Section 4(c)(8) of the BHC Act (Mortgage Banking—Derivativ
Commitments to Originate and Sell Mortgage Loans) Section 307

3071.0.1 INTERAGENCY ADVISORY the application of FAS 133. Financial institu-
ON ACCOUNTING AND REPORTING tions, including those that aret required to file
FOR COMMITMENTS TO ORIGINATE reports with the Securities and Exchange Com
AND SELL MORTGAGE LOANS mission (SEC), are expected to follow the guid-
ance in SEC Staff Accounting Bulletin No. 105,
On May 3, 2005, the Federal Reserve and th#pplication of Accounting Principles to Loan
other federalfinancial institution regulatory agenCommitments” (SAB 105}
cies (the agencies) issued an Interagency A financial institution is expected to account
Advisory on Accounting and Reporting for Com-for and report derivative loan commitments anc
mitments to Originate and Sell Mortgageforward loan-sales commitments as derivative
Loans? (See SR-05-10.) in accordance with generally accepted accoun
The advisory provides guidance on the approng principles (GAAP), which include the use of
priate accounting and reporting for commit-valuation techniques that are reasonable ar
ments to— supportable in the determination of fair value.
An institution’s failure to account for and report
« originate mortgage loans that will beld for  derivative loan commitments and forward loan-

resale, and sales commitments in regulatory reports ir
« sell mortgage loans under mandatory-delivenaccordance with GAAP may be an unsafe ani
and best-efforts contracts. unsound practice.

Commitments to originate mortgage loans
that will be held for resale are derivatives and3071.0.1.1 Accounting and Reporting
must be accounted for at fair value on the bal:

ance sheet by the issuer. All loan-sales agreg-on'o'l'l'l Accounting Policies

e, nludng bt mandatoy delver) anetanaged fiancil nsiuions e wri-
mine whether the ag;reements meet the defir?t-en and consistently applied accounting policie
tion of a derivative under Statement of Financia[ﬁ;tc\zm?grﬁglgtioﬁore%g?én:;% gﬂéﬂargﬁrtlgggz
Accounting Standards No. 133, “Accounting for o g

Derivative Instruments and Hedging Activities,” loans under mandatory-delivery and best-effort

as amended by Statement of Financial AccounEom.raCtS’ including approved valuation method
ologies and procedures to formally approve

ing Standards NQ' 1.49’ Amendment of State'(:hanges to those methodologies. The metho
ment 133 on Derivative Instruments and Hedg-, . -
. A . ologies should be reasonable, objectively sur
ing Activities” (collectively, FAS 133). A orted, and fully documented. Procedural disci
financial institution should also account for loan’ ! Y :

sales agreements that meet the definition of %Ilne and consistency are key concepts in an

derivative at fair value on the balance sheet. valuation-measurement technique. Institution

The advisory discusses the characteristics thgﬂgg{ﬁ,eer?ﬁg;e etgzgért‘t?;c?elvsog:rgjai'tnC;l:g'ri]ﬁ
should be considered in determining whethef P '

. lace to provide integrity to the valuation pro-
mandatory-delivery and best-efforts COmraCtgess. Institutions’ practices should, therefore

are derivatives and the accounting and regu"”}éflect these concepts to ensure the reliability o

:grgr{geiﬁg:gnrgg:%?geeg afr?sr t%cf;tthwﬁlcl) rgé“#;?g?é?their valuations of derivative loan commitments
np forward loan-sales commitments.

resale and those loan-sales agreements that mée

the definition of a derivative. The advisory also

addresses the guidance that should be consigx R

ered in determining the fair value of derivatives.gon'o.'tl'l'zt Derivative Loan
The advisory provides additional guidance or?Omml ments

I A financial institution should account for deriva-
1. The agencies are the Board of Governors of the Federal
Reserve System, the Federal Deposit Insurance Corporation,3  staff accounting bulletins (SABs) summarize the views
the National Credit Union Administration, the Office of the of the SEC's staff regarding the application of generally
Comptroller of the Currency, and the Office of Thrift Supervi- accepted accounting principles.
sion.
2. The guidance in the interagency advisory is also in-
tended to apply to financial-statement reporting by bank holdBHC Supervision Manual January 2006
ing companies. Page 1
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tive loan commitments at fair value on the bal-
ance sheet, regardless of the manner in which
the intended sale of the mortgage loans will be
executed (e.g., under a best-efforts contract, a
mandatory-delivery contract, or the ingtitution’s
own securitization). An institution should report
each fixed, adjustable, and floating derivative
loan commitment as an “ other asset” or an
“ other liability” intheir regulatory reports based
upon whether the individual commitment has a
positive (asset) or negative (liability) fair value.

With respect to floating derivative loan com-
mitments, because the interest rate on such a
commitment “fl oats” on a daily basis with mar-
ket interest rates, the fair value of a floating
derivative loan commitment approximates zero
as long as the creditworthiness of the borrower
has not changed. However, as with other deriva-
tiveloan commitments, an institution must report
the entire gross notional amount of floating
derivative loan commitments in its regulatory
reports.

Commitments to originate mortgage loans
that will be held for investment purposes and
commitments to originate other types of loans
are not within the scope of FAS 133 and, there-
fore, are not accounted for as derivatives.> An
institution should report the unused portion of
these types of commitments, which are not con-
sidered derivatives, as “ unused commitments’
in its regulatory reports.

3071.0.1.1.3 Forward Loan-Sales
Commitments

A financial institution should account for for-
ward loan-salescommitmentsfor mortgageloans
as derivatives at fair value on the balance sheet.
Each forward |oan-sales commitment should be
reported as an “ other asset” or an “ other liabil-
ity” based upon whether the individual commit-
ment has a positive (asset) or negative (liability)
fair value.®

4. When preparing Reports of Condition and Income (Call
Reports) and the Consolidated Financia Statements for Bank
Holding Companies (BHC reports), fixed, adjustable, and
floating derivative loan commitments should not be reported
as unused commitments in Schedule RC-L, Derivatives and
Off-Balance Sheet Items (Schedule HC-1 for bank holding
companies), because such commitments are to be reported as
derivativesin this schedule.

5. See FAS 133, paragraph 10(i).

6. Regardless of whether the underlying mortgage loans
will be held for investment or for resale, commitments to
purchase mortgage loans from third parties under either
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3071.0.1.1.4 Netting of Contracts

For balance-sheet-presentation purposes, FAS
133 does not provide specific guidance on
financial-statement presentation.” A financial
institution may not offset derivatives with nega-
tive fair values (liabilities) against those with
positive fair values (assets), unless the criteria
for “netting” under GAAP have been sdtis-
fied.8 In addition, an institution may not offset
the fair value of forward loan-sales commit-
ments against the fair value of derivative loan
commitments (the pipeline) or mortgage loans
held for sale (warehouse loans). Rather, forward
loan-sales commitments must be accounted for
separately at fair value, and warehouse loans
must be accounted for at the lower of cost or fair
value (commonly referred to as “LOCOM” )
with certain adjustments to the cost basis of the
loans if hedge accounting is applied.

3071.0.1.1.5 Hedge Accounting

A financia ingtitution should follow the guid-
ance in FAS 133 when applying hedge account-
ing to its mortgage banking activities. If the
FAS 133 qualifying criteria are met, an ingtitu-
tion may apply—

« fair-value hedge accounting in a hedging
relationship between forward loan-sales com-
mitments (the hedging instrument) and fixed-
rate warehouse loans (the hedged item), or

« cash-flow hedge accounting in a hedging
relationship between forward |oan-sales com-

mandatory-delivery contracts or best-efforts contracts are
derivatives if, upon evaluation, the contracts meet the defini-
tion of a derivative under FAS 133. An institution should
report its loan-purchase commitments that meet the definition
of aderivative at fair value on the balance sheet.

7. That is, FAS 133 does not provide specific guidance
where, in the financial statements, the fair value of derivatives
or the changes in the fair value of derivatives should be
classified and presented on the financia statement.

8. When an ingtitution has two (or more) derivatives with
the same counterparty, contracts with positive fair values and
negative fair values may be netted if the conditions set forth in
FASB Interpretation No. 39, “ Offsetting of Amounts Related
to Certain Contracts” (FIN 39), are met. Those conditions are
asfollows: (1) each of the parties owes the other determinable
amounts; (2) the reporting party has the right to set off the
amount owed with the amount owed by the other party;
(3) the reporting party intends to set off; and (4) the right of
setoff is enforceable at law. In addition, without regard to the
third condition, fair-value amounts recognized for derivative
contracts executed with the same counterparty under a master
netting arrangement may be offset.

9. See Statement of Financial Accounting Standards No.
65, “Accounting for Certain Mortgage Banking Activities”
(FAS 65), paragraph 4.
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mitments (the hedging instrument) and the
forecasted sale of the warehouse loans and/or
the loans to be originated under derivative
loan  commitments (the forecasted
transaction).10

If afinancial ingtitution does not apply hedge
accounting, either because the FAS 133 hedge
criteriaare not met or the institution chooses not
to apply hedge accounting, forward loan-sales
commitments should be treated as nonhedging
derivatives. If hedge accounting is not applied,
an ingtitution will account for its warehouse
loans at the lower of cost or fair value. Because
nonhedging forward loan-sales commitments
are accounted for at fair value through earnings,
such an approach causes volatility in reported
earnings if the fair value of the warehouse loans
increases above their cost basis. In this situa
tion, the volatility is a result of recognizing the
full amount of any decline in the fair value of
the forward loan-sales commitments in earnings
while not adjusting the carrying amount of the
warehouse loans above their cost basis.

3071.0.1.1.6 Income-Satement Effect

Unless cash-flow hedge accounting is applied, a
financia institution should include the periodic
changes in the fair value of derivative loan
commitments and forward loan-sales commit-
ments in current-period earnings. An institution
should report these changes in fair value in
either “ other non-interest income” or “ other
non-interest expense,” but not as trading rev-
enue, in their regulatory reports. However, an
institution’s decision as to whether to report the
changes in fair value in its regulatory reportsin
an income or expense line item should be con-
sistent with its presentation of these changes in
its general-purpose external financial statements
(including audited financial statements)* and
should be consistent from period to period.

3071.0.1.2 Valuation
3071.0.1.2.1 Fair Value

FAS 133 indicates that the guidance in State-
ment of Financial Accounting Standards No.
107, “ Disclosures About Fair Vaue of Finan-
cia Instruments” (FAS 107), should be fol-

10. See FAS 133, paragraphs 20-21, and related FAS 133
guidance for hedging instruments, hedged items, and fore-
casted transactions that qualify for fair-value and cash-flow
hedge accounting.

11. Seefootnote 7.

lowed in determining the fair value of deriva-
tives.22 That guidanceprovidesthat quoted market
prices are the best evidence of the fair value of
financial instruments. However, when quoted
market prices are not available, which is typi-
caly the case for derivative loan commitments
and forward loan-sales commitments, estimates
of fair value should be based on the best infor-
mation availablein the circumstances (e.g., valu-
ation techniques based on estimated expected
future cash flows). When expected future cash
flows are used, they should be the institution’s
best estimate based on reasonable and support-
able assumptions and projections.

Estimates of fair value should consider prices
for similar assets or similar liabilities and the
results of valuation techniques to the extent
available in the circumstances. In the absence of
(1) quoted market prices in an active market,
(2) observable prices of other current market
transactions, or (3) other observable data sup-
porting a valuation technique, the transaction
price represents the best information available
with which to estimate fair value at the incep-
tion of an arrangement.

A financia institution should not recognize
an unrealized gain or loss at inception of a
derivative instrument unless the fair value of
that instrument is obtained from a quoted mar-
ket price in an active market or is otherwise
evidenced by comparison to other observable
current market transactions or based on a valua-
tion technique incorporating observable market
data.13 Based on this guidance, derivative loan
commitments generally would have a zero fair
value at inception.’* However, subsequent
changes in the fair value of a derivative loan
commitment must be recognized in financia
statements and regulatory reports (e.g., changes
in fair value attributable to changes in market
interest rates).

When estimating the fair value of derivative
loan commitments and those best-efforts con-
tracts that meet the definition of a derivative, a

12. See FAS 133, paragraph 17.

13. See footnote 3 in Emerging Issues Task Force Issue
No. 02-3 (EITF 02-3), “Issues Involved in Accounting for
Derivative Contracts Held for Trading Purposes and Contracts
Involved in Energy Trading and Risk Management Activi-
ties”

14. If a potentia borrower pays the lender a fee upon
entering into a derivative loan commitment (e.g., a rate-lock
fee), there is a transaction price, and the lender should recog-
nize the derivative loan commitment as a liability at inception
using an amount equal to the fee charged to the potential
borrower.
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financial institution should consider predicted
“ pull-through” (or, conversely, “ falout”) rates.
A pull-through rate is the probability that a
derivativeloan commitment will ultimately result
in an originated loan. Some factors that may be
considered in arriving at appropriate pull-
through rates include (but are not limited to) the
origination channel (which may be either inter-
nal [retail] or external [wholesale or correspon-
dent, to the extent the institution rather than the
correspondent closes the loan]),s current mort-
gage interest rates in the market versus the
interest rate incorporated in the derivative loan
commitment, the purpose of the mortgage (pur-
chase versus refinancing), the stage of comple-
tion of the underlying application and under-
writing process, and the time remaining until the
expiration of the derivative loan commitment.
Estimates of pull-through rates should be based
on historical information for each type of loan
product adjusted for potential changesin market
interest rates that may affect the percentage of
loans that will close. An ingtitution should not
consider the pull-through rate when reporting
the notional amount of derivative loan commit-
ments in regulatory reports but, rather, must
report the entire gross notional amount.

3071.0.1.2.2 SAB 105

In March 2004, the SEC issued SAB 105 to
provide guidance on the proper accounting and
disclosures for derivative loan commitments.
SAB 105 is effective for derivative loan com-
mitments entered into after March 31, 2004.
SAB 105 indicates that the expected future cash
flows related to the associated servicing of loans
should not be considered in recognizing deriva-
tive loan commitments. Incorporating expected
future cash flows related to the associated ser-
vicing of the loan essentially results in the
immediate recognition of a servicing asset. Ser-
vicing assets should only be recognized when
the servicing asset has been contractually sepa-
rated from the underlying loan by sale or securi-
tization of the loan with servicing retained.16

15. If aninstitution commits to purchase aloan that will be
closed by a correspondent in the correspondent’s name, the
ingtitution would have a loan-purchase commitment rather
than a derivative loan commitment. See footnote 6.

16. See Statement of Financial Accounting Standards No.
140 (FAS 140), “Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities” para-
graph 61.
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Further, no other internally developed intangible
assets (such as customer-relationship intangible
assets) should be recognized as part of deriva
tive loan commitments. Recognition of such
assets would only be appropriate in a third-party
transaction (for example, the purchase of a
derivative loan commitment either individually,
in aportfolio, or in a business combination).

3071.0.1.3 Standard-Setter Activities

Financial ingtitutions should be aware that the
SEC or the Financial Accounting Standards
Board (FASB) may issue additional fair-value,
measurement, or recognition guidance in the
future (e.g., a fair-value measurement state-
ment). To the extent that additional guidance is
issued, institutions must also consider the guid-
ance in developing fair-value-estimate method-
ologies for derivative loan commitments and
forward loan-sales commitments as well as mea-
suring and recognizing such derivatives.

3071.0.1.4 Changes in Accounting for
Derivative Loan Commitments and
Loan-Sales Agreements

Financial institutions should follow Accounting
Principles Board Opinion No. 20 (APB 20),
“Accounting Changes,” 17 if a change in their
accounting for derivative loan commitments,
best-effortscontracts, or mandatory-delivery con-
tractsis necessary. APB 20 defines various types
of accounting changes and addresses the report-
ing of corrections of errors in previously issued
financial statements. APB 20 states, “ Errorsin
financial statements result from mathematical
mistakes, mistakesin the application of account-
ing principles, or oversight or misuse of facts
that existed at the time the financial statements
were prepared.”

For regulatory reporting purposes, a financial
institution must determine whether the reason
for a change in its accounting meets the APB 20
definition of an accounting error. If the reason
for the change meets this definition, the error
should be reported as a prior-period adjustment
if the amount is materia. Otherwise, the effect
of the correction of the error should be reported
in current earnings.

If the effect of the correction of the error is

17. Effective December 15, 2005, APB 20 will be replaced
by FASB Statement No. 154, “ Accounting Changes and Error
Corrections—A Replacement of APB Opinion No. 20 and
FASB Statement No. 3.
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material, a financial institution should also con-
sult with its primary federal regulatory agency
to determine whether any of its prior regulatory
reports should be amended. If amended regula-
tory reports are not required, the institution
should report the effect of the correction of the
error on prior years earnings, net of applicable
taxes, asan adjustment to the previously reported
beginning balance of equity capital. For the Call
Report, the institution should report the amount
of the adjustment in Schedule RI-A, item 2,
“ Restatements due to corrections of material
accounting errors and changes in accounting
principles,” with an explanation in Schedule
RI-E, item 4.

The effect of the correction of the error on
income and expenses since the beginning of the
year in which the error is corrected should be
reflected in each affected income and expense
account on a year-to-date basis beginning in the
next quarterly income statement (Call Report) to
befiled and not as adirect adjustment to retained
earnings.

3071.0.1.5 Definitions of Terms Used in
the Advisory

3071.0.1.5.1 Derivative Loan
Commitment

The term derivative loan commitment refersto a
lender’'s commitment to originate a mortgage
loan that will be held for resale. Notwithstand-
ing the characteristics of aderivative set forth in
FAS 133, these commitments to originate mort-
gage loans must be accounted for as derivatives
by the issuer under FAS 133 and include, but
are not limited to, those commonly referred to
as interest-rate-lock commitments.

In a derivative loan commitment, the lender
agrees to extend credit to a borrower under
certain specified terms and conditions in which
the interest rate and the maximum amount of the
loan!8 are set prior to or at funding. Under the
agreement, the lender commits to lend funds to
a potentia borrower (subject to the lender's
approva of the loan) on a fixed- or adjustable-
rate basis, regardless of whether interest rates
change in the market, or on afloating-rate basis.
In a typica derivative loan commitment, the
borrower can choose to—

18. In accordance with the “ Background Information and
Basis for Conclusions” in Statement of Financial Accounting
Standards No. 149 (FAS 149), the notional amount of a
derivative loan commitment is the maximum amount of the
borrowing. See FAS 149, paragraph A27.

“lock in” the current market rate for a fixed-
rate loan (i.e, a fixed derivative loan
commitment),

e “lock in" the current market rate for an
adjustable-rate loan that has a specified for-
mulafor determining when and how the inter-
est rate will adjust (i.e., an adjustable deriva-
tive loan commitment), or

wait until a future date to set the interest rate
and dlow the interest rate to “fl oat” with
market interest rates until therateisset (i.e., a
floating derivative loan commitment).

Derivative loan commitments vary in term and
expire after a specified time period (e.g., 60
days after the commitment date). Additionally,
derivative loan commitments generally do not
bind the potential borrower to obtain the loan,
nor do they guaranteethat the lender will approve
the loan once the creditworthiness of the poten-
tia borrower has been determined.

3071.0.1.5.2 Forward Loan-Sales
Commitment

The term forward loan-sales commitment refers
to either (1) a mandatory-delivery contract or
(2) a best-efforts contract that, upon evaluation
under FAS 133, meets the definition of a
derivative.

3071.0.1.5.3 Mandatory-Delivery
Contract

A mandatory-delivery contract is a loan-sales
agreement in which a financia institution com-
mits to deliver a certain principal amount of
mortgage loans to an investor at a specified
price on or before a specified date. If the institu-
tion fails to deliver the amount of mortgages
necessary to fulfill the commitment by the speci-
fied date, it is obligated to pay a “ pair-off” fee,
based on then-current market prices, to the
investor to compensate the investor for the short-
fall. Variance from the originally committed
principal amount is usually permitted, but typi-
cally may not exceed 10 percent of the commit-
ted amount.

All loan-sales agreements must be evaluated
to determine whether they meet the definition of
a derivative under FAS 133.2° A mandatory-

19. See FAS 133, paragraph 6, for the characteristics of a
financial instrument or other contract that meets the definition
of aderivative.
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delivery contract has a specified underlying (the
contractually specified price for the loans) and
notional amount (the committed loan-principal
amount), and requires little or no initia net
investment. Additionally, a mandatory-delivery
contract requires or permits net settlement or the
equivalent thereof as the ingtitution is obligated
under the contract to either deliver mortgage
loans or pay a pair-off fee (based on the then-
current market prices) on any shortfall on the
delivery of the committed | oan-principa amount.
Since the option to pay a pair-off fee accom-
plishes net settlement, it is irrelevant as to
whether the mortgage loans to be delivered are
considered readily convertible to cash.2° Based
on these characteristics, a mandatory-delivery
contract meets the definition of a derivative at
thetimeaninstitution entersintothecommitment.

3071.0.1.5.4 Best-Efforts Contract

The term best-efforts contract refers to a loan-
sales agreement in which a financial institution
commits to deliver an individual mortgage loan
of a specified principal amount and quality to an
investor if the loan to the underlying borrower
closes. Generally, the price the investor will pay
the seller for an individual loan is specified prior
to the loan being funded (e.g., on the same day
the lender commits to lend funds to a potential
borrower). A best-efforts contract that has all of
the following characteristics would meet the
definition of aderivative:

« an underlying (e.g., the price the investor will
pay the seller for an individual loan is speci-
fied in the contract)

anotional amount (e.g., the contract specifies
the principal amount of the loan as an exact
dollar amount or as a principal range with a
determinable maximum amount)2t
requireslittle or noinitial net investment (e.g.,
no fees are exchanged between the seller and
investor upon entering into the agreement, or
a fee that is similar to a premium on other
option-type contracts is exchanged)
reguiresor permitsnet settlement or theequiva-

3

.

20. See FAS 133, paragraph 57(c)(1), for a description of
contracts that have terms that implicitly or explicitly require
or permit net settlement.

21. The use of amaximum amount as the notional amount
of a best-efforts contract is consistent with the loan-
commitment discussion in the “ Background Information and
Basis for Conclusions” in FAS 149. See FAS 149, paragraph
A27.
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lent thereof (for example, the seller is contrac-
tually obligated to either (1) deliver the loan
to the investor if the loan closes or (2) pay a
pair-off fee, based on then-current market
prices, to the investor to compensate the in-
vestor if the loan closes and is not delivered.
Since the option to pay a pair-off fee accom-
plishes net settlement, it is irrelevant as to
whether the loan to be delivered is considered
readily convertible to cash.).

3071.0.1.5.5 Master Agreement

A financia ingtitution may enter into one of
severa types of arrangements with an investor
to govern the relationship between the institu-
tion and the investor and set the parameters
under which the institution will deliver indi-
vidual mortgage loans through separate best-
efforts contracts. Such an arrangement might
include, for example, a master agreement or an
umbrella contract. These arrangements may
specify an overall maximum principal amount
of mortgage loansthat the institution may deliver
to the investor during a specified time period,
but generally they do not specify the price the
investor will pay for individual loans. Further,
while these arrangements may include pair-off-
fee provisions for loans to be sold under indi-
vidual best-efforts contracts covered by the
arrangements, the seller is neither contractually
obligated to deliver the amount of mortgages
necessary tofulfill themaximum principal amount
specified in the arrangement nor required to pay
a pair-off fee on any shortfall. Because these
arrangements generaly either do not have a
specified underlying or determinable notional
amount or do not require or permit net settle-
ment or the equivalent thereof, the arrangements
typically do not meet the definition of a deriva
tive. As discussed above, an individual best-
efforts contract governed by one of these
arrangements may, however, meet the definition
of aderivative.

As the terms of individual best-efforts con-
tracts and master agreements or umbrella con-
tracts vary, afinancial institution must carefully
evaluate such contracts to determine whether
the contracts meet the definition of a derivative
in FAS 133.
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3071.0.1.6 Example of the Accounting
for Commitments to Originate and Sell
Mortgage L oans??

3071.0.1.6.1 ABC Mortgage Financial
Ingtitution (Best-Efforts Contracts and No
Application of Fair-Value Hedge
Accounting)

The following simplified example was devel-
oped to provide afinancial ingtitution that has a
limited number of derivative loan commitments
genera guidance on one approach that may be
used to value such commitments.23 This exam-
ple aso illustrates the regulatory reporting
requirements for derivative loan commitments
and forward |oan-sales commitments.

The guidance in this example is for illustra-
tive purposes only, asthere are several ways that
a financia ingtitution might estimate the fair
value of its derivative loan commitments. A
second approach to valuing derivative loan com-
mitments is described in Derivative Loan Com-
mitments Task Force Illustrative Disclosures on
Derivative Loan Commitments, a practice aid
developed by staff of the American Institute of
Certified Public Accountants (AICPA) and a
task force comprising representatives from the
financial services, mortgage banking, and public
accounting communities.24 As indicated in the
body of the interagency advisory, a financial
institution must consider the guidance in FAS
133, FAS 107, EITF 02-3, and SAB 105 in
measuring and recognizing derivative loan com-
mitments and forward loan-sales commitments.
In addition, an institution should be aware that
the SEC or FASB may issue additional guidance
in the future that may alter certain aspects of
this example.

3071.0.1.6.1.1 Background

ABC Mortgage Financial Institution (ABC) en-
ters into fixed, adjustable, and floating deriva-

22. This example uses the definitions and concepts pre-
sented in the body of the Interagency Advisory on Accounting
and Reporting for Commitments to Originate and Sell Mort-
gage Loans (the interagency advisory). Refer to the inter-
agency advisory for clarification of the terms and concepts
used in this example.

23. Estimating fair values when quoted market prices are
unavailable requires considerable judgment. Valuation tech-
niques using simplified assumptions may sometimes be used
(with appropriate disclosure in the financial statements) to
provide a reliable estimate of fair value at a reasonable cost.
See FAS 107, paragraphs 60-61.

24. Thepracticeaidisavailableat www.aicpa.org/download/
members/div/acctstd/Iustrative_Disclosure_on_Derivative_
Loan_Commitments.pdf.

tive loan commitments to originate mortgage
loans that it intends to sell. The institution
accounts for the commitments as derivative
financial instruments as required under FAS
133.

ABC enters into best-efforts contracts with a
mortgage investor under which it commits to
deliver certain loans that it expects to originate
under derivative loan commitments (i.e., the
pipeline) and loans that it has already originated
and currently holds for sale (i.e., warehouse
loans). ABC and the mortgage investor agree on
the price that the investor will pay ABC for an
individual loan with a specified principal amount
prior to the loan being funded. Once the price
that the mortgage investor will pay ABC for an
individual loan and the notional amount of the
loan are specified, and ABC is obligated to
deliver the loan to the investor if the loan closes,
the contract represents aforward loan-sal es com-
mitment. Under FAS 133, ABC accounts for
these forward loan-sales commitments as
derivative financial instruments.

On December 31 of agiven year, the notional
amounts of ABC's mortgage banking derivative
loan commitments and forward loan-sales com-
mitments are as follows:

Table 1—Notional Amounts of Derivative
Loan Commitments and Forward
Loan-Sales Commitments

Notional
amount
Derivative loan
commitments
Fixed-rate $ 8,500,000
commitments
Adjustable-rate
commitments 1,500,000
Floating-rate 2,000,000
commitments -
Total derivative loan
commitments $12,000,000[A]

25. Alphareferencesin table 1 and the text of this example

refer to the “ Reference” column in table 3.

BHC Supervision Manual January 2006
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Table 1—continued

Notional
amount
Forward loan-sales
commitments
Pipeline loan $12,000,000
commitments
Warehouse loan
commitments

8,000,000
Total forward loan-
sales commitments $20,000,000[B]

Market interest rates have changed through-
out the time period that ABC's derivative loan
commitments and forward loan-sales commit-
ments have been outstanding. Some of the fixed-
rate commitments are at rates above current
market rates while others are at rates at or below
current market rates. All of ABC's adjustable-
rate commitments are at rates below current
market rates.

Based on its past experience, ABC estimates
a pull-through rate of 70 percent on its fixed-
rate commitments for which the locked-in rate
is above current market rates (i.e., 70 percent of
the commitments will actually result in loan
originations) and a pull-through rate of 85 per-
cent for its fixed-rate commitments for which
the locked-in rate is at or below current market
rates. ABC also estimates a pull-through rate of
85 percent for all of its adjustable-rate commit-
ments that are below market rates.

The pull-through-rate assumptions in this
example have been simplified for illustrative
purposes. In determining appropriate pull-
through rates, a financial institution must con-
sider all factors that affect the probability that
derivative loan commitments will ultimately
result in originated loans. Therefore, an ingtitu-
tion is expected to have more granularity (i.e.,
stratification) in its application of pull-through-
rate assumptions to its derivative loan
commitments.

3071.0.1.6.1.2 Discussion of ABC's Approach
to Valuing Derivative Loan Commitments and
Forward Loan-Sales Commitments

ABC estimates the fair value of its derivative
loan commitments using the best information

BHC Supervision Manual
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available in the circumstances because quoted
market prices are not available. In this case,
ABC uses valuation techniques that take into
account current secondary-market loan pricing
information.26 ABC had noted the appropriate
reference price for the underlying loans on the
day that each derivative loan commitment was
given to a borrower, and assigned an initia fair
value of zero to each loan commitment consis-
tent with the guidance in SAB 105 and EITF
02-3. At the end of the month, ABC compares
the current reference price of each underlying
loan with its initia reference price and calcu-
lates the price difference. ABC then calculates
the fair value of these derivatives by multiply-
ing the price difference by the estimated pull-
through rate. This approach is illustrated in
table 2.

As illustrated in table 2, ABC excludes time
value from its fair-value-estimate methodology
due to the short-term nature of the derivative
loan commitments. As the exclusion of time
value is not appropriate for al fair-value esti-
mates, an institution must consider the terms of
its specific agreements in determining an appro-
priate estimation methodol ogy.

In the example in table 2, ABC estimated the
initial reference price of the underlying loan to
be originated under the commitment, excluding
the value of the associated servicing rights, to be
$100,000. That is, at the date it entered into the
fixed derivative loan commitment with the bor-
rower, ABC estimated it would receive $100,000,
excluding the value of the associated servicing
rights, if the underlying loan was funded and
soldinthe secondary market on that day. Because
this amount is equal to the notional amount of
the loan, ABC would not experience a gain or
loss on the sale of the underlying loan (before
considering the effect of the loan-origination
fees and costs associated with the loan). As
such, the fair value of this derivative loan com-
mitment would be zero, and there would not be
any unrealized gain or loss at the inception of
the derivative loan commitment. This may not
be true for all derivative loan commitments.

ABC defers all unrealized gains and losses at
the inception of its derivative loan commitments
until the underlying loans are sold. ABC's pol-
icy is based on the short-term nature of its

26. In general, source data for secondary-market loan-
pricing information may include, for example, quotations
from rate sheets; brokers; or electronic systems such as those
provided by third-party vendors, market makers, or mortgage
loan investors. When secondary-market loan-pricing informa-
tion that includes the value of servicing rights is used, the fair
value of the derivative loan commitments ultimately must
exclude any value attributable to servicing rights.
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Table 2—ABC’s Calculation of the Fair Value of Derivative Loan Commitments: An
Example of a Fixed Derivative Loan Commitment for Which the Locked-In Rate Is

Above the Current Market Rate*

Initial reference  Current reference

price of loan price of loan
to be to be
originated under  originated under
Notional ~ commitment— commitment— Fair value of
amount excluding excluding Pull- derivative
of servicing servicing Price  through loan
loan rights rights difference rate commitment
) @) ©) [®)-Q] @4  [3-(21x4
$100,000 $100,000 $100,500 $500 70% $350

* The example in this table presents the fair-value calculation for one derivative loan commitment. The fair value of this
derivative, which is positive, would be added to all the other derivative loan commitments with positive fair values. Netting
derivatives with positive fair values (assets) against derivatives with negative fair values (liabilities) is not permitted unless the

conditions stipulated in FIN 39 are met. Refer to footnote 8.

derivative loan commitments and was adopted
in order to not accelerate the timing of gain
recognition. As this practice may not be appro-
priate for all derivative loan commitments or
other derivatives initialy accounted for under
EITF 02-3, and due to the lack of authoritative
guidance in this area, an institution should con-
sult with its accounting advisers concerning the
appropriateaccountingfor itsspecific agreements.

After applying the methodology described
above to individual derivative loan commit-
ments, ABC aggregates the fair values of the
derivative loan commitments by type (i.e., fixed,
adjustable, and floating) and by whether the
commitments have above-, at-, or below-market
rates. The fair values of the fixed derivative loan
commitments with above-market rates, adjusted
for theappropriatepull-throughrate, total $21,000
[C], which represents an asset. The aggregate
fair value of the fixed derivative loan commit-
mentsthat haveat- or bel ow-market rates, adjusted
for the appropriate pull-through rate, sums to
($31,000) [D], which represents a liability. For
the adjustable derivative loan commitments, the
aggregate fair value, adjusted for the pull-
through rate, is approximately ($2,000) [E],
which is aso a liability. The fair value of the
floating derivative loan commitments
approximates zero.

ABC also estimates the fair value of its for-
ward |oan-sales commitments outstanding at the
end of the month using a similar methodol ogy
as that described above. Based upon this infor-
mation, ABC determines that the estimated fair
vaue of the forward loan-sales commitments
related to its derivative loan commitments and

warehouse loans with above-market rates is
approximately ($45,000) [F], which represents a
liability, because current market interest rates
for comparable mortgage loans are lower than
theratesin effect when the derivative loan com-
mitments were initiated. (Consequently, current
offered delivery prices for similar commitments
are greater than the delivery prices of ABC's
existing forward | oan-salescommitments. There-
fore, the change in the fair value of ABC's
forward | oan-sales commitments since they were
entered into represents aloss.) The fair value of
ABC's forward loan-sales commitments related
to its derivative loan commitments and ware-
house loans with at- or below-market rates is
estimated to be $50,000, which is an asset.2”

3071.0.1.6.1.3 Regulatory Reporting

The following table illustrates the regulatory
reporting requirements for the derivative-related
dollar amounts cited in the example.
Asillustrated in table 3, depending upon par-
ticular market circumstances, individua deriva-
tive loan commitments and forward loan-sales

27. The absolute value of the fair vaue of the forward
|oan-sales commitments is greater than the absolute vaue of
the fair value of the related derivative loan commitments
because the forward loan-sales commitments also apply to,
and act as an economic hedge of, ABC's warehouse loans.
ABC accounts for its warehouse loans at the lower of cost or
fair value in accordance with FAS 65. In this example, ABC
does not apply hedge accounting to its warehouse loans.

BHC Supervision Manual January 2006
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Table 3—Regulatory Reporting Implications for Derivative Loan Commitments and

Forward Loan-Sales Commitments

Amount  Reference
Derivative loan commitments
Notional amount of “ over-the-counter written options” 286 $12,000,000 [A]
Derivatives with a positive fair value held for purposes
other than trading (asset) $21,000 [C]
Derivatives with a negative fair value held for purposes
other than trading (liability) $33,000 [D+E]

Forward |oan-sales commitments
Notiona amount of “ forward contracts”

$20,000,000  [B]

Derivatives with a positive fair value held for purposes

other than trading (asset) $50,000 [G]
Derivatives with a negative fair value held for purposes

other than trading (liability) $45,000 [F]
Derivative loan commitments and forward loan-sales

commitments
Total notional amount of derivative contracts held for

purposes other than trading $32,000,000 [A +B]

commitments may have either positive or nega- accounted for and reported—

tive fair values, which ABC properly reports
gross as assets or liabilities on its balance sheet.
In addition, for regulatory reporting purposes,
ABC consistently reports the periodic changes
in the fair value of its derivative contracts in
“ other non-interest expense” initsincome state-
ment. Alternatively, ABC could have chosen to
consistently report these fair-value changes in
“ other non-interest income” in its regulatory
reports.

3071.0.2 INSPECTION OBJECTIVE

1. To find out if the bank holding company
accounted for and reported the following
transactions at their fair value: (1) its com-
mitments to originate mortgage loans that
were held for resale (derivatives) and (2) its
loan-sales agreements that are derivatives. If
so, ascertain if these transactions were

28. Because derivative loan commitments are in certain
respects similar to options, they are reported with “ over-the-
counter written options” for regulatory reporting purposes.

BHC Supervision Manual
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a. in accordance with the instructions for the
BHC reports (for example, the FR Y-9C);
GAAP; and SR-05-10 and its attached
May 3, 2005, Interagency Advisory on
Accounting and Reporting for Commit-
ments to Originate and Sell Mortgage
Loans and

b. based on reasonable and supportable valu-
ation techniques as prescribed by the May
3, 2005, interagency advisory.

3071.0.3 INSPECTION PROCEDURES

1. Determine whether the bank holding com-
pany has written and consistently applied
accounting policies to its commitments to
(1) originate mortgage loans that were held
for resale and (2) sell mortgage loans under
mandatory-delivery and best-effortscontracts.

2. Find out if the bank holding company has
developed and uses approved valuation meth-
odologies and procedures to obtain formal
approval for changes to those methodol ogies.
a. Ascertain whether the valuation method-

ologies are reasonable, objectively sup-
ported, and fully documented.
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b. Determine if the bank holding company
has interna controls, including an effec-
tive independent review or audit, in place
that give integrity to the valuation process.

3. If the bank holding company issues fixed-,

adjustable-, and floating-rate derivative loan

commitments or forward loan-sales commit-

ments, review an adequate sample that evi-
dences the full coverage of these types of
transactions.

a. Ascertain if these transactions were prop-
erly reported on the balance sheet as an
“ other asset” or an“ other liability,” based
on whether the individual commitment
has a positive (asset) or negative (liabil-
ity) fair value in accordance with the
instructions for the BHC reports.

b. Determine if the floating-rate derivative
loan commitments and other derivative
loan commitments were reported at their
entire gross notional amount inthe BHC's
reports (such asthe FR Y-9C).

c. Find out if the balance sheet correctly
presents accounts for all such transac-
tions, including the netting of contracts,
the application of hedge accounting to
mortgage banking activities, the valuation
of derivatives, and any material or other
accounting changes for derivative loan
commitments and |loan-sales agreements.
Also determine if the bank holding com-
pany complies with the May 3, 2005,
Interagency Advisory on Accounting and

Reporting for Commitments to Originate
and Sell Mortgage Loans and with GAAP.

d. Ascertain if periodic changes in the fair
value of derivative loan commitments and
forward loan-sales commitments are
reportedin current-period earningsaseither
“ other non-interest income or “non-
interest expense, as appropriate.

4. Report to the central point of contact or

examiner-in-charge any failure by the bank
holding company’s management to follow
(1) the bank holding company’s accounting
and valuation policies for its commitments to
originate mortgage loans that are held for
resale and its commitments to sell mortgage
loans, (2) the instructions for the Consoli-
dated Financial Statement for Bank Holding
Companies, (3) the May 3, 2005, interagency
advisory, or (4) GAAP.

. When additional inspection scrutiny is

needed—based on the examination’s find-
ings; the supervisory concerns discussed in
section 3071.0; the February 23, 2003, Inter-
agency Advisory on Mortgage Banking (see
SR-03-4 and its attachment); and the May 3,
2005, Interagency Advisory on Accounting
and Reporting for Commitmentsto Originate
and Sell Mortgage Loans (see SR-05-10 and
its attachment)—consider using the compre-
hensive mortgage banking examination pro-
cedures in the appendix section A.2040.3 of
the Commercial Bank Examination Manual.
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Section 4(c)(8) of the BHC Act (Activities Related to Extendin
Credit) Section 3072.0

In 1997, the Board amended Regulation Y to
include “activities related to extending credit”
in section 225.28(b)(2), which includes the fol-
lowing permissible nonbanking activities:

Section No.

1. real estate and personal property

appraising 3270.0
2. arranging commercial real estate

equity financing 3220.0
3. check-guaranty services 3320.0
4. collection agency services 3330.0
5. credit bureau services 3340.0
6. asset-management, servicing, and

collection activities 3084.0
7. acquiring debt in default 3104.0

8. real estate settlement servikes 3072.8

1. Real estate settlement services do not include providing
title insurance as principal, agent, or broker.

BHC Supervision Manual July 2006
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Section 4(c)(8) of the BHC Act Real Estate Settlement Servi
Section 3072.8

In 1997, the Board incorporated real estate sefer another property of a “like kind.” In a
vicing into section 225.28(b)(2) as one of the‘forward” 1031 exchange transaction, the tax-
activities related to extending credit. (See 1dayer first sells his or her existing property anc
C.F.R. 225.28(b)(2)(viii).) Real estate settledater purchases a replacement propéityorder
ment services do not include providing titleto complete a forward 1031 exchange transac
insurance as principal, agent, or broker. Prevition successfully, a taxpayer must satisfy certail
ously, the Board had approved the activity byconditions in section 1031 of the Internal Rev-
Board order. In the order, the Board found thaenue Code and the U.S. Treasury regulation
real estate settlement services consist of—  that implement section 1031. For example, in
forward 1031 exchange transaction, at the clos
1. reviewing the status of the title in the titleing of the sale of the initial property, the pro-
commitment, resolving any exceptions to theceeds of the sale must be held by an individug
title, and reviewing the purchase agreementr entity otherwise unrelated to the transactiol
to identify any requirements that need to bdthe qualified intermediary). In addition, the tax-
complied with; payer engaging in the forward 1031 exchang
2. verifying payoffs on existing loans securedransaction may not receive the sale proceec
by the real estate and verifying the amount ofluring the period in which a replacement prop:
and then calculating the prorating of speciakrty is identified (up to 45 days) and acquirec
assessments and taxes on the property; (up to 180 days). In this request, the BHC wa:
3. obtaining an updated title insurance commitproposing to acquire a subsidiary that would ac
ment to the date of closing; preparing theas a qualified intermediary in forward 1031
required checks, deeds, and affidavits; andxchange transactions involving real property.
obtaining any authorization letters needed; = The 1031 exchange subsidiary would engag
4. establishing a time and place for the closingn several activities in order to facilitate forward
conducting the closing, and ensuring that allLl031 exchange transactions. First, the subsid
parties properly execute all appropriate docuary would provide its customer with documents
ments and meet all commitments; related to the exchange to ensure thatthe exchan
5. collecting and disbursing funds for the parqualified as a valid forward 1031 exchange
ties, holding funds in escrow pending satistransaction. Specifically, the subsidiary would
faction of certain commitments, and preparprovide an exchange agreement, an assignme
ing the HUD settlement statement, the deedgreement, and a notice. The exchange agre
of trust, mortgage notes, the Truth-in-mentis a contract between the customer and tf
Lending statement, and purchaser’s affidasubsidiary that, among other features, notes tf

vits; and requirements for the successful completion o
6. recording all of the documents required undethe transaction. The assignment agreement tran
law. (See 1990 FRB 1058.) fers from the customer to the subsidiary certai

responsibilities for the sale of the initial prop-

erty and the receipt of sales proceeds in order t
3072.8.1 REAL PROPERTY ensure that the customer does not “construc
EXCHANGE TRANSACTIONS UNDER tively receive” the proceeds of the initial prop-
SECTION 1031 OF THE INTERNAL erty sale for tax purposes. These responsibilitie
REVENUE CODE may include taking the transitory title to the

initial property and replacement property as the
A request submitted to the Board on behalf of are transferred from seller to buyer. The notice
bank holding company (BHC) requested arinforms the purchaser of the initial property that
advisory opinion pursuant to section 225.27 ofhe transaction is part of a forward 1031 exchang
Regulation Y (12 C.F.R. 225.27). The BHC wasdransaction; it helps establish that the meche
proposing the acquisition of a subsidiary (the
1031 exchange subsidiary) that provided sef~——m———
vices to customers seeking to make exchangest. In a “reverse” 1031 exchange transaction, the taxpaye
of real property pursuant (o section 1031 of thi=tpurcheses a eplacepentproper and e sl
Internal Revenue Code (1031 exchanggices to customers seeking to make reverse 1031 exchan
transactions). transactions.

Section 1031 of the Internal Revenue Code

provides a U.S. taxpayer with deferral of gainBHC Supervision Manual July 2006
when the taxpayer exchanges his or her property Page 1




Section 4(c)(8) of the BHC Act Real Estate Settlement Services

3072.8

nism for the forward 1031 exchange transaction
isin place at the time of the sale.

Second, the 1031 exchange subsidiary would
invest the proceeds of the sale of the initia
property on behalf of the customer until the
customer acquired the replacement property.
The proceeds would be invested at the discre-
tion of the subsidiary but would typically be
deposited into deposit accounts at the BHC's
subsidiary state-chartered commercial bank.2The
subsidiary would aso transfer the necessary
funds to the appropriate party to effect the cus-
tomer’s purchase of the replacement property. If
the customer does not identify a replacement
property or purchase the replacement property
within the required time periods set forth in
section 1031 of the Internal Revenue Code or
U.S. Treasury regulations implementing section
1031, the proceeds of the sde of the initial
property would be transferred to the customer. It
was represented that the subsidiary would act in
a fiduciary capacity in holding, investing, and
disbursing the customer’ s funds and that a state-
chartered nondepository trust company would
be allowed to engage in the activities of the
subsidiary.

The 1031 exchange subsidiary (1) would not
participate in negotiating the terms of the real

2. The BHC's commercia bank subsidiary also may be a
lender with respect to real properties involved in the 1031
exchange transaction. Any lending relationship between the
bank and the customer would depend on the ability of the
customer and the loan transaction to meet the bank’s standard
underwriting terms and conditions.

BHC Supervision Manual
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property sale and purchase transactions that con-
stitute the forward 1031 exchange transaction
and (2) would not assist the customer in locating
a buyer of the initial property or a seller of the
replacement property. Therequestor al so asserted
that the proposed services are permissible non-
banking activities for BHCs under section
225.28(b) of Regulation Y (12 C.F.R. 225.28(b)).

In view of al the facts of the record, Board
staff opined that the proposed activities of the
1031 exchange subsidiary would be permissible
real estate settlement services under section
225.28(b)(2)(viii) of Regulation Y (12 C.FR.
225.28(b)(2)(viii)); would betrust company func-
tions under section 225.28(b)(5) of Regulation
Y (12 C.FR. 225.28(b)(5)); and would be finan-
cial advisory services, including tax-planning
and tax-preparation services, under section
225.28(b)(6) of Regulation Y (12 C.FR.
225.28(b)(6)).2

The opinion is limited to the activities relat-
ing to the 1031 exchange transaction described
in the opinion and in the correspondence
exchanged between the requestor and Board
staff. See the Board staff’s February 9, 2006,
legal interpretation.

3. The Office of the Comptroller of the Currency (OCC)
authorized national banks to provide a wide range of services
to facilitate their customers' 1031 exchange transactions. See
OCC Interpretive Letter No. 880 (December 16, 1999) and
OCC Corporate Decision No. 2001-30 (October 10, 2001).



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-

BHC Supervision Manual December 1998
Page 1



Section 4(c)(8) of the BHC Act
(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