One- to Four-Family Residential Real Estate Lending

Program

EXAMINATION OBJ ECTIVES Replaced by Comptroller's Handbook — Residential Real Estate Lending.

To evaluate the one- to four- (1-4) family residential loan portfolio for performance, credit quality and
risk.

To determine if a savings association’s lending policies regarding real estate lending activities are
adequate, in conformance with the Real Estate Lending Standards (RELS), the Nontraditional
Mortgage Guidelines, and safe and sound lending, appropriate to the size and complexity of the
association’s lending operations.

To assess management’s and lending personnel’s conformance with established policies and guidelines,
and compliance with applicable laws and regulations.

To determine if a savings association’s risk management practices and internal controls regarding
residential real estate lending activities are adequate.

To initiate corrective action as appropriate.

EXAMINATION PROCEDURES

You should conduct the following examination procedures in conjunction with the Examination
Handbook, Section 201, Overview procedures to bring together a review of the entire lending
function(s) of an association. Where a savings association has multiple loan departments (e.g.,
segregated by lending type(s)) the examiner team will use the aggregate findings to arrive at an overall
assessment of the lending function and the credit risk and quality of the entire loan portfolio. As such,
the examiner-in-charge (EIC) or assisting examiner responsible for Asset Quality should avoid
duplication of efforts by ensuring an exchange of information and results from each examiner
responsible for the different asset quality sections.

Exam Date:
Prepared By:
Reviewed By:
Docket #:

Office of Thrift Supervision February 2011 Examination Handbook 212P.1


http://www.ots.treas.gov/_files/422034.pdf
http://www.ots.treas.gov/_files/422034.pdf

One- to Four-Family Residential Real Estate Lending

Program

WKP. REF.

LEVEL |

This section expands on the general lending discussion in Section 201 to address additional
policy guidelines specific to 1-4 family residential mortgage lending.

1. Review Section 201 Level I findings to determine whether the loan policies and
procedures include guidance related to the types of 1-4 family residential lending
programs the association offers, and whether the portfolio risk man
practices and internal controls adequately address these programs

CFR §§ 560.100-101) and the Interagency Guideling
Policies, the Interagency Guidance on High LTV
(Interagency LTV Guidance) (Appendix D to th
Interagency Guidance on Nontraditional
244). Verify that the lending policies an

and risk of the real estate lending activiti

cal Estate Lending
ection), and the
Risks (CEO Memo
appropriate for the nature
on

3. Determine the types of 1-4ffamily re8i al loan programs and note whether and
to what extent the associafio nontraditional, hybrid, or subprime
mortgages. Identify new lendigg activities, programs, or strategies to evaluate
as part of this revi

association’s lending programs incorporate risk
uch as high LTV lending, simultaneous second mortgages,
documentation.

4. Review loan portfolio performance for the various mortgage products offered.
Ensure that the association has properly stratified loans by various risk elements.

e Identify any performance concerns and determine whether additional review
is needed to assess such concerns.
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5. Review the audit reports and preceding report of examination and all lending
related exceptions noted, and determine if management took appropriate
cotrrective action.

6.  Review the Matters Requiring Board Attention and Corrective Actions from the
three or four previous ROEs to ensure that the board and manageméft age taken
appropriate corrective action where necessary and persistent prob
recurred.

s inWExamination
s Of concerns

7. In conjunction with the board and management reg
Handbook Sections 260, 310, and 330, ascertaing
regarding real estate lending were noted.

8. Review MIS reports related to 1-
areas of concern and to assess th
and management on the pe

of reporting to the board of directors
real estate portfolio (trends,

ance with the Uniform Retail Credit and Account

10.  Participate in the Level I review of Section 208 or discuss findings with the EIC to
ensure that the association’s appraisal practices are sound and do not otherwise
impact the risk of the association’s lending operations.
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11.  Coordinate with examiners reviewing compliance management to ensure that the
association adequately covers the 1-4 family residential lending within the scope of
the compliance management oversight, and that there are no material violations of
consumer lending laws or deficiencies in the compliance management function
that could impact the risk profile of the real estate loan portfolio.

12. Determine whether the savings association maintains private
and, if so, that it adheres to CEO Letter 372.

ce

13. Review Level II procedures and perform those gect
present conclusions derived from performance o
determine that the association has sound
strong internal controls and risk manag

5t, support, and
edures. Where you
licies and practices, and
ou might limit your

e lending), areas with identified
performance concerns, or newer ities or programs (e.g., interest-only
loan programs) where the associ record is limited.

14.  Based on your Leveld'review, detgfmine the need for sampling of homogeneous
assets.

LEVEL 11

One- to Four-Family Residential Lending

15.  Determine whether the association has established procedures to verify borrower
provided information (such as sending out verification of deposit letters and
verification of income letters).
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Determine that the association uses industry standard and appropriate debt-to-
income ratio maximums to assess borrowers’ ability to repay their loans.

Determine whether the association has established adequate procedures to perfect its
interest in the security property.

16.  Verity that the association adequately prices mortgage loans to pre
yield to cover the operating expenses, funding costs, and risk i
the extension of credit.

17. For FHA-insured and VA-guaranteed loans:

e Determine that a valid certificate of in aranty is on file by reviewing
management’s procedures to obtainguch¥msurance’or guaranty or by test
checking a representative sample of suéh lo

e  Determine that required delifiquency gepofts are being submitted.

Adjustable Rate Mortgages

18. assoclation receives for originating the ARM loans

r the discount that the secondary market would

19.  Determine which index (Treasury bill rate quoted on a discount basis or on the
constant-maturity yield rate) the association uses for adjustable rate mortgages
(including interest-only mortgages). Verify that association’s mortgage documents
state precisely which index is used.
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20.  For discounted, Hybrid, or “teaser” ARMs:

e Determine if the association’s current pricing structure or policy is sufficient to
cover the association’s operation expenses, funding costs, and risk premium. If
not, determine the soundness of management’s strategy. Note if any of the
following conditions are present:

— Deeply discounted ARMs, even in periods of stable or falling
may not reach profitability until at least two or three repri

Shest rates,

e Determine if the association’s lending polici
guidelines adequately address the incre de
at the fully indexed rate.

WKP. REF.

21.  Verify that the association prope for interest rate buy downs according
to SFAS No. 91.

Home Equity Lending

22.  If the assogifitioorig home equity loans, verify that the association:

e Adheres¥€ the guidance set forth in the Interagency LTV Guidance regarding
high LTV I&ans.

e Has adequate underwriting procedures.
e Has an adequate servicing and collection department and staffing,

e Has adequate monitoring and reporting systems.
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Negative Amortization and Interest Only Loans

23.  Determine whether the association originates or purchases loans with no or negative
amortization. If so, determine if they are in compliance with OTS and interagency
guidelines and applicable rgulations and statutes, including the Dodd-Frank Act.

Subprime Mortgage Lending

24.  If the association is engaging in subprime mortgage lending,
association:

e Secgregates its subprime loans to manage risks andffr mance.

e TFollows the Interagency Subprime Lending &Guidan dithe Expanded

Subprime Lending Guidance.

e Has sufficient staff training and resourc any additional collection
burden.

e Has sufficient ALLL and capifal to cover the additional risks inherent in its
subprime lending operation.

25.  If the association malk€s hybrid 2-28 or 3-27 ARM loans, verify that underwriting
s to"gualify at the fully indexed rate, and not the start or

“teaser’”’ interest ral

26.  As appropriatéfconduct additional subprime lending examination procedures
detailed in Appendix B of Handbook Section 217.

27.  Select a sample of subprime loans for review and analyses. Sampling is mandatory
for associations with subprime lending programs.
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Reverse Mortgage Loans

28. Determine if the association engages in reverse mortgage lending. If so, verify that
the association:

e Calculates the risk-based capital requirement separately for each reverse
mortgage loan.

e Assesses each borrower’s life expectancy for each reverse mortg

e Performs a sensitivity analysis on the reverse mortgage loa
profitability for:

— A range of alternative mortality rates.

— A variety of possible appreciation and dep

29.  Determine whether the association structur@§ ey ortgage loan contracts to
withhold the appreciation portion of payfent s

Manufactured Home Financing

30.

manufactured home financing,.

e Has staff with expertise in this area.
e Has adequate loan administrative and collections for this lending activity.
e Has adequate ALLL.

e Uses professional appraisers experienced in manufactured home valuation.
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e Sells manufactured home chattel paper without recourse.

Sampling

31.  Select for review a sample of 1-4 family mortgages. You should base your selection
on the performance of those portfolios, whether the association offers new loan
programs, and the adequacy of the association’s lending policies, pragii@@poversight,
and controls. Focus transactional testing on the higher risk areas. |4 i
testing to provide reasonable confidence that the conclusions rggardig
residential lending are valid.

CONCLUSIONS

1. Summarize findings, obtain management r
electronic continuing examination file (ACE
facilitate future examinations. File e t1

date programs and the
information that will
in the electronic work papers.

2. Ensure that your review
findings and conclusi

ves of this Handbook Section. State your
ppropriate recommendations for any necessary
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