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Introduction

The Office of the Comptroller of the Currency’s (OCC) Comptroller’s Handbook booklet,
“Residential Real Estate Lending,” is prepared for use by OCC examiners in connection with
their examination and supervision of national banks and federal savings associations
(collectively, banks). Each bank is different and may present specific issues. Accordingly,
examiners should apply the information in this booklet consistent with each bank’s individual
circumstances. When it is necessary to distinguish between them, national banks and federal
savings associations (FSA) are referred to separately.

For the purposes of this booklet, residential real estate (RRE) lending comprises loans for
purchasing RRE (properties designed to house one-to-four families), refinancing loans used
to purchase RRE, and extending closed-end loans or open-end lines of credit secured by the
borrower’s equity in RRE. RRE loans and lines of credit are generally protected by liens
against the residential properties.

This booklet addresses the risks inherent in RRE lending generally as well as risks unique to
specific lending activities and products. It also discusses the OCC’s supervisory expectations
and regulatory requirements for prudent risk management. For information related to
originating mortgages for sale, refer to the “Mortgage Banking” booklet of the Comptroller’s
Handbook.

This booklet includes supplemental procedures to facilitate the supervision and examination
of RRE lending activities. The procedures include an internal control questionnaire and
verification procedures to support the examination process. Further, this booklet uses three
distinct categories of lending operations: (1) a portfolio lender, such as a community bank or
FSA with limited product offerings; (2) a departmental or divisional lender, such as a larger
community bank or FSA with wider product offerings and more robust staffing; and (3) a
large lender, such as a regional bank or FSA with a large menu of products and a dedicated
staff of lending personnel. The size, scope, and complexity of each activity affect associated
risks and the required risk management systems. Appendix C contains a table that details the
basic characteristics of each category relative to RRE lending activities. The goal is to help
the reader determine if the quality of the bank’s risk management practices is commensurate
with the quantity of risk being assumed by offering RRE loan products.

Overview

Banks have long been subject to laws and regulations that govern the making of loans
secured by RRE. The laws and regulations exist because of the extended maturity of such
loans and the fundamental requirement of banks to meet the credit needs of the communities
they serve. With the passage of the Dodd—-Frank Wall Street Reform and Consumer
Protection Act of 2010 and implementation of its requirements governing FSAs in July 2011,
national banks and FSAs are both subject to the OCC’s supervision. For national banks, the
authority for RRE lending is set forth in 12 USC 371, “Real Estate Loans”; the authority for
FSAs is set forth in 12 USC 1464, in the Home Owners’ Loan Act (HOLA). Both national
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banks and FSAs are subject to a uniform rule on real estate lending, which incorporates the
“Interagency Guidelines for Real Estate Lending Policies.” This rule can be found in

12 CFR 34, subpart D, for national banks, and in 12 CFR 160.101, for FSAs, both titled
“Real Estate Lending Standards.”

Depository institutions in the United States traditionally have engaged in lending secured by
liens on one- to four-family residential properties. RRE lending has long been regarded as a
primary retail or consumer lending activity for banks. An RRE loan is made primarily to
purchase RRE or to refinance a loan used to purchase RRE. The Tax Reform Act of 1986
changed the income tax laws so that interest on loans secured by the borrowers’ residences
became the only deductible interest on debt. This change led to increases in both direct loans
and lines of credit secured by first or second liens on RRE. The change also led to increased
refinancing of purchase-money loans that included the extension of new money or credit. The
proceeds of these loans and lines of credit were used for many purposes, including home
renovations, repairs, education, debt consolidation, and other general needs.

In the most traditional sense, RRE lending follows a specific chain of events. First, the lender
accepts a written application from the borrower that is processed and underwritten against
predefined standards for creditworthiness and collateral valuation. The lender often funds
these loans through the deposit-taking activities of the bank or through borrowings from
long-term lenders, such as the Federal Home Loan Banks (FHLB). The lender then disburses
the funds to the approved borrower and records all appropriate mortgages or deeds of trust to
perfect the lender’s secured position in the collateral. Next, the lender services the loan by
collecting payments, including interest, principal, and any escrows required for insurance and
taxes, until the loan is paid in full. If the borrower defaults, the lender bears the consequent
expenses and losses associated with collection and foreclosure proceedings against the
borrower. If title to the real estate securing the loan transfers to the bank as the result of these
foreclosure proceedings, the bank is responsible for abiding by the laws and regulations
governing ownership of real estate assets. For more information, refer to the “Other Real
Estate Owned” booklet of the Comptroller’s Handbook.

RRE lending may include submarkets of real estate lending that require special knowledge,
skills, and controls (e.g., Federal Housing Administration [FHA], U.S. Department of
Veterans Affairs [VA], and jumbo loans?). As with other specialized lending markets, the
lack of such skills and controls, including inadequate staffing with appropriate experience,
can increase operational risk. Specialized RRE lending may require increased controls, such
as close monitoring and higher servicing requirements throughout the life of the loan.

Mortgage banking generally involves an expansion of RRE lending activity that goes beyond
the bank’s abilities to fund and hold loans until their maturity. Mortgage banking typically
involves large-scale mortgage origination processes that may include the purchase of third-
party-originated loans from affiliated and nonaffiliated correspondent lenders and brokers.
Mortgage banking involves the sale of originated and purchased mortgages into the
secondary market to government-sponsored enterprises (GSE) or other third-party

! Jumbo loans are mortgage loans that exceed the maximum purchase amount accepted by Fannie Mae and
Freddie Mac.
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independent investors. The servicing of the loans sold, including collection activities, may be
maintained by the originating bank (“servicing retained”) or sold with the loan to other
entities (“servicing released”). For more information, refer to the “Mortgage Banking”
booklet of the Comptroller’s Handbook.

This “Residential Real Estate Lending” booklet provides information and examination
procedures for RRE lending activities, in which the majority of the loans are retained by the
bank (“held for investment”). This booklet also discusses the different scales and nature of
RRE lending activities and the risk management practices deemed appropriate for each level
of operations. Expanded residential lending operations may include some mortgage banking
operations that warrant reference to and use of the procedures in the “Mortgage Banking”
booklet. This RRE booklet primarily provides information and examination procedures for
first-lien mortgage loans, home equity loans, and home equity lines of credit (HELOC).
When appropriate, guidance detailing elevated risk management expectations that has been
issued on an interagency basis by the bank regulatory agencies (i.e., the OCC, the Federal
Deposit Insurance Corporation [FDIC], and the Board of Governors of the Federal Reserve
System [FRB]) is incorporated into this booklet.

Dodd—Frank made some significant changes to consumer protection laws and created the
Consumer Financial Protection Bureau (CFPB). To implement Dodd-Frank, the CFPB has
undertaken various rulemakings, including ability-to-repay (ATR) requirements, known as
the ATR rule,? applicable to virtually all closed-end residential mortgage loans. The changes
also include the development of a category of mortgages called qualified mortgages (QM).
Additionally, there are new rules for high-cost and higher-priced mortgages (2013 Home
Ownership and Equity Protection Act [HOEPA] Rule, Truth in Lending Act [TILA] Higher-
Priced Mortgage Loans [HPML] Appraisal Rule, and TILA HPML Escrow Rule); on
integrated disclosures for mortgage loans (Integrated Mortgage Disclosures Under the Real
Estate Settlement Procedures Act and the Truth In Lending Act); the servicing of mortgages
(mortgage servicing rules); the availability of appraisals and other valuations (Equal Credit
Opportunity Act [ECOA] Valuations Rule); and the compensation of mortgage loan
originators (Loan Originator Rule).

The CFPB’s rulemaking efforts are ongoing. To the extent that any of the guidance described
in this booklet conflicts with the CFPB’s rules, the guidance is superseded by the CFPB’s
rules. Examiners should contact the OCC’s Credit Risk Division and Compliance Policy
Division to obtain information on recent developments that may not be in this booklet.

Mortgage Products

Traditionally, there are two kinds of residential mortgage loans: government mortgage loans
and conventional mortgage loans. Government loans are insured by the FHA, guaranteed by
the VA, or subsidized by the U.S. Department of Housing and Urban Development (HUD),
the U.S. Department of Agriculture (USDA), or a state or local program. These loans have
limits on the maximum amount that may be borrowed, have specific underwriting standards,

212 CFR 1026.43.
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and are subsidized using federal or local funds or bond financing to reduce the interest rate,
monthly payments, or down-payment requirements for the borrower.

Conventional mortgage loans are not directly insured, guaranteed, or subsidized by the
U.S. government or a state or local government. Conventional mortgage loans often are
categorized as conforming or nonconforming mortgage loans. Conforming mortgage loans
typically must meet the secondary-market purchasing agency’s (Fannie Mae and Freddie
Mac) loan size limitations, amortization periods, and underwriting guidelines.

Nonconforming mortgage loans do not meet the standards for eligibility and purchase
established by Fannie Mae or Freddie Mac. Nonconforming loans may include jumbo
mortgages, Alt-A mortgages, A-minus mortgages, individual taxpayer identification number
(ITIN)® mortgage loans, and subprime mortgage loans. Alt-A mortgage loans may have
limited or reduced income and asset documentation, or may be secured by alternate property
types such as an investment property for rental or a second home.

Lending to ITIN borrowers should be effectively managed because it may be difficult to
conduct a traditional credit review for ITIN loan applicants due to a number of factors,
including the borrower’s immigration status. When evaluating ITIN loan applications,
institutions may have to rely on a variety of sources to verify credit history, employment
status, and income.* Risk management programs for ITIN lending may include (1) a
comprehensive credit review function to mitigate risk when unable to conduct traditional
credit assessment; (2) a determination of the true identity of the borrower; (3) an assessment
of the borrower’s job stability; and (4) consideration of the risk posed by the borrower’s
immigration status and ties to the community.®

Other examples of nonconforming mortgages include

e agraduated payment mortgage (a loan in which the payments increase over the years).

e azero down-payment mortgage (a loan that requires no down payment).

e an energy-efficient mortgage (a loan that gives underwriting leeway for energy
efficiencies).

e areverse mortgage (a loan to a borrower who is at least 62 years of age and resides in the
property, in which repayment occurs when the borrower dies, sells the house, or moves
out of the house for more than 12 consecutive months).

3 The Internal Revenue Service issues ITINs to help individuals comply with U.S. tax laws and to provide a
means to process and account for tax returns and payments from those not eligible for social security numbers.
ITINs are issued regardless of immigration status because both resident and nonresident aliens may have

U.S. federal tax filing and payment responsibilities under the Internal Revenue Code. Refer to IRS Publication
1915 (Rev. 6-2013), p. 6.

4 Lenders must consider the extent to which Regulation Z, including the ATR rule, applies to such lending.
Refer to 12 CFR 1026, Supp. I, Comment 1(c)-1. Lenders must also consider fair lending risks when lending to
ITIN borrowers to ensure they do not discriminate on a prohibited basis under applicable fair lending laws such
as such as ECOA and the Fair Housing Act.

5 Refer to 12 CFR 1002.6.
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Conventional mortgage loans (both conforming and nonconforming) can be further broken
down into traditional mortgage loans and nontraditional mortgage loans. Traditional
mortgage loans commonly include amortizing fixed-rate mortgages, adjustable rate
mortgages (ARM), hybrid ARMs, and balloon mortgages that give the borrower the option to
extend the amortization period. These products typically offer terms that require the orderly
payment of interest and reasonable amortization of principal.

Nontraditional mortgages, on the other hand, allow the borrower to defer the payment of
principal and sometimes interest. Examples include interest-only (I0) mortgage loans,
payment option ARMSs, and balloon mortgages that do not give the borrower the option to
extend the amortization period. Risks associated with and regulatory restrictions regarding
nontraditional mortgages are discussed throughout this booklet.

This booklet is not intended to set forth all the potentially applicable requirements. As new
regulations concerning mortgage lending are issued in final form, examiners should consult
the topic-specific Comptroller’s Handbook booklets. For example, refer to the “Real Estate
Settlement Procedures” booklet for Regulation X and the “Truth in Lending Act” booklet for
Regulation Z. To the extent that regulations concerning mortgage lending impose
requirements that are inconsistent with previously issued guidance, the regulations supersede
the guidance.

Home Equity Loan and Line of Credit Products

Home equity loan and line of credit products, while secured by RRE properties, are different
from permanent residential mortgage loans in many ways. First, home equity loans and lines
of credit are typically acquired from existing customers through the bank’s branch locations
or consumer lending activities. Some larger banks offer preapproved or invitation-to-apply
solicitations to their customer bases or within their operating areas to obtain applications.
Second, home equity loans and lines may have shorter maturities than mortgage loans and
often require a bank to perfect its interest in the collateral by placing a second (i.e., junior)
lien on the real estate property. Loan origination activities may be conducted by the same
personnel who handle mortgage loans, but the home equity loan and line underwriting and
processing functions may also be handled by personnel trained in consumer credit functions
and use a consumer loan platform.

Home equity loans are closed-end loans with either a fixed or variable rate of interest and a
structured repayment schedule. A lien is recorded on the borrower’s residence pledged as
collateral. In a home equity loan, all of the loan proceeds are normally disbursed at
origination to either the customer’s account or another designated payee such as a contractor
for home improvements,® or to other creditors for debt consolidation.

% If the loan at issue qualifies as a high-cost mortgage, the creditor may pay a contractor from the loan’s
proceeds only if the disbursements are made (1) by an instrument made payable to the consumer, or made
payable jointly to the contractor and consumer, or (2) if the consumer agrees, to a third-party escrow agent
(12 CFR 1026.34).
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As opposed to home equity loans, HELOCs are primarily open-end credit facilities secured
by a lien against the equity in residential property. Numerous combinations of rates, terms,
and repayment plans exist. The HELOC typically has a draw period of five or 10 years. The
draw period usually has a variable interest rate, and repayment of at least the interest accrued
each month is required. Some lenders require that a percentage of the payment amount cover
interest accrued and achieve some amount of principal reduction. Advances on a HELOC are
initiated by the customer by telephone, e-mail, or in-person request; draw checks tied to the
line; or credit or debit cards tied to the line.

At the end of the draw period, the line typically converts to an amortization period of five to
25 years with interest and principal payments required that fully amortize the balance. As
part of the underwriting of a HELOC, the lender should evaluate the borrower’s ability to
repay the loan according to its fluctuating terms, including a fully drawn status. Accordingly,
the lender should evaluate the borrower’s ability to amortize the fully drawn line over the
loan term and to absorb potential increases in interest rates during the variable rate draw
period. Additionally, the lender should evaluate whether the borrower will be able to repay
the line when it moves from the draw period terms, which may require repayment only of the
interest accrued, to the full repayment amortization terms. For example, if a HELOC requires
full repayment at the conclusion of the five-year draw period, the borrower’s repayment
capacity should be evaluated based on a fully drawn amount, using the highest possible
interest rate and principal payments designed to achieve full amortization over the five-year
term of the balloon payment contract.” Banks should also consider the new ATR rule in
Regulation Z for open-end high-cost mortgages under 12 CFR 1026.34.

Each bank should have specific policy guidelines to address HELOCs that are approaching
the end of their draw period, especially in cases in which it is unlikely that the borrower will
move seamlessly into any required amortization terms or meet the full repayment
requirement in a balloon maturity. Such guidelines should address the criteria necessary to
proactively evaluate the borrower’s capability and collateral position for renewal of the draw
period, placing the loan into amortization status on market terms, or restructuring the loan
into amortization on below-market terms due to deterioration of the borrower’s financial
condition, the collateral value, or both. The modification of repayment terms may result in a
troubled debt restructuring (TDR) status and possible classification of the loan relationship.
OCC Bulletin 2014-29, “Risk Management of Home Equity Lines of Credit Approaching the
End-of-Draw Periods: Interagency Guidance,” identifies HELOC end-of-draw (EOD) risks
and provides additional guidance.

Home equity loans and lines of credit are offered with either fixed or variable rates that are
based on market conditions as well as credit risk factors determined by the applicant’s credit
score or credit history, the term of the loan, the lien position, and the loan to value (LTV or
combined LTV [CLTV] when the loan is in a second-lien position) ratio. HELOCs are
normally offered with variable rates during the draw period. These may continue into the
repayment period, or the rate may become fixed at that time. The variable rate of interest is

" Refer to OCC Bulletin 2005-22, “Home Equity Lending: Credit Risk Management Guidance.”
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tied to a prime rate published in a newspaper or a Treasury rate. For variable rate loans, the
bank must disclose the frequency of adjustment (monthly, quarterly, etc.).®

Additionally, HELOCs generally do not have interest rate caps that limit periodic rate
increases (under Regulation Z, however, the lender must state in the consumer credit contract
the maximum interest rate that may be imposed during the term of the obligation). Rising
interest rates could subject a borrower to significant payment increases, particularly if the
line originated during a period of low interest rates. Therefore, the underwriting standards
should effectively require that the borrower’s repayment requirements be analyzed in a
stressed environment as part of the approval process.

Subprime Mortgage

The term “subprime” refers to the credit characteristics of the individual borrower. Subprime
borrowers display a range of credit risk characteristics that may include one or more of the
following:

e Two or more 30-day delinquencies in the last 12 months, or one or more 60-day
delinquencies in the last 24 months.

e Judgment, foreclosure, repossession, or charge-off in the previous 24 months.

e Bankruptcy in the last five years.

o Relatively high default probability as evidenced by, for example, a credit bureau score
(FICO) of 660 or below (depending on the product or collateral), or other bureau or
proprietary scores with an equivalent default probability likelihood.

e Debt service-to-income ratio of 50 percent or greater, or otherwise limited ability to cover
recurring living expenses after deducting total monthly debt-service requirements from
monthly income.®

Loans provided to subprime borrowers (subprime loans) often have a higher interest rate than
the prime rate offered on traditional loans. Because lenders charge a premium for the added
risk of default, subprime loans can be more profitable than standard risk loans if the lender
has accurately estimated default and loss rates and has adequately priced the loans.

Elevated levels of credit and other risks arising from subprime lending activities require more
intensive risk management and additional regulatory capital. Generally, OCC and
interagency rules, guidance, and statements detail the risks involved in subprime lending,

8 Refer to 12 CFR 1026.40(d)(12).

% Refer to OCC Bulletin 2001-6 (“Expanded Guidance for Subprime Lending Programs,” as adopted by the
OCC, FRB, FDIC, and Office of Thrift Supervision [OTS]).
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including credit risk, and discuss supervisory expectations.® These issuances highlight the
importance of comprehensive policies and risk management infrastructure to effectively
manage the risks associated with subprime lending, and note the need to comply with ECOA
and consumer protection statutes and regulations.

A bank that is or plans to become engaged in subprime mortgage lending (or subprime
mortgage purchase or servicing) should consider the additional risks inherent in this activity.
A bank should determine if these risks are acceptable and can be controlled, given its staff,
financial condition, size, and level of capital support. If management and the board decide to
enter the subprime RRE lending or servicing business, they should establish board-approved
policies and procedures as well as internal controls to identify, measure, monitor, and control
the additional risks. Failure to implement the appropriate risk management infrastructure
before engaging in subprime RRE lending or servicing activities may be an unsafe or
unsound banking practice that could be criticized in supervisory letters and reports of
examination (ROE) and requires corrective actions.

Guidance sets forth general supervisory expectations for all real estate lending, including (1)
the establishment of prudent underwriting standards and loan portfolio management (LPM)
processes, and (2) consideration of the borrower’s ATR and other underwriting factors.!
OCC and interagency guidance specifically requires examiners to carefully assess
management’s ability to administer the higher risk in subprime portfolios.'? In particular,
examiners should judge management’s willingness to accept increased risk exposure, the
quality of the risk management and control processes in place, and, just as importantly, the
extent to which management is adhering to those processes. When examiners determine that
risk management practices are deficient, either because the processes as crafted are deficient
or because management is not following procedures that otherwise are acceptable, the
examiners should criticize management and initiate corrective action. Such examiner actions
may include formal or informal enforcement actions or other actions requiring the bank to
prepare a plan to achieve adequate capitalization.

The OCC also has issued “Expanded Guidance for Subprime Lending Programs,”*® which

applies specifically to banks that have subprime lending programs with an aggregate credit
exposure equal to or greater than 25 percent of tier 1 capital. (Aggregate exposure includes
principal outstanding and committed, accrued and unpaid interest, and any retained residual

10 0CC Bulletin 2007-26 (“Statement on Subprime Mortgage Lending,” as adopted by the OCC, FRB, FDIC,
OTS, and National Credit Union Administration [NCUA]); OCC Bulletin 2001-6 (“Expanded Guidance for
Subprime Lending Programs,” as adopted by the OCC, FRB, FDIC, and OTS); OCC Bulletin 1999-10
(“Subprime Lending Activities,” as adopted by the OCC, FRB, FDIC, and OTS); OCC Bulletin 1999-15
(“Subprime Lending: Risks and Rewards”); and 12 CFR 34, part D, “Real Estate Lending Standards,” which
includes appendix A, “Interagency Guidelines for Real Estate Lending,” as adopted by the OCC, FRB, FDIC,
and OTS in 1992 and revised in 1993.

11 Refer to 12 CFR 34, appendix A.

12 Refer to OCC Bulletins 1999-10, “Subprime Lending Activities,” and 1999-15, “Subprime Lending: Risks
and Rewards.”

13 0CC Bulletin 2001-6, “Expanded Guidance for Subprime Lending Programs.”
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assets relating to securitized subprime loans.) This guidance is meant to intensify
examination scrutiny of banks that systematically target the subprime market through
programs that employ tailored marketing, underwriting standards, and risk selection. Such
lending should be conducted in a segregated program, portfolio, or portfolio segment. The
average credit risk profile of such programs or portfolios likely displays significantly higher
delinquency and loss rates than prime portfolios. The expanded guidance discusses
supervisory expectations for allowance for loan and lease losses (ALLL), regulatory capital,
examination review of subprime activities, classification of risk, and documentation for re-
aging, renewing, or extending delinquent accounts. The expanded guidance also discusses
regulatory expectations for the review and treatment of certain potentially abusive lending
practices.

The OCC may also apply this expanded guidance to certain smaller subprime portfolios, such
as those experiencing rapid growth or adverse performance trends, those administered by
inexperienced management, and those with inadequate or weak controls.

More recent interagency guidance set forth expectations for sound lending practices and clear
communications with borrowers, including supervisory expectations that the bank should
consider the borrower’s ATR; document the borrower’s income, assets, and liabilities; limit
prepayment penalties; and communicate with borrowers.'* The guidance indicates that
consumers need to be informed of potential payment increases, prepayment penalties,
balloon payments, and the requirement to pay taxes and insurance. The guidance also
confirms that institutions should develop strong control systems to address safety and
soundness concerns and monitor whether actual practices are consistent with their policies
and procedures.

Many of the risk management measures and supervisory expectations discussed in the OCC
and interagency guidance were incorporated, clarified, or expanded on in the mortgage rules
adopted by the CFPB and effective beginning in January 2014 (the 2014 mortgage rules).’®
All OCC-supervised institutions must comply with these rules. For example, the 2014
mortgage rules require consideration and verification of borrower information (income,
assets, employment, and liabilities) and consideration of a borrower’s ability to repay loans
based on at least the fully indexed interest rate, fully amortizing principal payments, and
mortgage-related obligations (such as taxes and insurance).*® The 2014 mortgage rules also

14 Refer to OCC Bulletin 2007-26, “Statement on Subprime Mortgage Lending”.

15 The 2014 mortgage rules comprise amendments to Regulation Z, 12 CFR 1026, implementing TILA,

15 USC 1601 et seq; Regulation X, 12 CFR 1024, implementing the Real Estate Settlement Procedures Act
(RESPA), 12 USC 2601 et seq; and Regulation B, 12 CFR 1002 et seq, implementing ECOA, 15. USC 1691 et
seq.

16 Refer to 12 CFR 1026.43.
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restrict prepayment penalties.” Further, when a loan is higher-priced, additional restrictions
and prohibitions apply.*® In addition, the 2014 mortgage rules require disclosures that show
how monthly payments can change.*® Finally, the 2014 mortgage rules may require policies
and procedures for loss mitigation, and certain other requirements may apply to loss
mitigation programs.2°

Examiners should continue to assess management’s ability to administer higher-risk
subprime portfolios as described in interagency guidance and supplemental OCC-specific
guidelines, and to ensure compliance with applicable provisions of the 2014 mortgage rules.
In particular, examiners should focus on the applicable provisions of OCC guidance with
respect to considerations of risk management, capital, ALLL, and capital considerations.
When considering ATR and the potential for payment shock, examiners should refer to the
2014 mortgage rules.

Reverse Mortgage Loans

Reverse mortgage loans are a form of credit extension secured by first mortgages on single-
family residences and are available to borrowers 62 years of age and older. Banks provide
two basic types of reverse mortgage products: the lenders’ own proprietary reverse mortgage
products and reverse mortgages offered under the home equity conversion mortgage
(HECM) program insured by the FHA. Both HECMs and proprietary products are subject to
various laws governing mortgage lending, including TILA, the Real Estate Settlement
Procedures Act (RESPA), the Federal Trade Commission (FTC) Act, and the fair lending
laws. The remainder of this discussion generally reflects HECM rules, because HECM
products are predominantly used.

As the term implies, reverse mortgage loans are the reverse of traditional mortgage loans.
Instead of borrowing a lump sum and repaying it over time, borrowers receive loan proceeds
(typically about 30 percent to 40 percent of the property’s value) in the form of a lump sum
or line of credit or in regular monthly advances. The advances may either be for a specified
number of months (term loans) or be paid as long as the borrower lives in the home (tenure
loans). Regardless of the advance feature of the loan (term, tenure, or line of credit), reverse
mortgage loans do not have fixed maturity dates. If there is only one borrower and one
mortgagor, a reverse mortgage loan matures when the borrower either dies or moves. If there

17 Refer to 12 CFR 1026.43(g) and 1026.32.
18 Refer to 12 CFR 1026.32 and 1026.35.
19 Refer to 12 CFR 1026.18(s), 1026.19(e),(f), 1026.37, and 1026.38.

20 Refer to 12 CFR 1024.38 and 1024.41.
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are two borrowers, the loan matures when the survivor dies or moves.?* At that time, lenders
are repaid out of the proceeds from the sale of the home, and the lender’s recovery from the
borrower or the estate is limited to the proceeds from the sale of the home. While borrowers
do not repay the loan through the traditional monthly principal and interest (P&I) payment,
they still are responsible for paying taxes and insurance. As with conventional mortgage
loans, the lender accrues interest on the outstanding balance until the loan is repaid.

The amount of the monthly payments or advances the borrower receives for either term or
tenure reverse mortgage loans depends on the estimated borrower life expectancy, the
interest rate, and the value of the home. Lenders may use mortality and relocation tables to
estimate the loan maturity. For tenure loans, the number of months to maturity equates to the
number of payments the lender has to make to the borrower. Other factors that affect monthly
payments are the expected appreciation or depreciation of the home, and whether the
borrower draws down the full or partial amount of the loan in lieu of monthly payments.

Reverse mortgage loans are attractive from a consumer standpoint because they enable
eligible borrowers to remain in their homes while accessing their home equity to meet
emergency needs, supplement their incomes, or, in some cases, purchase a new home—
without subjecting the borrowers to ongoing repayment obligations during the life of the
loan. As long as borrowers perform according to the loan terms, they may remain in their
homes even if there is no remaining equity in the property. Further, the lender has recourse
against the property but not against the borrowers personally and not against the borrowers’
heirs.

The OCC encourages banks to engage in lending programs that meet identified community
credit needs, provided the bank conducts them in a safe and sound manner, complies with all
applicable laws, and treats customers fairly. While reverse mortgage loans may be responsive
to a particular community’s credit needs, they can be highly complex loan products, involve
the application of prescriptive HUD rules (for HECMs), and may present substantial
reputation risk because the loans become due and payable upon the death of the borrower.
Therefore, it is important for the bank to provide customers with clear and balanced product
information and other consumer protections.

To ensure that regulated banks appropriately manage the compliance and reputation risks
associated with reverse mortgages, the bank regulatory agencies issued specific guidance in
2010. The interagency guidance is available in OCC Bulletin 2010-30, “Reverse Mortgages:
Interagency Guidance.”

Consequently, it is incumbent on management and the board to carefully assess all risks
associated with any proposed HECM or proprietary reverse mortgage lending program and to
determine to what degree the risks are within the bank’s articulated risk appetite. Further,

2L On April 25, 2014, HUD issued Mortgagee Letter 2014-07, which stated that the FHA’s HECM documents
must contain a provision deferring due and payable status until the death of the last surviving non-borrower
spouse or another covered event. Consult HUD’s Web site for current guidance relating to the treatment of non-
borrower spouses and other HECM-related issues.
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banks should have appropriate performance and monitoring systems in place to allow them to
assess whether their new reverse mortgage products are meeting operational and strategic
expectations. Because reverse mortgages are RRE-secured loans, they are subject to the
interagency guidelines for real estate lending activities.??

Investor-Owned RRE

Banks are also authorized to make loans to investors for the purpose of purchasing or
refinancing one- to four-family RRE properties for rental to others. In many banks, investor-
owned residential real estate (IORR) financing is managed like owner-occupied one- to four-
family residential loans. The credit risk presented by IORR lending, however, is more similar
to that associated with loans for income-producing commercial real estate. Because of this
similarity, the OCC expects banks to use the same types of credit risk management practices
for IORR that are used for commercial real estate lending. This expectation does not change
the regulatory capital, regulatory reporting, or HOLA requirements for IORR.

Banks should report IORR loans that meet the call report definition of one- to four-family
residential lending in that category. IORR loans continue to qualify as RRE property loans
under HOLA. IORR loans qualify for the 50 percent risk-based capital category if certain
regulatory requirements are met. IORR loans that do not meet the criteria fall into a higher
risk-based capital category. Refer to the call report instructions and the OCC’s capital
regulations (12 CFR 3) for further detail on these topics. For more information, refer to the
“Commercial Real Estate Lending” booklet of the Comptroller’s Handbook.

Manufactured Housing

“Manufactured housing” describes homes built to HUD building code (24 CFR 3280)
pursuant to the National Manufactured Housing Construction and Safety Standards Act of
1974 (42 USC 5401 et seq). The HUD code preempts local building codes and is intended to
ensure that the design, safety, and quality of new manufactured homes are superior to those
of manufactured homes constructed in the past. States, however, may still regulate the
support systems and foundations for the manufactured home (42 USC 5403(d)). Today’s
manufactured homes have a permanent chassis. Modular, panelized, kit, and other homes
without a permanent chassis are not considered manufactured homes. Modern manufactured
homes have evolved from their distant origins as travel trailers or mobile homes and are
almost never moved from their original sites. Today, the majority of new unit sales are multi-
section homes, and most are permanently placed on the buyer’s land.

There are a number of similarities between manufactured housing loans and other indirect
lending. The transaction originates with a dealer, who then submits the application to various
institutions. The financing is typically completed using a retail sales contract. In most states,
manufactured homes are originally titled as personal property or chattel. To be considered
real estate, the home’s wheels, axles, and hitch must be removed and the home must be

22 Refer to 12 CFR 34, subpart D, appendix A, and the appendix to 12 CFR 160.101.
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permanently attached to the land. In such cases, the personal property title is surrendered and
the home is converted to real property in accordance with state and local requirements.

Banks may invest in manufactured housing loans. Pursuant to HOLA, an FSA may
specifically invest in interests therein without limitation as to percentage of assets
(12 USC 1464(c)(1)(J)).

Additionally, banks may invest in manufactured home loans secured by a combination of the
manufactured home and real estate. If a manufactured home is permanently affixed to a
foundation, banks can usually treat a loan that is secured by a combination of the
manufactured home and the lot on which it sits as a “home loan” for regulatory reporting
purposes. Such loans are subject to the LTV and other requirements of the interagency
guidelines for real estate-secured lending activities.??

Banks engaged in manufactured housing finance should carefully manage the risk of
collateral depreciation. Lenders should establish prudent underwriting standards, including
appropriate LTV limits and amortization terms. Appraisals and evaluations should be
conducted by personnel with specific expertise in valuing manufactured homes. Any
manufactured housing loans originated for sale to the secondary market should adhere to
specific investor requirements. In some cases, mortgage insurance may be available from
private mortgage insurers and the FHA for loans secured by manufactured homes.

Affordable Housing

The OCC has long encouraged banks to extend prudent credit to promote community
development. By taking the initiative in community development, banks may establish new
markets, reinforce their identity as community institutions, and enhance their performance.?*
Community development loans often are made in conjunction with state or local housing
programs, reinvestment corporations, or as part of community development projects and
corporations.

Banks can hold affordable housing mortgage loans in portfolio or originate such loans for
sale into the secondary market according to specific investor requirements. Servicing for
such loans can be retained or transferred at the time of a sale. Additionally, banks may
participate in affordable housing mortgage loan programs established by city, county, and
state governments. These loans may have specialized servicing requirements, and banks
should ensure that their servicing processes sufficiently address these requirements.

A bank’s RRE lending policies and procedures for its affordable housing mortgage programs
should contain prudent underwriting standards, portfolio monitoring expectations, and
appropriate appraisal and evaluation requirements, with associated LTV limits. Successful
affordable housing mortgage portfolio risk management practices include

23 Refer to 12 CFR 34, subpart D, appendix A, and the appendix to 12 CFR 160.101.

24 These activities potentially may receive consideration when the bank’s performance under the Community
Reinvestment Act (CRA) is evaluated.
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e providing comprehensive home buyer education as well as pre- and post-mortgage credit
counseling.

e using available subsidies, grants, abatements, and guarantees, as these enhancements can
reduce the funds needed for down payments, closing costs, or monthly payments.

e limiting the use of risk-layering practices such as approvals with both high debt-to-
income ratios and minimal borrower reserves for unexpected expenses and repairs.?

e ensuring that management information systems (MIS) for affordable mortgage portfolios
can effectively evaluate loan volumes, delinquency rates, losses and profitability
consistent with management’s comprehensive community development strategies, goals,
and key underwriting factors.

e using enhanced reporting and monitoring for affordable mortgages that have an
adjustable rate to ensure that rising rates do not unduly increase credit risk by increasing
debt service requirements to unsustainable levels.

e ensuring that affordable mortgage early delinquency intervention efforts provide a
structured, systematic, and rapid response, including contact immediately after the grace
period or missed payment.

e providing incentives for affordable mortgage borrowers to set up an automatic payment
plan, either through automatic debit of an existing deposit account or by payroll
deduction.

e considering a requirement for private mortgage insurance (PMI), limits on the volume of
non-PMI loans, or the use of master mortgage insurance on future affordable mortgage
loans.

e establishing a dedicated enhanced servicing unit with personnel trained in collection
techniques or enhancing the bank’s contracted servicing arrangements to work more
closely with the entities that provide counseling to the bank’s customers.

e contracting with a community development-related firm that has experience in managing
affordable mortgage portfolios and a good track record of delinquency reduction and
prevention.

A bank that extends credit for development of affordable housing projects should consider
the financial assistance that frequently accompanies these projects, such as low-income
housing tax credits, subsidies, and grants. Such financial assistance creates an incentive for
developers and investors to undertake such projects. Accordingly, the benefits of such
financial assistance should be appropriately reflected in a project’s appraisal such that the
estimated cash flow of the project is not negatively affected, resulting in a lower market
value. (Refer to OCC Bulletin 1995-16, “Appraisals: Affordable Housing Loans and Market
Value.”) The guidance states that when a bank obtains an appraisal for an affordable housing
project, the appraisal should contain a market value estimate that reflects the real estate
collateral and interest in the real estate on a cash or cash-equivalent basis. The agencies’

% |enders also should consider the extent to which Regulation Z, including the ATR rule, applies to such
lending.
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appraisal regulations permit the appraiser to include in the market value estimate any
significant financial assistance that would survive sale or foreclosure, such as the value of
low-income housing tax credits, subsidies, and grants.

A bank should ensure that an appraiser engaged to appraise an affordable housing project is
competent to perform such an appraisal. Specifically, appraisers should be knowledgeable
about the various types of financial assistance and programs that are associated with an
affordable housing project. In addition, while certain types of financial assistance do not
necessarily transfer to new ownership upon sale or foreclosure, the lender should ensure that
the appraiser appropriately considers the effect of these items in the cash flow analysis, when
applicable.

RRE Activities and Functions

RRE lending activities for both mortgages and home equity loans and lines involve three
primary activities—production, servicing, and collection—that are further broken down into
specific functions. Production functions include origination, processing (including collateral
valuation), underwriting, and closing. Servicing functions include portfolio supervision and
assessment, escrow account administration, account management for open-end lines of

credit, and loan modifications. Collection functions include early stage delinquency
assessment, renewals, extensions, deferrals and re-aging,?® TDRs, and foreclosure assessment
and execution.

RRE Loan Production Functions

Mortgage Loan Origination

There are two primary channels for obtaining mortgage loan applications. One is the retail
channel, consisting primarily of the bank’s retail offices and branches located within the
geographic boundaries served. The other is the wholesale channel, which includes loans
generated by other third parties, such as correspondents and brokers who may or may not
operate within the bank’s geographic boundaries. Additionally, mortgage loan applications
may be available through the Internet. This channel may be limited to prospective applicants
within the bank’s geographic boundaries or open to outside applicants.

Mortgage originators and bank lending officers take applications from prospective
borrowers. These originators may use face-to-face customer contact, telemarketing, and
direct mail to solicit applications. While some smaller banks may still use traditional written
application forms, most originators are now taking applications electronically with a
mortgage application software program. The program initiates the application process by
requesting credit bureau data and scores as well as initial information about property value
and lien status. Electronic applications also are acquired directly from prospective applicants

26 Examiners can refer to SM 2009-07, “Guidance for the Treatment of Residential Real Estate Loan
Modifications” (December 7, 2009); also refer to CNBE 2010-01, “Policy Interpretation—Supervisory
Memorandum 2009-7” (February 23, 2010).

Comptroller's Handbook 15 Residential Real Estate Lending



Version 1.2 Introduction > RRE Activities and Functions

using their home computers and an Internet application site. Banks may also use third parties
such as mortgage brokers or correspondents to originate mortgage loans (and home equity
loans and lines). When doing so, prudent lending practices dictate that a bank should have
strong control systems to ensure the quality of originations and compliance with all
applicable laws and regulations, and to help prevent fraud.

Brokers are firms or individuals, acting on behalf of either the bank or the borrower, who
match the borrower’s needs with the bank’s mortgage or home equity origination programs.
Brokers take applications from customers. Although they sometimes process the application
and underwrite the loan to qualify the application for a particular lender, they generally do
not use their own funds to close loans. Whether brokers are allowed to process and perform
any underwriting depends on the relationship between the bank and the broker. For control
purposes, the bank should retain appropriate oversight of all critical loan processing
activities, such as verification of income and employment and independence in the appraisal
and evaluation function.

Correspondents are financial companies that close and fund loans in their own names and
subsequently sell them to a lender. Banks commonly obtain loans through correspondents
and, in some cases, delegate the underwriting function to the correspondent. In delegated
underwriting relationships, a bank grants approval to a correspondent financial company to
process, underwrite, and close loans according to the delegating bank’s processing and
underwriting requirements and commits to purchase those loans. The delegating bank should
have systems and controls to provide assurance that the correspondent is appropriately
managed, is financially sound, and provides mortgages that meet the bank’s prescribed
underwriting guidelines and comply with applicable consumer protection laws and
regulations. A quality control (QC) unit or function in the delegating bank should closely
monitor the quality of loans that the correspondent underwrites. Prudent lending practices
include post-purchase underwriting reviews and ongoing monitoring of portfolio
performance management activities.

Both brokers and correspondents are typically compensated based on mortgage (or home
equity loan or line of credit) origination volume and, accordingly, have an incentive to
produce and close as many loans as possible. Therefore, banks should perform
comprehensive due diligence on third-party originators before entering a relationship. In
addition, once a relationship is established, the bank should have adequate audit procedures
and controls to verify that third parties are not being paid to generate incomplete or
fraudulent mortgage applications and are not otherwise receiving referral or unearned income
or fees contrary to RESPA prohibitions or loan originator compensation in contravention to
Regulation Z.%’

27 In addition, a bank that purchases loans subject to TILA’s rules for home equity loans with high rates or high
closing costs (loans covered by HOEPA) can incur assignee liability for all claims and defenses with respect to
that mortgage that the consumer could assert against the creditor unless the institution can reasonably show that
it could not determine the transaction was a loan covered by HOEPA. Also, the nature of the bank’s relationship
with brokers and correspondents may have implications for liability under ECOA and for reporting
responsibilities under the Home Mortgage Disclosure Act.
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By monitoring the quality of loans by origination source, and uncovering such problems as
early payment defaults and incomplete packages, bank management learns if third-party
originators are producing quality loans. If ongoing credit or documentation problems are
discovered, the bank should take appropriate action, which could include terminating its
relationship with the third party.

Some larger banks have developed internal credit scoring tools for electronic evaluation of
loan applicants. Other banks that want to sell their mortgages in the secondary market use
application software programs and scoring models developed by Fannie Mae (Desktop
Underwriter, or DU) or Freddie Mac (Loan Prospector, or LP). These credit scoring tools are
used for efficiency, to reduce costs and time for application decisions, and to promote
consistency in underwriting. Moreover, these tools have proven effective in evaluating
residential applications within short time frames. The components of any scoring system,
however, should be reviewed to ensure the factors contribute to creditworthiness, and that the
system is periodically monitored and revalidated. (Refer to OCC Bulletin 2011-12, “Sound
Practices for Model Risk Management.”) One drawback of rigorous scoring models is that
they may not be able to recognize applicants who would make satisfactory borrowers but fail
to meet the scorecard cutoff criteria. If management uses automated scoring systems and also
chooses to allow “overrides” of a model’s decisions on extension of credit, then management
should have specific criteria and documentation requirements for justifying such override
determinations. In smaller judgmental credit operations, management should also implement
and adhere to specific criteria and documentation requirements for justifying a decision to
override a loan policy requirement.

Bank personnel must also be aware of the federal and state laws and regulations, especially
the regulations that implement consumer protection laws, including ECOA, the Fair Housing
Act, the Fair Credit Reporting Act, the Home Mortgage Disclosure Act, RESPA, HOEPA,
TILA, and the Bank Secrecy Act. Management’s lending processes and origination platforms
should be designed to ensure that the bank complies with all applicable laws and regulations
and provides timely and accurate disclosures to mortgage applicants. Mortgage loan
originators and bank staff must be diligent in safeguarding applicants’ and borrowers’
confidential information.

Mortgage loan originators and loan officers should provide sufficient information to
customers so they fully understand material terms, costs, and risks of the loan products
offered. Communication with customers, including advertisements, oral statements, and
promotional materials, should provide clear and balanced information about the relative
benefits and risks of mortgage products.

SAFE Act Registration for Mortgage Originators

The Secure and Fair Enforcement for Mortgage Licensing Act of 2008 (SAFE Act) was
passed as part of the Housing and Economic Recovery Act of 2008. This law created federal
licensing and registration requirements for mortgage loan originators. Since January 2011, all
employees of banks that serve as mortgage loan originators are required to register with the
Nationwide Mortgage Licensing System and Registry. The employees must obtain a unique

Comptroller's Handbook 17 Residential Real Estate Lending



Version 1.2 Introduction > RRE Activities and Functions

identifier from the registry and maintain their registration. Detailed examples of what does
and does not constitute mortgage origination activities may be found in 12 CFR 1007,
appendix A.

Mortgage Loan Originator Compensation

On January 10, 2014, amendments to Regulation Z implemented requirements and
restrictions imposed by Dodd-Frank concerning loan originator compensation. These
changes include the definition of and qualifications for a loan originator.?® They also include
requirements for the registration and licensing of loan originators as well as requirements for
training, screening, and compensation practices, including written policies. Compensation
prohibitions generally include basing the originator’s compensation on the terms of a
transaction or a proxy for a transaction term.?® Regulation Z also prohibits loan originators in
a transaction from being compensated by both a consumer and another person, such as a
creditor. The rule establishes tests for when loan originators can be compensated through
certain profits-based compensation arrangements. Finally, the rule contains requirements for
specific loan originator identification information to be included on loan documents as well
as other record-keeping requirements. Refer to the “Truth in Lending Act” booklet of the
Comptroller’s Handbook for Regulation Z.

Mortgage Loan Processing

Mortgage loan processing consists of information or data gathering and verification. The loan
processor (loan officer, administrative staff, or dedicated personnel) should ensure that the
loan files contain all of the documents necessary to support the credit analysis and decision,
such as the applicant’s income and employment verification, the collateral valuation
(appraisal or evaluation) and lien status, and the funds necessary for any down payment and
closing. For most mortgages, the information that the bank relies on in determining a
customer’s repayment ability must be verified using reasonably reliable third-party records.
The loan processor should ensure that all the necessary steps are performed in accordance
with internal requirements. This process should also include steps that ensure that all
property taxes are paid current and that appropriate hazard and flood insurance, as applicable,
IS in effect with accurate loss payee instructions. In addition, home owners association
(HOA) dues or fees must be considered when determining the borrower’s ATR.%° FHA, VA,
and USDA loans contain unique requirements that may require specific training for loan
processors handling these government-insured or government-guaranteed loans.

28 For employers whose employees are not required to be licensed, including depository institutions and bona
fide nonprofits, Regulation Z requires them to (1) ensure that their loan originator employees meet character,
fitness, and criminal background standards similar to existing SAFE Act licensing standards; and (2) provide
training to their loan originator employees that is appropriate and consistent with those employees’ origination
activities. The rule also contains special provisions with respect to criminal background checks and the
circumstances in which a criminal conviction is disqualifying, and with respect to situations in which a credit
check on a loan originator is required. Refer to 12 CFR 1026.36(f).

2 Refer to the CFPB’s “2013 Loan Originator Rule: Small Entity Compliance Guide.”

30 Refer to 12 CFR 1026.43(c); for open-end high-cost mortgages, refer to 12 CFR 1026.34(a)(4).
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When the processing environment is less automated, the processor’s responsibilities also
include preparing the final loan application forms, obtaining support documents, and
verifying the information on the loan application. Once a loan package is complete, the
processor submits the information to the underwriting department manually or electronically.
In banks that use the automated underwriting systems of Fannie Mae or Freddie Mac, loan
applications are assigned a processing status and preliminary grade. Any additional
documentation requirements that must be satisfied for underwriting and closing are
identified. In other cases when documentation requirements vary because of specific
situations, such as streamlined investor products, the processors should use product-specific
checklists or automated checks to ensure all required steps have been completed properly.

The processing of an RRE loan application requires a valuation of the real estate collateral.
(Refer to 12 CFR 34, subpart C, “Appraisals.”) Depending on the level of automation
involved, the real estate appraisal or evaluation may be automatically ordered from a specific
appraiser or through an appraisal management company (AMC). In less automated
environments, the loan processor may order the appraisal or evaluation based on internal
policies and procedures. Once the completed appraisal or evaluation is obtained, the
processor includes it in the loan file to be reviewed by the underwriter.3! In some cases, the
processor may complete a checklist designed to help evaluate the integrity of the appraisal or
evaluation as well as compliance with regulatory requirements.

Mortgage Loan Underwriting

The function of the mortgage loan underwriter is to approve or deny the loan application in
accordance with the bank’s lending policy, including any secondary-market investor
requirements. Underwriters are responsible for determining if a prospective borrower
qualifies for the requested mortgage product and if repayment capacity, collateral protection,
and other appropriate requirements have been met. Underwriters must also take into account
the need to comply with Regulation Z’s requirement that the creditor make a reasonable and
good faith determination at or before consummation that the consumer will have a reasonable
ability to repay the loan according to its terms for most closed-end consumer mortgages. 3

Common underwriter review procedures include

e evaluation of the borrower’s repayment capacity by looking at income information,
employment status and consistency of employment, current debt obligations, alimony,
and child support; credit score; credit history using a conventional credit bureau report or
other alternative credit documentation; and financial resources (deposit accounts and
other liquid investments) consistent with the underwriting considerations and verification
requirements of the ATR rule, as applicable.®

31 Regulation B at 12 CFR 1002.14 requires lenders also to provide a copy of the appraisal or valuation to the
applicant.

32 Refer to 12 CFR 1026.43(c).

33 If covered by the ATR rule, third-party record verification is generally required (except that, in certain
instances, oral confirmation of employment is permitted).
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e determination of the borrower’s ability to close on the loan from sufficient funds or
resources.

e determination that all calculations such as DTI ratios, disposable funds, LTV ratios, and
required disclosures are accurate.

e identification of any special loan requirements or closing conditions, such as flood
insurance or mortgage insurance.

e determination that real estate appraisals or evaluations are complete, have integrity, and
are appropriately accurate to support the loan. (Note: OCC Bulletin 2010-42, “Sound
Practices for Appraisals and Evaluations,” requires that a bank’s appraisal review
function be independent of the lending function to the highest degree possible.)

e determination that the title search has not identified any circumstances that could impede
the security of the mortgage.

Depending on the size and nature of the bank’s RRE lending activities, a quality assurance
(QA) or QC process that reviews mortgage loan underwriting may be necessary. A QA
process reviews a sampling of underwriter-approved loans, typically before funding, to
ensure consistency with lending standards. Smaller banks may have 100 percent reviews
while larger departmental lenders may randomly sample a group of approvals. Some banks
only review exception approvals (loans approved outside of normal policies and standards) to
ensure the underwriter’s decision was justified by effective mitigation of the risks.

For the largest mortgage lenders that are active in selling to the secondary markets, agencies
and investors typically require a review of an independent and statistically sound sampling of
loans each month by a QC function, generally post-funding. The QC function may be
completed internally by designated personnel or through an external vendor. If performed
internally, the QC manager and function should be independent of the loan production
function. The QC process usually occurs after a loan has been closed and funded. It is
designed to effectively alert management to any deficiencies that may have existed in
recently completed loan originations. The QC function should also be designed to detect
fraudulent transactions so management can effectively address the causes and report
perpetrators to the proper authorities.

Well-designed QC processes effectively categorize the nature of deficiencies found
(noncritical, critical, etc.) and result in timely feedback to the responsible loan processor(s)
and underwriter(s). Additionally, monthly QC reporting should be designed to reflect not
only the results of the most recent review but also trends in the monthly review results. Such
reports more effectively alert management, the audit committee, or the board to the true
nature of QC findings and whether trends are improving or deteriorating.

The underwriting area may also implement a second review process. Many banks implement
a second review process to assure themselves and the loan applicants that every effort has
been made to qualify an applicant for a mortgage loan. Second review procedures examine
loan applications that were not approved to determine alternative ways for approval. A
variety of internal review panels or external review procedures can be created. Banks should
establish strict criteria for second review eligibility.
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Mortgage Loan Closing

After a mortgage loan application is approved by the loan officer or underwriting unit, a loan
closer or closing unit ensures that the loan is properly closed, funded, and settled. This
process includes execution of the documents required to create a valid obligation to repay the
loan and those necessary to perfect the bank’s security interest in the RRE collateral. The
closing person or unit also ensures that the bank has all appropriate documentation in the file
after closing. This process may entail the use of a trailing documents function that collects
documents after appropriate courthouse filings are completed. In addition to an internal
closing person or unit, escrow agents, title companies, and attorneys commonly perform
closings for a bank. Whoever performs the closing should obtain all appropriate documents
and signatures before disbursing the loan proceeds. To the extent this service is provided by a
third party, a bank should ensure proper management of its third-party vendors. Some banks
use a “pre-funding” review process and checklist that reviews each file to determine its
integrity before providing the file to the closing employee or agent.

The closing person or unit should obtain the executed note, final title insurance, mortgage
assignments, insurance and guaranty certificate, etc. If a loan is being sold to the secondary
market, the closing person or unit should protect the closing package and ensure delivery to
the agency or investor within the time frames required.

A post-closing review of each loan file should be performed, normally within 10 days of
closing. This review should be designed to ensure that the bank or its agent closed each loan
according to the underwriter’s instructions and that all documents were properly executed.
Missing or inaccurate documents should be identified, tracked, and obtained by personnel
responsible for trailing documents. Weekly or monthly aging reports should tell management
what documents still need to be obtained, executed, or corrected and for how many days they
have been unresolved. Management and the board should set thresholds for effective
resolution and actively address any situations that extend beyond the tolerances.

When the bank anticipates selling loans to secondary-market investors, the bank’s closing
function must disclose to an applicant whether the servicing of the loan may be assigned,
sold, or transferred within three days after application for a first-lien mortgage.3* For these
situations, many banks use the Mortgage Electronic Registration Systems registry known as
MERS Residential. MERS Residential, a national, central database of mortgage loan
information, was created as a utility for the mortgage finance industry to track the sale of
ownership and servicing rights of loans. For more information, refer to the “Mortgage
Banking” booklet of the Comptroller’s Handbook.

Home Equity Lending Originations
Depending on the size and nature of the bank’s RRE lending activities, home equity lending

functions may either be coordinated with the mortgage lending functions or occur as part of a
separate and distinct consumer lending function. In many smaller banks, home equity

34 Refer to 12 CFR 1024.5(b)(7). A bona fide transfer of a loan obligation in the secondary market is not
covered by RESPA and 12 CFR 1024, except with respect to section 6 of RESPA (12 USC 2605) and subpart C
of Regulation X, 12 CFR 1024.30-1024.41. The servicing disclosure requirement is in 12 CFR 1024.33.
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origination activities are performed by the same lending officers and administrative staff that
have RRE lending expertise. In larger community banks, the home equity origination
activities are often part of a larger consumer lending operation. In the largest community and
regional banks, home equity lending is done by specialists within the consumer lending
division or by a mortgage banking department or division.

In most community banks, applications for home equity loans and lines of credit come from
existing customers or customers who reside in the bank’s operational geographies. Most
applications come through the retail locations and branches. Applications may also be
sourced through the bank’s Internet site, through telephone or mail solicitations, or from
brokers and correspondent banks. As noted previously for mortgage loans, whenever a bank
uses third parties such as brokers and correspondents in the origination process, the bank
should have strong control systems to ensure the quality of originations and compliance with
all applicable laws and regulations, and to help prevent fraud. Additionally, the quality of
third-party-sourced originations should be monitored closely to uncover such problems as
early payments defaults and incomplete packages. If the bank discovers ongoing credit
quality or documentation integrity problems, it should take appropriate action against the
third party, which could include terminating its relationship.

The home equity application process may still be paper-based and manual in the smallest
banks. In most banks, however, the application process is usually completed using an
automated platform that captures the applicant’s data (through applicant or employee input).
The information is then evaluated against predefined lending standards for the products
offered by the bank. Standards typically include a credit bureau score or an application score,
the quality of the customer’s employment and credit history, the expected lien position of the
loan or line (first or second), LTV or CLTV ratio if a prior first mortgage balance exists, and
the condition and value of the real estate to be used as collateral. If the loan or lineis in a
second-lien position, the lender should consider repayment capacity based on whether the
first lien is a fixed-rate, ARM, 10, or pay-option ARM and in accordance with the ATR rule,
as applicable.®® To the degree that the bank uses automated scoring models for credit
decisions and loan pricing, these models should be periodically monitored and revalidated.
(Refer to OCC Bulletin 2011-12, “Sound Practices for Model Risk Management.”)

Home Equity Lending Processing

Personnel who process home equity loan and line applications follow steps similar to those
used by personnel who process mortgage loan applications. First, the processor should ensure
that the loan file (or automated application platform) contains all of the documentation
necessary to support the credit analysis, decision, and pricing, such as the applicant’s income,
employment, and debt obligations. If a second-lien position on the equity in the RRE is
contemplated, the processor verifies the amount of the first mortgage position as well as the

% Refer to 12 CFR 1026.43. Repayment capacity for high-cost HELOCs is addressed in 12 CFR 1026.34(a)(4).
Further, 12 CFR 34.3(b) requires that national banks not make consumer real estate loans based predominantly
on the bank’s realization of the foreclosure or liquidation value of the collateral, without regard to a borrower’s
ability to repay the loan according to its terms.
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existence of any other outstanding encumbrances, such as liens for unpaid taxes, mechanic’s
liens, or recorded judgments against the applicant.

In most cases, the processor or the automated platform orders the appropriate collateral
valuation and condition documentation, such as the appraisal or evaluation. Smaller banks
may use lending personnel to perform real estate evaluations of applications assigned to
others. Larger community and regional banks may use an internally generated list of
approved appraisers, staff appraisers, or an external vendor like a real estate AMC to obtain
an appropriate collateral valuation or condition report. Whenever an evaluation is used to
document the real estate collateral’s condition and value, management should ensure that the
evaluation meets all of the standards in OCC Bulletin 2010-42, “Sound Practices for
Appraisals and Evaluations.”%

Competition, cost pressures, and advancements in technology have prompted banks to
streamline their appraisal and evaluation processes. These changes, coupled with banks
underwriting to higher LTV ratios, have heightened the importance of strong collateral
valuation management policies, procedures, and processes, especially for second-lien home
equity loans and lines. A bank’s collateral valuation process should establish criteria for
determining the appropriate valuation method for a particular transaction based on the risk in
the transaction. For example, higher-risk transactions (lower credit quality, higher LTV) or
non-homogenous residential property such as custom homes should be supported by more
thorough evaluations. Additionally, the bank’s collateral valuation processes should
effectively preclude “value shopping” when more than one valuation method is available.
The bank should require the use of the most reliable collateral valuation method for the
transaction versus using one that returns the highest value.

Home Equity Lending Underwriting

Once the information in the loan file or automated application platform is complete, a loan
officer or underwriter reviews the information and makes a final decision to approve or deny
the loan or line. In a process with limited automation, the officer or underwriter’s input could
be substantial and involves file checklists and worksheets to justify the credit decision. In a
more automated environment, the officer or underwriter may interact with the system, review
information and preliminary decisions on screen, and then input his or her approval or
disapproval. When there are any deviations from predefined standards, the officer or
underwriter should enter comments that reflect his or her justification for the final decision
and any mitigating factors noted relative to compromised tolerances.

36 Under 12 CFR 1026.35, additional appraisal requirements apply to loans classified as HPMLs. Under this
regulation, an HPML is a closed-end loan secured by the consumer’s principal dwelling with an annual
percentage rate (APR) that exceeds the average prime offer rate for a comparable transaction, as of the date of
rate set, by (1) 1.5 or more percentage points for loans secured by a first lien if the loan’s principal amount at
the time of consummation does not exceed the maximum principal obligation eligible for purchase by Fannie
Mae or Freddie Mac (conforming loans, generally $417,000; exempt locations, $625,000); (2) 2.5 or more
percentage points for loans secured by a first lien if the principal at the time of consummation exceeds the
maximum principal obligation eligible for purchase by Fannie Mae or Freddie Mac (i.e., jumbo loans); or (3)
3.5 or more percentage points for loans secured by a subordinate lien on a dwelling.
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Depending on the scale and nature of the home equity lending activities, QA or QC processes
similar to mortgage loan underwriting may be necessary. In larger home equity lending
operations, management may have procedures to review loan documentation before final
loan funding and settlement.

Home Equity Lending Closing

The closing of home equity loans and lines is less formal than a mortgage loan closing.
Home equity loans and lines are usually closed and funded at a bank location or branch.
Proceeds may be provided directly to the customer by check or a deposit to his or her
account. In some cases, depending on the expected purpose of the loan or line, the proceeds
may be provided directly to a third-party lender (loan consolidations) or vendor (home
remodel or repairs).3” When a line of credit is closed and not immediately drawn upon, the
customer has the ability to initiate a draw during the contractual draw period through specific
methods identified by the bank.

In some areas, as required by state laws or situations involving first-lien positions on
previously unencumbered RRE collateral, a bank may use a title company or attorney as the
bank’s agent to close a home equity loan or line. A bank should have effective post-closing
review functions to determine that all final recorded documentation supports its lien position.

RRE Loan Servicing Functions
Mortgage Loan Servicing

Once a mortgage loan has been closed, funded, and settled, its information is placed in a loan
servicing system to facilitate future supervision of the loan, including the collection and
recording of the customer’s payments. In smaller banks that retain most of their mortgage
loans, the servicing system may be their standard loan platform. Alternatively, banks can use
a specialized mortgage loan platform that ensures they can effectively address any unique
loan characteristics such as variable interest rate calculations or conversions from fixed
interest terms to variable interest terms.

Depending on the scale and nature of the bank’s mortgage loan activities, it may sell closed
loans to the secondary market with servicing retained. This means that the bank continues to
receive and record the customer’s loan payments even though the loan is actually held in
another entity’s portfolio. In some situations, the bank may service the loan for a short period
and then transfer both ownership and the rights to service to an investor. Regardless of a
loan’s disposition, the bank’s loan servicing system should differentiate between loans that
the bank owns and services and loans that the bank services for other investors.

37 As noted previously, when a loan is a high-cost mortgage, the creditor cannot make payments from the loan’s
proceeds exclusively to a contractor. Instead, the loan proceeds need to be disbursed through either the
consumer or an escrow agent (12 CFR 1026.34).
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Mortgage Servicing Rules

Dodd-Frank made several amendments to RESPA and TILA regarding the servicing of
certain residential mortgage loans. In January 2013, the CFPB issued amendments to TILA’S
Regulation Z and RESPA’s Regulation X to implement the new requirements. These changes
are known as the Mortgage Servicing Rules, and they generally became effective January 10,
2014. The changes to Regulation X specifically address requirements for

error resolution and information requests.

force-placed insurance.

general servicing policies, procedures, and requirements.

early intervention with delinquent consumers.

continuity of contact with delinquent consumers.

loss mitigation, including requirements when servicing is transferred (12 CFR 1024,
subpart C).

The rules address a servicer’s obligation to establish reasonable policies and procedures to
achieve many of the delineated objectives. The changes to Regulation Z specifically address
requirements for

e interest rate adjustment notices and timing for ARMs (12 CFR 1026.20(c)-(d)).
e prompt crediting of mortgage payments and responses to requests for payoff amounts
(12 CFR 1026.36(c)).
e periodic statements for mortgage loans (12 CFR 1026.41).
These rules also exempt certain small servicers from parts of the Mortgage Servicing Rules.®

Mortgage Loan Escrow Account Administration

In addition to the collection of mortgage loan payments for P&lI, the bank may also be
responsible for the collection and payment of periodic real estate property taxes and hazard
and flood insurance premiums, as applicable. In addition, HOA fees may be escrowed
because some jurisdictions may grant a super-lien status (priority over the bank’s loan) to
unpaid HOA fees. These payments are collected from the customer and held in an escrow
deposit account until the payments are required by the taxing authority, insurance vendor, or
the HOA. Flood insurance must be escrowed if other insurance and taxes are escrowed.3®
Under the Homeowner Flood Insurance Affordability Act of 2014, regardless of whether
taxes or hazard insurance are escrowed, an institution or its servicer must escrow flood
insurance premiums and fees for loans made, increased, extended, renewed, or refinanced on
or after January 1, 2016, unless an exception applies. Under RESPA, the bank is required to
analyze the timing and amount of payments made from the escrow account, to revise them if
necessary to avoid an account deficit, and to disclose the results to the consumer. Depending
on the amount of the deficit, the consumer may resolve the deficiency with a lump sum extra

38 Small servicers are defined at 12 CFR 1026.41(e)(4).

39 Refer to 12 CFR 22.5 and 172.5.
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payment or an increase in his or her monthly payment that resolves the deficit over the next
12 months.

In smaller banks, escrow deposit account activity is usually limited, and borrowers are
expected to directly pay their hazard insurance premiums and property tax payments.
Nevertheless, the bank should have monitoring that ensures that timely payments are being
made by the borrower, that the bank’s RRE collateral remains adequately covered by hazard
insurance with the bank as loss payee, and that the bank’s lien is not compromised by any
liens from unpaid property taxes.

When the bank extends additional credit to a borrower for an unanticipated payment of
insurance premiums or property taxes, the extensions should be based on specific guidance in
the loan policy. In this situation, management should also evaluate the relationship for
possible classification if the circumstances indicate deterioration in the borrower’s financial
condition.

Servicers must comply with applicable law regarding their management of escrow accounts,
including collecting, holding, and escrowing funds on behalf of each borrower in accordance
with RESPA (12 USC 2609) and Regulation X (12 CFR 1024.17 and 1024.34). When the
escrow account is first created, the amount allowed is the “amount sufficient to pay the
charges respecting the mortgaged property, such as taxes and insurance, which are
attributable to the period from the date such payment(s) were last paid until the initial
payment date” plus a two-month cushion (12 CFR 1024.17(c)(1)(i)). RESPA allows servicers
to hold up to the amount required to make expected payments over the next 12 months plus
an additional one-sixth of that amount. This limit applies to funds collected at closing as well
as those collected throughout the life of the loan. RESPA also requires the servicer to provide
various disclosures, including the initial and annual escrow statements. Effective in January
2014, the requirement for timely escrow disbursements generally includes the payment of
hazard insurance premiums when the borrower is more than 30 days overdue on his or her
mortgage, unless the servicer is unable to disburse funds from the borrower’s account.*°
Insufficient funds in a borrower’s escrow account do not mean that the servicer is unable to
disburse the funds.

TILA Escrow Rule for Higher-Priced Mortgages

Before passage of Dodd-Frank, creditors were required to set up and administer escrow
accounts for HPMLs for a minimum of one year for property taxes. Effective June 1, 2013,
the TILA Escrow Rule (12 CFR 1026.35(b)) generally lengthened the time creditors must
collect and manage escrows for HPMLSs to five years.

For an HPML secured by a first lien on a principal dwelling, the TILA Escrow Rule requires
the escrow account to be maintained until (1) the underlying debt obligation is terminated, or

40 A servicer is unable to disburse funds from the borrower’s account only if the servicer has a reasonable basis
to believe that either the borrower’s property is vacant or the borrower’s hazard insurance has terminated for
reasons other than nonpayment.
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(2) after the five-year period, the consumer requests that the escrow account be cancelled.*
For the consumer to cancel the account, however, the loan’s unpaid balance must be less than
80 percent of the original value of the property securing the loan, and the consumer must not
be delinquent or in default on the debt obligation. The TILA Escrow Rule does not require a
creditor to escrow insurance premiums in common interest communities (e.g.,
condominiums) when the homeowners must participate in governing associations that
purchase master insurance policies. Furthermore, the rule defines limited exceptions from the
requirements for smaller creditors that operate in predominantly rural or underserved areas.

Mortgage Loan Portfolio Management

Prudent lending practices dictate that a bank effectively monitors the quality of the loans it
originates. Effective monitoring is crucial for loans held for investment that have the most
direct impact on the bank’s earnings and regulatory capital. Loan reporting and tracking
systems should allow management to isolate key products, channels of origination, borrower
characteristics, loan features, and layers of additional risks. Portfolio volume and
performance reporting should be tracked against management’s expectations of performance
given the approved internal lending standards and policies. Deviations from expected
performance metrics should allow management to identify and isolate the causes of
deterioration in performance. The impact of changing markets and market conditions should
also be assessed when evaluating performance deviations. Banks should perform stress tests
on key portfolio segments to help identify and quantify events that can increase risk within a
segment of the overall portfolio.

Examples of key financial information, credit statistics, and statistical analyses that should be
monitored over time include original and updated credit bureau scores, LTV ratios, DTI
ratios, housing and debt coverage ratios, owner occupancy and concentrations in product
types, and terms and channels of origination. These analyses can be used to develop trends in
performance and provide insights into delinquency, losses, prepayment activities, and
foreclosures.

Banks originating and investing in nontraditional mortgage loans should adopt more robust
risk management practices and portfolio reporting, which are capable of managing such
exposures in a thoughtful and systematic manner. Such practices include the establishment of
portfolio concentration limits measured as a percentage of total capital for key segments such
as loan types, third-party originations, geographic area, and property occupancy status, and
active reporting of volumes against those limits. Concentrations should also be monitored by
key portfolio characteristics like loans with high CLTV ratios, loans with high DT ratios,
loans with potential for negative amortization, loans to borrowers with credit scores below
established tolerances, loans with risk-layering features, and non-owner-occupied investor
loans. Reporting should include proactive reviews of portfolio condition through refreshed
credit scores, refreshed collateral valuations, and the possible use of other credit bureau
statistics that may indicate potential issues, such as missed payments with another primary
creditor. The existence of any nontraditional portfolio concentrations that are not effectively
managed through appropriately elevated MIS may become the subject of supervisory letter or

41 Refer to 12 CFR 1026.35.
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examination report comments and may be criticized as unsafe and unsound practices that
require corrective action.

Home Equity Lending Payment Administration

The payment processing for closed-end home equity loans is very similar to that for
mortgage loans. The bank receives the payments and applies them to P&I based on the daily
or monthly accrual of interest and the amount of time since the last payment was received.
Because home equity loans are typically second liens, the payments generally include only
P&I. In some cases, a home equity loan may be a first-lien loan and the payments may
consist of principal, interest, taxes, and insurance, and have an associated escrow deposit
account.

HELOCs are open-end credit arrangements and have several different potential payment
arrangements. During the draw period for a line of credit, payment requirements are typically
10 with principal payments made at the option of the borrower. When a payment is received,
the proceeds are typically applied to the interest that has accrued since the last payment date.
If the payment contains an amount above the interest accrual amount, these proceeds are
applied to the principal balance to lower the outstanding balance and increase the amount of
credit available under the line. Some banks require payments during the draw period that
consist of both interest accrued and some amount of principal repayment. These payments
are based on some percentage of the outstanding balance. For example, the regular monthly
payment may be the interest accrued during the month plus 1 percent of the outstanding
principal amount.

While the interest rate on a HELOC is usually a variable rate during the draw period, it may
remain variable during the repayment period or become a fixed rate. Other structures for
HELOC:s include a balloon maturity at the end of the draw period rather than a conversion to
a repayment period. In such structures, the entire balance outstanding at the maturity of the
agreement is due and payable. Depending on the sophistication of the bank’s HELOC
offerings, varying levels of technological infrastructure are needed to handle changes in
repayment requirements.

When conversion from the draw period payment to a full amortization period payment
involves a substantial increase in the customer’s monthly payment, the bank should monitor
the customer’s ability to fulfill the new payment requirements. When a customer cannot meet
the full amortization payment requirement, the bank’s policy and procedures for credit risk
management should have predefined criteria for acceptable actions. These actions may
include prudent restructures of the loan balances to achieve an acceptable repayment within a
reasonable amount of time. In addition, management should assess whether there is a need to
classify the relationship, earn interest income on the relationship, and potentially account for
and report the relationship as a TDR. Renewing a relationship on 10 market terms if the
borrower’s creditworthiness does not justify such terms is an unsafe or unsound lending
practice.
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Home Equity Lending Account Management

For home equity loans, account management activities primarily involve monitoring a
borrower’s financial condition by periodically obtaining updated credit scores when
practical, such as part of a portfolio score refresh activity. Collateral values and LTV
information also should be monitored and updated through portfolio valuation activities. This
information should be used to target accounts for specific collection activities if the borrower
becomes delinquent in making payments.

Because HELOC:s often have long-term, 10 payment features, banks should have risk
management techniques that identify higher-risk accounts and adverse changes in account
risk profiles. Such techniques enable management to implement timely preventative action
(for example, freezing or reducing available lines). Further, a bank should have risk
management procedures to evaluate and approve additional credit on an existing line or
extend the 10 period. Account management practices should be appropriate for the size of the
portfolio and the risks associated with the types of home equity lending.

Effective account management practices for larger portfolios or portfolios with high-risk
characteristics include

e periodically refreshing credit risk scores on all customers.

e using behavior scoring and analysis of individual borrower characteristics to identify
potential problem accounts.

e periodically assessing account utilization rates.

e periodically assessing payment patterns, including borrowers who make only minimum
payments over a period of time or those who rely on the line to keep payments current.

e monitoring of home values by geographic area.

e obtaining updated information on the collateral’s value when significant market factors
indicate a potential decline in home values, or when a borrower’s payment performance
deteriorates and greater reliance is placed on the collateral.

The frequency of these actions should be commensurate with the size and risk in the RRE
portfolio as determined by borrower and market conditions. Bank policies should require
management to conduct annual credit reviews of HELOC accounts to determine whether the
line should be continued based on the borrower’s current financial condition.*?

When appropriate, banks should refuse to extend additional credit or should reduce the credit
limit of a HELOC, bearing in mind that Regulation Z provides important protections for

42 Under the capital rule (effective January 1, 2014, for advanced approaches banks, and January 1, 2015, for all
other banks), like the prior general risk-based capital guidelines, an unused HELOC commitment with an
original maturity of one year or more may be allocated a 0 percent conversion factor if the bank conducts at
least an annual credit review and is able to unconditionally cancel the commitment, at its option (i.e., prohibit
additional extensions of credit, reduce the credit line, and terminate the line with or without cause), to the full
extent permitted by relevant federal law. Refer to 12 CFR 3.
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consumers when a HELOC account is terminated, suspended, or reduced.*® For example, a
bank can freeze or reduce a credit line under a limited set of circumstances, including when
(1) the value of the collateral declines significantly below the appraised value for the
purposes of the home equity line; (2) the consumer is in default of a material obligation under
the loan agreement; or (3) the bank reasonably believes the consumer will be unable to fulfill
the repayment obligations under the plan because of a material deterioration in the
borrower’s financial circumstances.

Additionally, under ECOA and its implementing regulation, 12 CFR 1002 (Regulation B),
the Fair Housing Act, and other fair lending guidance, banks may not discriminate on a
prohibited basis when making credit decisions. When taking action to terminate, reduce,
suspend, or reinstate HELOC accounts, banks should follow policies that are consistent with
prudent risk management principles and should carry them out without regard to prohibited
factors. As with all actions related to RRE lending, banks must not violate section 5 of the
FTC Act, which prohibits unfair or deceptive acts or practices, or the prohibition against
unfair, deceptive, or abusive acts or practices found in Dodd—Frank.**

Account management practices for HELOCs should also include risk management controls
and criteria for the approval of advances or draws against the approved line. These controls
may be implemented manually in a smaller bank (for example, a teller or other representative
may review specific account information to ensure the customer’s good standing before
authorizing the draw). In larger community and regional banks, the process for draw
approval typically is automated and likely includes a review of the customer’s payment status
and most recent credit score information. Any authorizations that would allow the home
equity line to go over its approved limit should be restricted and subject to specific policies,
procedures, and approval authorities. Draw authorization approval processes that do not
adequately control authorizations may be criticized. Furthermore, bank practices should
require any over-limit borrowers to repay the over-limit amount in a timely manner. The
existence of over-limit HELOCs may significantly increase a portfolio’s credit risk.
Therefore, MIS should be sufficient to enable management to identify, measure, monitor, and
control the unique risks associated with over-limit accounts.

Home Equity Lending Portfolio Management

Banks should implement an effective portfolio credit risk management process for their home
equity portfolios that is commensurate with their size, operational nature, and risk profile.
Such processes should include compliance with regulatory real estate lending standards
requiring lending policies that are consistent with safe and sound banking practices and are
approved by the board of directors annually. Before implementing any changes to policies or
underwriting standards, management should assess the potential effects on the bank’s overall
risk profile, including concentrations, profitability, and credit performance such as

43 Refer to 12 CFR 1026.40(f).

4 For federal savings associations, also refer to OTS CEO Memo #276, “HELOC Account Management
Guidance” (August 28, 2008).
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delinquency and loss rates. The accuracy of these assessments should be tested by
comparisons to subsequent actual experience.

Effective portfolio management should clearly communicate portfolio objectives, such as
growth targets, utilization rates, expected rate of return hurdles, default expectations, and
losses. For banks with significant concentrations of home equity loans and lines, capital and
portfolio limits measured as a percentage of total capital should be established and monitored
for key portfolio segments, such as geographic area, loan type, and higher-risk products.
When appropriate, consideration should be given to the use of risk mitigation tools such as
PMI, pool insurance, or securitization. As the portfolio approaches concentration limits, the
portfolio managers should analyze the situation sufficiently to enable the bank’s board of
directors and senior management to make a well-informed decision to either raise
concentration limits or pursue a different course of action.

Effective portfolio management also requires an understanding of the risk characteristics of
the home equity portfolio. Management should analyze the portfolio by segment using
criteria such as product type, credit risk score, DTI ratios, LTV ratios, property type,
geographic area, collateral valuation method, lien position, size of credit relative to prior
liens, and documentation type (such as full, low doc, or no doc).

RRE Loan Collections and Foreclosure Functions

Mortgage Loan and Delinquent Loan Collections

An effective collection process is vital to controlling and minimizing credit losses. The
process should be guided by well-established policies and procedures and should be managed
effectively at each stage for optimal and legal collection of P&I to occur. For smaller banks
that are primarily servicing and collecting loans from their portfolios, collections may be
conducted by the same loan officer who originated the loan. The process likely involves
phone calls, letters, and consultations with a foreclosure attorney if the loan becomes
excessively past due.

For larger community banks, the collection process may be conducted by dedicated
collection staff whose primary responsibilities are the collections of the bank’s consumer
loans, including those secured by RRE. Because of the nature of real estate-secured
collection activities, there may be designated specialists within the collection staff who
handle residential loans (mortgages and home equity). For larger regional banks that service
and collect mortgage loans held in their portfolios as well as loans held by other investors, a
specialized mortgage loan collection staff likely exists to ensure that collections and
foreclosures are handled properly.

When a bank services and collects mortgage loans for third-party investors, it must ensure
that it follows all applicable state and federal laws (including the Fair Debt Collection
Practices Act) and other legal obligations in connection with the timing and manner of
collection activities. In addition, banks must comply with the procedures set forth in the
Mortgage Servicing Rules in Regulation X, subpart C.
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For loans in the early stages of delinquency, the collection staff contacts borrowers by
telephone and letters. Except for small servicers, Regulation X requires banks that service
covered mortgage loans to make good faith efforts to establish live contact with delinquent
borrowers by the 36th day of delinquency and to assign personnel to the borrower by the time
it provides required written notice, but no later than 45 days from delinquency. Early
intervention efforts apprise borrowers of their status, provide information about possible loss
mitigation options, and give the bank the opportunity to obtain a payment or promise to pay
from the customer that can either make up the loan arrearage or keep the loan from becoming
more past due. A secondary goal is to obtain current financial information from the borrower
in order to make more informed collection decisions going forward about the borrower’s
ability and willingness to perform.

Once an account becomes more than 90 days delinquent, it is subject to possible
classification under the interagency “Uniform Retail Credit Classification and Account
Management Policy” issued in June 2000 (refer to OCC Bulletin 2000-20, “Uniform Retail
Credit Classification and Account Management Policy”). At that point, prudent lending
policies for portfolio loans typically require the bank to evaluate the overall situation and
determine the appropriateness of continued income recognition and the desirability of
pursuing more intense collection activities, loan modification, or foreclosure.*® This activity
includes review of as much credit information as possible (credit scores, credit reports, or
financial information provided by the borrower) as well as some type of update on the
current value of the collateral through an automated valuation model (AVM), a broker price
opinion (BPO), an evaluation, or an appraisal.

Once the RRE-secured loan reaches 180 days past due, the interagency classification
guidance requires the bank to have a current assessment of the value of the collateral
securing the loan and to charge off any exposure above the collateral’s value less expected
cost to sell the property. When the bank transfers the RRE securing the loan to other real
estate owned (OREQ) in accordance with generally accepted accounting principles (GAAP),
the value of the collateral must be supported by a regulatory conforming appraisal or
evaluation.®

Nonaccrual Status (Updated January 6, 2017)

Banks should follow the Federal Financial Institutions Examination Council’s “Instructions
for Preparation of Consolidated Reports of Condition and Income” (call report instructions)
when determining the accrual status for consumer loans. As a general rule, banks shall not

accrue interest, amortize deferred net loan fees or costs, or accrete a discount on any asset if

e the asset is maintained on a cash basis because of deterioration in the financial condition
of the borrower,

%5 The bank should also consider whether the loan modification procedures in 12 CFR 1026.41 are applicable.

4612 CFR 34.85 and 160.172 require national banks and FSAs, respectively, to obtain an appraisal or
evaluation, as appropriate, to substantiate the market value of each parcel upon transfer to OREO.
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e payment in full of principal or interest is not expected, or
e principal or interest has been in default for a period of 90 days or more unless the asset is
both well secured and in the process of collection.*’

The call report instructions provide two exceptions to the general rule:

(1) Consumer loans and loans secured by a one- to four-family residential property need not
be placed in nonaccrual status when principal or interest is due and unpaid for 90 days or
more. Nevertheless, consumer and one- to four-family residential property loans should
be subject to other alternative methods of evaluation to assure that the bank’s net income
is not materially overstated. To the extent that the bank has elected to carry a consumer or
one- to four-family residential property loan in nonaccrual status on its books, the loan
must be reported as nonaccrual in the bank’s call report.

(2) Purchased credit-impaired loans need not be placed in nonaccrual status when the criteria
for accrual of income under the interest method specified in ASC Subtopic 310-30,
“Receivables — Loans and Debt Securities Acquired with Deteriorated Credit Quality,”
are met, regardless of whether the loans had been maintained in nonaccrual status by the
seller. For purchased credit-impaired loans with common risk characteristics that are
aggregated and accounted for as a pool, the determination of nonaccrual or accrual status
should be made at the pool level, not at the individual loan level.*°

As a general rule, a nonaccrual loan may be restored to accrual status when

e none of its principal and interest is due and unpaid, and the bank expects repayment of
the remaining contractual principal and interest, or
e it otherwise becomes well secured and is in the process of collection.

The OCC’s Bank Accounting Advisory Series and the “Rating Credit Risk” booklet of the
Comptroller’s Handbook provide more information for recognizing nonaccrual loans,
including the appropriate treatment of cash payments for loans on nonaccrual status.

47 An asset is “well secured” if it is secured (1) by collateral in the form of liens on or pledges of real or
personal property, including securities, that have a realizable value sufficient to discharge the debt (including
accrued interest) in full, or (2) by the guarantee of a financially responsible party. An asset is “in the process of
collection” if collection of the asset is proceeding in due course either (1) through legal action, including
judgment enforcement procedures, or, (2) in appropriate circumstances, through collection efforts not involving
legal action which are reasonably expected to result in repayment of the debt or in its restoration to a current
status in the near future.

8 For more information, refer to the “Nonaccrual Status” entry in the “Glossary” section of the call report
instructions. This entry describes the general rule for the accrual of interest, as well as exceptions for retail
loans. The entry also describes criteria for returning a nonaccrual loan to accrual status.

49 For more information, refer to the “Purchased Credit-Impaired Loans and Debt Securities” entry in the
“Glossary” section of the call report instructions.
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Mortgage Loan Renewals, Assumptions, Deferrals, Modifications, and TDRs

For banks that are servicing and collecting mortgage loans held in their portfolios, prudent
RRE lending policies should have predefined standards for working with delinquent
borrowers. These standards should include parameters for when it is acceptable to renew the
loan at current market terms or to execute a deferral of a loan’s payment(s). The standards
may also include circumstances when it would be acceptable for the loan to be assumed by
another willing and capable obligor. Finally, the standards should include parameters for
negotiating a modification of the loan’s repayment requirements. These parameters should be
comprehensive and attempt to achieve a permanent result that facilitates the borrower’s
ability to reasonably perform and minimizes the bank’s potential for future loss. Depending
on the nature of the borrower’s financial distress and the degree of modification of the loan’s
terms, the modification may be reported within the bank’s call reports as a TDR and
consistent with GAAP. TDR accounting occurs when the bank’s modifications or
concessions to standard market terms are prompted by deterioration in the borrower’s
financial condition.

During periods of market deterioration (e.g., declining housing prices and tightening credit
standards), loan modifications should be presumed to be TDRs, unless that presumption can
be overcome by a preponderance of evidence to the contrary. Banks should document the
analysis performed for each loan modification to support whether the modification is or is not
a TDR. In order to support that a loan modification is not a TDR, the borrower’s file should
include new underwriting documentation (updated property value, credit report, and income
analysis) as evidence that the modification reflects market rates and terms for a new loan
with comparable risk.

Regulatory guidance consistently encourages lenders to work constructively with distressed
RRE borrowers to the greatest extent possible within prudent banking practices to avoid
unnecessary foreclosures. The bank should not, however, use workout strategies to defer
identifiable losses. The lender, while working with a borrower, should always follow
regulatory guidance for classification of, and loss recognition on, problem loans. Lenders
also should follow appropriate income recognition or use of nonaccrual status, if appropriate,
and accurate accounting of the loan’s condition based on the circumstances consistent with
call report instructions and GAAP. Working with distressed borrowers does not result in
regulatory forbearance from long-standing and proven regulatory asset classification and loss
recognition standards.

Mortgage Loan Foreclosures

When a borrower defaults, the lender follows the specific requirements under state law to
obtain its interest in the property and gain title through a foreclosure process. Each state has
laws and regulations on perfecting a security interest in the collateral and for obtaining title
to the property through the secured interest if a borrower defaults on a loan. Depending on
the state, security interest perfection occurs through the recording of a security deed of trust
or a mortgage in the appropriate jurisdiction, usually the county where the property is
located. The foreclosure process (whether judicial or nonjudicial) takes place between the
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perfection and obtaining title. Once title has been obtained, the lender then works to sell the
property to recoup the losses suffered from the borrower’s default on the loan. In some states,
if the lender’s sale of the property does not sufficiently cover the bank’s losses and
associated expenses of collection, the bank may pursue a deficiency judgment against the
borrower for the amount remaining. Borrowers have certain rights under state law, including
a right of redemption in some states. (A right of redemption gives property owners who pay
off the taxes or liens on their property the ability to prevent foreclosure, sometimes even after
the auction or sale has occurred.)

During periods of financial stress, the banking and mortgage industry may suffer a high level
of financial and reputational harm because many lenders, or their contracted servicers of
loans, are unable to manage the large volume of defaulted RRE loans and fail to diligently
follow state foreclosure requirements. The “Interagency Review of Foreclosure Policies and
Practices,” published by bank regulatory agencies in April 2011, identifies deficiencies in the
administration of delinquent mortgage loans, loss mitigation practices, and foreclosure
processing requirements, including

e inadequate oversight, controls, policies and procedures, and audits of mortgage collection
functions.

e insufficient resources to ensure proper administration of loss mitigation and foreclosure
processes.

e failure to properly oversee outside counsel and other third-party providers of foreclosure-
related services.

e submission of affidavits that improperly asserted personal knowledge of facts contained
within foreclosure case files.

e lack of or improper notarization of documents.

o failure to ensure proper endorsement of promissory notes or mortgage documents.

Because of such banking industry deficiencies, new laws and regulations were enacted at
both the federal and state level to improve consumer safeguards. In addition, certain
borrowers may be entitled to additional protections in the 