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Chapter 1: The SAFE Act: MLO licensing 1

The SAFE Act: MLO
licensing

e

After you read this chapter, you will be able to:

+ understand the economic history leading up to the registration
and licensing of mortgage loan originators (MLOs);

+ understand the goals of the Secure and Fair Enforcement Act
(SAFE Act); and

+ identify conduct which triggers MLO licensing.

consumer mortgage dwelling

consumer mortgage mortgage loan originator
application (MLO)

consumer purpose Nationwide Mortgage

Dodd-Frank Wall Street Licensing System (NMLS)

Reform and Consumer
Protection Act (Dodd-
Frank)

Secure and Fair
Enforcement for Mortgage
Licensing Act (SAFE Act)

In the last few decades, the regulation of California mortgage loan
originators (MLOs) has changed drastically. To understand why, a look at
recent mortgage lending history is necessary.

Both the Millennium Boom and the housing bust had roots in the mortgage
deregulation of the 1980s. Up until the early ‘8os, mortgage lending was
subject to specific and fine-tuned regulations. These regulations protected
society and its institutions from banking failures and economic disruption.

Chapter

1

Learning
Objectives

Key Terms

Regulatory
erosion
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A big
boom

However, the high interest rates and inflation of the early ‘8os threatened
the solvency of lenders — at the time, comprised mainly of savings and loans
(S&Ls). To address the potential multi-billion dollar losses and widespread
S&L failures, federal regulators and policy makers passed several extensive
laws deregulating the S&L market.

These new laws purported to boost S&L profits by allowing money market
accounts, increasing deposit insurance, reducing net worth requirements,
permitting out-of-state branch operations, removing restrictions on risky
lending and — importantly — allowing S&Ls to originate adjustable rate
mortgages (ARMs). [See Chapter 20]

Eventually, the S&Ls failed. But the deregulated mortgage market conditions
and ARMs remained in the mortgage marketplace.

Fast forward to late 2001 when the Federal Reserve (the Fed) interrupted the
corrective process a normal business recession works on the economy by
prematurely lowering interest rates.

The cheap money and low interest rates entered the market and the national
appetite for debt — including mortgage debt — exploded. Big banks made a
killing as Wall Street investors begin a frenzy of buying and selling mortgage
backed bonds (M BBs) and other securitized mortgage debt.

To secure their inflow of money, Wall Street and the big banks poured money
into congressional lobbying efforts. Successful banks and related companies
had a vested interest in keeping the market volume up to ensure their
continued profits. Formal regulations were an impediment to innovation
(and ever greater profits through deceptive mortgage products).

In April 2004, the big banks won the right to reduce the amount of capital they
held in reserve to offset their risks. The result was a dramatic 40% increase
in freed-up funds which drove the Wall Street banking operators to snap up
ownership in most all mortgage banking operations across the nation.

As the nation’s mortgage bankers, they were able to directly acquire more
high-yield, risky ARMs at ever greater profit margins without involving
Fannie Mae or Freddie Mac as profit-taking intermediaries.

The ARMs they acquired were bundled into investment pools. These pools
were then sliced into various levels of vertical priority, called tranches.
Investors boughtinto these tranches, which were fractionalized into millions
of mortgage-backed bonds (MBBs). From there, the bonds were peddled by
the same Wall Street bankers to other banking institutions and individual
investors throughout the world.

By the time demand for mortgages peaked in mid-2005, Wall Street had
perfected its system for originating, buying, bundling and reselling mortgages
through the MBB market. Even the credit rating agencies were promoting
the virtues of these pools of bonds induced by fees paid by the same Wall
Street banks getting the highest ratings.
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The result: tons of transaction fees, wide yield spreads and no accountability.
Wall Street’s millennium battle cry perfectly sums up the prevailing attitude
of the time: “I'll be gone, you'll be gone.”

When the real estate market ran out of financially able homebuyers in 2005,
the mortgage industry began to entice tenants to become homeowners.
Also, property owners of all sorts had to be motivated to refinance. The key
to qualifying this growing pool of mortgage applicants was a relic from the
1982 bank and S&L deregulation era: ARMs.

During the 2000s, ARMs allowed buyers to qualify using low initial interest
rates, called teaser rates, and very low payment schedule options for up to
ten years. On top of the already risky ARM structure, lenders lowered their
underwriting standards and created a new breed of ARMs which required
no verification of income or assets. Credit standards plummeted. By the end
of the Millennium Boom, the only underwriting standard left was proof of a
pulse.

This combination of deregulation, easy money and ever riskier products
catapulted real estate prices to unprecedented highs, the financial
accelerator in full bloom. When the crash came in 2007, big banks, individual
homeowners and the world’s investors all bowed to economic devastation.
The Great Recession and the financial crisis had arrived.

The real estate and mortgage markets need stability to thrive. In reaction to
the financial crisis, Congress passed several major consumer protection laws.

The most sweeping consumer protection law to pass was the omnibus Dodd-
Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank
Act), which became law on March 5, 2010. The Dodd-Frank Act mandated
key changes to mortgage lending regulations.’ [See Chapters 27 and 29]

The other new consumer protection law resulting from the mortgage
meltdown was the Secure and Fair Enforcement for Mortgage
Licensing Act of 2008 (SAFE Act). The SAFE Act compels the license and
registration of all MLOs.?

The SAFE Act protects consumers by:

« establishing national licensing and educational standards for MLOs;
and

+ registering all MLOs in a national database, the Nationwide
Mortgage Licensing System (NMLS).3 [See Chapter 1]

1 12 United States Code §55301 et seq.
2 12 USC§§5101 et seq.
3 12USC85101

3

ARMs
proliferation
and the bust

Dodd-Frank Wall
Street Reform

and Consumer
Protection Act
(Dodd-Frank)

A 2010 enactment of
significant changes
to U.S. financial
regulation in response
to the 2007 financial
crisis.

A new era
for consumer
protection

Secure and Fair
Enforcement for
Mortgage Licensing
Act (SAFE Act)

A federal consumer
protection law which
created a uniform
national licensing and
registration scheme
for mortgage loan
originators (MLOs).

The SAFE Act

Nationwide
Mortgage Licensing
System (NMLS)

The national registry
of consumer mortgage
loan originators
(MLOs).
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Two state

regulators

Licensing
required

In California, two state entities regulate state-licensed MLOs:

e the Department of Real Estate (DRE) [Calif. Business and Professions Code §§10166.01 et
seq.]; and

e the California Department of Financial Protection and Innovation (DFPI). [Calif. Financial
Code §§50002, 22100 et seq.]

DRE issues an MLO endorsement, which attaches to an existing DRE sales agent or broker license.
The underlying sales agent or broker license allows the licensee to practice real estate activities in
California. The MLO endorsement allows the licensee to originate consumer mortgages as part of
those real estate activities. [Bus & P C §10166.02(b)]

In contrast, individual MLOs who meet the SAFE Act requirements under the DFPI| hold MLO
licenses. [Fin C §50002(d)]

Though they have different naming conventions, DRE’s endorsement and DFPI’s license both meet
SAFE Act requirements for state-licensed MLOs. [See Chapter 2]

An MLO with an active DRE license and an active MLO endorsement may originate consumer
mortgages for a DFPI lender. However, a DFPI MLO is barred from originating consumer mortgages
under a DRE broker unless they also hold an active DRE license and MLO endorsement. [Fin C
$§22100(b), 50002.5]

The SAFE Act breaks MLOs into two different categories:

+ federallyregistered MLOs, who are employed by federally requlated
banks; and

» state-licensed MLOs, who are licensed and regulated by state
agencies. [See Chapter 2]

The Consumer Financial Protection Bureau (CFPB) has authority over
the SAFE Act regulations controlling both federally registered and state-
licensed MLOs.*

In addition, the SAFE Act compelled each state to adopt laws to enact the
minimum licensing and educational standards required of state-licensed
MLOs.

The California Department of Real Estate (DRE) adopted its version of the
SAFE Actin 2009.5

The SAFE Act requires a DRE licensee who performs MLO activities to:

+ obtain and maintain a four-year real estate license from DRE; and

+ obtain and maintain an annual MLO endorsement from DRE.®

Failure to hold a proper license and endorsement subjects an individual to a
monetary penalty of up to $10,000. The DRE commissioner is able to suspend
or revoke licenses for failure to hold the proper license and endorsement.”
[See Chapter 2]

12 Code of Federal Regulations §51007-1008 et seq.
Calif. Business and Professions Code §§10166.01 et seq
Bus & P C §10166.02(b)

Bus & P C §10166.02(f)-(g)

N o v
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An MLO is an individual who, for compensation or gain:

+ takes an application for, offers or negotiates the terms of a consumer
mortgage;

+ takes an application for, offers or negotiates the terms of a consumer
mortgage modification;

+ advertises they will take a consumer mortgage application, or offer or
negotiate the terms of a consumer mortgage; or

+ services a consumer mortgage.®
A consumer mortgage is:

+ used primarily for personal, family or household use, called consumer
purpose; and

+ secured by a trust deed or other security device (land sales contract or
lease-option sales agreement) on a dwelling, or residential real estate
on which a dwelling will be constructed.®

A dwelling is a one-to-four unit residential property, a condominium,
cooperative, mobilehome or trailer which is used as a residence.™

Consider a real estate broker who is hired by a buyer to locate a single family
residence (SFR) to be used as an investment property. The buyer agrees to pay
a separate fee to the broker to negotiate a mortgage to fund the purchase of
the investment property. A property and a mortgage lender are located, and
the broker is paid for both activities on closing.

Based on this transaction, is the real estate broker required to obtain a MLO
license?

No! While the propertyis considered adwelling, thebuyerasan investor used
the proceeds for a business purpose, not a consumer purpose. A consumer
mortgage must be both a consumer-purpose mortgage and secured by a
dwelling (no occupancy by the buyer required) to be a consumer mortgage
covered by the SAFE Act licensing requirements.

Thus, the mortgage in this scenario is not a consumer mortgage and thus does
not trigger MLO licensing for the originating broker. [See Chapter 4]

Now consider a DRE real estate agent with an MLO endorsement on their
license. Due to a drop in mortgage business, the agent focuses on real
estate brokerage, and allows their MLO endorsement to lapse. While their
endorsement is lapsed, they continue to hand out business cards to solicit
mortgage originations.

Isthe real estate agent in this scenario required to have an MLO endorsement
on their license?

Yes! The act of advertising mortgage origination services is enough to trigger
the MLO endorsement requirement.!

8 Bus&P C§10166.01(b)(1), Bus&P C§10131(d)
9 Bus&PC§10166.01(d)

10 Bus&P C§10166.01(d)

11 Bus & PC §10166.01(b)(1)

5

Activity
defining an
MLO

mortgage loan
originator (MLO)

An individual who
receives fees to arrange
a consumer mortgage.

consumer mortgage
A debt incurred
primarily for personal,
family, or household
purposes and secured
by a parcel of real
estate containing
one-to-four residential
units.

consumer purpose
A primarily personal,
family or household

use.

dwelling

A building or personal
property occupied

or designed to be
occupied as a residence
by one or more
families.
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Taking a
mortgage
application

consumer mortgage
application

A consumer mortgage
application is a
request for an offer of
consumer mortgage
terms.

Offering or
negotiating
terms

Taking a consumer mortgage application is one of the activities triggering
SAFE Act licensing requirements. A consumer mortgage application is a
request for an offer of consumer mortgage terms in any form, not just the
formal written Fannie Mae / Freddie Mac Residential Loan Application
form.*

Consumer mortgage applications may be taken directly or indirectly. An
individual who offers or negotiates a consumer mortgage for compensation
or gain is not able to avoid licensing requirements simply by having another
person physically receive the application from the prospective buyer or
owner.'

An individual takes a consumer mortgage application even if they are not
responsible for verifying the information in the application. For example, a
mortgage broker who interviews an applicant about the applicant’s personal
and financial situation has taken a consumer mortgage application, even
though they later pass the application to a lender for the mortgage decision.™

However, a real estate broker or agent who assists an applicant by explaining
the general contents of the application is not taking a consumer mortgage
application. Generally describing the mortgage application process is not
taking a consumer mortgage application, as long as the description does not
include a discussion of specific mortgage products.*

Offering or negotiating terms of a consumer mortgage for compensation or
gain also triggers SAFE Act licensing requirements.*¢

An offer has been made if the individual:

« presents the applicant with specific consumer mortgage terms;

+ communicates with the applicant to reach a mutual understanding
about the terms of the consumer mortgage;

« recommends, refers or steers an applicant to a specific lender or
mortgage product based on an incentive from a third-party; and

« receives or expects to receive compensation in connection with any of
the above activities related to the consumer mortgage.*’

To provide the broadest protection to buyers, the SAFE Act deems an offer to
have been made even if:

+ the offer is verbal;

« further verification of information is necessary;

+ the offer is conditional;

« otherindividuals are also required to complete the mortgage process;

12 Bus & P C§10166.01(b)(1); 12 CFR §1008.103(b)(2)

13 12 CFR §1008.103(c)(1); 12 CFR §1008 Appendix A(a)(1)(i)(A)]
14 12 CFR 81008 Appendix A(a)(1)(i)

15 12 CFR §1008 Appendix A(a)(1)(ii)(B)-(C)

16 Bus&P C§10166.01(b)(1)

17 12 CFR §1008.103(c)(2)
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+ theindividual making the offer lacks authority to negotiate the interest
rate or other mortgage terms; or

+ theindividual making the offer lacks authority to bind the person that
is the source of the prospective financing.*®

Any communications with an applicant to set consumer mortgage terms are
considered negotiations. This includes:

+ indirect communications (e.g., negotiations through a third party or
email);

+ sending the applicant a revised mortgage offer in response to the
applicant’s request for a different rate or different mortgage fees; and

+ any communications regarding mortgage terms, even if the applicant
does not ultimately accept the terms.*

However, offering or negotiating terms of a consumer mortgage does not
include:

+ providing general explanations in response to inquiries, such as
explaining general mortgage terminology or lending policies;

« arranging the mortgage closing or other aspects of the mortgage process,
such as an escrow officer does when coordinating a time and place to
sign mortgage documents;

+ providing an applicant with information unrelated to mortgage terms,
such as explaining the best days of the month for scheduling mortgage
closings; or

+ explaining the steps an applicant needs to take to obtain a mortgage
offer, such as providing general guidance about qualifications not
specific to the applicant’s circumstances.?

The activities of origination and lending are related, but distinct. While
lenders do also originate mortgages, a person who makes (funds) a
consumer mortgage is not automatically considered an MLO in need of an
endorsement. Only mortgage origination activities trigger both the license
and endorsement requirements.

For instance, a person who personally funds eight or more mortgages secured
by one-to-four unit residential real estate in a calendar year needs to hold a
DRE broker license if the mortgages are not arranged by a threshold broker.*
[See Chapter 40]

However, this licensing requirement is distinct from the requirement to
hold an MLO endorsement. The MLO endorsement is only required once
the licensee charges and collects a separate fee for soliciting the applicant,
completing the mortgage application or negotiating the terms of the mortgage
(originating).

18 12 CFR §1008 Appendix A(b)(1)(i)
19 12 CFR §1008 Appendix A(b)(1)(ii)
20 12 CFR §1008 Appendix A(b)(2)
21 Bus&PC§10131.1(b)(1)(C)

Lending and
origination,
differentiated
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Compensation
is key

Referrals

Consider a broker who takes a listing from a seller to locate a buyer for the
seller’s single family residence. To increase the odds of finding a buyer and
to meet the seller's long-term financial goals, the broker counsels the seller
to offer seller financing. The broker locates a buyer who will occupy the
property as their principal residence, a consumer purpose.

The broker negotiates the terms of the sale, including the seller financing. The
deal closes. The broker is paid according to the terms of the listing agreement
for the sale of the property. The broker does not collect an additional fee for
arranging the seller financing.

Do the broker’s activities trigger the MLO endorsement requirement?

No! Here, the broker is compensated for locating a buyer and arranging the
sale of the seller’s property under the terms of the listing agreement. Recall
thatin order to fall under the MLO endorsement requirements, the mortgage
origination activities must be performed in exchange or in expectation of
a fee or other compensation. Since the broker did not charge an additional
fee for negotiating the carryback, the broker is not required to hold an MLO
endorsement on their license.

Similarly, the source of the compensation also determines whether a broker
who negotiates a short sale is required to hold an MLO endorsement.

A shortsaleis a salein which the lender accepts the net proceeds at closing in
full satisfaction of a greater amount of mortgage debt.

A broker who negotiates a short sale as part of their real estate brokerage
services without charging an additional fee for the short sale negotiations is
not required to hold an MLO endorsement.

However, if the broker is collecting a fee for negotiating a short sale as part
of a consumer mortgage modification service, they are required to hold an
MLO endorsement. Here, the broker's underlying service — the consumer
mortgage modification service for a fee — is a service which triggers the MLO
endorsement.>

Fees for referring buyers and sellers to a real estate broker or agent are
allowable when paid by a real estate broker to an employee or to another
real estate broker.?s [See RPI Form 114]

However, this exception does not extend to the broker’s receipt of a referral
fee for referring a principal in their sales transaction to an MLO service of any
type. If a broker is paid a fee for the referral — and the broker’s only service is
as a transaction agent (TA) acting on behalf of the seller or buyer — the broker
is considered an MLO by the very receipt of a fee. Thus, by the acceptance of a
kickback referral fee from a lender, they are subject to MLO endorsement and
compensation rules.>s [See Chapter 6]

22 Bus &P C§10166.01(b)(1)
23 12 CFR §1024.14(g)(1)(v)
24 Bus &PC§10166.01(b)(2)(B); 12 CFR §1026.36(a)(1)(i)(C); Official Interpretation of 12 CFR §1026.36(a)-(1)(iv)
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A broker or agent who only performs real estate brokerage activities is not
required to hold an MLO endorsement if they refer business to lenders
without expectation or receipt of compensation.

Both the Millennium Boom and the housing bust had roots in the Chapter g
mortgage deregulation of the 1980s. In reaction to the financial crisis, summary
Congress passed the omnibus Dodd-Frank Wall Street Reform and

Consumer Protection Act (Dodd-Frank Act), which mandated key

changes to mortgage lending regulations.

The other consumer protection law resulting from the mortgage
meltdown was the Secure and Fair Enforcement for Mortgage Licensing
Actof 2008 (SAFE Act). The SAFE Act compels the license and registration
of all mortgage loan originators (MLOs).

An MLOis an individual who, for compensation or gain:
+ takes an application for, offers or negotiates the terms of a
consumer mortgage;

« takes an application for, offers or negotiates the terms of a
consumer mortgage modification;

« advertises they will take a consumer mortgage application, or
offer or negotiate the terms of a consumer mortgage; or

* services a consumer mortgage.

consumer mortgage Pg.5 Chapter 1
consumer mortgage application Pg.6

consumer purpose Pg.5 Key Terms
Dodd-Frank Wall Street Reform and Consumer Protection Act

(Dodd-Frank) Pg-3

dwelling Pg-5

mortgage loan originator (MLO) P9-5

Nationwide Mortgage Licensing System (NMLS) .....c.ccceeereneee Pg.3

Secure and Fair Enforcement for Mortgage Licensing Act
(SAFE Act) pPg.3
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.\:.1
MLO licensing
b A v

After you read this chapter, you will be able to:

+ identify the two different kinds of consumer mortgage brokers
created by the Secure and Fair Enforcement Act (SAFE Act);

« understand the difference between a state-licensed broker or sales
agent mortgage loan originator (MLO) and a registered bank-
employed MLO;

+ identify the two MLO licensing schemes in California; and

+ understand the requirements to obtain and renew an MLO

endorsement.
broker-associate Nationwide Mortgage
: Licensing System (NMLS)
f:g:tr ga :lgye]iigaﬁt::fg‘jinat or identification number (ID)
(MLO) state-licensed mortgage

Nationwide Mortgage loan originator (MLO)

Licensing System (NMLS)

Intheaftermath of the 2007 mortgage meltdown and financial crisis, Congress
passed the Secure and Fair Enforcement for Mortgage Licensing Act of
2008 (SAFE Act). [See Chapter 1]

The SAFE Act requires any individual who solicits consumer mortgage
applications or arranges consumer mortgages as an occupation to:

+ register as an MLO with the Nationwide Mortgage Licensing
System (NMLS); and either

Chapter

2

Learning
Objectives

Key Terms

DRE or DFPI
license
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Nationwide
Mortgage Licensing
System (NMLS)

The national registry
of consumer mortgage
loan originators
(MLOs).

federally registered
mortgage loan
originator (MLO)

A mortgage loan
originator (MLO)
employed by a
federally regulated
bank, credit union or
financial company.

state-licensed
mortgage loan
originator (MLO)

A mortgage loan
originator (MLO)
licensed and regulated
by a state agency.

+ be employed by a federally regulated bank; or
+ hold a state MLO license.

Editor’'s note — A consumer mortgage is a loan that:

« funds a primarily personal, family or household use; and

+ issecured by a one-to-four unit dwelling, owner-occupied or not.

Dwellings include individual condominium units, cooperative units,
mobile homes and trailers used as a residence.?

In contrast, business mortgage originations are not controlled by federal
consumer mortgage law. The making or arranging of a mortgage for a
business, investment or agricultural purpose secured by any type of real
estate, or a consumer-purpose loans secured by other than a one-to-four
unit residential property are controlled only by state licensing rules under
the Department of Real Estate (DRE) and the Department of Financial
Protection and Innovation (DFPI).

The MLO registration and licensing details are recorded in the NMLS
Consumer Access database. The NMLS Consumer Access database provides
consumers with information about an MLO’s employment history and
enforcement proceedings.’

The federal SAFE Act established two classes of MLOs:

* federally registered MLOs, individuals employed by federally
chartered banks, credit unions and other federally regulated financial
companies; and

+ state-licensed MLOs, individuals registered with the NMLS and
regulated by state agencies.

For the state-licensed MLOs with which this material is concerned, two
California state agencies license or endorse MLOs:

« the Department of Real Estate (DRE), which issues MLO
endorsements to their licensed brokers and sales agents;> and

+ the California Department of Financial Protection and
Innovation (DFPI), which issues MLO licenses under the California
Financing Law (CFL) and the California Residential Mortgage
Lending Act (CRMLA)*

MLOs may obtain authorization to originate residential mortgages under
one or more of these agencies. Why choose one agency over the other?

It depends on many factors, including the type of activities the MLO will
engage in and who they are employed by. [See Figure 1]

12 Code of Federal Regulations §51008 et seq.; Calif. Business and Professions Code §10166.01(b)(1); Calif. Financial Code §§22100, 50002
Bus & PC §10166.01(d); Fin C §§22012(e), 50003(p)

12 United States Code §5102(6)

12 USC §5103(a)

Bus & P C §10166.02(b)

Fin C §§22100(a), 50120

oA W N R
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Figure 1
The MLO
SAFE Act I|censmg:
scheme in
T California
Registered MLO State-licensed
scheme MLO slcheme
Federally Department of Department of Financial
regulated banks Real Estate (DRE) Protection and Innovation (DFPI)

@_

Federally Broker Company MLO - CRMLA CFL
registered MLOs corporate or proprietary company MLO  company MLO
1

@_

Broker with Broker associate  Sales agent Individual Individual
MLO with MLO with MLO MLO MLO
endorsement endorsement  endorsement

All brokers and agents who want to become an MLO, whether asindividuals ~ NNMLS
or as employing brokers, submit an application to the NMLS which includes:

requirements,

+ fingerprints for a criminal background check by the Federal Bureau of a requ|SIte
Investigation (FBI); for all MLOs

« an authorization for the NMLS to obtain a credit report; and

+ personal residential and employment history;

« an authorization for the NMLS to obtain information about
administrative, civil and criminal proceedings against the licensee.”

At a minimum, individual MLOs and responsible individuals for MLO
companies need to show they have:

+ demonstrated financial responsibility and fitness to operate honestly,
fairly and efficiently; and

+ not been convicted of, pled guilty or pled no contest to a felony in a
domestic, foreign or military court:

7 12 CFR §1026.36(f)(3)(i); Bus & P C §10166.04(a); Fin C §822105.1, 50140(€)
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Benefits Practice Surety Min. net | Statutory | Fees
restrictions bond worth education
Federally | No statutory Must work No No No Initial
registered | education for a federally $30 or $60
or testing regulated bank or
requirements. | company. Renewal
$S30
DRE - Required Required for No No N/A Initial
Company | for DRE corporations $330 +
corporations and sole fingerprint
and sole proprietorships and credit
proprietorships | employing MLOs. fees
employing
MLOs Renewal
$400 for
corporations,
$100 for sole
proprietor
ships
DRE - In addition to Must be No No 20 hours Initial
Individual | MLO activities, | associated licensing, $330 +
Broker able to with a DRE no state- fingerprint
perform other | MLO company specific and credit
real estate to originate material; fees
activities. residential 8 hours
mortgages. continuing,
Able to make Must hold no state- e
L o $330
consumer and | and maintain specific
business loans | an active DRE material
secured by real | broker license.
estate. Individuals or
corporations only.
Able to service
consumer and
business loans
secured by real
estate.
Able to also
work for a
DFPI company
without a DFPI
MLO license.
DRE - Able to Must work for No No 20 hours Initial
Individual | perform a DRE broker licensing, $330 +
Sales real estate MLO to originate no state- fingerprint
agent activities. residential specific and credit
mortgages. material; fees
Able to also Must hold and
work for a maintain an 8 hours
. S Renewal
DFPl company | active DRE sales continuing, $330
without a DFPI | agent license. no state-
MLO license. Individuals only. specific

material




Chapter 2: MLO licensing 15

DFPI - CFL | Also able to Only able to $25,000- | $50,000 | No Initial
Company | make secured broker loans $200,000, | for S400 +
or unsecured to other CFL depending | brokers; fingerprint
consumer and | companies. on prior $250,000 and credit
commercial No warehouse year loan for fees
loans. funding. All volume lenders
officers, owners,
Any sole directors Renewal
. . ! $100 + $250
proprietorship | managers, .
or business members to minimum
entity may hold | pass background assessment
this license. check and ba.sed on
. . prior year
financial
e loan volume
responsibility
requirements.
DFPI - Able to All officers, $50,000- [ Audited | N/A
CRMLA perform owners, directors, | $200,000 | $250,000
Company | mortgage managers, depending
servicing on members to on prior
behalf of a pass background | year loan
third party. check and volume
financial
Licensees responsibility
do not need requirements.
a California
address.
Any sole
proprietorship
or business
entity may hold
this license.
DFPI - Least difficult Must work for a Must be 20 hours Initial
Individual | MLO license to | DFPI company covered by licensing, | $330+
MLO obtain. to originate employing including fingerprint
residential DFPI 2 hours of | and credit
mortgages. company. California- | fees
Individuals only. specific
education;
Renewal
§ hour.s, $330
including
1 hour of
California-
specific

education.
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Obtaining a
federal MLO
registration

and ID

Nationwide
Mortgage Licensing
System (NMLS)
identification
number (ID)

A unique number
identifying a consumer
mortgage loan
originator (MLO) in the
Nationwide Mortgage
Licensing System
(NMLS).

Maintaining
a federal
registration

California Mortgage Lending, First Edition

o for federally registered MLOs, DRE MLOs and individual
DFPI MLOs, during the seven-year period preceding the date
of the application or at any time, if the felony involved fraud,
dishonesty, a breach of trust or money laundering;® and

o for DFPI MLO companies, during the ten-year period
preceding the date of the application.

In addition to NMLS minimum MLO honesty requirements, the DRE and
DEFPI each set their own requirements for MLO qualification. [See Figure 2]

An individual who processes consumer mortgages as an employee of a
federally regulated bank or credit union is required to obtain an NMLS ID
and register as a federally registered MLO.*

The first step for a federal registration is employment with a federally
regulated bank in a residential mortgage position.

If the MLO does not already have an NMLS identification number (ID),
the bank will create an NMLS account for them in the NMLS federal registry.
The MLO then fills out an application and agrees to credit and background
checks. [See NMLS Application Form MU4R]

Feesareinvolved, payable either by the bank or the MLO at the bank’s option.
The initial set-up fee for an MU4R filing is $30 if registration occurs between
January and June, and $60 if registration occurs between July and December.

A de minimis exception to the federal registration requirement exists.
An employee of a federally regulated bank is not required to register as an
employee who provides the services of an MLO if:

+ the employee has never been registered or licensed as a MLO; and
+ during the past 12 months, the employee performed MLO services for
five or fewer consumer mortgages.**

Editor’s note — This five-or-fewer exception does not exist for state-licensed
MLOs.

Federally regulated banks bear the burden of monitoring and confirming the
registrations, updates and renewals for the MLOs they employ.*?

Federally registered MLOs renew their registrations annually between
November and December. They do not complete continuing education.”

Prior to the renewal, the bank will give the MLO a request to renew reminder.
The MLO confirms and attests the information in their NMLS registration is
current.

8 12 CFR §1026.36()(3)(ii); Bus & P C §10166.05; Fin C §522109.1(a)(2), 50141(a)(2)
9 Fin C§§22109(a)(2), 50126(a)(2)

10 12 CFR §1007.103(a)

11 12 USC §5106(c)

12 12 CFR §1007.104

13 12 CFR §1007.103(b)(2)
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The renewal fee for a federally registered MLO is $30.

A DRE licensee needs to obtain an MLO endorsement on their real estate
license to provide MLO services. For an MLO endorsement to be issued by
the DRE, the license needs to be current and the licensee in good standing.*

Thus, the first step to being an MLO under the DRE scheme is to obtain a DRE
license.

A DRE broker or sales agent license authorizes the licensee to:

+ enter into employment/listing agreements;

+ negotiate sales;

* negotiate purchase agreements;

+ engage in property management and leasing;

+ originate mortgages;

+ arrange trust deed sales;

« perform escrow activities; and

+ engage in other activities which require a DRE license.'s
The MLO endorsement grants a DRE licensee authority to provide federally
regulated consumer mortgage services such as:

* origination;

« brokering;

+ servicing; and

+ modification negotiations.®
Editor’'s note — The MLO endorsement is only triggered when negotiating a
mortgage modification if the licensee is paid a separate fee for negotiating
the modification. The endorsement is not triggered by negotiating a

mortgage modification as one of the services a seller’s broker or their agent
performs to earn their fee on a sales transaction.

DRE issues licenses to individuals and corporations only.

The DRE license comes in two forms:

+ thereal estate salesperson license, also called a sales agent license;
or

» thereal estate broker license.’

14 Bus&P C§10166.02(b)
15 Bus & PC §810000 et seq.
16 Bus&P C§10131(d)

17 Bus&P C§10131

DRE MLO
practice

DRE licensing
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DRE sales
agent
licensing

DRE broker
licensing

To obtain a DRE sales agent license, an individual needs to:

be at least 18;

complete three college-level licensing courses;
submit fingerprints for a background check;
prove legal presence; and

pass a state examination.*®

Fees for obtaining a sales agent license include:

course fees payable to an approved course provider;
a $60 examination fee;
a $49 fingerprinting fee plus a fingerprint rolling fee of $20-$40; and

a $245 license fee.

Once issued, the sales agent license is good for four years.

A DRE sales agent is only able to perform activities requiring a license when
employed and paid by a DRE broker.*

For an individual to obtain a DRE broker license, they need to:

be atleast 18;

have at least two years’ full-time experience as a real estate sales agent
(or equivalent experience) OR a bachelor's degree with a major or
minor in real estate;

complete eight college-level licensing courses (less any courses taken
when qualifying as a sales agent);

prove legal presence;
provide a place of business in the state; and

pass a state examination.>®

Fees for obtaining a broker license include:

course fees payable to an approved course provider;
a $95 examination fee;
a $49 fingerprinting fee plus a fingerprint rolling fee of $20-$40; and

a $300 license fee.

The broker license is good for four years.

Once licensed, a DRE broker is able to operate independently. Alternatively,
they may opt to work under another broker as a broker-associate.

18 Bus & P C §10153.4; DRE Regulations §2750
19 Bus&P C§10132
20 Bus&P C§10153.2
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A DRE broker or sales agent license is renewed with the DRE every four years
from the date of issuance. Renewal consists of:

« confirming the DRE license is renewable;

+ confirming legal presence; and

« completing 45 hours of continuing education.>

Fees forrenewing a DRE sales agent license on time are course fees paid to an
approved course provider and a $245 renewal fee paid to the DRE.

Fees for renewing a DRE broker license on time are course fees and a $300
renewal fee.

The next step after obtaining a DRElicense is to obtain the MLO endorsement.
Several DRE MLO endorsements exist:

+ theindividual sales agent MLO endorsement;

+ theindividual broker MLO endorsement;

+ the sole proprietorship broker MLO endorsement (called a “company”
MLO endorsement by the NMLS);

+ the corporate broker MLO endorsement; and
« the branch office MLO endorsement.

The type of DRE MLO endorsement obtained depends on the DRE license
held, and the licensee’s business structure.

To perform MLO services, all brokers and sales agents are required to:

+ obtain an individual MLO endorsement on their individual DRE
license; and

+ be employed by a proprietary or corporate broker with an MLO
endorsement.

A DRE sales agent is only able to obtain an individual sales agent MLO
endorsement. Further, they are only able to originate mortgages on behalf of
an employing broker who also holds an MLO endorsement.?

For a proprietary broker and corporate broker to obtain an MLO endorsement,
the designation of an individual DRE-licensed and MLO-endorsed broker is
required.

Thus, an individual DRE broker may:

+ obtain an MLO endorsement and arrange consumer mortgages as a
broker-associate under an employing broker MLO;

+ obtain both an individual broker MLO endorsement and a proprietary
broker MLO endorsement and arrange consumer mortgages as a sole
proprietor with the option of employing other MLOs; or

21 Bus&PC§10170.5
22 Calif. Department of Real Estate Regulations §2756

DRE license
renewal

DRE MLO
endorsements
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The individual
MLO
endorsement

The individual
sales

agent MLO
endorsement

+ obtain a DRE corporate license, obtain both an individual broker
MLO endorsement and a corporate MLO endorsement and arrange
consumer mortgages as an individual employed by their corporate
MLO, with the option of employing other MLOs under the corporate
broker license and MLO endorsement.

Brokers and sales agents apply for an individual MLO endorsement by first
registering for an NMLS ID number.

To qualify for the MLO endorsement, they need to:

+ complete 20 hours of pre-endorsement education;

+ successfully pass a written exam administered by the NMLS on federal
and state mortgage lending laws;*¢ and

+ submit an application for the MLO endorsement through the NMLS.?
In addition to meeting the minimum requirements for all MLOs, DRE

licensees may not have had an MLO license revoked in any governmental
jurisdiction.

DRE doesn’t enforce a minimum credit score. Likewise, negative financial
events, such as bankruptcies, are not cause for an automatic denial of an
MLO endorsement.

Instead, DRE looks for a history of liens, judgments, mishandling of trust
funds or financial or personal conditions which indicate a pattern of
dishonesty on the part of the applicant. The credit report is used to verify or
refute the financial history provided in the application.?

DRE licensees with MLO endorsements do not need to post a surety bond, or
meet minimum net worth requirements.

Individual endorsements require education, background checks and
fingerprinting.

Toapplyforan MLO endorsementasa DRE salesagent, the licensee completes
NMLS Application Form M U4 online at the NMLS website.

Fees for obtaining an individual sales agent DRE MLO endorsement include:

« course fees payable to an approved course provider;
+ a$300 DRE endorsement fee;

« a $30 NMLS processing fee;

* aS$15 credit report fee; and

+ a$36.25 background check fee.

23 Bus&P C§10166.06(a)
24 Bus&P C§10166.06(d)
25 Bus &P C§10166.04(a)
26 Bus & P C§10166.05(c); DRE Regs. §2758.3
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Broker-associates are brokers who work in the employment of another
broker. To originate consumer mortgages as a broker-associate, a DRE broker
needs to obtain an individual broker MLO endorsement using NMLS
Application Form MU4 online.

Fees for obtaining an individual broker MLO endorsement include:

+ course fees payable to an approved course provider;
* a %300 DRE endorsement fee;

« a $30 NMLS processing fee;

+ a$15 credit report fee; and

+ a $36.25 background check fee.

A DRE broker who practices as a sole proprietor needs to apply for both:
« an individual broker MLO endorsement, using NMLS Application
Form M U4 online; and
+ sole proprietorship broker MLO endorsement using the NMLS
Application Form MU1 online.

In addition to meeting the requirements for the individual broker MLO
endorsement, a broker practicing as a sole proprietor is required to provide
on the application to the NMLS:

+ any trade names in use;

+ aregistered agent for service of process;

+ the broker designated as the qualifying individual; and

+ an explanation of any criminal convictions.

The fee for the sole proprietor application is $100, payable to the DRE through
the NMLS website.

The company MLO endorsement requires annual renewal.

A DRE broker who practices under a corporate license is required to obtain
both:

+ an individual broker MLO endorsement using NMLS Application
Form MU4 online; and

« a corporate broker MLO endorsement using the NMLS Application
Forms MU1 and MU2 online.

In addition to meeting the requirements for the individual broker MLO
endorsement, a broker practicing under a corporate MLO endorsement is
required to provide on the application to the NMLS:

+ any trade names in use;

+ aregistered agent for service of process;

+ the broker designated as the qualifying individual;

The broker-
associate

broker-associate

A Department of Real
Estate (DRE)-licensed
broker who works in
the employment of
another DRE broker.

The broker
as a sole
proprietor

Broker as a
corporation
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MLO
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Annual
endorsement
renewal

Under the
DFPI

+ identification of non-licensed officers or stockholders owning 10% or
more of the corporation; and

+ an explanation of any criminal convictions.
The fee for the corporate DRE broker endorsement application includes:

« a$300 license fee;

+ a$100 processing fee; and

* a $15 credit check fee for each of the non-licensed officers and
stockholders.

Editor’s note — All fees are payable through the NMLS website.

Branch offices require designation of a branch manager. In the application for
the branch, the branch manager needs to explain any criminal convictions
on their record and pay a $20 NMLS processing fee.

All DRE MLO endorsements renew every calendar year between November
1st and December 31st. Renewal consists of:

+ confirming the information on the NMLS registry is still current and
correct;

« individual MLOs completing eight hours of NMLS-approved
continuing education;*” and

+ paying fees to the DRE through the NMLS.
Total fees for renewing a DRE MLO endorsement are:

+ $330 for an individual sales agent MLO endorsement;
+ $330 for an individual broker MLO endorsement;

« $100 for a sole proprietorship broker endorsement;

« $400 for a corporate broker endorsement; and

+ $20 for each branch office endorsement.

The other California agency which oversees MLOs is the DFPI. The DFPI
oversees MLOs who make residential mortgages under one of two laws:

+ the California Financing Law (CFL);>® and
+ the California Residential Mortgage Lending Act (CRMLA).>

The DFPI issues company and individual MLO licenses under the CFL and
CRMLA. CFL and CRMLA MLO companies are only able to make or broker
residential mortgages through licensed individual MLOs. Individual DFPI
MLOs are required to work for a DFPI MLO company in order to originate
residential mortgages.*

27 Bus&P C§10166.10(a)-(b)
28 Fin C §§22000 et seq.

29 Fin C §§50000 et seq.

30 Fin C §8§22100(d), 50002.5(c)
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The CFLlicenses allow M LOs to make, broker or service residential mortgages,
but only to/for other CFL lenders.3!

Further,a CFL MLO making a loan must lend their own funds. They may not
fund a mortgage through a warehouse line of credit.3

However, CFL companies and their employees may make both secured and
unsecured consumer and commercial loans.

In contrast, the CRMLA was created to license mortgage bankers whose main
business is making and servicing consumer mortgages. The CRMLA license
is the only license which authorizes the licensee to service loans which they
did not originate or purchase, i.e., service loans for third parties.

The CRMLA MLO license authorizes a licensee to broker mortgages, but only
to other CRMLA lenders, and state and federally chartered institutions.

The CRMLA MLO license does not require the licensee to have a California
business address.3

All entities — corporations, limited liability companies (LLCs), partnerships,
trusts and sole proprietorships — are eligible to obtain a CFL or CRMLA MLO
license.

The DFPI schemes call for the company to obtain a company MLO license,
anditsemployeesto obtainindividual MLO licenses. The MLO endorsements
available under the DFPI include:

+ CFL company license;

+ CRMLA company license;

+ individual MLO license; and

+ CFL or CRMLA branch licenses.

As with all MLOs, the first step is to obtain an NMLS ID.

Then, the application for an MLO company license under the DFPI scheme
calls for:

+ any trade names in use;

+ aregistered agent for service of process;

+ identification of the qualifying individual of record;
+ abusiness plan;

+ a certificate of good standing from the California Secretary of State
(SOS);

« formation or incorporation documents, if applicable;

31 Fin C§22004
32 10 Calif. Code of Regulations §1460
33 Fin C§850000 et seq.
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Individual
DFPI MLO
license

amanagement chart, including a statement that all members, directors
and principals are at least 18 years old;

an organizational chart;

fingerprints and background check authorization for the company’s
controlling members;

an authorization of disclosure of financial records;
financial statements showing a minimum net worth of:
° $50,000fora CFLlicense, if the company is only arranging loans;

°  $250,000 for a CFL license, if the company will make as well as
arrange loans;3 or
° audited financial statements showing a minimum net worth of
$250,000 for a CRMLA license;
surety bond coverage of $25,000 to $200,000 for each company license,

depending on the company’s residential mortgage volume in the
preceding year;?® and

payment fees to the DFPI through the NMLS.

CRMLA licenses need to include proof of federal agency approval if they
make or service consumer mortgages subject to the approval of any of the
following entities:

the Federal Housing Administration (FHA);

the U.S. Department of Veterans Affairs (VA);

the Farmers Home Administration,;

the Government National Mortgage Association (Ginnie Mae);
the Federal National Mortgage Association (Fannie Mae); or
the Federal Home Loan Mortgage Corporation (Freddie Mac).

To obtain an individual MLO license under the DEPI scheme, an individual
needs to:

obtain an NMLS ID;

complete 20 hours of pre-endorsement education, including two hours
of DFPI-specific mortgage law;?

successfully pass an exam administered by the NMLS on federal and
state mortgage lending laws;3®

submit an application for the MLO endorsement through the NMLS;
submit a statement of citizenship to the DFPI;* and
pay fees to the DFPI through the NMLS.

34 Fin C8§22104

35 Fin C §50201

36 10 CCR §1437, 10 CCR §1950.205.1
37 Fin C§822109.2(a), 50142(a)

38 Fin C§822109.3, 50143

39 Fin C§§22100 et seq., 50000 et seq.
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In addition to meeting the minimum requirements for all MLOs, they need
to show they have:

+ never had an MLO license revoked by any regulatory agency; and

+ obtained employment with a CFL or CRMLA MLO company.%°

Fees for obtaining DFPI licenses are:

« $330 for an individual MLO license, plus a $15 credit report fee and a
$36.25 background check fee, all paid through the NMLS;

+ $400 for a CFL company MLO license paid through the NMLS, plus
$20 per controlling member for LiveScan fingerprint processing paid
through the DFPI; and

« $1,100 for a CRMLA company MLO license paid through the NMLS,
plus $20 per controlling member for LiveScan fingerprint processing
paid through the DFPI.

Bothcompanyandindividual DFPI MLOlicensesaregood through December
31 of each year if issued prior to November 1. Endorsements issued on or
after November 1% are valid through December 31 of the next year.

The DFPI MLO licenses renew every calendar year between November 1st
and December 31st. Renewal consists of confirming the information on the
NMLS registry is still current and correct.

DFPI MLO renewal processing fees are:
+ $100 for companies;
+ $30 forindividuals; and

- $20 for branches.

DFPI MLO companies also pay annual assessment fees based on their
mortgage volume in the prior year. The minimum annual assessment is:

+ $250 for a CFL license; and
« $1,000 fora CRMLA license.
Individual MLOs under the DFPI are required to:

« complete eight hours of NMLS-approved continuing education,
including one hour of DFPI-specific mortgage law; and

« pay $330 renewal fees, plus an additional $100 reinstatement fee for
late renewals.4

All fees are paid through the NMLS.

40 Fin C§§22109.1, 50141
41 Fin C§822109.5(a), 50145

DFPI renewal
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The Secure and Fair Enforcement for Mortgage Licensing Act of 2008
(SAFE Act) requires any individual who solicits consumer mortgage

applications Or arranges consumer mortgages as an occupation to:

+ register as a mortgage loan originator (MLO) with the Nationwide

Mortgage Licensing System (NMLS); and either
be employed by a federally regulated bank; or
+ hold a state MLO license.
The federal SAFE Act established two classes of MLOs:

federally registered MLOs; and
+ state-licensed MLOs.

For the state-licensed MLOs with which this material is concerned, two

California state agencies license or endorse MLOs:

« the Department of Real Estate (DRE), which issues MLO

endorsements to their licensed brokers and sales agents; and

+ theCalifornia Department of Financial Protection and Innovation
(DEPI), which issues MLO licenses under the California Financing
Law (CFL) and the California Residential Mortgage Lending Act

(CRMLA).

All brokers and agents who want to become an MLO, whether as

individuals or as employing brokers, need to:

+ submit an application to the NMLS;

+ demonstrate financial responsibility and fitness to operate

honestly, fairly and efficiently; and

+ not have been convicted of, pled guilty or pled no contest to a
felony in a domestic, foreign or military court during the timelines

set by the SAFE Act.

In addition to NMLS minimum MLO honesty requirements, the DRE
and DFPI each set their own requirements for MLO qualification and

license retention.

broker-associate Pg.
federally registered mortgage loan originator (MLO).......... P9
Nationwide Mortgage Licensing System (NMLS) ................. Pg.

Nationwide Mortgage Licensing System (NMLS)

identification number (ID) Pg.
state-licensed mortgage loan originator (MLO) ......ccccceeenncees Pg.
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After reading this chapter, you will be able to:

+ identifythe overlappingrequirementsforobtainingand renewing
a mortgage loan originator (MLO) endorsement or license under
different licensing agencies;

+ understand how tojob-transition from one MLO licensing scheme
to another; and

+ determine the education and testing requirements for holding
multiple MLO licenses.

active license Uniform State Test (UST)
transitional license

A Department of Real Estate (DRE)-licensed broker or sales agent who solicits
or accepts a consumer mortgage application or arranges a consumer
mortgage expecting a fee is classified as a mortgage loan originator (MLO).

MLOs in California may be:

+ licensed and regulated by the DRE or the California Department of
Financial Protection and Innovation (DFPI); or

+ registered with the Nationwide Mortgage Licensing System (NMLS),
employed by federally regulated banks and controlled by federal law.

Editor’s note — A consumer mortgage is a mortgage that:

« fundsa primarily personal, family or household use; and

Chapter

Learning
Objectives

Key Terms

MLOs in
California
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State-
licensed MLO
guidelines

+ issecured by a one-to-four unit dwelling, owner-occupied or not.*

A consumer mortgage is distinguished from a business mortgage. A
business mortgage is a mortgage made primarily for business, investment
or agricultural purposes.

The regulation of all MLOs is mandated by the federal Secure and Fair
Enforcement for Mortgage Licensing Act (SAFE Act).

The federal entity charged with regulating and enforcing the SAFE Act is the
Consumer Financial Protection Bureau (CFPB). Each state also enforces
their adopted version of the SAFE Act for state-licensed MLOs.

Thus, an individual working in California as an MLO needs to be licensed
under one or more of three MLO schemes:
« astate-licensed MLOholdinga DRE licensewithan MLOendorsement;?
+ astate-licensed MLO under the DFPI;3 or
+ afederally registered MLO working for a federally requlated bank.4
[See Chapter 2]

Each of the three MLO schemes offers different benefits, depending on the
type of employment or self-employment taken on by the MLO. However,
an individual MLO’s career often sees them transitioning between job
opportunities moving from one type of employer to another.

Understanding how to smoothly transition between MLO licensing schemes
is part of developing a career advancement plan.

To understand the mechanics of transitioning from one consumer
mortgage origination scheme to another, a general review of MLO licensing
requirements is necessary.

To become a state-licensed MLO, individuals need to:

+ complete pre-licensing coursework;
+ pass exams on state and federal mortgage law;

+ meet minimum financial and employment history requirements, as
verified by credit and background checks; and

+ register with the NMLS and receive an ID number.

In addition, each of the two California state licensing agencies impose their
separate requirements.

The DRE, for example, requires an individual to hold a DRE real estate license
before they may obtain an MLO endorsement. The DFPI, in contrast, issues
MLO licenses directly to individuals and companies.s

Calif. Business and Professions Code §10166.01(d); Calif. Financial Code §§22012(e), 50003(p)
Bus & P C §10166.02(b)

Fin C §822100(f), 50002.5(a)

12 United States Code §5103(a)

Bus & P C §10166.02(b)

[© I N
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Further, state-licensed MLOs need to renew their state MLO licenses or
endorsement every year. The renewal process involves the completion of
eight hours of continuing education (CE) approved by the NMLS, online
renewal and the payment of renewal fees. State-mandated renewal
requirements include a DFPI-specific course for DFPI MLOs, background
checks and/or minimum financial requirements.

In contrast, employees of a federally regulated bank need only be federally A bank’s
registered MLOs. These bank-employed MLOs meet minimum financial

and employment history requirements verified by credit and background federa“y
checks. They do not need to pass state or federal exams or take pre-licensing registered

education.
MLO
A bank-employed MLO may perform the services of an MLO only while they I
are employed by a federally regulated bank. empioyees

A federally registered MLO may also be employed by a DFPI-licensed MLO
company without holding a DFPI MLO license, due to a DFPI exemption. No
such exemption exists under the DRE scheme. A DRE MLO broker may only
employ an MLO who holds a DRE license with an MLO endorsement.®

Federally registered MLOs are required to update their registration
information in the NMLS registry within 30 days of:

+ achangein the MLO’s name;
+ the MLO leaving the federally regulated bank’s employment; or

+ achange in the disciplinary history or legal actions taken against the
MLO.

The federally regulated bank is also required to report to the NMLS within 30
days of a change in a federally registered MLO’s employment.?

Federally registered MLOs are not subject to NMLS CE requirements, but still
renew their registration each year.

Common transitions between employers and basic requirements for making
those transitions follow.

Note that the NMLS unique identification number (NMLS ID) used to
identify each MLO follows the MLO throughout their career in consumer
mortgage origination work — across different employers, MLO license types
and states. The purpose of the NMLS ID is to allow consumers to see the
MLO’s employment and disciplinary history, regardless of which type of
MLO they are.

6 Fin C§§22100(g), 50002(e); Bus & P C §10137
7 12 Code of Federal Regulations §1007.103(b)(1)
8 12 CFR §1007.103(e)(2)(ii)
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From
registered
MLO to state-
licensed MLO

Consider an individual who works for several years as a registered MLO
with ABC Bank, a federally requlated bank. ABC Bank closes its consumer
mortgage department. The MLO decides to go into business for themselves
and open their own, non-federally regulated mortgage company.

May the MLO use their federally registered MLO status, without other
licensing, to originate loans for their own non-federally regulated mortgage
company?

No! A federally registered MLO is exempt from state MLO licensing only so
long as the MLO is an employee of a federally regulated bank.

When not employed by a bank, the federally registered MLO is merely
an unlicensed individual with an NMLS ID — unauthorized to work in
consumer mortgage originations until individually licensed by the state or
employed by a bank.

To continue their MLO activities after their bank employment terminates,
the NMLS registrant needs to:

+ acquire a state DFPI MLO license or a DRE license and MLO
endorsement, then work for a DFPI MLO licensed employer ora DRE
proprietary or corporate MLO broker; or

+ find employment with another federally regulated bank.

Thus, if the federally registered MLO was not previously a DFPI-licensed
or DRE-licensed MLO, they need to complete the required pre-licensing
education and testing and meet DRE or DFPI standards to be qualified to
work other than for a bank.

The CFPB does not provide for a transitional grace period after the MLO loses
their bank employment until they become a state-licensed MLO.

When a bank-employed MLO was previously state-licensed, they do not
need to repeat the NMLS pre-licensing courses or exams they previously
completed. However, they do need to fulfill any new state-licensed MLO
requirements put in place after they completed the state requirements.

For example, consider an MLO who completes pre-licensing education,
testing and background checks and becomes a state-licensed DFPI MLO.
Later, they find employment with a federally regulated bank as a federally
registered MLO. They let their DFPI MLO license lapse.

In 2015, the MLO leaves the employment of the federally regulated bank to
form their own DFPI MLO mortgage company.

However, inthemeantime, the DFPI began requiring two hours of California-
specific mortgage law as part of its pre-licensing education requirements.

9 Consumer Financial Protection Bureau Bulletin from April 19,2013
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Since the MLO did not originally complete these two hours of California-
specific mortgage law when they became a licensed DFPI MLO years earlier,
they are now required to do so before they are eligible to reacquire a DFPI
MLO license.

Now consider an individual who holds a DRE broker license and MLO
endorsement. After originating consumer mortgages for a few years as
an MLO broker, the broker decides to make a career change. They obtain a
position with a federally regulated bank as a consumer mortgage loan officer.
This change requires them to update their federally registered MLO status.

An MLO transitioning from acting as a state-licensed MLO (here, DRE) to
employment as a federally registered MLO with a bank meets the federal
registration requirements by:

« updating their principal place of business and business contact
information in the NMLS registry;

+ updating their ten-year financial services-related employment history;

« submitting new fingerprints to the NMLS for the background check;

+ re-authorizing a background check;

+ attesting to the correctness of the updated information; and

+ re-authorizing the NMLS to publish their name, new principal place of
business and any adverse disciplinary history to NMLS registry.*

Fingerprints on file with the NMLS are sufficient for the fingerprinting
requirement if they are less than three years old.

The federally regulated bank employing the registered MLO is then tasked
with:

« bringing its information on file with the NMLS current; and

« confirming with the NMLS the employment of the transitioning
MLO.»

Editor’'s note — These same steps are also taken when a federally registered
MLO changes employment from one federally regulated bank to another.

Further, the DRE requires notification whenever an MLO begins or ceases
consumer mortgage activity under their DRE MLO endorsement.”? [See
Chapter 8]

Moving between state-licensed employers, one operating as a DFPI licensee
and the other as an MLO-endorsed DRE licensee, also requires transitional
steps.

10 12 CFR §1007.103(2)(4)

11 12 CFR §1007.103(a)(4)(i)(B)
12 12 CFR §1007.103(a)(4)({)(C)
13 Bus&P C§10166.01
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active license

A license status which
allows an individual
Department of Real
Estate (DRE) licensee
to perform mortgage
loan originator

(MLO) services as

an employee of

a Department of
Financial Protection
and Innovation (DFPI)
MLO.

Active DRE
brokers

Active DRE
sales agents

Individual DRE brokers and sales agents holding an active license with
a current MLO endorsement are able to perform consumer mortgage
activities as an employee of a DFPI MLO company without acquiring an
additional license as a DFPI MLO. This employment need not be reported
to the NMLS. Thus the NMLS registry does not reflect a DRE licensee’s
employment under a DFPI MLO company.*

For MLO transitions, the definition of an active license changes depending
on whether the licensee is an employing broker, broker-associate or sales
agent.

A DRE broker has an active DRE license and M LO endorsement when:

+ their DRE broker license is current and in good standing; and
they are either:

+ a DRE broker holding both a current individual and a proprietary
or corporate MLO endorsement; or

+ abroker-associate employed by a DRE broker who holds both their
individual and a proprietary or corporate MLO endorsement.

Accordingly, a DRE broker who works alone (or employs other DRE licensees)
needs both an individual MLO endorsement to their license and a separate
sole proprietorship or corporate broker license with an MLO endorsement.

However, an MLO broker with only an individual MLO endorsement —i.e.,
not licensed and endorsed as a sole proprietorship or corporate MLO broker
— who is not employed by an active DRE broker is inactive and may not act
alone to arrange consumer mortgage.

To begin work employed by a DFPI MLO company, the unemployed broker-
associate with only an individual endorsement needs to either:
obtain an individual DFPI MLO license; or
+ apply for a DRE proprietary or corporate broker license and MLO
endorsement.

The second option provides the DRE broker the latitude to work for
themselves as a DRE MLO under their corporate broker license and work for
a DFPI MLO employer at the same time.

A DRE sales agent has an active license and MLO endorsement if:

their DRE license is current and in good standing; and

they are employed by a DRE broker who holds both an individual
MLO endorsement and either a proprietary or corporate broker license
with an MLO endorsement.

14 Fin C §§22100(b), 50002.5(a)
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Once a DRE sales agent is no longer employed by an MLO-endorsed DRE
broker, they are inactive. When they transition to a DFPI MLO employer,
they need to acquire a DFPI MLO license to perform MLO services for the
DFPI MLO company.

A transitioning DRE-licensed MLO is able to apply previously completed pre-  Ed ucation’
licensing education towards their DFPI MLO license requirements. Since so .

much of the coursework involves federal mortgage law, this transferability testlng and
of courses is common for all intrastate MLO transitions.*s fingerprints

However, any state agency-specific pre-licensing MLO education
requirements need to be completed before the transitioning MLO is eligible
for the new license.

To this end, California’s DFPI requires two hours of DFPI-specific pre-
licensing education. Thus, a DRE MLO transitioning to a DFPI MLO license
needs to complete this pre-licensing requirement before they are eligible to
obtain a DFPI MLO license.*

The federal and California-specific MLO exam requirements are the same for
DRE and DFPI MLOs. However, when it has been five years or longer since
the MLO held an active MLO endorsement or license, they are required to
retake both exams to re-qualify. Time spent employed by a bank as a federally
registered MLO is not counted towards the five-year period.*

Fingerprints, creditand background reports are alsoresubmitted to the NMLS.

If negative financial, criminal, civil or administrative history and
explanations were previously filed with the MLO’s DRE MLO application,
the MLO may submit an affidavit to the DFPI in lieu of re-submitting this
information. The affidavit gives the DFPI the authority to review the MLO’s
history and contact DRE for additional details.

A DRE MLO-endorsed proprietary or corporate MLO broker looking to
transition to a DFPI MLO status and hire other MLOs is also required to meet
net worth and surety bond requirements.

For renewal of a DFPI license, CE requirements have shifted from a generic
one-hour elective each year to a DFPI-specific one-hour elective as part of
the annual eight hours of CE.*®

The DRE MLO requirements are the strictest in the state. A DFPI MLO  [ntrastate:
transitioning to a DRE MLO has no licensing or endorsement exemption DFPI to DRE
to avoid DRE requirements. In order to work for a DRE MLO-endorsed

corporate or proprietary broker, they must first obtain a DRE license and

MLO endorsement.

15 Bus& P C §10166.06(c); Fin C §822109.2(e), 50142(e)
16 Fin C §§22109.2(a)(4), 50142(a)(4)

17 Bus &P C §10166.06(j); Fin C §§22109.3(g), 50143(d)(4)
18 Fin C §§22109.5(a), 50145
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originator (MLO)
license which allows
an MLO moving

to another state to
perform MLO services
for a short period of
time while they fulfill
requirements to obtain
an MLO license in the
new state.
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Further, a DRE sales agent license and MLO endorsement allows the MLO
agent to provide consumer mortgage services only under the employment of
a DRE broker who holds an individual and a proprietary or corporate license,
with MLO endorsements on both licenses.

DRE does not impose any DRE-specific pre-licensing or exam requirements
for the MLO endorsement. Thus, the NMLS pre-licensing education and
exams taken by a DFPI MLO meets DRE MLO endorsement requirements.

However, an MLO transitioning from DFPI to DRE needs to resubmit
fingerprints, credit and background to the NMLS, with a full financial,
criminal, civil or administrative history, and explanations of any negative
history.

Any MILOs leaving California for employment also transition from one
regulatory scheme to another.

Bank-employed federally registered MLOs moving out of state to be employed
by a federally regulated bank and arrange consumer mortgages are required
to update their MLO registration, but have no additional filings to make.

For DFPI- and DRE-licensed MLOs, other states’ MLO licensing agencies
have authority to agree to reciprocity agreements with agencies in other
states. State agencies may take into consideration or rely on findings made
by another state agency when evaluating an MLO applicant’s eligibility.*

California does not have reciprocity agreements with other states. Thus, to
move to California and perform MLO services, an individual needs an MLO
license or endorsement under one of the three licensing and registration
schemes: DRE, DFPI or solely federal registration.

California MLOs looking to move out of state need to check with their
destination state’s MLO licensing agency to see if it recognizes a transitional
license. A transitional license allows the MLO to perform MLO services fora
short period of time while they fulfill requirements to obtain a full state MLO
license.

Before a transitional license can be issued, a state-licensed MLO is required
to:

« meet the net worth or surety bond requirements of the new state; or
+ payinto the new state’s state fund.>®

Neither DRE nor DFPI recognize a transitional license.

19 76 Federal Register 38464, 38482
20 CFPB Bulletin 2012-05
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An alternative to transitioning from one scheme to another is to be licensed
(or endorsed by DRE) under multiple schemes at once.

Of course, holding multiple licenses is less common for transitioning MLOs
than for MLOs who actively provide MLO services in multiple states. For
smaller MLO companies and individual MLOs, the time and money it takes
to obtain and maintain multiple state licenses is to be weighed against the
amount of business expected in the additional state.

For example, in some regions of the state, such as in the Lake Tahoe basin,
holding multiple licenses is a logical business step to take to serve the basin’s
inhabitants.

Editor’'s note — The location of the financed dwelling determines the state
agency from which the MLO is required to obtain the MLO license.

For instance, when the property securing the consumer mortgage is located
in California, the MLO needs to hold either a DRE or DFPI license. A Nevada
MLO may not negotiate consumer mortgages for California properties by
telephone from their Nevada location. This is an unlaw ful circumvention
of California and federal SAFE Acts.*

A common strategy for most MLOs is to expand to other regions. As of mid-
2018, theaveragenumber oflicenses held by a state-licensed MLO nationwide
was 3.52, a figure that has increased steadily since the SAFE Act’s inception.

Holding multiple MLO licenses commits an MLO to:
« fulfilling the individual state agency requirements to obtain each
license; and
+ renewing each state license, each year.
Licensing and renewal fees for each state are paid separately. For example,
anindividual MLO licensed asa DRE salesagent MLO and a DFPI MLO pays:
« $330 for the DRE MLO annual renewal; and
+ $330 for the DFPI MLO annual renewal.

Individuals seeking MLO licenses in multiple states need to meet each state
agency’s MLO exam requirement. The NMLS provides a Uniform State Test
(UST) to make this easier.

MLO candidates who take the UST satisfy the NMLS testing requirements for
licensure in any state which adopts the UST. The UST is integrated into the
national MLO exam.

The DRE and DFPI adopted the UST on January 1, 2016.

21 HUD Commentary on Model State Law, Section E

Multiple
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originator (MLO) exam.
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conditions

Thus, an MLO whose first state license is with DRE or DFPI and who seeks
MLO licensure in other states needs to determine whether they took the UST
to fulfill their NMLS exam requirements.

When the DRE MLO took the UST within five years prior to seeking an MLO
license in a state which has adopted the UST, they are not required to retake
NMLS exams.

CE requirements vary from agency to agency, with a minimum of eight
hours required for renewal.

The core requirements comprise seven of the eight hours:

+ three hours of federal mortgage law;
« two hours of consumer protection and fraud;
« two hours of nontraditional mortgage products; and
+ atleast one hour of elective material.
An MLO with multiple MLO licenses needs to take the core requirements

only once per year. Credit for the core requirements are applied to all state
MLO licenses the MLO holds.

DFPI imposes an agency-specific elective hour; DRE accepts any elective
hour approved by the NMLS.

In addition to education and fee considerations, state agencies may require
state-specific conditions, such as:

« annual background checks;
+ surety bond requirements;
+ net worth requirements; and

+ residency requirements.
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An individual working in California as a mortgage loan originator Chapter 3
(MLO) needs to be licensed and endorsed under the Department of
Real Estate (DRE), licensed by the California Department of Financial summary

Protection and Innovation (DFPI)) or a federally registered MLO
working for a federally requlated bank.

Understanding how to smoothly transition between MLO licensing
schemes is part of developing a career advancement plan.

A federally registered MLO may work for a DFPI-licensed MLO
company without holding a DFPI MLO license. However, the federal
MLO registration alone will not permit employment by a DRE MLO
proprietary or corporate broker.

A state-licensed MLO transitioning to a federally registered MLO with
a bank meets the federal registration requirements by updating their
information in their Nationwide Mortgage Licensing System (NMLS)
account and resubmitting information for a new background check.

Individual DRE brokers and sales agents holding an active license with
a current MLO endorsement are able to perform consumer mortgage
activities as an employee of a DFPI MLO company without acquiring
an additional license as a DFPI MLO. The definition of an active license
changes depending on whether the licensee is an employing broker,
broker-associate or sales agent.

A DFPI MLO transitioning toa DRE MLO must first obtain a DRElicense
and MLO endorsement.

California MLOs looking to move out of state need to check with
their destination state’s MLO licensing agency to see if it recognizes a
transitional license. A transitional license allows the MLO to perform
MULO services for a short period of time while they fulfill requirements
to obtain a full state MLO license.

An alternative to transitioning from one scheme to another is to be
licensed (or endorsed by DRE) under multiple schemes at once.

active license Pg. 32 Chapter 3
transitional license Pg. 34
Uniform State Test Pg- 35 Key Terms
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Exclusions from MLO

endorsement requirements
R | e

After reading this chapter, you will be able to:

+ identify activities which do not trigger the need for a mortgage
loan originator (MLO) endorsement to your Department of Real
Estate (DRE) license; and

+ determine the activities an unlicensed employee of an MLO
broker may perform in connection with a consumer mortgage
origination.

consumer mortgage carryback mortgage

business mortgage

Real estate licensees are permitted, as a service they may offer to members
of the public for compensation, to take an application to make or arrange
the terms of a consumer mortgage. However, to provide consumer
mortgage services they need to hold a mortgage loan originator (MLO)
endorsementissued by the Department of Real Estate (DRE), a requirement
of California’s Secure and Fair Enforcement Act (SAFE Act).

A consumer mortgage is a mortgage made by anyone to a buyer or owner:

+ primarily to fund a personal, household or family use, called a
consumer-purpose mortgage; and

+ secured by a one-to-four unit residential property.?

1 Calif. Business and Professions Code §10166.01(b)
2 Bus&PC§10166.01(d); 12 Code of Federal Regulations §1026.43(a)
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A debt incurred
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one-to-four residential
units.
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business mortgage

A debt incurred
primarily for other
than personal, family
or household purposes,
whether secured or
unsecured.

Mortgage
origination by
other schemes

Real estate
activities

Conversely, when a DRE licensee makes or arranges a mortgage for a non-
consumer purpose — such as investment, agricultural or business mortgages,
called business mortgages — they are not required to hold an MLO
endorsement to receive a fee for this service. [See Chapter 2]

Further, a mortgage which funds a consumer purpose but is secured by any
property other than a one-to-four unit residential property does not trigger
the need for an MLO endorsement. Similarly, a business-purpose mortgage
secured by a one-to-four unit residential property, whether or not it is owner
occupied, does not trigger the need for an MLO endorsement.

An MLO who engages in consumer mortgage activities as a Department
of Financial Protection and Innovation (DFPI) licensee or solely under
Nationwide Mortgage Licensing System (NMLS) registration rules (bank
employee) are not required to hold a DRE license and MLO endorsement.

Licensees who only perform real estate sales, leasing or business mortgage
activities do not need an MLO endorsement.

Thus, a sales agent or broker in the regular course of their sales activities and
without expectation of an extra fee may advise their clients about mortgage
features offered by lenders and assist them to shop several lenders for the
purchase-assist mortgage needed to close escrow, all without holding an
MLO endorsement. [See RPI Form 312]

However, when the broker (or their agent), receives any fees or other
compensation from a lender or MLO, both the broker and the agent involved
are required to first obtain an MLO endorsement.

Consider a real estate broker employed by a seller to locate a buyer for the
seller’s single family residence. The seller owes more on their mortgage than
the property is currently worth, called negative equity.

The broker locates a buyer willing to purchase the property for its current fair
market value. As part of the broker's representation of the seller, the broker
contacts the lender and negotiates a short payoff in the amount of the buyer’s
purchase price.

The lender accepts the short payoff, and escrow closes. The broker collects a
fee from the seller for the broker's real estate sales transaction representation.

Is the broker in this scenario required to obtain an MLO endorsement on
their license?

No! Although the broker is negotiating with a lender on behalf of the seller,
the broker is performing the negotiations as part of their licensed real estate
activities unrelated to the origination of a consumer mortgage.

3 Bus&P C§10166.01(b)(2)(E)
4 Bus&PC8§10166.01(b)(2)(B)
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A person who, in a calendar year, uses their own funds to make eight or more mortgages
secured by one-to-four unit residential real estate, and which are not arranged by a
threshold broker, is required to hold a California Department of Real Estate (DRE) broker
license. [Calif. Business and Professions Code §10131.1(b)(1)(C)]

However, this exclusion rule to licensing for persons who make mortgages does not also
exempt individuals who originate consumer mortgages from mortgage loan originator
(MLO) endorsement requirements (and thus DRE licensing).

When a person collects compensation for arranging a consumer mortgage they also
fund, the person is required to hold a DRE license with an MLO endorsement. This holds
true even if the consumer mortgage is the very first mortgage the individual funds during
the calendar year. [Bus & P C §10166.02(b)]

In other words, the funding of eight or more mortgages triggers the DRE broker license;
the origination (or arranging) of just one consumer mortgage triggers the need for a
DRE license and MLO endorsement.

Further and importantly, the broker does not receive a separate fee for
negotiating the short payoff with the lender. The short sale negotiations were
part of the broker's transaction agent activities representing a seller engaged
in a short sale.s

Now consider a broker who advertises mortgage modification services for
negative equity homeowners. They enter into an employment agreement
with a homeowner to negotiate a short payoff with the homeowner'’s lender
in exchange for a fee.

The broker negotiates a short payoff — a discount — and arranges a refinance
for the homeowner. The broker is paid a fee from the homeowner upon close
of the loan escrow.

Here, the broker is required to hold an MLO endorsement to their license.
Their advertisement of mortgage modification services and their collection
of a separate fee for the negotiation of the short payoff and refinance trigger
the need for an MLO endorsement.®

Individuals who provide administrative or clerical staff to perform “back-
room” functions for MLOs are exempt from MLO endorsement.’

An MLO broker's unlicensed administrative or clerical employees may:
+ prepare and design mortgage advertisements for the broker's review
prior to use — writers and graphics;

« distribute preprinted advertisements or fact sheets about mortgages
the broker is able to offer or negotiate — solicitations;

« make appointments for service providers, such as appraisers, to enter
the real estate securing a mortgage; and

5 Calif. Department of Real Estate SAFE ACT - FAQ “Do the MLO License Endorsement Requirements Apply to Me?
6 DRE FAQ “Do the new MLO License Endorsement requirements apply to me?”
7 Bus&P C8§10166.01(b)(2)
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make appointments for the buyer/owner or lender to meet with the
broker or service provider — secretarial functions.

Others included under the clerical exemption are back-room employees such
as loan processors and underwriters employed by the MLO broker to:

receive, collect or distribute information required to process or
underwrite a consumer mortgage; or

communicate with an applicant to obtain information required to
process or underwrite a consumer mortgage.® [See Chapter 9]

These back-room activities include:

discussing the general terms of a mortgage based on information
prepared or approved in writing by their employing broker;

notifying a buyer or owner of any additional information required to
complete a mortgage application;

entering information provided by the buyer or owner in a pre-printed
application form or computer database;

accepting and providing a receipt on behalf of the broker for appraisal
or credit fees;

preparing requests for verification of employment, verification of
deposits, credit reports or appraisal reports;

assembling documents to be submitted to the lender with the mortgage
application, with the broker's approval;

obtaining signatures from the buyer/owner or service providers;
contacting the lender to determine the status of a mortgage application;

responding to an inquiry from the buyer or owner on the status of a
mortgage application; and

preparing documents related to the mortgage under the review or
written approval of the broker.?

Materials distributed by the unlicensed assistant, loan processor or
underwriter on the broker's behalf may not include the unlicensed
employee’s name or contact information.

Additionally, an unlicensed employee may not counsel or offer advice to
the buyer or owner when performing any of the unlicensed activities listed
above. Communications with a buyer or owner are to be based on the terms
and features of the consumer mortgage approved by the broker and being
processed under the homeowner's application.™

Loan processors and underwriters are required to hold an MLO endorsement
when they:

perform MLO activities, such as negotiating the terms of a consumer
mortgage with the applicant;

8 Bus&PC8§10166.01(b)(2)
9 Calif. Department of Real Estate Regulations §2841
10 DRE Regs §2841
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+ advertise or present themselves to the public as an MLO; or

« perform loan processor or underwriter activities as an independent
contractor, hired but not in the employ of the broker.™

Thus, independent underwriters and contract underwriting companies
(such as private mortgage insurers) are required to comply with the SAFE Act
licensing requirements.

When an attorney originates or arranges consumer mortgages for
compensation, theyarerequiredtoholda DRElicenseand MLO endorsement.
In this respect, they are just like any other licensee, apart from their status as
an attorney.

However, a small exception exists for attorneys who negotiate, arrange or
otherwise originate consumer mortgages as part of their representation of a
client when acting solely in their capacity as an attorney.

An attorney is NOT required to be licensed under the SAFE Act — DRE
licensed and MLO endorsed — when their consumer mortgage origination
activities are:

« considered to be an authorized practice of law within the state;
+ carried out within an attorney-client relationship; and

+ accomplished within the applicable laws.*

Thus, attorneys are afforded an exemption when they perform MLO activities
as an ancillary matter to their representation of a client and do not hold
themselves out as consumer mortgage arrangers or originators.

Consider the owner of a single family residence. The owner sells their home
to a buyer without the assistance of a sales transaction agent. The buyer or
their family members will occupy the property as their residence. The terms
for payment of the price include a seller carryback note and trust deed, called
a carryback mortgage or installment sale. Thus, the financing — credit —
extended to the buyer to fund the purchase price is for a consumer purpose.

The owner does not collect a fee for negotiating the credit in the form of the
installment sale financing available to the buyer. Is the owner required
to hold a DRE license and MLO endorsement since they are originating a
consumer mortgage?

No!The carryback seller does not collect a fee for agreeing to make a consumer
mortgage — the origination of a carryback note and trust deed. Thus, they
are not required to hold a DREDRE license and MLO endorsement.

11 Bus&P C§10166.03
12 12 CFR §1008 Appendix D

The attorney
exemption

Seller
carrybacks

carryback mortgage
A note and trust deed
executed by a buyer

of real estate in favor
of the seller for the
unpaid portion of the
sales price on closing,
also known as an
installment sale, credit
sale or seller financing.



44

California Mortgage Lending, First Edition

Chapter 4
Summary

Now consider the seller of a single family residence who is represented by a
real estate broker. The real estate broker or their agent holds himself out to be
a carryback expert who has arranged numerous installment sales in the past
for sellers and buyers of homes.

The real estate broker negotiates the carryback financing arrangement with
a buyer who will occupy the dwelling. The real estate broker collects a
brokerage fee for his real estate sale activities as a transaction agent. Further
and critically, the broker does not charge or collect a separate fee from the
seller or buyer for negotiating the sale on terms including a carryback
installment mortgage.

Is the broker required to be licensed as an MLO?

No! The broker in this scenario is merely performing a real estate sales
activity for a fee, a transaction which does not trigger the need for an MLO
endorsement.

However, had the broker charged and collected a separate fee from the seller
or buyer for negotiating the carryback note and trust deed - the consumer
mortgage aspect of the single family residence sales transactions - they
would have needed to hold an MLO endorsement on their DRE license.3

13 DRE FAQ “Do the new MLO License Endorsement requirements apply to me?”

A real estate licensee is required to hold a mortgage loan originator
(MLO) endorsement when they take an application for, offer ornegotiate
the terms of a consumer mortgage in exchange for compensation.

An MLO who engages in MLO activities as a licensee of under the
Department of Financial Protection and Innovation (DFPI)) or under
the Nationwide Mortgage Licensing System (N MLS) federal registration
rules are not required to hold a Department of Real Estate (DRE) license
and NMLS endorsement.

Further, licensees who only perform real estate brokerage activities
are exempt from MLO endorsement, as are individuals who provide
administrative or clerical staff to MLOs are exempt from MLO
endorsement. Included underthe clerical exemption are loan processors
and underwriters who are employed by the MLO or the MLO’s broker.

A small licensing exception exists for attorneys who negotiate, arrange
or otherwise originate loans as part of their representation of a client in
their capacity as an attorney.

Lastly, a broker who arranges a carryback mortgage, but does not charge
a separate fee for negotiating the carryback mortgage does not trigger
the MLO endorsement requirement.
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Chapter 5: The Nationwide Mortgage Licensing System and Registry

The Nationwide Mortgage
Licensing System and Registry

After you read this chapter, you will be able to:

+ locate publicinformation about mortgage loan originators (MLOs)
on the Nationwide Mortgage Licensing System (NMLS) website;
and

+  keep current with MLO statistics.

mortgage loan originator
(MLO)

Nationwide Mortgage
Licensing System (NMLS)

Each state is compelled to adopt and enforce a minimum standard for
mortgage loan originator (MLO) licensing under the federal Secure and
Fair Enforcement for Mortgage Licensing Act (SAFE Act). California adopted
its version of the SAFE Actin 2010. To implement the SAFE Act, the California
Department of Real Estate (DRE) and the Nationwide Mortgage Licensing
System (N MLS) work together.

Editor's note — The NMLS is also sometimes called the Nationwide
Multistate Licensing System.

The minimum standards for DRE licensees who arrange consumer mortgages
for a fee as MLO endorsees are set by the DRE.!
On the other hand, the NMLS, a federal agency:

+ processes MLO applications;
+ assigns unique NMLS ID numbers; and
+ administers the national MLO registry.

1 Calif. Business & Professions Code §10166.01 et seq.
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mortgage loan
originator (MLO)

An individual who
receives fees to arrange
a consumer mortgage.

Nationwide
Mortgage Licensing
System (NMLS)

The national registry
of consumer mortgage
loan originators
(MLOs).




48 California Mortgage Lending, First Edition

Current MLO
trends

Recall that one of the goals of the SAFE Act s to provide mortgage consumers
with a national database of public information about mortgage loan
originators. The NMLS Consumer Access website meets this goal. The NMLS
Consumer Access website gives mortgage consumers access to their MLOs’
licensing and employment records.

The fully-searchable list is updated nightly and features information on
MLOs such as:

« whether an individual acting as an MLO is federally registered;
+ the MLO's unique identifier (NMLS ID);

+ the MLO’s phone number;

+ whether an MLO islicensed, and in what states;

+ the company or companies the MLO is currently working for and has
worked for in the past;

+ whether an MLO is engaged in other lines of business;
+ the MLO's aliases, if any;
+ the MLO's criminal record, if any; and

+ any disciplinary actions taken against the MLO.

Common misconceptions MLOs have about the Consumer Access site
include:

+ “NMLS exam scores are available on the Consumer Access site.” In fact,
NMLS exam scores are not available on the site. Consumers cannot see
how MLOs have done on their federal or state exams. Consumezrs also
cannot see how many times MLOs have taken either exam.

+ “My credit scores/reports are available on the site.” In fact, personal
financial information is not available on the Consumer Access site. The
credit report and any scores obtained as part of the MLO application are
protected by federal privacy rules, including the SAFE Act.2

For California, 41,717 MLOs were registered at the federal level in the second
quarter (Q4) of 2018. This was level with a year earlier. These MLOs are
employees of banks.

State-licensed MLOs in California totaled 55,360 in Q2 2018, up 5% from a
year earlier. These MLOs are licensed by the California Department of
Financial Protection and Innovation (DFPI) or the DRE.

California accounts for 35% of the nation'’s state-licensed MLO population
(we are 12% of the nation'’s population). This indicates mortgage bankers are
relying on broker-packaged originations for business. However, stagnant
mortgage originations will dampen the growth in state licensed MLOs in the
coming year.

2 12 United States Code §5111
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This chart displays the number of federally registered MLOs and state-licensed MLOs in California.

Federally registered MLOs are employed by federally regulated entities. In
other words, these MLOs work for big banks like Chase, Wells Fargo or Bank
of America, etc.

State licensed MLOs are mortgage brokers and mortgage bankers. In
California, state licensed MLOs are regulated by either:

 the DRE; or
+ the DFPI.

The DFPI had the lion’s share of California’s MLO applications and MLO
licenses issued in Q2 2018, as:

+ DRE received 485 new applications for individual licenses and
approved 248 individuals (including pending applications from the
prior quarter); while

+ the DEFPI received 2,098 new applications and approved 2,569
individuals (including pending applications).

The general trend for state-licensed MLOs is up, while federally registered
MLOs remain about even. Further, California accounts for one-third of the
nation’s MLO population licensed by state entities.

The number of state-licensed MLOs increases throughout the year, and takes
a dip in the first quarter of every year. All MLO licenses expire at the end of
the calendar year. The January drop-off is due to licensees choosing not to
renew at the end of the prior year.

Thus, expect to see a small dip in state-licensed M LOs through mid-year, to be
regained and exceeded over the rest of the year. [See Figure 1]

Figure 1

Mortgage Loan

Originators in
California

MLOs on the
rise

Future MLO
trends
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California adopted its version of the Secure and Fair Enforcement for
Mortgage Licensing Act (SAFE Act) in 2010. To implement the SAFE Act,
the Department of Real Estate (DRE) and the Nationwide Mortgage
Licensing System (NMLS) work together.

Federally registered MLOs are employed by federally regulated entities.
In other words, these MLOs work for big banks. State licensed MLOs are
mortgage brokers and mortgage bankers. In California, state licensed
MLOs are regulated by either the DRE or the Department of Financial
Protection and Innovation (DEPI).

The general trend for state-licensed MLOsisup, while federally registered
MLOs remain about even. Further, California accounts for one-third of
the nation’s MLO population licensed by state entities.

mortgage loan originator (MLO) Pg-47
Nationwide Mortgage Licensing System (NMLS) ......cccceeeunes P9-47
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Mortgage loan originator
compensation rules

After reading this chapter, you will be able to:

+ identify the circumstances and activities which establish a person
as a mortgage loan originator (MLO) under the Truth in Lending
Act (TILA);

« differentiate between allowable and non-allowable MLO
compensation on a consumer mortgage transaction; and

+ identify MLO-prohibited activities under steering prohibitions.

advance fee mortgage loan originator
(MLO) broker

mortgage steering

discount point

individual mortgage loan
originator (MLO) upcharging

In response to mortgage loan originator (MLO) abuses during the
mortgage and housing boom, Regulation Z (Reg Z) was amended to prohibit
any person from compensating an individual MLO or MLO broker based on
the terms or conditions of a consumer mortgage.

An MLO is an individual or corporation licensed and endorsed by the
Department of Real Estate (DRE) or licensed by the California Department of
Financial Protection and Innovation (DFPI) who, for compensation or other
gain, negotiates or arranges a consumer mortgage for another individual,
typically a homebuyer.!

1 12 Code of Federal Regulations §1026.36(a)(1)(i)
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rules?
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individual mortgage
loan originator
(MLO)

A natural person who
meets the definition

of a mortgage loan
originator (MLO).

mortgage loan
originator (MLO)
broker

A mortgage loan
originator (MLO) who
is other than a natural
person, such as a
corporate broker.

Prohibited
compensation

California Mortgage Lending, First Edition

MLO status includes:

« mortgage brokers and their employees who perform MLO services;
+ amortgage lender’'s employees who perform MLO services;
«  warehouse lenders, sometimes called mortgage bankers; and

« any lender who makes mortgages using funds which it does not own,
e.g., deposits.

To distinguish, a mortgage broker is an MLO who is not an employee of
a lender. MLO status includes DRE-licensed and MLO-endorsed brokers
who engage in the practice of originating consumer mortgages, and any
employees of those brokers who engage in the practice of originating
consumer mortgages such as licensed agents and broker-associates who hold
MLO endorsements.3

Further, MLOs are either:

« individual MLOs, defined asnatural persons who meet the definition
of an MLO such as agents and brokers individually licensed and MLO-
endorsed by the DRE;* or

« MLO brokers, defined as MLOs other than natural persons such as
corporate brokers licensed and MLO-endorsed by the DRE=S

Individual MLOs do not include:

« individuals who performs purely administrative or clerical tasks on
behalf of an MLO broker or agent;

+ the employee of a manufactured home retailer who does not take an
application or advise consumers on credit terms;

+ an individual or entity who only performs real estate brokerage
activities as a transaction agent on the sale of a home, unless they are
also compensated by an MLO or mortgage lender; and

+ mortgage servicers or their employees, as long as they do not offer or
negotiate a transaction that constitutes a refinance.® [See Chapter 1]

In California, a carryback seller of a home to a buyer who will occupy
the property is not an MLO unless they bargain for or receive additional
compensation beyond the sales price and interest for agreeing to carryback a
mortgage.’

When an MLO originates a consumer mortgage, no part of the compensation
paid by any person and received by an MLO may be based on:

+ the terms or conditions of a mortgage transaction;
+ the terms of multiple mortgage transactions by the MLO; or

+ the terms of multiple mortgage transactions by multiple individual
MLOs.®

12 CFR §1026.36(a)(1)

12 CFR §1026.36(a)(2); Official Interpretation of 12 CFR §1026.36(a)-2
12 CFR §1026.36(a)(1)(ii)

12 CFR §1026.36(a)(1)(iii)

12 CFR §1026.36(a)(1)(i)

Calif. Business and Professions Code §1066.01(b)(1)

12 CFR §1026.36(d)(1)

N OOUn A W N
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The rule prohibits compensation of a corporate or individual MLO based on
the terms of the mortgage, which include:

« theinterest rate of the mortgage originated;

«  whether the mortgage contains a prepayment penalty;
+ the annual percentage rate (APR);

+ theloan-to-value ratio (LTV); or

+ whether the homebuyer’s title insurance was purchased from an
affiliate of the broker.

The terms of a consumer mortgage do not include the principal amount of
the mortgage. Thus, MLO compensation may be based on the amount of the
mortgage or mortgages the MLO originates. While the MLO’s compensation
may be a percentage of the mortgage amount, the percentage may not vary
from one mortgage to the next based on the differing mortgage amounts.*

For example, a lender or MLO broker who offers an MLO 1% of the mortgage
amount on all mortgages arranged by the MLO conforms to regulations.
However, alender who offersan MLO 1% of the loan amount for mortgages of
$300,000 or more and 2% of the loan amount for mortgages less than $300,000
violates the prohibitions.**

MLO compensation includes salaries, fees, commissions or annual or periodic
bonuses, awards of merchandise, services, trips, i.e., any compensation
collected which the MLO retains. The name given a fee is irrelevant for
determining whether it is compensation.

Costs collected by an MLO from the homebuyer to pay third-party charges
such as for an appraisal or title insurance are not compensation. They are
trust funds held by the MLO but belonging to the homebuyer.

However, when the MLO marks-up the price of third-party services and
pockets the difference, a practice called upcharging, the difference is MLO
compensation. When an MLO estimates a third-party service charge within a
reasonable range and the third-party service charge turns out to be less than
the estimate, the difference between the two charges while being trust funds
is not considered compensation if taken as additional compensation.

Other examples of allowable bases for a lender to compensate an MLO broker
include:

+ the MLO broker's overall dollar volume delivered to the lender;

+ thelong-term performance of a an MLO’s mortgages;

+ hourly pay for the actual number of hours worked for the lender;

+ pay dependent on whether the homebuyer is a new or existing
customer;

9 12 CFR §1026.36(d); Official Interpretation of 12 CFR §1026.36(d)(1); 12 CFR §1026.36(d)(1)
10 12 CFR §1026.36(d)(1)(ii)

11 Official Interpretation of 12 CFR §1026.36(d)(1)-9

12 Official Interpretation of 12 CFR §1026.36(a)-5(ii)

13 Official Interpretation of 12 CFR §1026.36(a)-5(v)

Allowable
compensation

upcharging

The practice of
marking up the price
of a third-party service
and keeping the
difference.
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Steering
prohibitions

mortgage steering

A mortgage loan
originator (MLO)
practice of directing
ahomebuyertoa
consumer mortgage
with less favorable
terms in order to obtain
greater compensation.

+ a payment fixed in advance for the volume of mortgages originated
with the lender (e.g., $1,000 for the first 100 mortgages originated, and
$1,500 for all mortgages above the 100-mortgage threshold);

+ the percentage of closed mortgages to mortgage applications submitted
to the lender; and

+ theaccuracy and completeness of the submitted mortgage files.*

These MLO compensation rules also apply to an MLO or MLO broker who
pays individual MLOs, such as MLOs they employ.

For example, an MLO broker may not pay another MLO, such as an MLO
employee, more for generating a mortgage with a 7% interest rate than they
would pay for a mortgage of the same amount with a 6% interest rate. Thus,
an MLO may not be paid by the lender or their MLO broker based on the yield
spread premium, a type of kickback commonly paid to MLOs before the Great
Recession.*

Occasionally, a homebuyer pays a fee to the MLO. However, when an MLO
receives any compensation for their mortgage services from the homebuyer,
the MLO may not receive compensation for mortgage services from anyone
else in the same mortgage transaction.

An MLO broker may not base fees paid to their MLO employees on the terms
of the mortgage, other than a percentage of the mortgage amount.*

Again, MLOs need to be federally registered and state licensed and DRE
endorsed (unless a DFPI licensee) to practice. However, non-licensed
employees of an MLO broker also need to:

+ meet standards similar to those given in the Secure and Fair
Enforcement for Mortgage Licensing (SAFE) Act, especially as it
applies to criminal background checks; and

+ receive professional training appropriate to their duties.?”

MLOs may not direct or “steer” a homebuyer to a consumer mortgage product
with terms or conditions which will generate greater compensation for the
MLO — unless the mortgage is in the homebuyer's interest.

To avoid mortgage steering, an MLO will present the homebuyer with
mortgage options for all types of mortgages the homebuyer expresses an
interest in, including:

+ afixed rate mortgage (FRM);

+ an adjustable rate mortgage (ARM); and

+ reverse mortgages.*®

14 Official Interpretation of 12 CFR §1026.36(d)(1)-2(i)
15 Official Interpretation of 12 CFR §1026.36(d)

16 12 CFR §1026.36(d)(2)

17 12 CFR §1026.36(d)(3)(i)

18 12 CFR §1026.36(e)(2)
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The MLO broker needs to make available mortgage products from at least
three lenders the MLO does business with regularly, and needs to present to
the homebuyer themselves or through their MLO agents:
+ the mortgage with the lowest interest rate;
+ the mortgage with the lowest interest rate without:
* negative amortization;
+ aprepayment penalty;
+ aballoon payment within the initial seven years of the mortgage;
+ ademand feature; or
+ shared equity or appreciation; and
+ themortgage with the lowest total dollar amount for origination points
and/or discount points.»

Editor’s note — A discount point is the amount of money the homebuyer
or seller needs to pay the lender to get a mortgage at a stated interest rate. A
point equals one percent of the mortgage.

The mortgages an MLO presents to a homebuyer need to be based on the
homebuyer's ability to repay to comply with anti-steering rules.® [See
Chapter 10]

Additionally, an MLO is charged with conducting negotiations and
arrangements with homebuyers not to:

+ steer a homebuyer into a mortgage with terms the homebuyer is not
reasonably able to pay back;

+ steer a homebuyer into a mortgage with predatory terms such as
excessive fees or rates;

+ steer a homebuyer away from qualified mortgages to non-qualified
mortgages, as defined by the Truth in Lending Act (TILA);

+ discriminate against homebuyers based on race, ethnicity, gender or
age;

+ misrepresent the credit history of a homebuyer;

+ misrepresent the availability of a residential mortgage to a homebuyer;

+ misrepresent the appraised value of a property; or

+ discourage homebuyers from seeking less expensive mortgages from
competing MLOs.*

To satisfy these requirements against steering, the MLO need not actually
receive an offer from the lender to fund the mortgage disclosed to the
homebuyer. The MLO may independently determine what their lender
will accept in terms and conditions based on a reasonable review of the
homebuyer’s creditworthiness and available lender requirements.*

19 Official Interpretation of 12 CFR §1026.36(¢e)(3)-1; 12 CFR §1026.36(e)(3)
20 12 CFR §1026.36(e)(4)

21 15 United States Code §1639b(c)(3)

22 Official Interpretation of 12 CFR §1026.36(e)(1)-2

discount point

The amount of money
the borrower or seller
must pay the lender
to get a mortgage ata
stated interest rate.
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Advance fees
prohibited

advance fee

A fee paid in advance
of any services
rendered.

MLO
compensation:
paid by other
than the
homebuyer

Homeequitylinesofcredit(HELOCSs)areexemptfromtheserequirements,
as are mortgages on timeshare plans.>

An advance fee is a fee an MLO receives before the service is fully
completed.

In California, advance fees are trust funds when received. Also, before an
MLO collects an advance fee they must first submit form agreements and
receive approval from the DRE. The MLO seeking to collect an advance fee
needs to submit all materials used to obtain an advance fee agreement at
least ten calendar days before use. DRE has ten days from the date of receipt
to determine whether the materials are misleading.?

An MLO who collects an advance fee needs to deposit the full amount in a
trust account with a bank. These funds are only to be withdrawn for benefit
of the agent after the advance-fee services have been completed and an
itemized billing presented to the homebuyer. Until that time, the funds
remain the property of the person paying the fee>

However, an MLO negotiating, attempting to negotiate or arranging the
modification or forbearance of a consumer mortgage is barred from collecting
any advance fees.?

Any party, such as the lender, who is aware the homebuyer is compensating
the MLO may not pay any compensation to the MLO broker for mortgage
services.®®

Direct paymentsreceived by an MLO from the homebuyerinclude payments
made out of the mortgage proceeds via the home sale escrow, title insurer or
otherwise. However, when the homebuyer pays points to the lender who
funds the mortgage, the lender’'s payment of compensation to the MLO is not
a direct payment by the homebuyer.

Here, the lender is deemed to have paid the MLO. However, when the lender
pays the MLO broker, the MLO is prohibited from receiving any payment
from the homebuyer.®

Further, when an MLO broker receives compensation directly from the
homebuyer, neither the MLO broker nor any employees of the MLO broker
may receive any type of compensation from the lender in connection with
the same mortgage transaction.°

23 12 CFR §1026.36(b)

24 Calif. Bus& P C §10026

25 Calif. Bus & P C §10085

26 Calif. Bus& P C §10146

27 Calif. Bus & P C §10085.6

28 12 CFR §1026.36(d)(2)(i)(A)

29 12 CFR §1026.36(d)(2)(i)-2

30 Official Interpretation of 12 CFR §1026.36(d)(2)(i)-1
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On receiving compensation from the homebuyer, an MLO broker may split
the compensation with an individual MLO in their employ. This allows an
MULO broker to pay its employed MLOs.3*

In a consumer mortgage transaction, MLO brokers may collect a separate fee
forperformingothersalestransaction servicesnotincluded aspartof mortgage
origination services. However, an MLO broker may not base payment of
compensation to its employed MLOs or other employees involved in their
mortgage origination activities on whether the homebuyer uses other
services provided by the MLO broker. For example, an MLO broker cannot
charge homebuyers 1% of the mortgage amount as their MLO fee when they
use escrow services provided by the MLO broker, but a 2% MLO fee when the
homebuyer escrows with a third-party escrow service provider.

For mortgage applications, lenders and MLO brokers are to keep records on
compensation an MLO broker receives from lenders. MLO brokers are to keep
records on their payments to individual MLOs for three years after the date
of payment.:3

Records include documentation of compensation agreements existing
between an MLO broker and their individual MLOs.34

An individual MLO may receive compensation in the form of 401Ks, stock
plans or tax-deferred retirement plans. However, the employing MLO
broker’s contributions may not be based on transaction terms generated by
the individual MLO.3

Further, an individual MLO employed by an MLO broker may receive a
non-deferred bonus based on the MLO broker’s profits attributable to the
individual MLO’s origination activities, but only when one of the following
criteria is met:

+ the bonus does not exceed 10% of the individual MLO'’s total
compensation paid by the MLO broker for the time period used to
determine the bonus-based profits; or

« the individual MLO has originated ten or fewer mortgage transaction
during the preceding 12-month period.®

The mortgage compensation rules also prohibit:

+ mandatory arbitration; and

« financing credit insurance.

31 12 CFR §1026.36(d)(2)(i)(C)

32 Official Interpretation of 12 CFR §1026.36(a)-5(iv)
33 12 CFR §1026.25(c)(2)(i)

34 12 CFR §1026.25(c)(2)(ii)

35 12 CFR §1026.36(d)(1)(iii)

36 12 CFR §1026.36(d)(1)(iv)(B)

Recordkeeping
rules

Guidance on
401k and
retirement
plan
payments

Miscellaneous
additions
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A homebuyer and lender may arbitrate to settle a dispute on the transaction.
However, the terms of the mortgage may not require arbitration or any other
non-judicial action for settling claims, and may not bar the homebuyer from
bringing an action to court for:

+ closed-end consumer mortgages; and
+ HELOCs secured by a principal residence.?

A lender is prohibited from financing directly or indirectly premiums or fees
for credit insurance in connection with a consumer mortgage transaction,

including a HELOC.3®
37 12 CFR §1026.36(h)
38 12 CFR §1026.36(i)
Chapter 6 A mortgage loan originator (MLO) is an individual or corporation
licensed and endorsed by the Department of Real Estate (DRE) or
summary licensed by the California Department of Financial Protection and

Innovation (DFPI) who, for compensation or other gain, negotiates
or arranges a consumer mortgage for another individual, typically a
homebuyer.

When an MLO originates a consumer mortgage, no part of the
compensation paid by any person and received by an MLO may be
based on:
+ the terms or conditions of a mortgage transaction;
+ the terms of multiple mortgage transactions by the MLO; or
+ the terms of multiple mortgage transactions by multiple
individual MLOs.

MLOs may not direct or “steer” a homebuyer to a consumer mortgage
product with terms or conditions which will generate greater
compensation for the MLO — unless the mortgage isin the homebuyer’s
interest.

Any party, such as the lender, who is aware the homebuyer is
compensating the MLO may not pay any compensation to the MLO
broker for mortgage services.

For mortgage applications, lenders and MLO brokers are to keep records
on compensation an MLO broker receives from lenders.

The mortgage compensation rules also prohibit:

+ mandatory arbitration; and

« financing credit insurance.
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Office management
for mortgage brokers

[ e

After reading this chapter, you will be able to:

+ understand the process of creating a well-thought-out business
plan for a brokerage firm conducive to the type of services offered;
and

+ identify the need for supervision and licensing compliance
standards within the brokerage firm.

Articles of Incorporation sole proprietor

errors and omissions (E&O)
insurance

A mortgage brokerage firm needs a detailed business plan. The well-thought-
out plan for a firm's mortgage operations includes specifics about:

+ businesslegal structure;

+ DBA (“doing business as”) brand recognition;

+ services offered;

+ operating structure;

+ licensing compliance;

+ employee supervision;

+ employee compensation; and

+ regulatory reporting.

Learning
Objectives

Key Terms

The
employing
broker’s
management
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Sole
proprietorship
VS.
corporation

Corporate
brokerage

Articles of
Incorporation

An instrument setting
forth the basic rules
and purposes under
which a private
corporation is formed.

Real estate brokers rendering services to the public, independent of a broker-
associate relationship with another broker, choose one of two business
structures to operate their brokerage:

« a California corporation; or

+ asole proprietorship.

Brokers who form a corporation for conducting their brokerage operations do
so to limit personal liability exposure due to the conduct of employees.

Operating as a corporation, the individual broker serves as the entity’s
designated broker-officer for licensing purposes. The broker will be the
corporation’s corporate officer responsible to the public and the California
Department of Real Estate (DRE) for the operations of the business and
supervision of its employees, including all licensees employed by the
corporation.

A broker who wants to establish a corporation needs to:

+ file Articles of Incorporation with the California Secretary of State
(SOS) establishing the corporation;

+ register a Fictitious Business Name Statement with the county
clerk of the county of the corporation’s principal place of business when
aname different from the corporation’s is used to conduct business; and

+ submit a Corporation License Application to the DRE completed
by the designated broker-officer applicant and each broker-officer
who acts for and on behalf of the corporation. [See RE 201]

A DRE corporate broker-officer license may be obtained by an individual:

« currently licensed as a DRE broker; or

+ who is qualified to obtain a broker license by having passing the
DRE state licensing examination within the 12-month period prior to
applying for the broker-officer license.

The corporate officer license is needed to qualify the corporation for a license.
The officer license is separate from an individual broker license. However,
theindividual need notbe licensed as a DRE broker to be licensed as a broker-
officer.

Further, the licensed officer qualifying the corporation will only be allowed
to conduct licensed activities directly with members of the public on behalf
of the corporation. Thus, they cannot conduct any licensed activities outside
of the corporation unless they obtain and maintain an individual DRE broker
license.

In addition to the primary broker-officer designated to qualify the corporation
for its broker license, the DRE will issue any number of broker-officer licenses
sought. Additional broker-officer licenses may be obtained by other brokers
holding an officer title in the corporation who conduct activities on behalf of
the corporation requiring a broker license.
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A broker who, as a licensed officer, operates a corporation is afforded a
personal liability defense as a shield against:

« acts of others employed by the corporation; and
+ debts and obligations entered into solely by the corporation.

Here, the corporation provides protection to the broker-officer by preventing
corporate creditors from going after the personal assets of the individual who
is the broker-officer to satisfy a corporate business monetary obligation.

However, the liability shield is not available to bar a creditor from pursuing
recovery for personal obligations of the broker-officer arising out of their
conduct in the operations of the corporation’s brokerage business.

Conceptually, the use of a corporation to conduct a brokerage separates
businessassets from personal assets. Each individual owner of the corporation
is legally distinguishable from the corporation they own. The corporation
and the individuals have separate obligations, liabilities and assets.

Thus, when the corporation is sued or files for bankruptcy, the “owner’s”
personal assets will not be at risk — unless they manage their personal
expenses under the corporate umbrella, the alter-ego situation.

However, the separate liability provided by a corporation for its business
operations does not protect the broker-officer from liability for their
individual professional activities acting as a real estate agent on behalf of
the corporation. Here, the corporate shield against a money judgment award
due to the broker-officer’s personal conduct does not protect them when they
are an active participant in the transaction which becomes the subject of
litigation.

Alternatively, a broker who conducts business as an individual and does not
operate through a licensed corporate entity is a sole proprietorship by default.
Thus, the individual broker operating as a sole proprietor is the business.

An individual broker operating independently of an employing broker and
conducting their real estate services business as a sole proprietor takes on
exposure to liability for the actions of their employees.

Many small business owners, including real estate brokers, establish their
businesses as sole proprietorships. Typically, the individual broker seeking
to be independent — who is not employed by another broker and does
not employ other licensees — recognizes they are always responsible for
their own actions whether acting alone as a sole proprietorship or under a
corporate umbrella. Thus, they may choose not to incorporate and save the
initial and annual costs of maintaining a corporation.

A broker as a sole proprietor is responsible for all the legal and financial
liabilities of their brokerage business. These liabilities include the:

* business debts;

The corporate
liability shield

The sole
proprietor

sole proprietor

A broker who conducts
business as an
individual rather than
through alicensed
corporate entity.
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errors and omissions
(E&O) insurance

An insurance policy
protecting brokers and
agents from negligent
conduct when acting
as a licensee.

Company
identity

+ operating losses; and
+ actions of their employees.

When a brokerage business operates as a sole proprietorship and incurs debts
or other legal liabilities, the broker is directly responsible for payment of
these obligations from their own income and assets. This might eventually
result in personal bankruptcy to settle excessive debts and liabilities of the
brokerage business.

When a broker acting as a sole proprietorship is sued, personal assets in
addition to their business assets are at risk of seizure to satisfy any settlement
or judgment.

Errors and omissions (E&O) insurance covers negligent conduct when
acting as a licensee. E&O insurance does not cover business operating
liabilities or promotional expenses — or intentional misbehavior of the
broker or their employees.

Similarly, when the broker acting as a sole proprietor is personally sued for
any occurrence outside of business activities, such as in the case of a car
accident or another’s personal injury at their home (both the subject of other
insurance coverage), the broker’s business assets in addition to their personal
assets are at risk to satisfy any judgment not covered by insurance.

Conversely, a broker who incorporates their brokerage business shields their
corporate assets in the event of a personal lawsuit.

The name a broker uses attracts clientele and agents. The attraction may
be due to the words used in the name, or the words may have no common
meaning but one developed by the broker — usually by branding — about
the expected services the firm offers. Thus, the company’s name selection is
part of its business plan to create goodwill, and may be:

* generic;

« descriptive;

+ personal;

« that of a franchise; or
+ asecondary meaning.

To use a fictitious name to render real estate services, the individual broker or
corporate DRE license needs to bear the fictitious name.

Conversely, a real estate agent may not use a fictitious business name other
than one licensed to their employing corporate or proprietary broker by
the DRE. When an agent intends to use a fictitious business name of their
own, such as a “team” name, they need to first obtain the authorization and
approval from their employing broker before filing the fictitious name with
the DRE on behalf of their broker.*

1 Calif. Business and Professions Code §10159.5; Calif. Department of Real Estate Regulations §2731
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The brokerage’s DBA generally reflects the types of services being offered. A
broker need not limit their services tojust one aspect of real estate practice. For
example, words often included in DBAs reflect the types of services offered
by a licensed real estate practice and may describe one or several services,
such as:

+ realty services;

+ sales and escrow services;

+ mortgage brokers;

+ homes and mortgages;

+ property management;

» trust deed loan broker services; and

« commercial sales and leasing.

Brokers have several business operating models to choose from based on
their purpose for hiring agents. Some brokers hire as many agents as they can
squeeze into the cubicles in their offices. In contrast, others may recruit only
agents and brokers with track records of proven success in capturing clientele
for the services offered. Regardless of the broker’s business model, recruiting
and hiring agents routinely include:

+ arecruiting goal;

+ aplanofaction;and

* minimum standards.
Setting a recruiting goal will determine how many agents will be hired,
their level of expertise and plans for locating and soliciting them. Prospective
recruits may include:

+ pre-license prospects;

+ newly licensed agents; or

+ experienced agents and broker-associates.

Once the recruiting goal is set, the plan of action is prepared. This plan
determines:

+ whoisin charge of soliciting potential agents;

+ the source of the prospects;

+ the media used to solicit agents and broker-associates (e.g., direct mail,
e-mail, telephone calls); and

« the scripts used to solicit, set the appointments and interview the
prospects.

Minimum standards are then set to create expectations and guidelines for
the agents to follow. This enables them to:
+ setrealistic and attainable goals; and

+ create an accountability program with the broker or office manager
based on the broker's minimum standards.

DBA for
services
offered

Agent

recruitment
and
supervision
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Unlicensed
employees

Agent duties

Brokerage firms hire unlicensed staff members to perform administrative and
back office activities which support the services licensed employees provide
to clients. The activities of unlicensed employees are limited in their contacts
with clients and members of the public.

When assisting an employing broker who engages in the origination of
consumer mortgages, an unlicensed assistant performs administrative duties,
such as information gathering, loan processing and delivery of documents
— activities of functionaries which do not require a real estate license or
mortgage loan originator (MLO) license endorsement.?

Thus, brokers may assign tasks to their unlicensed employees, such as:

+ handling documents;

« performing residential tenant-related negotiations;

+ canvassing for prospective clients;

* opening a property to third-party service providers; and

+ communicating with parties to a transaction. [See RPI Form 507]

However, all unlicensed personnel performing on the broker’s behalf need
to do so with the broker's permission and their activities continuously
supervised.3

Toinsureagentsdiligently comply with the duties the broker owesto clientele
and others, their employing broker establishes office policies, procedures,
rules and systems relating to:

+ soliciting, negotiating and originating mortgages;

+ thedocumentationarisingoutoflicensedactivities,such asagreements,
disclosures, reports and authorizations prepared or received by the
agent, which may affect the rights and obligations of clientele and
others;

« filing, maintaining and storing all documents affecting the rights of
clientele and others;

+ the handling and safekeeping of trust funds received by the agent for
deposit, retention or transmission to others;

* advertisements, such as flyers, brochures, press releases, etc.;

« compliance by their agents with all federal and state laws relating to
unlawful discrimination; and

+ thereceiptofregularperiodicreportsfromagentsontheirperformance
of activities within the course and scope of their employment.4

Rules and procedures are established by the broker to comply with their
responsibility to manage and oversee the conduct of their agents in dealings
with clientele and other members of the public. These rules and procedures
need to be agreed to in writing with the agents they employ.

2 B