Section 4(c)(8) of the BHC Act (Mortgage Banking)
Section 3070.0

A mortgage banker specializes in the origina- The secondary marketing department i
tion, acquisition, and sale of residential rearesponsible for selling loans in the secondar
estate loans to permanent investors (the seconatarket and managing the interest-rate risk ass
ary mortgage market). Most mortgage bankingiated with loans during the interim period. In
firms that are affiliated with banks and bankmost cases, the mortgage company retains tt
holding companies primarily originate residendoans until it can find a permanent investor to
tial real estate loans, although some firms magurchase the loans. The mortgage banker obtai
engage in interim and other lending secured bpurchase commitments from permanent inves
real estate. Unlike their nonbank competitorstors and submits completed loan documentatio
the vast majority of the loans mortgage bankgackages to the investors for their approvals i
originate are sold to permanent investors in theatisfaction of the commitments.
secondary mortgage market. As part of the overall process, the mortgage
Mortgage banks can retain or sell their loandanker maintains a relationship with a variety of
and sell or retain the servicing of their mort-other permanent investors to whom the origi-
gages. The mortgage banking industry currentlpated mortgages are sold. These investors a
offers a wide variety of products, market mechgenerally institutional investors such as securi
anisms, financing vehicles, and financial strateties dealers, commercial banks, life insuranci
gies due to competitive pressures within the&eompanies, pension funds, and other financiz
mortgage banking industry and rapid growth irand nonfinancial institutions. Some of these
the demand for loans and related securitiesvestors are restricted by state law, charter, c
within the secondary mortgage market. Mortbylaws as to the type of mortgages and the
gage bankers use these marketing and financihgcations of the property in which they can
strategies to differentiate themselves from th@nvest. Accordingly, their purchase commit-
competition in terms of interest rates, maturitiesments should incorporate these limits as well a
down-payment requirements, and producthe price and/or required yield of the mortgage
offerings. loans or mortgage-backed securities. When thes
The earnings stream, cash flow, and capitalommitments are filled and the mortgages sol
needs of a mortgage banking company are aib the investors, the mortgage banker may retai
highly influenced by management’s decisiorthe servicing rights to the mortgages it sells tc
whether to retain or sell the mortgage loans agermanent investors or sell the servicing right:
well as the related mortgage-servicing rightsin the secondary market.
The majority of loans that are sold in the sec- The servicing department manages the loar
ondary market are originated under governmenthat were retained in permanent loan portfolic
sponsored programs. Such loans are either satd those that were sold to another permaner
directly or are converted into securities that arénvestor. Fees paid for services rendered i
collateralized by the underlying mortgagesadministering the mortgage portfolios of inves-
(mortgage-backed securities). The pools of coltors are a principal source of revenue for mos
lateralized mortgage loans backing mortgagemortgage bankers. In general, the company re
backed securities provide a form of risk diversi-ceives a fee that is usually based on a percent |
fication for the investor. the unpaid balance of the administered mort
Originations, secondary market sales, andages. In return for the fee, the servicer is
servicing constitute the primary functional busi-responsible for collecting and remitting pay-
ness lines within a typical mortgage companyments, managing the tax and insurance escro
As an originator of mortgages, the company isccounts, inspecting the properties whenrequire
responsible for the initial phase of the mortgagepursuing delinquent borrowers, foreclosing or
from original contacts with the borrowers to thethe mortgages when necessary, and providin
closing of the loans. At closing, the companyaccounting support. Considering the service
disburses its funds and becomes the lender oéndered and the generally low fees involved
record. Mortgage loans can also be acquirethe servicing portfolio must be sizable for the
through a network of correspondent companiesompany to be profitable. The servicing port-
Most mortgage banking companies use a confelio may represent very little credit risk to the
bination of origination and acquisition strate-servicer and can be a valuable source of residu
gies. The decision about whether to originaténcome to the company.
or purchase loans also varies over time due
to fluctuations in demand and pricing BHC Supervision Manual June 1996
discrepancies. Page 1
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The mortgage banking industry is experiencbe no clear distinction between the phases as
ing significant consolidation. To be competitive certain elements of each may be underway
participants must maximize economies of scaleoncurrently.
and efficiencies. Emphasis has been placed onOn large projects funded through completion,
using more efficient systems and technologiesuch as apartment and office buildings where
that enhance loan processing, underwriting, sethe construction is to be repaid from a perma-
vicing, and the management of pipeline risk (thenent mortgage, the lender will usually require
interest-rate risk associated with the holdinghe borrower to obtain a permanent mortgage
period for the mortgages). Existing mortgagecommitment from a third party. While this “take-
banking firms are larger and operate more effiout” commitment may or may not be arranged
ciently (faster, cheaper, and with higher qualitythrough the lender’s network of investors, this
than they did in the past. Operating efficienciesommitment provides the lender with some
are achieved through the use of sophisticatealssurance of repayment. In some cases, particu-
information systems, such as electronic datkarly in unsettled market environments, these
interchange, imaging, optical character recogniakeouts are not available, and the lender may
tion, expert systems, and other forms of artifiissue a “standby” commitment. On occasion,
cial intelligence. no permanent financing will be available upon

Within a bank holding company, mortgagecompletion and the lender will extend a “bridge”
banking subsidiaries generally focus on residerloan for the interim period between project
tial mortgage lending. As discussed initially,completion and the placement of a permanent
these mortgage bankers may also engage iRortgage. Making construction loans without
other forms of lending. On an industry basisfakeout commitments from responsible term
they extend loans to real estate brokers who bugnders could expose the construction lender to
properties for resale, engage in second mortga@elverse interest-rate movements as well as the
and home improvement lending (usually throughinarket acceptability of the project. The absence
dealer agreements), and extend interim loansf a takeout can represent a weakness in a loan.
Interim loans represent a means of funding dhe general lack of takeouts in a portfolio
project through one or more phases, with théhould be a criticizable management practice
property and improvements as collateral for théunless mitigating circumstances prevail) and
loan. The size of interim loans may range fronshould be discussed with management.

a single residence under construction to large This section provides inspection guidance and
industrial, commercial, or residential projectsprocedures for mortgage banking nonbank sub-
Construction lending and other forms of lendinggidiaries of bank holding companies. Except for
may be provided by other such real estate lendhe limited guidance that pertains only to bank
ing subsidiaries located elsewhere within théiolding companies, they may also serve as exam-
bank holding company’s organizational structureination guidance and procedures for mortgage

The mortgage banker, as a lender, has theanking s.ubsidi.aries of state member banks.
flexibility to fund any and all phases of a projectThe way in which these procedures are used
including land acquisition, development, andshould be determined on a case-by-case basis
construction. Land acquisition credit may bedepending on the size of a particular company
extended for the acquisition of more than oné@nd its busmess activities. The |nformat_|on in
parcel of land, which may not necessarily beBoard Oversight and Management,” “Finan-
identified with a specific project. More fre- ¢ial Analysis,” and “Intercompany Transac-
quently, acquisition credit is tied into a specifictions” presented in this section is applicable to
project for which the lender expects to fund@ll mortgage banking reviews. The subsection
more than one phase. In development-phasdortgage-Servicing Rights” is recommended
lending, funds are advanced to “improve” thefor use in companies that have significant risk
property, bring utilities on-site, cut roadways,exposure. The examiner should also target func-
and prepare the site for its intended use. Man{jonal areas such as production, marketing, and
residential and industrial park projects areservicing/loan administration.
funded through this phase, with the sale of indi-
vidual parcels providing the repayment of the
loan. Construction lending funds the project3070.0.1 BOARD OVERSIGHT AND
from the foundation to completion. For thoseMANAGEMENT

loans that fund two or more phases, there ma
1Yhe examiner should assess the quality and

BHC Supervision Manual June 1996 effectiveness of a mortgage banking company’s
Page 2 board of directors (board) and executive man-
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agement team, the appropriateness of its organithether directors are fulfilling their fiduciary
zational structure, the nature of its internal conresponsibilities. At a minimum, directors
trol environment, and the effectiveness of internashould—

control programg. Such internal control pro-

grams may include internal and external audit®, select and retain a competent executive mat
loan review, quality control over mortgage loans agement team;

originated and/or serviced for investors, compli» establish, with management, the company’
ance, fraud detection, and related employee short- and long-term business objectives an
training programs. adopt operating policies to achieve those

The board and executive management teamobjectives in a safe and sound manner;
must be evaluated within the context of thee monitor operations to ensure they are con
particular circumstances surrounding each mort- trolled adequately and are in compliance witt
gage banking company. Since business com-laws and policies;
plexities and operating problems vary according oversee the mortgage banking company’s bus
to the institution’s size, organizational structure, ness performance; and
and business orientation, directors and manag-ensure that the mortgage banking compan
ers who are competent to effectively discharge meets the community’s residential mortgage
their responsibilities under one set of conditions credit needs.
may be less competentas these conditions change.

Board oversight and management should The examiner should assess whether directo
be rated satisfactory, fair, or unsatisfactory baseekercise independent judgment in evaluatin
on both objective operating results and morenanagement’s actions and competence, attel
subjective criteria. Performance must be evalboard and committee meetings regularly, remai
uated against virtually all the factors necessarwell informed regarding the company’s activi-
to operate the mortgage banking company’'sies and the mortgage banking industry overall
activities in a safe, sound, and prudent manneand are knowledgeable regarding all applicabl
including the ability to anticipate and plan forstate and federal laws and regulations. Thi
future events that may have a material impaatxaminer should also review the quality of boarc
on the company’s financial condition. Such aeporting. Board reports must provide accurat
rating should also be considered when assignirand timely information to directors with respect
a consolidated rating of risk management (se® operating results, asset-quality trends, liquid
section 4070.1 and SR-95-51). ity and capital needs, and relevant industry an

peer-group performance statistics for eacl

operational area. Directors should also receiv
3070.0.1.1 Board Oversight information regarding exceptions to establishe

policies and operating procedures, volume
The mortgage banking company’s board prorelated processing backlogs, and the effective
vides oversight, governance, and guidance toess of the internal control programs. Informa.
the executive management team. The board maipn on hedging products and strategies shoul
include executives of the mortgage bankinde routinely provided to the board and to hold-
company, executives of the bank holding coming company management. In connection witt
pany and other affiliated companies, and outsidinis portion of the review, examiners should
directors. also request and review information regarding

The examiner should determine whether all loans to insiders and their related interests t
separate board exists, as well as the identity arehsure that no preferential transactions hav
qualifications of the members. Minutes of boardeen extended to these parties.
meetings should be reviewed to determine

3070.0.1.2 Management

1. See section 1010.1 of tt@ommercial Bank Examina-
tion Manual and a report, “Internal Control—Integrated

Framework,” which was issued in September 1992 by theT.he executive management team generally col

Committee of Sponsoring Organizations of the Treadwa;sIStS of a PreSidem {ind Chi_ef executive Oﬁice
Commission, for a more detailed discussion of internal con{CEQ), chief operating officer (COQ), chief
trols. The Treadway Commission report broadly defines interfinancial officer (CFO), and senior executives in

nal control as a process, effected by an entity’'s board o harge of production marketing and Servicing
directors, management, and other personnel, designed to pro- ! ! ‘

vide reasonable assurance regarding the effectiveness and T
efficiency of operations, reliability of financial reporting, and BHC Supervision Manual June 1996
compliance with applicable laws and regulations. Page 3
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loan administration. Management formulatesnanagement’s philosophy toward the business,
operating policies and procedures and overse#ise extent of financial risk-taking, commitments
the day-to-day administration of mortgage bankto maintaining procedures and controls in man-
ing activities. Management should be evaluatedging the business, and management’s commit-
in terms of its technical competence, leadershiment to staff development) over a one- to three-
skills, administrative capabilities, and knowl-year time horizon. Planning efforts should also
edge of relevant state and federal laws andddress system deficiencies and technological
regulations. The management assessment shoaldvancements within the industry. Without
evaluate management’s attitude toward risk, asppropriate planning, the company can only
evidenced by the type of products that areeact to external events and market forces.
offered; the existence of effective hedging pro- Management should be results-oriented, but
grams; and/or the degree of reliance that isot at the expense of sound risk-management
placed on the resources of affiliate banks, norpractices. Goals and objectives should be
banks, and other entities to support mortgagspecific and measurable. Management should
banking company activities. develop a performance measurement system that
Prudent operating policies and proceduretracks progress toward achieving both financial
that are consistent with the business needs amd nonfinancial goals.
risk-management practices of the parent bank
holding company should be in place for each
functional area. An effective risk-managemenB8070.0.1.3 Organizational Structure
program should also be in place. Without ade-
guate management oversight, excessive errof$e organizational structure should be reviewed
can occur, fraud or other violations of law mayto determine, on a legal-entity basis, the rela-
go undetected, and financial information may b&ionship between the mortgage banking com-
reported incorrectly. Any of these events carpany, the bank holding company, and any other
damage the company’s image, impair its accedzank or nonbank subsidiaries. The structure
to external funding sources, and jeopardize itshould also be reviewed to determine whether
ability to originate and sell mortgage loans inthe lines of authority are clearly defined, the
the secondary market. responsibilities are allocated logically, and man-
It is management’s responsibility to developagement depth is sufficient within each division,
and maintain management information system@epartment, or functional area.
(MIS), which should be dedicated to obtaining, The president and CEO usually reports
formatting, manipulating, and presenting data télirectly to the mortgage banking company’s
managers when needed. Such systems shodidard of directors, as well as to an executive
generate accurate financial statements; identifpanagement committee at the affiliate bank or
the need for financial, human, technologicalthe bank holding company level. Other report-
and physical resources; and produce timely aniglg lines may exist between functional area
useful management exception reports. executives and their counterparts at either a
Management should also be evaluated on itgank affiliate or the holding company level.
ability to plan effectively. Effective planning
entails the annual approval of an operating bud-
get and the development of a long-term strategid070.0.1.4 Control Environment
plan that helps management anticipate changes
in the internal and external environment andanagement’s attitude toward risk is communi-
respond to changing circumstances. Becaus@ted to employees through the company’s cor-
losses on the origination of mortgage loans argorate culture. In general, the CEO should
common in the mortgage banking industry, manestablish and communicate a corporate culture
agement should assess the servicing time necdbat promotes safe, sound, and prudent business
sary to recapture costs and achieve requirg@ractices. The corporate culture should provide
returns. This information is critical to decisionsa positive control environment, set high stan-
to purchase mortgage-servicing assets, and dards, and reward ethical, desirable behavior.
should be incorporated into hedging strategies. Management’s failure to communicate
The strategic plan should identify the com-acceptable standards of behavior may encourage
pany’s strengths and weaknesses, growth taimpermissible or high-risk business practices.
gets, and other strategic initiatives (includingmor instance, compensation programs that are
incentive-based may generate poor-quality loans.
BHC Supervision Manual June 1996 Below-market pricing strategies or overly
Page 4 aggressive growth targets may further exacer-
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bate asset-quality problems or generate loans ing training and be encouraged to hold profes
excess of processing and servicing capabilitiessionalindustry certifications. Internal auditreports
should be issued and responded to by line mat
agement in a timely fashion. Follow-up proce-
3070.0.1.5 Control Programs dures should be in place to ensure that correc
tive measures are taken.
Management controls in a mortgage banking
company consist of an internal audit, an exter-
nal audit, loan review, compliance, quality con-3070.0.1.5.2 External Audit
trol over loans originated and/or serviced for
investors, fraud detection procedures and relategkternal auditors generally review and asses
employee training programs, insurance covethe mortgage company’s financial condition anc
age, and legal review. The examiner shoulghe adequacy of internal controls. The engage
review recent reports conducted by internal loament letter sets forth the external auditor’s
review, state and federal agencies, and privai@sponsibilities, scope, and extent of reliance
investors to determine the scope of the revievthat is placed on the internal audit departmen
the nature of any problems noted, and thevith respect to the type of engagement. Whel
adequacy of management'’s response. an external audit is to be performed, the audit i
an examination that is conducted to determin
that the present financial condition of the com:
3070.0.1.5.1 Internal Audit pany and the results of operations are fairly
stated and are in conformity with generally
The internal audit function in a mortgage bank-accepted accounting principles.
ing company is responsible for detecting irregu- Examiners should review the most recen
larities; determining compliance with applicableexternal audit report to determine whether the
laws and regulations; and appraising the soun@pinion regarding the company’s financial state
ness and adequacy of accounting, operating, amgents and their disclosures was qualified in an
administrative control systems. Accountingmanner. If applicable, examiners should note
operating, and administrative control systemany significant concerns or weaknesses in th
are designed to ensure the prompt and accuratempany’s internal control structure. Examiners
recording of transactions and a proper safeshould also review management’'s written
guarding of assets. response to the audit to determine whether co
Internal audit activities may be conductedrective measures were appropriate, complet
through a separate department located on-site and timely and whether the response reveals ar
through the internal audit department of thenternal control weaknesses.
bank holding company. Very small financial The reason behind any changes in extern:
institutions that do not maintain a separate aud#udit firms used should be investigated. Unusu:
function may rely solely on their external audi-items and areas of potential concern should b
tor to perform these functions. discussed with management and/or the extern
Regardless of the organizational structureauditor. If questions arise during the safety-and
internal auditors must be independent of the lingoundness review, the examiner should dete
areas being reviewed, have access to all cormine whether the area of concern was consic
pany records, and maintain sufficient status anered to be a material item by external auditors
authority within the company. The internal audi-the nature of audit work performed, and the
tors’ findings should be reported directly to theoutcome of that review. If questions persist, the
board or a designated committee thereof. examiner may want to request access to specif
The scope, frequency, and coverage providegikternal audit workpapers.
through the internal audit program should reflect
the size and complexity of the institution. The
audit schedule should cover underwriting pracgn70.0.1.5.3 Loan Review
tices and other high-risk areas of mortgage

banking, including the most significant balancet oan review activities may be conducted at the
sheet accounts, income statement accounts, aﬁﬁ)rtgage banking company or in COﬂjUI’]CtiOI’]
internal control systems. with the loan review activities of either an affili-

To yield meaningful results, the departmengte or the parent bank holding company. In an
must be adequately staffed with individuals wha

are experienced and knowledgeable about momHC Supervision Manual June 1997
gage banking. Audit staff should receive ongo- Page 5
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event, loan review should determine whethement should operate independently from the
mortgage loans that are originated and/or puproduction and servicing/loan administration
chased meet underwriting standards as definet&partments. Quality control should comple-
in the internal loan policy. Loan review may ment, not substitute, work performed by the
also sample loans to determine whether theyternal audit and loan review functions.

meet underwriting criteria established by inves-

tors. The scope of the loan review program

should be evaluated. The examiner should alsg070.0.1.5.5 Insurance Program

review a copy of the most recent loan review to

determine \_/vhether problems are identified anghe insurance program should be reviewed to

addressed in a timely manner. determine whether coverage adequately protects
the mortgage banking company and its affiliates
against exposure to undue financial risk. Insur-

3070.0.1.5.4 Quality Control ance policies should be reviewed and approved
by the board at least annually.

Mortgage banking companies that service loans

for investors must also maintain a separate qual-

ity control department to test the quality of3070.0.1.5.6 Litigation
loans produced and serviced for investors.

Investors such as the Government National MortTh

L i e legal department should be contacted to
gage Association (GNMA or Glnnle_ Mae), Fed'determine whether existing or pending litigation
eral Homg Loan Mortgage Cor_poratlon (FHLMCexposes the mortgage banking company or its
or Freddie Mac), and FannieMae issue VeNiiiates 1o undue financial risk. Particular atten-
specific guidelines that must be met W't.h respeGfon should be paid to the status of any actual or
to the scope and frequency of such reviews. tpending class action lawsuits of a material nature.

At a minimum, these investors require tha Examiners should also determine whether
the mortgage banking company sample at least - : .
gag g pany P rocedures exist to detect and investigate sus-

10 percent of all closed loans each month anfl ) .
pected fraud, either internal or external. In many

conduct a quality control review to determine! -
the extent of accuracy, completeness, and adh pstances, th(_e Iegal_department coordinates fraud
' f ining and investigations, as well as the sub-

ence to agency underwriting standards. Random" . f criminal referral . i
samples should include loans originated throug ISSion of criminal reférral or SUSpIcious activi-
les reports and the initiation of legal action. If a

the company’s own production network, pur- R . )
chased loans, loans for which work was per_separate fraud division or unit does not exist,

formed by a third party (outsourced), and |0an§xaminers should determine whether procedures

with various product characteristics, such as governing the_detection, investiggtiorj, and refer-
high loan-to-value or a convertible feature ral of potentially fraudulent situations exist

Quality control personnel reverify loan docy-2nd function effectively. Examiners should also

mentation, including the appraisal, down pay_determlne V\_/hether management reports ade-
ment, employment, and income information.quately detail and track potential exposure.
After each review, the department should issue

a comprehensive report detailing specific qual-

ity control findings and recommendations. Qual3070.0.1.6 Inspection Objectives—Board
ity control reviews must be completed within\anagement and Oversight
90 days of closing. Exceptions to company pol-

icy or investor underwriting standards should be
documented and communicated to executivgn

management. Corrective measures should tb%ge company’s board and executive manage-
initiated promptly. ment team

The quality control function should serve as 2 To d . hether th ational
an early warning system that alerts management 2- 10 determine whether the organizationa

to situations that may jeopardize the financia?trucmref |shappropr|ate glgenk_the nature and
strength, image, or origination and sale capacity®P€ ©of the mortgage banking company's
of the company. To function as an effective®Perations.

management control, the quality control depart- 3. To evaluate the reasonableness of the oper-
ating budget, long-term business planning, per-

BHC Supervision Manual June 1997 formance measurement systems, and MIS and
Page 6 related management and board reports.

1. To assess the composition, qualifications,
d degree of oversight provided by the mort-
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4. To determine the nature of the company’snternal Control Environment
internal control environment and the effective-
ness of its system of internal controls, including 1. Evaluate the nature of the internal contro

internal and external audits, loan review, qualityanvironment and how risk parameters are cormn
control, suspicious activities and fraud detecmunicated to employees.

tion (including criminal referral and suspicious

activities reporting) and related employee train-

ing programs, insurance coverage, and pendidgternal Control Programs

litigation.

1. Assess the effectiveness of internal con
trols in identifying and controlling risks. Inter-
dwal controls include internal and external audits
quality control for mortgage loans, insurance
coverage, and fraud detection procedures ar
Board Oversight related employee training programs.

3070.0.1.7 Inspection Procedures—Boar
Management and Oversight

1. Review biographies of the board of direc- .
tors and minutes from board and committednternal Audit

meetings to determine whether directors are ) )
qualified and fulfiling their fiduciary 1. Determine whether a separate interna

responsibilities. audit function exists and, if so, its degree of

2. Review the most recent package of inforindependence.
mation that was provided to directors. Do they 2. Review the qualifications of the internal
receive sufficient detail regarding the financiahudit manager and his or her staff for mortgag
condition, internal controls, and risk- banking and accounting and auditing expertise
management techniques employed within th€onsider the size of the department and it
company? ongoing training programs, as well as the expe
rience levels, educational backgrounds, and prc
fessional certifications of the department’s staff
Management 3. Determine the scope and frequency of th
internal audit program to ensure that all high-
1. Review biographies of members of therisk areas are reviewed regularly.
executive management team to determine their 4, Review all internal audit reports, manage:
level of experience, technical knowledge, |eadment responses to them, and f0||ow_up audi
ership skills, and administrative capabilitiesreports for work conducted since the previou:
Discuss whether salaries are commensurate withspection.
management's experience level and expertise. 5 ggject a significant sample of internal audi
2. Evaluate the quality of operating policies;gports and respective workpapers and condu
and procedures within each division or func-y, intensive review of the internal audit pro-

tional area and the extent to which compl_iancaram. Determine that all issues and exception
with such policies and procedures is monitoredqre brought forward to the final audit report,

and reported. . the report was presented to the board or a con
3. Evaluate the output from the planning promittee thereof, and that any detected and dis

cess, including the most recent operating bugsjosed problems or control weaknesses receive
get, business plan, and related performance m hpropriate management attention.

surement system reports. Determine whethe
objectives, goals, and growth targets are
reasonable. Y

6. Evaluate the internal audit department’s
stem for following up on issues and excep:
tions. Determine whether prompt, satisfactory
resolution of issues was effected.

Organizational Structure
External Audit
1. Review the organization chart to deter-
mine whether the organizational structure is 1. Review the engagement letter for the mos

appropriate, as well as the appropriateness @écent external audit to determine the externz
the division of functional responsibilities and

the degree of management depth within eacBHC Supervision Manual June 1996
division or functional area. Page 7
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auditor's scope, responsibilities, and extent ofourcing meets the company’s own quality
reliance on the internal audit department. standards?
2. Review the most recent external audit
report to determine whether the opinion regard-
ing the company’s financial condition was quali-insurance
fied in any way and whether any internal control
weaknesses were noted. Review the notes to thel. Review insurance policies maintained for
financial statements for appropriate disclosureshe mortgage banking company to determine
3. Discuss any unusual items and areas afhether coverage is adequate and whether the
potential concern with management and/or thenajority of insurable risks is included, giving
external auditor. Determine whether any areasonsideration to a cost versus benefits analysis.
of concern were considered to be material items 2. Review board minutes to ascertain the date
by the external auditors, based on the nature dlie board last reviewed and approved the insur-
audit work performed, management’s represerance program.
tations in the management letter, and the out-
come of that review. If questions persist, con-
sider the need to request and review specificitigation
external audit workpapers.
4. Discuss the reasons for any recent changes1. Review all current and pending litigation
in external auditors with management. of a material nature and determine whether ade-
guate reserves are maintained to cover antici-
pated financial exposure.

Compliance and Disaster Recovery

1. Review the methods used to ensure confFraud Detection and Training
pliance with state and federal laws and regula-
tions by— 1. Determine whether a separate fraud unit
a. interviewing the person who is respon-exists and whether procedures are in place
sible for compliance to determine the nature ofegarding the detection and investigation of sus-
outstanding problems and the adequacy of copected fraudulent activity and the issuance of
rective measures that have been taken, and  related management reports.
b. reviewing the system for logging, 2. Evaluate the company’s early warning sys-
tracking, and responding to customer complaint¢em for detecting potential fraud. Is the level of
2. Determine whether the disaster recoverjraining adequate?
plan is adequate. 3. Review any criminal referral or suspicious
activities forms filed since the prior inspection
and discuss their status with management.

Quality Control

1. Review the quality control department's3070.0.2 PRODUCTION ACTIVITIES

policies and procedures to determine whether
the quality control program meets minimumbLoan productioncovers the process of originat-
investor requirements. ing or acquiring loans. Production begins with
2. Review a sample of reports issued by théhe initial loan application and ends when a loan
quality control unit to determine whether theyhas been underwritten and processed, closed,
were issued in a timely manner and conclusiongnd reviewed by post-closing.
were adequately documented.
3. Determine whether quality control results
are relayed to executive managementand whethd®70.0.2.1 Types of Loans
follow-up procedures are adequate.
4. Determine whether the quality control unitLoans are categorized as either government or
is sufficiently staffed and independent. conventional loangsovernment loangenerally
5. Determine whether quality control out-Carry a below-market interest rate and are either
sources work to outside parties. If so, are addbsured by the Federal Housing Administration

quate controls in place to ensure that such oufFHA) or guaranteed by the Veterans Adminis-
tration (VA). Both agencies protect investors

BHC Supervision Manual June 1996 holding such securities against losses in the
Page 8 event of a borrower default, thereby slightly
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reducing investors’ required yields. To be insuredheir securities will be repaid. FHLMC and
or guaranteed, a loan must meet agency staRannieMae securitization involves the purchas
dards regarding the size, interest rate, and termsf conventional loans from lenders and the sell
The lender can obtain a certificate of insuranceng of mortgage-participation certificates, which
or guaranty to give support to a loan for securiare similar to GNMA pass-through securities.
tization. A certificate of insurance or guarantyParticipation certificates represent an ownershi
may not be needed for a loan to be securitized.interest in pools of conventional loans. FHLMC
Loans that are not FHA-insured or VA-and FannieMae guarantee the monthly pas:
guaranteed are referred to@mventional loans through of interest, the scheduled amortizatiot
Conventional loans are generally originated foof principal, and the ultimate repayment of prin-
larger loan amounts and made to stronger bocipal. Unlike GNMA pass-throughs, however,
rowers. Conventional loans typically requireparticipation certificates are not backed by the
higher down payments and bear market intereétll faith and credit of the U.S. government.
rates. Most lenders that offer programs with Conventional loans are classified as eithe
smaller down-payment terms require that theonforming or nonconforming.Conforming
borrower purchase private mortgage insurandeans must comply with FannieMae’s and/or
for the top 5 to 20 percent of the loan principaFHLMC’s underwriting and documentation
balance so that a proportionate share of thguidelines in order to be sold in the secondan
credit risk is borne by a private mortgage insurmarket. Conforming mortgages may be sold tc
ance (PMI) company. FannieMae or FHLMC on either a recourse ol
The extent of credit risk associated with anonrecourse basis.
loan often depends on the marketing program Private pools ohonconformingoans that do
under which the loan is originated. Marketingnot meet FannieMae or FHLMC guidelines may
programs and participants are described brieflge sold in the secondary market under a privat
here; for a more detailed description, see “Mardabel structure. Nonconforming loans are ofter
keting Activities” later in this section. “nontraditional” products such as loans with
The market for residential real estate loans igeaser rates, limited documentation, and gradt
dominated by three government-sponsored entated payment schedules, as well as “jumbo”
ties: the Government National Mortgage Assotoans that exceed maximum agency size require
ciation (GNMA), the Federal Home Loan Mort- ments. To improve salability, pools of noncon-
gage Corporation (FHLMC), and the Federaforming loans may be insured through third-
National Mortgage Association (FannieMae)party credit enhancements (for example, letter
GNMA is a government agency that guaranteesf credit) or various senior/subordinate struc:
the timely payment of principal and interest ontures. Since the underlying mortgages generall
pass-through securities that are backed by pooddready carry private mortgage insurance, suc
of FHA-insured or VA-guaranteed mortgagespools are, in effect, doubly insured.
These guaranties are backed by the full faith and
credit of the U.S. government. Although inves-
tors will get paid in full, servicers may retain 3070.0.2.2 Production Channels
some risk of loss, particularly with respect to
VA loans (see subsection 3070.0.4.5 for addiportgage loan applications are generated throug
tional information on “VA no-bids”). either retail (internal) or wholesale (external)
Pass-through securities provide for monthlyyroduction channels. Retail loans are originate
installments of interest at the stated Certiﬁcatﬂ]rough the Company’s own branch network. A
rate plus scheduled principal amortization omhranch network is relatively costly, since origi-
specific dates, despite the delinquency status @ftion costs often exceed the origination fee
the underlying loans, as well as any prepayreceived from the borrowers.
ments and additional principal reduction. The \wholesale production channels (where con
issuer collects the mortgage payments and, aftgict with the borrower is made by another party
retaining servicing and any other specified feegagke several forms. Whole loans can be pur
remits monthly paymentsto the certificate holderghased either individually or by using bulk com-
Although FHLMC and FannieMae are notmjtments. Bulk commitments either require the
extensions of the U.S. government, the markeiorrespondent to deliver a set amount of loan
believes that there is an implicit guaranty thafmandatory) or deliver all registered loans tha
close (best effort or optional).
2. See the appropriate agency seller/servicer guide for stan-

dards and requirements regarding certificates of insurance &HC Supervision Manual June 1997
guaranty. Page 9
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Loans may be closed in the buyer's ownments, an executive officer's compensation based
name using its own funds, closed in the seller'sn volume, an emphasis on high-risk product
name using the buyer’'s own funds, or closedypes or geographic areas, and/or dependence
and funded by the seller with delivery to theon a limited number of production channels.
buyer within a certain number of days. If theExaminers are responsible for recognizing and
seller closes in its own name, the mortgage anetaching agreement with management to better
note are generally assigned to the buyer simultaontrol such high-risk production strategies where
neously upon closing. appropriate.

Three hybrid production channels are worth
mentioning here. Examiners should note that
terminology within the industry varies greatly. 3070.0.2.4 Production Process
Under the first methodiable funding a mort-
gage banking company funds loans at closinghere are five principal steps in the retail pro-
that have been originated by a correspondent aluction process: (1) pipeline entry, (2) process-
broker according to the company’s own specifiing, (3) underwriting, (4) closing and funding,
cations. Historically, the company’s ability toand (5) post-closing. Each of these functions
record mortgage-servicing rights depended oshould be independent from one another and
the degree of independence that was maintainegparately supervised to ensure the quality of
and the extent of risk borne by the originatorthe loans produced. Each step is briefly dis-
See subsection 3070.0.6, on “Mortgagecussed below.

Servicing Assets and Liabilities.”

The second hybrid methodassignment of 1. Pipeline entry. A loan has entered the
trade, involves the bulk purchase of loans andipeline when a prospective borrower completes
investor commitments to sell the loans in thea loan application. The applicant authorizes the
secondary market. The purchaser bears virtuallgnder to verify his or her employment, credit
no market risk under this production methodhistory, bank deposits, and other information
The third hybrid methodgo-issue entails the that evidences repayment capacity.
acquisition of servicing rights only, at the time a 2. Processing The application is then pro-
security is issued. cessed to qualify the applicant and the property

Most mortgage originators operate on a nonfor the loan. Processing personnel verify the
recourse basis. For purchasers of correspondeapplicant’'s employment history and credit infor-
production, credit risk increases to the extenmation and order an appraisal on the prop-
that the lender relies on other parties to correctlgrty. Processing activities should be controlled
process and underwrite the loan. Contracts witthrough standardized procedures, checklists, and
correspondents should include representatiorsystems.
and warranties from the correspondent that loans 3. Underwriting. The underwriting unit
delivered meet the underwriting requirements ofipproves or disapproves applications based on
the agency or investor program for which theunderwriting criteria that are established by the
loan was originated. Approved correspondenEHA, VA, FannieMae, and FHLMC and by
lenders should be continually monitored for theprivate mortgage insurers and institutional
quality of the product delivered and the finandinvestors. To ensure objectivity, the underwrit-
cial ability to repurchase mortgages that do noing unit should not report to management of the
meet the standard representations and warraproduction function.
ties under which the mortgages are sold. 4. Closing and fundingAfter an application

has been approved, the lender generally issues a

commitment letter to the borrower, which states
3070.0.2.3 Production Strategies the interest rate and terms of the loan. At clos-

ing, the lender or its agent obtains all the legal
A successful production strategy combines higind related documents executed by the parties
credit-quality standards with cost containmento the sale, disburses the proceeds of the loan,
and effective marketing. In contrast, an overlyand collects certain funds from the borrower.
aggressive or inappropriate strategy leads to 5. Post-closing After closing, a post-closing
heightened production risk. High-risk produc-review is performed to ensure that documents
tion strategies can be evidenced by relaxe®ere properly executed and underwriting in-

credit standards, low documentation requirestructionswere followed. The pOSt-C'OSing review
also identifies any trailing or missing documents

BHC Supervision Manual June 1997 that must be tracked and obtained to meet inves-
Page 10 tors’ pool certification requirements. Specific
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agency requirements are detailed in the agen@gage loan prices that are established by th
seller/servicer guides. Before the loan is transmarketing department. An overage exists whe
ferred to the delivery or shipping departmenta lender permits an originator or broker to
processing begins for the final mortgage insurimpose a higher number of points (or a highel
ance (from the private mortgage insurer or fromnterest rate) on a loan to certain borrowers
the FHA/VA guaranty certificate). Receipt ofthan is imposed for the same product offered t
the actual certificate may take 45 to 60 days oother borrowers at a given point in time. (See
longer. Pool custodians and investors will allowCA-94-6.)
the lender to complete the sale if final documen- Overages are often used as an incentive 1
tation, including the insurance certificate, iscompensate originators or brokers. The amour
expected to be received within a reasonablthat is received over the expected price is ofte
timeframe. shared by the mortgage banking company an
the originator or broker. The practice of permit-
ting overages may contribute to or result in
3070.0.2.5 Production Risks lending discrimination under the Equal Credit
Opportunity Act (ECOA) and the Fair Housing
The production process can present risks of bothict (FHACY). _
a short- and potentially long-term impact. Examiners should review the mortgage bank
Operational inefficiencies can result in highing company's lending policy and determine
management and staff turnover, an inability tgvhether overages are permitted and whether tf
meet investor documentation requirements, apractice has resulted in lending discrimination
increasing number of pools that have not receiveli @ more detailed review of overages is deeme
final certification, or an unusually high produc-necessary, such review should be performed |
tion cost structure. Operations risk often increasegPnjunction with the appropriate Federal Reserv
during peak volume periods. If additionalSystem’s legal and consumer compliance staff.
resources (which can include independent ser-

vice providers) are not allocated to the process3n70.0.2.7 Inspection Objectives—
ing, underwriting, closing, and post-closing areasp o quction Activities
delinquency levels may increase and workloads

may exceed existing capacity. 1. To determine the types of loans offered tc

Management should be prepared to quickly,orowers and any significant changes in prod
respond to interest-rate cycles and related VO|j.t mix.

ume increases or declines, since failure to act 5 14 determine whether mortgage loans ar

promptly can affect earnings and capital. Duringe ¢, yritized; if so, to determine whether mortgage
the pooling and securitization process, for exampaced securities are insured or otherwise gua

ple, if the number of pools that lack final certifi- ;nieed by government-sponsored agencies
cation exceed a certain limit, the company may, i ate entities.

be required to seek financial support in the form 3 14 determine what channels are used t
of a letter of credit from an affiliate bank or iginate loans.

. “or
bank holding company to ensure that all reqwreg 4. To determine if production processes ar

loan documentation is secured in a timely mangynsistent with operational risk controls and
ner. Credit risk and operational inefficiencieSagorts to minimize risk

may also create liquidity problems and addi- 5 14 getermine whether production pro-
tional interest-rate risk if the company is unablg,egses can handle cyclical changes in volume.
to sell its loans in the secondary market. 6. To determine whether overages are permif

_To the extent a company retains servicing O an to assess whether the practice has resul
either its retail or correspondent production;y lending discrimination.

long-term credit risk issues may develop. These
include exposure to the pools being serviced
through recourse arrangements, potential no 50
reimbursable foreclosure costs, or costs asso
ated with VA “no-bid” options.

070.0.2.8 Inspection Procedures—-
roduction Activities

General
3070.0.2.6 Overages 1. Review organization charts to determine
In certain instances, originators and loan broBHC Supervision Manual June 1996

kers may have the ability to deviate from mort- Page 11
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the structure of the production function and it¢able funding, assignment of trade, or co-
status within the company. Verify that func-issuances (bulk purchases of servicing rights
tional units such as underwriting and qualityonly). For each production channel, review how
control are independently managed. brokers and correspondents are compensated.

2. Determine the types of mortgage products 5. Review the method for reviewing and
offered and the company’s target markets. Evaluapproving brokers and correspondents and spe-
ate portfolio trends for overreliance on onecific programs under which wholesale loans are
product type and undue concentrations in onpurchased. Is there an approved list of corre-
geographic area. spondents? How is it updated and how fre-

3. Discuss the company’s credit culture, comguently? Determine whether exceptions to this
pensation methods, and growth targets to detelist are made and by whom, and whether controls
mine whether income and loan volume areare in place to prevent unauthorized purchases.
emphasized over credit quality. 6. Evaluate the process for conducting finan-

4. Determine whether the level of noncon-ial reviews on correspondents. How often are
forming or unsalable loans being originatedinancial statements obtained, and who analyzes
present undue risk and whether the quality anghem?
delinquency trends for such loans are adequately 7. petermine whether adequate controls are
monitored. in place to detect changes in the financial condi-

tion of a correspondent, test and monitor the

o quality of loans purchased, and evaluate the
Originations correspondent’s financial capacity to perform

) o _under contractual repurchase obligations.

1. Review policies and procedures for retail g select a sample of contracts for the largest
branch originations. How are originators comgrrespondents for additional review. Do con-
pensated? Determine whether originators havacts clearly state pricing structures, maximum
the authority to alter loan pricing parameters sejollar volumes, recourse arrangements, and
by the marketing unit. whether loans are purchased on a mandatory

2.'Determ|ne the size of the branch nemorlﬁe|ivery or a Standby basis? Have any |ega|
and its cost structure. Is the network growing Ofssues arisen as a result of the contract lan-
shrinking? How does management plan fopuage? How frequently does management put
anticipated changes in loan volume? back loans to its largest correspondents?

3. Determine if the mortgage banking com- g petermine whether management informa-
pany is mvolveq in overage activities. If so—  ion systems adequately track approvals and

a. determine whether management hagenials by loan type and production channel.

developed comprehensive policies and Proare exceptions to policy adequately tracked and
cedures, detailed documentation and traCk'nﬁwonitored?

reports, accurate financial reporting systems and
controls, and comprehensive customer com-
plaint tracking systems to adequately monito ;
and supervise overage activities; brocessmg
b. review whether overages are an essen-

tial component of the mortgage banking com- 1. Determine whether processing is per-

\ . A S ormed in-house or by another party (a third-
pany’s earnings and origination activities, anJEartycontractororthe originator). Review check-

review the percentage of mortgages originate sts and procedures for the processing unit and

since the previous inspection that resulted idetermine whether loan tracking svstems are
overages and the average overage per loan; adequate 9 sy

c. determine if management reviews over- ; hat h b K
age activity for disparate treatment and dispar- 2- R€View steps that have been taken to
ate impact; and address any audit or quality control findings.

d. determine if overages are a major ComI_Determine whether additional corrective actions

ponent of loan officer and/or broker compensatiorf'€ N€cessary.
4. Review policies and procedures for whole-

sale purchases. Which production channels are .

used and how do they work? Channels ma&JnderW“t'ng

include whole loan purchases (production flow), ) o
1. Determine whether underwriting is per-

BHC Supervision Manual June 1996 formed in-house, by third-party underwriters, or
Page 12 by the originator. Is management planning for
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peak volume periods and are controls over thposted? Does the situation pose undue financi
underwriting process adequate? risk for the company or any of its affiliates?
2. Review policies and procedures to gain a
reasonable assurance that underwriting stan-
dards are prudent and comply with investo
guidelines. If individual underwriters perform 3070.0.3 MARKETING ACTIVITIES

this function, determine whether manageme h Ketina d ; tis tvpicall _
has established approval limits, develope he marketing department 1S typically respon

; : ble for the development of mortgage products
exception procedures for loans that are rejethajgtermination of products to be oftered, and th

or suspended, and receives reports that traestabl'shment of dailv mortaage prices. The

loan quality for each underwriter. If a committee IS lly mortgage prices.

performs the underwriting function, review its marketing departmenp, Wh.'Ch is also referred t
’ s secondary marketing, is also responsible f

charter, composition, and minutes. If a scorin he sale of mortaage loans to investors. Givel
system is used, review credit scoring methodol;, gage i« :
these roles, the marketing department acts as

i 2
ogy. Can the system be overridden? If so, b ntermediary between the borrower and the

whom? . " .
° jnvestor. All of these activities require close

3. Review a representative sample (prefe oordination to be effective and are appropri
ably a statistical sample) of current loans to tesgooraihation 10 t v ppropri
tely placed within one department.

the underwriting policies and procedures and
also determine the validity and adequacy of
documentation supporting loans held for sale or )
investment. 3070.0.3.1 Oversight
4. If an unusual increase in unmarketable
loan inventory has been noted, select a smallarketing activities are generally supervised by
sample of loans in current production for addi-@ marketing committee, which may consist of
tional review. Does underwriting comply with the chief executive officer, chief operating offi-
established guidelines? If a credit scoring sysser, chief financial officer, and the executive
tem is used, focus on loans that are of the lowesificers responsible for marketing, production,
acceptable grade. If deficiencies are noted, cond servicing/loan administration. The market;
sider expanding the review sample. ing committee is responsible for the formulation
5. Review loans that were rejected and theaf marketing policies, departmental operating
approved. Did the proper authority approve suchrocedures, pricing strategies, and paramete
loans, and was management’s rationale adgoverning the use of various mortgage-relate
quately documented? products and strategies used to hedge the intere
rate risk associated with certain mortgage loans

Closing/Post-Closing
3070.0.3.2 Securitization
1. Evaluate procedures, checklists, and sys-

tems for C|95ing loans. Are all required dOCU'The marketing departmen’[’s primary tool in per-
ments obtained from the borrower before fundsorming its activities involves securitization out-
are disbursed? If not, evaluate the appropriat@ets. Securitization activities are discussed ir
ness of suspense items. ) ~ SR-90-16, which transmitted the following docu-

2. Determine if a post-closing documentationments: (1) the Examination Guidelines, (2) An
review process exists to differentiate, track, anghtroduction to Asset Securitization, and
obtain both trailing and missing documents(3) Accounting Issues Relating to Asset Securi
Assess its effectiveness. tization. There is also a discussion of these

3. Determine if wholesale loans areactivities in theCommercial Bank Examination
re-underwritten at delivery. If not, how doesmanual section 4030.1. A review of the securi-
managementensure thatloans are re-underwritt@hation process can provide a clearer under
in accordance with secondary marketing prostanding as to the value the marketplace assig|
gram requirements? to a mortgage banker's production. Mortgage

4. Determine the number of pools that lacksecurities, however, are usually issued by a
final pool certification. Has this numberexceede@ntity other than the mortgage banking com:

the maximum allowable limit since the preViOUS{E)any under inspection (SUCh as governmen
review? Why has this problem occurred, an

what steps are being taken to secure the necas-C Supervision Manual June 1997
sary documentation? Has a letter of credit been Page 13
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sponsored agencies, securities affiliates, or bradequate to ensure that processing backlogs are
kerage firms). managed and workloads remain reasonable. Tem-
Many approaches are used for securitizatiorporary help and/or outsourcing may be used
but the great majority of activity occurs with during peak volume periods.
conduits such as GNMA, FHLMC, and Fannie- Operating procedures governing the selection
Mae. Conduits provide many programs that af mortgage loans for pooling, packaging, and
mortgage originator can use to deliver a mortsale should be evaluated to ensure that the ship-
gage or pools of mortgages in return for caslping and pooling processes are efficient and that
or securities. To investigate current prograntoan files ultimately contain complete documen-
requirements and available options, the exantation. Management reports should identify and
iner should consult the seller guidelines issuettack the number of pools that lack final agency
by the agencies. certification and the status of missing (unavail-
The securitization process presents the maable) and trailing (delayed) documentation.
keting department with a complex set of options If third-party guaranties are used during the
to consider when deciding how to sell the comsecuritization process, procedures should also
pany’s loan production for maximum profit. If establish methods for evaluating and monitoring
the company’s own servicing valuation differsthe financial condition of all third-party entities
from pricing offered by the agencies, for instancethat provide credit enhancement. If loans or
the marketing department can use some flexibikecurities are sold with recourse, management
ity in pool formation guidelines to retain or reportsshouldidentify and track potential recourse
divest servicing cash flows. Recourse to thebligations. Management should also analyze
originator or servicer can be negotiated to reduchkistorical recourse losses by investor and prod-
agency guaranty fees. Agencies also alter guanct type and determine the appropriate level of
anty fees based on different methods of remitreserves to cover estimated recourse exposure.
ting principal and interest payments. Sales to the
agencies can be on a best-efforts or mandator . ) .
basis. A best-efforts basis is when loan deliver;gI070-0-3-4 Marketing Risks and Risk
is not required if the loan does not close. BetteManagement
prices are received for the lender’s acceptancgy70.0.3.4.1 Techniques
of the more rigid performance requirements of
mandatory commitments. Master commitmenThe marketing department manages several risks,
contracts can be reviewed by the examiner tahich can be categorized as follows:
determine negotiated terms.
Although most securitization activity occurs® unsalability
within the programs already mentioned, private Pricing
security issues are also used. The private issuedallout
are used primarily for loans that do not meet the counterparty performance
underwriting criteria of the agencies, commonly
due to larger than accepted loan amounts (jumb,

loans). Nonconforming loan production is usu_§070.0.3.4.2 Unsalability

ally sold to brokers or security affiliates Who jnqer most circumstances, a mortgage banking
have marketed the product to investors, Som&qmpany will originate mortgage products that
times using complex real estate mortgage investq acceptable to GNMA, FannieMae, FHLMC,
ment conduits (REMICs). or other major investors. This minimizes the

risk that mortgage products originated will

not be marketable to investors and have to be
3070.0.3.3 Pooling Practices retained as a portfolio investment. However, the

marketing department may also initiate certain
As an intermediary between the borrower angroducts that are intended for the loan portfolio
the investor, marketing personnel coordinate thef the mortgage company or portfolios of bank
flow of loan documents from the shippingor nonbank affiliates. In the case of production
department to the pool custodian and the ultifor bank affiliates, underwriting and pricing
mate holder. If servicing is retained, the loararrangements must be structured to ensure com-
will be input into the company’s servicing sys-pliance with the restrictions imposed by sec-
tem soon after closing. Staffing levels should b&ons 23A and 23B of the Federal Reserve Act.
See the subsections on production activities
BHC Supervision Manual June 1997 (3070.0.2) and intercompany transactions
Page 14 (3070.0.7).




Section 4(c)(8) of the BHC Act (Mortgage Banking) 3070.(

3070.0.3.4.3 Pricing Risk applicants will opt to make new applications at
the lower rates. As interest rates rise, the propo

The mortgage banking business is volume drivertion of pipeline loans that will close increases a:

Because profit margins are thin and fixed cost1ore applicants choose to lock in rates. Mis:

associated with loan production can be largenatches that occur in the long and short posi

(especially in the case of a retail originationtions can result in financial losses when the

network), it takes a significant volume of mort-institution needs to settle its trades.

gages to generate profits. Mortgage pricing deci-

sions are critical because the price is a major

determinant in the volume of mortgages3070.0.3.4.5 Hedging Strategies

originated.

Pricing strategies can be affected by divi-The most common hedging strategy used t
sional profit and loss allocations or externaprotect the inventory of closed loans and the
industry practices. A neutral price structure setgate-committed pipeline against adverse interes
mortgage prices thatare equivalentto the expectedte movements involves the use of mandator
price for which the mortgages will be sold toand optional forward sales of MBS. Under this
investors, plus a normal servicing spread ohedging strategy, the inventory and rate
25 to 50 basis points depending on the type afommitted pipeline (the long position) are gen-
loan. Daily adjustments are usually made terally covered through short sales (mandator
prices to reflect market changes for future settledelivery contracts with settlements correspond
ment of mortgage-backed securities (MBS).  ing to expected delivery volumes). Put and cal

Due to regional or local competition, mort- options on MBS are sometimes purchased t
gage banking companies often find it necessaiyanage heightened fallout risks during period:
to deviate from a purely neutral pricing strategyof volatile interest-rate fluctuations.
to maintain volume in certain markets. How- The typical practice is to hedge 100 percen
ever, large deviations from market price in eithebf the closed loan inventory that is marketable
a lower or even upward direction can havan addition, pipeline loans very near to closing
adverse consequences. In addition to causinge generally also hedged at or close to 100 pe
marketing losses, price cutting could placeent. However, a significant degree of uncer
operational strains on the production and servigainty exists as to the amount and timing of
ing areas. Premium pricing can position the3o- and 60-day rate-committed pipeline closing:
company as a lender of last resort with adversgue to interest-rate fluctuations, underwriting
credit quality implications. delays, and cancellations. To control exposur

The marketing department attempts to minito rate movements, management must estima
mize price risk by matching origination pricing the percentage of the rate-committed pipelin
with the price it expects to receive from inves+that is expected to close in the current economi
tors. However, estimating the price at which thenvironment.
mortgages can be sold can be difficult because it Although estimation techniques vary, data ar
is determined in large part by external factorgenerally collected on a number of pipeline
such as interest rates. The longer the elapse@aracteristics such as product type, whether tt
time between when the mortgage applicanoan is a purchase or refinance, and whether it |
decides to lock in a loan rate and the time theetajl- or wholesale-originated. Fallout behavior
loan closes, the greater the risk that the pricegan vary depending on these and other factor
for which the mortgages can be sold will changeBased on this information, management thel
Some companies encourage customersto “floatderives an estimated closing percentage th:
their interest rate until closing approaches t®Hecomes management’s operating target for co
reduce the volume and costs of hedging. erage of the rate-protected pipeline.

Marketing personnel often use simulation mod

eling to assess fallout percentages, assist |

3070.0.3.4.4 Fallout balance-sheet valuations, and develop appropi
ate hedging strategies. Such models may &

A third type of risk that the marketing depart-ejther purchased from outside vendors or deve
ment manages relates to pipeline “fallout.” Thispped in-house, and they vary greatly in their
is the risk that the proportion of loans in thedegree of Sophistication_ In any event, the pn

rate-committed pipeline that are expected tenary assumptions and inputs to the model shoul
close will change with a given change in interest

rates. As market interest rates decline, feweBHC Supervision Manual June 1996
mortgages in the pipeline will close because Page 15
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be reasonable, well documented, and reviewe®070.0.3.4.7 Counterparty Performance
periodically by both the marketing committee

and by an independent source such as an intéfhe marketing committee is also generally
nal or external audit. Results from the marketresponsible for managing investor/counterparty
ing simulation model should be provided toperformance risk. The marketing committee (or
management through summary reports. Inforthe treasury department of the parent bank hold-
mation may also be provided to bank holdingng company) should approve all brokers and
company personnel for asset/liability managedealers to which securities are sold before trad-
ment purposes. ing commences. Dealer limits should be estab-

Other products may also be used to hedgbshed tOllmlt the maximum amount of traq_es
inventory loans and the rate-committed pipeOUtStandlng with each firm. Frequent position
line, particularly loans with an adjustable rate'€Ports should be prepared to monitor compli-
feature or other specialized characteristics. Thence with established limits. The accounting
marketing committee should review and approvélépartment may be responsible for the ongoing
all specialized hedge products used, the degré@onitoring of the financial capacity of the bro-
of correlation between the hedge product anifers and dealers.
the underlying position being hedged, and the
degree of risk that each strategy or position
entails. The accounting department should alsd070.0.3.5 Inspection Objectives—
determine whether such products qualify foiMarketing Activities
hedge accounting treatment, establish appropri-
ate management reports, and establish accoumtTo review the types of products developed.
ing policies. See subsection 3070.0.6, “Mortgages To determine the pricing strategies offered to
Servicing Rights.” borrowers and investors.
 To review pipeline fallout estimation

techniques.

» To review hedging methods as they relate to
loan production.

o ) ) * To determine whether information systems

To limit risk, the marketing committee should ¢ adequate for senior management to moni-

place prudent limits on the amount of exposure 1oy fallout behavior and hedge performance.
that can be incurred through hedging operations.

Limits, which may be contained in the market-

ir_lg policy, might establish a _constraint on the3070.0.3.6 Inspection Procedures—

size of uncovergd Ipng positions, require thaf\/larketing Activities

coverage be maintained at the marketing com-

mittee’s current closure estimates, or establisManagement Oversight

a constraint based on an earnings-at-risk

measurement. 1. Review the composition of the marketing
Compliance with limits should be monitored committee and minutes from recent committee

through regular position reports, which shouldneetings to determine the nature and scope of

be provided to senior management (the markefts responsibilities, the frequency of meetings,

ing committee and perhaps the treasury functiognd the degree to which oversight over market-

of the parent company, if they participate ining activities is provided.

decisions or policy enforcement) at least weekly. 2. Review the marketing policy as it relates

Position reports should detail the company'd0 product offerings, pricing strategies, loan

long and short positions in relation to limits, assales, and hedging operations. Are all relevant

well as unrealized and realized gains and losséBarketing risks identified? Note the date the

on loans and securities. Department managefgarketing policy was last reviewed and approved

generally require daily position reports in orderdy the board of directors.

to effectively monitor the position. Marketing 3. Determine how management measures and

position reports may not reconcile directly withcontrols interest-rate risk associated with closed

reports prepared by the accounting departmef@ans in inventory and rate-locked loan applica-

for financial reporting purposes. Significant dif-tions in the pipeline. How are limits established

3070.0.3.4.6 Position Reports

ferences should be investigated. and quantified (i.e., earnings at risk, economic
value of equity at risk, percentage of capital,
BHC Supervision Manual June 1996 etc.)? Are such limits reasonable? Evaluate

Page 16 management’s oversight of asset securitization
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activities in accordance with SR-90-16, aswhether all mortgage products originated by the
applicable. mortgage company are intended to be salable |

4. Assess the adequacy of management infofbe secondary market (for example, do the
mation systems and related management repofgnform to guidelines issued by GNMA, Fannie-
that are designed to track compliance witfMae, FHLMC, or other major investors?). How
established policy. Determine the extent to whictis actual salability monitored?
operational practices adhere to policy. How are 2. Determine if mortgage loans that are no
exceptions handled? salable are generated specifically for the perme

nent investment portfolio of either the mort-
gage banking company or its bank or nonban

Securitization and Pooling Practices affiliates.
3. Determinewhoisresponsible for the review
1. Determine the secondary marketing proof temporarily unsalable loans, the frequency o
grams used to sell mortgages to investors arglich reviews, the actions taken to correct doct
the volume of sales under each program. mentation and/or credit deficiencies, and i

2. Discuss the strategies and procedures usiyernal controls are adequate. This informatior
for the selection of mortgage loans for pooling/S Néeded to ensure that hedge volumes al
packaging, and sale. Are there quality controfccurate.
procedures in place to ensure that the files of
pooled loans contain complete documentation?

What impact does strategy have on departmerpricing Strategies
tal profitability?

3. Evaluate the company’s securitization 1. Review the current list of mortgage prod-
practices: uct offerings and the daily price sheet. Are
prices determined centrally and are they uni

* Determine how much risk the companyform? Discuss pricing strategies with manage
retains and in what form. ment to determine whether the company uses

Determine the source, conditions, and cost8eutral, above-market, or below-market pricing
of third-party guaranties. Verify that the Strategy.

financial condition of all third-party credit 2. Ascertain what procedures are in place t
enhancers is substantiated. ensure that deviations from the approved pricing

« Determine the procedures used to obtaiRolicies receive the proper degree of scrutiny
final pool certifications from investors (coor-and approval by senior management. If suc
dinate with the examiner(s) assigned to théliscrepancies are common, why is this occur
production function). Determine the num-fing (competition, compensation schemes, o
ber and volume of securities that lack finaldepartmental  profitability — considerations)?
certification. Is management doing every\What impact have such deviations had on pro
thing possible to obtain missing docu-duction volumes and the company’s overall
ments? Are problems volume-driven or due?rofitability?
to a lack of internal controls? 3. Determine what policies are in effect

regarding customer rate-locks. If a rate-lock

4. Determine whether loans or securities ar€Xpires, is it automatically renewed or is it rene-
sold with recourse. If so, are management inforgotiated at current interest rates? Are the numr
mation systems in place to track recourse obliber and dollar volume of loans with expired
gations? Are analyses of recourse losses cofate-locks adequately monitored and tracked?
ducted by investor and producttype? Are reserves
held for recourse loans? What is the methodol-
ogy for determining the adequacy of reservesgaiout
Review actual and potential losses. Are reserve
levels adequate to cover identified exposure? Is
compensation tied to trading profit?

1. Discuss the methodology used to predic
the volume of applications that are expected t
“fall out” of the mortgage pipeline. Is fallout

- methodolo ell documented?
Unsalability wyw .

BHC Supervision Manual June 1997
1. Review the marketing policy to determine Page 17
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ALCO/Simulation Modeling ing products, whether such risks are significant,
and the impact on correlation. How is basis risk
1. Determine whether the expected fallouidentified, monitored, and controlled?
ratio is based on intuition, historical data, or an 5. Determine whether call options are written
empirical model. Are assumptions reasonablef® enhance inventory yields. If so, verify that
Are volatility assumptions based on historicakthey are written against covered positions. Deter-
performance or on implied volatility levels in mine whether management is speculating in any
the market? Who is responsible for reviewingvay and whether this activity subjects the com-
model assumptions, and are these individualsany to undue risk.
sufficiently independent from the process itself? g Optain profit/loss reports on hedging
Does management also engage in sensitivityctivities. How frequently are they prepared,
analyses to determine the impact interest-ratgow are they used, and to whom are they distrib-
fluctuations will have on expected falloutyted? Evaluate the financial results of the hedg-
levels? ing program over the past three years. Is man-
2. Determine to what extent managemenégement taking on excessive risk to record profits
uses output from these models in business plain this area?
ning, financial management, and budgeting. 7. Review management reports relating to
3. Assess the degree to which mortgage banlipeline and closed-loan hedging operations.
ing activities are incorporated into the parenDetermine whether such reports are complete,
company’s asset/liability management reportaccurate, and timely. Do such reports adequately
and program. limit excesses, record exception approvals, and
detail risk exposures?

) ) 8. Review information provided to executive
Hedging Practices management and the board to determine whether
hedging practices are adequately supervised.

1. Discuss management’s philosophy and
strategy to determine the amount of interest-rate
risk they are willing to accept. How successfulc
has the company’s marketing strategy been over
the past few years and how is it changing? What . . s
are pmanage?/nent’s primary sources of market 1. Review the marketing committee’s list of
information? Are sources sophisticated enoug pprovgd _brokers and dgalers. Have appropriate
given the size of the company and the scope ealer limits been established ar_ld are suc_:h lim-
its activities? Its adhered to? How are exceptions monitored,

. . . . reported, and controlled?

2. Review the marketing policy to determine
products and strategies used to hedge the interest-
rate risk associated with inventory loans and
rate-locked loan applications in the pipeline.

Review actual hedging practices to determing070.0.4 SERVICING/LOAN

whether they conform with established policyADMINISTRATION

limitations and guidelines. What percentage of

closed loans held in inventory and loan applicamMortgage banking companies that originate and
tions in the pipeline are matched against specifisell residential real estate loans in the secondary
investor commitments? How are coverage levmarket often retain the right to service those
els determined and how have they changed ovésans for the investor for a fee. In return, the
time? Is the basis for this coverage ratio adeservicer collects monthly payments from mort-
quately documented? Determine whether thgagors, collects and maintains escrow accounts,
current coverage ratio exposes the company {says the mortgagors’ real estate taxes and insur-
undue risk associated with potential marketingince premiums, and remits principal and inter-
losses. est payments to the ultimate investors. The ser-

3. Determine the adequacy of management¢icer also maintains records for the mortgagor,
strategies for hedging loans that have speciabllects late payments on delinquent accounts,
risks (ARMs with interest-rate caps and floors).inspects property, initiates and conducts foreclo-

4. Ascertain if basis risk exists for any hedg-Sures, and submits regular reports to investors.
Such functions and responsibilities should be
BHC Supervision Manual June 1997 documented within a formal written servicing
Page 18 agreement.
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3070.0.4.1 Revenue Generation Servicing data are available through the Mort
gage Bankers Association’s publication, “Mort-

The right to service mortgage loans provides §29¢ Banking Performance Report.” Based ol

stable source of earnings and the potentia' fd#eta”ed flnanCIa|-S_'[atement information from &

one-time gains. For this reason, servicing ports@mple of companies, the report presents a cor

folio growth has become a primary objective forPilation of performance data on all aspects o

many mortgage banking companies. the mortgage banking industry.

Mortgage-servicing revenues are derived from

six sources. The primary source is the contrac-

tual servicing fee._ Because this fee is usuall§07o.0_4_3 Growth Strategies

expressed as a fixed percentage of each out-

standing mortgage loan’s principal balance

servicing-fee revenues decline over time as thiany companies have established aggressi
loan balance declines. growth targets for their servicing portfolios. The

The second source of servicing income arise&2€ Of the portfolio may be increased througf

from the interest that can be earned by th@ridinations, purchases of loans (individual or
servicer from the escrow balance that the borUlK), or purchased servicing rights. Portfolio
rower often maintains with the servicer for theSiZ€ IS reduced through normal runoff, prepay
payment of taxes and insurance on the undefents, and sales of either loans or servicin
lying property. This income may vary, however,9nts only. Management's growth strategy shoulc
as some states require that interest payments 8f €xa@mined in light of its expertise and system
escrow balances be paid to the borrower. capabilities.

The third source of revenue is the float earned
on the monthly loan payment. This opportunity
for float arise_s because of the delay permitted70.0.4.4 Servicing Agreements
between the time the servicer receives the pay-
ment and the time that the payment must b
remitted to the investor.

The fourth source of revenue consists o

The servicer generally operates under a writte
ontract with each investor. This contract, alsc

income late fees charged to the borrower if th§"OWN @S a servicing agreement, establishe
monthly payment is not made on time. A fifth minimum C°“d'“°'f‘s. fqr the servicer SPCh as It
source is income in the form of commissiong/duciary responsibilities, audit requirements
that many servicers receive from cross-sellin nd fees. Contracts may be standardized or tz
credit life and other insurance products to th red to the mleldugI llnvestor.

borrowers. The sixth and last source is when the Under most servicing agreements, the sel

servicer might generate fee income by selling/icer warrants that full principal has been
mailing lists to third parties. advanced, the mortgage is in fact a first mort

gage on the property, and that the first mortgag

position will be maintained by the servicer.

] Additional warranties that are either unwritten

3070.0.4.2 Cost Containment or implied may create significant exposure for
the servicer.

Long-term profitability is achieved through cost A servicer may also enter into an agreemen
containment, technological improvements, angiith another company to subservice certair
economies of scale, which reduce the per-unjbans or portfolios of loans. The company’s
cost of servicing. Servicing costs vary widelymethod of evaluating and monitoring the finan-
across institutions depending on portfolio charcjal condition of its subservicers should also be
acteristics such as product type, loan size angviewed. Servicing and subservicing agree
age, delinquency status, and foreclosure statifnents should be evaluated in terms of the sut
tics. Nevertheless, two efficiency measures freservicer's responsibilities, reporting require-
quently used within the industry to measure coshents, performance, and fees. They should als
containment are unit-servicing costs and th@e reviewed to determine that no additiona
number of loans serviced per employee. Theabilities, real or contingent, are imposed upor

minimum size ofaloan-servicing portfolioneededhe company beyond its responsibilities as
to achieve economies of scale varies acrosservicing agent.

institutions and depends on portfolio character-
istics and the servicer's expertise and techn®HC Supervision Manual June 1997
logical capabilities. Page 19
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3070.0.4.5 Recourse Obligations this reason, the accuracy of reported recourse
obligations should be verified.

A servicing agreement may contain specific

recourse obligations that go beyond the servic-

er's customary fiduciary obligations. A mort-3070.0.4.6 Guaranty Fees

gage banking company can choose to service

loans for investors either with or without recourseThe amount of guaranty fee the mortgage bank-

back to the mortgage banking company. Servidng company pays the government-sponsored

ing agreements should be reviewed to determinggencies (or private issuer) is negotiated. Guar-

the extent of any recourse obligations. The rislanty fees vary based on the amount of recourse

of recourse should also be discussed with mamssumed by the mortgage banking company (the

agement to assess whether the risk is beingervicer) and the timing of the cash flows. A

identified and effectively managed. smaller guaranty fee is negotiated when the

The degree of recourse varies by investouarantor assumes less risk or receives pay-
FannieMae offers either “regular” or “special” ments sooner in the remittance cycle. Remit-
servicing options. With FannieMae’s regulartance cycles vary by investor.
option, the servicer retains all risk of loss from The examiner should discuss with servicing
mortgage default. With FannieMae’s special sefpersonnel the amount of risk that has been taken
vicing option, the mortgage banking companyon by the marketing department in exchange for
only retains exposure for normal representationgduced guaranty fees. Excessive risk accepted
and warranties. FHLMC offers similar servicingby the mortgage banking company should be
options. FannieMae and FHLMC generally limitincorporated into the assessment of management.
eligibility for the regular servicing option to
participants with the knowledge and financial
wherewithal to make good on their recourse3070.0.4.7 Internal Controls
obligations.

GNMA servicing carries no contractual The servicing process begins after the post-
recourse. However, in the event of mortgagelosing review has been completed and the loan
default, the servicer may have exposure t@as been set up on the mortgage banking com-
principal loss and other nonreimbursableyany's servicing computer system. Servicers are
expenses, particularly with respect to VA-responsible for adequately safekeeping loan
guaranteed loans. If a borrower defaults on gocuments. Documents must be stored in a
VA-guaranteed loan, the VA can exercise a “n0secyred and protected area such as a fireproof
bid” put option, which allows the VA to pay out y4it, Servicers must also maintain a tracking
its guaranty and leave the property with theystem for following up on missing documents.
servicer for disposition. The control environment that sets the tone of

When a borrower defaults on a VA-5 senicing department's operation should be
guaranteed loan, the VA makes a calculationgqessed A servicing department's management
that will guide its decision to accept or rejeCtiycog 4 variety of risks that it should identify
conveyance of the property. The VA'S decision,, ¢onirol. In addition to identifying and con-
to exercise its no-bid option is based on the n3 olling risks, management also needs to insti-
value of loan collateral and the VA's guarantee ute adequate and effective internal controls to

percentage of the indebtedness. The mortgagﬁatch a servicing portfolio’s growth and the

servicer, at its option, could pay down the out- f .
standing principal balance on the loan to a poingepartment s technological changes. When

where the VA would not be expected to eXerCiSgssessing the control environment, the examiner
its no-bid option. Such “buydowns” result in needs to consider the extent to which manage-
additional foreclosure losses for the servicer. MENt uses internal and external audits, quality
The risk-based capital guidelines require ﬁ?nt_rol reports, and investor audits to ensure
charge to capital when any risk of loss is retaine atk:ts po||(;|es’and pfrocedures ?]re Tgllgwed. |
on such recourse obligations. The charge would 1 N€ Servicer's performance should be evalu-

be at the bank holding company, the bank, Oftted_, With any loss of sgrvic!ng dug to olperating
both2 depending on ownership of the risk. Fornefficiencies or excessive risk-taking discussed

and noted. A discussion of the risks within each
3. If at the bank, then it is also consolidated at the bankoperatlonaI .area’ as well as the management
holding company level. reports and internal controls, follows.

BHC Supervision Manual June 1997 * Loan accountinglncoming payments may be
Page 20 processed in-house, through a lockbox, or
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through some combination of both. Payments advance to investors funds that have not ye
are deposited into a clearing account and then been received from the mortgagor (for exam
transferred to the respective investor custodial ple, cash advances to ensure timely paymel
bank accounts the next day. Investor remit- of principal and interest). In such cases, ¢
tances may be required daily, weekly, monthly, receivable is created on the balance shee
or as funds are received. In certain cases, Receivables relating to investor remittance:
servicing agreements may specify that pay- should be aged in the same manner as escrc
ments be sent directly to security holders. receivables and periodically reviewed by a
Numerous accounts through which incoming supervisor. Stale or otherwise deemed unco
and outgoing payments pass should be recon-lectible receivables should be periodically
ciled daily to avoid costly processing errors. charged off in a timely manner.

The reconcilement process should be reviewed  Investor reports should include detailed
with management to ensure that reconcile- account reconciliations and information on
ments are performed on a timely basis and the mortgagor's name, principal balance out
without chronic discrepancies. standing, escrow balance, delinquency statt
Escrow administrationin addition to receiv-  of the account, and any foreclosure activity ol
ing and remitting payments, servicers are also transfer to the servicers other real estats
responsible for paying taxes and insurance on owned account. The quality and accuracy o
the underlying property. Accurate information investor reporting should be periodically
must be maintained for each loan regarding a reviewed by internal or external auditors.
legal description of the property; the appropri~ Collections, foreclosures, and other real estate
ate taxing authority, due dates, and amounts (ORE) Investor requirements also vary con-
for taxes owed; and the insurance provider cerning contact with delinquent borrowers,
and due dates and amounts for insuranceforbearance policies, and reimbursement fo
owed. Failure to maintain such information foreclosure expenses, ORE write-downs, an
may result in missed tax and insurance pay- related losses. Detailed policies concerning
ments on the property, which may lead to collection efforts and foreclosures should be
penalties and/or lapsed insurance coverage.in place and followed. The property should be
The servicer's record of tax penalties paid inspected regularly to ensure that its conditior
over the past several years should be reviewedijs adequately monitored. Delinquency anc
to determine whether a problem exists in this foreclosure statistics should be tracked by
area. product type and originator.

Escrow account balances should be ade- Fqreclosures are generally initiated aftes
quate to meet expected tax and insurance three full installments are due and unpaid
obligations. If the servicer advances its OWN The servicer notifies the mortgagor of its
funds to cover an escrow overdraft, such pay- intent in writing and refers the case to an
ments may be capitalized and recorded as a gtiorney. Detailed records should be main
receivable only if the servicer is to be reim-  (5ined for all expenses that are incurred. If the
bursed by either the mortgagor or the inves- |gan js insured, claims may ultimately be filed
tor. Escrow receivables should be aged, with against the FHA, VA, or private mortgage
stale or otherwise uncollectible receivables jnsurance (PMI) company. However, it should
charged off. be noted that certain interest expenses ar

Escrow accounts should be analyzed at cqiection or foreclosure costs are not reim-
least annually, with a copy of the analysis pyrsablet These expenses are a cost of doin:
sent to the mortgagor. Shortages (overdrafts) pysiness that must be factored into the se
may be billed or spread out over 12 months. vicing fee charged for providing these
Overages should be returned to the borrower gapyices.
or handled in a manner consistent with fed-
eral and state laws and regulations. For loans
that were set up without an escrow account,
the examiner should verify that adequate
information has been obtained from the mort-
gagor to ensure that taxes and insurance are
current. . . 4. For a detailed list of both reimbursable and nonreim-
* Investor reportlng.lnvestor remittance and bursable expenses, see the agency seller/servicer guides.

reporting requirements vary greatly. Remit-

tances are contractually arranged. In SOMBHC Supervision Manual June 1997

instances, the servicer may be required to Page 21

The timeframe for taking title on fore-
closed property varies widely and is deter-
mined by state lawOnce title is taken, the
property should be classified as ORfthough
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all ORE is generally managed through a cenand size necessary to accommodate both the

tralized unit, for accounting purposes, OREcurrent and the projected volume of transac-

may fall into one of two distinct categories: tions. Examiners should obtain information on

ORE that is owned by the mortgage bankinghe servicing system in use and any limitations

company, and ORE that is serviced on behait might pose in terms of future growth plans.

of the investor. ORE that is owned should Procedures for maintaining physical security

reconcile to the balance sheet, whereas ORIE the workplace, data security, and file backup

that is serviced for others is an off-balancealso should be discussed with management. A

sheet item. ORE appraisal, valuation, andontingency plan should describe the use of

financing policies should be consistent withalternative backup sites, as well as procedures

regulatory policy. In-substance foreclosureshat would be followed to reconstruct altered or

and any troubled debt restructurings shouldlestroyed files. Contingency plans should be

be properly identified and accounted for. reviewed and approved at least annually and
« PayoffsLoans are considered “paid off” when tested regularly.

the loan matures, the loan is refinanced, or the

property is sold. Prior to payoff, the servicer is

responsible for sending payoff instructions t03070.0.4.9 Inspection Objectives—

the mortgagor. After a loan has been paid offServicing/Loan Administration

the servicer makes a satisfaction remittance to

the investor or the pool; obtains documenta- 1. To assess the adequacy of management

tion; cancels the note; and forwards the satisyversight of risk through policies and proce-

fied mortgage documentation plus an escroyures, management information systems and

refund check, if applicable, to the mortgagoryeports, and other internal and external audits,
A high level of refinance activity may strain with respect to the following:

payoff personnel’s ability to perform this obli-

gation accurately and promptly. Management « collecting monthly payments from
reports should monitor the level of payoff mortgagors

activity and alert supervisors to operational . reporting loan activity and remitting funds

backlogs, the need to hire temporary person- g investors

nel, or the need to outsource work to third « monitoring escrow account balances

parties. _ ) disbursing property insurance and real estate
+ Customer servicePoor service may damage  tax payments

the mortgage banking company’s business « monitoring delinquencies, initiating collec-

reputation (reputation risk) and ability to  tion activities, and initiating foreclosure
originate, sell, and service loans within the  proceedings in a timely manner

community. Because of name recognition,

problems in this area may also adversely 2 To evaluate the level of risk assumed by
affect affiliate banks or the bank holdlng COM-the mortgage banking company through servic-

pany and its nonbank companies. ~ing recourse arrangements.
For this reason, servicers should maintain

an adequate system for logging, tracking, and

responding to customer inquiries and COM=470.0.4.10 Inspection Procedures—
plaints. Management reports should track th P,

volume and disposition of such inquiries and%erwcmg/Loan Administration

complaints. Inordinate volumes of complaintsManagement Assessment

may be an indication of operational backlogs,

inefficiencies, or mishandling of accounts. If 1. Obtain an organization chart for the servic-

this occurs, corrective measures should big department and resumes for senior manage-

initiated immediately. ment and key staff members. Evaluate manage-
ment’s qualifications and expertise.

2. Review servicing policies and procedures
3070.0.4.8 Data Security/Contingency ~manuals to determine whether reasonable
Planning operating standards have been established for

each functional area. Also assess whether man-
The servicing system should be of a complexitpgement reports adequately monitor compli-
ance with established policies and procedures.
BHC Supervision Manual June 1997 Determine how exceptions are identified and
Page 22 addressed.
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3. Review internal and external audits, qual- < interest rates (particularly those above
ity control reports, and investor audits to deter-  market)
mine whether internal controls are functioning e« remaining contractual life
effectively. * projected life

4. Evaluate safeguards in place for loan docu- « geographic distribution of mortgagors
ments and determ_ine if an adequate document. delinquency statistics
tracking system exists. - foreclosure statistics

5. Verify that a disaster recovery plan is in . nymber of subserviced loans and servicers
place that covers all in-house servicing func-

tions. Verify that backup systems exist should
primary systems fail. Determine if backup SYS1 oan Accounting
tems would provide information to substantiate
servicing portfolio asset values.

6. Obtain a list of subservicers and vendorsy,
if any, employed to perform servicing functions.d

1. Review with management the procedure
r receiving payments from mortgagors anc
epositing funds into segregated accounts. Dete
mine that the segregation of duties and othe

. N ontrols over custodian accounts are adequate
prowdgq by each sub.serwcer.l.s conducted. 2. Review any outstanding advances tc
In addition, the financial condition of each, astors. Evaluate the collectibility of advances
Zﬁgi‘;ﬁgcer should be evaluated at Iea%e timeliness of charge-offs, and the adequac

! . . of reserves.
« Determine whether a contingent operating 3. Determine whether outstanding items

2Irasma?]zsvt;i%ggst)aebtsngeb?es?oouErfsourgffﬁé'ipélated to investor account reconciliations are
P Being resolved in a timely manner. Are recon-

contractual obligations. ciliations routinely reviewed and approved by a
supervisor?

« Determine if a periodic review of services

Profitability Analysis

1. Review business line profitability for the Escrow Administration
servicing departmentto identify significanttrends 1. Review with management the system ir
and/or areas of potential weakness. Discuss a clja(;e for ensuring the timely payment of taxes
review key efficiency measures such as unit Co;isurance and other obligations
and cost per employee. ’ )

5 Analvze servicing income and expenses t 2. Review the servicer's method for analyz-
- Analy g inc P g the amount and adequacy of escrow accoul
determine whether operations are profitable a

economies of scale are beina achieved in lin alances, and evaluate its effectiveness. Asse
with industry norms.: 9 Brocedures relating to shortages and overages
ry : escrow accounts:

» Determine whether all direct and indirect
costs are included.

« Compare servicing revenues with costs.

e Assess the impact of any bulk servicing
purchases or sales on departmental
profitability.

* Analyze efficiency in light of manage-
ment’s growth projections.

» Determine whether procedures comply with
12 U.S.C. 2609 (RESPA) and to the exten
possible with state laws.

» Determine whether the borrower is sent ar
analysis statement showing the amount ©
discrepancy, how it occurred, and an expla
nation of how it is to be corrected.

3. Determine the volume of loans with no
“escrow requirement and procedures for ensurir
that insurance payments and taxes are current.

4. Determine how escrow funds are invested
' assess the appropriateness of the investme

3. Review servicing portfolio trends and char
acteristics, including the following:

¢ investors (GNMA, FannieMae, FHLMC

private) . vehicles, and review management’s analysis c
* recourse provisions ~yield on escrow funds.
 loan types (30-year fixed, 15-year fixed

ARM, balloon) BHC Supervision Manual June 1997

e average loan size Page 23
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5. Evaluate whether controls are in place to « Verify that contacts with borrowers are
prevent the use of escrow custodial accounts to documented.

meet other obligations. « Determine whether property inspections are
6. Review outstanding escrow advances, and  conducted in accordance with policy.

determine if claims for reimbursement are pro- . Verify that foreclosure practices comply

cessed in a timely manner. Evaluate the collect-  ith~ EHA/VA/PMI requirements and

ibility of outstanding advances and verify that guidelines.

uncollectible advances are charged off in a

timely manner. 4. Determine the average foreclosure costs

for each product type. Foreclosure costs include
Investor Reporting inspections, legal and administrative costs in
excess of those defined as normal and custom-
1. Review the list of investors for which ser-ary, VA no-bid, and VA write-downs.
vicing is performed. _ 5. Obtain a list of loans in foreclosure in
2. Review servicing contracts to verify thatyhich action has been delayed, and determine if
signed, current contracts exist. Discuss withhe justifications for delay are reasonable.
management the nature of any recourse provi- ¢ patermine the number and dollar volume

sions, forbearance requirements, and nonreing; delinquent loans that were purchased from

bursable collection and/or foreclosure expenseg, o servicing portfolio (buyouts or buybacks)
3. Review the most recent investor audit ’

reports onthe servicing function. Discuss findings
with management and evaluate the adequacy of
any actions taken to correct deficiencies.

4. Determine whether any servicing contracts
have been terminated for cause or are likely to
be lost in the near future. Determine the reason

for any termination and the extent of any correc- 7. Discuss with management the effect that
tive actions taken. negotiated guaranty fees may have on the level

of losses associated with foreclosures.

» Assess the impact of repurchases on profit-
ability, the appropriateness of this practice,
and the accounting procedures for these
loans.

Collections and Foreclosures
Payoffs

1. Review and assess, on a statistical-sample

basis, the accuracy and adequacy of loan delin- 1. Review procedures for payoffs to deter-

quency reports by product type and originatormine whether—

Ascertain the reasons for poor or declining asset

quality within the servicing portfolio. - payoff instructions are sent to the mort-
2. Review policies and procedures for col-  gagor before payoff;

lecting late payments. « satisfaction remittances are made to the
investor or to the pool, necessary documen-
tation is obtained, notes are canceled prop-
erly, and documentation plus any escrow
refund checks are sent to the mortgagor in a
timely manner; and

« internal controls are in place to ensure that
funds are not misappropriated and employee
fraud is detected and reported according to
policy.

« Determine when collection efforts start once
an account becomes delinquent.

 Verify that all attempts at collecting past-
due payments are documented, including
each date of communication with borrow-
ers, the nature of the communications, and
the customers’ replies.

3. Select a sample of files for borrowers who
are 120 days or more delinquent and determine
whether foreclosure proceedings are institutethther Real Estate
in a timely manner.

o . 1. Determine the number and dollar volume

+ Determine if borrowers and investors areys oRg by geographic location.

appropriately notified of the initiation of
foreclosure action.

e Compare the volume of ORE with histori-
BHC Supervision Manual June 1997 cal levels and the industry average for
Page 24 similar-sized servicers.
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« Evaluate the impact of ORE on profitability. cial risk. The examiner should also investigate

» Review the policies and practices for OREany trends that appear inconsistent with the

accounting, property supervision, andmortgage bankingcompany’sindustry peergroug

marketing. Verify that policies are consis-business orientation (such as wholesale vers

tent with investor guidelines and regulatoryretail, originations versus servicing, etc.), anc

policies. future growth plans or with the current eco-
nomic and interest-rate environment.

2. Determine whether ORE parcels are pur- Financial-statement presentation may var
chased from the servicing unit by the bankacross mortgage banking companies. If ques
holding company or its affiliates. tions arise, financial-statement presentation ar

accounting should be reviewed with the compa

« Evaluate the controls in place to limit or NY's internal and/or external accountants fol

prevent this practice and the accountingropriety. During the review of the financial
treatment for such loans. statements, the examiner should establish wheth

« Verify that information regarding ORE is régulatory reports are prepared accurately. Banl

properly reported to the parent bank orfmnust conform to the reporting requirements o]
holding company for consolidation into the Commercial Bank Reports of Condition anc

regulatory reports. Income (call report). Bank holding companies
and their direct subsidiaries must conform tc
generally accepted accounting principles
(GAAP). Relevant GAAP statements of the
Financial Accounting Standards Board include
. . . SFAS No. 65, “Accounting for Certain Mort-
1. Review the system for logging, tracking, a . e .

. ; ge Banking Activities,” as amended; SFAS
and responding to customer complaints. Has tr%ol 91, “Accounting for Nonrefundable Fees

volume of complaints grown? Are complaints . . S
addressed promptly with any problems resolved"d. COSts Associated with Originating or Ac-
in a timely manner? qlgxggl\ll_oaﬁ;rlglmtlal D_|recft Cccn:sts of Ltlaases ;
2. Review the servicer's customer-complain ents ir?.Debi ar?goggﬂﬂg ggcuerirttg:,,_ng'e:fé
file to gain more insight into the nature of theNo. 125, “Accounting for Transfers and Servic-

complaints. Do complaints suggest that interna} g of Financial Assets and Extinguishments o
policies and procedures are not being followe iabilities:” and SFAS No. 80, “Accounting for

or that staffing levels are inadequate? Futures Contracts.” Other relevant accounting
pronouncements are identified in appendix B
Accounting Literature.
The financial analysis should also include ar
3070.0.5 FINANCIAL ANALYSIS assessment of asset quality, earnings, liquidit
and funding, and capital. Any problems or con-
This section provides the examiner a frameworklitions that expose the mortgage banking comn
with which to analyze the financial condition of pany, affiliate banks and nonbanks, and/or th
a mortgage banking company. The analysis bgarent bank holding company to undue financia
gins with a review of the mortgage company’srisk should be brought to management’s atten
balance sheet and income statement. The finatien and discussed in the Examiner's Com:
cial analysis should incorporate a review ofments and Matters Requiring Special Boarc
primary balance-sheet and income-statemeittention.
levels and trends, off-balance-sheet assets and
liabilities, asset quality, market share and earn-
ings performance, funding sources, liquidity3070.0.5.1 Balance Sheet
needs, and capital adequacy. Any problems or
conditions that expose the mortgage bankingn70.0.5.1.1 Assets
company, affiliate banks and nonbanks, and/or
its parent bank holding company to undue finanThe asset side of the balance sheet may cons
cial risk should be brought to management'sf cash, reverse repurchase agreements, mark
attention and documented in page one, Examingple securities, receivables and advances, mo

er's Comments and Matters Requiring Speciajage loans held for sale, mortgage loans held fc
Board Attention. The examiner should focus on

items that are either large relative to the compaHC Supervision Manual December 1998
ny’s operations or that may pose undue finan- Page 25
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investment, mortgage-servicing assets (MSAd)anking company must demonstrate the positive
(including mortgage-servicing rights), reservesntent and ability to hold it until maturity.

for loan and other credit-related losses (contra

accounts), other real estate owned (OREO), and

other assets.

3070.0.5.1.1.2 High-Risk Securities

o The examiner should also review any high-risk
3070.0.5.1.1.1 Mortgage-Related Securities  yorigage securities that are on the balance sheet,
such as collateralized mortgage obligations
The examiner should determine whether théCMOs), real estate mortgage investment con-
accounting treatment for mortgage-related secutits (REMICs), CMO and REMIC residuals,
rities reported on the balance sheet is consisteanhd stripped mortgage-backed securities (stripped
with SFAS 115. SFAS 115 applies to equityMBSs). See sections 2126.1 and 2190.0.5.
securities having readily determinable fair val-
ues and to all debt securities. It does not apply
to loans purchased.
Under SFAS 115, at acquisition and at eacl3070.0.5.1.1.3 Mortgage Loans Held for Sale
subsequent reporting date, all debt and equity

securities that fall under the scope of the staterne examiner should determine whether the
ment should be classified into one of the follow-¢ccounting treatment for mortgage loans held

ing categories: for sale is consistent with SFAS 65, as amended.
_ - Mortgage loans held for sale shall be reported at

« trading securities the lower of cost or market value, determined as

« available-for-sale securities of the balance-sheet deit@&he amount by which

« held-to-maturity securities the cost exceeds market value shall be accounted

for as a valuation allowance. Changes in the

Both debt and equity securities can be assignev luation allowance. she}ll be .included in net
to the above first two categories. The third clast'come of the period in which the change

sification can only consist of debt securities. oceurs

Trading Mortgage-backed securities that are
held for sale in conjunction with mortgage bank-
ing activities should be classified as tradin
securities and reported at fair value. Debt Secu%no\,?eos}onfe'&{“l Mortgage Loans Held for
ties not held to maturity and equity securities
that have readily determinable fair values should ) )
be classified as trading securities when (1) thelylortgage loans held for investment may include
are held for short periods of time and (2) theyoans that (1) do not meet secondary-market
have been acquired with the expectation of guidelines and are therefore unse_llable, (2) loans
profit from short-term price differences. Securithat were repurchased from an investor due to
ties that are actively traded should be carried dt00r documentation and/or improper servicing,
fair value on the balance sheet, with net unreal3) loans put back to the mortgage banking
ized gains or losses included in income. company under recourse agreements, and
Available-for-sale Debt and equity securities (4) loans intentionally originated for portfolio.

having readily determinable fair values that are SFAS 65 states that a mortgage loan trans-
not otherwise classified, as above, should birred to a long-term investment classification

categorized as available-for-sale and carried &hall be transferred at the lower of cost or

fair value on the balance sheet. Unrealized holdnarket value as of the transfer date. The securi-
ing gains and losses should be reported in tization of a mortgage loan held for sale shall be
separate component of shareholders’ equity arfcounted for as the sale of the mortgage loan
should not be included in income.

Held-to-maturity For a security to qualify as

held-to-maturity under SFAS 115. the mortgage 5. According to SFAS 65, as amended, the capitalized
’ costs of acquiring rights to service mortgage loans, associated

. with the purchase or origination of mortgage loans, shall be
BHC Supervision Manual December 1998 excluded from the cost of mortgage loans for the purpose of
Page 26 determining the lower of cost or market value.
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and the purchase of an MBS classified as the second dealer. This may also require |
trading security at fair value. Any differencerehousing to provide funds to honor the repur
between the carrying amount of the loan and itshase commitment. Most warehouse lender
principal balance shall be recognized as aallow traditional warehouse lines to be collater-
adjustment to yield by the interest method. alized by individual mortgages and mortgage:
A mortgage loan shall not be classified as ®@acked securities.
long-term investment unless the mortgage bank- A mortgage banking company may use repur
ing company has both the intent and the abilitchase agreements in conjunction with sales ¢
to hold the loan for the foreseeable future otoan pools. The company may use repurchas
until maturity. If the ultimate recovery of the agreements to pledge mortgage loans and/s
carrying amount of the loan is doubtful and theMBSs as collateral for borrowings. In return, it
impairment is considered to be other than temreceives advanced funds against future delivel
porary, the carrying amount of the loan shall bées. The lenders are repaid through the sales
reduced to its expected collectible amount, whiclMBSs. The amount outstandings bear interes
becomes the new cost basis. The difference fer the number of days the funds are outstanding
recognized as a loss. A recovery of the new cost Under repurchase agreements, the same loa
basis shall only be reported as a gain upon saler MBSs are generally reacquired when they ar
maturity, or disposition of the loan. sold to permanent investors. Mortgages or MBS
may also be transferred temporarily without &
repurchase agreement. However, some type
3070.0.5.1.2 Liabilities informal agreement generally exists. Mortgage
loans and MBSs held for sale that are trans
The liability side of the balance sheet mayferred under either formal or informal repur-
include repurchase agreements, commercighase agreements shall be accounted for as ct
paper, revolving warehouse lines of credit, longtateralized financing arrangements and reporte
term debt instruments, intercompany payabless either mortgage loans held for sale or MBS
and equity capital. classified as trading securities on the mortgag
banking company'’s balance sheet.

3070.0.5.1.2.1 Repurchase Agreements 3070.0.5.1.2.2 Commercial Paper
A mortgage banking company may finance its L
mortgage loans or MBSs held for sale by trans’-AnOther source of short-term funding is the

ferring mortgage loans or MBSs temporarily tolssuance of commercial paper. In general, corr

banks, nonbanks, or other financial institutionénerc'al. paper represents unsecured notes wi
under formal repurchase agreements that ind naturities up to 270 days fr.om the date of sale
cate that control over the future economic bene2€¢ause of its short maturity, _procee_ds shoul
fits relating to those assets and the risk of ma e limited to current transactions with short-
ket loss are retained by the mortgage bankinff'™ maturities. Commercial paper proceed
company. hould not be used to fund loans held for salt
Repurchase agreements can provide a codf! @ Period greater than one year.
effective method of holding mortgage-backed Commerm_al paper can be less fe"?b'e tha
securities before their sale to investors. Secur-are.hous.e lines of credlt.. If commercial papel
ties dealers repo the securities for a period of 3 nding is used_, examiners shpuld review
to 180 days at a substantial cost advantage {glated commercial paper backup lines of cred

warehouse facilities. Repurchase agreemenfld ratings issued by credit rating agencies. Tk
involve delivery of the security to the dealer®ason for any rating changes during the prio

with an aareemen repurch it on year shou_ld be_ i_nvestigate(_j. Add_itional guid-
th an agreement to repurchase it on a spec nce on this topic is set forth in sections 2080.0%

fied date. Upon receipt, the dealer wires th

haircut proceeds to the mortgage company. T 080.1, and 5010.23.
mortgage company then reduces the amount of

its outstanding warehoused loans. If the repo i8070.0.5.1.2.3 Revolving Warehouse Lines of
being handled by the dealer that is arranging theredit

ultimate sale of the security, the amount of that

discount should approximate the discount on thghort-term revolving warehouse credit lines are
sale. If another dealer is involved in the ultimate
sale, the haircut may be greater because tlBHC Supervision Manual June 1997
security must be repurchased and redelivered to Page 27
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often used to fund loans held for sale, which isasdequate lines of credit, as needed. Examiners
generally the largest asset on the company’'should ascertain whether funding must be regu-
balance sheet. Revolving credit lines may béarly derived from more than one warehouse
obtained from an affiliate bank, the parent bankender (including whether the warehouse line
holding company, or an unrelated third party. has to be participated out to other lenders) and
The extension of credit for a particular loan iswhether the lender has proper internal controls
paid off when the mortgage lender sells théo safeguard collateral documents for pool certi-
mortgage loanto agovernment-sponsored agentigation. The examiner should also determine
such as GNMA, FannieMae, or FHLMC or to awhat management’s contingency plans are for
private investor. Lenders who provide warethe use of alternative financing sources beyond
house lines of credit typically enter into astandard warehouse lines of credit for backup
warehouse credit agreement with the borrowefinancing and lower-cost efficiency purposes.
Underthe agreement, the warehouse lender agrédgs management (1) explored variations in
to extend credit to the mortgage banking comexisting lines of credit to reduce overall bor-
pany for the purpose of originating loans. Theowing costs and (2) determined what competi-
mortgage banking company agrees to repatpr lenders are paying for similar financing
each extension of credit within the terms of thefacilities?
agreement. Each extension of credit is secured Procedures should be in place to monitor
by placing a lien on the originated mortgagecompliance with all short-term debt covenants.
loan. The warehouse lender perfects its securifgovenants may limit servicing of loans with
interest by taking possession of the originarecourse, limit total debt to specified levels,
promissory note executed by the borrowerand/or require minimum tangible net worth,
endorsed “in blank,” together with an assign-leverage, and current ratios. Most credit agree-
ment of the mortgage securing the loan. Tanents also limit the borrower’s financial flex-
further protect its security interest, the wareibility if the company’s long-term debt ratings
house lender usually takes the responsibility oflecline or the company becomes unrated or if
delivering the loan package to the secondargertain events occur related to securities.
market investor for purchase. The investor, in
turn, delivers the purchase price of the mortgage
directly to the warehouse borrower (mortgage3070.0.5.1.2.4 Long-Term Debt
banking company). Each portion of the ware-
house line may be priced separately to refledtonger-termassets are more appropriately funded
various levels of risk and the documentatiorthrough the issuance of longer-term liabilities or
requirements of each. capital. Toward this end, mortgage banking com-
The details of all credit lines should be specifpanies may issue medium- or long-term public
fied in formal, written credit agreements. Re-debt securities (including warrants to purchase
volving credit lines may be either unsecured ogdebt securities). Debt may be issued in the form
secured by a lien on the underlying mortgagef fixed-rate or floating-rate notes with various
Under most secured lines, a formula is used ttepayment or redemption terms. Loan agree-
calculate the borrowing base, which generallynents should specify all relevant terms and con-
consists of cash, cash equivalents, loans held feltions and may contain debt covenants simi-
sale, securities, and a percentage of the mortgada+ to those found in the warehouse funding
servicing portfolio less certain short-termarrangements.
indebtedness. Some credit lines require the main- Long-term debt may incorporate restrictive
tenance of compensating balances. covenants which limit the company’s activities
Internal credit arrangements (conducted eithéP certain respects. These covenants may set
by a mortgage banking subsidiary of a bank olimits on the amount of senior debt outstanding
bank holding company) must comply with sec-and the minimum amount of liquid net worth (as
tions 23A and 23B of the Federal Reserve Actdefined by the documents), and may limit the
See sections 2020.1 and 3070.0.7 of this manudlroportions of specific categories of assets. Such
Examiners should evaluate the adequacy arf@venants should be reviewed to make certain
efficiency of warehouse funding operations. Théhat they are not too restrictive and that they
examiner should determine whether the wareRermit financial flexibility.
house lender is of a sufficient size and whether

it is well positioned financially to provide ) )
3070.0.5.1.3 Equity Capital

BHC Supervision Manual June 1997
Page 28 Funding is also provided through equity capital,
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which may be supplemented by capital contributhe balance sheet should contract, reflecting tf
tions from the parent company or the direclower demand for new loans. Management’
issuance of equity securities. planning efforts should incorporate this type of
economic trend analysis in their growth tar-
gets. Steady annual growth may or may not b

3070.0.5.2 Income Statement anticipated.
Efficiency measures, such as activity ratios
Mortgage banking revenues generally consist qinventory turnover and efficiency ratios), shoulo
the following: loan servicing/administration be used to determine management’s ability t
revenue; loan-origination-fee revenue; interesgriginate and sell loans efficiently. The inven-
income; gains (losses) on the sale of mortgag@ry of loans held for sale is transitory, lasting
loans, mortgage securities, or mortgagebetween 45 to 60 days. A buildup of loans or
servicing rights; and management and other fegae balance sheet may indicate processing di
income. The examiner may find that gross gaitays and/or asset-quality problems that may pre
(loss) on the sale of mortgage loans or securitiegent their ultimate sale to permanent investors
is reported on the income statement net of loarBecause of the transitory nature of the balanc
origination fees and direct loan-origination costsheet, traditional leverage ratios (asset-to-equit
such as personnel and office expenses. capital) may not be meaningful and should be

Expenses may include interest expense; salased sparingly.

ries, commissions, and other personnel costs; Another unique characteristic of a mortgage
interest losses on MBS pools; amortization OBanking company is the economic value of its
mortgage-servicing assets and any other puportgage-servicing operations, which consti
chased intangible assets; electronic data procesgtes an off-balance-sheet item. Failure to incor
ing and other selling, general, and administrativgorate this economic value into the financial
costs; occupancy and equipment; depreciationalysis may overstate the degree of financiz

provision for foreclosure and other loan losseSeyerage that is employed within the company.
and a provision for income taxes. Some compa-

nies net amortization of MSAs directly against

loan-servicing revenues. )
3070.0.5.4 Asset Quality

3070.0.5.3 Unique Characteristics The quality of assets that are on the balanc
sheet is evidenced by the following: compliance

The financial analysis should reflect certairwith original underwriting standards; the exist-
operational characteristics that are unique to thence of effective loan review and quality control
mortgage banking industry. Many of these charprograms; borrower payment and agreemer
acteristics are cyclical based on interest ratgserformance; the fair value of MBSs held for
and economic conditions. sale or investment; the collectibility, indepen-
For example, the cost of funding loans in thedent valuation, nature, volume, and existence c
warehouse is relatively inexpensive duringecorded assets; the application of GAAP ir
periods of low interest rates, but may increasaccounting for the assets; and the degree ¢
significantly as interest rates rise. Marketingorotection afforded by real estate mortgage col
operations are also highly dependent on thiateral, including any private mortgage insur-
interest-rate cycle. During periods of fallingance. The value afforded by real estate mortgac
interest rates, the company may experience subellateral includes the extent of compliance
stantial gains on the sale of mortgage loans angith the Federal Reserve Board's real estat
securities to permanent investors. Alternativelyappraisal regulations and guidelines. (See se
during periods of rising interest rates, the comtion 2231.0.) Asset quality should be analyzec
pany will usually experience losses on the sali terms of regional and national economic fac-
of mortgages and securities. Interest-rate volatitors as well as portfolio and managerial factors.
ity can cause large fluctuations in warehouse gqr any review of any loan portfolio, a sam-
funding costs and marketing gains and losses. pling of real estate appraisals should be include
The examiner should also consider the impagp determine whether the appraisal results re:
of current economic conditions on the size an@onably support the amount loaned. If the prop

composition of the mortgage banking compaerty appears to be overappraised or if there is
ny’s balance sheet. When the economy expands,

loan volume increases and the overall size of thBHC Supervision Manual June 1997
balance sheet tends to grow. During recessions, Page 29
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problem with the appraisal (for example, thecollections, foreclosure, and ORE are not fully
appraisal is obsolete or the validity of thereimbursable and should be anticipated.
appraisal is in question), the examiner should The mortgage banking company must main-
consider recommending that a new appraisal tain adequate management reports to measure
performec? It may be necessary for the examinerand track the quality of originated, purchased,
to classify the loan (i.e., as a loss) and for thend serviced assets. Proper administration over
parent holding company to increase its allowioans and other assets held for sale or invest-
ance for loan and lease losses. ment requires the use of aging and other track-
Bank holding companies and/or their non-ng reports. For assets held for sale, the reports
bank subsidiaries should be criticized if initialshould identify loans and other marketable assets,
appraised values appear to be inadequate andfither than marketable securitiefiat have been
not properly supported by proper documentain this category longer than 60 days. In such
tion. If corrective action is not taken by manageinstances, a determination should be made as to
ment, formal enforcement action should be conwhether credit quality problems and/or docu-
sidered. Such actions may require the bankientation deficiencies exist that will prevent the
holding company to revamp its appraisal activitimely sale of the loan in the secondary market.
ties and/or collection procedures and, if wardf problems are not correctable within a reason-
ranted, to retain the services of an independenmble timeframe, the loans and other related
appraiser to conduct an evaluation of loarassets should be revalued and transferred to the
collateral. held-for-investment category. Procedures gov-
With respect to MBSs, the quality characteris-erning the valuation and transfer of poor-quality
tics of the underlying mortgage collateral shouldassets should be in writing and should be
be considered. If the securities are backed bipllowed.
GNMA, FannieMae, or FHLMC, theratingagen- The MIS should also generate for manage-
cies consider such securities to be the highestent's review reports on the delinquency status
quality asset because of their linkage to thef loans held for investment and loans serviced
federal government. If the collateral consists ofor investors. Such reports provide an early
unsecuritized mortgages, the examiner shoulyarning system and an analysis tool to evaluate
consider the geographic dispersion, type of mortnternal collection activities. If a loan becomes
gage and property, underwriting standards, andelinquent (30 days or two payments past due),
term to maturity of the underlying pool of mort- the borrower should be contacted. Collection
gage loans. External factors can affect the valuefforts should be strengthened if the delinquency
of mortgage securities directly, such as theontinues. If the loan becomes severely delin-
defaultor downgrading (by a creditrating agencyjjuent, foreclosure proceedings should be initi-
of a private mortgage insurer. ated consistent with the investor-servicing agree-
To a large extent, insurance and guarantiement, and the value of the collateral supporting
provided by government-sponsored agencies arlde loans should be assessed. Anticipated short-
other third parties (for example, private mort-falls should be recognized as losses in a timely
gage, bankruptcy protection, fraud, and mortmanner.
gage pool insurers, as well as performance bond MIS should also include an internal loan-
insurers and other guarantors) mitigate credgrading system, which tracks the borrower’'s
risk for an originator; however, the originatorability to meet its monthly payment obligations.
still remains responsible for the quality of loansAlthough MIS should be tailored to meet man-
sold to investors for at least the first 90 daysagement’s needs, information should be consis-
as well as for any loans sold under recourseent with loan-grading systems that are used by
arrangements. As a servicer, the company algbe controlling bank holding company and fed-
can be held liable if it does not initiate collec-eral bank regulatory agencies. Reports should
tion and foreclosure actions in strict accordancalso track collection and foreclosure actions ini-
with investor-servicing agreements. In additiontiated by the servicer and repurchase requests
certain interest losses and expenses relating taitiated by a permanent investor or other third
party.
Examiners should also verify that appraisal
— . ) [Practices are consistent with the Board’s
6. For certain credits, the bank holding company shoul

develop criteria for obtaining reappraisals or revaluations as
part of a prudent portfolio review and monitoring program.

. 7. For mortgage-backed securities available-for-sale, simi-
BHC Supervision Manual June 1997 |ar account classification procedures apply, but those are
Page 30 accounted for in accordance with SFAS 115.
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appraisal regulationsthe interagency appraisal The examiner should also review any off-
and evaluation guidelines (see SR-94-50halance-sheet exposure for which credit risk i
SR-94-55, SR-95-16, SR-95-27, and SR-95-31)etained. Loans sold to investors on a recours
and any other state and federal laws and regiasis have the potential of being put back to th
lations. Mortgage banking companies that arservicer. The portion of the recourse portfolio
subsidiaries of either state member banks dhat is severely delinquent should be classifiel
bank holding companies are subject to the sansccording to the guidelines provided previously
appraisal standards and requirements as thaince the exercise of this “put option” is highly
parent companies. likely.

At the end of the classification process, the

o examiner should evaluate the level and trend ¢

3070.0.5.4.1 Classification Procedures classified assets to determine whether asset qu.

ity poses undue financial risk to the mortgage

The classification process begins with an analypanking company or its parent bank holding

sis of delinquent loans. The examiner shoul¢ompany. A list of total classifications should be
begin by Obtaining an aged ||St|ng of all de”n-comp”ed and left with management.

guent loans in the held-for-sale and the held-to- As part of the analysis of asset quality, the

maturity portfolios. Clear-cut shortfalls in prop- oo 4reqate of loss classifications plus an amou
erty values compared with loan or investmeng, o cteq to ultimately be loss should be com
values should usually be classified unless ther, red with the existing allowance for loan anc
are mitigating circumstances. Usually loans Oiilse losses. If the aggregate exceeds the exi

investments with doubtful or loss elements havg, o onira asset balance(s) then additional loar
other significant weaknesses that will ordinarilyj oo provisions are needed. In such situation:
justify a classification of substandard for they,q parent company should be advised of th
remaining balance. Loans secured by (:ollater%1

such as real estate should be classified in accq(
dance with these guidelines and the applicabl
classification guidance found in sections 2060. ; P [,
and 2090.1 of thacommercial Bank Examina- fon balances, is maintained by the subsidiar

tion Manualand sections 2010.2, 2065.1, 224o.o,°rA'tS a:js.set portfolio, A o classificat
and 5010.10 of this manual. ny |SCrepanC|eS etween the classification

Portions of these loans may warrant a mor ist and information contained on the company’s
severe classification if the value of the under: IStsnould ?lso Ibte d|scussted V:;'th manage
lying collateral is insufficient to fully repay the MeNt: kasse qu_atl Yy presen? urt: utladobr e(;<ce~
loan. The identification of potential or actuals'vetr'sd ' apgr(l))prla eh::ofmmendss Olé e OCjL
loss exposure may warrant the use of either 4'€Mt€0 and brougnt forward on Examiners

split (substandard and loss) or a doubtfu omments and Matters Requiring Special Boar
rating Attention, page one of the report.

The examiner should also review the ORE
portfolio, notes and accounts receivable, and .
other investments on the company’s balancé070.0.5.4.2 Presentation of
sheet for potential classifications. ORE may usuClassifications
ally warrant a substandard classification due to
an investment's nonearning status and aAs a minimum standard, brief write-ups stating
increased probability of loss on disposal of théhe reason for classifications should be provide
underlying assets. for any nonbank subsidiary’s asset whose doub
Assets that represent illegal or impermissibléul and/or loss classification exceeds the lesse
holdings or those that are subject to some regwf $100,000 or 5 percent of the subsidiary’s
latory concern should not be classified, per sdptal assets. In general, substandard assets sho
for these factors. Such holdings should be treatdee listed without a write-up, regardless of size
separately within the report. In those instanceklowever, a brief write-up is required for any
where a credit-quality issue is also present, thasset whose classification is challenged by ma
classification and the separate treatment shougement. The examiner has the option to prc
be cross-referenced. vide a write-up for any classified assets, regarc
less of size.

eficiency and reminded of its responsibility to
nsure that an adequate allowance for loan ar
ase losses, as well as other contra asset valt

8. See Regulation Y, subpart G (12 C.F.R. 225.61-67), and T
its incorporation by reference into Regulation H (12 C.F.RBHC Supervision Manual June 1997
208.18). Page 31
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While the following presentation guidelinesment this analysis, and replenish each reserve as
may be useful in structuring the write-ups, thenecessary.
examiner may include any other format appro- The financial presentation for reserves varies.
priate to the situation: Reserves maintained for on-balance-sheet expo-

] ) sure are generally reported as a contra asset.

* recapitulation of the status and purpose of thReserves maintained for contingent liabilities
loan, the lien position, type and appraisedelating to the sale of loans and servicing of
value of the collateral, its delinquency andpans for investors may be shown as a liability
accrual status, guarantors and other debit @4 practice.
credit balances related to the loan Disclosures relating to valuation reserves
the problems with the loan, borrower, or col-should be consistent with GAAP. Examiners
lateral, presented in a concise, descriptivghay wish to confer with the mortgage bank-
narrative ing company’s external auditors regarding the
* the examiner's evaluation of the situationnature or appropriateness of any reserve accounts
indicating estimated values, major assumptat are unusual.
tions, and mitigating or negative factors
the classification, which should represent a
logical combination of the relevant factors3070.0.5.5 Earnings Performance
presented in the first three elements

.

Earnings performance should be assessed in
Within the elements presented, the examinderms of the level, composition, quality, and
should stress accuracy, brevity, and clarity in th&rend of netincome. The earnings analysis should
presentation, as well as a logical pattern leadingonsider internal factors such as the company’s
to the classification. Historical information andbusiness orientation and management’s growth
financial data that are not pertinent or that arglans, as well as relevant external factors such
too stale to have a direct bearing on the preseas interest rates and economic trends.
situation should not be included. Unusual aspects of origination and servicing-
Presentations for OREO properties need ndee income, marketing gains and losses, the net
include the original loan date, history, and finaninterest margin, provisions for losses, salaries
cial information, unless there is some relevancand overhead items, or income taxes should be
to the current condition (for example, the propdiscussed with management, as well as with
erty has been foreclosed on for the second timigternal or external auditors. Large write-downs
or some circumstance before foreclosure contirgr amortization adjustments relating to mortgage-
ues to have an impact). For those companies Bervicing rights should also be investigated. (See
which numerous loans and OREO properties argection 3070.0.6.)
classified, a summary of classifications, seg- Current and historical ratio trend analysis,
mented by loans and real estate owned argbmpared with published industry results (for
indexed to the pages containing the classificsexample, see the Mortgage Bankers Associa-
tions, presents clear benefits to the users d&fon’s annual statistics in the “Mortgage Bank-
the report. This becomes more pertinent wheing Performance Report”), should also be incor-
numerous assets below the write-up line argorated into the profitability analysis, where
included in total classifications. In addition, bothappropriate. This includes income structure, ex-
management and the subsequent examiners wilense structure, and operating performance ratios.
have an official listing of the classifications. =~ However, ratios that compare earnings to aver-
age assets or equity may be of limited use unless
the examiner also considers the transitory nature
3070.0.5.4.3 Reserves of the balance sheet and the impact of off-
) . .balance-sheet servicing activities on the compa-
Management should establish and maintaify's yse of financial leverage. Finally, the exam-
adequate contra asset allowances and other cQa; should consider the company’s ability to
tingency reserves to cover identified 10SS expogenerate sustainable positive earnings consis-
sure. Policies and procedures, and financial statgsnily over time, as well as the proportionate

mentdisclosures, should clearly state the purpos@are of consolidated earnings (or losses).
of and intended accounting treatment for each

reserve. Management should evaluate the level
of each reserve account at least quarterly, doc3070.0.5.6 Liquidity and Funding

BHC Supervision Manual June 1997 Management’s ability to satisfy the company’s
Page 32 liquidity needs and plan for contingencies with-
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out placing undue strain on affiliate bank ortions, cash flows from investing activities, and
nonbank resources or reliance on the parerash flows from financing activities on a year-
bank holding company is crucial. Liquidity needsby-year trend basis. The examiner’s analysis ¢
depend on the size of the warehouse, the natucash flows may reveal transactional trend:
and extent of longer-term assets, opportunitiesetween cash inflows and outflows. For exam
to issue debt at a reasonable price, and managde, within the Cash Flows from Operating
ment’'s ability to forecast and plan for contin-Activities, cash flow from the sale and principal
gencies. Liquidity is often dependent on cashlepayments on mortgage loans held for sale me
generated through short-term liquid assets antbrrelate with originations and purchases o
on short-term borrowings to fund operationsmortgage loans available for sale. With regarc
Earnings performance, capital adequacy, th® investing activities, attention should be given
degree of market contact with underwriters ando the differences between short-term purchase
credit rating agencies, maintenance of debt cowf mortgage loans held for investment versu:
enants, and contingent liquidity plans are alprincipal repayments on mortgage loans held fo
significant factors in the evaluation of liquidity. short-term investment. In addition, purchases ¢
Liquidity can quickly erode if investor percep- real estate owned from the loan-servicing port
tions of a company’s credit standing changefolio may correlate with net sales of real estate
Consequently, the ability to fund mortgageowned. A review of the financing activities
operations under economic duress and acceskould indicate if there is sufficient cash flow
to alternate liquidity sources become keyprovided from revolving warehouse lines of
considerations. credit, commercial paper, proceeds from the
Funding needs are driven by the need tissuance of any other short-term debt, and ne
temporarily finance mortgage loans and MBSghanges in advances payable to affiliates.
before their sale to a permanent investor. The The summary analysis of the cash-flow state
examiners should do a trend review of externamnent should convey how the underlying transac
liquidity to assess how easy itis to sell mortgagetions collectively contribute to a positive cash
backed securities by the firm in the secondarflow and liquidity. When analyzing liquidity, the
market. The analysis should include the normaéxaminer needs to consider the principles an
trading volume in MBS securities, the volumeguidelines set forth in section 2080.05, “Fund-
of loans held for sale and their market valuejing (Bank Holding Company Funding and
and the size of the “floating” supply of mort- Liquidity)” of this manual.
gage securities or loans that are not closely held.
Liquidity needs must also take into consider- L
at?on Ignger-term assets such as fixed asse%(,)7o'0'5'6'3 Asset/Liability Management
mortgage-servicing rights, and permanent loa

and MBS portfolios. (See section 2080.05.) th general, funding liability maturities should

closely approximate the maturities of under-
lying assets to mitigate the risk of a funding
3070.0.5.6.1 Financial Flexibility mismatch. Otherwise, the company is expose
to short-term interest-rate fluctuations unles:
The liquidity analysis should include a determi-appropriately hedged. Funding mismatches ca
nation as to the company'’s financial flexibility. lead to significant earnings volatility in the event
Financial flexibility is the ability to obtain the that interest rates change rapidly. Management
cash required to make payments as needed. Castset/liability management program should b
can be obtained from (1) business operationgvaluated in terms of the degree of matching
(2) liquid assets already held by the companyisk aversion, and the accuracy of information
either in the form of cash or marketable securithat is provided to the holding company througk
ties or by selling liquid assets such as receiveaily, weekly, or monthly management reports.
ables or inventories for cash; and (3) external
lines of credit, bank borrowings, or the issu- .
ance of debt or equity securities in the capitaf070.0.5.7 Capital Adequacy

markets. ) .
Capital must be adequate to absorb potenti

) operating losses, provide for liquidity needs anc
3070.0.5.6.2 Cash-Flow Analysis expected growth, and meet minimum require

o ] ] ments set by third-party creditors and investors
The liquidity analysis should also include a

review of the net current items on the cash-flonBHC Supervision Manual June 1997
statement pertaining to cash flow from opera- Page 33
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At a minimum, a mortgage banking companyof-strength doctrine, the parent company must
must meet the nominal capital levels requiredbe prepared to support its subsidiaries should
by investors such as FannieMae ($250,000) dhe financial need arise. If the parent is not
FHLMC ($1 million, based on financial report- prepared to inject capital and capital levels have
ing under GAAP, or $500,000, adjusted for cerdeclined, the examiner should comment on the
tain assets and any deferred-tax liability). Addi-mortgage banking company’s extended lever-
tional capital is required based on the outstandingged position on page one of the inspection
principal balance of loans serviced for investorsteport. Under extreme circumstances, the exam-
If these requirements are not met, the companyer should also recommend that its leverage be
may not be able to sell mortgages to and/oreduced and its capital structure augmented to
service mortgages for these investors. ensure that mortgage operations are conducted
As noted above, these are minimum capitah a safe, sound, and prudent manner.
requirements. Management should identify the
level of capital that is required to support cur-
rent operations and projected future growth3070.0.5.8 Overall Assessment
given the risk tolerance preferences of manage-
ment and the board. Capital levels, dividendrhe overall financial condition of the mortgage
payments, and capital planning should be adanking company should reflect its financial
dressed in a written capital plan that is reviewedtatement presentation, asset quality, earnings,
and approved by the board at least annually iliquidity and funding practices, and capital ade-
conjunction with the budgeting and strategiquacy. Report comments should be prepared to
planning activities. the extent necessary.
There also may be a need to meet minimum
leverage ratios established by the parent bank
holding company or to meet debt covenants s&070.0.5.9 Inspection Objectives
forth in either warehouse credit facilities or
long-term debt instruments. Companies thathave 1. To evaluate the financial condition of the
excessive off-balance-sheet risk or high growtimortgage banking company based on a review
expectations may require additional capital. Irof the following:
addition, risk-based capital guidelines impose
certain reporting requirements and limitations < primary balance-sheet and income-
regarding the amount of MSA mortgage bank-  statement levels and trends
ing companies may include in their regulatory < off-balance-sheet exposure such as the ser-
capital. vicing portfolio
Capital levels should be monitored and reported * asset quality
to the company’s board of directors regularly to ¢ earnings performance
mitigate the risk of inadequate or eroding capi- « funding sources and liquidity needs
tal. Managementand the board are further encour- « capital adequacy
aged to adopt a capital policy that specifically
addresses the particular needs of the company. 2. To determine the accuracy of regulatory
The examiner should evaluate capital adereporting (regulatory accounting practices (RAP)
quacy, the amount of dividends that are upand GAAP) and compliance with applicable
streamed to the parent bank holding compangtate and federal laws and regulations.
and the extent to which the parent company can 3. To evaluate the quality of the mortgage
be relied on to augment the ongoing capitabanking company’s assets for collateral suffi-
needs of its bank and nonbank subsidiaries. loiency, performance, credit quality, and
some instances, the parent company may opecellectibility.
ate on the premise that the mortgage banking 4. To assess earnings performance through
company requires little capital of its own asthe analysis of the level, composition, and trend
long as the parent company remains adequatedf net income. If material, interest income,
capitalized? Under the Federal Reserve’s sourceimpairment of mortgage-servicing assets, gains
and losses on asset sales, and personnel and

— , o , other expenses should be factored into the
9. When MSAs are valued for inclusion in capital, ‘heanalysis

risk-based capital guidelines for banks and BHCs require the ’

discount rate to be not less than the original discount rate

. inherent in the intangible asset at the time of its acquisition,
BHC Supervision Manual June 1997 pased on the estimated future net cash flows and price paid at
Page 34 the time of purchase.
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5. To assess the funding and liquidity needs c¢. Determine accounting policies and prac
of the mortgage banking company through ratigices with respect to these loans. Review agini
analysis and a review of the funding instrumentseports for loans held for sale and for invest-
used. ment. Discuss the frequency of reviews for loan:

6. To assess capital adequacy by ensurir‘l@e'd for sale, revaluation practices, and transfel
that investor minimum requirements are mefMmong accounts. Verify that accounting prac
and by comparing capital levels with peer andices are consistent with GAAP and RAP.
industry data. Consideration of the capital needs 3. Obtain a listing of loans in the process of
of the ‘individual mortgage banking companyforeclosure and bankruptcy and discuss thes

should override any Comparison with peers. with management for potential classification.
4. Reconcile all other real estate owned by

the mortgage banking company to the gener:
) ledger and classify based on risks and an
3070.0.5.10 Inspection Procedures income-producing characteristics of the proper
ties. Compare current appraisals to carrying
value for potential write-downs.
) ) 5. Obtain a list of loans sold under recourse
1. Review the mortgage banking company’srrangements and assess for potential classific
financial statements and related notes over thgyn.
previous three-year period. 6. Discuss the methodology used to establis
2. Discuss significant balance-sheet anébreclosure reserves and related accounting pr
income-statement categories with managemergedures. Review analysis used to project futur
as well as with internal and external auditors. foreclosures.
3. Determine whether financial trends are
consistent with the economic environment, ° Evaluatetheadequacy offoreclosure reserve
interest-rate movements, the company’s busi- based on the volume of projected foreclo-
ness orientation, and management’s intended Sure actions, average foreclosure costs, ar
growth strategy. the past history of reinstated loans.

4. Determine whether reports filed with regu- )
latory agencies are prepared accurately and sup-/- Review other reserve accounts and asse
mitted in a timely manner, with particular atten-1° reasonableness.
tion paid to the reporting for mortgage-servicing
assets and recourse obligations retained by the
mortgage banking company. Earnings Performance

Financial Statement Level and Trends

1. Assess earnings performance in terms c
Asset Quality the level, composition, and trend of net income
Consider internal factors, such as the company’

business orientation and management’s growt

1. Spread past-due and nonaccrual loans )
balancg-shee?asset category (for example, mofianS: and external factors, such as interest rat
gory pie, nd the economic environment, when evaluat

gage loans held for sale, mortgage loans heI g earnings trends.
for investment), product type, and delinquency 2. Discuss any unusual aspects of originatio
status (for example, 31-90 days, 91-180 day: ‘nd. servicin -fet)a/ income mgrket'n agns an
and 181 days and over). Include any loans in th vicing-tee | P Ing gal X
process of foreclosure. osses, the net interest margin, reserves, write
. . . . downs or adjustments in MSA amortization,
2. Obtain a trial balance and delinquency lists|aries and overhead items, or income taxe
ing for loans held for sale and loans held foryity management, as well as with internal or
Investment. external auditors.

a. Reconcile balances of the real estate 3. Incorporate ratio and industry compari-
held for sale and investment to the respectiveons into the earnings analysis, where appropr
general ledger accounts. ate. Bear in mind that ratios that compare earr

b. Classify severely delinquent loans adngs to total assets or equity are of limited use
required based on the financial condition of theunless the transitory nature of the balance she
borrower, his or her inability to make monthly and the impact of off-balance-sheet servicing

payments as required, and the protection afforded
by current collateral values. BHC Supervision Manual June 1997
Page 35
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activities on the company’s use of financialcant earnings volatility in the event that interest
leverage are taken into consideration. rates change rapidly?

Liquidity and Funding Capital Adequacy

1. Determine the mortgage banking compa- 1- Determine whether capital levels are ade-
ny’s liquidity needs based on a review of theduate to absorb potential operating losses, pro-

size of its warehouse and the nature and exteMtde for liquidity needs and expected growth,

2. Determine whether sources of liquidity areto;sti\év:ose loans are serviced and other external

adequate, both under current conditions and ecB—2 Revi lici d d to det
nomic duress. Consider earnings performance, . éview policies and procedures to deter-

capital adequacy, the degree of market contaE‘Jm’ine whether management adequately monitors
with underwriters and credit rating agenciesand reports capital levels to the board of direc-

maintenance of debt covenants. and Contingeﬁqrs.Reviewthecapital plantodete_rminewhether
liquidity-planning capabilities ' it adequately addresses the particular needs of

. . he company.
3. Evaluate financial instruments used to funé 3 Evglua¥e the amount of dividends that are
mortgage operations. Financial instruments MaY streamed to the parent bank holding com-
include repurchase agreements, commerci

: . ) any, as well as the extent to which the parent
paper, revolving warehouse lines ofcreqn, and/ 5ompany can be relied on to augment the ongo-
long-term debt. Review related credit agreey,  coita| needs of its bank and nonbank sub-
ments and systems used to monitor complian

. diaries. Is the parent company prepared to
with debt cqvenants. ] . support its subsidiaries should the financial need
4. Establish whether excessive borrowingyrise? Are cash dividends paid by the mort-

cial condition that exposes the company to moneysasonable?

market changes in the cost of funds. Evaluate

the impact a change in the company’s cost of

funds would have on its net interest margin am}b\ccounting
earnings.

5. Determine the degree of financial flexibil- 1. Review accounting procedures for retail
ity the company maintains. Financial flexibility loans. Determine whether loan fees in excess of
is the ability to obtain the cash required to makeost are deferred in accordance with SFAS 91.
payments as needed. Does the company posse&&sify that income is recognized over the esti-
adequate financial strength and have access fgated life of the asset and not in the current
lines of credit and/or assets that can be easilyeriod and that fees and costs are allowable
collateralized? under SFAS 91. Are controls in place to ensure

6. Review the net current items on the cashproper recognition for net fee income when
flow statement pertaining to cash flow fromloans are sold? (SFAS 91 applies to loans held
operations, cash flows from investing activitiesjn portfolio, as well as to loans swapped for
and cash flows from financing activities on asecurities when the securities are retained.)
year-by-year trend basis. Determine whether 2. Determine if the accounting for recogniz-
sufficient positive cash flow exists from the leveling sales of loans and mortgage-backed securi-
of current transactions. The summary analysities (including participation agreements) is in
of the cash-flow statement should convey hovaccordance with the three conditions for true
the underlying transactions collectively contrib-sales recognition specified in SFAS 77, “Re-
ute to a positive cash flow and liquidity. porting for Transfers of Receivables with

7. Review asset/liability management pracRecourse.” Also determine if the sales price
tices to determine whether funding maturities
closely approximate the maturities of under- 1q. A transfer is recognized as a sale if—
lying assets or whether a funding mismatch a. The transferor surrenders control of the future eco-
exists. Is the company exposed to short-terromic benefits of the receivables;

interest-rate fluctuations that may lead to signifi- b. The transferor’s obligation, under the recourse provi-
sions of the sale agreement, can be reasonably estimated. The

. transferor should have had past experience with the recourse
BHC Supervision Manual June 1997 provisions so that a reasonable estimate can be made. The
Page 36 current transferred receivables should possess characteristics
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was adjusted for all probable adjustments (aas an amendment to SFAS Nos. 65, 76, 77, ar
defined in SFAS 5, “Accounting for Contingen- 115. The provisions of SFAS 125 supersed
cies”). If the mortgage banking company is aSFAS 122 and are to be applied prospectively il
subsidiary of a bank, refer to the bank calffiscal years beginning after December 31, 199¢
report, glossary entry on “sales of assets.” The statement requires that a liability be derec
3. If servicing is retained, determine if aognized when either (1) the debtor pays the
“normal servicing fee” is set and how it con- creditor and is relieved of its obligation for the
forms to FannieMae/FHLMC fees and to FASBliability or (2) the debtor is legally released
Technical Bulletin 87-3, “Accounting for from being the primary obligor under the liabil-
Mortgage-Servicing Fees and Rights.If the ity either judicially or by the creditor.

mortgage banking subsidiary is a subsidiary of under SFAS 125, a mortgage banking com:
a bank, see the reporting instructions for Sche any is required to recognize as separate asst
ule F of the bank call report (Schedule RC-For Jiabilities the right to service mortgage loans
for Other Assets, Item 3—Excess residentigjor others, however those servicing rights ar
mortgage-servicing fees receivable). acquired. Servicing of mortgage loans includes
but is not limited to, collecting principal, inter-
) ] » est, and escrow payments from borrowers; pay
Overall Financial Condition ing taxes and insurance from escrowed funds
monitoring delinquencies; executing foreclosure
1. Evaluate the overall financial condition Of|f necessary; temporarily investing funds pend:
the mortgage banking company, considering itgg distribution; remitting fees to guarantors,
asset quality, earnings, liquidity, and capital adegrystees, and others providing services; an
quacy. Update the financial component of theiccounting for and remitting principal and inter-
supervisory rating and prepare report commenisst payments to the holders of beneficial intere:
as necessary. in the mortgage loans. Servicing is inherent ir
all mortgage loans; however, it becomes a dis
tinct asset or liability only when contractually
3070.0.6 MORTGAGE-SERVICING separated from the underlying assets by sal
ASSETS AND LIABILITIES or securitization of the assets with servicing
retained or separate purchase or assumption
This subsection discusses mortgage-servicinge servicing.
assets (MSAs) and liabilities and provides
guidance with respect to the measurement,
impairment testing, and financial reporting
requirements of MSAs. The subsection con3070'0'6'l Measurement
cludes with a discussion of MSA hedging prac- . N .
tices and instruments. A mortgage banking company_lnltlally acquires
SFAS No. 125 “Accounting for Transfers and MSAs either by (1) purchasing the right to

Servicing of Financial Assets and Extinguish-serviCe mortgage loans separately or (2) pur

ments of Liabilities,” was issued in June 1996_(:hasing or originat_ing morigage 'Ioans anq sell
' ing those loans with servicing rights retained.

When a mortgage banking company purchase

similar to previously transferred receivables evidencing th@! Originates mortgage loans, the cost of acquir
transferor's relevant prior experience. ing those loans includes the cost of the relate
c. The transferor cannot require the transferee to repufpSAS.

chase the receivables, except as stated in the agreement’s,, . .
recourse provisions. With respect to SFAS 125, when an entity

11. According to FASB Technical Bulletin No. 87-3, the incurs an obligation to service financial assets, |
servicing-fee rates set by GNMA, FHLMC, and FannieMae inmust record servicing assets or a servicing lia

servicing agreements should be considered a normal servicin&a”ity for each Servicing contract. unless it secu-
fee rate for transactions with those agencies. If the normal. '

service fees are expected to be less than the estimated ser\ﬁg—izesl t[he assetsl a.nd retains all of the resu!t!n‘
ing costs, the expected loss should be recognized at the tingecurities, classifying them as debt securitie
the loans are sold. If a seller/servicer sells mortgage loanthat are to be held to maturity. When servicing

directly to private-sector investors and retains servicing on th%lssets or liabilities are assumed. rather tha
loans, the seller/servicer should consider the normal servicin !

fee rate that would have been specified in comparable servi(be'ng_ acquired by a sale or undertaken in :
ing agreements if the loans had been sold to or securitized ecuritization of the financial assets that are t
one of the federally sponsored secondary market makers. As

of May 1995, normal servicing-fee rates established by GNMA] .
FHLMC, and FannieMae were 44, 25, and 37.5 basis point8HC Supervision Manual June 1997
respectively. Page 37
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be serviced, they are measured initially at faithe servicing function and appropriate alloca-
value (that is, the price paid). A servicing assetions of other costs. Estimated future servicing
or liability is amortized in proportion to and costs may be determined on an incremental-
over the period of estimated net servicing incomeost basis.
(loss). Any impairment of a servicing asset or MSAs are highly subject to interest-rate and
liability is determined based on fair value. prepayment-rate risk since the amount of future
When the mortgage banking company sells o¢ash flows that are provided to the holder is
securitizes the loans and retains the MSAs, marglerived from, and is thus dependent on, the
agement shall allocate the total cost of the mortwutstanding balances of the underlying mort-
gage loans (the recorded investment in the morgage loans? Prepayments of underlying mort-
gage loans including net deferred loan fees agage loans accelerate during periods of declin-
costs and any purchase premium or discount) g interest rates as borrowers take advantage
the MSAs and the loans (without the MSAs)of the option they hold to refinance their loans.
based on their relative fair values if it is practi-As interest rates decline, holders of MSAs are
cable to estimate those fair values. If a mortgagexposed to a risk of prepayment of the under-
banking organization undertakes a servicing lialying loans, and thus a diminished amount of
bility in a sale or securitization, the servicingcash flow from their investment. Holders of
liability should initially be measured at fair interest-only stripped securities (I/O strips) are
value. exposed to similar interest-rate and prepayment
The fair value of an asset is the amount afiskswheninterestratesdecline. |/O strips possess
which the asset could be bought or sold in &ery similar prepayment risk characteristics.
current transaction between willing parties, that A particular mortgage company’s exposure to
is, other than in a forced or liquidation sale.prepayment risk can also be influenced by port-
Quoted market prices in active markets are th#lio composition factors such as geographical
best evidence of fair value and shall be used @®ix, loan-to-value ratios, and the proportion of
the basis for measurement, if available. If quotegovernment (FHA/VA) and conventional loans
market prices are not available, the estimate df the portfolio. Government loans that may be
fair value shall be based on the best informatioassumable by the purchaser of a home are gener-
that is available, including prices for similarally for smaller amounts and may be extended
assets and the results of valuation techniqud® borrowers with limited financial resources.
used by management. Valuation techniques majs a result, government loans tend to prepay
include the present value of estimated expecte@iore slowly than conventional loans.
future cash flows using a discount rate commen- Unanticipated changes in interest rates, pre-
surate with the risks involved; option-pricing Payment speed, or other valuation assumptions
models; matrix pricing; option-adjusted spreadnay impair the carrying value of MSAs and
models; and fundamental analysis. Valuatiofiequire accelerated amortization or a write-
techniques for measuring MSAs should be condown. Therefore, the recoverability of the
sistent with the objective of measuring fair valuginamortized balance should be evaluated peri-
and should incorporate assumptions that markedically, and amortization and/or the value of
participants would use in their estimates ofhe asset should be adjusted accordingly. To the
future servicing income and expense, includingxtent that impairment is not recognized, MSA
assumptions about prepayment, default, and inteyalues may be inflated. As a result, assets, earn-
est rates. If it is not practicable to estimate théngs, and capital may be overstated.
fair values of the MSAs and the mortgage loans
(without the MSAS), the entire cost of acquiring 12. Several conventions exist for quantifying prepayment
the mortgage loans shall be allocated to thepeed. The most common convention is a measure developed

mortgage loans (WithOut the MSAS) and no COS?V the Public Securities Association (PSA). The PSA measure
hall b I ted to the MSA was based on actual historical experience of FHA mortgages,
shall be allocated 1o the S. but it is not predictive. The PSA measure assumes that mort-

The amount capitalized as MSAs shall bejages prepay at a rate of .2 percent per year in the first month,
amortized in proportion to and over the periodncrease by .2 percent each subsequent month up to
of estimated net servicing income. Estimates ofo, months, and remain at 6 percent per year thereafter unti

L. . aturity. This 6 percent level is referred to as 100 percent
future servicing revenue Shf’:‘” include eXpECte_ESA. Mortgages that prepay at 200 percent PSA pay off twice
late charges and other ancillary revenue. Estas fast as a mortgage that is performing at 100 percent PSA.
mates of expected future servicing costs shafinother convention is known as the conditional prepayment

include direct costs associated with performinggte (CPR) measure. CPR assumes that a constant fraction of
e remaining principal is prepaid each period, “conditional”

. on the previous period’s remaining balance. Typically, CPR is
BHC Supervision Manual June 1997 computed over a one-month time period. The PSA model
Page 38 simply represents a series of stable CPR assumptions.
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3070.0.6.2 Impairment Testing including the aggregate balance of the allow
ances at the beginning and end of each perio
SFAS 125 states that a mortgage banking conaggregate additions charged and reductions cre
pany shall measure impairment of capitalizedted to operations, and aggregate direct write
MSASs!3 based on their fair value. For the pur-downs charged against the allowances shall &
pose of evaluating and measuring impairment adisclosed.
capitalized MSAs, management should stratify
those assets based on one or more of the pre-
dominant risk characteristics of the underlying3070.0.6.4 Intercompany MSAs
loans!* Those characteristics may include loan
type, loan size, note rate, date of originationintercompany MSAs may arise when a mort:
term, and geographic location. gage banking company originates loans, sell
Impairment shall be recognized through ahe loans to an affiliate bank, and the affiliate
valuation allowance for an individual stratum.pank records related MSAs. Intercompany MSA:
The amount of impairment that is recognizedshould be evaluated closely to determine whethe
shall be the amount by which the capitalizedh valid business purpose exists, the loans al
MSAs for a given stratum exceed their fairactually sold, the entity holding the MSAs has
value. The fair value of MSAs that have notrevalued the rights correctly, and such intercom
been capitalized shall not be used in the evalugany MSAs are eliminated in consolidation. If
tion of impairment. the purpose of the transaction is merely ftc
Subsequent to the initial measurement obolster capital levels at the bank, the practic
impairment, management shall adjust the valuamay constitute an unsafe and unsound bankir
tion allowance to reflect changes in the measurgractice.
ment of impairment. Fair value in excess of the
capitalized MSAs shall not be recognized. If the
fair value of a mortgage-servicing liability 3070.0.6.5 Table Funding
increases above the book value, the increased
obligation shall be recognized as a l0ss in curone method of acquiring mortgage loans, an
rent earnings. SFAS 125 does not address wheBcording related MSAs, is through so-callec
a mortgage banking company should record &aple-funding arrangements.” In a table-
direct write-down of capitalized MSAs; there-fynding arrangement, the mortgage bankin
fore, examiner judgment in this area is requiredgompany provides the original funding when &
mortgage broker or correspondent closes th
) mortgage loan with the borrower. Concurrent
3070.0.6.3 Disclosures with the loan closing, the mortgage banking
) ) ~company acquires the loan and the related MSA:
SFAS 125 requires that the fair value of capital- Emerging Issues Task Force Issue No. 92-1
ized MSAs, and the methods and significante|TF 92-10), “Loan Acquisitions Involving
assumptions used to estimate that fair value, beaple Funding Arrangements,” clarified under
disclosed. If no cost is allocated to certainyhat conditions these arrangements could b
MSAs, management shall describe those MSAgharacterized as loan purchases. According |
and deSC”b.e the reasons Why it IS not pract|E|T;: 92-10, a mortgage banking company may
cable to estimate the fair values of the MSAgccount for a loan acquired in a table-funding

and the mortgage loans (without the MSAS)arrangement as a purchase onlyalf of the
Therisk characteristics of the underlying loansfollowing conditions are met:

used to stratify capitalized MSAs for the pur-

poses of measuring impairment shall also be The correspondent is registered and license
disclosed. For each period for which results of to originate and sell loans under the applica

operations are presented, the activity in the ple Jaws of the states or other jurisdictions in
valuation allowances for capitalized MSAS, \hich it conducts business.

» The correspondent originated, processed, ar
13. The term *“capitalized mortgage-servicing rights” 9'056(1 the loan in its own name and is the firs
refers to the cost originally allocated to the MSAs less the titled owner of the loan, with the mortgage

amount amortized. banking company becoming a holder in due
14. SFAS 65, as amended, applies to impairment evalua- course

tions of all capitalized MSAs. However, a mortgage banking '

company may continue to apply its previous accounting poli- T

cies for stratifying MSAs to MSAs that were capitalized BHC Supervision Manual December 1998

before the adoption of the amendments to SFAS 65. Page 39
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The correspondent is an independent thirdapital excludes goodwill; amounts of mortgage-
party and not an affiliate of the mortgageservicing assets, nonmortgage-servicing assets,
banking company as defined in SFAS 65. As and purchased credit-card relationships that, in
nonaffiliate, the correspondent must bear athe aggregate, exceed 100 percent of tier 1
of the costs of its place of business, includingapital; amounts of nonmortgage-servicing assets
the costs of its origination operations. and purchased credit-card relationships that, in
The correspondent must sell loans to moréhe aggregate, exceed 25 percent of tier 1 capi-
than one mortgage banking enterprise anthl;1s all other identifiable intangible assets; and
not have an exclusive relationship with thedeferred-tax assetsthatare dependentupon future
purchaser. taxable income, net of their valuation allow-
The correspondent is not directly or indirectlyance, in excess of certain limitations.
indemnified by the mortgage banking com- The amount of MSAs which may be included
pany for market or credit risks on loans origi-in capital is also limited to theesserof—
nated by the correspondent. However, a com-
mitment by the mortgage banking company the amount recorded on the balance sheet
for the purchase of loans from the correspon- under GAAP, or
dent is not considered to be an indemnificas 90 percent of their fair market value. If both
tion for purposes of this requirement. the application of the limit on MSAs and
the adjustment of the balance-sheet amount
If any one of the above criteria is not met, for MSAs would result in an amount being
the mortgage banking company must account deducted from capital, the bank holding com-
for the loan as an origination. MSAs that pany would deduct only the greater of the two
were recorded before the adoption of the amounts from its core capital elements in
SFAS 65 amendments should be reviewed to determining tier 1 capital.
ensure that they were originated and funded
consistent with the above requirements. MSA8(70.0.6.8 Previously Recognized Excess
connection with either originated or purchased

mortgage loan transactions. SFAS No. 125, “Accounting for the Transfers
) and Servicing of Financial Assets and Extin-
3070.0.6.6 Regulatory Reporting guishments of Liabilities” (paragraph 20),

addresses the accounting treatment for excess
The examiner should also determine whetheservicing-fee receivables based on contracts that
the method used to value MSAs is in accorwere in existence before January 1, 1997. Previ-
dance with the instructions for the Bank Reporbus|y recognized Servicing rights and excess
of Condition and Income (call report) and theservicing-fee receivables are to be combined,
BHC reporting instructions (FR Y-9C). If capi- net of any previous servicing obligations under
talized MSAs are not appropriately valued, theythe contract, as a servicing asset or a servicing
cannotbeincludedin Capital. Managementshoulﬁhbi”ty_ Any previous|y recognized excess
review the carrying amount at least quarterlyservicing-fee receivables that exceed contractu-
adequately document this review, and adjust thglly specified servicing fees are to be reclassi-
book value as necessary. fied as interest-only strips receivables.

3070.0.6.7 Risk-Based Capital 3070.0.6.9 MSA Hedging Practices and

Readily marketable MSAs may be included in alnstruments

bank or bank holding company’s tier 1 capitaly, /g the refinancing waves of 1992 and 1993,

subject to certain limitations. Tier 1 capital forseveral mortgage banking companies experi-
bank holding companies includes common equity,

minority interest in the equity accounts of con
solidated subsidiaries, qualifying noncumulativez5 percent of tier 1 capital.

. e 15. Amounts of MSAs, non-MSAs, and PCCRs in excess
perpetual preferred stock, and limited Cluallfymgof these limitations, as well as all other identifiable intangible

cumulative perpetual preferred stobR.Tier 1 assets, including core deposit intangibles and favorable lease-
holds, are to be deducted from an organization’s core capital
) e requirements in determining tier 1 capital. Identifiable intan-
14a. Cumulative perpetual preferred stock is limited togible assets, however, exclusive of MSAs and PCCRs, acquired
. on or before February 19, 1992, generally will not be deducted
BHC Supervision Manual December 1998 from capital for supervisory purposes. They will, however,

Page 40 continue to be deducted for applications purposes.
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enced large losses due to the impact of rising To qualify for hedge-accounting treatment
prepayments on the value of servicing rights. Asinder SFAS 80, a financial instrument mus
a result, many companies have begun to hedgeeet two criteria:

MSAs. An effective hedge program should

reflect a solid understanding of the underlying The hedged item exposes the entity to price
MSA risk characteristics. interest-rate risk.

e The financial instrument used as a hedg

. . reduces that exposure and is designated as
3070.0.6.9.1 Hedging Practices hedge.

Interest-rate and prepayment-rate risk are ofteg
reduced through the natural offset between th

production and servicing functions; however,,. ot value of the financial instrument used a

the degree of protection afforded by this rela-a hedge should correlate highly with changes i

tionship depends on the company's businesge fair value of, or interest income or expenss
orientation (originations versus purchases) angssociated with, the hedged item(s) so that th

can be very difficult to measuf€.Other finan- oq 5 of the financial instrument(s) used as
cial instruments are also used to mltlgatelnteresfiedge will substantially offset the effects of

rate and prepayment-rate risks. The remaind rice or interest-rate changes on the expose

of this _subse%tion disc(;;sszg existingd hedgem(s). Although required correlation levels are
accounting guidance and rudimertary descrigsq specifically defined, the accounting industry

tions of certain customized MSA hedge prody,q getermined that 80 percent is a reasonat
ucts. Examiners should also refer to the Feder enchmark.

Reserve Systemrading Activities Manuafor Before claiming hedge-accounting treatment

additional guidance on derivatives. i L3 .
management must obtain an opinion from it
CPA or internal accountant confirming that the
instrument that is proposed would qualify for
such treatment. If these criteria are not met, th

Existing accounting literature is vague with:%n;ril(e;'tal\/;?jéﬂglentmzkrll(z:éd tgemgﬂ:ggd :et dlti
respect to the accounting treatment for MSA o : 9

hedge products, particularly in the area op€rformance should be monitored daily anc
reported to the responsible management or boa

derivatives. However, analogies exist that facili- ;
tate the application of existing accounting stan(-:omm'm:"e at least quarterly.
dards. SFAS No. 80, “Accounting for Futures
Transactions,” provides financial reporting stan-
dards for exchange-traded futures contracts d8070.0.6.9.3 Relevant MSA
both interest-rate products and raw material€haracteristics
(commodities). Several EITF issues releases
provide financial reporting guidance for interestTo evaluate a mortgage banking company’:
rate swap transactions. Finally, an issues papaedge program for MSAs, one must first under
prepared by the American Institute of Certifiedstand how MSAs perform. Duration, convexity,
Public Accountants (AICPA), “Accounting for and amortization are useful concepts that will be
Options,” provides informal but nonauthorita- reviewed as they relate to MSAs. Duration mea
tive guidance relating to options contracts. Th&ures the change in the value of MSAs (or thei
AICPA issues paper addresses options on atlash flows) for a given change in interest rates
tangible goods, including both exchange-tradeduration can be either positive or negative. Ar
options and nonexchange traded options oasset with a positive duration, such as a fixed
interest-rate caps and floors. income bond, tends to increase in value as inte
est rates fall. Conversely, an asset with a neg:

716 When interest rates fall | ) duct Itive duration, such as an MSA, tends to decreas
. en interest rates fall, increases in production vol- .

umes and related revenues tend to offset runoff in the servid!! value a? interest rates fall. .

ing portfolio and reductions in servicing-fee income. Alterna-  Convexity measures the rate of change in a

tively, to the extent that the marketing department hedges lespstrument’s duration, or the nonlinearity of its
than 100 percent of its estimated long position (closed loan

plus rate-locked loans that are expected to close) and intereé{lce/yleld curve. Like duration, convexity can
rates fall, the resulting marketing gains on the uncovered .
position tend to offset a portion of any required write-downsBHC Supervision Manual December 1998
in the servicing portfolio. Page 41

FAS 80 states that at the inception of the hedg
Snd throughout the hedge period, changes in tf

3070.0.6.9.2 Hedge Accounting
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be either positive or negative. An asset with accounting treatment which led to accounting
positive convexity will rise more in value for a losses.
given change in interest rates than it will fall if MSA hedge products generally fall into three
interest rates move equally in the opposite direczategories: bond hedges, short-term option
tion. Conversely, an asset with a negative corhedges, and long-term option hedges. Bond
vexity will decline more in value for a given hedges use Treasury bonds, “plain vanilla”
change in interest rates than it will increase innterest-rate swaps, interestamortizing rate swaps,
value if interest rates move equally in the oppogpositive convexity swaps, POs, and SPOs. Bond
site direction. Because of their prepayment chahedges may be either interest-rate-driven or
acteristics, MSAs and most other mortgageprepayment-rate-driven. Prepayment-rate-driven
related assets are negatively convex within aroducts reduce more basis risk and are there-
specified range of interest rates. Borrowers cafore more expensive. Although mostbond hedges
be expected to exercise their option to prepay are positively convex, they fail to provide enough
loan at a time that is most disadvantageous tpositive convexity to offset the negative convex-
the MSA holder. ity in MSAs. In other words, when interest rates
MSAs are also an amortizing asset. When decline, the value of the bond hedge will not
prepayment occurs, the loss of value is permdncrease in an amount sufficient to offset the
nent and cannot be recovered. The use of simultaneous decline in the MSAs. Another dis-
nonamortizing asset as a hedge would necesgidvantage to bond hedges is that the downside
tate an active hedge-management strategy tisk is generally unlimited.
adjust the position as the unamortized balance Short-term option hedges consist of over-
of the MSAs declines. If the position is notthe-counter (OTC) Treasury options, options on
adjusted correctly, this strategy may exposéutures contracts, and options on OTC mortgage
earnings and capital to additional risks that argecurities. Short-term option hedges generally
not within the scope of the company’s MSAcontain enough positive convexity to offset the
hedge program. negative convexity of MSAs, and the downside
risk is limited to the option premium paid at
inception. However, option strategies using these
3070.0.6.9.4 Hedge Instruments products require frequent rebalancing, are there-
fore expensive, and do not work well in a rap-
An effective MSA hedge instrument will pos- idly changing interest-rate environment because
sess characteristics that mitigate the interest-ra8€y are not amortizing assets.
and prepayment risks associated with MSAs Long-term option hedges include prepayment
without assuming additional basis risk. Basi@ps, interest amortizing rate (IAR) servicing
risk measures how well changes in the value dfédges, LIBOR floors, and swaptions. These
the hedge instrument correlate to changes in tH¥0ducts may protect the servicer andfor seller
value of the MSA. An effective hedge should@dainst changes in either interest rates or pre-
also be reasonable in terms of transaction cospgyments. As off-balance-sheet products, they
and management's time. impose very few capital constraints on the MSA
Several types of specialized derivative prodf©lder. _
ucts have evolved to meet the needs of mort- A Prepayment cap is an off-balance-sheet,
gage banking companies. Early MSA hedg®réPayment-driven option product that can be
products were interest-rate-driven, utilizing zerot/S€d to hedge a mortgage-servicing portfolio. In
coupon Treasury bonds or interest-rate swap§Xchange for paying a fee, either up-front or
However, the basis risk of such hedges prove@Ve" the life of the hedge, the servicer and/or
to be excessive. Next came principal-only (POeller receives a payment from the counterparty
and super-principal only (SPO) bonds, whictEVe"Y month that the option is “in the money.
were prepayment-drive¥i.However, these prod- he option |s“|n _the money ,,'f the difference
ucts also proved ineffective due to geographi@etween the “strike balance” and the actual
basis risk, potential average-life mismatche@lance of a “reference portfolio,” less the sum

additional capital requirements, and dissimilaPf Prévious ba[ancg djfferences, Is positive. Each
month the option is in the money, the counter-

party will pay the “strike price,” usually the

17. A special class of REMIC securities backed by POsbook cost of the Servicing pOrtf0|IO, multlplled

SPOs are a more leveraged type of PO. by this balance shortfall. The reference port-
folio, strike price, and strike balance can be
BHC Supervision Manual December 1998 customized to match the servicer and/or seller's

Page 42 risk parameters and individual portfolio.
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An IAR servicing hedge is an off-balance-3070.0.6.11 Inspection Procedures
sheet, interest rate—driven option product that
can be used as either a revenue or a balance-1. petermine the extent of financial risk asso:
sheet hedge of a mortgage-servicing portfoliogjated with MSAs through a review of the
In exchange for paying a fee, either up-front Okollowing:
over the life of the hedge, the servicer and/or g Significant changes in the size of the

seller receives a series of payments from thgervicing portfolio. Obtain a reconciliation for
Counterparty to the extent that amortization of q.he Servicing portfo”o for the prior fiscal year
‘reference balance” exceeds scheduled amortignd the most recent interim period. If significant
zation of a “strike balance.” The main differ- growth has occurred, determine whether loan
ence between an IAR and a prepayment cap {gere originated, purchased individually (on a
that with an IAR, option payments are based ofiow basis), purchased in bulk transactions, o
the performance of a “reference portfolio” rather cquired through whole company acquisitions
than the seller and/or servicer’s actual portfoliojf the portfolio size has declined, determine the

For an IAR revenue hedge, the option payout iseason for such decline (sales of servicing rights
based on the current balance Shortfa” betWe epaymen’[s) and the impact on the remainin‘

the reference and strike balances. For an IA ervicing portfolio.
balance-sheet hedge, option payouts are based p The proportion of capitalized MSAs
on the cumulative excess amortization of theelative to the outstanding principal balance o
reference balance over the strike balance. |A|ﬂ~|ortgage loans in the servicing portfolio.
hedges are less expensive than comparable ¢ Other unusual characteristics of the ser
prepayment-linked hedges because they contajicing portfolio that may present undue risk,
basis risk. If actual prepayments occur morguch as the weighted average coupon rate
rapidly than predicted at the onset of the hedggyeighted average maturities, delinquency chat
the servicer and/or seller will be underhedged. acteristics, or mix of government (FHA/VA)

Numerous other types of customized hedg#ans versus conventional loans.
products are available. The advantages and If the level of financial risk is sufficient to
disadvantages of each product should be wefllace earnings and capital at risk, the examine
understood before it is incorporated into a mortshould complete the remainder of the MSA
gage banking company’s interest-rate risk manprocedures.
agement strategies. 2. Review the qualifications of the individu-
als who are responsible for initially recording,
amortizing and evaluating MSAs. Does manage
ment possess the necessary accounting expert
and experience with respect to valuatior
methodologies?

1. To determine whether MSAs pose a sig- 3. Review the accounting systems used
nificant financial risk to earnings and capital.  track MSAs. Is the necessary information being

2. To evaluate management’s expertise anghaintained in an understandable and useab
the oversight provided by the board of directorsform? Does the adoption of SFAS 65, as amende:

3. To determine whether policies and proceand 125 pose any system problems for th
dures used to initially record, amortize, andcOmpany? Are such problems being addresse
reevaluate MSAs are in conformance with GAARN @ timely manner? At a minimum, MSAs
and risk-based capital requirements, and whethghould be tracked by product type and yea

actual practice is consistent with stated policie8f origination. The following information should
and procedures. be maintained for each pool of loans: the

4. To verify that asset values are fairly statedriginal and current principal balance for eact
pool; original and current book values of relatec
5. To evaluate the methods used to hedg

. . X SAs; prepayment speeds, normal servicing
interest-rate and prepayment risks associatgfes and the original discount rate used: and tr
with MSAs, the degree of oversight provided by, oy ,o| historical payment experience for eacl
management or the board of directors, the ad 00l

quacy of written policies and procedures, an '
the effectiveness of the company’s hedge prog,

gram for MSAs.

6. Toidentify any excessive risk-taking which
is caused by the company’s business mix and/@HC Supervision Manual June 1997
strategy. Page 43

3070.0.6.10 Inspection Objectives

4. Review written policies and procedures
r initially recording, amortizing, and periodi-
cally revaluating MSAs. Determine the manage
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ment or board committees responsible foflows, and the source of servicing revenue and
approval of such policies, the date of last approvatost data.
and the frequency of their review. 7. Review the most recent quarterly valua-
5. Determine whether MSA policies and pro-tion process and the related output to determine
cedures are in conformance with GAAP andvhether necessary write-downs or amortization
risk-based capital requirements and whetheadjustments were made, management or board
actual practice conforms with established polioversight was adequate, and actual practice is
cies and procedures. At a minimum, policiesonsistent with established policies and proce-
and procedures should clearly address the fotlures. Ensure that any significant changes to the
lowing areas: model's parameters and/or output are approved
a. Initial valuation of MSAs and related Py the appropriate management or board com-
pricing policies. With respect to MSAs, policiesMittée and that such changes are adequately
and procedures should describe the method fglocumented. _
allocating the total cost of originated and pur- 8. Verify that disclosures are accurate with
chased mortgage loans to the MSAs and théespect to the following:
related loans (without the MSAs) based on their
relative fair values at the date of origination or
purchase; procedures to be followed if a defini- *
tive plan for sale of the loans does not exist and
loans are sold at a later date; procedures to bee

« the fair value of capitalized MSAs

the methods and significant assumptions
used to estimate that fair value

a description of MSAs for which no cost

followed in the event that it is not practicable to
estimate the fair value of the MSAs and the
related loans (without MSAs); and MSAs

has been allocated and the reasons why it is
not practicable to estimate the fair values of
those MSAs and the mortgage loans (with-

recorded under table funding relationships with
correspondents and/or brokers. .

b. The method for amortizing MSAs over
the estimated lives of the assets, and instances
where amortization lives may be adjusted. .

c. The method for measuring impairment
of capitalized MSAs based on their fair value.
Policies and procedures should address the basis
for stratification of MSAs based on the risk
characteristics of the underlying loans; the types
of valuation allowances used to reflect changes
in the measurement of impairment; the method
used to arrive at the fair value of assets (quoted 9. Obtain a list of intercompany MSAs as of
market prices, estimated prices for similar assett)e close of business for the most recent quarter-
and the results of valuation techniques); thend. Determine whether a valid business pur-
frequency of revaluation tests; the presentatiopose exists, the loans are actually sold, the
of valuation test results to senior managemergntity holding the MSAs has revalued the rights
and the board of directors; instances whereorrectly, and such intercompany MSAs are
write-downs would be required; disclosures; anéliminated in consolidation. If the purpose of
the basis for assumptions used. the transaction is merely to bolster capital lev-

6. Verify that the valuation techniques for€ls at the bank, the practice may constitute an
measuring MSAs are consistent with the objecUnsafe and unsound banking practice.
tive of measuring fair value. Review model 10. Review policies and practices regarding
output and related manuals and/or marketingne sale of MSAs and liabilities to investors.
materials. Evaluate the reasonableness of all key 11. If the company sells loans with recourse,
parameters and assumptions, with an emphasise recourse reserves established at the time of
on the source for prepayment speed estimatesale? Are estimated losses factored into the
the number of interest-rate “paths” used (vec-calculation of gain/loss on sale of loans?
toring or binomial models being more desirable 12. Obtain an organizational chart to deter-
than a single interest-rate projection path), thenine the individuals responsible for hedging
basis for the interest rate used to discount casfiSAs. Review biographies to ensure that staff
members responsible for this function are knowl-
June 1997 edgeable regarding accounting guidance, hedge

products, and related strategies.

out the MSASs)

the risk characteristics of the underlying
loans used to stratify capitalized MSAs for
the purposes of measuring impairment

the activity in the valuation allowances for
capitalized MSAs, including the aggregate
balance of the allowances at the beginning
and end of each period; aggregate additions
charged and reductions credited to opera-
tions; and aggregate direct write-downs
charged against the allowances

BHC Supervision Manual
Page 44
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13. Reviewmethodsusedtohedgethe interestaiember banks and later extended to all fedel
rate and prepayment-rate risk associated witally insured bank$® Section 23A defines com-
MSAs. Verify the management or board com-panies that control or are under common contrc
mittee responsible for approving hedge instruwith the bank as affiliates of the bank. For
ments, the list of approved products, and thexample, the term “affiliates” includes bank
frequency and date of last review. holding companies and their subsidiaries as we

14. Review management reports to deteras banks and nonbanking companies that a
mine the correlation between hedge instrumentsnder common individual contré?. The two
and the underlying assets, the accounting tregbrimary aspects of section 23A—quantitative
ment for hedges, related gains and losses, améstrictions and collateral requirements—are dis
the overall effectiveness of the company’s hedgeussed next.
program. If hedge accounting treatment is being
used, management and/or the company’s exter-
nal accountants must perform the appropriatd070.0.7.1.1 Quantitative Restrictions
level of due diligence and maintain adequate
supporting documentation. In determining thelhe quantitative restrictions imposed by sec
effectiveness of the hedging program, the exantion 23A generally limit the aggregate amount
iner should compare the actual results of hedgef so-called “covered transactions” to 10 per-
performance with the expected results. cent of the bank’s capital and surplus for trans

15. Evaluate the quality of information thatactions with a given affiliate, and 20 percent of
is communicated to senior management, théhe bank’s capital and surplus for transaction:
board of directors (if applicable), and the parentwith all of its affiliates2° Covered transactions
company’s senior management and board dficlude—
directors to determine whether management
and directors are adequately informed regarding a loan or extension of credit by a bank to ar
the financial risks associated with MSAs, amor- affiliate, such as a warehouse line of credi
tization methods and hedging techniques, and provided to the affiliate;
the degree of risk inherent in the company’s the purchase of or investment in securitie
strategic focus and business mix with respect to such as a privately issued MBS issued by al
the projected volume of MSAs. affiliate;

« the purchase of assets from an affiliate, suc
as a loan purchased either as an accommaod
tion to a bank customer or for the bank’s
asset/liability management purposes;

A mortgage banking company that is organize& the acceptance by a bank of securities issue
as a nonbank subsidiary of a bank holding com- by an affiliate as collateral for a loan or exten-
pany often sells assets to, receives funding from sion of credit by the bank to any person or
or services loans for its ’bank affiliates. Given ‘company (Secqrmes mlght_ !nclude either the
the trend toward managing mortgage banking stock of a pgbllcly_ held affiliate or the stock

- : ; from one of its officer's own business enter-
activities as a line function rather than by legal = )
entity, such intercompany transactions have prises.); or
become an area of heightened supervisory
concern.

In general, sections 23_A and 23B of the Fed- 18. As originally enacted, the Banking Act of 1933 cov-
eral Reserve Act are designed to prevent a barked only member banks. In 1966, Congress amended secti
from being disadvantaged through the purchase(j) of the Federal Deposit Insurance Act, 12 U.S.C. 1828(j)
of low-quality assets from an affiliate, the pres-to extend the coverage of section 23A to include insurec
sure to fund the majority of an affiliate’s working- Pe%nen:aelr;?fsrubrizkkféﬁf;‘(fzs ﬂtssgcgc;qcz)% now applies to a
capital needs, and intercompany transactionsig. Nonbank subsidiaries of banks, as opposed to nonbar
that either inadequately compensate the bank eubsidiaries of bank holding companies, are not affiliates fo

are not conducted on an arms-length basis. purposes of section 23A, unless the Board of Governors of th
Federal Reserve System determines otherwise. Banks that
part of a chain banking organization are subject to the restric
; tions of section 23A.
3070.0.7.1 Section 23A of the Federal 20. For section 23A purposes, the definition for capital anc
Reserve Act surplus includes the allowance for loan and lease losses.

3070.0.7 INTERCOMPANY
TRANSACTIONS

Section 23A was enacted as part of the BankingHC Supervision Manual June 1997
Act of 1933 (the Glass-Steagall Act) for state Page 45
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the issuance by a bank of a guaranty, accep-ingly, the nonbank affiliate must have ade-
tance, or letter of credit, including an endorse- quate and independent working capital to fund
ment or standby letter of credit, on behalf its operations.
of an affiliate (A letter of credit might be
posted by the bank to cover an excessive The Board stated that if the bank followed
number of GNMA pools that lack final pool these procedures, then the bank would be taking
certification.). advantage of an individual investment oppor-
tunity and thus should be exempt from sec-
The examiner should determine the bank’sion 23A. However, the Board was concerned
method for identifying covered transactions andhat the bank should not be allowed to set up a
applying the quantitative limits for section 23A business relationship with any affiliate which
purposes. If a covered transaction is found thatould create the opportunity for the bank, at
exceeds these quantitative limits, either on asome time in the future, to engage in unsafe
individual or an aggregate basis, an apparefitansactions because the bank felt impelled by
violation of section 23A has occurred. All suchan improper incentive to alleviate the working-
apparent violations of law should be discussedapital needs of the affiliate. Accordingly, the
with management and cited in the report. bank’s transactions with the affiliate should not
Particular attention should be paid to interbe of such a volume as to create pressure on the
company asset transfers and funding arrangéank to relax its sound credit judgment concern-
ments to determine whether they constituténg the individual loans involved and thereby
covered transactions under section 23A. Imesult in an inappropriate risk to the soundness
Interpretation 250.250 (12 C.F.R. 250.25he of the bank.
Board determined that a member bank’s pur-
chase, without recourse, and at face value, of a
mortgage note, or a participation therein, from 8070.0.7.1.2 Collateral Requirements
mortgage banking subsidiary of the parent bank
holding company, which had no financial inter-In addition to the quantitative restrictions, cer-
est in the underlying asset on which it hadain covered transactions between a bank and an
granted credit through the note, did not involveaffiliate must also be secured at the time of the
a “loan” or “extension of credit™2 from the transaction by collateral having a certain market
member bank to the seller of the mortgage notealue. Unless otherwise exempted, covered trans-
within the meaning of section 23A if— actions that must be adequately secured include
loans or extensions of credit, guaranties, accep-
« the member bank’s commitment to purchaséances, and letters of credit issued on behalf of
the loan or participation therein was obtainedhe affiliate.
by the affiliate within the context of a pro- Collateralization requirements range from
posed transaction or series of proposed trang00 percent to 130 percent depending on the
actions in anticipation of the affiliate’s com-type of collateral used. Acceptable forms
mitment to make such loan(s), of collateral include U.S. government or U.S.
« the commitment to purchase the loan wagovernment—guaranteed obligations, instru-
based on the bank’s independent credit evalunents that are acceptable at the Federal Reserve’s
ation of the creditworthiness of the mort-discount window, bank deposits that are segre-
gagor(sp3and gated into accounts specifically earmarked for
there could be no blanket advance committhis purpose, other debtinstruments, stock, leases,
ment by the member bank to purchase a stipwr other real or personal property. According to
lated amount of loans that bore no referencan August 31, 1987, Board interpretation (at
to specific proposed transactions. AccordFRRS 3-1164.3), mortgage-servicing rights do
not constitute a permissible form of collateral
— ] for purposes of section 23A because of (1) their
21 See als¢ederal Reserve Regulatory Serviel1133. inharent volatility, making it difficult to accu-
22. Under section 23A, as amended by the Garn—St Germain d
Act in 1982, a member bank’s purchase of a loan from iidately value the rights, and (2) the need to secure
nonbank affiliate that was made to an unaffiliated party is nopermission to transfer servicing rights from the

considered a purchase of an asset from the affiliate unless itfegal owner of the underlying mortgage.
excepted under interpretation 250.250.

23. Dual employees may not be used to satisfy the indepen-
dent credit evaluation requirement.

BHC Supervision Manual June 1997  24. Item (2) refers to the bank’s ability to sell the mortgage-
Page 46 servicing rights if the affiliate defaults on its loan.



Section 4(c)(8) of the BHC Act (Mortgage Banking) 3070.(

An example of a covered transaction that i3 immediate credit given to an affiliate for
subject to both the quantitative restrictions and uncollected items received in the ordinary
the collateral requirements of section 23A would course of business
be an overdraft in the mortgage company’'s loans, extensions of credit, guaranties, accej
checking account with an affiliate bank, which tances, or letters of credit issued on behalf o
is considered an extension of credit. A line of the affiliate that are fully secured by obliga-
credit by a bank to a nonbank affiliate also tions issued or guaranteed by the U.S. goverr
constitutes a covered transaction. It is important ment or a segregated earmarked account |
to remember that the full value of the line, not the bank
just the portion drawn down, must satisfy thes the purchase of assets having a readily an
quantitative and the collateral requirements of identifiable market price at the time of
section 23A at all times. The examiner should purchase
review checking accounts and funding arranger transactions that are deemed to be in the put

ments to ensure that the appropriate level andjic interest and consistent with the purposes o
type of collateral is maintained. Collateral val- the act

ues should be monitored regularly so that depre-
ciated or matured collateral is replaced as needed. |nternal controls should be in place to ensure

that all transactions are adequately reviewec
o ) Documentation should be maintained for inter-
3070.0.7.1.3 Prohibited Transactions company transactions that are exempted fror
i o the requirements of section 23A.
In addition to the quantitative and collateral
requirements, section 23A also prohibits certain
affiliate transactions altogether. Most impor-
tantly, a bank and its subsidiaries may not pur3070.0.7.2 Section 23B of the Federal
chase a low-quality asset (generally a classifieReserve Act
or past-due asset) from an affiliate or accept a
low-quality asset as collateral for a loan. SecThe Competitive Equality Banking Act of 1987
tion 23A also requires that all covered transacamended the Federal Reserve Act to add a ne
tions be conducted on terms that are consisteptovision, known as section 23B. In general
with safe and sound banking practices. section 23B provides that covered transaction
between a bank and its affiliates must be ol
terms and under circumstances, including cred
3070.0.7.1.4 Exemptions from standards, that are substantially the same or
Section 23A of the FRA least as favorable to the bank as those prevailir
at the time for comparable transactions with ol
As mentioned previously, several types of interinyolving nonaffiliated companies. If no compa-
company transactions are exempted from theable transactions exist, the transaction must &
requirements of section 23A. For example, transpn terms and under circumstances, includin
actions between banks in which 80 percent ofredit standards, that in good faith would be
more of each bank's stock is owned by the samgffered to or applied to nonaffiliated companies
bank holding company (so-called “sister banks™)A bank is also generally prohibited from pur-
are exempt from most provisions of secchasing as a fiduciary securities or assets frot
tion 23A25 Other transactions that are exempin affiliate except under specified circums-
include the following: stances. Finally, a bank and its affiliate may no
advertise or enter into an agreement that suc
« deposits received from the affiliate during th%ests the bank is in any way responsible for thi
ordinary course of business (checks in thebligations of the affiliate.
process of collection) Section 23B applies to any covered transac
tion with an affiliate, as that term is defined in
25, Foreian t . . section 23A. However, section 23B excludes
. gn banks do not qualify as sister banks for se g "
tion 23A purposes. These transactions are still subject to t%anks from the term “affiliate.” Therefore, trans-
prohibition against the purchase of low-quality assets and tactions between sister banks and banks that a

the requirement that covered transactions be on terms arp!art of a chain banking organization are exemg
conditions that are consistent with safe and sound bankinﬁ.om section 23B
practices. It should also be noted that federal savings banks :
do qualify for the sister-bank exemption if all banks in the .
corporate chain have met their fully phased-in capital guideBHC Supervision Manual June 1998
lines, as provided for in the Home Owner’s Loan Act. Page 47
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3070.0.7.3 Management and Service Feesve dealing arrangemerft The tying restric-
tions, which have the greatest effect on industry

The Federal Reserve System’s 1979 poncpragticgs, prohibit_ a bank fror_n res_tricting the
statement on diversion of bank income practicedvailability or varying the consideration for one
is intended to prevent excessive or unjustifiabl@oduct or service (théying producj on the
management or service fees, as well as a ndition thatacustomer purchase another prod-
other unwarranted payments or practices thafiCt Or service offered by the bank or by any of
by diverting bank resources to the parent comits affiliates (thetied producj.
pany or a nonbank affiliate, may have an Section 106 was adopted in 1970 when Con-
adverse financial impact on a subsidiary (paygress expanded the authority of the Board to
ing) bank (see section 2020.6). Diversion ofpprove proposals by bank holding companies
income practices with respect to a mortgagéo engage in nonbanking activities. The provi-
banking company might potentially include, butsions of section 106 were based on congres-
are not limited to— sional concern that banks’ unique role in the
economy, in particular their power to extend

servicing fees, or other payments assessed §{edit, would allow them to create a competitive
the mortgage banking company and paid b dvantage for their affiliates in the new, non-
the bank that bear no reasonable relationshipanking markets that they were being allowed
to the fair market value, cost, volume, orl0 enter’ Congress therefore imposed special
quality of services rendered by the nonbankimitations on tying by banks—restrictions

subsidiary in its role as servicer and/or seller;Peyond those imposed by the antitrust laws.

balances maintained by the bank primarily inir?t(i::riggt 1I(e)1$v;s Zt;)rlg?r(]jt?ﬁr Pnrogc':tt)l'ot'r?nu# dnéi:(igf
support of mortgage banking company bor_ion 106 need not show that (1) the seller has

{ﬁ;vgle?r?k\./vnhout appropriate compensation tc}market power in the market for the tying prod-

._uct, (2) the tying arrangement has had an anti-
prepayment of fe_es to the mortgage t_’ank'ngompetitive effect in the market for the tied
company for services notyetrendered;  ,4,ct or (3) the tying arrangement has had a
nonreimbursed origination fees, marketingsybstantial effect on interstate commerce.
costs, or other expenses incurred by the bank gqtion 106 applies only whentmnkoffers

that primarily support the mortgage bankingy,e 1ing products The Board has authority to
company’s activities; and grant exceptions to section 106, which it has
loan repurchase agreements between the bajjkeq to allow banking organizations to package
and the mortgage banking company while thenejr products when doing so would benefit the
mortgage banking company is processing loangyganization and its customers without anticom-
in the mortgage pipeline. petitive effects.

Purchase and funding agreements should ade-

quately itemize and document the types of ser3070.0.7.4.1 Section 225.7(d) of
vices provided and the basis for fees. Billingregulation Y

statements and other documentation should

clearly evidence that fees actually charged ang
paid are reasonable and consistent with regul
tory policy requirements as described.

he Board originally extended section 106, which
Qovers tying arrangements Hyanks only, to

cover nonbank affiliates and bank holding com-
panies. The Board rescinded this extension of
the statute effective April 21, 1997. Thus, unless

3070.0.7.4 Tie-In Considerations of the Subject to another exemption, section 106
BHC Act prohibits—

Section 106 of the BHC Act Amendments of® & bank from telling a customer that it can only

1970 contains five restrictions intended to pro- 'eC€ive a loan (or a discount thereon) if it

hibit anticompetitive behavior by banks: two Purchases another product from the bank; and
prohibit tying arrangements; two prohibit reci-

procity arrangements; and one prohibits exclu-

— 26. 12 U.S.C. 1972.
BHC Supervision Manual June 1998  27. See S. Rep. No. 1084, 91st Cong., 2d Sess. (1970).
Page 48 28. See 1997 FRB 275.
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+ a bank from telling a customer that it can only3070.0.7.4.3 Foreign Transactions Under
receive a loan (or a discount thereon) if itSection 106
purchases another product from an affiliate of
the bank. The Board has adopted a “safe harbor” from
the anti-tying rules for transactions with corpo-
Section 106 and the Board'’s regulation allow—rate customers that are incorporated or othel
wise organized and that have their principa
« a broker-dealer affiliate to tell a customer thaplace of business outside the United States, ¢
it can only receive placement services (or avith individuals who are citizens of a foreign
discount thereon) if it obtains a loan from ancountry and are not resident in the United State:
affiliated bank; and However, the safe harbor would not protect
« a broker-dealer affiliate to tell a customer thatying arrangements in which the customer is ¢
it can only receive placement services (or dJ.S.-incorporated division of a foreign com-
discount thereon) if it obtains a loan from apany. Furthermore, the safe harbor would no
nonbank affiliate. shelter a transaction from other antitrust laws i
they were otherwise applicabi@.
These distinctions make sense if one keeps in
mind the concern of the statute: banksot(
nonbanks) have special power over credit an@070.0.7.4.4 Technical Change
thus, are able to induce or coerce their custom-
ers into purchasing products that they would’he Board also has adopted a definition o
otherwise prefer not to purchase or to purchastbank” for purposes of the anti-tying rules. The
from someone els&. definition clarifies that any exemptions afforded
to banks generally also would be applicable t
credit card and other limited-purpose institu-
3070.0.7.4.2 Interaffiliate Tying tions and to U.S. branches and agencies of fol
Arrangements Treated the Same as eign bank$4
Intrabank Arrangements

Section 106 contains an explicit exception (the070.0.7.5 Inspection Objective

statutory traditional bank product exception)

that permits a bank to tie any product or service 1. To evaluate transactions between a mor

to a loan, discount, deposit, or trust servicyjage banking company organized as a direc

offered by that banR® For example, a bank subsidiary of a bank holding company and affili-

could condition the use of its messenger servicated banks for compliance with federal laws an

on a customer’s maintaining a deposit accounegulations, and related policy guidance.

at the bank. Although the statutory traditional

bank product exception appears to have been

effective in preserving traditional relationships3070.0.7.6 Inspection Procedures

between a customer and bank, the exception is

limited in an important way—it does not extend 1. Review management’'s method for moni-

to transactions involving products offered bytoring and identifying section 23A and 23B

affiliates. covered transactions and applying the quantite
The Board has adopted r@gulatory tradi- tive limitations. Determine whether—

tional bank product exception that extends the a. all covered transactions have beel

statutory exception to transactions involvingidentified;

affiliates3t Although the Board has previously b. quantitative limits are calculated

limited the scope of this extension, interaffiliatecorrectly;

arrangements are now exempt to the same extent c¢. covered transactions, including any

as intrabank arrangemersgs. overdrafts and lines of credit, meet both the

providing to the bank some product or service “related to anc

29. The Board's rule also includes a limited prohibition 9"sually provided in connection with” a loan, discount, deposit
tying arrangements involving electronic benefit transfer ser- Y provi 12 U.S.0. 1972(1)(C ! » deposit,
vices (12 C.F.R. 225.7(d)). or trust service (12 U.S.C. 1972(1)(C)).

30. 12 US.C. 1972(1)(A). 3431 222 ig SEE 232'%3(3)'

31. See 12 C.F.R. 225.7(b)(1). : R £89-118).

32. A similar action was taken for interaffiliate reciprocity .
arrangements, in which section 106 permits a bank to condBHC Supervision Manual December 2000
tion the availability of a product or service on the customer's Page 49
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quantitative limits and collateral requirements
of section 23A; and

d. adequate collateral values have been
maintained over the life of the covered transac-
tions (For example, collateral is maintained for
the full amount of any credit lines with the
bank, and any depreciated or matured collateral
has been replaced as required.).

2. Review purchase and funding contracts
between the mortgage banking company and the
bank, as well as the substance of actual transac-
tions, to determine that—

a. asset purchases by the bank are either
within the quantitative limits of section 23A or
meet the exemption requirements of C.FR. sec-
tion 250.250,

b. all purchases are at fair market value
and consistent with market terms as required by
section 23B,

¢. no low-quality assets were transferred
to the bank since the previous inspection,

d. the method of compensating the bank
for balances maintained and net interest income
earned on warehouse loans or lines is reason-
able and based on market terms.

3. Review servicing contracts between the
mortgage banking company and the bank, as
well as the substance of actual transactions, to
determine—

a. the capacity in which the affiliate is
acting (for example, is it acting as principa on
its own behalf or as an agent for the ffiliate
bank?);

b. the nature of all services provided; and

c¢. billing arrangements, the frequency of
billing, the method of computation, and the
basis for such fees.

4. Review the bank holding company’s pol-
icy statement on the prohibition of tie-in
arrangements, the adequacy of training provided
to employees, and whether its respective subsid-
iariesarein full compliance with internal policy.

3070.0.8 REGULATION Y
COMPLIANCE

During the course of the on-site inspection, the
examiner is expected to conduct sufficient tests
and inquiries to determine whether the company
isin compliance with Regulation Y and the act.
Such tests and inquiries would include a listing
of company offices which can be compared
with the approved offices, comparisons of credit-
related insurance policies and rate schedules

BHC Supervision Manual December 2000
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against stipulated public benefits cited in Board
orders, and reviews of various activities for
technical compliance.

While not specifically detailed in this guid-
ance, the examiner may find it necessary to
conduct a review of the company’s ledgers and
accounts that is sufficient to disclose possible
impermissible activities and potential violations
of law. The audit function, both internal and
external, should not be solely relied on for this
disclosure because the auditor’s program may
emphasi ze other areas of concern. As a nonbank
subsidiary of a bank holding company, refer-
ence should be made to part 225 of the Code of
Federal Regulations (such as section 225.28(b)
of Regulation Y) and other relevant sections
thereof.

Concurrent with the review of assetsfor credit
quality, the examiner should undertake a review
of asset-related activities for compliance with
the subsidiary’s approval orders. In mortgage
banking firms, it is possible that the company is
engaging unknowingly in certain impermissible
activities, such as those described by 12 C.FR.
225.126 (i.e., real estate brokerage, land devel-
opment, rea estate syndication, and property
management) and those deemed impermissible
by Board order (see sections 3000.0.4 and 3700.0
to 3700.12). The Board of Governors has ruled
(1972 FRB 429) that the purchase and develop-
ment of land for sale to third parties constitutes
land devel opment by anonbank subsidiary. How-
ever, the completion of a foreclosed property to
facilitate the recovery of funds advanced under
the loan appears to be permissible, provided that
the additional work brings the project underway
at foreclosure up to a saleable condition. The
Board has aso ruled that property management
for third parties is impermissible (1972 FRB
652). However, property management as a fidu-
ciary, for operating premises of ffiliates, or for
properties acquired for debts previously con-
tracted (DPC) is permissible. In addition to the
other impermissible activities, engaging in real
estate joint ventures has also been ruled imper-
missible. If such impermissible activities are
found, they represent violations and should be
appropriately treated. The servicing agreements
should be reviewed to determine that no addi-
tional liabilities, real or contingent, are imposed
on the company beyond its responsibilities as a
servicing agent.

The usua source of growth in the servicing
portfolio is the company’s own origination
activity. However, it is not uncommon for a
company to supplement this growth with bulk
purchases of serviced mortgages from other
companies. Under certain circumstances, usu-
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ally relating to the relative percentage of theng subsidiaries should be fully inspected a
seller’'s portfolio, these transactions may noteast once every three years.
comply with 12 C.F.R. 225.132. Since these
transactions may represent the effective acquisi-
tion of a going concern subject to prior approval
by the Federal Reserve System, “servicing port-
folio” acquisitions should be reviewed for
compliance.

Section 225.22(d)(1) of Regulation Y pro-
vides an exemption from required Board
approval for DPC property acquired in good
faith and divested within two years of acquisi-
tion. The Board may permit additional exten-
sions that can result in the property being held
by a bank holding company for a total of
10 years, if the property has value and market-
ability characteristics similar to real estate. In
conjunction with the review of real estate owned,
the examiner should determine if any subsidiary
holds title to any property that should have been
disposed of within the time limits of Regulation
Y, the book value of which has been reduced to
zero and the property is not disclosed on the
balance sheet. See section 3030.0 “Acquisition
of DPC Shares or Assets," for additional infor-
mation on DPC property acquired.

3070.0.9 ON-SITE INSPECTION OF
MORTGAGE BANKING
SUBSIDIARIES

Scheduling of on-site inspections of mortgage
banking nonbank subsidiaries of bank holding
companies should be done in accordance with
the Board policy for frequency and scope of

inspections, beginning at section 5000.0.2. After
reviewing the material available at the parent
company level, including the audit review, a

decision whether or not to go on-site is in order.

Some of the determinants of this decision would
include relative size, current earnings perfor-
mance, overall contribution to the corporation’s

condition, asset quality as indicated by non-
accrual and delinquency reports, the level of
risk exposure to the organization (see section
4030.2), and the condition of the company when
last inspected. From the information provided, it

might be determined that the company is operat-
ing properly and is in sound condition. In such a
case, an on-site inspection may not be war-
ranted. Conversely, a deteriorating condition
might be detected that would require a visit,

even though a satisfactory condition had been
determined during the previous inspection. Mort-
gage subsidiaries in unsatisfactory condition
should be inspected each time the parent conBHC Supervision Manual June 1997
pany is inspected. All significant mortgage bank- Page 51
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3070.0.10 Laws, Regulations, Interpretations, and Orders

Subject Laws Regulations Interpretation$ Orders

Loans to affiliates 371c
section 23A of the FRA

Restrictions on 371c 371c
transactions with
affiliates

Purchase of affiliate’s notes 3-1131
from a third party

Activities not closely 225.126 4-184
related to banking

Acquisition of assets 225.132 4-175.1
Purchase by member bank 250.250 3-1133

of loans originated by a
mortgage banking firm

Mortgage companies 225.122 4-196
acquired under sections
4(c)(1) or 4(c)(8) of the act

Activities closely related 225.123 4-176
to banking
Investments in community 225.127 4-178

welfare projects

1. 12 U.S.C,, unless specifically stated otherwise. 3. Federal Reserve Regulatory Serviederence.
2. 12 C.F.R., unless specifically stated otherwise.

BHC Supervision Manual June 1997
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3070.0.11 APPENDIX A—FIRST DAY LETTER

FEDERAL RESERVE BANK
OF BOSTON

P. 0. BOX 2076
BOSTON, MASSACHUSETTS 02106-2076

June 15, 19x9
Mr. John Doe
President
XYZ Mortgage Bank Corporation
Boston, Massachusetts 02107

Dear Mr. Doe:

In conjunction with the inspection of the XYZ Bank Holding Company, we plan to begin
inspection of XYZ Mortgage Bank Corporation on July 15, 19x9. To facilitate this inspectic
please provide a copy of or make available the following information relative to your organizatic
mortgage banking activities. Information should be as of xx/xx/xx and should be delivered to
examiner-in-charge as soon as it is available. Whenever possible, standardized management
should be provided. Please include the name and telephone extension of the appropriate pers
contact, by department, if additional information is necessary.

Board Oversight and Management

1. Provide a listing of the mortgage banking company’s board of directors that includes e
individual’'s name, place of employment, title and position, age, management responsibilitie
any), and the length of time he or she has served on the board.

2. List significant management and board committees and have minutes from these met
available for examiner review. Provide a copy of standardized reports that are provided be
each meeting.

3. Provide an organizational chart that highlights individuals who are responsible for the foll
ing functional areas: production, warehousing and funding, marketing, servicing, final
mortgage-servicing asset (MSA) valuations, internal audit, quality control, loan review, com
ance, and legal. Include biographies and salary information.

4. Describe any organizational changes that have taken place at the mortgage banking cor
since xx/xx/xx, including any mergers, acquisitions, or consolidation of mortgage bank
activities. Describe any management changes at or above the senior vice president leve
provide details on management’s new responsibilities.

5. Provide a copy of standardized management reports that are used to monitor compliance
established policies, operating procedures, and controls within each functional area.

6. Provide a copy of the mortgage banking company’s most recent operating budget an
long-term strategic plan. Evaluate how interest-rate movements, competition, and other ext
factors have affected product mix, staffing levels, and the allocation of capital.

7. Describe the internal control environment and the internal control programs that are in
within the mortgage banking company. Have available for examiner review the follow
reports that were conducted since Xx/xx/xx:

a. internal and external audits

b. loan reviews

BHC Supervision Manual June 1997
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10.

11.

12.

13.

14.

15.

c. internal control and compliance audits completed by or on behalf of agencies such as HUD,
FHA, GNMA, FannieMae, FHLMC, state agencies, and private investors

Also have available management’s response to each report and the most recent copy of any
management reports that monitor the status of outstanding issues or problems.

. Provide an organization chart for theternal audit department. Indicate the scope and

frequency of internal audits for the mortgage banking company, highlighting any weaknesses or
problem areas noted. Upon request, make internal audit workpapers available for examiner
review.

. Provide an organization chart for tlwan reviewdepartment. Indicate the scope and frequency

of loan reviews for the mortgage banking company, highlighting any weaknesses or problem
areas noted. Upon request, make loan review workpapers available for examiner review.

Provide details on the nature and scope of the quality control program for loans originated
and/or serviced for investors. Include an organization chart for the unit(s) involved in such
activities, details on any outsourcing programs used since the previous inspection, copies of
quality control reports submitted to senior management, and management responses.

Describe the method for ensuring compliance with state and federal laws and regulations. Make
available for examiner review the procedures manual, work programs, and workpapers com-
piled by the person/department responsible for compliance.

Describe the insurance coverage in effect for the mortgage banking company and its officers
and the date it was last reviewed by the board of directors.

Recap all mortgage banking-related legal claims/lawsuits in excess of $1 million. Indicate the
nature of any legal reserve that is maintained and the method used to assess reserve adequacy.

Describe the system for logging, tracking, and responding to customer complaints. The
customer complaint file should be made available for examiner review while on-site.

Provide a copy of the disaster recovery plan and describe safeguards in place to protect loan
documents and data processing input records.

Production and Correspondent Lending Data

16.

17.

18.

19.

Provide detailed organization charts for departments within the company which relate to the
production function (i.e., retail originations, wholesale purchases, processing, underwriting,
closing, shipping).

Provide information on the total number and dollar amount of loans generated by the following
sources during the two most recent fiscal years and the interim year-to-date period. For
purchased loans, please specify the method of purchase (i.e., bulk versus flow), program name,
and amount subject to recourse back to either the seller or the investor):

a. originated by the mortgage banking company
b. purchased from affiliates
c. purchased from nonaffiliated third parties

Provide written policies and procedures manuals that describe traditional and nontraditional
mortgage products, underwriting standards, closing and funding procedures, exception report-
ing practices, management and employee compensation methods, and training programs for
loan production personnel. State methods used to establish ongoing compliance with written
policies and procedures and provide copies of relevant management exception reports.

Describe the credit approval process used for in-house originations. Include information on rate
commitment options extended to the borrower, the average length of the commitment period,

BHC Supervision Manual June 1997
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20.

21.

22.

23.

controls that are in place to monitor fallout caused by processing backlogs, and procedure
expired commitments.

Provide details on the correspondent lending program, including a list of approved institut
and copies of the most recent loan-quality reports. Describe the credit review process b
purchase and any controls that are in place to protect the mortgage banking company a
future losses on loans purchased from affiliates and from correspondents.

Determine whether rate-locks are provided to correspondents on best effort production
grams. What methods are used to verify reported loan fallout?

Provide information on the average income and cost per origination and compare with indi
standards. Describe the method of accounting used for origination fees and other re
noninterest income and expenses.

If the mortgage banking company is a subsidiary of a state member bank or sells loans to &
affiliate that is subject to Regulation O, furnish a list of extensions of credit to “an execut
officer, director, or principal shareholder” (as defined in section 215.2 of Regulation O) of—

a. the state member bank;

b. a bank holding company of which the state member bank is a subsidiary;
c. any other subsidiary of that bank holding company;

d. a company controlled by an insider, as defined by Regulation O; and

e

. a political or campaign committee that benefits or is controlled by an insider as define
Regulation O.

For all such extensions of credit, include the amount, date the loan(s) was originate
renewed, interest rate, collateral requirements, total amount of loans outstanding to
individual or company, and date of approval by the board of directors. Also include
aggregate amount of loans outstanding to all such insiders as of the inspection date in relat
the bank’s unimpaired capital and unimpaired surplus as defined in Regulation O. |
subsection 2050.0.3.2.)

Marketing and Hedging Data

24.

25.

26.

27.

28.

Provide detailed organization charts for departments within the company that relate tc
marketing and hedging functions. Describe management’'s roles and responsibilities
respect to the sale of loans in the secondary market, asset securitization, funding, liquidity
management, interest-rate risk management, and interaction with the asset/liability manage
function at the parent company.

Provide a copy of written policies and procedures used to hedge interest-rate risk assol
with the pipeline and closed-loan warehouse. Describe any parameters and limits that &
place and provide a list of securities dealers with whom management is authorized to cor
business.

Provide management reports on pipeline and closed-loan (warehouse) inventory volume,
yield, age, and turnover as of the inspection date. Describe the method used to project f
and any models that are used to determine the sensitivity of the pipeline to interest
fluctuations.

Indicate the methods used to securitize loans for sale in the secondary market, including tf
of third-party guaranties and other forms of credit enhancement. Are securities generally sc
retained on the balance sheet?

Provide information on the number and volume of securities that lacked final pool certifica
as of the inspection date. State whether this volume is in compliance with investor guideline
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applicable, indicate whether the requirements for obtaining a letter of credit or other guaranty
have been satisfied.

Servicing Data

29. Provide a detailed organization chart for the servicing department.

30. List subservicers and vendors who are employed to perform servicing functions. Briefly
describe the nature of the services provided.

31. Indicate whether any contracts with subservicers and/or vendors have been terminated for cause
since the prior inspection.

32. Provide the monthly servicing management reports since the prior inspection, including the
number of loans serviced, dollar volume, and composition of the servicing portfolio in terms of
product mix, average loan size, weighted average coupon rates, weighted average maturities,
geographic location, and delinquencies and foreclosures.

33. Provide a list of investors for whom servicing was performed as of the most recent quarter-end.
Identify any recourse or repurchase provisions and/or forbearance requirements.

34. State whether any investors have terminated servicing contracts with the mortgage company
and/or its affiliates for cause since the prior inspection, or if any are likely to be terminated in
the near future.

35. Provide a list of all major bulk purchases and sales of servicing since the prior inspection.
Identify the terms of each sale and any resulting gains or losses.

36. Provide a list and aging of all outstanding advances to investors as of the date of inspection.

37. Provide access to the servicing policies and procedures manual. Indicate the frequency with
which manuals are updated. How does management ensure that subservicers and vendors
comply with these same policies and procedures?

38. Provide a servicing-fee schedule (in basis points) for conventional, government, and nontradi-
tional loans serviced for third parties.

39. Provide copies of management reports used to track portfolio runoff.

40. Provide a loan delinquency report segmented into 30, 60, 90, 120, and 180 foreclosure
categories. Indicate the volume and number of loans in each segment by loan type. Also include
information on the number and dollar volume of delinquent loans that were purchased out of
investor pools.

41. Detail the number and dollar volume of other real estate (ORE) parcels segregated by
company-owned and investor-owned. Provide a list of loans in foreclosure for which action has
been delayed, if applicable.

42. Provide access to the customers’ complaint file so that examiners can review it while on-site.

Financial Data

43. Provide copies of the Report of Condition and Income and/or Y-series report that was filed by
the mortgage banking company for the two previous fiscal years and the most recent interim
period.

44. Provide an internally prepared balance sheet and income statement that reconcile with the most
recent Report of Condition and Income and/or Federal Reserve Board Y-series report.
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45.

46.

47.

48.

49.

50.

51.

52.

53.

54.

Provide the latest published financial statements, if applicable, including the annual report,
10K, 10Qs, and any press releases.

Provide copies of the accounting policies pertaining to mortgage loans, securities, and
assets held for sale and held for investment. Also provide copies of management report:
monitor compliance with SFAS No. 115 (securities), the current SFAS No. 65 (loans), SF
No. 125 (mortgage-servicing assets), and internal policies as of the close of business c
most recent quarter.

Provide details on all formal and informal funding mechanisms, including but not limited
repurchase agreements, commercial paper programs, and debt issuance facilities. Indice
counterparties, where applicable; the amount uncommitted; and the amount outstanding |
each facility as of the close of the most recent quarter. Provide copies of all formal and infor
written agreements.

Provide copies of credit agreements for all funding lines from affiliated and nonaffilia
institutions. Describe methods used to monitor the credit quality of all funding sources.
following information should be included:

a. lending bank (include copies of confirmation letters)
. total credit line

. amount in use as of the inspection date

. amount available for use and by whom

. expiration date

-0 o O T

compensating balance and/or fee arrangements

. purpose

O «Q

. whether the credit lines are contractual obligations of the lenders

reciprocity arrangements, if any
j- collateral requirements

k. legal opinions evidencing compliance with sections 23A and 23B of the Federal Res
Act, as amended

Provide copies of any contingency planning documents that outline alternative courses of &
should the condition of traditional funding sources deteriorate.

Provide a copy of any standardized financial presentations made to the executive manag
team and to the board of directors.

Provide a copy of standardized management reports used to measure and track the que
originated, purchased, and serviced assets. Include an aging report that identifies loans tf
past due 30, 60, 90, 120, and 180 or more days and indicate whether such loaek &
sale, held for investmendy serviced for investors

Provide a copy of internal policies that apply to loans held for investment. Indicate the
each loan that was on the books as of the most recent quarter-end was transferred t
account, its amortized cost, market value, and any write-downs or adjustments to yield a
date of transfer. Indicate the person responsible for reviewing these loans for collectibility,
frequency of such reviews, and any adjustments or write-downs taken over the past year.

Provide detail pertaining to the transfer or sale of assets between the nonbank mortgage b:
company and affiliated entities since the last inspection and that supports the FR Y-8 Rey
Also provide related documentation evidencing methods for asset valuation and credit-qu
determination.

Provide detail on the allowance for loan and lease losses, contra asset valuation allowance
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55.
56.

57.

other reserve accounts as of xx/xx/xx (fiscal) and xx/xx/xx (interim). For each account in use,
provide a copy of the most recent analysis and a description of the applicable loan and other
losses provisions reserving methodology.

Provide a copy of the company’s policy with respect to real estate appraisals.

Provide a copy of management reports that are used for liquidity, funding, and asset/liability
management. If these activities are coordinated with affiliate bank or parent bank holding
company personnel, provide copies of the information that is routinely provided.

Indicate the method for assessing capital adequacy at the mortgage company level. Provide a
copy of the company’s capital and dividend policies, as well as a list of dividends paid to
shareholders during the two previous fiscal years and the most recent interim period. Are any
changes in the level of dividends planned or anticipated?

Mortgage-Servicing Assets

58.

59.
60.

61.

62.

63.

64.

65.

66.

67.

68.

Provide an organization chart highlighting those areas and individuals responsible for the
recording, measurement, and impairment testing for originated and purchased mortgage-
servicing rights (MSAS).

Provide an inventory listing of all MSAs as of the close of business of the most recent quarter.

Discuss the various loan-origination and -purchase programs that give rise to MSAs; the
method for calculating and communicating the price paid to correspondents and brokers for
service release premiums; whether MSAs are recorded on table-funded loans; and the details on
any bulk purchases since the previous inspection, including the price paid and yield realized.

Discuss the various loan-sale programs that give rise to MSAs, the method for calculating and
recording the initial value of MSAs.

Provide a copy of detailed written policies and procedures regarding the initial recording,
amortization, and periodic revaluation and impairment testing for MSAs. Indicate the manage-
ment and/or board committee responsible for approving such policies and the date of last
approval.

Provide detailed information on any valuation models used for MSA revaluations and a copy of
the output as of the most recent quarter-end. Indicate whether such revaluations are performed
in-house or by an outside vendor and the frequency of such revaluations.

Reconcile fair market values of MSAs to their respective book values as of the most recent
quarter-end. Provide a copy of management reports and related journal entries used to record
amortization adjustments and/or write-downs.

Provide copies of worksheets used to calculate the amount of MSAs included in Tier 1 capital
for regulatory reporting purposes as of the most recent quarter-end.

Furnish copies of any management reports or presentations to the board of directors or a
committee thereof regarding the risk characteristics of MSAs, business risk analysis, and
methods used to hedge the interest-rate and prepayment-rate risks associated with capitalized
MSAs.

Provide an organization chart highlighting those areas and individuals responsible for hedging
the interest-rate and prepayment-rate risk associated with MSAs.

Provide information on any financial instruments used to hedge interest-rate and prepayment-
risk associated with MSAs. Include a detailed prospectus on any customized hedge products
that are purchased from investment bankers and a statement from either internal or external
accountants on whether such instruments qualify for hedge accounting treatment under SFAS
No. 80.
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69.

70.

71.

Provide a copy of management reports that identify the number of contracts or instrun
used, their current market value, and the degree of correlation between the hedge instrt
and the underlying MSAs being hedged. Such reports should demonstrate the effectivene
the hedge under varying market conditions.

Provide information on the number and dollar volume of servicing rights sold during the i
recent fiscal year and interim period.

If mortgage-servicing assets are sold, provide information on the number and dollar vol
sold during the most recent fiscal year and interim period.

Intercompany Transactions

72.

73.

74.

75.

76.

77.

78.

Provide an organizational chart on a legal-entity basis that includes the bank holding com
and all directly held bank and nonbank affiliates.

If the mortgage banking company is a direct nonbank subsidiary of the bank holding comf
describe the method for identifying transactions that constitute “covered transactions” ur
sections 23A and 23B of the Federal Reserve Act, as well as the method for appl
guantitative limits for section 23A and 23B purposes.

Provide a current listing of collateral that is maintained for covered transactions. Indit
whether collateral is maintained for the full amount of any credit lines with the bank &
whether any depreciated or matured collateral has been replaced since the previous revie

Provide copies of any purchase and funding contracts between the mortgage banking cor
and affiliated bank(s). Please address whether any or all of the following conditions are
and/or provide written support, where applicable:

a. asset purchases by the bank have been reviewed by management and are either witl
quantitative limits of section 23A or meet the exemption requirements of section 250.25

b. all purchases are at fair market value and consistent with market terms as required by
tion 23B

¢. no low-quality assets were transferred to a bank affiliate since the previous inspection

d. the method of compensating bank affiliates for balances maintained by the parent com
or its nonbank subsidiaries and the net interest income earned on warehouse loans or li
reasonable and based on market terms

Provide copies of any servicing contracts between the mortgage banking company and af
bank(s). If not so stated, indicate the following information:

a. the capacity in which the affiliate is acting (for example, is it acting as principal on its o
behalf or as an agent for the affiliate bank?)

b. the nature of all services provided

c. billing arrangements, the frequency of billing, the method of computation and the basis
such fees

d. the date of last review and approval by the mortgage banking company’s board of direc

Provide a copy of the bank holding company’s policy statement on the prohibition of tie
arrangements, a description of training that is provided to employees in this area, an
attestation as to whether the nonbank subsidiary is in full compliance with internal policy.

If the mortgage banking company charges management or other fees, describe the nature
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fees, the method of computation for such fees, and the settlement procedures. Include a listing
of fees charged for the prior two fiscal years and the most recent interim period.

79. Provide a copy of the bank holding company’s intercompany tax allocation policy. Indicate the
amount and timing of intercompany tax payments and credits received during the two previous
fiscal years and the most recent interim period. If credits are due, please indicate the amount
owed to the subsidiary and the date the intercompany receivable originated.

Sincerely yours,

Vice President,
Federal Reserve Bank of Boston

BHC Supervision Manual June 1997
Page 60



Section 4(c)(8) of the BHC Act (Mortgage Banking) 3070.C

3070.0.12 APPENDIX B—ACCOUNTING LITERATURE

The following is a list of generally acceptedAccounting standards may change over time
accounting principles (GAAP) governing theCurrent accounting literature should be reviewet
mortgage banking industry that are in the fornwith management during each inspection.

of accounting standards and interpretations.

Statements of Financial Accounting Standards (SFAS)

SFAS No. 5, “Accounting for Contingencies”

SFAS No. 65, “Accounting for Certain Mortgage Banking Activities,” as amended
SFAS No. 77, “Reporting by Transferors for Transfers of Receivables with Recourse”
SFAS No. 80, “Accounting for Futures Transactions”

SFAS No. 91, “Accounting for Nonrefundable Fees and Costs Associated with Originating or
Acquiring Loans and Initial Direct Costs of Leases”

SFAS No. 115, “Accounting for Certain Investments in Debt and Equity Securities”

SFAS No. 125, “Accounting for Transfers and Servicing of Financial Assets and Extinguishme
of Liabilities”

FASB Technical Bulletin

Technical Bulletin No. 87-3, "Accounting for Mortgage Servicing Fees and Rights”

Emerging Issues Task Force (EITF)

Issue No. 85-13, “Sale of Mortgage Service Rights on Mortgages Owned by Others”

Issue No. 85-26, “Measurement of Servicing Fee under FASB Statement No. 65—When a Loc
Sold with Servicing Retained”

Issue No. 85-28, “Consolidation Issues Relating to Collateralized Mortgage Obligations”
Issue No. 86-38, “Implications of Mortgage Prepayments on Amortization of Servicing Rights”
Issue No. 86-39, “Gains from the Sale of Mortgage Loans with Servicing Rights Retained”

Issue No. 87-25, “Sale of Convertible, Adjustable-Rate Mortgages with Contingent Repaymen
Agreement”

Issue No. 87-34, “Sale of Mortgage Servicing Rights with a Subservicing Agreement”
Issue No. 88-11, “Allocation of Recorded Investment When a Loan or Part of a Loan Is Sold”

Issue No. 89-4, “Accounting for a Purchased Investment in a Collateralized Mortgage Obligatic
Instrument or in a Mortgage-Backed Interest-Only Certificate”

Issue No. 89-5, “Sale of Mortgage Loan Servicing Rights”

Issue No. 90-21, “Balance Sheet Treatment of a Sale of Mortgage Servicing Rights with a
Subservicing Agreement”

Issue No. 92-10, “Loan Acquisitions Involving Table Funding Arrangements”
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3070.0.13 APPENDIX C—REGULATORY GUIDANCE

Thefollowingisalist of sectionsinthismanual  latory guidance also evolves over time. This list
that examiners may find particularly useful in isnot al inclusive.
the review of mortgage banking activities. Regu-

2010.0.1 Policy Statement on the Responsibility of Bank Holding Companies to Act as
Sources of Strength to Their Subsidiary Banks

2020.0-7 Intercompany Transactions

2050.0 Extensions of Credit to BHC Officials

2060.0—-.6 Management Information Systems

2065.2 Determining an Adequate Level for the Allowance for Loan and Lease Losses

2080.05 Bank Holding Company Funding and Liquidity

2080.0-3 BHC Funding Practices

2125.0 Trading Activities of Banking Organizations

2126.0 Nontrading Activities of Banking Organizations

2126.1 Investment Securities and End-User Derivatives Activities

2128.02 Asset Securitization

2130.0 Futures, Forward, and Option Contracts

2150.0 Repurchase Transactions

3070.0 Section 4(c)(8)—Mortgage Banking

3080.0 Section 4(c)(8)—Servicing Loans

4000 sections  Financial Analysis

4030.0.2 Nonbanks (Analysis of Financial Condition and Risk Assessment)

4070.0 BHC Rating System
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Section 4(c)(8) of the BHC Act

(Education-Financing Activities) Section 3073.
3073.0.1 EXPANDED STUDENT- ally to purchase student loans from eligible
LOAN-SERVICING ACTIVITIES lenders.

The proposed activities were regarded as bein

A bank holding company applied for the Board'sequivalent to the activities of a mortgage bank
approval under section 4(c)(8) of the Bank Hold{Nd subsidiary of a bank holding company,
ing Company Act (BHC Act) and section 225.232Uthorized under section 225.28(b)(1) of Regu
of Regulation Y to expand the student-loaniation Y, with respect to acquiring and servicing

servicing activities of its nonbank subsidiary.mortgage loans for institutional investors or in
The activities would consist of— connection with the secondary-mortgage mar

ket. The activities proposed and currently con

1. providing student-loan authorities (the authorgUCted by the applicant, to the extent that the

ity) with regular reports that include informa- were different from the services performed by

tion in the aggregate and by individual lend-2"Y institution that services loans for others

ers concerning the volume of loans bein were perceived as being different only in tha
serviced for the authority and the volume O%hey related to servicing student loans for
loans outstandina: governmental authority. Banks and their non.
i ) g,. bank subsidiaries generally provide compreher
2. preparing projections for approval by thesjye |oan-acquisition and -servicing “packages”
authority of student loans to be purchasegy, investors in mortgage and other loans. Th
and commitments to be issued in the futyrebank holding company’s nonbank subsidiary
based on the volume of loans being servicefas the nation’s largest servicer of studen
and commitments outstanding, consistentWitiyans and was thus particularly well equippec
the amount of funds available to the authoryq perform the proposed expanded services.
ity as the result of its sale of bonds; In addition to determining that the proposec
3. advising eligible lenders, borrowers, and otheactivities were closely related to banking to
interested parties of the authority’s studentapprove the application, the Board had to con
loan-purchase program, including the criteriaclude that the proposed activities would product
used by the authority in purchasing studenbenefits to the public that would outweigh any
loans and the extent to which the authoritypossible adverse effects, such as unsound bar
will be purchasing loans in the future basedng practices, unfair competition, conflicts of
on the availability of funds; and interests, or undue concentration of resource:
4. meeting regularly with the authority to adviseThe Board made that conclusion in addition tc
it of the nonbank subsidiary’s efforts in con-determining that the balance of public interes
nection with the student-loan activities. factors that it is required to consider under sec
tion 4(c)(8) of the BHC Act was favorable.

Under no circumstances would the nonbank:ccordingly, the application was approved on

subsidiary be authorized to bind the authority oPUly 1, 1985 (1985 FRB 725).
its bank trustee to commit to purchase or actu-
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(Servicing Loans) Section 3080.(

A bank holding company or its subsidiary maysidiary, should focus on adequacy of documen
engage in the activity of servicing loans or othetation and controls, and on the quality and mar
extensions of credit for either affiliated compaketability of the warehoused loans. The examine
nies or for persons or institutions not affiliatedshould obtain a past due report for the portfolic
with the holding company. The service willand note in the inspection report significant
often be carried on as an additional activity of aredits which are past due together with the
credit-extending subsidiary, such as a mortgageeriod of delinquency, the type of loan, and the
company, where the loan serviced was origiasset classification, if any. The nature of the
nated by the subsidiary and subsequently sold &ervicing business is such that the number ¢
an investor. A servicing company provides thegast dues should be small because loans a
collection vehicle through receipt and disburseenly warehoused for a short period of time until
ment of funds for investors who may not posthey can be sold to an investor. As a rule, a pas
sess the resources to accomplish the activitdue loan or a current loan which has been watre
The purpose of servicing is to keep a sound loahoused for more than several months is indica
in good standing for a passive investor. Theive of some problem with the credit. Each loan
servicing company’s remuneration is usuallyshould be evaluated to determine the reason
based upon a percentage of the outstanding bdlas not been sold.
ance of the loan. During periods of rising long-term interest
The traditional servicing arrangement arisesates, the warehouse portfolio becomes subje
from the normal business of a mortgage comto the risk that a loan may not be marketable
pany. The company grants extensions of credéxcept at a discount, because of its relativel
to qualified borrowers and subsequently packow yield. This affects both the servicer’s income
ages and sells these loans, normally withoutnd liquidity.
recourse, to individuals or institutional investors In the case of the parent company acting as
who contract the collection of the credit to theservicer, the inspection should also determin
mortgage company. The company may also puwhether the activity is being carried on under
chase mortgages or other extensions of credit ithe proper exemption. A bank holding company
the open market with the intention of resellingmay act as a servicer under section 4(c)(8) ¢
the credit and retaining the servicing or carthe Act or under the provisions of sections
simply purchase servicing portfolios (12 C.F.R4(a)(2) and/or 4(c)(1) of the Act. If carried on
225.132). The collection itself is basically aunder Section 4(a)(2) of the BHC Act, the hold-
bookkeeping function. ing company is limited to servicing loans only
Servicing loans for others is relatively risk-for its own account or its banking and nonbank:
free to the company when the credits are solthg subsidiaries. If carried under Section
without recourse to investors. A credit which4(c)(1)(C) of the BHC Act, the bank holding
has been sold with recourse represents an unuseaimpany is limited to servicing loans only for
circumstance and should, therefore, be reviewdts own account or its banking subsidiaries.
in detail. The serviced loans will generally be Finally, the income of the company should be
high quality mortgages which are in turn pur-subject to scrutiny. A servicing company should
chased from the company by passive investoifse a profitable business. The servicer receives
desiring a fixed rate of return on their fundsfee based upon a percentage of the outstandir
The risk to a servicing company lies in itsbalance of the loan. In the early years of the
portfolio of unsold loans, or its “warehouse.” payback period, the fee should significantly
The risk is two-fold: (1) the loan may not be ofexceed the cost of the service, and becaus
high enough quality to attract an investor so thainuch of the portfolio will be refinanced either
the servicing company will have to continue toprior to its maturity or prepaid, the fee income
carry the credit for its own account, and (2) theshould be sufficient to cover the servicer’s cos
loan was made at an interest rate which is beloplus profit. The reason for poor earnings in this
current market rates. In the latter case, the seactivity is generally either inefficiency in the
vicing company must either sell the loan at aollection area, failure to attain the breakever
discount or continue to hold the credit for itspoint of servicing volume, or the inability to
own account. In either case, the loan is treatetlirnover the warehouse portfolio often enougt
as an asset of the company and involves credivb maintain new fee generation. In the event tha
risk.

The inspection of a servicing company, or aHc Supervision Manual December 1992
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the servicer is unprofitable, the examiner should 2. To determine the level of exposure to
determine the reasons and clearly set them forttredit risk of loans held for the firm's own
in the inspection report. account.

The servicing arrangement is of a fiduciary 3. To determine if the firm’'s earnings are
nature and as such it gives rise to certain contirsufficient so as not to be a burden on the parent
gent liabilities. In the situation where the ser-or subsidiary bank.
vicer is not fully and properly discharging its
servicing responsibilities in accordance with the
servicing agreement, the holder of the service8080.0.2 INSPECTION PROCEDURES
notes might bring legal claims against the ser-
vicer. The inspection process should direct 1. Review the balance sheet to determine the
attention to this area including a review of thevolume of credits held for the firm’s own account
servicing agreement and verification that theand evaluate their asset quality.
servicer is fulfilling its obligations. Manage- 2. Review internal controls and evaluate their
ment should be reminded of the significant losadequacy.
exposure which can result from improper atten- 3. Review earnings and appraise the impact
tion to its fiduciary responsibilities. on the parent and bank subsidiaries.

4. Review servicing agreements and evaluate
the potential or contingent risks to which the
3080.0.1 INSPECTION OBJECTIVES firm is exposed in the event of failure by a
borrower to service its loan properly.

1. To determine that internal controls are 5. Determine whether mortgage servicing
adequate to administer effectively the servicingights are recorded as an asset and whether they
of the loan portfolio. are being amortized over the average life of the

loans being serviced.
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Section 4(c)(8) of the BHC Act (Asset-Management,
Asset-Servicing, and Collection Activities) Section 3084

A bank holding company may engage undeorders about providing asset-management se

contract with a third party in the managementyices were approved on March 25, 1991 (199:

servicing, and collectionof the types of assets FRB 331 and 334).

that an insured depository institution may origi-

nate and own. The company cannot engage in

real property management or real estate brokeB084.0.2 ASSET-MANAGEMENT

age services as part of these services. See Re@ERVICES FOR ASSETS

lation Y, section 225.28(b)(2)(vi). Provided belowORIGINATED BY NONFINANCIAL

are some initial historical examples of BoardNSTITUTIONS

orders that involve asset-management services

related to this nonbanking activity. The commit-Two bank holding companies (the applicants;

ments and conditions provided for within theapplied jointly for the Board’s approval under

Board orders should not be considered to bsection 4(c)(8) of the BHC Act to engage de

currently applicable. novo in collection-agency activities pursuant tc
Regulation Y through a joint venture. The Board
concluded that the collection activities were

3084.0.1 ASSET-MANAGEMENT permissible.

SERVICES TO CERTAIN The bank holding companies also applied fol
GOVERNMENTAL AGENCIES AND the Board’'s approval to engage in asset
UNAFFILIATED FINANCIAL management, asset-servicing, and collectio
INSTITUTIONS WITH TROUBLED activities through a nonbank of the joint venture
ASSETS located in New Jersey. The subsidiary woulc

provide asset-management services to the Res
Three bank holding companies (the applicantdution Trust Corporation (RTC) and the Federa
applied for the Board’s approval under sectiorDeposit Insurance Corporation (FDIC). It would
4(c)(8) of the BHC Act to engage de novo inalso provide these services to unaffiliated third
providing asset-managementservicestothe Regoarty investors that purchase pools of asset
lution Trust Corporation and the Federal Deposiassembled by the RTC or the FDIC. Under the
Insurance Corporation, and generally to unaffiliproposal, neither the applicants nor this non
ated financial institutions with troubled assetsbank subsidiary would acquire an ownershiy
The applicants committed to conduct thesénterest in the assets that they manage or in tt
activities under the same terms and conditionmstitutions for which they provide the asset-
as setout in 1988 FRB 771. management services. The applicants furthe
The commitments and conditions of this ordecommitted that they would not provide real
required that (1) the asset-management activproperty management or real estate brokerag
ties would be provided to the banks and savingservices as part of the proposed activities.
associations, (2) the applicant would obtain the The Board previously determined that, within
Board’'s approval before providing asset-certain parameters, providing asset-manageme
management services for pools of assets thaervices for assets originated by financial institu
were not originated or held by financial institu-tions (banks, savings associations, and crec
tions and their affiliates, (3) the applicant wouldunions) and their bank holding company affili-
cause its asset-management subsidiary to estadies is an activity closely related to banking (se
lish procedures to preserve the confidentiality 01991 FRB 331, 334 and section 3600.15.3). Th
information obtained in the course of providingapplicants proposed to conduct all asset
asset-management services, and (4) neither theanagement activities subject to the same cor
applicant nor its management subsidiary wouldlitions as in the Board orders previously cited.
take title to the assets managed by the asset-The applicants proposed to engage in asse
management subsidiary. management activities for assets originated b
The applications of these holding companiesonfinancial institutions as well as by financial
were approved by a Board order on Deceminstitutions. These assets include real estat
ber 24, 1990 (1991 FRB 124). Two additionalconsumer, and other loans; equipment lease
and extensions of credit. Assets of nonfinancis

o , institutions include pension funds, leasing com

1. Asset-management services include acting as agent in
the liquidation or sale of loans and collateral for loans, includ- .
ing real estate and other assets acquired through foreclosuPd1C Supervision Manual June 1999
or in satisfaction of debts previously contracted. Page 1




Section 4(c)(8)—(Asset-Management, Asset-Servicing, and Collection Activities) 3084.0

panies, finance companies, and investment comegardless of the originating entity. The Board
panies formed to engage in asset-managemealso determined that the proposal was consistent
activities. The managed assets would be limitedith the asset-management proposals approved
to the types of assets that financial institution# its prior orders. The Board concluded that the
have the authority to originate. The Board conapplicants’ proposed activities are closely related
cluded that the applicants would have the expeto banking and approved the order on December
tise to engage in managing these types of assefd,, 1992. (1993 FRB 131)
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