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Mort gagee Letter 00-15
TO ALL APPROVED MORTGAGEES
SUBJECT: Prohi bited Branch Arrangenents

It has cone to the Departnent's attention that sonme HUD/ FHA
approved nortgagees are engaging in prohibited types of "branch
of fice" arrangenents. There have been grow ng nunbers of
arrangenents referred to as "net branches." Sone of these are
al | owabl e and sone are not. This reflects the fact that the
I ndustry does not have a universal definition for the term"net
branch.” Accordingly, this letter provides further guidance and
clarification regarding the Departnent's requirenents for branch
of fices of HUD/ FHA approved nortgagees.

The Departnent has | earned that some HUD/ FHA approved
nort gagees are engaged in the practice of taking on an existing,
separate nortgage conpany or broker as a branch and allow ng that
separate entity to originate insured nortgages under the approved
nort gagee's HUD Mortgagee Nunber. Sone nortgagees refer to this
arrangenent as a "net branch." This, however, constitutes a
prohi bited net branch arrangenent. The Departnent has al so noted
advertisenents in trade publications touting such prohibited "net
branchi ng" arrangenents as a way for independent brokers to
originate FHA nortgages w thout neeting HUD s application and
asset requirenents.

Par agraph 1-2 of the Mrtgagee Approval Handbook 4060.1 Rev-
1 specifies that HUD/ FHA i nsured nortgages may only be
ori gi nated, serviced, purchased, held, or sold by nortgagees that
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have been approved by HUD/ FHA. Approved nortgagees are permtted
to conduct such activities frombranch offices. However,
separate entities nay not operate as "branches" of a HUD FHA
approved nortgagee and if the separate entity | acks HUD/ FHA
approval, its nortgages constitute third party originations which
violate Departnental requirenents. |If the separate entity was
pur chased and nmerged into the approved nortgagee in conpliance
with applicable state |aw(s), the approved nortgagee must provide
a copy of the nerger docunents and state license(s) to HUD s
Lender Approval and Recertification D vision, 451 Seventh Street
SW Room B133- P3214, Washi ngton, DC 20410.

In contrast to the arrangenents descri bed above, another
common exanpl e of a net branch arrangenent is one wherein the
branch manager's conpensation i s based upon the "net" profit of
the branch. The HUD/ FHA approved nortgagee coll ects the revenue
fromthe branch, pays the branch expenses, and then pays the
branch manager the remaining revenues, if any, as a conm ssion.
Such an arrangenent is, essentially, an alternative conpensation
program for the branch manager and is an acceptabl e branch
arrangenent if all other branch requirenents are net.

Par agraph 2-17 of the Mrtgagee Approval Handbook 4060. 1
Rev-1 requires a HUD/ FHA approved nortgagee to pay all of its
operating expenses including the conpensation of all enployees of
its main and branch offices. Oher operating expenses that nust
be paid by the HUD/ FHA approved nortgagee include, but are not
limted to, equipnent, furniture, office rent, and other simlar
expenses incurred in operating a nortgage | endi ng busi ness.

Thus, the distinction between an acceptabl e and unaccept abl e

al ternative branch conpensation plan is not whether the manager's
or any other enployee's conpensation is related to the profits
generated by the branch. Rather, it is whether the operating
expenses are paid by the HUD FHA approved nortgagee. |f the
expenses are paid by the HUD FHA approved nortgagee, the
arrangenent is acceptable. 1f, however, the expenses are paid by
t he branch manager from a personal or non-nortgagee account (or
by sonme third party), the arrangenent is prohibited and a true
branch does not exist.

As part of on-site nortgagee nonitoring reviews, the
Depart ment has obtai ned "enpl oynent"” agreenents executed by
HUD/ FHA approved nortgagees and their "net branches." A nunber of
the provisions in these agreenents viol ate Departnental branch
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requi renents. For exanple, there are provisions that:

o require all contractual relationships with vendors such as
| eases, telephones, utilities, and advertising to be in the
nanme of the "enpl oyee" (branch) and not in the nanme of the
HUD/ FHA approved nortgagee.

o require the "enpl oyee" (branch) to indemify the HUD/ FHA
approved nortgagee if it incurs damages from any apparent,
express, or inplied agency representation by or through the
"“enpl oyee' s" (branch's) actions.

o require the "enpl oyee" (branch) to issue a personal check to
cover operating expenses if funds are not avail able from an
operating account.

These provisions violate Paragraphs 1-2, 2-13, 2-17, and 3-
2B of the Mortgagee Approval Handbook 4060.1 Rev-1. Taken as a
whol e, such provi sions seemdesigned to naintain a clear
separati on between the HUD/ FHA approved nortgagees and their so-
call ed "branches,"” which is inconsistent with the cl ose
supervi sory control over all enployees nandated by the handbook.

The Departnment believes that the origination of insured
nort gages by | enders that have not recei ved HUD/ FHA approva
i ncreases the risk to the FHA insurance funds and to the public.
Accordingly, nortgagees found to be in violation my be subject
to the full range of HUD sancti ons.

Si ncerely,

Wl Lo

WIlliam C. Apgar
Assi stant Secretary for Housing-
Federal Housi ng Comm ssi oner
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