at 24118. This approach was
designed to minimize the potential for
conflicts between the QRM standards in
the proposed rule and the qualified
mortgage definition that the Bureau
would ultimately adopt in a final rule.

In the 2011 QRM Proposed Rule, the
QRM agencies stated their expectation
to monitor the rules adopted by the
Bureau under TILA to define a qualified
mortgage and to review those rules to
ensure that the definition of QRM in the
final rule is “no broader” than the
definition of a qualified mortgage and to
appropriately implement the Dodd-
Frank Act’s credit risk retention
requirement. See 76 FR at 24118. In

55 See U.S. Dep’t of Hous. & Urban Dev., Housing
Handbook 4155.1, Mortgage Credit Analysis for
Mortgage Insurance (rev. Mar. 2011) (“HUD
Handbook 4155.1""), available at http://
portal.hud.gov/hudportal/HUD?src=/
program_offices/administration/hudclips/
handbooks/hsgh/4155.1.

56 See S. Rept. 176, 111th Cong., at 129 (2010).

preparing this final rule, the Bureau has
consulted regularly with the QRM
agencies to coordinate the qualified
mortgage and qualified residential
mortgage definitions. However, while
the Bureau’s qualified mortgage
definition will set the outer boundary of
a QRM, the QRM agencies have
discretion under the Dodd-Frank Act to
define QRMs in a way that is stricter
than the qualified mortgage definition.

ITII. Summary of the Rulemaking
Process

A. The Board’s Proposal

In 2011, the Board published for
public comment a proposed rule
amending Regulation Z to implement
the foregoing ability-to-repay
amendments to TILA made by the
Dodd-Frank Act. See 76 FR 27390 (May
11, 2011) (2011 ATR Proposal, the
Board’s proposal or the proposal).
Consistent with the Dodd-Frank Act, the
Board’s proposal applied the ability-to-
repay requirements to any consumer
credit transaction secured by a dwelling
(including vacation home loans and
home equity loans), except an open-end
credit plan, extension of credit secured
by a consumer’s interest in a timeshare
plan, reverse mortgage, or temporary
loan with a term of 12 months or less.

The Board’s proposal provided four
options for complying with the ability-
to-repay requirement, including by
making a “qualified mortgage.” First,
the proposal would have allowed a
creditor to meet the general ability-to-
repay standard by originating a covered
mortgage loan for which the creditor
considered and verified eight
underwriting factors in determining
repayment ability, and, for adjustable
rate loans, the mortgage payment
calculation is based on the fully indexed
rate.5” Second, the proposal would have
allowed a creditor to refinance a ‘“non-
standard mortgage” into a “‘standard
mortgage.” 58 Under this option, the

57 The eight factors are: (1) Current or reasonably
expected income or assets; (2) current employment
status; (3) the monthly payment on the mortgage;
(4) the monthly payment on any simultaneous loan;
(5) the monthly payment for mortgage-related
obligations; (6) current debt obligations; (7) the
monthly debt-to-income ratio, or residual income;
and (8) credit history.

58 This alternative is based on a Dodd-Frank Act
provision that is meant to provide flexibility for
certain streamlined refinancings, which are no- or
low-documentation transactions designed to
refinance a consumer quickly under certain
circumstances, when such refinancings would
move consumers out of risky mortgages and into
more stable mortgage products—what the proposal
defined as mortgage loans that, among other things,
do not contain negative amortization, interest-only
payments, or balloon payments, and have limited
points and fees. TILA section 129C(a)(6)(E); 15
U.S.C. 1639c(a)(6)(E).

proposal would not have required the
creditor to verify the consumer’s income
or assets. Third, the proposal would
have allowed a creditor to originate a
qualified mortgage, which provides
special protection from liability for
creditors. Because the Board determined
that it was unclear whether that
protection is intended to be a safe
harbor or a rebuttable presumption of
compliance with the repayment ability
requirement, the Board proposed two
alternative definitions of a qualified
mortgage.59 Finally, the proposal would
have allowed a small creditor operating
predominantly in rural or underserved
areas to originate a balloon-payment
qualified mortgage if the loan term is
five years or more, and the payment
calculation is based on the scheduled
periodic payments, excluding the
balloon payment.6° The Board’s
proposal also would have implemented
the Dodd-Frank Act’s limits on
prepayment penalties, lengthened the
time creditors must retain evidence of
compliance with the ability-to-repay
and prepayment penalty provisions, and
prohibited evasion of the rule by
structuring a closed-end extension of
credit that does not meet the definition
of an open-end plan. As discussed
above, rulemaking authority under TILA
generally transferred from the Board to
the Bureau in July 2011, including the
authority under Dodd-Frank Act section
1412 to prescribe regulations to carry
out the purposes of the qualified
mortgage rules. 12 U.S.C. 5512; 12
U.S.C. 5581; 15 U.S.C. 1639c. As
discussed above, TILA section 105(a)
directs the Bureau to prescribe
regulations to carry out the purposes of

59 The Board’s proposed first alternative would
have operated as a legal safe harbor and define a
“qualified mortgage” as a mortgage for which: (a)
The loan does not contain negative amortization,
interest-only payments, or balloon payments, or a
loan term exceeding 30 years; (b) the total points
and fees do not exceed 3 percent of the total loan
amount; (c) the consumer’s income or assets are
verified and documented; and (d) the underwriting
of the mortgage is based on the maximum interest
rate in the first five years, uses a payment schedule
that fully amortizes the loan over the loan term, and
takes into account any mortgage-related obligations.
The Board’s proposed second alternative would
have provided a rebuttable presumption of
compliance and defined a “qualified mortgage” as
including the criteria listed above in the first
alternative as well as considering and verifying the
following additional underwriting requirements
from the ability-to-repay standard: The consumer’s
employment status, the monthly payment for any
simultaneous loan, the consumer’s current debt
obligations, the total debt-to-income ratio or
residual income, and the consumer’s credit history.

60 This alternative is based on statutory provision.
TILA section 129C(b)(2)(E); 15 U.S.C. 1639c. As the
Board’s proposal noted, this standard is evidently
meant to accommodate community banks that
originate balloon-payment mortgages in lieu of
adjustable-rate mortgages to hedge against interest
rate risk.
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http://portal.hud.gov/hudportal/HUD?src=/program_offices/administration/hudclips/handbooks/hsgh/4155.1
http://portal.hud.gov/hudportal/HUD?src=/program_offices/administration/hudclips/handbooks/hsgh/4155.1
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TILA. Except with respect to the
substantive restrictions on high-cost
mortgages provided in TILA section
129, TILA section 105(a) authorizes the
Bureau to prescribe regulations that may
contain additional requirements,
classifications, differentiations, or other
provisions, and may provide for such
adjustments and exceptions for all or
any class of transactions that the Bureau
determines are necessary or proper to
effectuate the purposes of TILA, to
prevent circumvention or evasion
thereof, or to facilitate compliance
therewith.

B. Comments and Post-Proposal
Outreach

The Board received numerous
comments on the proposal, including
comments regarding the criteria for a
“qualified mortgage” and whether a
qualified mortgage provides a safe
harbor or a presumption of compliance
with the repayment ability
requirements. As noted above, in
response to the proposed rule, the Board
received approximately 1,800 letters
from commenters, including members of
Congress, creditors, consumer groups,
trade associations, mortgage and real
estate market participants, and
individual consumers. As of July 21,
2011, the Dodd-Frank Act generally
transferred the Board’s rulemaking
authority for TILA, among other Federal
consumer financial laws, to the Bureau.
Accordingly, all comment letters on the
proposed rule were also transferred to
the Bureau. Materials submitted were
filed in the record and are publicly
available at http://www.regulations.gov.

Through various comment letters and
the Bureau’s own collection of data, the
Bureau received additional information
and new data pertaining to the proposed
rule. Accordingly, in May 2012, the
Bureau reopened the comment period in
order to solicit further comment on data
and new information, including data
that may assist the Bureau in defining
loans with characteristics that make it
appropriate to presume that the creditor
complied with the ability-to-repay
requirements or assist the Bureau in
assessing the benefits and costs to
consumers, including access to credit,
and covered persons, as well as the
market share covered by, alternative
definitions of a ““qualified mortgage.”
The Bureau received approximately 160
comments in response to the reopened
comment period from a variety of
commenters, including creditors,
consumer groups, trade associations,
mortgage and real estate market
participants, individuals, small entities,
the SBA’s Office of Advocacy, and FHA.
As discussed in more detail below, the

Bureau has considered these comments
in adopting this final rule.

C. Other Rulemakings

In addition to this final rule, the
Bureau is adopting several other final
rules and issuing one proposal, all
relating to mortgage credit to implement
requirements of title XIV of the Dodd-
Frank Act. The Bureau is also issuing a
final rule jointly with other Federal
agencies to implement requirements for
mortgage appraisals in title XIV. Each of
the final rules follows a proposal issued
in 2011 by the Board or in 2012 by the
Bureau alone or jointly with other
Federal agencies. Collectively, these
proposed and final rules are referred to
as the Title XIV Rulemakings.

o Ability to Repay: Simultaneously
with this final rule (the 2013 ATR Final
Rule), the Bureau is issuing a proposal
to amend certain provisions of the final
rule, including by the addition of
exemptions for certain nonprofit
creditors and certain homeownership
stabilization programs and a definition
of a “qualified mortgage” for certain
loans made and held in portfolio by
small creditors (the 2013 ATR
Concurrent Proposal). The Bureau
expects to act on the 2013 ATR
Concurrent Proposal on an expedited
basis, so that any exceptions or
adjustments can take effect
simultaneously with this final rule.

e Escrows: The Bureau is finalizing a
rule, following a March 2011 proposal
issued by the Board (the Board’s 2011
Escrows Proposal),5? to implement
certain provisions of the Dodd-Frank
Act expanding on existing rules that
require escrow accounts to be
established for higher-priced mortgage
loans and creating an exemption for
certain loans held by creditors operating
predominantly in rural or underserved
areas, pursuant to TILA section 129D as
established by Dodd-Frank Act sections
1461. 15 U.S.C. 1639d. The Bureau’s
final rule is referred to as the 2013
Escrows Final Rule.

e HOEPA: Following its July 2012
proposal (the 2012 HOEPA Proposal),2
the Bureau is issuing a final rule to
implement Dodd-Frank Act
requirements expanding protections for
“high-cost mortgages” under the
Homeownership and Equity Protection
Act (HOEPA), pursuant to TILA sections
103(bb) and 129, as amended by Dodd-
Frank Act sections 1431 through 1433.
15 U.S.C. 1602(bb) and 1639. The
Bureau also is finalizing rules to
implement certain title XIV
requirements concerning

6176 FR 11598 (Mar. 2, 2011).
6277 FR 49090 (Aug. 15,2012).

homeownership counseling, including a
requirement that creditors provide lists
of homeownership counselors to
applicants for federally related mortgage
loans, pursuant to RESPA section 5(c),
as amended by Dodd-Frank Act section
1450. 12 U.S.C. 2604(c). The Bureau’s
final rule is referred to as the 2013
HOEPA Final Rule.

e Servicing: Following its August
2012 proposals (the 2012 RESPA
Servicing Proposal and 2012 TILA
Servicing Proposal),®3 the Bureau is
adopting final rules to implement Dodd-
Frank Act requirements regarding force-
placed insurance, error resolution,
information requests, and payment
crediting, as well as requirements for
mortgage loan periodic statements and
adjustable-rate mortgage reset
disclosures, pursuant to section 6 of
RESPA and sections 128, 128A, 129F,
and 129G of TILA, as amended or
established by Dodd-Frank Act sections
1418, 1420, 1463, and 1464. 12 U.S.C.
2605; 15 U.S.C. 1638, 1638a, 1639f, and
1639g. The Bureau also is finalizing
rules on early intervention for troubled
and delinquent consumers, and loss
mitigation procedures, pursuant to the
Bureau’s authority under section 6 of
RESPA, as amended by Dodd-Frank Act
section 1463, to establish obligations for
mortgage servicers that it finds to be
appropriate to carry out the consumer
protection purposes of RESPA, and its
authority under section 19(a) of RESPA
to prescribe rules necessary to achieve
the purposes of RESPA. The Bureau’s
final rule under RESPA with respect to
mortgage servicing also establishes
requirements for general servicing
standards policies and procedures and
continuity of contact pursuant to its
authority under section 19(a) of RESPA.
The Bureau’s final rules are referred to
as the 2013 RESPA Servicing Final Rule
and the 2013 TILA Servicing Final Rule,
respectively.

e Loan Originator Compensation:
Following its August 2012 proposal (the
2012 Loan Originator Proposal),64 the
Bureau is issuing a final rule to
implement provisions of the Dodd-
Frank Act requiring certain creditors
and loan originators to meet certain
duties of care, including qualification
requirements; requiring the
establishment of certain compliance
procedures by depository institutions;
prohibiting loan originators, creditors,
and the affiliates of both from receiving
compensation in various forms
(including based on the terms of the
transaction) and from sources other than

6377 FR 57200 (Sept. 17, 2012) (RESPA); 77 FR
57318 (Sept. 17, 2012) (TILA).
6477 FR 55272 (Sept. 7, 2012).
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the consumer, with specified
exceptions; and establishing restrictions
on mandatory arbitration and financing
of single premium credit insurance,
pursuant to TILA sections 129B and
129C as established by Dodd-Frank Act
sections 1402, 1403, and 1414(a). 15
U.S.C. 1639b, 1639c. The Bureau’s final
rule is referred to as the 2013 Loan
Originator Final Rule.

e Appraisals: The Bureau, jointly
with other Federal agencies,5 is issuing
a final rule implementing Dodd-Frank
Act requirements concerning appraisals
for higher-risk mortgages, pursuant to
TILA section 129H as established by
Dodd-Frank Act section 1471. 15 U.S.C.
1639h. This rule follows the agencies’
August 2012 joint proposal (the 2012
Interagency Appraisals Proposal).6¢ The
agencies’ joint final rule is referred to as
the 2013 Interagency Appraisals Final
Rule. In addition, following its August
2012 proposal (the 2012 ECOA
Appraisals Proposal),®” the Bureau is
issuing a final rule to implement
provisions of the Dodd-Frank Act
requiring that creditors provide
applicants with a free copy of written
appraisals and valuations developed in
connection with applications for loans
secured by a first lien on a dwelling,
pursuant to section 701(e) of the Equal
Credit Opportunity Act (ECOA) as
amended by Dodd-Frank Act section
1474. 15 U.S.C. 1691(e). The Bureau’s
final rule is referred to as the 2013
ECOA Appraisals Final Rule.

The Bureau is not at this time
finalizing proposals concerning various
disclosure requirements that were
added by title XIV of the Dodd-Frank
Act, integration of mortgage disclosures
under TILA and RESPA, or a simpler,
more inclusive definition of the finance
charge for purposes of disclosures for
closed-end mortgage transactions under
Regulation Z. The Bureau expects to
finalize these proposals and to consider
whether to adjust regulatory thresholds
under the Title XIV Rulemakings in
connection with any change in the
calculation of the finance charge later in
2013, after it has completed quantitative
testing, and any additional qualitative
testing deemed appropriate, of the forms
that it proposed in July 2012 to combine
TILA mortgage disclosures with the
good faith estimate (RESPA GFE) and
settlement statement (RESPA settlement
statement) required under the Real

65 Specifically, the Board of Governors of the
Federal Reserve System, the Office of the
Comptroller of the Currency, the Federal Deposit
Insurance Corporation, the National Credit Union
Administration, and the Federal Housing Finance
Agency.

6677 FR 54722 (Sept. 5, 2012).

6777 FR 50390 (Aug. 21, 2012).

Estate Settlement Procedures Act,
pursuant to Dodd-Frank Act section
1032(f) and sections 4(a) of RESPA and
105(b) of TILA, as amended by Dodd-
Frank Act sections 1098 and 1100A,
respectively (the 2012 TILA-RESPA
Proposal).68 Accordingly, the Bureau
already has issued a final rule delaying
implementation of various affected title
X1V disclosure provisions.59 The
Bureau’s approaches to coordinating the
implementation of the Title XIV
Rulemakings and to the finance charge
proposal are discussed in turn below.

Coordinated Implementation of Title
XIV Rulemakings

As noted in all of its foregoing
proposals, the Bureau regards each of
the Title XIV Rulemakings as affecting
aspects of the mortgage industry and its
regulations. Accordingly, as noted in its
proposals, the Bureau is coordinating
carefully the Title XIV Rulemakings,
particularly with respect to their
effective dates. The Dodd-Frank Act
requirements to be implemented by the
Title XIV Rulemakings generally will
take effect on January 21, 2013, unless
final rules implementing those
requirements are issued on or before
that date and provide for a different
effective date. See Dodd-Frank Act
section 1400(c), 15 U.S.C. 1601 note. In
addition, some of the Title XIV
Rulemakings are to take effect no later
than one year after they are issued. Id.

The comments on the appropriate
effective date for this final rule are
discussed in detail below in part VI of
this notice. In general, however,
consumer advocates requested that the
Bureau put the protections in the Title
XIV Rulemakings into effect as soon as
practicable. In contrast, the Bureau
received some industry comments
indicating that implementing so many
new requirements at the same time
would create a significant cumulative
burden for creditors. In addition, many
commenters also acknowledged the
advantages of implementing multiple
revisions to the regulations in a
coordinated fashion.”® Thus, a tension

6877 FR 51116 (Aug. 23, 2012).

6977 FR 70105 (Nov. 23, 2012).

70 Of the several final rules being adopted under
the Title XIV Rulemakings, six entail amendments
to Regulation Z, with the only exceptions being the
2013 RESPA Servicing Final Rule (Regulation X)
and the 2013 ECOA Appraisals Final Rule
(Regulation B); the 2013 HOEPA Final Rule also
amends Regulation X, in addition to Regulation Z.
The six Regulation Z final rules involve numerous
instances of intersecting provisions, either by cross-
references to each other’s provisions or by adopting
parallel provisions. Thus, adopting some of those
amendments without also adopting certain other,
closely related provisions would create significant
technical issues, e.g., new provisions containing
cross-references to other provisions that do not yet

exists between coordinating the
adoption of the Title XIV Rulemakings
and facilitating industry’s
implementation of such a large set of
new requirements. Some have suggested
that the Bureau resolve this tension by
adopting a sequenced implementation,
while others have requested that the
Bureau simply provide a longer
implementation period for all of the
final rules.

The Bureau recognizes that many of
the new provisions will require
creditors to make changes to automated
systems and, further, that most
administrators of large systems are
reluctant to make too many changes to
their systems at once. At the same time,
however, the Bureau notes that the
Dodd-Frank Act established virtually all
of these changes to institutions’
compliance responsibilities, and
contemplated that they be implemented
in a relatively short period of time. And,
as already noted, the extent of
interaction among many of the Title XIV
Rulemakings necessitates that many of
their provisions take effect together.
Finally, notwithstanding commenters’
expressed concerns for cumulative
burden, the Bureau expects that
creditors actually may realize some
efficiencies from adapting their systems
for compliance with multiple new,
closely related requirements at once,
especially if given sufficient overall
time to do so.

Accordingly, the Bureau is requiring
that, as a general matter, creditors and
other affected persons begin complying
with the final rules on January 10, 2014.
As noted above, section 1400(c) of the
Dodd-Frank Act requires that some
provisions of the Title XIV Rulemakings
take effect no later than one year after
the Bureau issues them. Accordingly,
the Bureau is establishing January 10,
2014, one year after issuance of this
final rule and the Bureau’s 2013
Escrows and HOEPA Final Rules (i.e.,
the earliest of the title XIV final rules),
as the baseline effective date for most of
the Title XIV Rulemakings. The Bureau
believes that, on balance, this approach
will facilitate the implementation of the
rules’ overlapping provisions, while
also affording creditors sufficient time
to implement the more complex or
resource-intensive new requirements.

The Bureau has identified certain
rulemakings or selected aspects thereof,
however, that do not present significant
implementation burdens for industry.
Accordingly, the Bureau is setting

exist, which could undermine the ability of
creditors and other parties subject to the rules to
understand their obligations and implement
appropriate systems changes in an integrated and
efficient manner.
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earlier effective dates for those final
rules or certain aspects thereof, as
applicable. Those effective dates are set
forth and explained in the Federal
Registers notices for those final rules.

More Inclusive Finance Charge Proposal

As noted above, the Bureau proposed
in the 2012 TILA-RESPA Proposal to
make the definition of finance charge
more inclusive, thus rendering the
finance charge and annual percentage
rate a more useful tool for consumers to
compare the cost of credit across
different alternatives. 77 FR 51116,
51143 (Aug. 23, 2012). Because the new
definition would include additional
costs that are not currently counted, it
would cause the finance charges and
APRs on many affected transactions to
increase. This in turn could cause more
such transactions to become subject to
various compliance regimes under
Regulation Z. Specifically, the finance
charge is central to the calculation of a
transaction’s “points and fees,” which
in turn has been (and remains) a
coverage threshold for the special
protections afforded ““high-cost
mortgages’”” under HOEPA. Points and
fees also will be subject to a 3-percent
limit for purposes of determining
whether a transaction is a “qualified
mortgage” under this final rule.
Meanwhile, the APR serves as a
coverage threshold for HOEPA
protections as well as for certain
protections afforded “higher-priced
mortgage loans” under § 1026.35,
including the mandatory escrow
account requirements being amended by
the 2013 Escrows Final Rule. Finally,
because the 2013 Interagency Appraisals
Final Rule uses the same APR-based
coverage test as is used for identifying
higher-priced mortgage loans, the APR
affects that rulemaking as well. Thus,
the proposed more inclusive finance
charge would have had the indirect
effect of increasing coverage under
HOEPA and the escrow and appraisal
requirements for higher-priced mortgage
loans, as well as decreasing the number
of transactions that may be qualified
mortgages—even holding actual loan
terms constant—simply because of the
increase in calculated finance charges,
and consequently APRs, for closed-end
mortgage transactions generally.

As noted above, these expanded
coverage consequences were not the
intent of the more inclusive finance
charge proposal. Accordingly, as
discussed more extensively in the
Escrows Proposal, the HOEPA Proposal,
the ATR Proposal, and the Interagency
Appraisals Proposal, the Board and
subsequently the Bureau (and other
agencies) sought comment on certain

adjustments to the affected regulatory
thresholds to counteract this
unintended effect. First, the Board and
then the Bureau proposed to adopt a
“transaction coverage rate” for use as
the metric to determine coverage of
these regimes in place of the APR. The
transaction coverage rate would have
been calculated solely for coverage
determination purposes and would not
have been disclosed to consumers, who
still would have received only a
disclosure of the expanded APR. The
transaction coverage rate calculation
would exclude from the prepaid finance
charge all costs otherwise included for
purposes of the APR calculation except
charges retained by the creditor, any
mortgage broker, or any affiliate of
either. Similarly, the Board and Bureau
proposed to reverse the effects of the
more inclusive finance charge on the
calculation of points and fees; the points
and fees figure is calculated only as a
HOEPA and qualified mortgage coverage
metric and is not disclosed to
consumers. The Bureau also sought
comment on other potential mitigation
measures, such as adjusting the numeric
thresholds for particular compliance
regimes to account for the general shift
in affected transactions’ APRs.

The Bureau’s 2012 TILA-RESPA
Proposal sought comment on whether to
finalize the more inclusive finance
charge proposal in conjunction with the
Title XIV Rulemakings or with the rest
of the TILA-RESPA Proposal
concerning the integration of mortgage
disclosure forms. 77 FR 51116, 51125
(Aug. 23, 2012). Upon additional
consideration and review of comments
received, the Bureau decided to defer a
decision whether to adopt the more
inclusive finance charge proposal and
any related adjustments to regulatory
thresholds until it later finalizes the
TILA-RESPA Proposal. 77 FR 54843
(Sept. 6, 2012); 77 FR 54844 (Sept. 6,
2012).71 Accordingly, this final rule and
the 2013 Escrows, HOEPA, and
Interagency Appraisals Final Rules all
are deferring any action on their
respective proposed adjustments to
regulatory thresholds.

IV. Legal Authority

The final rule was issued on January
10, 2013, in accordance with 12 CFR
1074.1. The Bureau issued this final rule
pursuant to its authority under TILA
and the Dodd-Frank Act. See TILA
section 105(a), 15 U.S.C. 1604(a). On

71 These notices extended the comment period on
the more inclusive finance charge and
corresponding regulatory threshold adjustments
under the 2012 TILA-RESPA and HOEPA
Proposals. It did not change any other aspect of
either proposal.

July 21, 2011, section 1061 of the Dodd-
Frank Act transferred to the Bureau the
“consumer financial protection
functions” previously vested in certain
other Federal agencies, including the
Board. The term “consumer financial
protection function” is defined to
include “all authority to prescribe rules
or issue orders or guidelines pursuant to
any Federal consumer financial law,
including performing appropriate
functions to promulgate and review
such rules, orders, and guidelines.” 72
TILA is defined as a Federal consumer
financial law.”3 Accordingly, the Bureau
has authority to issue regulations
pursuant to TILA.

A. TILA Ability-to-Repay and Qualified
Mortgage Provisions

As discussed above, the Dodd-Frank
Act amended TILA to generally prohibit
a creditor from making a residential
mortgage loan without a reasonable and
good faith determination that, at the
time the loan is consummated, the
consumer has a reasonable ability to
repay the loan, along with taxes,
insurance, and assessments. TILA
section 129C(a), 15 U.S.C. 1639c(a). As
described below in part IV.B, the Bureau
has authority to prescribe regulations to
carry out the purposes of TILA pursuant
to TILA section 105(a). 15 U.S.C.
1604(a). In particular, it is the purpose
of TILA section 129C, as amended by
the Dodd-Frank Act, to assure that
consumers are offered and receive
residential mortgage loans on terms that
reasonably reflect their ability to repay
the loans and that are understandable
and not unfair, deceptive, and abusive.
TILA section 129B(a)(2); 15 U.S.C.
1639b(a)(2).

The Dodd-Frank Act also provides
creditors originating “qualified
mortgages’’ special protection from
liability under the ability-to-repay
requirements. TILA section 129C(b), 15
U.S.C. 1639c¢(b). TILA generally defines
a “qualified mortgage” as a residential
mortgage loan for which: the loan does
not contain negative amortization,
interest-only payments, or balloon
payments; the term does not exceed 30
years; the points and fees generally do
not exceed three percent of the loan
amount; the income or assets are
considered and verified; and the
underwriting is based on the maximum
rate during the first five years, uses a

7212 U.S.C. 5581(a)(1).

73 Dodd-Frank Act section 1002(14), 12 U.S.C.
5481(14) (defining “Federal consumer financial
law” to include the “‘enumerated consumer laws”
and the provisions of title X of the Dodd-Frank Act),
Dodd-Frank Act section 1002(12), 12 U.S.C.
5481(12) (defining “enumerated consumer laws” to
include TILA).
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payment schedule that fully amortizes
the loan over the loan term, and takes
into account all mortgage-related
obligations. TILA section 129C(b)(2), 15
U.S.C. 1639¢(b)(2). In addition, to
constitute a qualified mortgage a loan
must meet “‘any guidelines or
regulations established by the Bureau
relating to ratios of total monthly debt
to monthly income or alternative
measures of ability to pay regular
expenses after payment of total monthly
debt, taking into account the income
levels of the borrower and such other
factors as the Bureau may determine are
relevant and consistent with the
purposes described in [TILA section
129C(b)(3)(B)(1)].”

The Dodd-Frank Act also provides the
Bureau with authority to prescribe
regulations that revise, add to, or
subtract from the criteria that define a
qualified mortgage upon a finding that
such regulations are necessary or proper
to ensure that responsible, affordable
mortgage credit remains available to
consumers in a manner consistent with
the purposes of the ability-to-repay
requirements; or are necessary and
appropriate to effectuate the purposes of
the ability-to-repay requirements, to
prevent circumvention or evasion
thereof, or to facilitate compliance with
TILA sections 129B and 129C. TILA
section 129C(b)(3)(B)(i), 15 U.S.C.
1639¢(b)(3)(B)(i). In addition, TILA
section 129C(b)(3)(A) provides the
Bureau with authority to prescribe
regulations to carry out the purposes of
the qualified mortgage provisions, such
as to ensure that responsible, affordable
mortgage credit remains available to
consumers in a manner consistent with
the purposes of TILA section 129C.
TILA section 129C(b)(3)(A), 15 U.S.C.
1939¢(b)(3)(A). As discussed in the
section-by-section analysis below, the
Bureau is issuing certain provisions of
this rule pursuant to its authority under
TILA section 129C(b)(3)(B)(i).

The Dodd-Frank Act provides the
Bureau with other specific grants of
rulewriting authority with respect to the
ability-to-repay and qualified mortgage
provisions. With respect to the ability-
to-repay provisions, TILA section
129C(a)(6)(D)(i) through (iii) provides
that when calculating the payment
obligation that will be used to determine
whether the consumer can repay a
covered transaction, the creditor must
use a fully amortizing payment schedule
and assume that: (1) The loan proceeds
are fully disbursed on the date the loan
is consummated; (2) the loan is repaid
in substantially equal, monthly
amortizing payments for principal and
interest over the entire term of the loan
with no balloon payment; and (3) the

interest rate over the entire term of the
loan is a fixed rate equal to the fully
indexed rate at the time of the loan
closing, without considering the
introductory rate. 15 U.S.C.
1639c(a)(6)(D)(i) through (iii). However,
TILA section 129C(a)(6)(D) authorizes
the Bureau to prescribe regulations for
calculating the payment obligation for
loans that require more rapid repayment
(including balloon payments), and
which have an annual percentage rate
that does not exceed a certain rate
threshold. 15 U.S.C. 1639c(a)(6)(D).
With respect to the qualified mortgage
provisions, the Dodd-Frank Act contains
several specific grants of rulewriting
authority. First, as described above, for
purposes of defining “qualified
mortgage,” TILA section
129C(b)(2)(A)(vi) provides the Bureau
with authority to establish guidelines or
regulations relating to monthly debt-to-
income ratios or alternative measures of
ability to pay. Second, TILA section
129C(b)(2)(D) provides that the Bureau
shall prescribe rules adjusting the
qualified mortgage points and fees
limits described above to permit
creditors that extend smaller loans to
meet the requirements of the qualified
mortgage provisions. 15 U.S.C.
1639c¢(b)(2)(D)(ii). In prescribing such
rules, the Bureau must consider their
potential impact on rural areas and
other areas where home values are
lower. Id. Third, TILA section
129C(b)(2)(E) provides the Bureau with
authority to include in the definition of
“qualified mortgage” loans with balloon
payment features, if those loans meet
certain underwriting criteria and are
originated by creditors that operate
predominantly in rural or underserved
areas, have total annual residential
mortgage originations that do not exceed
a limit set by the Bureau, and meet any
asset size threshold and any other
criteria as the Bureau may establish,
consistent with the purposes of TILA.
15 U.S.C. 1639c¢(b)(2)(E). As discussed
in the section-by-section analysis below,
the Bureau is issuing certain provisions
of this rule pursuant to its authority
under TILA sections 129C(a)(6)(D),
(b)(2)(A)(vi), (b)(2)(D), and (b)(2)(E).

B. Other Rulemaking and Exception
Authorities

This final rule also relies on other
rulemaking and exception authorities
specifically granted to the Bureau by
TILA and the Dodd-Frank Act,
including the authorities discussed
below.

TILA

TILA section 105(a). As amended by
the Dodd-Frank Act, TILA section

105(a), 15 U.S.C. 1604(a), directs the
Bureau to prescribe regulations to carry
out the purposes of TILA, and provides
that such regulations may contain
additional requirements, classifications,
differentiations, or other provisions, and
may provide for such adjustments and
exceptions for all or any class of
transactions that the Bureau judges are
necessary or proper to effectuate the
purposes of TILA, to prevent
circumvention or evasion thereof, or to
facilitate compliance therewith. A
purpose of TILA is “to assure a
meaningful disclosure of credit terms so
that the consumer will be able to
compare more readily the various credit
terms available to him and avoid the
uninformed use of credit.” TILA section
102(a), 15 U.S.C. 1601(a). This stated
purpose is informed by Congress’s
finding that “‘economic stabilization
would be enhanced and the competition
among the various financial institutions
and other firms engaged in the
extension of consumer credit would be
strengthened by the informed use of
credit[.]” TILA section 102(a). Thus,
strengthened competition among
financial institutions is a goal of TILA,
achieved through the effectuation of
TILA’s purposes.

Historically, TILA section 105(a) has
served as a broad source of authority for
rules that promote the informed use of
credit through required disclosures and
substantive regulation of certain
practices. However, Dodd-Frank Act
section 1100A clarified the Bureau’s
section 105(a) authority by amending
that section to provide express authority
to prescribe regulations that contain
“additional requirements” that the
Bureau finds are necessary or proper to
effectuate the purposes of TILA, to
prevent circumvention or evasion
thereof, or to facilitate compliance
therewith. This amendment clarified the
authority to exercise TILA section
105(a) to prescribe requirements beyond
those specifically listed in the statute
that meet the standards outlined in
section 105(a). The Dodd-Frank Act also
clarified the Bureau’s rulemaking
authority over high-cost mortgages
under HOEPA pursuant to section
105(a). As amended by the Dodd-Frank
Act, TILA section 105(a) authority to
make adjustments and exceptions to the
requirements of TILA applies to all
transactions subject to TILA, except
with respect to the substantive
provisions of TILA section 129, 15
U.S.C. 1639, that apply to the high-cost
mortgages defined in TILA section
103(bb), 15 U.S.C. 1602(bb).

TILA, as amended by the Dodd-Frank
Act, states that it is the purpose of the
ability-to-repay requirements of TILA
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section 129C to assure that consumers
are offered and receive residential
mortgage loans on terms that reasonably
reflect their ability to repay the loans
and that are understandable and not
unfair, deceptive, or abusive. TILA
section 129B(a)(2). The Bureau
interprets this addition as a new
purpose of TILA. Therefore, the Bureau
believes that its authority under TILA
section 105(a) to make exceptions,
adjustments, and additional provisions,
among other things, that the Bureau
finds are necessary or proper to
effectuate the purposes of TILA, to
prevent circumvention or evasion
thereof, or to facilitate compliance
therewith applies with respect to the
purpose of section 129C as well as the
purpose described in section TILA
section 129B(a)(2).

The purpose of TILA section 129C is
informed by the findings articulated in
section 129B(a) that economic
stabilization would be enhanced by the
protection, limitation, and regulation of
the terms of residential mortgage credit
and the practices related to such credit,
while ensuring that responsible and
affordable mortgage credit remains
available to consumers.

As discussed in the section-by-section
analysis below, the Bureau is issuing
regulations to carry out TILA’s
purposes, including such additional
requirements, adjustments, and
exceptions as, in the Bureau’s judgment,
are necessary and proper to carry out
the purposes of TILA, prevent
circumvention or evasion thereof, or to
facilitate compliance therewith. In
developing these aspects of the final
rule pursuant to its authority under
TILA section 105(a), the Bureau has
considered the purposes of TILA,
including the purposes of TILA section
129G, and the findings of TILA,
including strengthening competition
among financial institutions and
promoting economic stabilization, and
the findings of TILA section 129B(a)(1),
that economic stabilization would be
enhanced by the protection, limitation,
and regulation of the terms of
residential mortgage credit and the
practices related to such credit, while
ensuring that responsible, affordable
mortgage credit remains available to
consumers. The Bureau believes that
ensuring that mortgage credit is offered
and received on terms consumers can
afford ensures the availability of
responsible, affordable mortgage credit.

TILA section 129B(e). Dodd-Frank Act
section 1405(a) amended TILA to add
new section 129B(e), 15 U.S.C.
1639B(e). That section authorizes the
Bureau to prohibit or condition terms,
acts, or practices relating to residential

mortgage loans that the Bureau finds to
be abusive, unfair, deceptive, predatory,
necessary or proper to ensure that
responsible, affordable mortgage credit
remains available to consumers in a
manner consistent with the purposes of
TILA section 129C, necessary or proper
to effectuate the purposes of sections
129B and 129C, to prevent
circumvention or evasion thereof, or to
facilitate compliance with such
sections, or are not in the interest of the
consumer. In developing rules under
TILA section 129B(e), the Bureau has
considered whether the rules are in the
interest of the consumer, as required by
the statute. As discussed in the section-
by-section analysis below, the Bureau is
issuing portions of this rule pursuant to
its authority under TILA section
129B(e).

The Dodd-Frank Act

Dodd-Frank Act section 1022(b).
Section 1022(b)(1) of the Dodd-Frank
Act authorizes the Bureau to prescribe
rules “‘as may be necessary or
appropriate to enable the Bureau to
administer and carry out the purposes
and objectives of the Federal consumer
financial laws, and to prevent evasions
thereof.” 12 U.S.C. 5512(b)(1). TILA and
title X of the Dodd-Frank Act are
Federal consumer financial laws.
Accordingly, the Bureau is exercising its
authority under Dodd-Frank Act section
1022(b) to prescribe rules that carry out
the purposes and objectives of TILA and
title X and prevent evasion of those
laws.

V. Section-by-Section Analysis
Section 1026.25 Record Retention

25(a) General Rule

Section 1416 of the Dodd-Frank Act
revised TILA section 130(e) to extend
the statute of limitations for civil
liability for a violation of TILA section
129G, as well as sections 129 and 129B,
to three years after the date a violation
occurs. Existing § 1026.25(a) requires
that creditors retain evidence of
compliance with Regulation Z for two
years after disclosures must be made or
action must be taken. Accordingly, the
Board proposed to revise § 226.25(a) 74
to require that creditors retain records
that show compliance with proposed
§ 226.43, which would implement TILA
section 129C, for at least three years
after consummation. The Board did not
propose to alter the regulation’s existing

74 This section-by-section analysis discusses the
Board’s proposal by reference to the Board’s
Regulation Z, 12 CFR part 226, which the Board
proposed to amend, and discusses the Bureau’s
final rule by reference to the Bureau’s Regulation
Z, 12 CFR part 1026, which this final rule amends.

clarification that administrative
agencies responsible for enforcing
Regulation Z may require creditors
under the agency’s jurisdiction to retain
records for a longer period, if necessary
to carry out the agency’s enforcement
responsibilities under TILA section 108,
15 U.S.C. 1607. Under TILA section
130(e), as amended by Dodd-Frank, the
statute of limitations for civil liability
for a violation of other sections of TILA
remains one year after the date a
violation occurs, except for private
education loans under 15 U.S.C.
1650(a), actions brought under section
129 or 129B, or actions brought by a
State attorney general to enforce a
violation of section 129, 129B, 129C,
129D, 129E, 129F, 129G, or 129H. 15
U.S.C. 1640(e). Moreover, as amended
by section 1413 of the Dodd-Frank Act,
TILA provides that when a creditor, an
assignee, other holder or their agent
initiates a foreclosure action, a
consumer may assert a violation of TILA
section 129C(a) “as a matter of defense
by recoupment or setoff.” TILA section
130(k). There is no time limit on the use
of this defense.

As discussed below, the Bureau is
adopting minor modifications to
§1026.25(a) and adding in new
§1026.25(c) to reflect section 1416 of
the Dodd-Frank Act, in § 1026.25(c)(3)
as well as other exceptional record
retention requirements related to
mortgage loans.

25(c) Records Related to Certain
Requirements for Mortgage Loans

The Bureau is adopting the revision
proposed in § 226.25(a) to require a
creditor to retain records demonstrating
compliance with § 1026.43 consistent
with the extended statute of limitations
for violations of that section, though the
Bureau is adopting this requirement in
§1026.25(c)(3) to provide additional
clarity. As the 2012 TILA-RESPA
Proposal proposed new § 1026.25(c)(1)
and the 2012 Loan Originator Proposal
proposed new § 1026.25(c)(2), the
Bureau concludes that adding new
§ 1026.25(c)(3) eases compliance burden
by placing all record retention
requirements that are related to
mortgage loans and which differ from
the general record retention in one
section, § 1026.25(c). Likewise, the
Bureau is amending § 1026.25(a) to
reflect that certain record retention
requirements, such as records related to
minimum standards for transactions
secured by a dwelling, are governed by
§1026.43(c).

Commenters did not provide the
Bureau with significant, specific
feedback with respect to proposed
§ 226.25(a), although industry
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commenters generally expressed
concern with respect to the compliance
burden of the 2011 ATR Proposal.
Increasing the period a creditor must
retain records from two to three years
may impose some marginal increase in
the creditor’s compliance burden in the
form of incremental cost of storage.
However, the Bureau believes that even
absent the rule, responsible creditors
will likely elect to retain records of
compliance with § 1026.43 for a period
of time well beyond three years, given
that the statute allows consumers to
bring a defensive claim for recoupment
or setoff in the event that a creditor or
assignee initiates foreclosure
proceedings. Indeed, at least one
commenter noted this tension and
requested that the Bureau provide
further regulatory instruction, although
the Bureau does not deem it necessary
to mandate recordkeeping burdens
beyond what is required by section 1416
of the Dodd-Frank Act. Furthermore, the
record-keeping burden imposed by the
rule is tailored only to show compliance
with §1026.43, and the Bureau believes
is justified to protect the interests of
both creditors and consumers in the
event that an affirmative claim is
brought during the first three years after
consummation.

The Bureau believes that calculating
the record retention period under
§1026.43 from loan consummation
facilitates compliance by establishing a
single, clear start to the period, even
though a creditor will take action (e.g.,
underwriting the covered transaction
and offering a consumer the option of a
covered transaction without a
prepayment penalty) over several days
or weeks prior to consummation. The
Bureau is thus adopting the timeframe
as proposed to reduce compliance
burden.

Existing comment 25(a)-2 clarifies
that, in general, a creditor need retain
only enough information to reconstruct
the required disclosures or other
records. The Board proposed, and the
Bureau is adopting, amendments to
comment 25(a)-2 and a new comment
25(c)(3)-1 to clarify that, if a creditor
must verify and document information
used in underwriting a transaction
subject to § 1026.43, the creditor must
retain evidence sufficient to
demonstrate having done so, in
compliance with § 1026.25(a) and
§1026.25(c)(3). In an effort to reduce
compliance burden, comment 25(c)(3)—
1 also clarifies that creditors need not
retain actual paper copies of the
documentation used to underwrite a
transaction but that creditors must be
able to reproduce those records
accurately.

The Board proposed comment 25(a)—
7 to provide guidance on retaining
records evidencing compliance with the
requirement to offer a consumer an
alternative covered transaction without
a prepayment penalty, as discussed
below in the section-by-section analysis
of § 1026.43(g)(3) through (5). The
Bureau believes the requirement to offer
a transaction without a prepayment
penalty under TILA section 129C(c)(4)
is intended to ensure that consumers
who choose an alternative covered
transaction with a prepayment penalty
do so voluntarily. The Bureau further
believes it is unnecessary, and contrary
to the Bureau’s efforts to streamline its
regulations, facilitate regulatory
compliance, and minimize compliance
burden, for a creditor to document
compliance with the requirement to
offer an alternative covered transaction
without a prepayment penalty when a
consumer does not choose a transaction
with a prepayment penalty or if the
covered transaction is not
consummated. Accordingly, the Bureau
is adopting as proposed comment 25(a)—
7 as comment 25(c)(3)-2, to clarify that
a creditor must retain records that
document compliance with that
requirement if a transaction subject to
§1026.43 is consummated with a
prepayment penalty, but need not retain
such records if a covered transaction is
consummated without a prepayment
penalty or a covered transaction is not
consummated. See § 1026.43(g)(6).

The Board proposed comment 25(a)—
7 also to provide specific guidance on
retaining records evidencing
compliance with the requirement to
offer a consumer an alternative covered
transaction without a prepayment
penalty when a creditor offers a
transaction through a mortgage broker.
As discussed in detail below in the
section-by-section analysis of
§1026.43(g)(4), the Board proposed that
if the creditor offers a covered
transaction with a prepayment penalty
through a mortgage broker, the creditor
must present the mortgage broker an
alternative covered transaction without
a prepayment penalty. Also, the creditor
must provide, by agreement, for the
mortgage broker to present to the
consumer that transaction or an
alternative covered transaction without
a prepayment penalty offered by another
creditor that has a lower interest rate or
a lower total dollar amount of
origination points or fees and discount
points than the creditor’s presented
alternative covered transaction. The
Bureau did not receive significant
comment on this clarification, and is
adopting the comment largely as

proposed, renumbered as comment
25(c)(3)-2. Comment 25(c)(3)-2 also
clarifies that, to demonstrate
compliance with § 1026.43(g)(4), the
creditor must retain a record of (1) the
alternative covered transaction without
a prepayment penalty presented to the
mortgage broker pursuant to
§1026.43(g)(4)(i), such as a rate sheet,
and (2) the agreement with the mortgage
broker required by § 1026.34(g)(4)(ii).

Section 1026.32 Requirements for
High-Cost Mortgages

32(b) Definitions
32(b)(1)
Points and Fees—General

Section 1412 of the Dodd-Frank Act
added TILA section 129C(b)(2)(A)(vii),
which defines a “qualified mortgage” as
a loan for which, among other things,
the total “points and fees” do not
exceed 3 percent of the total loan
amount. The limits on points and fees
for qualified mortgages are implemented
in new §1026.43(e)(3).

TILA section 129C(b)(2)(C) generally
defines “points and fees” for qualified
mortgages to have the same meaning as
in TILA section 103(aa)(4) (renumbered
as section 103(bb)(4)), which defines
“points and fees” for the purpose of
determining whether a transaction
qualifies as a high-cost mortgage under
HOEPA.75 TILA section 103(aa)(4) is
implemented in current § 1026.32(b)(1).
Accordingly, the Board proposed in
§226.43(b)(9) that, for a qualified
mortgage, ‘“‘points and fees” has the
same meaning as in § 226.32(b)(1).

The Board also proposed in the 2011
ATR Proposal to amend § 226.32(b)(1) to
implement revisions to the definition of
“points and fees” under section 1431 of
the Dodd-Frank Act. Among other
things, the Dodd-Frank Act excluded
certain private mortgage insurance
premiums from, and added loan
originator compensation and
prepayment penalties to, the definition
of “points and fees” that had previously

75 The Dodd-Frank Act renumbered existing TILA
section 103(aa), which contains the definition of
“points and fees,” for the high-cost mortgage points
and fees threshold, as section 103(bb). See
§1100A(1)(A) of the Dodd-Frank Act. However, in
defining points and fees for the qualified mortgage
points and fees limits, TILA section 129G(b)(2)(C)
refers to TILA section 103(aa)(4) rather than TILA
section 103(bb)(4). To give meaning to this
provision, the Bureau concludes that the reference
to TILA section in 103(aa)(4) in TILA section
129C(b)(2)(C) is mistaken and therefore interprets
TILA section 129C(b)(2)(C) as referring to the points
and fees definition in renumbered TILA section
103(bb)(4). This proposal generally references TILA
section 103(aa) to refer to the pre-Dodd-Frank
provision, which is in effect until the Dodd-Frank
Act’s amendments take effect, and TILA section
103(bb) to refer to the provision as amended.
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applied to high-cost mortgage loans
under HOEPA. In the Bureau’s 2012
HOEPA Proposal, the Bureau
republished the Board’s proposed
revisions to § 226.32(b)(1), with only
minor changes, in renumbered
§1026.32(b)(1).

The Bureau noted in its 2012 HOEPA
Proposal that it was particularly
interested in receiving comments
concerning any newly-proposed
language and the application of the
definition in the high-cost mortgage
context. The Bureau received numerous
comments from both industry and
consumer advocacy groups, the majority
of which were neither specific to newly-
proposed language nor to the
application of the definition to high-cost
mortgages. These comments largely
reiterated comments that the Board and
the Bureau had received in the ATR
rulemaking docket. The Bureau is
addressing comments received in
response to 2012 HOEPA Proposal in
the 2013 HOEPA Final Rule. Similarly,
comments received in response to the
Board’s 2011 ATR Proposal are
discussed in this final rule. The Bureau
is carefully coordinating the 2013
HOEPA and ATR Final Rules to ensure
a consistent and cohesive regulatory
framework. The Bureau is now
finalizing § 1026.32(b)(1), (b)(3),
(b)(4)(i), (b)(5), and (b)(6)(i) in this rule
in response to the comments received
on both proposals. The Bureau is
finalizing § 1026.32(b)(2), (b)(4)(ii), and
(b)(6)(ii) in the 2013 HOEPA Final Rule.

Existing § 1026.32(b)(1) defines
“points and fees” by listing included
charges in § 1026.32(b)(1)(i) through
(iv). As discussed below, the Board
proposed revisions to § 226.32(b)(1)(i)
through (iv) and proposed to add new
§226.32(b)(1)(v) and (vi). In the 2012
HOEPA Proposal, the Bureau proposed
to add the phrase “in connection with
a closed-end mortgage loan” to
§1026.32(b)(1) to clarify that its
definition of “points and fees” would
have applied only for closed-end
mortgages. The Bureau also proposed to
define “points and fees” in
§1026.32(b)(3) for purposes of defining
which open-end credit plans qualify as
“high-cost mortgages” under HOEPA.
However, that section is not relevant to
this rulemaking because the ability-to-
repay requirement in TILA section 129C
does not apply to open-end credit.
Accordingly, the Bureau is adopting
§1026.32(b)(1) with the clarification
that its definition of “points and fees”
is “in connection with a closed-end
mortgage loan.”

Payable at or before consummation.
In the 2011 ATR Proposal, the Board
noted that the Dodd-Frank Act removed

the phrase “payable at or before
closing” from the high-cost mortgage
points and fees test in TILA section
103(aa)(1)(B). See TILA section
103(bb)(1)(A)(ii). Prior to the Dodd-
Frank Act, fees and charges were
included in points and fees for the high-
cost mortgage points and fees test only
if they were payable at or before closing.
The phrase “payable at or before
closing” is also not in TILA’s provisions
on the points and fees cap for qualified
mortgages. See TILA section
129C(b)(2)(A)(vii), (b)(2)(C). Thus, the
Board stated that, with a few exceptions,
the statute provides that any charge that
falls within the “points and fees”
definition must be counted toward the
limits on points and fees for both high-
cost mortgages and qualified mortgages,
even if it is payable after loan closing.
The Board noted that the exceptions are
mortgage insurance premiums and
charges for credit insurance and debt
cancellation and suspension coverage.
The statute expressly states that these
premiums and charges are included in
points and fees only if payable at or
before closing. See TILA section
103(bb)(1)(C) (for mortgage insurance)
and TILA section 103(bb)(4)(D) (for
credit insurance and debt cancellation
and suspension coverage).

The Board expressed concern that
some fees that occur after closing, such
as fees to modify a loan, might be
deemed to be points and fees. If so, the
Board cautioned that calculating the
points and fees to determine whether a
transaction is a qualified mortgage may
be difficult because the amount of future
fees (e.g., loan modification fees) cannot
be known prior to closing. The Board
noted that creditors might be exposed to
excessive litigation risk if consumers
were able at any point during the life of
a mortgage to argue that the points and
fees for the loan exceed the qualified
mortgage limits due to fees imposed
after loan closing. The Board expressed
concern that creditors therefore might
be discouraged from making qualified
mortgages, which would undermine
Congress’s goal of increasing incentives
for creditors to make more stable,
affordable loans. The Board requested
comment on whether any other types of
fees should be included in points and
fees only if they are “payable at or
before closing.”

Several industry commenters stated
that charges paid after closing should
not be included in points and fees and
requested that the Bureau clarify
whether such charges are included. For
example, some industry commenters
sought confirmation that charges for a
subsequent loan modification would not
be included in points and fees. More

generally, industry commenters argued
that they would have difficulty
calculating charges that would be paid
after closing and that including such
charges in points and fees would create
uncertainty and litigation risk. In
response to the Bureau’s 2012 HOEPA
Proposal, one consumer advocate noted
that there are inconsistent and
confusing standards for when charges
must be payable to be included in
points and fees. This commenter
recommended that the Bureau adopt a
“known at or before closing” standard,
arguing that this standard would clarify
that financed points are included,
would prevent creditors from evading
the points and fees test by requiring
consumers to pay charges after
consummation, and would provide
certainty to creditors that must know
the amount of points and fees at or
before closing.

The Bureau appreciates that creditors
need certainty in calculating points and
fees so they can ensure that they are
originating qualified mortgages (or are
not exceeding the points and fees
thresholds for high-cost mortgages). The
Dodd-Frank Act provides that for the
points and fees tests for both qualified
mortgages and high-cost mortgages, only
charges “payable in connection with”
the transaction are included in points
and fees. See TILA sections
103(bb)(1)(A)(ii) (high-cost mortgages)
and 129C(b)(2)(A)(vii) (qualified
mortgages). The Bureau interprets this
“in connection with” requirement as
limiting the universe of charges that
need to be included in points and fees.
To clarify when charges or fees are “in
connection with” a transaction, the
Bureau is specifying in § 1026.32(b)(1)
that fees or charges are included in
points and fees only if they are “known
at or before consummation.”

The Bureau is also adding new
comment 32(b)(1)-1, which provides
examples of fees and charges that are
and are not known at or before
consummation. The comment explains
that charges for a subsequent loan
modification generally would not be
included in points and fees because, at
consummation, the creditor would not
know whether a consumer would seek
to modify the loan and therefore would
not know whether charges in
connection with a modification would
ever be imposed. Indeed, loan
modification fees likely would not be
included in the finance charge under
§1026.4, as they would not be charges
imposed by creditor as an incident to or
a condition of the extension of credit.
Thus, this clarification is consistent
with the definition of the finance
charge. Comment 32(b)(1)-1 also
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clarifies that the maximum prepayment
penalties that may be charged or
collected under the terms of a mortgage
loan are included in points and fees
under §1026.32(b)(1)(v). In addition,
comment 32(b)(1)-1 notes that, under
§1026.32(b)(1)(1)(C)(2) and (iv),
premiums or other charges for private
mortgage insurance and credit insurance
payable after consummation are not
included in points and fees. This means
that such charges may be included in
points and fees only if they are payable
at or before consummation. Thus, even
if the amounts of such premiums or
other charges are known at or before
consummation, they are included in
points and fees only if they are payable
at or before consummation.

32(b)(({)

Points and Fees—Included in the
Finance Charge

TILA section 103(aa)(4)(A) specifies
that “points and fees” includes all items
included in the finance charge, except
interest or the time-price differential.
This provision is implemented in
current §1026.32(b)(1)(i). Section 1431
of the Dodd-Frank Act added TILA
section 103(bb)(1)(C), which excludes
from points and fees certain types and
amounts of mortgage insurance
premiums.

The Board proposed to revise
§226.32(b)(1)(i) to implement these
provisions. The Board proposed to move
the exclusion of interest or the time-
price differential to new
§226.32(b)(1)(i)(A). The Board also
proposed to add § 226.32(b)(1)(i)(B) to
implement the new exclusion for certain
mortgage insurance. In § 226.32(b)(1)(i),
the Board proposed to revise the phrase
“all items required to be disclosed
under § 226.4(a) and 226.4(b)”’ to read
“all items considered to be a finance
charge under § 226.4(a) and 226.4(b)”
because § 226.4 does not itself require
disclosure of the finance charge.

One industry commenter argued that
the definition of points and fees was
overbroad because it included all items
considered to be a finance charge. The
commenter asserted that several items
that are included in the finance charge
under § 1026.4(b) are vague or
inapplicable in the context of mortgage
transactions or duplicate items
specifically addressed in other
provisions. Several industry
commenters also requested clarification
about whether certain types of fees and
charges are included in points and fees.
At least two commenters asked that the
Bureau clarify that closing agent costs
are not included in points and fees.

The Bureau is adopting renumbered
§1026.32(b)(1)(i) and (i)(A) substantially
as proposed, with certain clarifications
in the commentary and in other parts of
the rule as discussed below to address
commenters’ requests for clarification.
For consistency with the language in
§1026.4, the Bureau is revising
§1026.32(b)(1)(i) to refer to “items
included in the finance charge” rather
than ““items considered to be a finance
charge.”

As noted above, several commenters
requested clarification regarding
whether certain types of charges would
be included in points and fees. With
respect to closing agent charges,
§1026.4(a)(2) provides a specific rule
for when such charges must be included
in the finance charge. If they are not
included in the finance charge, they
would not be included in points and
fees. Moreover, as discussed below and
in new comment 32(b)(1)(1)(D)-1,
certain closing agent charges may also
be excluded from points and fees as
bona fide third-party charges that are
not retained by the creditor, loan
originator, or an affiliate of either.

The Board also proposed to revise
comment 32(b)(1)(i)-1, which states that
§226.32(b)(1)(i) includes in the total
“points and fees” items defined as
finance charges under § 226.4(a) and
226.4(b). The comment explains that
items excluded from the finance charge
under other provisions of § 226.4 are not
included in the total “points and fees”
under § 226.32(b)(1)(i), but may be
included in “points and fees” under
§226.32(b)(1)(ii) and (iii). The Board
proposed to revise this comment to state
that items excluded from the finance
charge under other provisions of § 226.4
may be included in “points and fees”
under § 226.32(b)(1)(ii) through (vi).7¢
The proposed revision was intended to
reflect the additional items added to the
definition of “points and fees” by the
Dodd-Frank Act and corrected the
previous omission of § 226.32(b)(1)(iv).
See proposed § 226.32(b)(1)(v) and (vi).

The proposed comment also would
have added an example of how this rule
would operate. Under that example, a
fee imposed by the creditor for an
appraisal performed by an employee of
the creditor meets the general definition
of “finance charge” under § 226.4(a) as

76 Proposed comment 32(b)(1)(i)-1 contained a
typographical error. It stated that “[i]tems excluded
from the finance charge under other provisions of
§226.4 are not excluded in the total “points and
fees” under § 226.32(b)(1)(i), but may be included
in “points and fees”” under § 226.32(b)(1)(ii) through
§226.32(b)(1)(vi).” (emphasis added). It should
have read that such items “are not included in the
total “points and fees”” under § 226.32(b)(1)(i), but
may be included in “points and fees” under
§226.32(b)(1)(ii) through § 226.32(b)(1)(vi).”

“any charge payable directly or
indirectly by the consumer and imposed
directly or indirectly by the creditor as
an incident to or a condition of the
extension of credit.” However,

§ 226.4(c)(7) expressly provides that
appraisal fees are not finance charges.
Therefore, under the general rule in
proposed § 226.32(b)(1)(i) providing that
finance charges must be counted as
points and fees, a fee imposed by the
creditor for an appraisal performed by
an employee of the creditor would not
have been counted in points and fees.
Proposed § 226.32(b)(1)(iii), however,
would have expressly included in
points and fees items listed in

§ 226.4(c)(7) (including appraisal fees) if
the creditor receives compensation in
connection with the charge. A creditor
would receive compensation for an
appraisal performed by its own
employee. Thus, the appraisal fee in this
example would have been included in
the calculation of points and fees.

The Bureau did not receive
substantial comment on this proposed
guidance. The Bureau is adopting
comment 32(b)(1)(i)—1, with certain
revisions for clarity. As revised,
comment 32(b)(1)(i)-1 explains that
certain items that may be included in
the finance charge under
§1026.32(b)(1)(i) are excluded under
§1026.32(b)(1)(i)(A) through (F).

Mortgage Insurance

Under existing § 1026.32(b)(1)(i),
mortgage insurance premiums are
included in the finance charge and
therefore are included in points and fees
if payable at or before closing. As noted
above, the Board proposed new
§226.32(b)(1)(i)(B) to implement TILA
section 103(bb)(1)(C), which provides
that points and fees shall exclude
certain charges for mortgage insurance
premiums. Specifically, the statute
excludes: (1) Any premium charged for
insurance provided by an agency of the
Federal Government or an agency of a
State; (2) any amount that is not in
excess of the amount payable under
policies in effect at the time of
origination under section 203(c)(2)(A) of
the National Housing Act, provided that
the premium, charge, or fee is required
to be refundable on a pro-rated basis
and the refund is automatically issued
upon notification of the satisfaction of
the underlying mortgage loan; and (3)
any premium paid by the consumer
after closing.

The Board noted that the exclusions
for certain premiums could plausibly be
interpreted to apply to the definition of
points and fees solely for purposes of
high-cost mortgages and not for
qualified mortgages. TILA section
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129C(b)(2)(C)(i) cross-references TILA
section 103(aa)(4) (renumbered as
103(bb)(4)) for the definition of “points
and fees,” but the provision on mortgage
insurance appears in TILA section
103(bb)(1)(C) and not in section
103(bb)(4). The Board also noted that
certain provisions in the Dodd-Frank
Act’s high-cost mortgage section
regarding points and fees are repeated in
the qualified mortgage section on points
and fees. For example, both the high-
cost mortgage provisions and the
qualified mortgage provisions expressly
exclude from points and fees “bona fide
third party charges not retained by the
mortgage originator, creditor, or an
affiliate of the creditor or mortgage
originator.” TILA sections
103(bb)(1)(A)(ii) (for high-cost
mortgages), 129C(b)(2)(C)(i) (for
qualified mortgages). The mortgage
insurance provision, however, does not
separately appear in the qualified
mortgage section.

Nonetheless, the Board concluded
that the better interpretation of the
statute is that the mortgage insurance
provision in TILA section 103(bb)(1)(C)
applies to the meaning of points and
fees for both high-cost mortgages and
qualified mortgages. The Board noted
that the statute’s structure reasonably
supports this view: by its plain
language, the mortgage insurance
provision prescribes how points and
fees should be computed ““for purposes
of paragraph (4),” i.e., for purposes of
TILA section 103(bb)(4). The mortgage
insurance provision contains no caveat
limiting its application solely to the
points and fees calculation for high-cost
mortgages. Thus, the Board determined
that the cross-reference in the qualified
mortgage provisions to TILA section
103(bb)(4) should be read to include
provisions that expressly prescribe how
points and fees should be calculated
under TILA section 103(bb)(4),
wherever located.

The Board noted that its proposal to
apply the mortgage insurance provision
to the meaning of points and fees for
both high-cost mortgages and qualified
mortgages is also supported by the
Board’s authority under TILA section
105(a) to make adjustments to facilitate
compliance with TILA. The Board also
cited its authority under TILA section
129B(e) to condition terms, acts or
practices relating to residential mortgage
loans that the Board finds necessary or
proper to effectuate the purposes of
TILA. The purposes of TILA include
“assur[ing] that consumers are offered
and receive residential mortgage loan on
terms that reasonably reflect their ability
to repay the loans.” TILA section
129B(a)(2).

The Board also expressed concern
about the increased risk of confusion
and compliance error if points and fees
were to have two separate meanings in
TILA—one for determining whether a
loan is a high-cost mortgage and another
for determining whether a loan is a
qualified mortgage. The Board stated
that the proposal is intended to facilitate
compliance by applying the mortgage
insurance provision to the meaning of
points and fees for both high-cost
mortgages and qualified mortgages.

In addition, the Board expressed
concern that market distortions could
result due to different treatment of
mortgage insurance in calculating points
and fees for high-cost mortgages and
qualified mortgages. “Points and fees”
for both high-cost mortgages and
qualified mortgages generally excludes
“bona fide third party charges not
retained by the mortgage originator,
creditor, or an affiliate of the creditor or
mortgage originator.” TILA sections
103(bb)(1)(A)(ii), 129C(b)(2)(C)(i). Under
this general provision standing alone,
premiums for up-front private mortgage
insurance would be excluded from
points and fees. However, as noted, the
statute’s specific provision on mortgage
insurance (TILA section 103(bb)(1)(C))
imposes certain limitations on the
amount and conditions under which up-
front premiums for private mortgage
insurance are excluded from points and
fees. Applying the mortgage insurance
provision to the definition of points and
fees only for high-cost mortgages would
mean that any premium amount for up-
front private mortgage insurance could
be charged on qualified mortgages; in
most cases, none of that amount would
be subject to the cap on points and fees
for qualified mortgages because it would
be excluded as a “‘bona fide third party
fee” that is not retained by the creditor,
loan originator, or an affiliate of either.
The Board noted that, as a result,
consumers who obtain qualified
mortgages could be vulnerable to paying
excessive up-front private mortgage
insurance costs. The Board concluded
that this outcome would undercut
Congress’s clear intent to ensure that
qualified mortgages are products with
limited fees and more safe features.

For the reasons noted by the Board,
the Bureau interprets the mortgage
insurance provision in TILA section
103(bb)(1)(C) as applying to the meaning
of points and fees for both high-cost
mortgages and qualified mortgages. The
Bureau is also adopting this approach
pursuant to its authority under TILA
sections 105(a) and 129C(b)(3)(B)(3).
Applying the mortgage insurance
provision to the meaning of points and
fees for qualified mortgages is necessary

and proper to effectuate the purposes of,
and facilitate compliance with the
purposes of, the ability-to-repay
requirements in TILA section 129C.
Similarly, the Bureau finds that it is
necessary and proper to use its authority
under TILA section 129C(b)(3)(B)(i) to
revise, add to, or subtract from the
criteria that define a qualified mortgage.
As noted above, construing the mortgage
insurance provision as applying to
qualified mortgages will reduce the
likelihood that consumers who obtain
qualified mortgages will pay excessive
private mortgage insurance premiums,
and therefore will help ensure that
responsible, affordable credit remains
available to consumers in a manner
consistent with the purposes of TILA
section 129C.

Proposed § 226.32(b)(1)(i)(B) tracked
the substance of the statute with one
exception. The Board interpreted the
statute as excluding from points and
fees not only up-front mortgage
insurance premiums under government
programs but also charges for mortgage
guaranties under government programs.
The Board noted that it was proposing
the exclusion from points and fees of
both mortgage insurance premiums and
guaranty fees under government
programs pursuant to its authority
under TILA section 105(a) to make
adjustments to facilitate compliance
with TILA and its purposes and to
effectuate the purposes of TILA. The
Board also found that the exclusion is
further supported by the Board’s
authority under TILA section 129B(e) to
condition terms, acts or practices
relating to residential mortgage loans
that the Board finds necessary or proper
to effectuate the purposes of TILA. The
purposes of TILA include “assur[ing]
that consumers are offered and receive
residential mortgage loan on terms that
reasonably reflect their ability to repay
the loans.” TILA section 129B(a)(2).

The Board noted that both the U.S.
Department of Veterans Affairs (VA) and
the U.S. Department of Agriculture
(USDA) expressed concerns that, if up-
front charges for guaranties provided by
those agencies and State agencies were
included in points and fees, their loans
might exceed high-cost thresholds and
exceed the cap for qualified mortgages,
thereby disrupting these programs and
jeopardizing an important source of
credit for many consumers. The Board
requested comment on its proposal to
exclude up-front charges for any
guaranty under a Federal or State
government program, as well as any up-
front mortgage insurance premiums
under government programs.

Several industry commenters argued
that premiums for private mortgage
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insurance should be excluded
altogether, even if the premiums do not
satisfy the statutory standard for
exclusion. These commenters noted that
private mortgage insurance provides
substantial benefits, allowing consumers
who cannot afford a down payment an
alternative for obtaining credit. Another
commenter noted that the refundability
requirement of the rule would make
private mortgage insurance more
expensive.

One industry commenter asserted that
the language in proposed
§226.32(b)(1)(1)(B)(2) was inconsistent
with the statutory language and the
example in the commentary. The
commenter suggested that a literal
reading of proposed
§226.32(b)(1)(1)(B)(2) would require
exclusion of the entire premium if it
exceeded the FHA insurance premium,
rather than merely exclusion of that
portion of the premium in excess of the
FHA premium. Another industry
commenter maintained that the term
“upfront” is vague and that the Bureau
instead should use the phrase “payable
at or before closing.”

The Bureau is adopting proposed
§226.32(b)(1)(i)(B) as reunumbered
§1026.32(b)(1)(i)(B) with no substantive
changes but with revisions for clarity.
The Bureau is dividing proposed
§226.32(b)(1)(i)(B) into two parts. The
first part, § 1026.32(b)(1)(i)(B), addresses
insurance premiums and guaranty
charges under government programs.
The second part, § 1026.32(b)(1)(1)(C),
addresses premiums for private
mortgage insurance.

Consistent with the Board’s proposal,
§1026.32(b)(1)(i)(B) excludes from
points and fees charges for mortgage
guaranties under government programs,
as well as premiums for mortgage
insurance under government programs.
The Bureau concurs with the Board’s
interpretation that, in addition to
mortgage insurance premiums under
government programs, the statute also
excludes from points and fees charges
for mortgage guaranties under
government programs. Like the Board,
the Bureau believes that this conclusion
is further supported by TILA sections
105(a) and 129C(b)(3)(B)(i) and that it is
necessary and proper to invoke this
authority. The exclusion from points
and fees of charges for mortgage
guaranties under government programs
is necessary and proper to effectuate the
purposes of TILA. The Bureau is
concerned that including such charges
in points and fees could cause loans
offered through government programs to
exceed high-cost mortgage thresholds
and qualified mortgage points and fees
limits, potentially disrupting an

important source of affordable financing
for many consumers. This exclusion
helps ensure that loans do not
unnecessarily exceed the points and
fees limits for qualified mortgages,
which is consistent with the purpose,
stated in TILA section 129B(a)(2), of
assuring that consumers are offered and
receive residential mortgage loans on
terms that reasonably reflect their ability
to repay the loans and with the purpose
stated in TILA section 129C(b)(3)(B)(i)
of ensuring that responsible, affordable
mortgage credit remains available to
consumers in a manner consistent with
the purposes of TILA section 129C.

Proposed comment 32(b)(1)(i)-2
provided an example of a mortgage
insurance premium that is not counted
in points and fees because the loan was
insured by the FHA. The Bureau is
renumbering this comment as
32(b)(1)(i)(B)-1 and revising it to add an
additional example to clarify that
mortgage guaranty fees under
government programs, such as VA and
USDA funding fees, are excluded from
points and fees. The Bureau is also
deleting the reference to “up-front”
premiums and charges. Under the
statute, premiums for mortgage
insurance or guaranty fees in connection
with a Federal or State government
program are excluded from points and
fees whenever paid. The statutory
provision excluding premiums or
charges paid after consummation
applies only to private mortgage
insurance.

The Bureau is addressing exclusions
for private mortgage insurance in
§1026.32(b)(1)(i)(C). For private
mortgage insurance premiums payable
after consummation,
§1026.32(b)(1)(1)(C)(1) provides that the
entire amount of the premium is
excluded from points and fees. For
private mortgage insurance premiums
payable at or before consummation,
§1026.32(b)(1)()(C)(1) provides that the
portion of the premium not in excess of
the amount payable under policies in
effect at the time of origination under
section 203(c)(2)(A) of the National
Housing Act is excluded from points
and fees, provided that the premium is
required to be refundable on a pro-rated
basis and the refund is automatically
issued upon notification of the
satisfaction of the underlying mortgage
loan.

As noted by one commenter, the
language in proposed § 226.32(b)(1)(i)(B)
could be read to conflict with the statute
and the commentary because it
suggested that, if a private mortgage
insurance premium payable at or before
consummation exceeded the FHA
insurance premium, then the entire

private mortgage insurance premium
would be included in points and fees.
The Bureau is clarifying in
§1026.32(b)(1)(i)(C)(2) that only the
portion of the private mortgage
insurance premium that exceeds the
FHA premium must be included in
points and fees. With respect to the
comments requesting that all private
mortgage insurance premiums be
excluded from points and fees, the
Bureau notes that TILA section
103(bb)(1)(C) prescribes specific and
detailed conditions for excluding
private mortgage insurance premiums.
Under these circumstances, the Bureau
does not believe it would be appropriate
to exercise its exception authority to
reverse Congress’s decision.

Proposed comment 32(b)(1)(i)-3
explained that private mortgage
insurance premiums payable at or
before consummation need not be
included in points and fees to the extent
that the premium does not exceed the
amount payable under policies in effect
at the time of origination under section
203(c)(2)(A) of the National Housing Act
and the premiums are required to be
refunded on a pro-rated basis and the
refund is automatically issued upon
notification of satisfaction of the
underlying mortgage loan. Proposed
comment 32(b)(1)(i)-3 also provided an
example of this exclusion. Proposed
comment 32(b)(1)(i)—4 explained that
private mortgage insurance premiums
that do not qualify for an exclusion
must be included in points and fees
whether paid at or before
consummation, in cash or financed,
whether optional or required, and
whether the amount represents the
entire premium or an initial payment.

The Bureau did not receive
substantial comments on these proposed
interpretations. The Bureau is adopting
comments 32(b)(1)(i)-3, and —4 with
certain revisions for clarity and
renumbered as comments 32(b)(1)(i)(C)-
1 and —2. Comment 32(b)(1)(i)(C)-1.i is
revised to specify that private mortgage
insurance premiums paid after
consummation are excluded from points
and fees. The Bureau also adopts
clarifying changes that specify that
creditors originating conventional
loans—even such loans that are not
eligible to be FHA loans (i.e., because
their principal balance is too high)—
should look to the permissible up-front
premium amount for FHA loans, as
implemented by applicable regulations
and other written authorities issued by
the FHA (such as Mortgagee Letters).
For example, pursuant to HUD’s
Mortgagee Letter 12—4 (published March
6, 2012), the allowable up-front FHA
premium for single-family homes is 1.75
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percent of the base loan amount.””
Finally, the Bureau clarifies that only
the portion of the single or up-front PMI
premium in excess of the allowable
FHA premium (i.e., rather than any
monthly premium or portion thereof)
must be included in points and fees.
Comments 32(b)(1)(i)(C)-1 and -2 also
have both been revised for clarity and
consistency. For example, the comments
as adopted refer to premiums “payable
at or before consummation” rather than
“up-front” premiums and to
“consummation” rather than “closing.”
The Bureau notes that the statute refers
to “closing” rather than
“consummation.” However, for
consistency with the terminology in
Regulation Z, the Bureau is using the
term ‘“‘consummation.”

Bona Fide Third-Party Charges and
Bona Fide Discount Points

The Dodd-Frank Act amended TILA
to add nearly identical provisions
excluding certain bona fide third-party
charges and bona fide discount points
from the calculation of points and fees
for both qualified mortgages and high-
cost mortgages.”® Specifically, section
1412 of the Dodd-Frank Act added new
TILA section 129C(b)(2)(C), which
excludes certain bona fide third-party
charges and bona fide discount points
from the calculation of points and fees
for the qualified mortgage points and
fees threshold. Similarly, section 1431
of the Dodd-Frank Act amended TILA
section 103(bb)(1)(A)(ii) and added
TILA section 103(dd) to provide for
nearly identical exclusions in
calculating points and fees for the high-
cost mortgage threshold.

In the 2011 ATR Proposal, the Board
proposed to implement in
§226.43(e)(3)(ii)(A) through (C) the
exclusion of certain bona fide third-
party charges and bona fide discount
points only for the calculation of points
and fees for the qualified mortgage
points and fees threshold. In the 2012
HOEPA Proposal, the Bureau proposed
to implement these exclusions in

77 See Department of Housing and Urban
Development, Mortgagee Letter 12—4 (Mar. 6, 2012),
available at http://portal.hud.gov/hudportal/
documents/huddoc?id=12-04ml.pdf.

78 The exclusions differ in only one respect. To
exclude two or one bona fide discount points from
the points and fees test for determining whether a
loan is a high-cost mortgage, TILA section
103(dd)(1)(B) and (C) specified that the interest rate
for personal property loans before the discount
must be within 1 or 2 percentage points,
respectively, of the average rate on a loan in
connection with which insurance is provided under
title I of the National Housing Act. TILA section
129C(b)(2)(C), which prescribes conditions for
excluding bona fide discount points from points
and fees for qualified mortgages, does not contain
analogous provisions.

proposed § 1026.32(b)(5) for the points
and fees threshold for high-cost
mortgages. The Bureau noted that
proposed § 1026.32(b)(5) was generally
consistent with the Board’s proposed
§226.43(e)(3)(ii)(A) through (C).

The Bureau believes that it is
appropriate to consolidate these
exclusions in a single provision. The
Bureau is now finalizing both rules, and
the exclusions are nearly identical for
both the qualified mortgage and high-
cost mortgage contexts. Moreover, under
the Board’s ATR Proposal, the points
and fees calculation for the qualified
mortgage points and fees threshold
already would have cross-referenced the
definition of points and fees for high-
cost mortgages in § 226.32(b)(1). Given
that the points and fees calculations for
both the qualified mortgage and high-
cost mortgage points and fees thresholds
will use the same points and fees
definition in § 1026.32(b)(1), the Bureau
believes it is unnecessary to implement
nearly identical exclusions from points
and fees in separate provisions for
qualified mortgages and high-cost
mortgages. Accordingly, the Bureau is
consolidating the exclusions for certain
bona fide third-party charges and bona
fide discount points for both qualified
mortgages and high-cost mortgages in
new §1026.32(b)(1)(i)(D) through (F). In
addition, the definition of “bona fide
discount points” for the purposes of
§1026.32(b)(1)(i)(E) and (F), which the
2011 ATR Proposal would have
implemented in § 226.43(e)(3)(iv), is
instead being implemented in
§1026.32(b)(3).

Bona fide third-party charges. TILA
Section 129C(b)(2)(C)(i) excludes from
points and fees “bona fide third party
charges not retained by the mortgage
originator, creditor, or an affiliate of the
creditor or mortgage originator.”
Tracking the statute, proposed
§226.43(e)(3)(i1)(A) would have
excluded from “points and fees” for
qualified mortgages any bona fide third
party charge not retained by the
creditor, loan originator, or an affiliate
of either. Proposed § 226.43(e)(3)(iii)
would have specified that the term
“loan originator” has the same meaning
as in § 226.36(a)(1).

Proposed § 226.43(e)(3)(ii)(A) would
also have implemented TILA section
103(bb)(1)(C), which requires that
premiums for private mortgage
insurance be included in “points and
fees’” as defined in TILA section
103(bb)(4) under certain circumstances.
Applying general rules of statutory
construction, the Board concluded that
the more specific provision on private
mortgage insurance supersedes the more
general provision permitting any bona

fide third party charge not retained by
the creditor, mortgage originator, or an
affiliate of either to be excluded from
“points and fees.”” Thus, proposed
§226.43(e)(3)(ii)(A) would have
excluded from points and fees any bona
fide third party charge not retained by
the creditor, loan originator, or an
affiliate of either unless the charges
were premiums for private mortgage
insurance that were included in points
and fees under § 226.32(b)(1)({)(B).

The Board noted that, in setting the
purchase price for specific loans, Fannie
Mae and Freddie Mac make loan-level
price adjustments (LLPAs) to
compensate offset added risks, such as
a high LTV or low credit score, among
many other risk factors. Creditors may,
but are not required to, increase the
interest rate charged to the consumer so
as to offset the impact of the LLPAs or
increase the costs to the consumer in the
form of points to offset the lost revenue
resulting from the LLPAs. The Board
noted that, during outreach, some
creditors argued that these points
should not be counted in points and
fees for qualified mortgages under the
exclusion for “bona fide third party
charges not retained by the loan
originator, creditor, or an affiliate of
either” in TILA section 129C(b)(2)(C).

The Board acknowledged creditors’
concerns about exceeding the qualified
mortgage points and fees thresholds due
to LLPAs required by the GSEs.
However, the Board questioned whether
an exemption for LLPAs would be
consistent with congressional intent in
limiting points and fees for qualified
mortgages. The Board noted that points
charged to meet GSE risk-based price
adjustment requirements are arguably
no different than other points charged
on loans sold to any secondary market
purchaser to compensate that purchaser
for added loan-level risks. Congress
clearly contemplated that discount
points generally should be included in
points and fees for qualified mortgages.

The Board noted that an exclusion for
points charged by creditors in response
to secondary market LLPAs also would
raise questions about the appropriate
treatment of points charged by creditors
to offset loan-level risks on mortgage
loans that they hold in portfolio. The
Board reasoned that, under normal
circumstances, these points are retained
by the creditor, so it would not be
appropriate to exclude them from points
and fees under the “bona fide third
party charge” exclusion. However, the
Board cautioned that requiring that
these points be included in points and
fees, when similar charges on loans sold
into the secondary market are excluded,
may create undesirable market
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imbalances between loans sold to the
secondary market and loans held in
portfolio.

The Board also noted that creditors
may offset risks on their portfolio loans
(or on loans sold into the secondary
market) by charging a higher rate rather
than additional points and fees;
however, the Board recognized the
limits of this approach to loan-level risk
mitigation due to concerns such as
exceeding high-cost mortgage rate
thresholds. Nonetheless, the Board
noted that in practice, an exclusion from
the qualified mortgage points and fees
calculation for all points charged to
offset loan-level risks may create
compliance and enforcement
difficulties. The Board questioned
whether meaningful distinctions
between points charged to offset loan-
level risks and other points and fees
charged on a loan could be made clearly
and consistently. In addition, the Board
observed that such an exclusion could
be overbroad and inconsistent with
Congress’s intent that points generally
be counted toward the points and fees
threshold for qualified mortgages.

The Board requested comment on
whether and on what basis the final rule
should exclude from points and fees for
qualified mortgages points charged to
meet risk-based price adjustment
requirements of secondary market
purchasers and points charged to offset
loan-level risks on mortgages held in
portfolio.

Consumer advocates did not comment
on this issue. Many industry
commenters argued that LLPAs should
be excluded from points and fees as
bona fide third party charges. The GSE
commenters agreed that LLPAs should
be excluded as bona fide third party
charges, noting that they are not
retained by the creditor. One GSE
commenter noted that LLPAs are set
fees that are transparent and accessible
via the GSEs’ Web sites. Some industry
commenters contended that including
LLPAs in points and fees would cause
many loans to exceed the points and
fees cap for qualified mortgages. Other
industry commenters argued that
requiring LLPAs to be included in
points and fees would force creditors to
recover the costs through increases in
the interest rate. One of the GSE
commenters acknowledged the concern
that creditors holding loans in portfolio
could be at a disadvantage if LLPAs
were excluded from points and fees and
suggested that the Bureau consider
allowing such creditors to exclude
published loan level risk adjustment
fees.

One industry commenter urged the
Bureau to coordinate with the agencies

responsible for finalizing the 2011 QRM
Proposed Rule to avoid unintended
consequences. The 2011 ARM Proposed
Rule, if adopted, would require, in
certain circumstances, that sponsors of
MBS create premium capture cash
reserve accounts to limit sponsors’
ability to monetize the excess spread
between the proceeds from the sale of
the interests and the par value of those
interests. See 76 FR 24113. The
commenter stated that this would result
in any premium in the price of a
securitization backed by residential
mortgage loans being placed in a first-
loss position in the securitization. The
commenter argued that this would make
premium loans too expensive to
originate and that creditors would not
be able to recover LLPAs through
interest rate adjustments. The
commenter maintained that if the
LLPAs were included in the calculation
for the qualified mortgage points and
fees limit, creditors would also be
severely constrained in recovering
LLPAs through points. The commenter
argued that LLPAs therefore should be
excluded from the points and fees
calculation for qualified mortgages.

The Bureau is adopting
§226.43(e)(3)(i1)(A), with certain
revisions, as renumbered
§1026.32(b)(1)(1)(D). As revised,
§1026.32(b)(1)(i)(D) provides that a
bona fide third party charge not retained
by the creditor, loan originator, or an
affiliate of either the general is excluded
from points and fees unless the charge
is required to be included under
§1026.32(b)(1)(i)(C) (for mortgage
insurance premiums), (iii) (for real
estate related fees), or (iv) (for credit
insurance premiums). As noted above,
the Board proposed that the specific
provision regarding mortgage insurance,
TILA section 103(bb)(1)(C), should
govern the exclusion of private mortgage
insurance premiums of points and fees,
rather than TILA section 129C(b)(2)(C),
which provides generally for the
exclusion of certain bona fide third-
party charges. The Bureau likewise
believes that the specific statutory
provisions regarding real estate related
fees and credit insurance premiums in
TILA section 103(bb)(4)(C) and (D)
should govern whether these charges are
included in points and fees rather than
the more general provisions regarding
exclusion of bona fide third-party
charges, TILA sections 103(bb)(1)(A)(ii)
(for high-cost mortgages) or
129C(b)(2)(C) (for qualified mortgages).
Thus, § 1026.32(b)(1)(i)(D) provides that
the general exclusion for bona fide
third-party charges applies unless the

charges are required to be included
under § 1026.32(b)(1)(1)(C), (iii), or (iv).

The Bureau acknowledges that TILA
sections 103(bb)(1)(A)(ii) and
129C(b)(2)(C) could plausibly be read to
provide for a two-step calculation of
points and fees: first, the creditor would
calculate points and fees as defined in
TILA section 103(bb)(4); and, second,
the creditor would exclude all bona fide
third-party charges not retained by the
mortgage originator, creditor, or an
affiliate of either, as provided in TILA
sections 103(bb)(1)(A)(ii) (for high-cost
mortgages) and 129C(b)(2)(C) (for
qualified mortgages). Under this
reading, charges for, e.g., private
mortgage insurance could initially, in
step one, be included in points and fees
but then, in step two, be excluded as
bona fide third-party charges under
TILA sections 103(bb)(1)(A)(ii) or
129C(b)(2)(C).

To give meaning to the specific
statutory provisions regarding mortgage
insurance, real estate related fees, and
credit insurance, the Bureau believes
that the better reading is that these
specific provisions should govern
whether such charges are included in
points and fees, rather than the general
provisions excluding certain bona fide
third-party charges. For example,
Congress added TILA section
103(bb)(1)(C), which prescribes certain
conditions under which private
mortgage insurance premiums would be
included in points and fees. The Bureau
believes that the purpose of this
provision is to help ensure that
consumers with a qualified mortgage are
not charged excessive private mortgage
insurance premiums. If such premiums
could be excluded as bona fide third-
party charges under TILA sections
103(bb)(1)(A)(ii) or 129C(b)(2)(C), then
the purpose of this provision would be
undermined. In further support of its
interpretation, the Bureau is invoking its
authority under TILA section 105(a) to
make such adjustments and exceptions
as are necessary and proper to effectuate
the purposes of TILA, including that
consumers are offered and receive
residential mortgage loans on terms that
reasonably reflect their ability to repay
the loans. Similarly, the Bureau finds
that it is necessary, proper and
appropriate to use its authority under
TILA section 129C(b)(3)(B)(i) to revise
and subtract from the statutory
language. This use of authority ensures
that responsible, affordable mortgage
credit remains available to consumers in
a manner consistent with the purpose of
TILA section 129C, referenced above, as
well as effectuating that purpose.

As noted above, several industry
commenters argued that points charged
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by creditors to offset LLPAs should be
excluded from points and fees under
§1026.32(b)(1)(1)(D). In setting the
purchase price for loans, the GSEs
impose LLPAs to offset certain credit
risks, and creditors may but are not
required to recoup the revenue lost as a
result of the LLPAs by increasing the
costs to consumers in the form of points.
The Bureau believes that the manner in
which creditors respond to LLPAs is
better viewed as a fundamental
component of how the pricing of a
mortgage loan is determined rather than
as a third party charge. As the Board
noted, allowing creditors to exclude
points charged to offset LLPAs could
create market imbalances between loans
sold on the secondary market and loans
held in portfolio. While such
imbalances could be addressed by
excluding risk adjustment fees more
broadly, including fees charged by
creditors for loans held in portfolio, the
Bureau agrees with the Board that this
could create compliance and
enforcement difficulties. Thus, the
Bureau concludes that points charged to
offset LLPAs may not be excluded from
points and fees under
§1026.32(b)(1)(1)(D). To the extent that
creditors offer consumers the
opportunity to pay points to lower the
interest rate that the creditor would
otherwise charge to recover the lost
revenue from the LLPAs, such points
may, if they satisfy the requirements of
§1026.32(b)(1)(1)(E) or (F), be excluded
from points and fees as bona fide
discount points.

As noted above, one commenter
expressed concern that if the
requirements for premium capture cash
reserve accounts proposed in the 2011
QRM Proposed Rule were adopted,
creditors would have difficulty in
recovering the costs of LLPAs through
rate and that, because of the points and
fees limits for qualified mortgages,
creditors would also have trouble
recovering the costs of LLPAs through
up-front charges to consumers. The
Bureau notes that, as proposed, the
premium capture cash reserve account
requirement would not apply to
securities sponsored by the GSEs and
would not apply to securities comprised
solely of QRMs. See 76 FR 24112,
24120. Thus, it is not clear, that even if
it were adopted, the requirement would
have as substantial an impact as
suggested by the commenter. In any
event, the requirement has merely been
proposed, not finalized. The Bureau will
continue to coordinate with the agencies
responsible for finalizing the 2011 QRM
Proposed Rule to consider the combined
effects of that rule and the instant rule.

The Board proposed comment
43(e)(3)(ii)-1 to clarify the meaning in
proposed § 226.43(e)(3)(ii)(A) of
“retained by’ the loan originator,
creditor, or an affiliate of either.
Proposed comment 43(e)(3)(ii)-1
provided that if a creditor charges a
consumer $400 for an appraisal
conducted by a third party not affiliated
with the creditor, pays the third party
appraiser $300 for the appraisal, and
retains $100, the creditor may exclude
$300 of this fee from “points and fees”
but must count the $100 it retains in
“points and fees.”

As noted above, several commenters
expressed confusion about the
relationship between proposed
§226.43(e)(3)(i1)(A), which would have
excluded bona fide third party charges
not retained by the loan originator,
creditor, or an affiliate of either, and
proposed § 226.32(b)(1)(iii), which
would have excluded certain real estate
related charges if they are reasonable, if
the creditor receives no direct or
indirect compensation in connection
with the charges, and the charges are
not paid to an affiliate of the creditor.
As explained above, the Bureau
interprets the more specific provision
governing the inclusion in points and
fees of real estate related charges
(implemented in § 1026.32(b)(1)(iii)) as
taking precedence over the more general
exclusion for bona fide third party
charges in renumbered
§1026.32(b)(1)(i)(D). Accordingly, the
Bureau does not believe that the
example in proposed comment
43(e)(3)(ii)-1 is appropriate for
illustrating the exclusion for bona fide
third party charges because the subject
of the example, appraisals, is
specifically addressed in
§1026.32(b)(1)(iii).

The Bureau therefore is revising
renumbered comment 32(b)(1)(i)(D)-1
by using a settlement agent charge to
illustrate the exclusion for bona fide
third party charges. By altering this
example to address closing agent
charges, the Bureau is also responding
to requests from commenters that the
Bureau provide more guidance on
whether closing agent charges are
included in points and fees. As noted
above, proposed § 226.43(e)(3)(iii)
would have specified that the term
“loan originator,” as used in proposed
§226.43(e)(3)(i1)(A), has the same
meaning as in § 226.36(a)(1). The
Bureau is moving the cross-reference to
the definition of “loan originator” in
§226.36(a)(1) to comment 32(b)(1)(i)(D)-
1.

The Board proposed comment
43(e)(3)(ii)-2 to explain that, under
§226.32(b)(1)(i)(B), creditors would

have to include in “points and fees”
premiums or charges payable at or
before consummation for any private
guaranty or insurance protecting the
creditor against the consumer’s default
or other credit loss to the extent that the
premium or charge exceeds the amount
payable under policies in effect at the
time of origination under section
203(c)(2)(A) of the National Housing Act
(12 U.S.C. 1709(c)(2)(A)). The proposed
comment also would have explained
that these premiums or charges would
be included if the premiums or charges
were not required to be refundable on a
pro-rated basis, or the refund is not
automatically issued upon notification
of the satisfaction of the underlying
mortgage loan. The comment would
have clarified that, under these
circumstances, even if the premiums
and charges were not retained by the
creditor, loan originator, or an affiliate
of either, they would be included in the
“points and fees” calculation for
qualified mortgages. The comment also
would have cross-referenced proposed
comments 32(b)(1)(i)-3 and —4 for
further discussion of including private
mortgage insurance premiums in the
points and fees calculation.

The Bureau is adopting proposed
comment 43(e)(3)(ii)-2 substantially as
proposed, renumbered as comment
32(b)(i)(D)-2. In addition, the Bureau
also is adopting new comments
32(b)(i)(D)-3 and —4 to explain that the
exclusion of bona fide third party
charges under § 1026.32(b)(1)(i)(D) does
not apply to real estate-related charges
and credit insurance premiums. The
inclusion of these items in points and
fees is specifically addressed in
§1026.32(b)(iii) and (iv), respectively.

Bona fide discount points. TILA
section 129C(b)(2)(C)(ii) excludes up to
two bona fide discount points from
points and fees under certain
circumstances. Specifically, it excludes
up to two bona fide discount points if
the interest rate before the discount does
not exceed the average prime offer rate
by more than two percentage points.
Alternatively, it excludes up to one
discount point if the interest rate before
the discount does not exceed the
average prime offer rate by more than
one percentage point. The Board
proposed to implement this provision in
proposed § 226.43(e)(3)(ii)(B) and (C).

Proposed § 226.43(e)(3)(ii)(B) would
have permitted a creditor to exclude
from points and fees for a qualified
mortgage up to two bona fide discount
points paid by the consumer in
connection with the covered
transaction, provided that: (1) The
interest rate before the rate is
discounted does not exceed the average
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prime offer rate, as defined in

§ 226.45(a)(2)(ii), by more than one
percent; and (2) the average prime offer
rate used for purposes of paragraph
43(e)(3)(i1)(B)(1) is the same average
prime offer rate that applies to a
comparable transaction as of the date
the discounted interest rate for the
covered transaction is set.

Proposed § 226.43(e)(3)(ii)(C) would
have permitted a creditor to exclude
from points and fees for a qualified
mortgage up to one bona fide discount
point paid by the consumer in
connection with the covered
transaction, provided that: (1) The
interest rate before the discount does
not exceed the average prime offer rate,
as defined in § 226.45(a)(2)(ii), by more
than two percent; (2) the average prime
offer rate used for purposes of
§226.43(e)(3)(11)(C)(1) is the same
average prime offer rate that applies to
a comparable transaction as of the date
the discounted interest rate for the
covered transaction is set; and (3) two
bona fide discount points have not been
excluded under § 226.43(e)(3)(ii)(B).

Several industry commenters argued
that creditors should be permitted to
exclude from points and fees more than
two discount points. Some industry
commenters maintained that creditors
should be permitted to exclude as many
discount points as consumers choose to
pay. Another commenter contended that
creditors should be able to exclude as
many as three discount points.

A few industry commenters requested
eliminating the requirement that, for the
discount points to be bona fide, the
interest rate before the discount must be
within one or two percentage points of
the average prime offer rate. One
industry commenter argued that this
requirement is too inflexible. Several
commenters recommended that this
requirement be adjusted for jumbo loans
and for second homes. Another
commenter claimed that this
requirement would limit the options for
consumers paying higher interest rates
and that these are the consumers for
whom it would be most beneficial to
pay down their interest rates.

Several commenters argued that the
effect of these two limitations for
excluding discount points from points
and fees—the limit on the number of
discount points that could be excluded
and the requirement that the pre-
discount rate be within one or two
points of the average prime offer rate—
would have a negative impact on
consumers. They maintained that these
limitations would prevent consumers
from choosing their optimal
combination of interest rate and points
for their financial circumstances.

One commenter noted that proposed
§226.43(e)(3)(ii)(B) and (C) would
require that, for the discount points or
point to be excluded from points and
fees, the interest rate before the discount
must not exceed the average prime offer
rate by more than one or two “percent,”
respectively. The commenter
recommended that, for clarity and
consistency with the statute, the
requirement should instead require that
the interest rate before the discount be
within one or two “percentage points”
of the average prime offer rate.

The Bureau is adopting proposed
§226.43(e)(3)(i1)(B) and (C), renumbered
as §1026.32(b)(1)(i)(E) and (F), with
certain revisions. As suggested by a
commenter, the Bureau is revising both
§1026.32(b)(1)(i)(E)(1) and (F)(1) to
require that, to exclude the discount
points or point, the interest rate must be
within one or two “percentage points”
(rather than “percent”) of the average
prime offer rate. This formulation is
clearer and consistent with the statutory
language. The Bureau is also adding
§1026.32(b)(1)(i)(E)(2) and (F)(2) to
implement TILA section 103(dd)(1)(B)
and (C), which specify that, to exclude
discount points from points and fees for
purposes of determining whether a loan
is a high-cost mortgage, the interest rate
for personal property loans before the
discount must be within one or two
percentage points, respectively, of the
average rate on a loan in connection
with which insurance is provided under
title I of the National Housing Act. This
provision does not apply to the points
and fees limit for qualified mortgages,
regardless of whether a loan is a high-
cost mortgage. The provision is
included in the final rule for
completeness. Finally, in
§1026.32(b)(1)(i)(F), the Bureau is
clarifying that bona fide discount points
cannot be excluded under
§1026.32(b)(1)(i)(F) if any bona fide
discount points already have been
excluded under § 1026.32(b)(1)1)(E).

As noted above, several commenters
urged the Bureau to alter or eliminate
the limitations on how many discount
points may be excluded and the
requirement that the pre-discount
interest rate must be within one or two
points of the average prime offer rate. A
few industry commenters also requested
that the Bureau adjust the limitation on
the pre-discount interest rate
specifically for jumbo loans and loans
for vacation homes. These commenters
noted that interest rates for such loans
otherwise would often be too high to
qualify for the exclusion for bona fide
discount points. The Bureau recognizes
that these limitations may circumscribe
the ability of consumers to purchase

discount points to lower their interest
rates. Nevertheless, the Bureau does not
believe it would be appropriate to
exercise its exception authority.
Congress apparently concluded that
there was a greater probability of
consumer injury when consumers
purchased more than two discount
points or when the consumers were
using discount points to buy down
higher interest rates. The Bureau also
notes that, in other sections of the Dodd-
Frank Act, Congress prescribed different
thresholds above the average prime offer
rate for jumbo loans. See TILA sections
129C(c)(1)(B) (prepayment penalties)
and 129H(f)(2) (appraisals). Congress
did not do so in the provision regarding
exclusion of bona fide discount points.

The Bureau is adding new comment
32(b)(1)(1)(E)-2 to note that the term
“bona fide discount point” is defined in
§1026.32(b)(3). To streamline the rule,
the Bureau is moving into new comment
32(b)(1)(i)(E)-2 the explanation that the
average prime offer rate used for
purposes of for both § 1026.32(b)(1)(1)(E)
and (F) is the average prime offer rate
that applies to a comparable transaction
as of the date the discounted interest
rate for the covered transaction is set.
The Board proposed comment
43(e)(3)(ii)-5 to clarify that the average
prime offer rate table indicates how to
identify the comparable transaction. The
Bureau is adding the language from
proposed comment 43(e)(3)(ii)-5 to new
comment 32(b)(1)(1)(E)-2, with a
revision to the cross-reference for the
comment addressing ‘“‘comparable
transaction.”

Proposed comment 43(e)(3)(ii)-3
would have included an example to
illustrate the rule permitting exclusion
of two bona fide discount points. The
example would have assumed a covered
transaction that is a first-lien, purchase
money home mortgage with a fixed
interest rate and a 30-year term. It
would also have assumed that the
consumer locks in an interest rate of 6
percent on May 1, 2011, that was
discounted from a rate of 6.5 percent
because the consumer paid two
discount points. Finally, assume that
the average prime offer rate as of May
1, 2011 for first-lien, purchase money
home mortgages with a fixed interest
rate and a 30-year term is 5.5 percent.

In this example, the creditor would have
been able to exclude two discount
points from the “points and fees”
calculation because the rate from which
the discounted rate was derived
exceeded the average prime offer rate for
a comparable transaction as of the date
the rate on the covered transaction was
set by only 1 percent.
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The Bureau is adopting proposed
comment 43(e)(3)(ii)-3 substantially as
proposed but renumbered as comment
32(b)(1)(1)(E)-3. The Bureau is also
adding new comment 32(b)(1)(i)(F)-1 to
explain that comments 32(b)(1)(i)(E)-1
and -2 provide guidance concerning the
definitions of “bona fide discount
point” and ‘““average prime offer rate,”
respectively.

Proposed comment 43(e)(3)(ii)—4
would have provided an example to
illustrate the rule permitting exclusion
of one bona fide discount point. The
example assumed a covered transaction
that is a first-lien, purchase money
home mortgage with a fixed interest rate
and a 30-year term. The example also
would have assumed that the consumer
locks in an interest rate of 6 percent on
May 1, 2011, that was discounted from
a rate of 7 percent because the consumer
paid four discount points. Finally, the
example would have assumed that the
average prime offer rate as of May 1,
2011, for first-lien, purchase money
home mortgages with a fixed interest
rate and a 30-year term is 5 percent.

In this example, the creditor would
have been able to exclude one discount
point from the “points and fees”
calculation because the rate from which
the discounted rate was derived (7
percent) exceeded the average prime
offer rate for a comparable transaction as
of the date the rate on the covered
transaction was set (5 percent) by only
2 percent. The Bureau is adopting
proposed comment 43(e)(3)(ii)—4
substantially as proposed but
renumbered as comment 32(b)(1)(1)(F)-
2.

32(b)(1)(ii)

When HOEPA was enacted in 1994, it
required that “all compensation paid to
mortgage brokers” be counted toward
the threshold for points and fees that
triggers special consumer protections
under the statute. Specifically, TILA
section 103(aa)(4) provided that charges
are included in points and fees only if
they are payable at or before
consummation and did not expressly
address whether “backend” payments
from creditors to mortgage brokers
funded out of the interest rate
(commonly referred to as yield spread
premiums) are included in points and
fees.”9 This requirement is implemented

79 Some commenters use the term “‘yield spread
premium” to refer to any payment from a creditor
to a mortgage broker that is funded by increasing
the interest rate that would otherwise be charged to
the consumer in the absence of that payment. These
commenters generally assume that any payment to
the brokerage firm by the creditor is funded out of
the interest rate, reasoning that had the consumer
paid the brokerage firm directly, the creditor would

in existing § 1026.32(b)(1)(ii), which
requires that all compensation paid by
consumers directly to mortgage brokers
be included in points and fees, but does
not address compensation paid by
creditors to mortgage brokers or
compensation paid by any company to
individual employees (such as loan
officers who are employed by a creditor
or mortgage broker).

The Dodd-Frank Act substantially
expanded the scope of compensation
included in points and fees for both the
high-cost mortgage threshold in HOEPA
and the qualified mortgage points and
fees limits.80 Section 1431 of the Dodd-
Frank Act amended TILA to require that
“all compensation paid directly or
indirectly by a consumer or creditor to
a mortgage originator from any source,
including a mortgage originator that is
also the creditor in a table-funded
transaction,” be included in points and
fees. TILA section 103(bb)(4)(B)
(emphasis added). Under amended
TILA section 103(bb)(4)(B),
compensation paid to anyone that
qualifies as a “‘mortgage originator” is to
be included in points and fees.8 Thus,
in addition to compensation paid to
mortgage brokerage firms and individual
brokers, points and fees also includes
compensation paid to other mortgage
originators, including employees of a
creditor (i.e., loan officers). In addition,
as noted above, the Dodd-Frank Act
removed the phrase ‘“payable at or

have had lower expenses and would have been able
to charge a lower rate. Other commenters use the
term “yield spread premium” more narrowly to
refer only to a payment from a creditor to a
mortgage broker that is based on the interest rate,
i.e., the mortgage broker receives a larger payment
if the consumer agrees to a higher interest rate. To
avoid confusion, the Bureau is limiting its use of
the term and is instead more specifically describing
the payment at issue.

80 Currently, the points and fees threshold for
determining whether a loan is a high-cost mortgage
is the greater of 8 percent of the total loan amount
or $400 (adjusted for inflation). Section 1431 of the
Dodd-Frank Act lowered the points and fees
threshold for determining whether a loan is a high-
cost mortgage to 5 percent of the total transaction
amount for loans of $20,000 or more and to the
lesser of 8 percent of the total transaction amount
or $1,000 for loans less than $20,000.

81 “Mortgage originator” is generally defined to
include “any person who, for direct or indirect
compensation or gain, or in the expectation of
direct or indirect compensation or gain—(i) takes a
residential mortgage loan application; (ii) assists a
consumer in obtaining or applying to obtain a
residential mortgage loan; or (iii) offers or negotiates
terms of a residential mortgage loan.” TILA section
103(dd)(2). The statute excludes certain persons
from the definition, including a person who
performs purely administrative or clerical tasks; an
employee of a retailer of manufactured homes who
does not take a residential mortgage application or
offer or negotiate terms of a residential mortgage
loan; and, subject to certain conditions, real estate
brokers, sellers who finance three or fewer
properties in a 12-month period, and servicers.
TILA section 103(dd)(2)(C) through (F).

before closing” from the high-cost
mortgage points and fees test and did
not apply the “payable at or before
closing” limitation to the points and
fees cap for qualified mortgages. See
TILA sections 103(bb)(1)(A)(ii) and
129C(b)(2)(A)(vii), (b)(2)(C). Thus, the
statute appears to contemplate that even
compensation paid to mortgage brokers
and other loan originators after
consummation should be counted
toward the points and fees thresholds.

This change is one of several
provisions in the Dodd-Frank Act that
focus on loan originator compensation
and regulation, in apparent response to
concerns that industry compensation
practices contributed to the mortgage
market crisis by creating strong
incentives for brokers and retail loan
officers to steer consumers into higher-
priced loans. Specifically, loan
originators were often paid a
commission by creditors that increased
with the interest rate on a transaction.
These commissions were funded by
creditors through the increased revenue
received by the creditor as a result of the
higher rate paid by the consumer and
were closely tied to the price the
creditor expected to receive for the loan
on the secondary market as a result of
that higher rate.82 In addition, many
mortgage brokers charged consumers
up-front fees to cover some of their costs
at the same time that they accepted
backend payments from creditors out of
the rate. This may have contributed to
consumer confusion about where the
brokers’ loyalties lay.

The Dodd-Frank Act took a number of
steps to address loan originator
compensation issues, including: (1)
Adopting requirements that loan
originators be “qualified” as defined by
Bureau regulations; (2) generally
prohibiting compensation based on rate
and other terms (except for loan
amount) and prohibiting a loan
originator from receiving compensation
from both consumers and other parties
in a single transaction; (3) requiring the
promulgation of additional rules to
prohibit steering consumers to less
advantageous transactions; (4) requiring
the disclosure of loan originator
compensation; and (5) restricting loan
originator compensation under HOEPA
and the qualified mortgage provisions
by including such compensation within
the points and fees calculations. See
TILA sections 103(bb)(4)(A)(ii), (B);

82 For more detailed discussions, see the Bureau’s
2012 Loan Originator Proposal and the final rule
issued by the Board in 2010. 77 FR 55272, 55276,
55290 (Sept. 7,2012); 75 FR 58509, 5815-16,
58519-20 (Sept. 24, 2010) (2010 Loan Originator
Final Rule).
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128(a)(18); 129B(b), (c);
129C(b)(2)(A)(vii), (C)().

The Board proposed revisions to
§226.32(b)(1)(ii) to implement the
inclusion of more forms of loan
originator compensation into the points
and fees thresholds. Those proposed
revisions tracked the statutory language,
with two exceptions. First, proposed
§226.32(b)(1)(i1) did not include the
phrase “from any source.”” The Board
noted that the statute covers
compensation paid “directly or
indirectly” to the loan originator, and
concluded that it would be redundant to
cover compensation “from any source.”
Second, for consistency with Regulation
Z, the proposal used the term “loan
originator’ as defined in § 226.36(a)(1),
rather than the term “mortgage
originator” that appears in section 1401
of the Dodd-Frank Act. See TILA section
103(cc)(2). The Board explained that it
interpreted the definitions of mortgage
originator under the statute and loan
originator under existing Regulation Z
to be generally consistent, with one
exception that the Board concluded was
not relevant for purposes of the points
and fees thresholds. Specifically, the
statutory definition refers to “any
person who represents to the public,
through advertising or other means of
communicating or providing
information (including the use of
business cards, stationery, brochures,
signs, rate lists, or other promotional
items), that such person can or will
provide” the services listed in the
definition (such as offering or
negotiating loan terms), while the
existing Regulation Z definition does
not include persons solely on this basis.
The Board concluded that it was not
necessary to add this element of the
definition to implement the points and
fees calculations anyway, reasoning that
the calculation of points and fees is
concerned only with loan originators
that receive compensation for
performing defined origination
functions in connection with a
consummated loan. The Board noted
that a person who merely represents to
the public that such person can offer or
negotiate mortgage terms for a consumer
has not yet received compensation for
that function, so there is no
compensation to include in the
calculation of points and fees for a
particular transaction.

In the proposed commentary, the
Board explained what compensation
would and would not have been
included in points and fees under
proposed § 226.32(b)(1)(ii). The Board
proposed to revise existing comment
32(b)(1)(ii)-1 to clarify that
compensation paid by either a consumer

or a creditor to a loan originator, as
defined in §1026.36(a)(1), would be
included in points and fees. Proposed
comment 32(b)(1)(ii)—1 also stated that
loan originator compensation already
included in points and fees because it
is included in the finance charge under
§226.32(b)(1)(i) would not be counted
again under § 226.32(b)(1)(ii).

Proposed comment 32(b)(1)(ii)-2.i
stated that, in determining points and
fees, loan originator compensation
includes the dollar value of
compensation paid to a loan originator
for a specific transaction, such as a
bonus, commission, yield spread
premium, award of merchandise,
services, trips, or similar prizes, or
hourly pay for the actual number of
hours worked on a particular
transaction. Proposed comment
32(b)(1)(ii)-2.ii clarified that loan
originator compensation excludes
compensation that cannot be attributed
to a transaction at the time of
origination, including, for example, the
base salary of a loan originator that is
also the employee of the creditor, or
compensation based on the performance
of the loan originator’s loans or on the
overall quality of a loan originator’s loan
files. Proposed comment 32(b)(1)(ii)-2.i
also explained that compensation paid
to a loan originator for a covered
transaction must be included in the
points and fees calculation for that
transaction whenever paid, whether at
or before closing or any time after
closing, as long as the compensation
amount can be determined at the time
of closing. In addition, proposed
comment 32(b)(1)(ii)-2.i provided three
examples of compensation paid to a
loan originator that would have been
included in the points and fees
calculation.

Proposed comment 32(b)(1)(ii)-3
stated that loan originator compensation
includes amounts the loan originator
retains and is not dependent on the
label or name of any fee imposed in
connection with the transaction.
Proposed comment 32(b)(1)(ii)-3 offered
an example of a loan originator
imposing and retaining a ‘“processing
fee” and stated that such a fee is loan
originator compensation, regardless of
whether the loan originator expends the
fee to process the consumer’s
application or uses it for other expenses,
such as overhead.

The Board requested comment on the
types of loan originator compensation
that must be included in points and
fees. The Board also sought comment on
the appropriateness of specific examples
given in the commentary.

Many industry commenters objected
to the basic concept of including loan

originator compensation in points and
fees, urging the Bureau to use its
exception authority to exclude loan
originator compensation from points
and fees altogether. Several industry
commenters contended that other
statutory provisions and rules,
including the Secure and Fair
Enforcement for Mortgage Licensing Act
of 2008 (SAFE Act), the Board’s 2010
Loan Originator Final Rule, and certain
Dodd-Frank Act provisions (including
those proposed to be implemented in
the Bureau’s 2012 Loan Originator
Proposal), adequately regulate loan
originator compensation and prohibit or
restrict problematic loan originator
compensation practices. Accordingly,
they argued it is therefore unnecessary
to include loan originator compensation
in points and fees.

Many industry commenters also
asserted that the amount of
compensation paid to loan originators
has little or no bearing on a consumer’s
ability to repay a mortgage, and thus
that including loan originator
compensation in points and fees under
this rulemaking is unnecessary. They
further asserted that including loan
originator compensation in points and
fees would greatly increase compliance
burdens on creditors, discourage
creditors from making qualified
mortgages, and ultimately reduce access
to credit and increase the cost of credit.

Several industry commenters argued
that, if the Bureau does not exclude all
loan originator compensation from
points and fees, then the Bureau should
at least exclude compensation paid to
individual loan originators (i.e., loan
officers who are employed by creditors
or mortgage brokerage firms). They
argued that compensation paid to
individual loan originators is already
included in the cost of the loan, either
in the interest rate or in origination fees.
They maintained that including
compensation paid to individual loan
originators in points and fees would
therefore constitute double counting.

Several industry commenters also
claimed that they would face significant
challenges in determining the amount of
compensation for individual loan
originators. They noted that creditors
need clear, objective standards for
determining whether loans satisfy the
qualified mortgage standard, and that
the complexity of apportioning
compensation to individual loans at the
time of each closing to determine the
amount of loan originator compensation
to count toward the points and fees cap
would create uncertainty. They also
noted that having to track individual
loan originators’ compensation and
allocate that compensation to individual
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loans would create additional
compliance burdens, particularly for
compensation paid after closing. Several
industry commenters also stated that
estimating loan originator compensation
in table-funded transactions would
prove difficult because the funding
assignee may not know the amount paid
by the table-funded creditor to the
individual loan originator.

Several industry commenters also
asserted that including compensation
paid to individual loan originators
would lead to anomalous results:
Otherwise identical loans could have
significant differences in points and fees
depending on the timing of the mortgage
loan or the identity of the loan officer.
They noted, for example, that a loan that
qualifies a loan officer for a substantial
bonus because it enables a loan officer
to satisfy a long-term (e.g., annual)
origination-volume target or a loan that
is originated by a high-performing loan
officer could have substantially higher
loan originator compensation, and thus
substantially higher points and fees,
than an otherwise identical loan.
Because the consumers would not be
paying higher fees or interest rates
because of such circumstances, the
commenters argued that the result
would not further the goals of the
statute.

Some industry commenters made a
separate argument that the proposed
method for including loan originator
compensation in points and fees would
create an unfair playing field for
mortgage brokers. These commenters
noted that, since a brokerage firm can be
paid by only one source under the
Board’s 2010 Loan Originator Final Rule
and related provisions of the Dodd-
Frank Act, a payment by a creditor to a
mortgage broker must cover both the
broker’s overhead costs and the cost of
compensating the individual that
worked on the transaction. The
creditor’s entire payment to the
mortgage broker is loan originator
compensation that is included in points
and fees, so that loan originator
compensation in a wholesale
transaction includes both the
compensation received from the creditor
to cover the overhead costs of the
mortgage broker and the compensation
that the broker passes through to the
individual employee who worked on
the transaction. By contrast, in a loan
obtained directly from a creditor, the
creditor would have to include in points
and fees the compensation paid to the
loan officer, but could choose to recover
its overhead costs through the interest
rate rather than an up-front charge that
would count toward the points and fees
thresholds. One industry commenter

provided examples illustrating that, as a
result of this difference, loans obtained
through a mortgage broker could have
interest rates and fees identical to those
in a loan obtained directly through a
creditor but could have significantly
higher loan originator compensation
included in points and fees. Thus,
particularly for smaller loan amounts,
commenters expressed concern that it
would be difficult for loans originated
through mortgage brokers to remain
under the points and fees limits for
qualified mortgages.

A nonprofit loan originator
commenter also argued that including
loan originator compensation in points
and fees could undercut programs that
help low and moderate income
consumers obtain affordable mortgages.
This commenter noted that it relies on
payments from creditors to help it
provide services to consumers and that
counting such payments as loan
originator compensation and including
them in points and fees could
jeopardize its programs. The commenter
requested that this problem be
addressed by excluding nonprofit
organizations from the definition of loan
originator or by excluding payments by
creditors to nonprofit organizations
from points and fees.

Consumer advocates approved of
including loan originator compensation
in points and fees, regardless of when
and by whom the compensation is paid.
They asserted that including loan
originator compensation would promote
more consistent treatment by ensuring
that all payments that loan originators
receive count toward the points and fees
thresholds, regardless of whether the
payment is made by the consumer or the
creditor and whether it is paid through
the rate or through up-front fees. They
maintained that the provision was
intended to help prevent consumers
from paying excessive amounts for loan
origination services. More specifically,
some consumer advocates argued that
the Dodd-Frank Act provision requiring
inclusion of loan originator
compensation in points and fees is an
important part of a multi-pronged
approach to address widespread
steering of consumers into more
expensive mortgage transactions, and in
particular, to address the role of
commissions funded through the
interest rate in such steering. The
consumer advocates noted that separate
prohibitions on compensation based on
terms and on a loan originator’s
receiving compensation from both the
consumer and another party do not limit
the amount of compensation a loan
originator can receive or prevent a loan
originator from inducing consumers to

agree to above-market interest rates.
They expressed concern that,
particularly in the subprime market,
loan originators could specialize in
originating transactions with above-
market interest rates, with the
expectation they could arrange to
receive above-market compensation for
all of their transactions. Consumer
advocates argued that counting all
methods of loan originator
compensation toward the points and
fees thresholds was intended to deter
such conduct.

Consumer advocates also pointed out
that in the wholesale context, the
consumer has the option of paying the
brokerage firm directly for its services.
Such payments have always been
included within the calculation of
points and fees for HOEPA purposes.
The advocates argued that when a
consumer elects not to make the up-
front payment but instead elects to fund
the same amount of money for the
brokerage through an increased rate,
there is no justification for treating the
money received by the brokerage as a
result of the consumer’s decision any
differently.

The Bureau has carefully considered
the comments received in light of the
concerns about various issues with
regard to loan originator compensation
practices, the general concerns about the
impacts of the ability-to-repay/qualified
mortgage rule and revised HOEPA
thresholds on a market in which access
to mortgage credit is already extremely
tight, differences between the retail and
wholesale origination channels, and
practical considerations regarding both
the burdens of day-to-day
implementation and the opportunities
for evasion by parties who wish to
engage in rent-seeking. As discussed
further below, the Bureau is concerned
about implementation burdens and
anomalies created by the requirement to
include loan originator compensation in
points and fees, the impacts that it
could have on pricing and access to
credit, and the risks that rent-seekers
will continue to find ways to evade the
statutory scheme. Nevertheless, the
Bureau believes that, in light of the
historical record and of Congress’s
evident concern with loan originator
compensation practices, it would not be
appropriate to waive the statutory
requirement that loan originator
compensation be included in points and
fees. The Bureau has, however, worked
to craft the rule that implements
Congress’s judgment in a way that is
practicable and that reduces potential
negative impacts of the statutory
requirement, as discussed below. The
Bureau is also seeking comment in the
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concurrent proposal being published
elsewhere in today’s Federal Register
on whether additional measures would
better protect consumers and reduce
implementation burdens and
unintended consequences.

Accordingly, the Bureau in adopting
§1026.32(b)(1)(ii) has generally tracked
the statutory language and the Board’s
proposal in the regulation text, but has
expanded the commentary to provide
more detailed guidance to clarify what
compensation must be included in
points and fees. The Dodd-Frank Act
requires inclusion in points and fees of
“all compensation paid directly or
indirectly by a consumer or creditor to
a mortgage originator from any source,
including a mortgage originator that is
also the creditor in a table-funded
transaction.” See TILA section
103(bb)(4)(B). Consistent with the
Board’s proposal, revised
§1026.32(b)(ii) does not include the
phrase “from any source.” The Bureau
agrees that the phrase is unnecessary
because the provision expressly covers
compensation paid “directly or
indirectly” to the loan originator. Like
the Board’s proposal, the final rule also
uses the term ““loan originator” as
defined in § 1026.36(a)(1), not the term
“mortgage originator”” under section
1401 of the Dodd-Frank Act. See TILA
section 103(cc)(2). The Bureau agrees
that the definitions are consistent in
relevant respects and notes that it is in
the process of amending the regulatory
definition to harmonize it even more
closely with the Dodd-Frank Act
definition of “mortgage originator.” 83
Accordingly, the Bureau believes use of
consistent terminology in Regulation Z
will facilitate compliance. Finally, as
revised, § 1026.32(b)(1)(ii) also does not
include the language in proposed
§ 226.32(b)(1)(ii) that specified that the
provision also applies to a loan
originator that is the creditor in a table-
funded transaction. The Bureau has
concluded that that clarification is
unnecessary because a creditor in a
table-funded transaction is already
included in the definition of loan
originator in § 1026.36(a)(1). To clarify
what compensation must be included in
points and fees, revised
§1026.32(b)(1)(ii) specifies that
compensation must be included if it can
be attributed to the particular
transaction at the time the interest rate
is set. These limitations are discussed in
more detail below.

In adopting the general rule, the
Bureau carefully considered arguments
by industry commenters that loan

83 See 2012 Loan Originator Proposal, 77 FR
55283-88.

originator compensation should not be
included in points and fees because
other statutory provisions and rules
already regulate loan originator
compensation, because loan originator
compensation is already included in the
costs of mortgage loans, and because
including loan originator compensation
in points and fees would push many
loans over the 3 percent cap on points
and fees for qualified mortgages (or even
over the points and fees limits for
determining whether a loan is a high-
cost mortgage under HOEPA), which
would increase costs and impair access
to credit.

The Bureau views the fact that other
provisions within the Dodd-Frank Act
address other aspects of loan originator
compensation and activity as evidence
of the high priority that Congress placed
on regulating such compensation. The
other provisions pointed to by the
commenters address specific
compensation practices that created
particularly strong incentives for loan
originators to “upcharge’”” consumers on
a loan-by-loan basis and particular
confusion about loan originators’
loyalties. The Bureau believes that the
inclusion of loan originator
compensation in points and fees has
distinct purposes. In addition to
discouraging more generalized rent-
seeking and excessive loan originator
compensation, the Bureau believes that
Congress may have been focused on
particular risks to consumers. Thus,
with respect to qualified mortgages,
including loan originator compensation
in points and fees helps to ensure that,
in cases in which high up-front
compensation might otherwise cause
the creditor and/or loan originator to be
less concerned about long-term
sustainability, the creditor is not able to
invoke a presumption of compliance if
challenged to demonstrate that it made
a reasonable and good faith
determination of the consumer’s ability
to repay the loan. Similarly in HOEPA,
the threshold triggers additional
consumer protections, such as enhanced
disclosures and housing counseling, for
the loans with the highest up-front
pricing.

The Bureau recognizes that the
method that Congress chose to
effectuate these goals does not ensure
entirely consistent results as to whether
a loan is a qualified mortgage or a high-
cost transaction. For instance, loans that
are identical to consumers in terms of
up-front costs and interest rate may
nevertheless have different points and
fees based on the identity of the loan
originator who handled the transaction
for the consumer, since different
individual loan originators in a retail

environment or different brokerage
firms in a wholesale environment may
earn different commissions from the
creditor without that translating in
differences in costs to the consumer. In
addition, there are anomalies
introduced by the fact that “loan
originator” is defined to include
mortgage broker firms and individual
employees hired by either brokers or
creditors, but not creditors themselves.
As a result, counting the total
compensation paid to a mortgage broker
firm will capture both the firm’s
overhead costs and the compensation
that the firm passes on to its individual
loan officer. By contrast, in a retail
transaction, the creditor would have to
include in points and fees the
compensation that it paid to its loan
officer, but would continue to have the
option of recovering its overhead costs
through the interest rate, instead of an
up-front charge, to avoid counting them
toward the points and fees thresholds.
Indeed, the Bureau expects that the new
requirement may prompt creditors to
shift certain other expenses into rate to
stay under the thresholds.

Nevertheless, to the extent there are
anomalies from including loan
originator compensation in points and
fees, these anomalies appear to be the
result of deliberate policy choices by
Congress to expand the historical
definition of points and fees to include
all methods of loan originator
compensation, whether derived from
up-front charges or from the rate,
without attempting to capture all
overhead expenses by creditors or the
gain on sale that the creditor can realize
upon closing a mortgage. The Bureau
agrees that counting loan originator
compensation that is structured through
rate toward the points and fees
thresholds could cause some loans not
to be classified as qualified mortgages
and to trigger HOEPA protections,
compared to existing treatment under
HOEPA and its implementing
regulation. However, the Bureau views
this to be exactly the result that
Congress intended.

In light of the express statutory
language and Congress’s evident
concern with increasing consumer
protections in connection with high
levels of loan originator compensation,
the Bureau does not believe that it is
appropriate to use its exception or
adjustment authority in TILA section
105(a) or in TILA section
129C(b)(3)(B)(i) to exclude loan
originator compensation entirely from
points and fees for qualified mortgages
and HOEPA. As discussed below,
however, the Bureau is attempting to
implement the points and fees
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requirements with as much sensitivity
as practicable to potential impacts on
the pricing of and availability of credit,
anomalies and unintended
consequences, and compliance burdens.

The Bureau also carefully considered
comments urging it to exclude
compensation paid to individual loan
originators from points and fees, but
ultimately concluded that such a result
would be inconsistent with the plain
language of the statute and could
exacerbate the potential inconsistent
effects of the rule on different mortgage
origination channels. As noted above,
many industry commenters argued that,
even if loan originator compensation
were not excluded altogether, at least
compensation paid to individual loan
originators should be excluded from
points and fees. Under this approach,
only payments to mortgage brokers
would be included in points and fees.
The commenters contended that it
would be difficult to track
compensation paid to individual loan
originators, particularly when that
compensation may be paid after
consummation of the loan and that it
would create substantial compliance
problems. They also argued that
including compensation paid to
individual loan originators in points
and fees would create anomalies, in
which identical transactions from the
consumer’s perspective (i.e., the same
interest rate and up-front costs) could
nevertheless have different points and
fees because of loan originator
compensation.

As explained above, the Bureau does
not believe it is appropriate to use its
exception authority to exclude loan
originator compensation from points
and fees, and even using that exception
authority more narrowly to exclude
compensation paid to individual loan
originators could undermine Congress’s
apparent goal of providing stronger
consumer protections in cases of high
loan originator compensation. Although
earlier versions of legislation focused
specifically on compensation to
“mortgage brokers,”” which is consistent
with existing HOEPA, the Dodd-Frank
Act refers to compensation to “mortgage
originators,” a term that is defined in
detail elsewhere in the statute to
include individual loan officers
employed by both creditors and brokers,
in addition to the brokers themselves.
To the extent that Congress believed
that high levels of loan originator
compensation evidenced additional risk
to consumers, excluding individual loan
originators from consideration appears
inconsistent with this policy judgment.

Moreover, the Bureau notes that using
exception authority to exclude

compensation paid to individual loan
originators would exacerbate the
differential treatment between the retail
and wholesale channels concerning
overhead costs. As noted above,
compensation paid by the consumer or
creditor to the mortgage broker
necessarily will include amounts for
both the mortgage broker’s overhead and
profit and for the compensation the
mortgage broker passes on to its loan
officer. Excluding individual loan
officer compensation on the retail side,
however, would effectively exempt
creditors from counting any loan
originator compensation at all toward
points and fees. Thus, for transactions
that would be identical from the
consumer’s perspective in terms of
interest rate and up-front costs, the
wholesale transaction could have
significantly higher points and fees
(because the entire payment from the
creditor to the mortgage broker would
be captured in points and fees), while
the retail transaction might include no
loan origination compensation at all in
points and fees. Such a result would put
brokerage firms at a disadvantage in
their ability to originate qualified
mortgages and put them at significantly
greater risk of originating HOEPA loans.
This in turn could constrict the supply
of loan originators and the origination
channels available to consumers to their
detriment.

The Bureau recognizes that including
compensation paid to individual loan
originators, such as loan officers, with
respect to individual transactions may
impose additional burdens. For
example, creditors will have to track
employee compensation for purposes of
complying with the rule, and the
calculation of points and fees will be
more complicated. However, the Bureau
notes that creditors and brokers already
have to monitor compensation more
carefully as a result of the 2010 Loan
Originator Final Rule and the related
Dodd-Frank Act restrictions on
compensation based on terms and on
dual compensation. The Bureau also
believes that these concerns can be
reduced by providing clear guidance on
issues such as what types of
compensation are covered, when
compensation is determined, and how
to avoid “double-counting” payments
that are already included in points and
fees calculations. The Bureau has
therefore revised the Board’s proposed
regulation and commentary to provide
more detailed guidance, and is seeking
comment in the proposal published
elsewhere in the Federal Register today
on additional guidance and potential

implementation issues among other
matters.

As noted above, the Bureau is revising
§1026.32(b)(1)(ii) to clarify that
compensation must be counted toward
the points and fees thresholds if it can
be attributed to the particular
transaction at the time the interest rate
is set. The Bureau is also revising
comment 32(b)(1)(ii)-1 to explain in
general terms when compensation
qualifies as loan originator
compensation that must be included in
points and fees. In particular,
compensation paid by a consumer or
creditor to a loan originator is included
in the calculation of points and fees,
provided that such compensation can be
attributed to that particular transaction
at the time the interest rate is set. The
Bureau also incorporates part of
proposed comment 32(b)(1)(ii)-3 into
revised comment 32(b)(1)(ii)-1,
explaining that loan originator
compensation includes amounts the
loan originator retains, and is not
dependent on the label or name of any
fee imposed in connection with the
transaction. However, revised comment
32(b)(1)(ii)—1 does not include the
example from proposed comment
32(b)(1)(ii)-3, which stated that, if a
loan originator imposes a processing fee
and retains the fee, the fee is loan
originator compensation under
§1026.32(b)(1)(ii) whether the originator
expends the fee to process the
consumer’s application or uses it for
other expenses, such as overhead. That
example may be confusing in this
context because a processing fee paid to
a loan originator likely would be a
finance charge under § 1026.4 and
would therefore already be included in
points and fees under § 1026.32(b)(1)(i).

Revised comment 32(b)(1)(ii)-2.1
explains that compensation, such as a
bonus, commission, or an award of
merchandise, services, trips or similar
prizes, must be included only if it can
be attributed to a particular transaction.
The requirement that compensation is
included in points and fees only if it can
be attributed to a particular transaction
is consistent with the statutory
language. The Dodd-Frank Act provides
that, for the points and fees tests for
both qualified mortgages and high-cost
mortgages, only charges that are “in
connection with” the transaction are
included in points and fees. See TILA
sections 103(bb)(1)(A)(i) (high-cost
mortgages) and 129C(b)(2)(A)(vii)
(qualified mortgages). Limiting loan
originator compensation to
compensation that is attributable to the
transaction implements the statutory
requirement that points and fees are “in
connection” with the transaction. This
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limitation also makes the rule more
workable. Compensation is included in
points and fees only if it can be
attributed to a specific transaction to
facilitate compliance with the rule and
avoid over-burdening creditors with
complex calculations to determine, for
example, the portion of a loan officer’s
salary that should be counted in points
and fees.84 For clarity, the Bureau has
moved the discussion of the timing of
loan originator compensation into new
comment 32(b)(1)(ii)-3, and has added
additional examples to 32(b)(1)(ii)—4, to
illustrate the types and amount of
compensation that should be included
in points and fees.

Revised comment 32(b)(1)(ii)-2.ii
explains that loan originator
compensation excludes compensation
that cannot be attributed to a particular
transaction at the time the interest rate
is set, including, for example,
compensation based on the long-term
performance of the loan originator’s
loans or on the overall quality of the
loan originator’s loan files. The base
salary of a loan originator is also
excluded, although additional
compensation that is attributable to a
particular transaction must be included
in points and fees. The Bureau has
decided to seek further comment in the
concurrent proposal regarding treatment
of hourly wages for the actual number
of hours worked on a particular
transaction. The Board’s proposal would
have included hourly pay for the actual
number of hours worked on a particular
transaction in loan originator
compensation for purposes of the points
and fees thresholds, and the Bureau
agrees that such wages are attributable
to the particular transaction. However,
the Bureau is unclear as to whether
industry actually tracks compensation
this way in light of the administrative
burdens. Moreover, while the general
rule provides for calculation of loan
originator compensation at the time the
interest rate is set for the reasons
discussed above, the actual hours of
hours worked on a transaction would
not be known at that time. The Bureau

84]n contrast, the existing restrictions on
particular loan originator compensation structures
in §1026.36 apply to all compensation such as
salaries, hourly wages, and contingent bonuses
because those restrictions apply only at the time
such compensation is paid, and therefore they can
be applied with certainty. Moreover, those rules
also provide for different treatment of compensation
that is not “‘specific to, and paid solely in
connection with, the transaction,” where such a
distinction is necessary for reasons of practical
application of the rule. See comment 36(d)(2)-1
(prohibition of loan originator receiving
compensation directly from consumer and also
from any other person does not prohibit consumer
payments where loan originator also receives salary
or hourly wage).

is therefore seeking comment on issues
relating to hourly wages, including
whether to require estimates of the
hours to be worked between rate set and
consummation.

New comment 32(b)(1)(ii)-3 explains
that loan originator compensation must
be included in the points and fees
calculation for a transaction whenever
the compensation is paid, whether
before, at or after closing, as long as that
compensation amount can be attributed
to the particular transaction at the time
the interest rate is set. Some industry
commenters expressed concern that it
would be difficult to determine the
amount of compensation that would be
paid after consummation and that
creditors might have to recalculate loan
originator compensation (and thus
points and fees) after underwriting if,
for example, a loan officer became
eligible for higher compensation
because other transactions had been
consummated. The Bureau appreciates
that industry participants need certainty
at the time of underwriting as to
whether transactions will exceed the
points and fees limits for qualified
mortgages (and for high-cost mortgages).
To address this concern, the comment
32(b)(1)(ii)-3 explains that loan
originator compensation should be
calculated at the time the interest rate is
set. The Bureau believes that the date
the interest rate is set is an appropriate
standard for calculating loan originator
compensation. It would allow creditors
to be able to calculate points and fees
with sufficient certainty so that they
know early in the process whether a
transaction will be a qualified mortgage
or a high-cost mortgage.

As noted above, several industry
commenters argued that including loan
originator compensation in points and
fees would result in double counting.
They stated that creditors often will
recover loan originator compensation
costs through origination charges, and
these charges are already included in
points and fees under § 1026.32(b)(1)(i).
However, the underlying statutory
provisions as amended by the Dodd-
Frank Act do not express any limitation
on its requirement to count loan
originator compensation toward the
points and fees test. Rather, the literal
language of TILA section 103(bb)(4) as
amended by the Dodd-Frank Act defines
points and fees to include all items
included in the finance charge (except
interest rate), all compensation paid
directly or indirectly by a consumer or
creditor to a loan originator, “and”
various other enumerated items. The
use of “and” and the references to “all”
compensation paid “directly or
indirectly” and “from any source”

suggest that compensation should be
counted as it flows downstream from
one party to another so that it is counted
each time that it reaches a loan
originator, whatever the previous
source.

The Bureau believes the statute would
be read to require that loan originator
compensation be treated as additive to
the other elements of points and fees.
The Bureau believes that an automatic
literal reading of the statute in all cases,
however, would not be in the best
interest of either consumers or industry.
For instance, the Bureau does not
believe that it is necessary or
appropriate to count the same payment
made by a consumer to a mortgage
broker firm twice, simply because it is
both part of the finance charge and loan
originator compensation. Similarly, the
Bureau does not believe that, where a
payment from either a consumer or a
creditor to a mortgage broker is counted
toward points and fees, it is necessary
or appropriate to count separately funds
that the broker then passes on to its
individual employees. In each case, any
costs and risks to the consumer from
high loan originator compensation are
adequately captured by counting the
funds a single time against the points
and fees cap; thus, the Bureau does not
believe the purposes of the statute
would be served by counting some or all
of the funds a second time, and is
concerned that doing so could have
negative impacts on the price and
availability of credit.

Determining the appropriate
accounting rule is significantly more
complicated, however, in situations in
which a consumer pays some up-front
charges to the creditor and the creditor
pays loan originator compensation to
either its own employee or to a mortgage
broker firm. Because money is fungible,
tracking how a creditor spends money it
collects in up-front charges versus
amounts collected through the rate to
cover both loan originator compensation
and its other overhead expenses would
be extraordinarily complex and
cumbersome. To facilitate compliance,
the Bureau believes it is appropriate and
necessary to adopt one or more
generalized rules regarding the
accounting of various payments.
However, the Bureau does not believe it
yet has sufficient information with
which to choose definitively between
the additive approach provided for in
the statutory language and other
potential methods of accounting for
payments in light of the multiple
practical and complex policy
considerations involved.

The potential downstream effects of
different accounting methods are
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significant. Under the additive approach
where no offsetting consumer payments
against creditor-paid loan originator
compensation is allowed, creditors
whose combined loan originator
compensation and up-front charges
would otherwise exceed the points and
fees limits would have strong incentives
to cap their up-front charges for other
overhead expenses under the threshold
and instead recover those expenses by
increasing interest rates to generate
higher gains on sale. This would
adversely affect consumers who prefer a
lower interest rate and higher up-front
costs and, at the margins, could result
in some consumers being unable to
qualify for credit. Additionally, to the
extent creditors responded to a “no
offsetting” rule by increasing interest
rates, this could increase the number of
qualified mortgages that receive a
rebuttable rather than conclusive
presumption of compliance.

One alternative would be to allow all
consumer payments to offset creditor-
paid loan originator compensation.
However, a “full offsetting” approach
would allow creditors to offset much
higher levels of up-front points and fees
against expenses paid through rate
before the heightened consumer
protections required by the Dodd-Frank
Act would apply. Particularly under
HOEPA, this may raise tensions with
Congress’s apparent intent. Other
alternatives might use a hybrid
approach depending on the type of
expense, type of loan, or other factors,
but would involve more compliance
complexity.

In light of the complex
considerations, the Bureau believes it is
necessary to seek additional notice and
comment. The Bureau therefore is
finalizing this rule without qualifying
the statutory result and is proposing two
alternative comments in the concurrent
proposal, one of which would explicitly
preclude offsetting, and the other of
which would allow full offsetting of any
consumer-paid charges against creditor-
paid loan originator compensation. The
Bureau is also proposing comments to
clarify treatment of compensation paid
by consumers to mortgage brokers and
by mortgage brokers to their individual
employees. The Bureau is seeking
comment on all aspects of this issue,
including the market impacts and
whether adjustments to the final rule
would be appropriate. In addition, the
Bureau is seeking comment on whether
it would be helpful to provide for
additional adjustment of the rules or
additional commentary to clarify any
overlaps in definitions between the
points and fees provisions in this
rulemaking and the HOEPA rulemaking

and the provisions that the Bureau is
separately finalizing in connection with
the Bureau’s 2012 Loan Originator
Compensation Proposal.

Finally, comment 32(b)(1)(ii)—4
includes revised versions of examples in
proposed comment 32(b)(1)(ii)-2, as
well as additional examples to provide
additional guidance regarding what
compensation qualifies as loan
originator compensation that must be
included in points and fees. These
examples illustrate when compensation
can be attributed to a particular
transaction at the time the interest rate
is set. New comment 32(b)(1)(ii)-5 adds
an example explaining how salary is
treated for purposes of loan originator
compensation for calculating points and
fees.

32(b)(1)(iii)

TILA section 103(aa)(4)(C) provides
that points and fees include certain real
estate-related charges listed in TILA
section 106(e) and is implemented in
§1026.32(b)(1)(iii). The Dodd-Frank Act
did not amend TILA section
103(aa)(4)(C) (but did renumber it as
section 103(bb)(4)(C)). Although the
Board indicated in the Supplementary
Information that it was not proposing
any changes, proposed § 226.32(b)(1)(iii)
would have added the phrase “payable
at or before closing of the mortgage”
loan and would have separated the
elements into three new paragraphs (A)
through (C). Thus, proposed
§226.32(b)(1)(iii) would have included
in points and fees ““all items listed in
§226.4(c)(7) (other than amounts held
for future payment of taxes) payable at
or before closing of the mortgage loan,
unless: (A) The charge is reasonable; (B)
the creditor receives no direct or
indirect compensation in connection
with the charge; and (C) the charge is
not paid to an affiliate of the creditor.”
The Board noted that the statute did not
exclude these charges if they were
payable after closing and questioned
whether such a limitation was necessary
because these charges could reasonably
be viewed as charges that by definition
are payable only at or before closing. As
noted in the section-by-section analysis
of § 1026.32(b)(1), the Board requested
comment on whether there are any other
types of fees that should be included in
points and fees only if they are payable
at or before closing.

The Board noted that during outreach
creditors had raised concerns about
including in points and fees real-estate
related fees paid to an affiliate of the
creditor, such as an affiliated title
company. Although these fees always
have been included in points and fees
for high-cost loans, creditors using

affiliated title companies were
concerned they would have difficulty
meeting the lower threshold for points
and fees for qualified mortgages. The
Board, however, did not propose to
exempt fees paid to creditor-affiliated
settlement service providers, noting that
Congress appeared to have rejected
excluding such fees from points and
fees.

Industry commenters criticized the
Board’s proposed treatment of fees paid
to affiliates as overbroad. Industry
commenters argued that a creditor’s
affiliation with a service provider, such
as a title insurance agency, does not
have any impact on the consumer’s
ability to repay a loan. They maintained
that studies over the past two decades
have shown that title services provided
by affiliated businesses are competitive
in cost compared to services provided
by unaffiliated businesses. They
contended that the rule should instead
focus solely on whether the fee is bona
fide.

These commenters also argued that
the largest real estate-related charge,
title insurance fees, are often either
mandated by State law or required to be
filed with the relevant state authority
and do not vary. Regardless of whether
the State sets the rate or requires that
the rate be filed, these commenters
argued that there are so few insurers
that rates tend to be nearly identical
among providers.

These commenters also argued that
including fees to affiliates would
negatively affect consumers. They
claimed that the inclusion of fees paid
to affiliates would cause loans that
would otherwise be qualified mortgages
to exceed the points and fees cap,
resulting in more expense to the
creditor, which would be passed
through to consumers in the form of
higher interest rates or fees, or in more
denials of credit. They also claimed that
the proposal would harm consumers by
reducing competition among settlement
service providers and by eliminating
operational efficiencies. One industry
trade association reported that some of
its members with affiliates would
discontinue offering mortgages, which
would reduce competition among
creditors, especially for creditors
offering smaller loans, since these loans
would be most affected by the points
and fees cap. They claimed that treating
affiliated and unaffiliated providers
differently would incentivize creditors
to use unaffiliated third-party service
providers to stay within the qualified
mortgage points and fees cap.

Several industry commenters noted
that RESPA permits affiliated business
arrangements and provides protections
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for consumers, including a prohibition
against requiring that consumers use
affiliates, a requirement to disclose
affiliation to consumers, and a
limitation that compensation include
only return on ownership interest.
These commenters argued that charges
paid to affiliates should be excluded
from points and fees as long the RESPA
requirements are satisfied. Several
industry commenters objected to the
requirement that charges be
“reasonable” to be excluded from points
and fees. They argued that the
requirement was vague and that it
would be difficult for a creditor to judge
whether a third-party charge met the
standard. Several commenters also
argued that the Dodd-Frank Act
provision permitting exclusion of
certain bona fide third-party charges
should apply rather than the three-part
test for items listed in § 1026.4(c)(7). See
TILA section 129C(b)(2)(C)(i).

Two consumer advocates commented
on this aspect of the proposal. They
supported including in points and fees
all fees paid to any settlement service
provider affiliated with the creditor.

The Bureau is adopting
§226.32(b)(1)(iii) as proposed but
renumbered as §1026.32(b)(1)(iii). TILA
section 103(bb)(4) specifically mandates
that fees paid to and retained by
affiliates of the creditor be included in
points and fees. The Bureau
acknowledges that including fees paid
to affiliates in points and fees could
make it more difficult for creditors using
affiliated service providers to stay under
the points and fees cap for qualified
mortgages and that, as a result, creditors
could be disincented from using
affiliated service providers. This is
especially true with respect to affiliated
title insurers because of the cost of title
insurance. On the other hand, despite
RESPA'’s regulation of fees charged by
affiliates, concerns have nonetheless
been raised that fees paid to an affiliate
pose greater risks to the consumer, since
affiliates of a creditor may not have to
compete in the market with other
providers of a service and thus may
charge higher prices that get passed on
to the consumer. The Bureau believes
that Congress weighed these competing
considerations and made a deliberate
decision not to exclude fees paid to
affiliates. This approach is further
reflected throughout title XIV, which
repeatedly amended TILA to treat fees
paid to affiliates as the equivalent to
fees paid to a creditor or loan originator.
See, e.g., Dodd-Frank Act sections 1403,
1411, 1412, 1414, and 1431. For
example, as noted above, TILA section
129C(b)(2)(C)(i), as added by section
1412 of the Dodd-Frank Act, provides

that for purposes of the qualified
mortgage points and fees test, bona fide
third-party charges are excluded other
than charges “retained by * * * an
affiliate of the creditor or mortgage
originator.” Similarly, TILA section
129B(c)(2)(B)(ii), added by section 1403
of the Dodd-Frank Act, restricts the
payment of points and fees but permits
the payment of bona fide third-party
charges unless those charges are
“retained by * * * an affiliate of the
creditor or originator.” In light of these
considerations, the Bureau does not
believe there is sufficient justification to
use its exception authority in this
instance as the Bureau cannot find,
given Congress’s clear determination,
that excluding affiliate fees from the
calculation of points and fees is
necessary or proper to effectuate the
purposes of TILA, to prevent
circumvention or evasion thereof, or to
facilitate compliance therewith.

As noted above, some commenters
objected to the requirement that charges
be “reasonable.” The Bureau notes that
a “reasonable” requirement has been in
place for many years before the Dodd-
Frank Act. TILA section 103(aa)(4)(C)
specifically provides that charges listed
in TILA section 106(e) are included in
points and fees for high-cost mortgages
unless, among other things, the charge
is reasonable. This requirement is
implemented in existing
§1026.32(b)(1)(iii). Similarly, a charge
may be excluded from the finance
charge under § 1026.4(c)(7) only if it is
reasonable. In the absence of any
evidence that this requirement has been
unworkable, the Bureau declines to alter
it. The fact that a transaction for such
services is conducted at arms-length
ordinarily should be sufficient to make
the charge reasonable. The
reasonableness requirement is not
intended to invite an inquiry into
whether a particular appraiser or title
insurance company is imposing
excessive charges.

Some commenters also maintained
that the provision permitting exclusion
of certain bona fide third-party charges
should apply rather than the three-part
test for items listed in § 1026.4(c)(7). See
TILA section 129C(b)(2)(C)(i). As
discussed in more detail in the section-
by-section analysis of
§1026.32(b)(1)(i)(D), the Bureau
concludes that § 1026.32(b)(1)(iii),
which specifically addresses exclusion
of items listed in § 1026.4(c)(7), takes
precedence over the more general
exclusion in §1026.32(b)(1)(1)(D).

The Board’s proposed comment
32(b)(1)(iii)—1 was substantially the
same as existing comment 32(b)(1)(ii)-2.
It would have provided an example of

the inclusion or exclusion of real-estate
related charges. The Bureau did not
receive substantial comment on the
proposed comment. The Bureau is
therefore adopting comment
32(b)(1)(ii)-1 substantially as proposed,
with revisions for clarity.

32(b)(1)(iv)

As amended by section 1431 of the
Dodd-Frank Act, TILA section
103(bb)(4)(D) includes in points and
fees premiums for various forms of
credit insurance and charges for debt
cancellation or suspension coverage.
The Board proposed § 226.32(b)(1)(iv) to
implement this provision. The Board
also proposed to revise comment
32(b)(1)(iv)-1 to reflect the revised
statutory language and to add new
comment 32(b)(1)(iv)-2 to clarify that
“credit property insurance” includes
insurance against loss or damage to
personal property such as a houseboat
or manufactured home.

Several commenters argued that
proposed § 226.32(b)(1)(iv) did not
accurately implement the provision in
Dodd-Frank Act section 1431 that
specifies that “insurance premiums or
debt cancellation or suspension fees
calculated and paid in full on a monthly
basis shall not be considered financed
by the creditor.” They argued that
comment 32(b)(1)(iv)—1 should be
revised so that it expressly excludes
monthly premiums for credit insurance
from points and fees, including such
premiums payable in the first month. At
least one industry commenter also
argued that voluntary credit insurance
premiums should not be included in
points and fees. Consumer advocates
supported inclusion of credit insurance
premiums in points and fees, noting that
these services can add significant costs
to mortgages.

The Bureau is adopting
§ 226.32(b)(1)(iv) substantially as
proposed, with revisions for clarity, as
renumbered § 1026.32(b)(1)(iv). As
revised, § 1026.32(b)(1)(iv) states that
premiums or other charges for “any
other life, accident, health, or loss-of-
income insurance” are included in
points and fees only if the insurance is
for the benefit of the creditor. The
Bureau is also adopting proposed
comments 32(b)(1)(iv)-1 and -2
substantially as proposed, with
revisions for clarity and consistency
with terminology in Regulation Z. The
Bureau is also adopting new comment
32(b)(1)(iv)-3 to clarify that premiums
or other charges for “any other life,
accident, health, or loss-of-income
insurance” are included in points and
fees only if the creditor is a beneficiary
of the insurance.
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As noted above, several commenters
argued that premiums paid monthly,
including the first such premium,
should not be included in points and
fees. The statute requires that premiums
“payable at or before closing” be
included in points and fees; it provides
only that premiums “‘calculated and
paid in full on a monthly basis shall not
be considered financed by the creditor.”
TILA section 103(bb)(4)(D). Thus, if the
first premium is payable at or before
closing, that payment is included in
points and fees even though the
subsequent monthly payments are not.

Another commenter argued that
voluntary credit insurance premiums
should be excluded from points and
fees. However, under the current rule,
voluntary credit insurance premiums
are included in points and fees. In light
of the fact that the Dodd-Frank Act
expanded the types of credit insurance
that must be included in points and
fees, the Bureau does not believe it
would be appropriate to reconsider
whether voluntary credit insurance
premiums should be included in points
and fees.

32(b)(1)(v)

As added by the Dodd-Frank Act, new
TILA section 103(bb)(4)(E) includes in
points and fees “‘the maximum
prepayment penalties which may be
charged or collected under the terms of
the credit transaction.” The Board’s
proposed § 226.32(b)(1)(v) closely
tracked the statutory language, but it
cross-referenced proposed
§226.43(b)(10) for the definition of
“prepayment penalty.”

Few commenters addressed this
provision. One industry commenter
argued that the maximum prepayment
penalty should not be included in
points and fees because a prepayment
that triggers the penalty may never
occur and thus the fee may never be
assessed.

The Bureau is adopting
§226.32(b)(1)(v) substantially as
proposed but renumbered as
§1026.32(b)(1)(v), with a revision to its
definitional cross-reference. As revised,
§1026.32(b)(1)(v) refers to the definition
of prepayment penalty in
§1026.32(b)(6)(i). With respect to the
comment arguing that prepayment
penalties should not be included in
points and fees, the statute requires
inclusion in points and fees of the
maximum prepayment penalties that
“may be charged or collected.” Thus,
under the statutory language, the
imposition of the charge need not be
certain for the prepayment penalty to be
included in points and fees. In this
provision (and other provisions added

by the Dodd-Frank Act, such as TILA
section 129C(c)), Congress sought to
limit and deter the use of prepayment
penalties, and the Bureau does not
believe that it would be appropriate to
exercise its exception authority in a
manner that could undermine that goal.

32(b)(1)(vi)

New TILA section 103(bb)(4)(F)
requires that points and fees include
“all prepayment fees or penalties that
are incurred by the consumer if the loan
refinances a previous loan made or
currently held by the same creditor or
an affiliate of the creditor.” The Board’s
proposed § 226.32(b)(1)(vi) would have
implemented this provision by
including in points and fees the total
prepayment penalty, as defined in
§226.43(b)(10), incurred by the
consumer if the mortgage loan is
refinanced by the current holder of the
existing mortgage loan, a servicer acting
on behalf of the current holder, or an
affiliate of either. The Board stated its
belief that this provision is intended in
part to curtail the practice of “loan
flipping,” which involves a creditor
refinancing an existing loan for financial
gain resulting from prepayment
penalties and other fees that a consumer
must pay to refinance the loan—
regardless of whether the refinancing is
beneficial to the consumer. The Board
noted that it departed from the statutory
language to use the phrases “current
holder of the existing mortgage loan”
and “‘servicer acting on behalf of the
current holder” in proposed
§226.32(b)(1)(vi) because, as a practical
matter, these are the entities that would
refinance the loan and directly or
indirectly gain from associated
prepayment penalties.

Few commenters addressed this
provision. Two consumer groups
expressed support for including these
prepayment penalties in points and fees,
arguing that many consumers were
victimized by loan flipping and the
resulting fees and charges.

The Bureau is adopting
§226.32(b)(1)(vi) substantially as
proposed but renumbered as
§1026.32(b)(1)(vi). In addition to
revising for clarity, the Bureau has also
revised §1026.32(b)(1)(vi) to refer to the
definition of prepayment penalty in
§1026.32(b)(6)(i). Like the Board, the
Bureau believes that it is appropriate for
§1026.32(b)(1)(vi) to apply to the
current holder of the existing mortgage
loan, the servicer acting on behalf of the
current holder, or an affiliate of either.
These are the entities that would
refinance the loan and gain from the
prepayment penalties on the previous
loan. Accordingly, the Bureau is

invoking its exception and adjustment
authority under TILA sections 105(a)
and 129C(b)(3)(B)(i). The Bureau
believes that adjusting the statutory
language to more precisely target the
entities that would benefit from
refinancing loans with prepayment
penalties will more effectively deter
loan flipping to collect prepayment
penalties and help preserve consumers’
access to safe, affordable credit. It also
will lessen the compliance burden on
other entities that lack the incentive for
loan flipping, such as a creditor that
originated the existing loan but no
longer holds the loan. For these reasons,
the Bureau believes that use of its
exception and adjustment authority is
necessary and proper under TILA
section 105(a) to effectuate the purposes
of TILA and to facilitate compliance
with TILA and its purposes, including
the purpose of assuring that consumers
are offered and receive residential
mortgage loans on terms that reasonably
reflect their ability to repay the loans.
Similarly, the Bureau finds that it is
necessary, proper, and appropriate to
use its authority under TILA section
129C(b)(3)(B)(i) to revise and subtract
from statutory language. This use of
authority ensures that responsible,
affordable mortgage credit remains
available to consumers in a manner
consistent with and effectuates the
purpose of TILA section 129C,
referenced above, and facilitates
compliance with section 129C of TILA.

32(b)(2)
Proposed Provisions Not Adopted

As noted in the section-by-section
analysis of § 1026.32(b)(1)(ii) above,
section 1431(c) of the Dodd-Frank Act
amended TILA to require that all
compensation paid directly or indirectly
by a consumer or a creditor to a
“mortgage originator” be included in
points and fees for high-cost mortgages
and qualified mortgages. As also noted
above, the Board’s 2011 ATR Proposal
proposed to implement this statutory
change in proposed § 226.32(b)(1)(ii)
using the term ““loan originator,” as
defined in existing § 1026.36(a)(1),
rather than the statutory term “mortgage
originator.” In turn, the Board proposed
new § 226.32(b)(2) to exclude from
points and fees compensation paid to
certain categories of persons specifically
excluded from the definition of
“mortgage originator” in amended TILA
section 103, namely employees of a
retailer of manufactured homes under
certain circumstances, certain real estate
brokers, and servicers.

The Bureau is not adopting proposed
§226.32(b)(2). The Bureau is amending
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the definition of “loan originator”
§1026.36(a)(1) and the associated
commentary to incorporate the statutory
exclusion of these persons from the
definition. Accordingly, to the extent
these persons are excluded from the
definition of loan originator
compensation, their compensation is
not loan originator compensation that
must be counted in points and fees, and
the exclusions in proposed
§ 226.32(b)(2) are no longer necessary.
Instead, in the 2013 HOEPA Final
Rule, the Bureau is finalizing the
definition of points and fees for HELOCs
in § 1026.32(b)(2). Current
§1026.32(b)(2), which contains the
definition of ““affiliate,” is being
renumbered as §1026.32(b)(5).

32(b)(3) Bona Fide Discount Point
32(b)(3)(1) Closed-End Credit

The Dodd-Frank Act defines the term
“bona fide discount points” as used in
§1026.32(b)(1)(1)(E) and (F), which, as
discussed above, permit exclusion of
“bona fide discount points” from points
and fees for qualified mortgages. TILA
section 129C(b)(2)(C)(iii) defines the
term “‘bona fide discount points” as
“loan discount points which are
knowingly paid by the consumer for the
purpose of reducing, and which in fact
result in a bona fide reduction of, the
interest rate or time-price differential
applicable to the mortgage.” TILA
section 129C(b)(2)(C)(iv) limits the types
of discount points that may be excluded
from “points and fees” to those for
which “the amount of the interest rate
reduction purchased is reasonably
consistent with established industry
norms and practices for secondary
market transactions.”

Proposed § 226.43(e)(3)(iv) would
have implemented these provisions by
defining the term “bona fide discount
point” as “any percent of the loan
amount” paid by the consumer that
reduces the interest rate or time-price
differential applicable to the mortgage
loan by an amount based on a
calculation that: (1) Is consistent with
established industry practices for
determining the amount of reduction in
the interest rate or time-price
differential appropriate for the amount
of discount points paid by the
consumer; and (2) accounts for the
amount of compensation that the
creditor can reasonably expect to
receive from secondary market investors
in return for the mortgage loan.

The Board’s proposal would have
required that the creditor be able to
show a relationship between the amount
of interest rate reduction purchased by
a discount point and the value of the

transaction in the secondary market.
The Board observed that, based on
outreach with representatives of
creditors and GSEs, the value of a rate
reduction in a particular mortgage
transaction on the secondary market is
based on many complex factors, which
interact in a variety of complex ways.
The Board noted that these factors may
include, among others:

e The product type, such as whether
the loan is a fixed-rate or adjustable-rate
mortgage, or has a 30-year term or a 15-
year term.

¢ How much the MBS market is
willing to pay for a loan at that interest
rate and the liquidity of an MBS with
loans at that rate.

e How much the secondary market is
willing to pay for excess interest on the
loan that is available for capitalization
outside of the MBS market.

e The amount of the guaranty fee
required to be paid by the creditor to the
investor.

The Board indicated that it was
offering a flexible proposal because of
its concern that a more prescriptive
interpretation would be operationally
unworkable for most creditors and
would lead to excessive legal and
regulatory risk. In addition, the Board
also noted that, due to the variation in
inputs described above, a more
prescriptive rule likely would require
continual updating, creating additional
compliance burden and potential
confusion.

The Board also noted a concern that
small creditors such as community
banks that often hold loans in portfolio
rather than sell them on the secondary
market may have difficulty complying
with this requirement. The Board
therefore requested comment on
whether it would be appropriate to
provide any exemptions from the
requirement that the interest rate
reduction purchased by a “bona fide
discount point” be tied to secondary
market factors.

Many industry commenters criticized
the second prong of the Board’s
proposal, which would have required
that the interest rate reduction account
for the amount of compensation that the
creditor can reasonably expect to
receive from secondary market investors
in return for the mortgage loan. Several
industry commenters argued that this
test would be complex and difficult to
apply and that, if challenged, it would
be difficult for creditors to prove that
the calculation was done properly. Two
industry commenters noted that
creditors do not always sell or plan to
sell loans in the secondary market at the
time of origination and so would not
know what compensation they would

receive on the secondary market.
Several industry commenters
emphasized that the secondary market
test would be impracticable for creditors
holding loans in portfolio. Consumer
groups did not comment on this issue.

As noted above, the Bureau is
consolidating the exclusions for certain
bona fide third-party charges and bona
fide discount points in
§1026.32(b)(1)(1)(D) through (F). As a
result, the Bureau is adopting proposed
§226.43(e)(3)(iv), with the revision
discussed below, as renumbered
§1026.32(b)(3)(i). In the 2013 HOEPA
Final Rule, the Bureau is adopting a
definition of bona fide discount point
for open-end credit in
§1026.32(b)(3)(ii).

After carefully considering the
comments, the Bureau is modifying the
definition of “bona fide discount point.”
Specifically, the Bureau believes it
would be difficult, if not impossible, for
many creditors to account for the
secondary market compensation in
calculating interest rate reductions. This
is particularly true for loans held in
portfolio. Therefore, the Board is
removing from § 1026.32(b)(3)(i) the
requirement that interest rate reductions
take into account secondary market
compensation. Instead, as revised,
§1026.32(b)(3)(i) requires only that the
calculation of the interest rate reduction
be consistent with established industry
practices for determining the amount of
reduction in the interest rate or time-
price differential appropriate for the
amount of discount points paid by the
consumer.

The Bureau finds that removing the
secondary market component of the
“bona fide” discount point definition is
necessary and proper under TILA
section 105(a) to effectuate the purposes
of and facilitate compliance with TILA.
Similarly, the Bureau finds that it is
necessary and proper to use its authority
under TILA section 129C(b)(3)(B)(i) to
revise and subtract from the criteria that
define a qualified mortgage by removing
the secondary market component from
the bona fide discount point definition.
It will provide creditors sufficient
flexibility to demonstrate that they are
in compliance with the requirement
that, to be excluded from points and
fees, discount points must be bona fide.
In clarifying the definition, it also will
facilitate the use of bona fide discount
points by consumers to help create the
appropriate combination of points and
rate for their financial situation, thereby
helping ensure that consumers are
offered and receive residential mortgage
loan on terms that reasonably reflect
their ability to repay the loans and that
responsible, affordable mortgage credit
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remains available to consumers in a
manner consistent with the purposes of
TILA as provided in TILA section 129C.

To provide some guidance on how
creditors may comply with this
requirement, the Bureau is adding new
comment 32(b)(3)(i)-1. This comment
explains how creditors can comply with
“established industry practices’ for
calculating interest rate reductions.
Specifically, comment 32(b)(3)(i)-1
notes that one way creditors can satisfy
this requirement is by complying with
established industry norms and
practices for secondary mortgage market
transactions. Comment 32(b)(3)(i)-1
then provides two examples. First a
creditor may rely on pricing in the to-
be-announced (TBA) market for MBS to
establish that the interest rate reduction
is consistent with the compensation that
the creditor could reasonably expect to
receive in the secondary market.
Second, a creditor could comply with
established industry practices, such as
guidelines from Fannie Mae or Freddie
Mac that prescribe when an interest rate
reduction from a discount point is
considered bona fide. However, because
these examples from the secondary
market are merely illustrations of how a
creditor could comply with the
“established industry practices”
requirement for bona fide interest rate
reduction, creditors, and in particular
creditors that retain loans in portfolio,
will have flexibility to use other
approaches for complying with this
requirement.

32(b)(4) Total Loan Amount
32(b)(4)() Closed-End Credit

As added by section 1412 of the
Dodd-Frank Act, TILA section
129C(b)(2)(A)(vii) defines a “qualified
mortgage’ as a mortgage for which,
among other things, “the total points
and fees * * * payable in connection
with the loan do not exceed 3 percent
of the total loan amount.” For purposes
of implementing the qualified mortgage
provisions, the Board proposed to retain
existing comment 32(a)(1)(ii)-1
explaining the meaning of the term
“total loan amount,” with certain minor
revisions discussed below, while also
seeking comment on an alternative
approach.

The proposal would have revised the
“total loan amount” calculation under
current comment 32(a)(1)(ii)-1 to
account for charges added to TILA’s
definition of points and fees by the
Dodd-Frank Act. Under Regulation Z for
purposes of applying the existing points
and fees trigger for high-cost loans, the
“total loan amount” is calculated as the
amount of credit extended to or on

behalf of the consumer, minus any
financed points and fees. Specifically,
under current comment 32(a)(1)(ii)-1,
the “total loan amount” is calculated by
“taking the amount financed, as
determined according to § 1026.18(b),
and deducting any cost listed in
§1026.32(b)(1)(iii) and
§1026.32(b)(1)(iv) that is both included
as points and fees under § 1026.32(b)(1)
and financed by the creditor.” Section
1026.32(b)(1)(iii) and (b)(1)(iv) pertain
to “real estate-related fees” listed in
§1026.4(c)(7) and premiums or other
charges for credit insurance or debt
cancellation coverage, respectively.

The Board proposed to revise this
comment to cross-reference additional
financed points and fees described in
proposed § 226.32(b)(1)(vi) as well. This
addition would have required a creditor
also to deduct from the amount financed
any prepayment penalties that are
incurred by the consumer if the
mortgage loan refinances a previous
loan made or currently held by the
creditor refinancing the loan or an
affiliate of the creditor—to the extent
that the prepayment penalties are
financed by the creditor. As a result, the
3 percent limit on points and fees for
qualified mortgages would have been
based on the amount of credit extended
to the consumer without taking into
account any financed points and fees.

The Board’s proposal also would have
revised one of the commentary’s
examples of the ““total loan amount”
calculation. Specifically, the Board
proposed to revise the example of a
$500 single premium for optional
“credit life insurance” used in comment
32(b)(1)(i)-1.iv to be a $500 single
premium for optional “credit
unemployment insurance.” The Board
stated that this change was proposed
because, under the Dodd-Frank Act,
single-premium credit insurance—
including credit life insurance—is
prohibited in covered transactions
except for certain limited types of credit
unemployment insurance. See TILA
section 129C(d). The Board requested
comment on the proposed revisions to
the comment explaining how to
calculate the ‘“‘total loan amount,”
including whether additional guidance
is needed.

The Board also requested comment on
whether to streamline the calculation to
ensure that the “total loan amount”
would include all credit extended other
than financed points and fees.
Specifically, the Board solicited
comment on whether to revise the
calculation of ““total loan amount” to be
the “principal loan amount” (as defined
in § 226.18(b) and accompanying
commentary), minus charges that are

points and fees under § 226.32(b)(1) and
are financed by the creditor. The Board
explained that the purpose of using the
“principal loan amount” instead of the
“amount financed” would be to
streamline the calculation to facilitate
compliance and to ensure that no
charges other than financed points and
fees are excluded from the ““total loan
amount.” 8 In general, the revised
calculation would have yielded a larger
“total loan amount” to which the
percentage points and fees thresholds
would have to be applied than would
the proposed (and existing) ““total loan
amount” calculation, because only
financed points and fees and no other
financed amounts would be excluded.
Thus, creditors in some cases would be
able to charge more points and fees on
the same loan under the alternative
outlined by the Board than under either
the proposed or existing rule.

In the 2012 HOEPA Proposal, the
Bureau proposed the following for
organizational purposes: (1) To move
the existing definition of ““total loan
amount” for closed-end mortgage loans
from comment 32(a)(1)(ii)-1 to proposed
§1026.32(b)(6)(i); and (2) to move the
examples showing how to calculate the
total loan amount for closed-end
mortgage loans from existing comment
32(a)(1)(ii)-1 to proposed comment
32(b)(6)(i)-1. The Bureau proposed to
specify that the calculation applies to
closed-end mortgage loans because the
Bureau also proposed to define “total
loan amount” separately for open-end
credit plans. The Bureau also proposed
to amend the definition of “total loan
amount” in a manner similar to the
Board’s alternative proposal described
above. The Bureau indicated this
proposed revision would streamline the
total loan amount calculation to
facilitate compliance and would be
sensible in light of the more inclusive
definition of the finance charge
proposed in the Bureau’s 2012 TILA—
RESPA Integration Proposal.

Few commenters addressed the
Board’s proposal regarding total loan
amount. Several industry commenters
recommended that the alternative
method of calculating total loan amount
be used because it would be easier to
calculate. At least two industry
commenters recommended that, for
simplicity, the amount recited in the
note be used for calculating the
permitted points and fees.

After reviewing the comments, the
Bureau is following the 2012 HOEPA

85 Specifically, under the alternative approach,
prepaid finance charges would not be deducted
from the principal loan amount. Only financed
points and fees would be deducted.
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Proposal and moving the definition of
total loan amount into the text of the
rule in § 1026.32(b)(4)(i). In 2013
HOEPA Final Rule, the Bureau is
adopting a definition of total loan
amount for open-end credit in
§1026.32(b)(4)(ii). The examples
showing how to calculate the total loan
amount are moved to comment
32(b)(4)(i)-1. However, the Bureau has
concluded that, at this point, the current
approach to calculating the total loan
amount should remain in place.
Creditors are familiar with the method
from using it for HOEPA points and fees
calculations. Moreover, as noted above,
the Bureau is deferring action on the
more inclusive definition of the finance
charge proposed in the Bureau’s 2012
TILA-RESPA Integration Proposal. If
the Bureau expands the definition of the
finance charge, the Bureau will at the
same time consider the effect on
coverage thresholds that rely on the
finance charge or the APR.

32(b)(5)

The final rule renumbers existing
§1026.32(b)(2) defining the term
“affiliate’”” as § 1026.32(b)(5) for
organizational purposes.

32(b)(6) Prepayment Penalty

The Dodd-Frank Act’s Amendments to
TILA Relating to Prepayment Penalties

Sections 1431 and 1432 of the Dodd-
Frank Act (relating to high-cost
mortgages) and section 1414 of the
Dodd-Frank Act (relating to qualified
mortgages) amended TILA to restrict
and, in many cases, prohibit a creditor
from imposing prepayment penalties in
dwelling-secured credit transactions.
The Dodd-Frank Act restricted
prepayment penalties in three main
ways.

First, as the Board discussed in its
2011 ATR Proposal, the Dodd-Frank Act
added new TILA section 129C(c)(1)
relating to qualified mortgages, which
generally provides that a covered
transaction (i.e., in general, a closed-
end, dwelling-secured credit
transaction) may include a prepayment
penalty only if it; (1