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

A mortgage banker specializes in the origina-
tion, acquisition, and sale of residential real
estate loans to permanent investors (the second-
ary mortgage market). Most mortgage banking
firms that are affiliated with banks and bank
holding companies primarily originate residen-
tial real estate loans, although some firms may
engage in interim and other lending secured by
real estate. Unlike their nonbank competitors,
the vast majority of the loans mortgage banks
originate are sold to permanent investors in the
secondary mortgage market.

Mortgage banks can retain or sell their loans
and sell or retain the servicing of their mort-
gages. The mortgage banking industry currently
offers a wide variety of products, market mech-
anisms, financing vehicles, and financial strate-
gies due to competitive pressures within the
mortgage banking industry and rapid growth in
the demand for loans and related securities
within the secondary mortgage market. Mort-
gage bankers use these marketing and financing
strategies to differentiate themselves from the
competition in terms of interest rates, maturities,
down-payment requirements, and product
offerings.

The earnings stream, cash flow, and capital
needs of a mortgage banking company are all
highly influenced by management’s decision
whether to retain or sell the mortgage loans as
well as the related mortgage-servicing rights.
The majority of loans that are sold in the sec-
ondary market are originated under government-
sponsored programs. Such loans are either sold
directly or are converted into securities that are
collateralized by the underlying mortgages
(mortgage-backed securities). The pools of col-
lateralized mortgage loans backing mortgage-
backed securities provide a form of risk diversi-
fication for the investor.

Originations, secondary market sales, and
servicing constitute the primary functional busi-
ness lines within a typical mortgage company.
As an originator of mortgages, the company is
responsible for the initial phase of the mortgage,
from original contacts with the borrowers to the
closing of the loans. At closing, the company
disburses its funds and becomes the lender of
record. Mortgage loans can also be acquired
through a network of correspondent companies.
Most mortgage banking companies use a com-
bination of origination and acquisition strate-
gies. The decision about whether to originate
or purchase loans also varies over time due
to fluctuations in demand and pricing
discrepancies.

The secondary marketing department is
responsible for selling loans in the secondary
market and managing the interest-rate risk asso-
ciated with loans during the interim period. In
most cases, the mortgage company retains the
loans until it can find a permanent investor to
purchase the loans. The mortgage banker obtains
purchase commitments from permanent inves-
tors and submits completed loan documentation
packages to the investors for their approvals in
satisfaction of the commitments.

As part of the overall process, the mortgage
banker maintains a relationship with a variety of
other permanent investors to whom the origi-
nated mortgages are sold. These investors are
generally institutional investors such as securi-
ties dealers, commercial banks, life insurance
companies, pension funds, and other financial
and nonfinancial institutions. Some of these
investors are restricted by state law, charter, or
bylaws as to the type of mortgages and the
locations of the property in which they can
invest. Accordingly, their purchase commit-
ments should incorporate these limits as well as
the price and/or required yield of the mortgage
loans or mortgage-backed securities. When these
commitments are filled and the mortgages sold
to the investors, the mortgage banker may retain
the servicing rights to the mortgages it sells to
permanent investors or sell the servicing rights
in the secondary market.

The servicing department manages the loans
that were retained in permanent loan portfolio
or those that were sold to another permanent
investor. Fees paid for services rendered in
administering the mortgage portfolios of inves-
tors are a principal source of revenue for most
mortgage bankers. In general, the company re-
ceives a fee that is usually based on a percent of
the unpaid balance of the administered mort-
gages. In return for the fee, the servicer is
responsible for collecting and remitting pay-
ments, managing the tax and insurance escrow
accounts, inspecting thepropertieswhenrequired,
pursuing delinquent borrowers, foreclosing on
the mortgages when necessary, and providing
accounting support. Considering the services
rendered and the generally low fees involved,
the servicing portfolio must be sizable for the
company to be profitable. The servicing port-
folio may represent very little credit risk to the
servicer and can be a valuable source of residual
income to the company.
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The mortgage banking industry is experienc-
ing significant consolidation. To be competitive,
participants must maximize economies of scale
and efficiencies. Emphasis has been placed on
using more efficient systems and technologies
that enhance loan processing, underwriting, ser-
vicing, and the management of pipeline risk (the
interest-rate risk associated with the holding
period for the mortgages). Existing mortgage
banking firms are larger and operate more effi-
ciently (faster, cheaper, and with higher quality)
than they did in the past. Operating efficiencies
are achieved through the use of sophisticated
information systems, such as electronic data
interchange, imaging, optical character recogni-
tion, expert systems, and other forms of artifi-
cial intelligence.

Within a bank holding company, mortgage
banking subsidiaries generally focus on residen-
tial mortgage lending. As discussed initially,
these mortgage bankers may also engage in
other forms of lending. On an industry basis,
they extend loans to real estate brokers who buy
properties for resale, engage in second mortgage
and home improvement lending (usually through
dealer agreements), and extend interim loans.
Interim loans represent a means of funding a
project through one or more phases, with the
property and improvements as collateral for the
loan. The size of interim loans may range from
a single residence under construction to large
industrial, commercial, or residential projects.
Construction lending and other forms of lending
may be provided by other such real estate lend-
ing subsidiaries located elsewhere within the
bankholdingcompany’sorganizationalstructure.

The mortgage banker, as a lender, has the
flexibility to fund any and all phases of a project
including land acquisition, development, and
construction. Land acquisition credit may be
extended for the acquisition of more than one
parcel of land, which may not necessarily be
identified with a specific project. More fre-
quently, acquisition credit is tied into a specific
project for which the lender expects to fund
more than one phase. In development-phase
lending, funds are advanced to ‘‘improve’’ the
property, bring utilities on-site, cut roadways,
and prepare the site for its intended use. Many
residential and industrial park projects are
funded through this phase, with the sale of indi-
vidual parcels providing the repayment of the
loan. Construction lending funds the project
from the foundation to completion. For those
loans that fund two or more phases, there may

be no clear distinction between the phases as
certain elements of each may be underway
concurrently.

On large projects funded through completion,
such as apartment and office buildings where
the construction is to be repaid from a perma-
nent mortgage, the lender will usually require
the borrower to obtain a permanent mortgage
commitment from a third party. While this ‘‘take-
out’’ commitment may or may not be arranged
through the lender’s network of investors, this
commitment provides the lender with some
assurance of repayment. In some cases, particu-
larly in unsettled market environments, these
takeouts are not available, and the lender may
issue a ‘‘standby’’ commitment. On occasion,
no permanent financing will be available upon
completion and the lender will extend a ‘‘bridge’’
loan for the interim period between project
completion and the placement of a permanent
mortgage. Making construction loans without
takeout commitments from responsible term
lenders could expose the construction lender to
adverse interest-rate movements as well as the
market acceptability of the project. The absence
of a takeout can represent a weakness in a loan.
The general lack of takeouts in a portfolio
should be a criticizable management practice
(unless mitigating circumstances prevail) and
should be discussed with management.

This section provides inspection guidance and
procedures for mortgage banking nonbank sub-
sidiaries of bank holding companies. Except for
the limited guidance that pertains only to bank
holding companies, they may also serve as exam-
ination guidance and procedures for mortgage
banking subsidiaries of state member banks.
The way in which these procedures are used
should be determined on a case-by-case basis
depending on the size of a particular company
and its business activities. The information in
‘‘Board Oversight and Management,’’ ‘‘Finan-
cial Analysis,’’ and ‘‘Intercompany Transac-
tions’’ presented in this section is applicable to
all mortgage banking reviews. The subsection
‘‘Mortgage-Servicing Rights’’ is recommended
for use in companies that have significant risk
exposure. The examiner should also target func-
tional areas such as production, marketing, and
servicing/loan administration.

3070.0.1 BOARD OVERSIGHT AND
MANAGEMENT

The examiner should assess the quality and
effectiveness of a mortgage banking company’s
board of directors (board) and executive man-
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agement team, the appropriateness of its organi-
zational structure, the nature of its internal con-
trol environment, and the effectiveness of internal
control programs.1 Such internal control pro-
grams may include internal and external audits,
loan review, quality control over mortgage loans
originated and/or serviced for investors, compli-
ance, fraud detection, and related employee
training programs.

The board and executive management team
must be evaluated within the context of the
particular circumstances surrounding each mort-
gage banking company. Since business com-
plexities and operating problems vary according
to the institution’s size, organizational structure,
and business orientation, directors and manag-
ers who are competent to effectively discharge
their responsibilities under one set of conditions
maybe lesscompetentas theseconditionschange.

Board oversight and management should
be rated satisfactory, fair, or unsatisfactory based
on both objective operating results and more
subjective criteria. Performance must be eval-
uated against virtually all the factors necessary
to operate the mortgage banking company’s
activities in a safe, sound, and prudent manner,
including the ability to anticipate and plan for
future events that may have a material impact
on the company’s financial condition. Such a
rating should also be considered when assigning
a consolidated rating of risk management (see
section 4070.1 and SR-95-51).

3070.0.1.1 Board Oversight

The mortgage banking company’s board pro-
vides oversight, governance, and guidance to
the executive management team. The board may
include executives of the mortgage banking
company, executives of the bank holding com-
pany and other affiliated companies, and outside
directors.

The examiner should determine whether a
separate board exists, as well as the identity and
qualifications of the members. Minutes of board
meetings should be reviewed to determine

whether directors are fulfilling their fiduciary
responsibilities. At a minimum, directors
should—

• select and retain a competent executive man-
agement team;

• establish, with management, the company’s
short- and long-term business objectives and
adopt operating policies to achieve those
objectives in a safe and sound manner;

• monitor operations to ensure they are con-
trolled adequately and are in compliance with
laws and policies;

• oversee the mortgage banking company’s busi-
ness performance; and

• ensure that the mortgage banking company
meets the community’s residential mortgage
credit needs.

The examiner should assess whether directors
exercise independent judgment in evaluating
management’s actions and competence, attend
board and committee meetings regularly, remain
well informed regarding the company’s activi-
ties and the mortgage banking industry overall,
and are knowledgeable regarding all applicable
state and federal laws and regulations. The
examiner should also review the quality of board
reporting. Board reports must provide accurate
and timely information to directors with respect
to operating results, asset-quality trends, liquid-
ity and capital needs, and relevant industry and
peer-group performance statistics for each
operational area. Directors should also receive
information regarding exceptions to established
policies and operating procedures, volume-
related processing backlogs, and the effective-
ness of the internal control programs. Informa-
tion on hedging products and strategies should
be routinely provided to the board and to hold-
ing company management. In connection with
this portion of the review, examiners should
also request and review information regarding
all loans to insiders and their related interests to
ensure that no preferential transactions have
been extended to these parties.

3070.0.1.2 Management

The executive management team generally con-
sists of a president and chief executive officer
(CEO), chief operating officer (COO), chief
financial officer (CFO), and senior executives in
charge of production, marketing, and servicing/

1. See section 1010.1 of theCommercial Bank Examina-
tion Manual and a report, ‘‘Internal Control—Integrated
Framework,’’ which was issued in September 1992 by the
Committee of Sponsoring Organizations of the Treadway
Commission, for a more detailed discussion of internal con-
trols. The Treadway Commission report broadly defines inter-
nal control as a process, effected by an entity’s board of
directors, management, and other personnel, designed to pro-
vide reasonable assurance regarding the effectiveness and
efficiency of operations, reliability of financial reporting, and
compliance with applicable laws and regulations.
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loan administration. Management formulates
operating policies and procedures and oversees
the day-to-day administration of mortgage bank-
ing activities. Management should be evaluated
in terms of its technical competence, leadership
skills, administrative capabilities, and knowl-
edge of relevant state and federal laws and
regulations. The management assessment should
evaluate management’s attitude toward risk, as
evidenced by the type of products that are
offered; the existence of effective hedging pro-
grams; and/or the degree of reliance that is
placed on the resources of affiliate banks, non-
banks, and other entities to support mortgage
banking company activities.

Prudent operating policies and procedures
that are consistent with the business needs and
risk-management practices of the parent bank
holding company should be in place for each
functional area. An effective risk-management
program should also be in place. Without ade-
quate management oversight, excessive errors
can occur, fraud or other violations of law may
go undetected, and financial information may be
reported incorrectly. Any of these events can
damage the company’s image, impair its access
to external funding sources, and jeopardize its
ability to originate and sell mortgage loans in
the secondary market.

It is management’s responsibility to develop
and maintain management information systems
(MIS), which should be dedicated to obtaining,
formatting, manipulating, and presenting data to
managers when needed. Such systems should
generate accurate financial statements; identify
the need for financial, human, technological,
and physical resources; and produce timely and
useful management exception reports.

Management should also be evaluated on its
ability to plan effectively. Effective planning
entails the annual approval of an operating bud-
get and the development of a long-term strategic
plan that helps management anticipate changes
in the internal and external environment and
respond to changing circumstances. Because
losses on the origination of mortgage loans are
common in the mortgage banking industry, man-
agement should assess the servicing time neces-
sary to recapture costs and achieve required
returns. This information is critical to decisions
to purchase mortgage-servicing assets, and it
should be incorporated into hedging strategies.

The strategic plan should identify the com-
pany’s strengths and weaknesses, growth tar-
gets, and other strategic initiatives (including

management’s philosophy toward the business,
the extent of financial risk-taking, commitments
to maintaining procedures and controls in man-
aging the business, and management’s commit-
ment to staff development) over a one- to three-
year time horizon. Planning efforts should also
address system deficiencies and technological
advancements within the industry. Without
appropriate planning, the company can only
react to external events and market forces.

Management should be results-oriented, but
not at the expense of sound risk-management
practices. Goals and objectives should be
specific and measurable. Management should
develop a performance measurement system that
tracks progress toward achieving both financial
and nonfinancial goals.

3070.0.1.3 Organizational Structure

The organizational structure should be reviewed
to determine, on a legal-entity basis, the rela-
tionship between the mortgage banking com-
pany, the bank holding company, and any other
bank or nonbank subsidiaries. The structure
should also be reviewed to determine whether
the lines of authority are clearly defined, the
responsibilities are allocated logically, and man-
agement depth is sufficient within each division,
department, or functional area.

The president and CEO usually reports
directly to the mortgage banking company’s
board of directors, as well as to an executive
management committee at the affiliate bank or
the bank holding company level. Other report-
ing lines may exist between functional area
executives and their counterparts at either a
bank affiliate or the holding company level.

3070.0.1.4 Control Environment

Management’s attitude toward risk is communi-
cated to employees through the company’s cor-
porate culture. In general, the CEO should
establish and communicate a corporate culture
that promotes safe, sound, and prudent business
practices. The corporate culture should provide
a positive control environment, set high stan-
dards, and reward ethical, desirable behavior.

Management’s failure to communicate
acceptable standards of behavior may encourage
impermissible or high-risk business practices.
For instance, compensation programs that are
incentive-based may generate poor-quality loans.
Below-market pricing strategies or overly
aggressive growth targets may further exacer-
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bate asset-quality problems or generate loans in
excess of processing and servicing capabilities.

3070.0.1.5 Control Programs

Management controls in a mortgage banking
company consist of an internal audit, an exter-
nal audit, loan review, compliance, quality con-
trol over loans originated and/or serviced for
investors, fraud detection procedures and related
employee training programs, insurance cover-
age, and legal review. The examiner should
review recent reports conducted by internal loan
review, state and federal agencies, and private
investors to determine the scope of the review,
the nature of any problems noted, and the
adequacy of management’s response.

3070.0.1.5.1 Internal Audit

The internal audit function in a mortgage bank-
ing company is responsible for detecting irregu-
larities; determining compliance with applicable
laws and regulations; and appraising the sound-
ness and adequacy of accounting, operating, and
administrative control systems. Accounting,
operating, and administrative control systems
are designed to ensure the prompt and accurate
recording of transactions and a proper safe-
guarding of assets.

Internal audit activities may be conducted
through a separate department located on-site or
through the internal audit department of the
bank holding company. Very small financial
institutions that do not maintain a separate audit
function may rely solely on their external audi-
tor to perform these functions.

Regardless of the organizational structure,
internal auditors must be independent of the line
areas being reviewed, have access to all com-
pany records, and maintain sufficient status and
authority within the company. The internal audi-
tors’ findings should be reported directly to the
board or a designated committee thereof.

The scope, frequency, and coverage provided
through the internal audit program should reflect
the size and complexity of the institution. The
audit schedule should cover underwriting prac-
tices and other high-risk areas of mortgage
banking, including the most significant balance-
sheet accounts, income statement accounts, and
internal control systems.

To yield meaningful results, the department
must be adequately staffed with individuals who
are experienced and knowledgeable about mort-
gage banking. Audit staff should receive ongo-

ing training and be encouraged to hold profes-
sional industrycertifications. Internalaudit reports
should be issued and responded to by line man-
agement in a timely fashion. Follow-up proce-
dures should be in place to ensure that correc-
tive measures are taken.

3070.0.1.5.2 External Audit

External auditors generally review and assess
the mortgage company’s financial condition and
the adequacy of internal controls. The engage-
ment letter sets forth the external auditor’s
responsibilities, scope, and extent of reliance
that is placed on the internal audit department
with respect to the type of engagement. When
an external audit is to be performed, the audit is
an examination that is conducted to determine
that the present financial condition of the com-
pany and the results of operations are fairly
stated and are in conformity with generally
accepted accounting principles.

Examiners should review the most recent
external audit report to determine whether the
opinion regarding the company’s financial state-
ments and their disclosures was qualified in any
manner. If applicable, examiners should note
any significant concerns or weaknesses in the
company’s internal control structure. Examiners
should also review management’s written
response to the audit to determine whether cor-
rective measures were appropriate, complete,
and timely and whether the response reveals any
internal control weaknesses.

The reason behind any changes in external
audit firms used should be investigated. Unusual
items and areas of potential concern should be
discussed with management and/or the external
auditor. If questions arise during the safety-and-
soundness review, the examiner should deter-
mine whether the area of concern was consid-
ered to be a material item by external auditors,
the nature of audit work performed, and the
outcome of that review. If questions persist, the
examiner may want to request access to specific
external audit workpapers.

3070.0.1.5.3 Loan Review

Loan review activities may be conducted at the
mortgage banking company or in conjunction
with the loan review activities of either an affili-
ate or the parent bank holding company. In any
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event, loan review should determine whether
mortgage loans that are originated and/or pur-
chased meet underwriting standards as defined
in the internal loan policy. Loan review may
also sample loans to determine whether they
meet underwriting criteria established by inves-
tors. The scope of the loan review program
should be evaluated. The examiner should also
review a copy of the most recent loan review to
determine whether problems are identified and
addressed in a timely manner.

3070.0.1.5.4 Quality Control

Mortgage banking companies that service loans
for investors must also maintain a separate qual-
ity control department to test the quality of
loans produced and serviced for investors.
Investors such as the Government National Mort-
gage Association (GNMA or Ginnie Mae), Fed-
eral Home Loan Mortgage Corporation (FHLMC
or Freddie Mac), and FannieMae issue very
specific guidelines that must be met with respect
to the scope and frequency of such reviews.

At a minimum, these investors require that
the mortgage banking company sample at least
10 percent of all closed loans each month and
conduct a quality control review to determine
the extent of accuracy, completeness, and adher-
ence to agency underwriting standards. Random
samples should include loans originated through
the company’s own production network, pur-
chased loans, loans for which work was per-
formed by a third party (outsourced), and loans
with various product characteristics, such as a
high loan-to-value or a convertible feature.

Quality control personnel reverify loan docu-
mentation, including the appraisal, down pay-
ment, employment, and income information.
After each review, the department should issue
a comprehensive report detailing specific qual-
ity control findings and recommendations. Qual-
ity control reviews must be completed within
90 days of closing. Exceptions to company pol-
icy or investor underwriting standards should be
documented and communicated to executive
management. Corrective measures should be
initiated promptly.

The quality control function should serve as
an early warning system that alerts management
to situations that may jeopardize the financial
strength, image, or origination and sale capacity
of the company. To function as an effective
management control, the quality control depart-

ment should operate independently from the
production and servicing/loan administration
departments. Quality control should comple-
ment, not substitute, work performed by the
internal audit and loan review functions.

3070.0.1.5.5 Insurance Program

The insurance program should be reviewed to
determine whether coverage adequately protects
the mortgage banking company and its affiliates
against exposure to undue financial risk. Insur-
ance policies should be reviewed and approved
by the board at least annually.

3070.0.1.5.6 Litigation

The legal department should be contacted to
determine whether existing or pending litigation
exposes the mortgage banking company or its
affiliates to undue financial risk. Particular atten-
tion should be paid to the status of any actual or
pending class action lawsuits of a material nature.

Examiners should also determine whether
procedures exist to detect and investigate sus-
pected fraud, either internal or external. In many
instances, the legal department coordinates fraud
training and investigations, as well as the sub-
mission of criminal referral or suspicious activi-
ties reports and the initiation of legal action. If a
separate fraud division or unit does not exist,
examiners should determine whether procedures
governing the detection, investigation, and refer-
ral of potentially fraudulent situations exist
and function effectively. Examiners should also
determine whether management reports ade-
quately detail and track potential exposure.

3070.0.1.6 Inspection Objectives—Board
Management and Oversight

1. To assess the composition, qualifications,
and degree of oversight provided by the mort-
gage company’s board and executive manage-
ment team.

2. To determine whether the organizational
structure is appropriate given the nature and
scope of the mortgage banking company’s
operations.

3. To evaluate the reasonableness of the oper-
ating budget, long-term business planning, per-
formance measurement systems, and MIS and
related management and board reports.
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4. To determine the nature of the company’s
internal control environment and the effective-
ness of its system of internal controls, including
internal and external audits, loan review, quality
control, suspicious activities and fraud detec-
tion (including criminal referral and suspicious
activities reporting) and related employee train-
ing programs, insurance coverage, and pending
litigation.

3070.0.1.7 Inspection Procedures—Board
Management and Oversight

Board Oversight

1. Review biographies of the board of direc-
tors and minutes from board and committee
meetings to determine whether directors are
qualified and fulfilling their fiduciary
responsibilities.

2. Review the most recent package of infor-
mation that was provided to directors. Do they
receive sufficient detail regarding the financial
condition, internal controls, and risk-
management techniques employed within the
company?

Management

1. Review biographies of members of the
executive management team to determine their
level of experience, technical knowledge, lead-
ership skills, and administrative capabilities.
Discuss whether salaries are commensurate with
management’s experience level and expertise.

2. Evaluate the quality of operating policies
and procedures within each division or func-
tional area and the extent to which compliance
with such policies and procedures is monitored
and reported.

3. Evaluate the output from the planning pro-
cess, including the most recent operating bud-
get, business plan, and related performance mea-
surement system reports. Determine whether
objectives, goals, and growth targets are
reasonable.

Organizational Structure

1. Review the organization chart to deter-
mine whether the organizational structure is
appropriate, as well as the appropriateness of
the division of functional responsibilities and
the degree of management depth within each
division or functional area.

Internal Control Environment

1. Evaluate the nature of the internal control
environment and how risk parameters are com-
municated to employees.

Internal Control Programs

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

Internal Audit

1. Determine whether a separate internal
audit function exists and, if so, its degree of
independence.

2. Review the qualifications of the internal
audit manager and his or her staff for mortgage
banking and accounting and auditing expertise.
Consider the size of the department and its
ongoing training programs, as well as the expe-
rience levels, educational backgrounds, and pro-
fessional certifications of the department’s staff.

3. Determine the scope and frequency of the
internal audit program to ensure that all high-
risk areas are reviewed regularly.

4. Review all internal audit reports, manage-
ment responses to them, and follow-up audit
reports for work conducted since the previous
inspection.

5. Select a significant sample of internal audit
reports and respective workpapers and conduct
an intensive review of the internal audit pro-
gram. Determine that all issues and exceptions
were brought forward to the final audit report,
the report was presented to the board or a com-
mittee thereof, and that any detected and dis-
closed problems or control weaknesses received
appropriate management attention.

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

External Audit

1. Review the engagement letter for the most
recent external audit to determine the external
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auditor’s scope, responsibilities, and extent of
reliance on the internal audit department.

2. Review the most recent external audit
report to determine whether the opinion regard-
ing the company’s financial condition was quali-
fied in any way and whether any internal control
weaknesses were noted. Review the notes to the
financial statements for appropriate disclosures.

3. Discuss any unusual items and areas of
potential concern with management and/or the
external auditor. Determine whether any areas
of concern were considered to be material items
by the external auditors, based on the nature of
audit work performed, management’s represen-
tations in the management letter, and the out-
come of that review. If questions persist, con-
sider the need to request and review specific
external audit workpapers.

4. Discuss the reasons for any recent changes
in external auditors with management.

Compliance and Disaster Recovery

1. Review the methods used to ensure com-
pliance with state and federal laws and regula-
tions by—

a. interviewing the person who is respon-
sible for compliance to determine the nature of
outstanding problems and the adequacy of cor-
rective measures that have been taken, and

b. reviewing the system for logging,
tracking, and responding to customer complaints.

2. Determine whether the disaster recovery
plan is adequate.

Quality Control

1. Review the quality control department’s
policies and procedures to determine whether
the quality control program meets minimum
investor requirements.

2. Review a sample of reports issued by the
quality control unit to determine whether they
were issued in a timely manner and conclusions
were adequately documented.

3. Determine whether quality control results
are relayed toexecutivemanagementandwhether
follow-up procedures are adequate.

4. Determine whether the quality control unit
is sufficiently staffed and independent.

5. Determine whether quality control out-
sources work to outside parties. If so, are ade-
quate controls in place to ensure that such out-

sourcing meets the company’s own quality
standards?

Insurance

1. Review insurance policies maintained for
the mortgage banking company to determine
whether coverage is adequate and whether the
majority of insurable risks is included, giving
consideration to a cost versus benefits analysis.

2. Review board minutes to ascertain the date
the board last reviewed and approved the insur-
ance program.

Litigation

1. Review all current and pending litigation
of a material nature and determine whether ade-
quate reserves are maintained to cover antici-
pated financial exposure.

Fraud Detection and Training

1. Determine whether a separate fraud unit
exists and whether procedures are in place
regarding the detection and investigation of sus-
pected fraudulent activity and the issuance of
related management reports.

2. Evaluate the company’s early warning sys-
tem for detecting potential fraud. Is the level of
training adequate?

3. Review any criminal referral or suspicious
activities forms filed since the prior inspection
and discuss their status with management.

3070.0.2 PRODUCTION ACTIVITIES

Loan productioncovers the process of originat-
ing or acquiring loans. Production begins with
the initial loan application and ends when a loan
has been underwritten and processed, closed,
and reviewed by post-closing.

3070.0.2.1 Types of Loans

Loans are categorized as either government or
conventional loans.Government loansgenerally
carry a below-market interest rate and are either
insured by the Federal Housing Administration
(FHA) or guaranteed by the Veterans Adminis-
tration (VA). Both agencies protect investors
holding such securities against losses in the
event of a borrower default, thereby slightly
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reducing investors’ required yields. To be insured
or guaranteed, a loan must meet agency stan-
dards regarding the size, interest rate, and terms.
The lender can obtain a certificate of insurance
or guaranty to give support to a loan for securi-
tization. A certificate of insurance or guaranty
may not be needed for a loan to be securitized.2

Loans that are not FHA-insured or VA-
guaranteed are referred to asconventional loans.
Conventional loans are generally originated for
larger loan amounts and made to stronger bor-
rowers. Conventional loans typically require
higher down payments and bear market interest
rates. Most lenders that offer programs with
smaller down-payment terms require that the
borrower purchase private mortgage insurance
for the top 5 to 20 percent of the loan principal
balance so that a proportionate share of the
credit risk is borne by a private mortgage insur-
ance (PMI) company.

The extent of credit risk associated with a
loan often depends on the marketing program
under which the loan is originated. Marketing
programs and participants are described briefly
here; for a more detailed description, see ‘‘Mar-
keting Activities’’ later in this section.

The market for residential real estate loans is
dominated by three government-sponsored enti-
ties: the Government National Mortgage Asso-
ciation (GNMA), the Federal Home Loan Mort-
gage Corporation (FHLMC), and the Federal
National Mortgage Association (FannieMae).
GNMA is a government agency that guarantees
the timely payment of principal and interest on
pass-through securities that are backed by pools
of FHA-insured or VA-guaranteed mortgages.
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
some risk of loss, particularly with respect to
VA loans (see subsection 3070.0.4.5 for addi-
tional information on ‘‘VA no-bids’’).

Pass-through securities provide for monthly
installments of interest at the stated certificate
rate plus scheduled principal amortization on
specific dates, despite the delinquency status of
the underlying loans, as well as any prepay-
ments and additional principal reduction. The
issuer collects the mortgage payments and, after
retaining servicing and any other specified fees,
remitsmonthlypayments to thecertificateholders.

Although FHLMC and FannieMae are not
extensions of the U.S. government, the market
believes that there is an implicit guaranty that

their securities will be repaid. FHLMC and
FannieMae securitization involves the purchase
of conventional loans from lenders and the sell-
ing of mortgage-participation certificates, which
are similar to GNMA pass-through securities.
Participation certificates represent an ownership
interest in pools of conventional loans. FHLMC
and FannieMae guarantee the monthly pass-
through of interest, the scheduled amortization
of principal, and the ultimate repayment of prin-
cipal. Unlike GNMA pass-throughs, however,
participation certificates are not backed by the
full faith and credit of the U.S. government.

Conventional loans are classified as either
conforming or nonconforming.Conforming
loans must comply with FannieMae’s and/or
FHLMC’s underwriting and documentation
guidelines in order to be sold in the secondary
market. Conforming mortgages may be sold to
FannieMae or FHLMC on either a recourse or
nonrecourse basis.

Private pools ofnonconformingloans that do
not meet FannieMae or FHLMC guidelines may
be sold in the secondary market under a private
label structure. Nonconforming loans are often
‘‘nontraditional’’ products such as loans with
teaser rates, limited documentation, and gradu-
ated payment schedules, as well as ‘‘jumbo’’
loans that exceed maximum agency size require-
ments. To improve salability, pools of noncon-
forming loans may be insured through third-
party credit enhancements (for example, letters
of credit) or various senior/subordinate struc-
tures. Since the underlying mortgages generally
already carry private mortgage insurance, such
pools are, in effect, doubly insured.

3070.0.2.2 Production Channels

Mortgage loanapplicationsaregenerated through
either retail (internal) or wholesale(external)
production channels. Retail loans are originated
through the company’s own branch network. A
branch network is relatively costly, since origi-
nation costs often exceed the origination fees
received from the borrowers.

Wholesale production channels (where con-
tact with the borrower is made by another party)
take several forms. Whole loans can be pur-
chased either individually or by using bulk com-
mitments. Bulk commitments either require the
correspondent to deliver a set amount of loans
(mandatory) or deliver all registered loans that
close (best effort or optional).

2. See the appropriate agency seller/servicer guide for stan-
dards and requirements regarding certificates of insurance or
guaranty.
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Loans may be closed in the buyer’s own
name using its own funds, closed in the seller’s
name using the buyer’s own funds, or closed
and funded by the seller with delivery to the
buyer within a certain number of days. If the
seller closes in its own name, the mortgage and
note are generally assigned to the buyer simulta-
neously upon closing.

Three hybrid production channels are worth
mentioning here. Examiners should note that
terminology within the industry varies greatly.
Under the first method,table funding, a mort-
gage banking company funds loans at closing
that have been originated by a correspondent or
broker according to the company’s own specifi-
cations. Historically, the company’s ability to
record mortgage-servicing rights depended on
the degree of independence that was maintained
and the extent of risk borne by the originator.
See subsection 3070.0.6, on ‘‘Mortgage-
Servicing Assets and Liabilities.’’

The second hybrid method,assignment of
trade, involves the bulk purchase of loans and
investor commitments to sell the loans in the
secondary market. The purchaser bears virtually
no market risk under this production method.
The third hybrid method,co-issue, entails the
acquisition of servicing rights only, at the time a
security is issued.

Most mortgage originators operate on a non-
recourse basis. For purchasers of correspondent
production, credit risk increases to the extent
that the lender relies on other parties to correctly
process and underwrite the loan. Contracts with
correspondents should include representations
and warranties from the correspondent that loans
delivered meet the underwriting requirements of
the agency or investor program for which the
loan was originated. Approved correspondent
lenders should be continually monitored for the
quality of the product delivered and the finan-
cial ability to repurchase mortgages that do not
meet the standard representations and warran-
ties under which the mortgages are sold.

3070.0.2.3 Production Strategies

A successful production strategy combines high
credit-quality standards with cost containment
and effective marketing. In contrast, an overly
aggressive or inappropriate strategy leads to
heightened production risk. High-risk produc-
tion strategies can be evidenced by relaxed
credit standards, low documentation require-

ments, an executive officer’s compensation based
on volume, an emphasis on high-risk product
types or geographic areas, and/or dependence
on a limited number of production channels.
Examiners are responsible for recognizing and
reaching agreement with management to better
control suchhigh-riskproductionstrategieswhere
appropriate.

3070.0.2.4 Production Process

There are five principal steps in the retail pro-
duction process: (1) pipeline entry, (2) process-
ing, (3) underwriting, (4) closing and funding,
and (5) post-closing. Each of these functions
should be independent from one another and
separately supervised to ensure the quality of
the loans produced. Each step is briefly dis-
cussed below.

1. Pipeline entry. A loan has entered the
pipeline when a prospective borrower completes
a loan application. The applicant authorizes the
lender to verify his or her employment, credit
history, bank deposits, and other information
that evidences repayment capacity.

2. Processing. The application is then pro-
cessed to qualify the applicant and the property
for the loan. Processing personnel verify the
applicant’s employment history and credit infor-
mation and order an appraisal on the prop-
erty. Processing activities should be controlled
through standardized procedures, checklists, and
systems.

3. Underwriting. The underwriting unit
approves or disapproves applications based on
underwriting criteria that are established by the
FHA, VA, FannieMae, and FHLMC and by
private mortgage insurers and institutional
investors. To ensure objectivity, the underwrit-
ing unit should not report to management of the
production function.

4. Closing and funding. After an application
has been approved, the lender generally issues a
commitment letter to the borrower, which states
the interest rate and terms of the loan. At clos-
ing, the lender or its agent obtains all the legal
and related documents executed by the parties
to the sale, disburses the proceeds of the loan,
and collects certain funds from the borrower.

5. Post-closing. After closing, a post-closing
review is performed to ensure that documents
were properly executed and underwriting in-
structionswere followed.Thepost-closing review
also identifies any trailing or missing documents
that must be tracked and obtained to meet inves-
tors’ pool certification requirements. Specific
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agency requirements are detailed in the agency
seller/servicer guides. Before the loan is trans-
ferred to the delivery or shipping department,
processing begins for the final mortgage insur-
ance (from the private mortgage insurer or from
the FHA/VA guaranty certificate). Receipt of
the actual certificate may take 45 to 60 days or
longer. Pool custodians and investors will allow
the lender to complete the sale if final documen-
tation, including the insurance certificate, is
expected to be received within a reasonable
timeframe.

3070.0.2.5 Production Risks

The production process can present risks of both
a short- and potentially long-term impact.
Operational inefficiencies can result in high
management and staff turnover, an inability to
meet investor documentation requirements, an
increasing number of pools that have not received
final certification, or an unusually high produc-
tioncost structure.Operations riskoften increases
during peak volume periods. If additional
resources (which can include independent ser-
vice providers) are not allocated to the process-
ing,underwriting,closing,andpost-closingareas,
delinquency levels may increase and workloads
may exceed existing capacity.

Management should be prepared to quickly
respond to interest-rate cycles and related vol-
ume increases or declines, since failure to act
promptly can affect earnings and capital. During
the pooling and securitization process, for exam-
ple, if the number of pools that lack final certifi-
cation exceed a certain limit, the company may
be required to seek financial support in the form
of a letter of credit from an affiliate bank or
bank holding company to ensure that all required
loan documentation is secured in a timely man-
ner. Credit risk and operational inefficiencies
may also create liquidity problems and addi-
tional interest-rate risk if the company is unable
to sell its loans in the secondary market.

To the extent a company retains servicing on
either its retail or correspondent production,
long-term credit risk issues may develop. These
include exposure to the pools being serviced
through recourse arrangements, potential non-
reimbursable foreclosure costs, or costs associ-
ated with VA ‘‘no-bid’’ options.

3070.0.2.6 Overages

In certain instances, originators and loan bro-
kers may have the ability to deviate from mort-

gage loan prices that are established by the
marketing department. An overage exists when
a lender permits an originator or broker to
impose a higher number of points (or a higher
interest rate) on a loan to certain borrowers
than is imposed for the same product offered to
other borrowers at a given point in time. (See
CA-94-6.)

Overages are often used as an incentive to
compensate originators or brokers. The amount
that is received over the expected price is often
shared by the mortgage banking company and
the originator or broker. The practice of permit-
ting overages may contribute to or result in
lending discrimination under the Equal Credit
Opportunity Act (ECOA) and the Fair Housing
Act (FHAct).

Examiners should review the mortgage bank-
ing company’s lending policy and determine
whether overages are permitted and whether the
practice has resulted in lending discrimination.
If a more detailed review of overages is deemed
necessary, such review should be performed in
conjunction with the appropriate Federal Reserve
System’s legal and consumer compliance staff.

3070.0.2.7 Inspection Objectives—
Production Activities

1. To determine the types of loans offered to
borrowers and any significant changes in prod-
uct mix.

2. To determine whether mortgage loans are
securitized; if so, to determine whether mortgage-
backed securities are insured or otherwise guar-
anteed by government-sponsored agencies or
private entities.

3. To determine what channels are used to
originate loans.

4. To determine if production processes are
consistent with operational risk controls and
efforts to minimize risk.

5. To determine whether production pro-
cesses can handle cyclical changes in volume.

6. To determine whether overages are permit-
ted and to assess whether the practice has resulted
in lending discrimination.

3070.0.2.8 Inspection Procedures—-
Production Activities

General

1. Review organization charts to determine
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the structure of the production function and its
status within the company. Verify that func-
tional units such as underwriting and quality
control are independently managed.

2. Determine the types of mortgage products
offered and the company’s target markets. Evalu-
ate portfolio trends for overreliance on one
product type and undue concentrations in one
geographic area.

3. Discuss the company’s credit culture, com-
pensation methods, and growth targets to deter-
mine whether income and loan volume are
emphasized over credit quality.

4. Determine whether the level of noncon-
forming or unsalable loans being originated
present undue risk and whether the quality and
delinquency trends for such loans are adequately
monitored.

Originations

1. Review policies and procedures for retail
branch originations. How are originators com-
pensated? Determine whether originators have
the authority to alter loan pricing parameters set
by the marketing unit.

2. Determine the size of the branch network
and its cost structure. Is the network growing or
shrinking? How does management plan for
anticipated changes in loan volume?

3. Determine if the mortgage banking com-
pany is involved in overage activities. If so—

a. determine whether management has
developed comprehensive policies and pro-
cedures, detailed documentation and tracking
reports, accurate financial reporting systems and
controls, and comprehensive customer com-
plaint tracking systems to adequately monitor
and supervise overage activities;

b. review whether overages are an essen-
tial component of the mortgage banking com-
pany’s earnings and origination activities, and
review the percentage of mortgages originated
since the previous inspection that resulted in
overages and the average overage per loan;

c. determine if management reviews over-
age activity for disparate treatment and dispar-
ate impact; and

d. determine if overages are a major com-
ponentof loanofficerand/orbrokercompensation.

4. Review policies and procedures for whole-
sale purchases. Which production channels are
used and how do they work? Channels may
include whole loan purchases (production flow),

table funding, assignment of trade, or co-
issuances (bulk purchases of servicing rights
only). For each production channel, review how
brokers and correspondents are compensated.

5. Review the method for reviewing and
approving brokers and correspondents and spe-
cific programs under which wholesale loans are
purchased. Is there an approved list of corre-
spondents? How is it updated and how fre-
quently? Determine whether exceptions to this
list are made and by whom, and whether controls
are in place to prevent unauthorized purchases.

6. Evaluate the process for conducting finan-
cial reviews on correspondents. How often are
financial statements obtained, and who analyzes
them?

7. Determine whether adequate controls are
in place to detect changes in the financial condi-
tion of a correspondent, test and monitor the
quality of loans purchased, and evaluate the
correspondent’s financial capacity to perform
under contractual repurchase obligations.

8. Select a sample of contracts for the largest
correspondents for additional review. Do con-
tracts clearly state pricing structures, maximum
dollar volumes, recourse arrangements, and
whether loans are purchased on a mandatory
delivery or a standby basis? Have any legal
issues arisen as a result of the contract lan-
guage? How frequently does management put
back loans to its largest correspondents?

9. Determine whether management informa-
tion systems adequately track approvals and
denials by loan type and production channel.
Are exceptions to policy adequately tracked and
monitored?

Processing

1. Determine whether processing is per-
formed in-house or by another party (a third-
party contractor or the originator). Review check-
lists and procedures for the processing unit and
determine whether loan tracking systems are
adequate.

2. Review steps that have been taken to
address any audit or quality control findings.
Determine whether additional corrective actions
are necessary.

Underwriting

1. Determine whether underwriting is per-
formed in-house, by third-party underwriters, or
by the originator. Is management planning for
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peak volume periods and are controls over the
underwriting process adequate?

2. Review policies and procedures to gain a
reasonable assurance that underwriting stan-
dards are prudent and comply with investor
guidelines. If individual underwriters perform
this function, determine whether management
has established approval limits, developed
exception procedures for loans that are rejected
or suspended, and receives reports that track
loan quality for each underwriter. If a committee
performs the underwriting function, review its
charter, composition, and minutes. If a scoring
system is used, review credit scoring methodol-
ogy. Can the system be overridden? If so, by
whom?

3. Review a representative sample (prefer-
ably a statistical sample) of current loans to test
the underwriting policies and procedures and
also determine the validity and adequacy of
documentation supporting loans held for sale or
investment.

4. If an unusual increase in unmarketable
loan inventory has been noted, select a small
sample of loans in current production for addi-
tional review. Does underwriting comply with
established guidelines? If a credit scoring sys-
tem is used, focus on loans that are of the lowest
acceptable grade. If deficiencies are noted, con-
sider expanding the review sample.

5. Review loans that were rejected and then
approved. Did the proper authority approve such
loans, and was management’s rationale ade-
quately documented?

Closing/Post-Closing

1. Evaluate procedures, checklists, and sys-
tems for closing loans. Are all required docu-
ments obtained from the borrower before funds
are disbursed? If not, evaluate the appropriate-
ness of suspense items.

2. Determine if a post-closing documentation
review process exists to differentiate, track, and
obtain both trailing and missing documents.
Assess its effectiveness.

3. Determine if wholesale loans are
re-underwritten at delivery. If not, how does
managementensure that loansare re-underwritten
in accordance with secondary marketing pro-
gram requirements?

4. Determine the number of pools that lack
final pool certification. Has this number exceeded
the maximum allowable limit since the previous
review? Why has this problem occurred, and
what steps are being taken to secure the neces-
sary documentation? Has a letter of credit been

posted? Does the situation pose undue financial
risk for the company or any of its affiliates?

3070.0.3 MARKETING ACTIVITIES

The marketing department is typically respon-
sible for the development of mortgage products,
determination of products to be offered, and the
establishment of daily mortgage prices. The
marketing department, which is also referred to
as secondary marketing, is also responsible for
the sale of mortgage loans to investors. Given
these roles, the marketing department acts as an
intermediary between the borrower and the
investor. All of these activities require close
coordination to be effective and are appropri-
ately placed within one department.

3070.0.3.1 Oversight

Marketing activities are generally supervised by
a marketing committee, which may consist of
the chief executive officer, chief operating offi-
cer, chief financial officer, and the executive
officers responsible for marketing, production,
and servicing/loan administration. The market-
ing committee is responsible for the formulation
of marketing policies, departmental operating
procedures, pricing strategies, and parameters
governing the use of various mortgage-related
products and strategies used to hedge the interest-
rate risk associated with certain mortgage loans.

3070.0.3.2 Securitization

The marketing department’s primary tool in per-
forming its activities involves securitization out-
lets. Securitization activities are discussed in
SR-90-16, which transmitted the following docu-
ments: (1) the Examination Guidelines, (2) An
Introduction to Asset Securitization, and
(3) Accounting Issues Relating to Asset Securi-
tization. There is also a discussion of these
activities in theCommercial Bank Examination
Manual, section 4030.1. A review of the securi-
tization process can provide a clearer under-
standing as to the value the marketplace assigns
to a mortgage banker’s production. Mortgage
securities, however, are usually issued by an
entity other than the mortgage banking com-
pany under inspection (such as government-
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sponsored agencies, securities affiliates, or bro-
kerage firms).

Many approaches are used for securitization,
but the great majority of activity occurs with
conduits such as GNMA, FHLMC, and Fannie-
Mae. Conduits provide many programs that a
mortgage originator can use to deliver a mort-
gage or pools of mortgages in return for cash
or securities. To investigate current program
requirements and available options, the exam-
iner should consult the seller guidelines issued
by the agencies.

The securitization process presents the mar-
keting department with a complex set of options
to consider when deciding how to sell the com-
pany’s loan production for maximum profit. If
the company’s own servicing valuation differs
from pricing offered by the agencies, for instance,
the marketing department can use some flexibil-
ity in pool formation guidelines to retain or
divest servicing cash flows. Recourse to the
originator or servicer can be negotiated to reduce
agency guaranty fees. Agencies also alter guar-
anty fees based on different methods of remit-
ting principal and interest payments. Sales to the
agencies can be on a best-efforts or mandatory
basis. A best-efforts basis is when loan delivery
is not required if the loan does not close. Better
prices are received for the lender’s acceptance
of the more rigid performance requirements of
mandatory commitments. Master commitment
contracts can be reviewed by the examiner to
determine negotiated terms.

Although most securitization activity occurs
within the programs already mentioned, private
security issues are also used. The private issues
are used primarily for loans that do not meet the
underwriting criteria of the agencies, commonly
due to larger than accepted loan amounts (jumbo
loans). Nonconforming loan production is usu-
ally sold to brokers or security affiliates who
have marketed the product to investors, some-
times using complex real estate mortgage invest-
ment conduits (REMICs).

3070.0.3.3 Pooling Practices

As an intermediary between the borrower and
the investor, marketing personnel coordinate the
flow of loan documents from the shipping
department to the pool custodian and the ulti-
mate holder. If servicing is retained, the loan
will be input into the company’s servicing sys-
tem soon after closing. Staffing levels should be

adequate to ensure that processing backlogs are
managed and workloads remain reasonable. Tem-
porary help and/or outsourcing may be used
during peak volume periods.

Operating procedures governing the selection
of mortgage loans for pooling, packaging, and
sale should be evaluated to ensure that the ship-
ping and pooling processes are efficient and that
loan files ultimately contain complete documen-
tation. Management reports should identify and
track the number of pools that lack final agency
certification and the status of missing (unavail-
able) and trailing (delayed) documentation.

If third-party guaranties are used during the
securitization process, procedures should also
establish methods for evaluating and monitoring
the financial condition of all third-party entities
that provide credit enhancement. If loans or
securities are sold with recourse, management
reportsshould identifyandtrackpotential recourse
obligations. Management should also analyze
historical recourse losses by investor and prod-
uct type and determine the appropriate level of
reserves to cover estimated recourse exposure.

3070.0.3.4 Marketing Risks and Risk
Management

3070.0.3.4.1 Techniques

The marketing department manages several risks,
which can be categorized as follows:

• unsalability
• pricing
• fallout
• counterparty performance

3070.0.3.4.2 Unsalability

Under most circumstances, a mortgage banking
company will originate mortgage products that
are acceptable to GNMA, FannieMae, FHLMC,
or other major investors. This minimizes the
risk that mortgage products originated will
not be marketable to investors and have to be
retained as a portfolio investment. However, the
marketing department may also initiate certain
products that are intended for the loan portfolio
of the mortgage company or portfolios of bank
or nonbank affiliates. In the case of production
for bank affiliates, underwriting and pricing
arrangements must be structured to ensure com-
pliance with the restrictions imposed by sec-
tions 23A and 23B of the Federal Reserve Act.
See the subsections on production activities
(3070.0.2) and intercompany transactions
(3070.0.7).
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3070.0.3.4.3 Pricing Risk

The mortgage banking business is volume driven.
Because profit margins are thin and fixed costs
associated with loan production can be large
(especially in the case of a retail origination
network), it takes a significant volume of mort-
gages to generate profits. Mortgage pricing deci-
sions are critical because the price is a major
determinant in the volume of mortgages
originated.

Pricing strategies can be affected by divi-
sional profit and loss allocations or external
industry practices. A neutral price structure sets
mortgageprices thatareequivalent to theexpected
price for which the mortgages will be sold to
investors, plus a normal servicing spread of
25 to 50 basis points depending on the type of
loan. Daily adjustments are usually made to
prices to reflect market changes for future settle-
ment of mortgage-backed securities (MBS).

Due to regional or local competition, mort-
gage banking companies often find it necessary
to deviate from a purely neutral pricing strategy
to maintain volume in certain markets. How-
ever, large deviations from market price in either
a lower or even upward direction can have
adverse consequences. In addition to causing
marketing losses, price cutting could place
operational strains on the production and servic-
ing areas. Premium pricing can position the
company as a lender of last resort with adverse
credit quality implications.

The marketing department attempts to mini-
mize price risk by matching origination pricing
with the price it expects to receive from inves-
tors. However, estimating the price at which the
mortgages can be sold can be difficult because it
is determined in large part by external factors
such as interest rates. The longer the elapsed
time between when the mortgage applicant
decides to lock in a loan rate and the time the
loan closes, the greater the risk that the prices
for which the mortgages can be sold will change.
Some companies encourage customers to ‘‘float’’
their interest rate until closing approaches to
reduce the volume and costs of hedging.

3070.0.3.4.4 Fallout

A third type of risk that the marketing depart-
ment manages relates to pipeline ‘‘fallout.’’ This
is the risk that the proportion of loans in the
rate-committed pipeline that are expected to
close will change with a given change in interest
rates. As market interest rates decline, fewer
mortgages in the pipeline will close because

applicants will opt to make new applications at
the lower rates. As interest rates rise, the propor-
tion of pipeline loans that will close increases as
more applicants choose to lock in rates. Mis-
matches that occur in the long and short posi-
tions can result in financial losses when the
institution needs to settle its trades.

3070.0.3.4.5 Hedging Strategies

The most common hedging strategy used to
protect the inventory of closed loans and the
rate-committed pipeline against adverse interest-
rate movements involves the use of mandatory
and optional forward sales of MBS. Under this
hedging strategy, the inventory and rate-
committed pipeline (the long position) are gen-
erally covered through short sales (mandatory
delivery contracts with settlements correspond-
ing to expected delivery volumes). Put and call
options on MBS are sometimes purchased to
manage heightened fallout risks during periods
of volatile interest-rate fluctuations.

The typical practice is to hedge 100 percent
of the closed loan inventory that is marketable.
In addition, pipeline loans very near to closing
are generally also hedged at or close to 100 per-
cent. However, a significant degree of uncer-
tainty exists as to the amount and timing of
30- and 60-day rate-committed pipeline closings
due to interest-rate fluctuations, underwriting
delays, and cancellations. To control exposure
to rate movements, management must estimate
the percentage of the rate-committed pipeline
that is expected to close in the current economic
environment.

Although estimation techniques vary, data are
generally collected on a number of pipeline
characteristics such as product type, whether the
loan is a purchase or refinance, and whether it is
retail- or wholesale-originated. Fallout behavior
can vary depending on these and other factors.
Based on this information, management then
derives an estimated closing percentage that
becomes management’s operating target for cov-
erage of the rate-protected pipeline.

Marketingpersonneloftenusesimulationmod-
eling to assess fallout percentages, assist in
balance-sheet valuations, and develop appropri-
ate hedging strategies. Such models may be
either purchased from outside vendors or devel-
oped in-house, and they vary greatly in their
degree of sophistication. In any event, the pri-
mary assumptions and inputs to the model should
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be reasonable, well documented, and reviewed
periodically by both the marketing committee
and by an independent source such as an inter-
nal or external audit. Results from the market-
ing simulation model should be provided to
management through summary reports. Infor-
mation may also be provided to bank holding
company personnel for asset/liability manage-
ment purposes.

Other products may also be used to hedge
inventory loans and the rate-committed pipe-
line, particularly loans with an adjustable rate
feature or other specialized characteristics. The
marketing committee should review and approve
all specialized hedge products used, the degree
of correlation between the hedge product and
the underlying position being hedged, and the
degree of risk that each strategy or position
entails. The accounting department should also
determine whether such products qualify for
hedge accounting treatment, establish appropri-
ate management reports, and establish account-
ingpolicies.Seesubsection3070.0.6, ‘‘Mortgage-
Servicing Rights.’’

3070.0.3.4.6 Position Reports

To limit risk, the marketing committee should
place prudent limits on the amount of exposure
that can be incurred through hedging operations.
Limits, which may be contained in the market-
ing policy, might establish a constraint on the
size of uncovered long positions, require that
coverage be maintained at the marketing com-
mittee’s current closure estimates, or establish
a constraint based on an earnings-at-risk
measurement.

Compliance with limits should be monitored
through regular position reports, which should
be provided to senior management (the market-
ing committee and perhaps the treasury function
of the parent company, if they participate in
decisions or policy enforcement) at least weekly.
Position reports should detail the company’s
long and short positions in relation to limits, as
well as unrealized and realized gains and losses
on loans and securities. Department managers
generally require daily position reports in order
to effectively monitor the position. Marketing
position reports may not reconcile directly with
reports prepared by the accounting department
for financial reporting purposes. Significant dif-
ferences should be investigated.

3070.0.3.4.7 Counterparty Performance

The marketing committee is also generally
responsible for managing investor/counterparty
performance risk. The marketing committee (or
the treasury department of the parent bank hold-
ing company) should approve all brokers and
dealers to which securities are sold before trad-
ing commences. Dealer limits should be estab-
lished to limit the maximum amount of trades
outstanding with each firm. Frequent position
reports should be prepared to monitor compli-
ance with established limits. The accounting
department may be responsible for the ongoing
monitoring of the financial capacity of the bro-
kers and dealers.

3070.0.3.5 Inspection Objectives—
Marketing Activities

• To review the types of products developed.
• To determine the pricing strategies offered to

borrowers and investors.
• To review pipeline fallout estimation

techniques.
• To review hedging methods as they relate to

loan production.
• To determine whether information systems

are adequate for senior management to moni-
tor fallout behavior and hedge performance.

3070.0.3.6 Inspection Procedures—
Marketing Activities

Management Oversight

1. Review the composition of the marketing
committee and minutes from recent committee
meetings to determine the nature and scope of
its responsibilities, the frequency of meetings,
and the degree to which oversight over market-
ing activities is provided.

2. Review the marketing policy as it relates
to product offerings, pricing strategies, loan
sales, and hedging operations. Are all relevant
marketing risks identified? Note the date the
marketing policy was last reviewed and approved
by the board of directors.

3. Determine how management measures and
controls interest-rate risk associated with closed
loans in inventory and rate-locked loan applica-
tions in the pipeline. How are limits established
and quantified (i.e., earnings at risk, economic
value of equity at risk, percentage of capital,
etc.)? Are such limits reasonable? Evaluate
management’s oversight of asset securitization
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activities in accordance with SR-90-16, as
applicable.

4. Assess the adequacy of management infor-
mation systems and related management reports
that are designed to track compliance with
established policy. Determine the extent to which
operational practices adhere to policy. How are
exceptions handled?

Securitization and Pooling Practices

1. Determine the secondary marketing pro-
grams used to sell mortgages to investors and
the volume of sales under each program.

2. Discuss the strategies and procedures used
for the selection of mortgage loans for pooling,
packaging, and sale. Are there quality control
procedures in place to ensure that the files of
pooled loans contain complete documentation?
What impact does strategy have on departmen-
tal profitability?

3. Evaluate the company’s securitization
practices:

• Determine how much risk the company
retains and in what form.

• Determine the source, conditions, and costs
of third-party guaranties. Verify that the
financial condition of all third-party credit
enhancers is substantiated.

• Determine the procedures used to obtain
final pool certifications from investors (coor-
dinate with the examiner(s) assigned to the
production function). Determine the num-
ber and volume of securities that lack final
certification. Is management doing every-
thing possible to obtain missing docu-
ments? Are problems volume-driven or due
to a lack of internal controls?

4. Determine whether loans or securities are
sold with recourse. If so, are management infor-
mation systems in place to track recourse obli-
gations? Are analyses of recourse losses con-
ducted by investor and product type? Are reserves
held for recourse loans? What is the methodol-
ogy for determining the adequacy of reserves?
Review actual and potential losses. Are reserve
levels adequate to cover identified exposure? Is
compensation tied to trading profit?

Unsalability

1. Review the marketing policy to determine

whether all mortgage products originated by the
mortgage company are intended to be salable in
the secondary market (for example, do they
conform to guidelines issued by GNMA, Fannie-
Mae, FHLMC, or other major investors?). How
is actual salability monitored?

2. Determine if mortgage loans that are not
salable are generated specifically for the perma-
nent investment portfolio of either the mort-
gage banking company or its bank or nonbank
affiliates.

3. Determinewho is responsible for the review
of temporarily unsalable loans, the frequency of
such reviews, the actions taken to correct docu-
mentation and/or credit deficiencies, and if
internal controls are adequate. This information
is needed to ensure that hedge volumes are
accurate.

Pricing Strategies

1. Review the current list of mortgage prod-
uct offerings and the daily price sheet. Are
prices determined centrally and are they uni-
form? Discuss pricing strategies with manage-
ment to determine whether the company uses a
neutral, above-market, or below-market pricing
strategy.

2. Ascertain what procedures are in place to
ensure that deviations from the approved pricing
policies receive the proper degree of scrutiny
and approval by senior management. If such
discrepancies are common, why is this occur-
ring (competition, compensation schemes, or
departmental profitability considerations)?
What impact have such deviations had on pro-
duction volumes and the company’s overall
profitability?

3. Determine what policies are in effect
regarding customer rate-locks. If a rate-lock
expires, is it automatically renewed or is it rene-
gotiated at current interest rates? Are the num-
ber and dollar volume of loans with expired
rate-locks adequately monitored and tracked?

Fallout

1. Discuss the methodology used to predict
the volume of applications that are expected to
‘‘fall out’’ of the mortgage pipeline. Is fallout
methodology well documented?
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ALCO/Simulation Modeling

1. Determine whether the expected fallout
ratio is based on intuition, historical data, or an
empirical model. Are assumptions reasonable?
Are volatility assumptions based on historical
performance or on implied volatility levels in
the market? Who is responsible for reviewing
model assumptions, and are these individuals
sufficiently independent from the process itself?
Does management also engage in sensitivity
analyses to determine the impact interest-rate
fluctuations will have on expected fallout
levels?

2. Determine to what extent management
uses output from these models in business plan-
ning, financial management, and budgeting.

3. Assess the degree to which mortgage bank-
ing activities are incorporated into the parent
company’s asset/liability management reports
and program.

Hedging Practices

1. Discuss management’s philosophy and
strategy to determine the amount of interest-rate
risk they are willing to accept. How successful
has the company’s marketing strategy been over
the past few years and how is it changing? What
are management’s primary sources of market
information? Are sources sophisticated enough
given the size of the company and the scope of
its activities?

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 determine
whether they conform with established policy
limitations and guidelines. What percentage of
closed loans held in inventory and loan applica-
tions in the pipeline are matched against specific
investor commitments? How are coverage lev-
els determined and how have they changed over
time? Is the basis for this coverage ratio ade-
quately documented? Determine whether the
current coverage ratio exposes the company to
undue risk associated with potential marketing
losses.

3. Determine the adequacy of management’s
strategies for hedging loans that have special
risks (ARMs with interest-rate caps and floors).

4. Ascertain if basis risk exists for any hedg-

ing products, whether such risks are significant,
and the impact on correlation. How is basis risk
identified, monitored, and controlled?

5. Determine whether call options are written
to enhance inventory yields. If so, verify that
they are written against covered positions. Deter-
mine whether management is speculating in any
way and whether this activity subjects the com-
pany to undue risk.

6. Obtain profit/loss reports on hedging
activities. How frequently are they prepared,
how are they used, and to whom are they distrib-
uted? Evaluate the financial results of the hedg-
ing program over the past three years. Is man-
agement taking on excessive risk to record profits
in this area?

7. Review management reports relating to
pipeline and closed-loan hedging operations.
Determine whether such reports are complete,
accurate, and timely. Do such reports adequately
limit excesses, record exception approvals, and
detail risk exposures?

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

Counterparty Risk

1. Review the marketing committee’s list of
approved brokers and dealers. Have appropriate
dealer limits been established and are such lim-
its adhered to? How are exceptions monitored,
reported, and controlled?

3070.0.4 SERVICING/LOAN
ADMINISTRATION

Mortgage banking companies that originate and
sell residential real estate loans in the secondary
market often retain the right to service those
loans for the investor for a fee. In return, the
servicer collects monthly payments from mort-
gagors, collects and maintains escrow accounts,
pays the mortgagors’ real estate taxes and insur-
ance premiums, and remits principal and inter-
est payments to the ultimate investors. The ser-
vicer also maintains records for the mortgagor,
collects late payments on delinquent accounts,
inspects property, initiates and conducts foreclo-
sures, and submits regular reports to investors.
Such functions and responsibilities should be
documented within a formal written servicing
agreement.
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3070.0.4.1 Revenue Generation

The right to service mortgage loans provides a
stable source of earnings and the potential for
one-time gains. For this reason, servicing port-
folio growth has become a primary objective for
many mortgage banking companies.

Mortgage-servicing revenues are derived from
six sources. The primary source is the contrac-
tual servicing fee. Because this fee is usually
expressed as a fixed percentage of each out-
standing mortgage loan’s principal balance,
servicing-fee revenues decline over time as the
loan balance declines.

The second source of servicing income arises
from the interest that can be earned by the
servicer from the escrow balance that the bor-
rower often maintains with the servicer for the
payment of taxes and insurance on the under-
lying property. This income may vary, however,
as some states require that interest payments on
escrow balances be paid to the borrower.

The third source of revenue is the float earned
on the monthly loan payment. This opportunity
for float arises because of the delay permitted
between the time the servicer receives the pay-
ment and the time that the payment must be
remitted to the investor.

The fourth source of revenue consists of
income late fees charged to the borrower if the
monthly payment is not made on time. A fifth
source is income in the form of commissions
that many servicers receive from cross-selling
credit life and other insurance products to the
borrowers. The sixth and last source is when the
servicer might generate fee income by selling
mailing lists to third parties.

3070.0.4.2 Cost Containment

Long-term profitability is achieved through cost
containment, technological improvements, and
economies of scale, which reduce the per-unit
cost of servicing. Servicing costs vary widely
across institutions depending on portfolio char-
acteristics such as product type, loan size and
age, delinquency status, and foreclosure statis-
tics. Nevertheless, two efficiency measures fre-
quently used within the industry to measure cost
containment are unit-servicing costs and the
number of loans serviced per employee. The
minimumsizeofa loan-servicingportfolioneeded
to achieve economies of scale varies across
institutions and depends on portfolio character-
istics and the servicer’s expertise and techno-
logical capabilities.

Servicing data are available through the Mort-
gage Bankers Association’s publication, ‘‘Mort-
gage Banking Performance Report.’’ Based on
detailed financial-statement information from a
sample of companies, the report presents a com-
pilation of performance data on all aspects of
the mortgage banking industry.

3070.0.4.3 Growth Strategies

Many companies have established aggressive
growth targets for their servicing portfolios. The
size of the portfolio may be increased through
originations, purchases of loans (individual or
bulk), or purchased servicing rights. Portfolio
size is reduced through normal runoff, prepay-
ments, and sales of either loans or servicing
rightsonly.Management’sgrowthstrategyshould
be examined in light of its expertise and systems
capabilities.

3070.0.4.4 Servicing Agreements

The servicer generally operates under a written
contract with each investor. This contract, also
known as a servicing agreement, establishes
minimum conditions for the servicer such as its
fiduciary responsibilities, audit requirements,
and fees. Contracts may be standardized or tai-
lored to the individual investor.

Under most servicing agreements, the ser-
vicer warrants that full principal has been
advanced, the mortgage is in fact a first mort-
gage on the property, and that the first mortgage
position will be maintained by the servicer.
Additional warranties that are either unwritten
or implied may create significant exposure for
the servicer.

A servicer may also enter into an agreement
with another company to subservice certain
loans or portfolios of loans. The company’s
method of evaluating and monitoring the finan-
cial condition of its subservicers should also be
reviewed. Servicing and subservicing agree-
ments should be evaluated in terms of the sub-
servicer’s responsibilities, reporting require-
ments, performance, and fees. They should also
be reviewed to determine that no additional
liabilities, real or contingent, are imposed upon
the company beyond its responsibilities as a
servicing agent.
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3070.0.4.5 Recourse Obligations

A servicing agreement may contain specific
recourse obligations that go beyond the servic-
er’s customary fiduciary obligations. A mort-
gage banking company can choose to service
loans for investors either with or without recourse
back to the mortgage banking company. Servic-
ing agreements should be reviewed to determine
the extent of any recourse obligations. The risk
of recourse should also be discussed with man-
agement to assess whether the risk is being
identified and effectively managed.

The degree of recourse varies by investor.
FannieMae offers either ‘‘regular’’ or ‘‘special’’
servicing options. With FannieMae’s regular
option, the servicer retains all risk of loss from
mortgage default. With FannieMae’s special ser-
vicing option, the mortgage banking company
only retains exposure for normal representations
and warranties. FHLMC offers similar servicing
options. FannieMae and FHLMC generally limit
eligibility for the regular servicing option to
participants with the knowledge and financial
wherewithal to make good on their recourse
obligations.

GNMA servicing carries no contractual
recourse. However, in the event of mortgage
default, the servicer may have exposure to
principal loss and other nonreimbursable
expenses, particularly with respect to VA-
guaranteed loans. If a borrower defaults on a
VA-guaranteed loan, the VA can exercise a ‘‘no-
bid’’ put option, which allows the VA to pay out
its guaranty and leave the property with the
servicer for disposition.

When a borrower defaults on a VA-
guaranteed loan, the VA makes a calculation
that will guide its decision to accept or reject
conveyance of the property. The VA’s decision
to exercise its no-bid option is based on the net
value of loan collateral and the VA’s guaranteed
percentage of the indebtedness. The mortgage
servicer, at its option, could pay down the out-
standing principal balance on the loan to a point
where the VA would not be expected to exercise
its no-bid option. Such ‘‘buydowns’’ result in
additional foreclosure losses for the servicer.

The risk-based capital guidelines require a
charge to capital when any risk of loss is retained
on such recourse obligations. The charge would
be at the bank holding company, the bank, or
both,3 depending on ownership of the risk. For

this reason, the accuracy of reported recourse
obligations should be verified.

3070.0.4.6 Guaranty Fees

The amount of guaranty fee the mortgage bank-
ing company pays the government-sponsored
agencies (or private issuer) is negotiated. Guar-
anty fees vary based on the amount of recourse
assumed by the mortgage banking company (the
servicer) and the timing of the cash flows. A
smaller guaranty fee is negotiated when the
guarantor assumes less risk or receives pay-
ments sooner in the remittance cycle. Remit-
tance cycles vary by investor.

The examiner should discuss with servicing
personnel the amount of risk that has been taken
on by the marketing department in exchange for
reduced guaranty fees. Excessive risk accepted
by the mortgage banking company should be
incorporated into the assessment of management.

3070.0.4.7 Internal Controls

The servicing process begins after the post-
closing review has been completed and the loan
has been set up on the mortgage banking com-
pany’s servicing computer system. Servicers are
responsible for adequately safekeeping loan
documents. Documents must be stored in a
secured and protected area such as a fireproof
vault. Servicers must also maintain a tracking
system for following up on missing documents.

The control environment that sets the tone of
a servicing department’s operation should be
assessed. A servicing department’s management
faces a variety of risks that it should identify
and control. In addition to identifying and con-
trolling risks, management also needs to insti-
tute adequate and effective internal controls to
match a servicing portfolio’s growth and the
department’s technological changes. When
assessing the control environment, the examiner
needs to consider the extent to which manage-
ment uses internal and external audits, quality
control reports, and investor audits to ensure
that its policies and procedures are followed.

The servicer’s performance should be evalu-
ated, with any loss of servicing due to operating
inefficiencies or excessive risk-taking discussed
and noted. A discussion of the risks within each
operational area, as well as the management
reports and internal controls, follows.

• Loan accounting. Incoming payments may be
processed in-house, through a lockbox, or

3. If at the bank, then it is also consolidated at the bank
holding company level.
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through some combination of both. Payments
are deposited into a clearing account and then
transferred to the respective investor custodial
bank accounts the next day. Investor remit-
tances may be required daily, weekly, monthly,
or as funds are received. In certain cases,
servicing agreements may specify that pay-
ments be sent directly to security holders.
Numerous accounts through which incoming
and outgoing payments pass should be recon-
ciled daily to avoid costly processing errors.
The reconcilement process should be reviewed
with management to ensure that reconcile-
ments are performed on a timely basis and
without chronic discrepancies.

• Escrow administration. In addition to receiv-
ing and remitting payments, servicers are also
responsible for paying taxes and insurance on
the underlying property. Accurate information
must be maintained for each loan regarding a
legal description of the property; the appropri-
ate taxing authority, due dates, and amounts
for taxes owed; and the insurance provider
and due dates and amounts for insurance
owed. Failure to maintain such information
may result in missed tax and insurance pay-
ments on the property, which may lead to
penalties and/or lapsed insurance coverage.
The servicer’s record of tax penalties paid
over the past several years should be reviewed
to determine whether a problem exists in this
area.

Escrow account balances should be ade-
quate to meet expected tax and insurance
obligations. If the servicer advances its own
funds to cover an escrow overdraft, such pay-
ments may be capitalized and recorded as a
receivable only if the servicer is to be reim-
bursed by either the mortgagor or the inves-
tor. Escrow receivables should be aged, with
stale or otherwise uncollectible receivables
charged off.

Escrow accounts should be analyzed at
least annually, with a copy of the analysis
sent to the mortgagor. Shortages (overdrafts)
may be billed or spread out over 12 months.
Overages should be returned to the borrower
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.

• Investor reporting. Investor remittance and
reporting requirements vary greatly. Remit-
tances are contractually arranged. In some
instances, the servicer may be required to

advance to investors funds that have not yet
been received from the mortgagor (for exam-
ple, cash advances to ensure timely payment
of principal and interest). In such cases, a
receivable is created on the balance sheet.
Receivables relating to investor remittances
should be aged in the same manner as escrow
receivables and periodically reviewed by a
supervisor. Stale or otherwise deemed uncol-
lectible receivables should be periodically
charged off in a timely manner.

Investor reports should include detailed
account reconciliations and information on
the mortgagor’s name, principal balance out-
standing, escrow balance, delinquency status
of the account, and any foreclosure activity or
transfer to the servicer’s other real estate
owned account. The quality and accuracy of
investor reporting should be periodically
reviewed by internal or external auditors.

• Collections, foreclosures, and other real estate
(ORE). Investor requirements also vary con-
cerning contact with delinquent borrowers,
forbearance policies, and reimbursement for
foreclosure expenses, ORE write-downs, and
related losses. Detailed policies concerning
collection efforts and foreclosures should be
in place and followed. The property should be
inspected regularly to ensure that its condition
is adequately monitored. Delinquency and
foreclosure statistics should be tracked by
product type and originator.

Foreclosures are generally initiated after
three full installments are due and unpaid.
The servicer notifies the mortgagor of its
intent in writing and refers the case to an
attorney. Detailed records should be main-
tained for all expenses that are incurred. If the
loan is insured, claims may ultimately be filed
against the FHA, VA, or private mortgage
insurance (PMI) company. However, it should
be noted that certain interest expenses and
collection or foreclosure costs are not reim-
bursable.4 These expenses are a cost of doing
business that must be factored into the ser-
vicing fee charged for providing these
services.

The timeframe for taking title on fore-
closed property varies widely and is deter-
mined by state law.Once title is taken, the
propertyshouldbeclassifiedasORE.Although

4. For a detailed list of both reimbursable and nonreim-
bursable expenses, see the agency seller/servicer guides.
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all ORE is generally managed through a cen-
tralized unit, for accounting purposes, ORE
may fall into one of two distinct categories:
ORE that is owned by the mortgage banking
company, and ORE that is serviced on behalf
of the investor. ORE that is owned should
reconcile to the balance sheet, whereas ORE
that is serviced for others is an off-balance-
sheet item. ORE appraisal, valuation, and
financing policies should be consistent with
regulatory policy. In-substance foreclosures
and any troubled debt restructurings should
be properly identified and accounted for.

• Payoffs. Loans are considered ‘‘paid off’’ when
the loan matures, the loan is refinanced, or the
property is sold. Prior to payoff, the servicer is
responsible for sending payoff instructions to
the mortgagor. After a loan has been paid off,
the servicer makes a satisfaction remittance to
the investor or the pool; obtains documenta-
tion; cancels the note; and forwards the satis-
fied mortgage documentation plus an escrow
refund check, if applicable, to the mortgagor.
A high level of refinance activity may strain
payoff personnel’s ability to perform this obli-
gation accurately and promptly. Management
reports should monitor the level of payoff
activity and alert supervisors to operational
backlogs, the need to hire temporary person-
nel, or the need to outsource work to third
parties.

• Customer service. Poor service may damage
the mortgage banking company’s business
reputation (reputation risk) and ability to
originate, sell, and service loans within the
community. Because of name recognition,
problems in this area may also adversely
affect affiliate banks or the bank holding com-
pany and its nonbank companies.

For this reason, servicers should maintain
an adequate system for logging, tracking, and
responding to customer inquiries and com-
plaints. Management reports should track the
volume and disposition of such inquiries and
complaints. Inordinate volumes of complaints
may be an indication of operational backlogs,
inefficiencies, or mishandling of accounts. If
this occurs, corrective measures should be
initiated immediately.

3070.0.4.8 Data Security/Contingency
Planning

The servicing system should be of a complexity

and size necessary to accommodate both the
current and the projected volume of transac-
tions. Examiners should obtain information on
the servicing system in use and any limitations
it might pose in terms of future growth plans.

Procedures for maintaining physical security
in the workplace, data security, and file backup
also should be discussed with management. A
contingency plan should describe the use of
alternative backup sites, as well as procedures
that would be followed to reconstruct altered or
destroyed files. Contingency plans should be
reviewed and approved at least annually and
tested regularly.

3070.0.4.9 Inspection Objectives—
Servicing/Loan Administration

1. To assess the adequacy of management
oversight of risk through policies and proce-
dures, management information systems and
reports, and other internal and external audits,
with respect to the following:

• collecting monthly payments from
mortgagors

• reporting loan activity and remitting funds
to investors

• monitoring escrow account balances
• disbursing property insurance and real estate

tax payments
• monitoring delinquencies, initiating collec-

tion activities, and initiating foreclosure
proceedings in a timely manner

2. To evaluate the level of risk assumed by
the mortgage banking company through servic-
ing recourse arrangements.

3070.0.4.10 Inspection Procedures—
Servicing/Loan Administration

Management Assessment

1. Obtain an organization chart for the servic-
ing department and resumes for senior manage-
ment and key staff members. Evaluate manage-
ment’s qualifications and expertise.

2. Review servicing policies and procedures
manuals to determine whether reasonable
operating standards have been established for
each functional area. Also assess whether man-
agement reports adequately monitor compli-
ance with established policies and procedures.
Determine how exceptions are identified and
addressed.
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3. Review internal and external audits, qual-
ity control reports, and investor audits to deter-
mine whether internal controls are functioning
effectively.

4. Evaluate safeguards in place for loan docu-
ments and determine if an adequate document
tracking system exists.

5. Verify that a disaster recovery plan is in
place that covers all in-house servicing func-
tions. Verify that backup systems exist should
primary systems fail. Determine if backup sys-
tems would provide information to substantiate
servicing portfolio asset values.

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

• Determine if a periodic review of services
provided by each subservicer is conducted.
In addition, the financial condition of each
subservicer should be evaluated at least
annually.

• Determine whether a contingent operating
plan has been established should subservic-
ers and vendors be unable to perform their
contractual obligations.

Profitability Analysis

1. Review business line profitability for the
servicingdepartment to identify significant trends
and/or areas of potential weakness. Discuss and
review key efficiency measures such as unit cost
and cost per employee.

2. Analyze servicing income and expenses to
determine whether operations are profitable and
economies of scale are being achieved in line
with industry norms:

• Determine whether all direct and indirect
costs are included.

• Compare servicing revenues with costs.
• Assess the impact of any bulk servicing

purchases or sales on departmental
profitability.

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

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

• investors (GNMA, FannieMae, FHLMC,
private)

• recourse provisions
• loan types (30-year fixed, 15-year fixed,

ARM, balloon)
• average loan size

• interest rates (particularly those above
market)

• remaining contractual life
• projected life
• geographic distribution of mortgagors
• delinquency statistics
• foreclosure statistics
• number of subserviced loans and servicers

Loan Accounting

1. Review with management the procedures
for receiving payments from mortgagors and
depositing funds into segregated accounts. Deter-
mine that the segregation of duties and other
controls over custodian accounts are adequate.

2. Review any outstanding advances to
investors. Evaluate the collectibility of advances,
the timeliness of charge-offs, and the adequacy
of reserves.

3. Determine whether outstanding items
related to investor account reconciliations are
being resolved in a timely manner. Are recon-
ciliations routinely reviewed and approved by a
supervisor?

Escrow Administration

1. Review with management the system in
place for ensuring the timely payment of taxes,
insurance, and other obligations.

2. Review the servicer’s method for analyz-
ing the amount and adequacy of escrow account
balances, and evaluate its effectiveness. Assess
procedures relating to shortages and overages in
escrow accounts:

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

• Determine whether the borrower is sent an
analysis statement showing the amount of
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 ensuring
that insurance payments and taxes are current.

4. Determine how escrow funds are invested,
assess the appropriateness of the investment
vehicles, and review management’s analysis of
yield on escrow funds.
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5. Evaluate whether controls are in place to
prevent the use of escrow custodial accounts to
meet other obligations.

6. Review outstanding escrow advances, and
determine if claims for reimbursement are pro-
cessed in a timely manner. Evaluate the collect-
ibility of outstanding advances and verify that
uncollectible advances are charged off in a
timely manner.

Investor Reporting

1. Review the list of investors for which ser-
vicing is performed.

2. Review servicing contracts to verify that
signed, current contracts exist. Discuss with
management the nature of any recourse provi-
sions, forbearance requirements, and nonreim-
bursable collection and/or foreclosure expenses.

3. Review the most recent investor audit
reportson theservicing function.Discussfindings
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-
tive actions taken.

Collections and Foreclosures

1. Review and assess, on a statistical-sample
basis, the accuracy and adequacy of loan delin-
quency reports by product type and originator.
Ascertain the reasons for poor or declining asset
quality within the servicing portfolio.

2. Review policies and procedures for col-
lecting late payments.

• 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 instituted
in a timely manner.

• Determine if borrowers and investors are
appropriately notified of the initiation of
foreclosure action.

• Verify that contacts with borrowers are
documented.

• Determine whether property inspections are
conducted in accordance with policy.

• Verify that foreclosure practices comply
with FHA/VA/PMI requirements and
guidelines.

4. Determine the average foreclosure costs
for each product type. Foreclosure costs include
inspections, legal and administrative costs in
excess of those defined as normal and custom-
ary, VA no-bid, and VA write-downs.

5. Obtain a list of loans in foreclosure in
which action has been delayed, and determine if
the justifications for delay are reasonable.

6. Determine the number and dollar volume
of delinquent loans that were purchased from
the servicing portfolio (buyouts or buybacks).

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

7. Discuss with management the effect that
negotiated guaranty fees may have on the level
of losses associated with foreclosures.

Payoffs

1. Review procedures for payoffs to deter-
mine whether—

• payoff instructions are sent to the mort-
gagor before payoff;

• 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.

Other Real Estate

1. Determine the number and dollar volume
of ORE by geographic location.

• Compare the volume of ORE with histori-
cal levels and the industry average for
similar-sized servicers.
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• Evaluate the impact of ORE on profitability.
• Review the policies and practices for ORE

accounting, property supervision, and
marketing. Verify that policies are consis-
tent with investor guidelines and regulatory
policies.

2. Determine whether ORE parcels are pur-
chased from the servicing unit by the bank
holding company or its affiliates.

• Evaluate the controls in place to limit or
prevent this practice and the accounting
treatment for such loans.

• Verify that information regarding ORE is
properly reported to the parent bank or
holding company for consolidation into
regulatory reports.

Customer Service

1. Review the system for logging, tracking,
and responding to customer complaints. Has the
volume of complaints grown? Are complaints
addressed promptly with any problems resolved
in a timely manner?

2. Review the servicer’s customer-complaint
file to gain more insight into the nature of the
complaints. Do complaints suggest that internal
policies and procedures are not being followed
or that staffing levels are inadequate?

3070.0.5 FINANCIAL ANALYSIS

This section provides the examiner a framework
with which to analyze the financial condition of
a mortgage banking company. The analysis be-
gins with a review of the mortgage company’s
balance sheet and income statement. The finan-
cial analysis should incorporate a review of
primary balance-sheet and income-statement
levels and trends, off-balance-sheet assets and
liabilities, asset quality, market share and earn-
ings performance, funding sources, liquidity
needs, and capital adequacy. Any problems or
conditions that expose the mortgage banking
company, affiliate banks and nonbanks, and/or
its parent bank holding company to undue finan-
cial risk should be brought to management’s
attention and documented in page one, Examin-
er’s Comments and Matters Requiring Special
Board Attention. The examiner should focus on
items that are either large relative to the compa-
ny’s operations or that may pose undue finan-

cial risk. The examiner should also investigate
any trends that appear inconsistent with the
mortgagebankingcompany’s industrypeergroup,
business orientation (such as wholesale versus
retail, originations versus servicing, etc.), and
future growth plans or with the current eco-
nomic and interest-rate environment.

Financial-statement presentation may vary
across mortgage banking companies. If ques-
tions arise, financial-statement presentation and
accounting should be reviewed with the compa-
ny’s internal and/or external accountants for
propriety. During the review of the financial
statements, theexaminershouldestablishwhether
regulatory reports are prepared accurately. Banks
must conform to the reporting requirements of
the Commercial Bank Reports of Condition and
Income (call report). Bank holding companies
and their direct subsidiaries must conform to
generally accepted accounting principles
(GAAP). Relevant GAAP statements of the
Financial Accounting Standards Board include
SFAS No. 65, ‘‘Accounting for Certain Mort-
gage Banking Activities,’’ as amended; SFAS
No. 91, ‘‘Accounting for Nonrefundable Fees
and Costs Associated with Originating or Ac-
quiring Loans and Initial Direct Costs of Leases’’;
SFAS No. 115, ‘‘Accounting for Certain Invest-
ments in Debt and Equity Securities’’; SFAS
No. 125, ‘‘Accounting for Transfers and Servic-
ing of Financial Assets and Extinguishments of
Liabilities;’’ and SFAS No. 80, ‘‘Accounting for
Futures Contracts.’’ Other relevant accounting
pronouncements are identified in appendix B,
Accounting Literature.

The financial analysis should also include an
assessment of asset quality, earnings, liquidity
and funding, and capital. Any problems or con-
ditions that expose the mortgage banking com-
pany, affiliate banks and nonbanks, and/or the
parent bank holding company to undue financial
risk should be brought to management’s atten-
tion and discussed in the Examiner’s Com-
ments and Matters Requiring Special Board
Attention.

3070.0.5.1 Balance Sheet

3070.0.5.1.1 Assets

The asset side of the balance sheet may consist
of cash, reverse repurchase agreements, market-
able securities, receivables and advances, mort-
gage loans held for sale, mortgage loans held for
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investment, mortgage-servicing assets (MSAs)
(including mortgage-servicing rights), reserves
for loan and other credit-related losses (contra
accounts), other real estate owned (OREO), and
other assets.

3070.0.5.1.1.1 Mortgage-Related Securities

The examiner should determine whether the
accounting treatment for mortgage-related secu-
rities reported on the balance sheet is consistent
with SFAS 115. SFAS 115 applies to equity
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 each
subsequent reporting date, all debt and equity
securities that fall under the scope of the state-
ment should be classified into one of the follow-
ing categories:

• trading securities
• available-for-sale securities
• held-to-maturity securities

Both debt and equity securities can be assigned
to the above first two categories. The third clas-
sification can only consist of debt securities.

Trading. Mortgage-backed securities that are
held for sale in conjunction with mortgage bank-
ing activities should be classified as trading
securities and reported at fair value. Debt securi-
ties not held to maturity and equity securities
that have readily determinable fair values should
be classified as trading securities when (1) they
are held for short periods of time and (2) they
have been acquired with the expectation of a
profit from short-term price differences. Securi-
ties that are actively traded should be carried at
fair value on the balance sheet, with net unreal-
ized gains or losses included in income.

Available-for-sale. Debt and equity securities
having readily determinable fair values that are
not otherwise classified, as above, should be
categorized as available-for-sale and carried at
fair value on the balance sheet. Unrealized hold-
ing gains and losses should be reported in a
separate component of shareholders’ equity and
should not be included in income.

Held-to-maturity. For a security to qualify as
held-to-maturity under SFAS 115, the mortgage

banking company must demonstrate the positive
intent and ability to hold it until maturity.

3070.0.5.1.1.2 High-Risk Securities

The examiner should also review any high-risk
mortgage securities that are on the balance sheet,
such as collateralized mortgage obligations
(CMOs), real estate mortgage investment con-
duits (REMICs), CMO and REMIC residuals,
andstrippedmortgage-backedsecurities (stripped
MBSs). See sections 2126.1 and 2190.0.5.

3070.0.5.1.1.3 Mortgage Loans Held for Sale

The examiner should determine whether the
accounting treatment for mortgage loans held
for sale is consistent with SFAS 65, as amended.
Mortgage loans held for sale shall be reported at
the lower of cost or market value, determined as
of the balance-sheet date.5 The amount by which
the cost exceeds market value shall be accounted
for as a valuation allowance. Changes in the
valuation allowance shall be included in net
income of the period in which the change
occurs.

3070.0.5.1.1.4 Mortgage Loans Held for
Investment

Mortgage loans held for investment may include
loans that (1) do not meet secondary-market
guidelines and are therefore unsalable, (2) loans
that were repurchased from an investor due to
poor documentation and/or improper servicing,
(3) loans put back to the mortgage banking
company under recourse agreements, and
(4) loans intentionally originated for portfolio.

SFAS 65 states that a mortgage loan trans-
ferred to a long-term investment classification
shall be transferred at the lower of cost or
market value as of the transfer date. The securi-
tization of a mortgage loan held for sale shall be
accounted for as the sale of the mortgage loan

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
excluded from the cost of mortgage loans for the purpose of
determining the lower of cost or market value.
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and the purchase of an MBS classified as a
trading security at fair value. Any difference
between the carrying amount of the loan and its
principal balance shall be recognized as an
adjustment to yield by the interest method.

A mortgage loan shall not be classified as a
long-term investment unless the mortgage bank-
ing company has both the intent and the ability
to hold the loan for the foreseeable future or
until maturity. If the ultimate recovery of the
carrying amount of the loan is doubtful and the
impairment is considered to be other than tem-
porary, the carrying amount of the loan shall be
reduced to its expected collectible amount, which
becomes the new cost basis. The difference is
recognized as a loss. A recovery of the new cost
basis shall only be reported as a gain upon sale,
maturity, or disposition of the loan.

3070.0.5.1.2 Liabilities

The liability side of the balance sheet may
include repurchase agreements, commercial
paper, revolving warehouse lines of credit, long-
term debt instruments, intercompany payables,
and equity capital.

3070.0.5.1.2.1 Repurchase Agreements

A mortgage banking company may finance its
mortgage loans or MBSs held for sale by trans-
ferring mortgage loans or MBSs temporarily to
banks, nonbanks, or other financial institutions
under formal repurchase agreements that indi-
cate that control over the future economic bene-
fits relating to those assets and the risk of mar-
ket loss are retained by the mortgage banking
company.

Repurchase agreements can provide a cost-
effective method of holding mortgage-backed
securities before their sale to investors. Securi-
ties dealers repo the securities for a period of 30
to 180 days at a substantial cost advantage to
warehouse facilities. Repurchase agreements
involve delivery of the security to the dealer
with an agreement to repurchase it on a speci-
fied date. Upon receipt, the dealer wires the
haircut proceeds to the mortgage company. The
mortgage company then reduces the amount of
its outstanding warehoused loans. If the repo is
being handled by the dealer that is arranging the
ultimate sale of the security, the amount of that
discount should approximate the discount on the
sale. If another dealer is involved in the ultimate
sale, the haircut may be greater because the
security must be repurchased and redelivered to

the second dealer. This may also require a
rehousing to provide funds to honor the repur-
chase commitment. Most warehouse lenders
allow traditional warehouse lines to be collater-
alized by individual mortgages and mortgage-
backed securities.

A mortgage banking company may use repur-
chase agreements in conjunction with sales of
loan pools. The company may use repurchase
agreements to pledge mortgage loans and/or
MBSs as collateral for borrowings. In return, it
receives advanced funds against future deliver-
ies. The lenders are repaid through the sales of
MBSs. The amount outstandings bear interest
for the number of days the funds are outstanding.

Under repurchase agreements, the same loans
or MBSs are generally reacquired when they are
sold to permanent investors. Mortgages or MBSs
may also be transferred temporarily without a
repurchase agreement. However, some type of
informal agreement generally exists. Mortgage
loans and MBSs held for sale that are trans-
ferred under either formal or informal repur-
chase agreements shall be accounted for as col-
lateralized financing arrangements and reported
as either mortgage loans held for sale or MBSs
classified as trading securities on the mortgage
banking company’s balance sheet.

3070.0.5.1.2.2 Commercial Paper

Another source of short-term funding is the
issuance of commercial paper. In general, com-
mercial paper represents unsecured notes with
maturities up to 270 days from the date of sale.
Because of its short maturity, proceeds should
be limited to current transactions with short-
term maturities. Commercial paper proceeds
should not be used to fund loans held for sale
for a period greater than one year.

Commercial paper can be less reliable than
warehouse lines of credit. If commercial paper
funding is used, examiners should review
related commercial paper backup lines of credit
and ratings issued by credit rating agencies. The
reason for any rating changes during the prior
year should be investigated. Additional guid-
ance on this topic is set forth in sections 2080.05,
2080.1, and 5010.23.

3070.0.5.1.2.3 Revolving Warehouse Lines of
Credit

Short-term revolving warehouse credit lines are
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often used to fund loans held for sale, which is
generally the largest asset on the company’s
balance sheet. Revolving credit lines may be
obtained from an affiliate bank, the parent bank
holding company, or an unrelated third party.

The extension of credit for a particular loan is
paid off when the mortgage lender sells the
mortgage loan toagovernment-sponsoredagency
such as GNMA, FannieMae, or FHLMC or to a
private investor. Lenders who provide ware-
house lines of credit typically enter into a
warehouse credit agreement with the borrower.
Under theagreement, thewarehouse lenderagrees
to extend credit to the mortgage banking com-
pany for the purpose of originating loans. The
mortgage banking company agrees to repay
each extension of credit within the terms of the
agreement. Each extension of credit is secured
by placing a lien on the originated mortgage
loan. The warehouse lender perfects its security
interest by taking possession of the original
promissory note executed by the borrower,
endorsed ‘‘in blank,’’ together with an assign-
ment of the mortgage securing the loan. To
further protect its security interest, the ware-
house lender usually takes the responsibility of
delivering the loan package to the secondary
market investor for purchase. The investor, in
turn, delivers the purchase price of the mortgage
directly to the warehouse borrower (mortgage
banking company). Each portion of the ware-
house line may be priced separately to reflect
various levels of risk and the documentation
requirements of each.

The details of all credit lines should be speci-
fied in formal, written credit agreements. Re-
volving credit lines may be either unsecured or
secured by a lien on the underlying mortgages.
Under most secured lines, a formula is used to
calculate the borrowing base, which generally
consists of cash, cash equivalents, loans held for
sale, securities, and a percentage of the mortgage-
servicing portfolio less certain short-term
indebtedness. Some credit lines require the main-
tenance of compensating balances.

Internal credit arrangements (conducted either
by a mortgage banking subsidiary of a bank or
bank holding company) must comply with sec-
tions 23A and 23B of the Federal Reserve Act.
See sections 2020.1 and 3070.0.7 of this manual.

Examiners should evaluate the adequacy and
efficiency of warehouse funding operations. The
examiner should determine whether the ware-
house lender is of a sufficient size and whether
it is well positioned financially to provide

adequate lines of credit, as needed. Examiners
should ascertain whether funding must be regu-
larly derived from more than one warehouse
lender (including whether the warehouse line
has to be participated out to other lenders) and
whether the lender has proper internal controls
to safeguard collateral documents for pool certi-
fication. The examiner should also determine
what management’s contingency plans are for
the use of alternative financing sources beyond
standard warehouse lines of credit for backup
financing and lower-cost efficiency purposes.
Has management (1) explored variations in
existing lines of credit to reduce overall bor-
rowing costs and (2) determined what competi-
tor lenders are paying for similar financing
facilities?

Procedures should be in place to monitor
compliance with all short-term debt covenants.
Covenants may limit servicing of loans with
recourse, limit total debt to specified levels,
and/or require minimum tangible net worth,
leverage, and current ratios. Most credit agree-
ments also limit the borrower’s financial flex-
ibility if the company’s long-term debt ratings
decline or the company becomes unrated or if
certain events occur related to securities.

3070.0.5.1.2.4 Long-Term Debt

Longer-termassetsaremoreappropriately funded
through the issuance of longer-term liabilities or
capital. Toward this end, mortgage banking com-
panies may issue medium- or long-term public
debt securities (including warrants to purchase
debt securities). Debt may be issued in the form
of fixed-rate or floating-rate notes with various
repayment or redemption terms. Loan agree-
ments should specify all relevant terms and con-
ditions and may contain debt covenants simi-
lar to those found in the warehouse funding
arrangements.

Long-term debt may incorporate restrictive
covenants which limit the company’s activities
in certain respects. These covenants may set
limits on the amount of senior debt outstanding
and the minimum amount of liquid net worth (as
defined by the documents), and may limit the
proportions of specific categories of assets. Such
covenants should be reviewed to make certain
that they are not too restrictive and that they
permit financial flexibility.

3070.0.5.1.3 Equity Capital

Funding is also provided through equity capital,
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which may be supplemented by capital contribu-
tions from the parent company or the direct
issuance of equity securities.

3070.0.5.2 Income Statement

Mortgage banking revenues generally consist of
the following: loan servicing/administration
revenue; loan-origination-fee revenue; interest
income; gains (losses) on the sale of mortgage
loans, mortgage securities, or mortgage-
servicing rights; and management and other fee
income. The examiner may find that gross gain
(loss) on the sale of mortgage loans or securities
is reported on the income statement net of loan-
origination fees and direct loan-origination costs
such as personnel and office expenses.

Expenses may include interest expense; sala-
ries, commissions, and other personnel costs;
interest losses on MBS pools; amortization of
mortgage-servicing assets and any other pur-
chased intangible assets; electronic data process-
ing and other selling, general, and administrative
costs; occupancy and equipment; depreciation;
provision for foreclosure and other loan losses;
and a provision for income taxes. Some compa-
nies net amortization of MSAs directly against
loan-servicing revenues.

3070.0.5.3 Unique Characteristics

The financial analysis should reflect certain
operational characteristics that are unique to the
mortgage banking industry. Many of these char-
acteristics are cyclical based on interest rates
and economic conditions.

For example, the cost of funding loans in the
warehouse is relatively inexpensive during
periods of low interest rates, but may increase
significantly as interest rates rise. Marketing
operations are also highly dependent on the
interest-rate cycle. During periods of falling
interest rates, the company may experience sub-
stantial gains on the sale of mortgage loans and
securities to permanent investors. Alternatively,
during periods of rising interest rates, the com-
pany will usually experience losses on the sale
of mortgages and securities. Interest-rate volatil-
ity can cause large fluctuations in warehouse
funding costs and marketing gains and losses.

The examiner should also consider the impact
of current economic conditions on the size and
composition of the mortgage banking compa-
ny’s balance sheet. When the economy expands,
loan volume increases and the overall size of the
balance sheet tends to grow. During recessions,

the balance sheet should contract, reflecting the
lower demand for new loans. Management’s
planning efforts should incorporate this type of
economic trend analysis in their growth tar-
gets. Steady annual growth may or may not be
anticipated.

Efficiency measures, such as activity ratios
(inventory turnover and efficiency ratios), should
be used to determine management’s ability to
originate and sell loans efficiently. The inven-
tory of loans held for sale is transitory, lasting
between 45 to 60 days. A buildup of loans on
the balance sheet may indicate processing de-
lays and/or asset-quality problems that may pre-
vent their ultimate sale to permanent investors.
Because of the transitory nature of the balance
sheet, traditional leverage ratios (asset-to-equity
capital) may not be meaningful and should be
used sparingly.

Another unique characteristic of a mortgage
banking company is the economic value of its
mortgage-servicing operations, which consti-
tutes an off-balance-sheet item. Failure to incor-
porate this economic value into the financial
analysis may overstate the degree of financial
leverage that is employed within the company.

3070.0.5.4 Asset Quality

The quality of assets that are on the balance
sheet is evidenced by the following: compliance
with original underwriting standards; the exist-
ence of effective loan review and quality control
programs; borrower payment and agreement
performance; the fair value of MBSs held for
sale or investment; the collectibility, indepen-
dent valuation, nature, volume, and existence of
recorded assets; the application of GAAP in
accounting for the assets; and the degree of
protection afforded by real estate mortgage col-
lateral, including any private mortgage insur-
ance. The value afforded by real estate mortgage
collateral includes the extent of compliance
with the Federal Reserve Board’s real estate
appraisal regulations and guidelines. (See sec-
tion 2231.0.) Asset quality should be analyzed
in terms of regional and national economic fac-
tors as well as portfolio and managerial factors.

For any review of any loan portfolio, a sam-
pling of real estate appraisals should be included
to determine whether the appraisal results rea-
sonably support the amount loaned. If the prop-
erty appears to be overappraised or if there is a

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

BHC Supervision Manual June 1997
Page 29



problem with the appraisal (for example, the
appraisal is obsolete or the validity of the
appraisal is in question), the examiner should
consider recommending that a new appraisal be
performed.6 It may be necessary for the examiner
to classify the loan (i.e., as a loss) and for the
parent holding company to increase its allow-
ance for loan and lease losses.

Bank holding companies and/or their non-
bank subsidiaries should be criticized if initial
appraised values appear to be inadequate and/or
not properly supported by proper documenta-
tion. If corrective action is not taken by manage-
ment, formal enforcement action should be con-
sidered. Such actions may require the bank
holding company to revamp its appraisal activi-
ties and/or collection procedures and, if war-
ranted, to retain the services of an independent
appraiser to conduct an evaluation of loan
collateral.

With respect to MBSs, the quality characteris-
tics of the underlying mortgage collateral should
be considered. If the securities are backed by
GNMA, FannieMae, or FHLMC, the rating agen-
cies consider such securities to be the highest
quality asset because of their linkage to the
federal government. If the collateral consists of
unsecuritized mortgages, the examiner should
consider the geographic dispersion, type of mort-
gage and property, underwriting standards, and
term to maturity of the underlying pool of mort-
gage loans. External factors can affect the value
of mortgage securities directly, such as the
defaultordowngrading (byacredit ratingagency)
of a private mortgage insurer.

To a large extent, insurance and guaranties
provided by government-sponsored agencies and
other third parties (for example, private mort-
gage, bankruptcy protection, fraud, and mort-
gage pool insurers, as well as performance bond
insurers and other guarantors) mitigate credit
risk for an originator; however, the originator
still remains responsible for the quality of loans
sold to investors for at least the first 90 days,
as well as for any loans sold under recourse
arrangements. As a servicer, the company also
can be held liable if it does not initiate collec-
tion and foreclosure actions in strict accordance
with investor-servicing agreements. In addition,
certain interest losses and expenses relating to

collections, foreclosure, and ORE are not fully
reimbursable and should be anticipated.

The mortgage banking company must main-
tain adequate management reports to measure
and track the quality of originated, purchased,
and serviced assets. Proper administration over
loans and other assets held for sale or invest-
ment requires the use of aging and other track-
ing reports. For assets held for sale, the reports
should identify loans and other marketable assets,
other than marketable securities,7 that have been
in this category longer than 60 days. In such
instances, a determination should be made as to
whether credit quality problems and/or docu-
mentation deficiencies exist that will prevent the
timely sale of the loan in the secondary market.
If problems are not correctable within a reason-
able timeframe, the loans and other related
assets should be revalued and transferred to the
held-for-investment category. Procedures gov-
erning the valuation and transfer of poor-quality
assets should be in writing and should be
followed.

The MIS should also generate for manage-
ment’s review reports on the delinquency status
of loans held for investment and loans serviced
for investors. Such reports provide an early
warning system and an analysis tool to evaluate
internal collection activities. If a loan becomes
delinquent (30 days or two payments past due),
the borrower should be contacted. Collection
efforts should be strengthened if the delinquency
continues. If the loan becomes severely delin-
quent, foreclosure proceedings should be initi-
ated consistent with the investor-servicing agree-
ment, and the value of the collateral supporting
the loans should be assessed. Anticipated short-
falls should be recognized as losses in a timely
manner.

MIS should also include an internal loan-
grading system, which tracks the borrower’s
ability to meet its monthly payment obligations.
Although MIS should be tailored to meet man-
agement’s needs, information should be consis-
tent with loan-grading systems that are used by
the controlling bank holding company and fed-
eral bank regulatory agencies. Reports should
also track collection and foreclosure actions ini-
tiated by the servicer and repurchase requests
initiated 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 should
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-
lar account classification procedures apply, but those are
accounted for in accordance with SFAS 115.
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appraisal regulations,8 the interagency appraisal
and evaluation guidelines (see SR-94-50,
SR-94-55, SR-95-16, SR-95-27, and SR-95-31),
and any other state and federal laws and regu-
lations. Mortgage banking companies that are
subsidiaries of either state member banks or
bank holding companies are subject to the same
appraisal standards and requirements as their
parent companies.

3070.0.5.4.1 Classification Procedures

The classification process begins with an analy-
sis of delinquent loans. The examiner should
begin by obtaining an aged listing of all delin-
quent loans in the held-for-sale and the held-to-
maturity portfolios. Clear-cut shortfalls in prop-
erty values compared with loan or investment
values should usually be classified unless there
are mitigating circumstances. Usually loans or
investments with doubtful or loss elements have
other significant weaknesses that will ordinarily
justify a classification of substandard for the
remaining balance. Loans secured by collateral
such as real estate should be classified in accor-
dance with these guidelines and the applicable
classification guidance found in sections 2060.1
and 2090.1 of theCommercial Bank Examina-
tion Manualand sections 2010.2, 2065.1, 2240.0,
and 5010.10 of this manual.

Portions of these loans may warrant a more
severe classification if the value of the under-
lying collateral is insufficient to fully repay the
loan. The identification of potential or actual
loss exposure may warrant the use of either a
split (substandard and loss) or a doubtful
rating.

The examiner should also review the ORE
portfolio, notes and accounts receivable, and
other investments on the company’s balance
sheet for potential classifications. ORE may usu-
ally warrant a substandard classification due to
an investment’s nonearning status and an
increased probability of loss on disposal of the
underlying assets.

Assets that represent illegal or impermissible
holdings or those that are subject to some regu-
latory concern should not be classified, per se,
for these factors. Such holdings should be treated
separately within the report. In those instances
where a credit-quality issue is also present, the
classification and the separate treatment should
be cross-referenced.

The examiner should also review any off-
balance-sheet exposure for which credit risk is
retained. Loans sold to investors on a recourse
basis have the potential of being put back to the
servicer. The portion of the recourse portfolio
that is severely delinquent should be classified
according to the guidelines provided previously,
since the exercise of this ‘‘put option’’ is highly
likely.

At the end of the classification process, the
examiner should evaluate the level and trend of
classified assets to determine whether asset qual-
ity poses undue financial risk to the mortgage
banking company or its parent bank holding
company. A list of total classifications should be
compiled and left with management.

As part of the analysis of asset quality, the
aggregate of loss classifications plus an amount
expected to ultimately be loss should be com-
pared with the existing allowance for loan and
lease losses. If the aggregate exceeds the exist-
ing contra asset balance(s) then additional loan-
loss provisions are needed. In such situations,
the parent company should be advised of the
deficiency and reminded of its responsibility to
ensure that an adequate allowance for loan and
lease losses, as well as other contra asset valua-
tion balances, is maintained by the subsidiary
for its asset portfolio.

Any discrepancies between the classifications
list and information contained on the company’s
MIS should also be discussed with manage-
ment. If asset quality presents undue or exces-
sive risk, appropriate comments should be docu-
mented and brought forward on Examiner’s
Comments and Matters Requiring Special Board
Attention, page one of the report.

3070.0.5.4.2 Presentation of
Classifications

As a minimum standard, brief write-ups stating
the reason for classifications should be provided
for any nonbank subsidiary’s asset whose doubt-
ful and/or loss classification exceeds the lesser
of $100,000 or 5 percent of the subsidiary’s
total assets. In general, substandard assets should
be listed without a write-up, regardless of size.
However, a brief write-up is required for any
asset whose classification is challenged by man-
agement. The examiner has the option to pro-
vide a write-up for any classified assets, regard-
less of size.

8. See Regulation Y, subpart G (12 C.F.R. 225.61–67), and
its incorporation by reference into Regulation H (12 C.F.R.
208.18).
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While the following presentation guidelines
may be useful in structuring the write-ups, the
examiner may include any other format appro-
priate to the situation:

• recapitulation of the status and purpose of the
loan, the lien position, type and appraised
value of the collateral, its delinquency and
accrual status, guarantors and other debit or
credit balances related to the loan

• the problems with the loan, borrower, or col-
lateral, presented in a concise, descriptive
narrative

• the examiner’s evaluation of the situation,
indicating estimated values, major assump-
tions, and mitigating or negative factors

• the classification, which should represent a
logical combination of the relevant factors
presented in the first three elements

Within the elements presented, the examiner
should stress accuracy, brevity, and clarity in the
presentation, as well as a logical pattern leading
to the classification. Historical information and
financial data that are not pertinent or that are
too stale to have a direct bearing on the present
situation should not be included.

Presentations for OREO properties need not
include the original loan date, history, and finan-
cial information, unless there is some relevance
to the current condition (for example, the prop-
erty has been foreclosed on for the second time
or some circumstance before foreclosure contin-
ues to have an impact). For those companies in
which numerous loans and OREO properties are
classified, a summary of classifications, seg-
mented by loans and real estate owned and
indexed to the pages containing the classifica-
tions, presents clear benefits to the users of
the report. This becomes more pertinent when
numerous assets below the write-up line are
included in total classifications. In addition, both
management and the subsequent examiners will
have an official listing of the classifications.

3070.0.5.4.3 Reserves

Management should establish and maintain
adequate contra asset allowances and other con-
tingency reserves to cover identified loss expo-
sure. Policies and procedures, and financial state-
ment disclosures, should clearly state the purpose
of and intended accounting treatment for each
reserve. Management should evaluate the level
of each reserve account at least quarterly, docu-

ment this analysis, and replenish each reserve as
necessary.

The financial presentation for reserves varies.
Reserves maintained for on-balance-sheet expo-
sure are generally reported as a contra asset.
Reserves maintained for contingent liabilities
relating to the sale of loans and servicing of
loans for investors may be shown as a liability
in practice.

Disclosures relating to valuation reserves
should be consistent with GAAP. Examiners
may wish to confer with the mortgage bank-
ing company’s external auditors regarding the
nature or appropriateness of any reserve accounts
that are unusual.

3070.0.5.5 Earnings Performance

Earnings performance should be assessed in
terms of the level, composition, quality, and
trend of net income. The earnings analysis should
consider internal factors such as the company’s
business orientation and management’s growth
plans, as well as relevant external factors such
as interest rates and economic trends.

Unusual aspects of origination and servicing-
fee income, marketing gains and losses, the net
interest margin, provisions for losses, salaries
and overhead items, or income taxes should be
discussed with management, as well as with
internal or external auditors. Large write-downs
or amortization adjustments relating to mortgage-
servicing rights should also be investigated. (See
section 3070.0.6.)

Current and historical ratio trend analysis,
compared with published industry results (for
example, see the Mortgage Bankers Associa-
tion’s annual statistics in the ‘‘Mortgage Bank-
ing Performance Report’’), should also be incor-
porated into the profitability analysis, where
appropriate. This includes income structure, ex-
pensestructure,andoperatingperformanceratios.
However, ratios that compare earnings to aver-
age assets or equity may be of limited use unless
the examiner also considers the transitory nature
of the balance sheet and the impact of off-
balance-sheet servicing activities on the compa-
ny’s use of financial leverage. Finally, the exam-
iner should consider the company’s ability to
generate sustainable positive earnings consis-
tently over time, as well as the proportionate
share of consolidated earnings (or losses).

3070.0.5.6 Liquidity and Funding

Management’s ability to satisfy the company’s
liquidity needs and plan for contingencies with-
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out placing undue strain on affiliate bank or
nonbank resources or reliance on the parent
bank holding company is crucial. Liquidity needs
depend on the size of the warehouse, the nature
and extent of longer-term assets, opportunities
to issue debt at a reasonable price, and manage-
ment’s ability to forecast and plan for contin-
gencies. Liquidity is often dependent on cash
generated through short-term liquid assets and
on short-term borrowings to fund operations.
Earnings performance, capital adequacy, the
degree of market contact with underwriters and
credit rating agencies, maintenance of debt cov-
enants, and contingent liquidity plans are all
significant factors in the evaluation of liquidity.
Liquidity can quickly erode if investor percep-
tions of a company’s credit standing change.
Consequently, the ability to fund mortgage
operations under economic duress and access
to alternate liquidity sources become key
considerations.

Funding needs are driven by the need to
temporarily finance mortgage loans and MBSs
before their sale to a permanent investor. The
examiners should do a trend review of external
liquidity to assess how easy it is to sell mortgage-
backed securities by the firm in the secondary
market. The analysis should include the normal
trading volume in MBS securities, the volume
of loans held for sale and their market value,
and the size of the ‘‘floating’’ supply of mort-
gage securities or loans that are not closely held.
Liquidity needs must also take into consider-
ation longer-term assets such as fixed assets,
mortgage-servicing rights, and permanent loan
and MBS portfolios. (See section 2080.05.)

3070.0.5.6.1 Financial Flexibility

The liquidity analysis should include a determi-
nation as to the company’s financial flexibility.
Financial flexibility is the ability to obtain the
cash required to make payments as needed. Cash
can be obtained from (1) business operations;
(2) liquid assets already held by the company
either in the form of cash or marketable securi-
ties or by selling liquid assets such as receiv-
ables or inventories for cash; and (3) external
lines of credit, bank borrowings, or the issu-
ance of debt or equity securities in the capital
markets.

3070.0.5.6.2 Cash-Flow Analysis

The liquidity analysis should also include a
review of the net current items on the cash-flow
statement pertaining to cash flow from opera-

tions, cash flows from investing activities, and
cash flows from financing activities on a year-
by-year trend basis. The examiner’s analysis of
cash flows may reveal transactional trends
between cash inflows and outflows. For exam-
ple, within the Cash Flows from Operating
Activities, cash flow from the sale and principal
repayments on mortgage loans held for sale may
correlate with originations and purchases of
mortgage loans available for sale. With regard
to investing activities, attention should be given
to the differences between short-term purchases
of mortgage loans held for investment versus
principal repayments on mortgage loans held for
short-term investment. In addition, purchases of
real estate owned from the loan-servicing port-
folio may correlate with net sales of real estate
owned. A review of the financing activities
should indicate if there is sufficient cash flow
provided from revolving warehouse lines of
credit, commercial paper, proceeds from the
issuance of any other short-term debt, and net
changes in advances payable to affiliates.

The summary analysis of the cash-flow state-
ment should convey how the underlying transac-
tions collectively contribute to a positive cash
flow and liquidity. When analyzing liquidity, the
examiner needs to consider the principles and
guidelines set forth in section 2080.05, ‘‘Fund-
ing (Bank Holding Company Funding and
Liquidity)’’ of this manual.

3070.0.5.6.3 Asset/Liability Management

In general, funding liability maturities should
closely approximate the maturities of under-
lying assets to mitigate the risk of a funding
mismatch. Otherwise, the company is exposed
to short-term interest-rate fluctuations unless
appropriately hedged. Funding mismatches can
lead to significant earnings volatility in the event
that interest rates change rapidly. Management’s
asset/liability management program should be
evaluated in terms of the degree of matching,
risk aversion, and the accuracy of information
that is provided to the holding company through
daily, weekly, or monthly management reports.

3070.0.5.7 Capital Adequacy

Capital must be adequate to absorb potential
operating losses, provide for liquidity needs and
expected growth, and meet minimum require-
ments set by third-party creditors and investors.
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At a minimum, a mortgage banking company
must meet the nominal capital levels required
by investors such as FannieMae ($250,000) or
FHLMC ($1 million, based on financial report-
ing under GAAP, or $500,000, adjusted for cer-
tain assets and any deferred-tax liability). Addi-
tional capital is required based on the outstanding
principal balance of loans serviced for investors.
If these requirements are not met, the company
may not be able to sell mortgages to and/or
service mortgages for these investors.

As noted above, these are minimum capital
requirements. Management should identify the
level of capital that is required to support cur-
rent operations and projected future growth,
given the risk tolerance preferences of manage-
ment and the board. Capital levels, dividend
payments, and capital planning should be ad-
dressed in a written capital plan that is reviewed
and approved by the board at least annually in
conjunction with the budgeting and strategic
planning activities.

There also may be a need to meet minimum
leverage ratios established by the parent bank
holding company or to meet debt covenants set
forth in either warehouse credit facilities or
long-term debt instruments. Companies that have
excessive off-balance-sheet risk or high growth
expectations may require additional capital. In
addition, risk-based capital guidelines impose
certain reporting requirements and limitations
regarding the amount of MSA mortgage bank-
ing companies may include in their regulatory
capital.

Capital levelsshouldbemonitoredandreported
to the company’s board of directors regularly to
mitigate the risk of inadequate or eroding capi-
tal.Managementand theboardare furtherencour-
aged to adopt a capital policy that specifically
addresses the particular needs of the company.

The examiner should evaluate capital ade-
quacy, the amount of dividends that are up-
streamed to the parent bank holding company,
and the extent to which the parent company can
be relied on to augment the ongoing capital
needs of its bank and nonbank subsidiaries. In
some instances, the parent company may oper-
ate on the premise that the mortgage banking
company requires little capital of its own as
long as the parent company remains adequately
capitalized.9 Under the Federal Reserve’s source-

of-strength doctrine, the parent company must
be prepared to support its subsidiaries should
the financial need arise. If the parent is not
prepared to inject capital and capital levels have
declined, the examiner should comment on the
mortgage banking company’s extended lever-
aged position on page one of the inspection
report. Under extreme circumstances, the exam-
iner should also recommend that its leverage be
reduced and its capital structure augmented to
ensure that mortgage operations are conducted
in a safe, sound, and prudent manner.

3070.0.5.8 Overall Assessment

The overall financial condition of the mortgage
banking company should reflect its financial
statement presentation, asset quality, earnings,
liquidity and funding practices, and capital ade-
quacy. Report comments should be prepared to
the extent necessary.

3070.0.5.9 Inspection Objectives

1. To evaluate the financial condition of the
mortgage banking company based on a review
of the following:

• primary balance-sheet and income-
statement levels and trends

• off-balance-sheet exposure such as the ser-
vicing portfolio

• asset quality
• earnings performance
• funding sources and liquidity needs
• capital adequacy

2. To determine the accuracy of regulatory
reporting (regulatory accounting practices (RAP)
and GAAP) and compliance with applicable
state and federal laws and regulations.

3. To evaluate the quality of the mortgage
banking company’s assets for collateral suffi-
ciency, performance, credit quality, and
collectibility.

4. To assess earnings performance through
the analysis of the level, composition, and trend
of net income. If material, interest income,
impairment of mortgage-servicing assets, gains
and losses on asset sales, and personnel and
other expenses should be factored into the
analysis.9. When MSAs are valued for inclusion in capital, the

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,
based on the estimated future net cash flows and price paid at
the time of purchase.
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5. To assess the funding and liquidity needs
of the mortgage banking company through ratio
analysis and a review of the funding instruments
used.

6. To assess capital adequacy by ensuring
that investor minimum requirements are met
and by comparing capital levels with peer and
industry data. Consideration of the capital needs
of the individual mortgage banking company
should override any comparison with peers.

3070.0.5.10 Inspection Procedures

Financial Statement Level and Trends

1. Review the mortgage banking company’s
financial statements and related notes over the
previous three-year period.

2. Discuss significant balance-sheet and
income-statement categories with management,
as well as with internal and external auditors.

3. Determine whether financial trends are
consistent with the economic environment,
interest-rate movements, the company’s busi-
ness orientation, and management’s intended
growth strategy.

4. Determine whether reports filed with regu-
latory agencies are prepared accurately and sub-
mitted in a timely manner, with particular atten-
tion paid to the reporting for mortgage-servicing
assets and recourse obligations retained by the
mortgage banking company.

Asset Quality

1. Spread past-due and nonaccrual loans by
balance-sheet asset category (for example, mort-
gage loans held for sale, mortgage loans held
for investment), product type, and delinquency
status (for example, 31–90 days, 91–180 days,
and 181 days and over). Include any loans in the
process of foreclosure.

2. Obtain a trial balance and delinquency list-
ing for loans held for sale and loans held for
investment.

a. Reconcile balances of the real estate
held for sale and investment to the respective
general ledger accounts.

b. Classify severely delinquent loans as
required based on the financial condition of the
borrower, his or her inability to make monthly
payments as required, and the protection afforded
by current collateral values.

c. Determine accounting policies and prac-
tices with respect to these loans. Review aging
reports for loans held for sale and for invest-
ment. Discuss the frequency of reviews for loans
held for sale, revaluation practices, and transfers
among accounts. Verify that accounting prac-
tices are consistent with GAAP and RAP.

3. Obtain a listing of loans in the process of
foreclosure and bankruptcy and discuss these
with management for potential classification.

4. Reconcile all other real estate owned by
the mortgage banking company to the general
ledger and classify based on risks and any
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
arrangements and assess for potential classifica-
tion.

6. Discuss the methodology used to establish
foreclosure reserves and related accounting pro-
cedures. Review analysis used to project future
foreclosures.

• Evaluate theadequacyof foreclosurereserves
based on the volume of projected foreclo-
sure actions, average foreclosure costs, and
the past history of reinstated loans.

7. Review other reserve accounts and assess
for reasonableness.

Earnings Performance

1. Assess earnings performance in terms of
the level, composition, and trend of net income.
Consider internal factors, such as the company’s
business orientation and management’s growth
plans, and external factors, such as interest rates
and the economic environment, when evaluat-
ing earnings trends.

2. Discuss any unusual aspects of origination
and servicing-fee income, marketing gains and
losses, the net interest margin, reserves, write-
downs or adjustments in MSA amortization,
salaries and overhead items, or income taxes
with management, as well as with internal or
external auditors.

3. Incorporate ratio and industry compari-
sons into the earnings analysis, where appropri-
ate. Bear in mind that ratios that compare earn-
ings to total assets or equity are of limited use
unless the transitory nature of the balance sheet
and the impact of off-balance-sheet servicing
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activities on the company’s use of financial
leverage are taken into consideration.

Liquidity and Funding

1. Determine the mortgage banking compa-
ny’s liquidity needs based on a review of the
size of its warehouse and the nature and extent
of other longer-term assets.

2. Determine whether sources of liquidity are
adequate, both under current conditions and eco-
nomic duress. Consider earnings performance,
capital adequacy, the degree of market contact
with underwriters and credit rating agencies,
maintenance of debt covenants, and contingent
liquidity-planning capabilities.

3. Evaluate financial instruments used to fund
mortgage operations. Financial instruments may
include repurchase agreements, commercial
paper, revolving warehouse lines of credit, and/or
long-term debt. Review related credit agree-
ments and systems used to monitor compliance
with debt covenants.

4. Establish whether excessive borrowing
activities have led to a highly leveraged finan-
cial condition that exposes the company to money
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 and
earnings.

5. Determine the degree of financial flexibil-
ity the company maintains. Financial flexibility
is the ability to obtain the cash required to make
payments as needed. Does the company possess
adequate financial strength and have access to
lines of credit and/or assets that can be easily
collateralized?

6. Review the net current items on the cash-
flow statement pertaining to cash flow from
operations, cash flows from investing activities,
and cash flows from financing activities on a
year-by-year trend basis. Determine whether
sufficient positive cash flow exists from the level
of current transactions. The summary analysis
of the cash-flow statement should convey how
the underlying transactions collectively contrib-
ute to a positive cash flow and liquidity.

7. Review asset/liability management prac-
tices to determine whether funding maturities
closely approximate the maturities of under-
lying assets or whether a funding mismatch
exists. Is the company exposed to short-term
interest-rate fluctuations that may lead to signifi-

cant earnings volatility in the event that interest
rates change rapidly?

Capital Adequacy

1. Determine whether capital levels are ade-
quate to absorb potential operating losses, pro-
vide for liquidity needs and expected growth,
and meet minimum requirements set by inves-
tors whose loans are serviced and other external
parties.

2. Review policies and procedures to deter-
mine whether management adequately monitors
and reports capital levels to the board of direc-
tors.Review thecapitalplan todeterminewhether
it adequately addresses the particular needs of
the company.

3. Evaluate the amount of dividends that are
upstreamed to the parent bank holding com-
pany, as well as the extent to which the parent
company can be relied on to augment the ongo-
ing capital needs of its bank and nonbank sub-
sidiaries. Is the parent company prepared to
support its subsidiaries should the financial need
arise? Are cash dividends paid by the mort-
gage banking subsidiary to the parent company
reasonable?

Accounting

1. Review accounting procedures for retail
loans. Determine whether loan fees in excess of
cost are deferred in accordance with SFAS 91.
Verify that income is recognized over the esti-
mated life of the asset and not in the current
period and that fees and costs are allowable
under SFAS 91. Are controls in place to ensure
proper recognition for net fee income when
loans are sold? (SFAS 91 applies to loans held
in portfolio, as well as to loans swapped for
securities when the securities are retained.)

2. Determine if the accounting for recogniz-
ing sales of loans and mortgage-backed securi-
ties (including participation agreements) is in
accordance with the three conditions for true
sales recognition specified in SFAS 77, ‘‘Re-
porting for Transfers of Receivables with
Recourse.’’10 Also determine if the sales price

10. A transfer is recognized as a sale if—
a. The transferor surrenders control of the future eco-

nomic benefits of the receivables;
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
provisions so that a reasonable estimate can be made. The
current transferred receivables should possess characteristics
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was adjusted for all probable adjustments (as
defined in SFAS 5, ‘‘Accounting for Contingen-
cies’’). If the mortgage banking company is a
subsidiary of a bank, refer to the bank call
report, glossary entry on ‘‘sales of assets.’’

3. If servicing is retained, determine if a
‘‘normal servicing fee’’ is set and how it con-
forms to FannieMae/FHLMC fees and to FASB
Technical Bulletin 87-3, ‘‘Accounting for
Mortgage-Servicing Fees and Rights.’’11 If the
mortgage banking subsidiary is a subsidiary of
a bank, see the reporting instructions for Sched-
ule F of the bank call report (Schedule RC-F
for Other Assets, Item 3—Excess residential
mortgage-servicing fees receivable).

Overall Financial Condition

1. Evaluate the overall financial condition of
the mortgage banking company, considering its
asset quality, earnings, liquidity, and capital ade-
quacy. Update the financial component of the
supervisory rating and prepare report comments
as necessary.

3070.0.6 MORTGAGE-SERVICING
ASSETS AND LIABILITIES

This subsection discusses mortgage-servicing
assets (MSAs) and liabilities and provides
guidance with respect to the measurement,
impairment testing, and financial reporting
requirements of MSAs. The subsection con-
cludes with a discussion of MSA hedging prac-
tices and instruments.

SFAS No. 125 ‘‘Accounting for Transfers and
Servicing of Financial Assets and Extinguish-
ments of Liabilities,’’ was issued in June 1996

as an amendment to SFAS Nos. 65, 76, 77, and
115. The provisions of SFAS 125 supersede
SFAS 122 and are to be applied prospectively in
fiscal years beginning after December 31, 1996.
The statement requires that a liability be derec-
ognized when either (1) the debtor pays the
creditor and is relieved of its obligation for the
liability or (2) the debtor is legally released
from being the primary obligor under the liabil-
ity either judicially or by the creditor.

Under SFAS 125, a mortgage banking com-
pany is required to recognize as separate assets
or liabilities the right to service mortgage loans
for others, however those servicing rights are
acquired. Servicing of mortgage loans includes,
but is not limited to, collecting principal, inter-
est, and escrow payments from borrowers; pay-
ing taxes and insurance from escrowed funds;
monitoring delinquencies; executing foreclosure
if necessary; temporarily investing funds pend-
ing distribution; remitting fees to guarantors,
trustees, and others providing services; and
accounting for and remitting principal and inter-
est payments to the holders of beneficial interest
in the mortgage loans. Servicing is inherent in
all mortgage loans; however, it becomes a dis-
tinct asset or liability only when contractually
separated from the underlying assets by sale
or securitization of the assets with servicing
retained or separate purchase or assumption of
the servicing.

3070.0.6.1 Measurement

A mortgage banking company initially acquires
MSAs either by (1) purchasing the right to
service mortgage loans separately or (2) pur-
chasing or originating mortgage loans and sell-
ing those loans with servicing rights retained.
When a mortgage banking company purchases
or originates mortgage loans, the cost of acquir-
ing those loans includes the cost of the related
MSAs.

With respect to SFAS 125, when an entity
incurs an obligation to service financial assets, it
must record servicing assets or a servicing lia-
bility for each servicing contract, unless it secu-
ritizes the assets and retains all of the resulting
securities, classifying them as debt securities
that are to be held to maturity. When servicing
assets or liabilities are assumed, rather than
being acquired by a sale or undertaken in a
securitization of the financial assets that are to

similar to previously transferred receivables evidencing the
transferor’s relevant prior experience.

c. The transferor cannot require the transferee to repur-
chase the receivables, except as stated in the agreement’s
recourse provisions.

11. According to FASB Technical Bulletin No. 87-3, the
servicing-fee rates set by GNMA, FHLMC, and FannieMae in
servicing agreements should be considered a normal servicing-
fee rate for transactions with those agencies. If the normal
service fees are expected to be less than the estimated servic-
ing costs, the expected loss should be recognized at the time
the loans are sold. If a seller/servicer sells mortgage loans
directly to private-sector investors and retains servicing on the
loans, the seller/servicer should consider the normal servicing-
fee rate that would have been specified in comparable servic-
ing agreements if the loans had been sold to or securitized by
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 points,
respectively.
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be serviced, they are measured initially at fair
value (that is, the price paid). A servicing asset
or liability is amortized in proportion to and
over the period of estimated net servicing income
(loss). Any impairment of a servicing asset or
liability is determined based on fair value.

When the mortgage banking company sells or
securitizes the loans and retains the MSAs, man-
agement shall allocate the total cost of the mort-
gage loans (the recorded investment in the mort-
gage loans including net deferred loan fees or
costs and any purchase premium or discount) to
the MSAs and the loans (without the MSAs)
based on their relative fair values if it is practi-
cable to estimate those fair values. If a mortgage
banking organization undertakes a servicing lia-
bility in a sale or securitization, the servicing
liability should initially be measured at fair
value.

The fair value of an asset is the amount at
which the asset could be bought or sold in a
current transaction between willing parties, that
is, other than in a forced or liquidation sale.
Quoted market prices in active markets are the
best evidence of fair value and shall be used as
the basis for measurement, if available. If quoted
market prices are not available, the estimate of
fair value shall be based on the best information
that is available, including prices for similar
assets and the results of valuation techniques
used by management. Valuation techniques may
include the present value of estimated expected
future cash flows using a discount rate commen-
surate with the risks involved; option-pricing
models; matrix pricing; option-adjusted spread
models; and fundamental analysis. Valuation
techniques for measuring MSAs should be con-
sistent with the objective of measuring fair value
and should incorporate assumptions that market
participants would use in their estimates of
future servicing income and expense, including
assumptionsaboutprepayment,default, and inter-
est rates. If it is not practicable to estimate the
fair values of the MSAs and the mortgage loans
(without the MSAs), the entire cost of acquiring
the mortgage loans shall be allocated to the
mortgage loans (without the MSAs) and no cost
shall be allocated to the MSAs.

The amount capitalized as MSAs shall be
amortized in proportion to and over the period
of estimated net servicing income. Estimates of
future servicing revenue shall include expected
late charges and other ancillary revenue. Esti-
mates of expected future servicing costs shall
include direct costs associated with performing

the servicing function and appropriate alloca-
tions of other costs. Estimated future servicing
costs may be determined on an incremental-
cost basis.

MSAs are highly subject to interest-rate and
prepayment-rate risk since the amount of future
cash flows that are provided to the holder is
derived from, and is thus dependent on, the
outstanding balances of the underlying mort-
gage loans.12 Prepayments of underlying mort-
gage loans accelerate during periods of declin-
ing interest rates as borrowers take advantage
of the option they hold to refinance their loans.
As interest rates decline, holders of MSAs are
exposed to a risk of prepayment of the under-
lying loans, and thus a diminished amount of
cash flow from their investment. Holders of
interest-only stripped securities (I/O strips) are
exposed to similar interest-rate and prepayment
riskswhen interest ratesdecline. I/Ostripspossess
very similar prepayment risk characteristics.

A particular mortgage company’s exposure to
prepayment risk can also be influenced by port-
folio composition factors such as geographical
mix, loan-to-value ratios, and the proportion of
government (FHA/VA) and conventional loans
in the portfolio. Government loans that may be
assumable by the purchaser of a home are gener-
ally for smaller amounts and may be extended
to borrowers with limited financial resources.
As a result, government loans tend to prepay
more slowly than conventional loans.

Unanticipated changes in interest rates, pre-
payment speed, or other valuation assumptions
may impair the carrying value of MSAs and
require accelerated amortization or a write-
down. Therefore, the recoverability of the
unamortized balance should be evaluated peri-
odically, and amortization and/or the value of
the asset should be adjusted accordingly. To the
extent that impairment is not recognized, MSA
values may be inflated. As a result, assets, earn-
ings, and capital may be overstated.

12. Several conventions exist for quantifying prepayment
speed. The most common convention is a measure developed
by the Public Securities Association (PSA). The PSA measure
was based on actual historical experience of FHA mortgages,
but it is not predictive. The PSA measure assumes that mort-
gages prepay at a rate of .2 percent per year in the first month,
increase by .2 percent each subsequent month up to
30 months, and remain at 6 percent per year thereafter until
maturity. This 6 percent level is referred to as 100 percent
PSA. Mortgages that prepay at 200 percent PSA pay off twice
as fast as a mortgage that is performing at 100 percent PSA.
Another convention is known as the conditional prepayment
rate (CPR) measure. CPR assumes that a constant fraction of
the remaining principal is prepaid each period, ‘‘conditional’’
on the previous period’s remaining balance. Typically, CPR is
computed over a one-month time period. The PSA model
simply represents a series of stable CPR assumptions.
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3070.0.6.2 Impairment Testing

SFAS 125 states that a mortgage banking com-
pany shall measure impairment of capitalized
MSAs13 based on their fair value. For the pur-
pose of evaluating and measuring impairment of
capitalized MSAs, management should stratify
those assets based on one or more of the pre-
dominant risk characteristics of the underlying
loans.14 Those characteristics may include loan
type, loan size, note rate, date of origination,
term, and geographic location.

Impairment shall be recognized through a
valuation allowance for an individual stratum.
The amount of impairment that is recognized
shall be the amount by which the capitalized
MSAs for a given stratum exceed their fair
value. The fair value of MSAs that have not
been capitalized shall not be used in the evalua-
tion of impairment.

Subsequent to the initial measurement of
impairment, management shall adjust the valua-
tion allowance to reflect changes in the measure-
ment of impairment. Fair value in excess of the
capitalized MSAs shall not be recognized. If the
fair value of a mortgage-servicing liability
increases above the book value, the increased
obligation shall be recognized as a loss in cur-
rent earnings. SFAS 125 does not address when
a mortgage banking company should record a
direct write-down of capitalized MSAs; there-
fore, examiner judgment in this area is required.

3070.0.6.3 Disclosures

SFAS 125 requires that the fair value of capital-
ized MSAs, and the methods and significant
assumptions used to estimate that fair value, be
disclosed. If no cost is allocated to certain
MSAs, management shall describe those MSAs
and describe the reasons why it is not practi-
cable to estimate the fair values of the MSAs
and the mortgage loans (without the MSAs).
The risk characteristics of the underlying loans
used to stratify capitalized MSAs for the pur-
poses of measuring impairment shall also be
disclosed. For each period for which results of
operations are presented, the activity in the
valuation allowances for capitalized MSAs,

including the aggregate balance of the allow-
ances at the beginning and end of each period,
aggregate additions charged and reductions cred-
ited to operations, and aggregate direct write-
downs charged against the allowances shall be
disclosed.

3070.0.6.4 Intercompany MSAs

Intercompany MSAs may arise when a mort-
gage banking company originates loans, sells
the loans to an affiliate bank, and the affiliate
bank records related MSAs. Intercompany MSAs
should be evaluated closely to determine whether
a valid business purpose exists, the loans are
actually sold, the entity holding the MSAs has
revalued the rights correctly, and such intercom-
pany MSAs are eliminated in consolidation. If
the purpose of the transaction is merely to
bolster capital levels at the bank, the practice
may constitute an unsafe and unsound banking
practice.

3070.0.6.5 Table Funding

One method of acquiring mortgage loans, and
recording related MSAs, is through so-called
‘‘table-funding arrangements.’’ In a table-
funding arrangement, the mortgage banking
company provides the original funding when a
mortgage broker or correspondent closes the
mortgage loan with the borrower. Concurrent
with the loan closing, the mortgage banking
company acquires the loan and the related MSAs.

Emerging Issues Task Force Issue No. 92-10
(EITF 92-10), ‘‘Loan Acquisitions Involving
Table Funding Arrangements,’’ clarified under
what conditions these arrangements could be
characterized as loan purchases. According to
EITF 92-10, a mortgage banking company may
account for a loan acquired in a table-funding
arrangement as a purchase only ifall of the
following conditions are met:

• The correspondent is registered and licensed
to originate and sell loans under the applica-
ble laws of the states or other jurisdictions in
which it conducts business.

• The correspondent originated, processed, and
closed the loan in its own name and is the first
titled owner of the loan, with the mortgage
banking company becoming a holder in due
course.

13. The term ‘‘capitalized mortgage-servicing rights’’
refers to the cost originally allocated to the MSAs less the
amount amortized.

14. SFAS 65, as amended, applies to impairment evalua-
tions of all capitalized MSAs. However, a mortgage banking
company may continue to apply its previous accounting poli-
cies for stratifying MSAs to MSAs that were capitalized
before the adoption of the amendments to SFAS 65.
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• The correspondent is an independent third
party and not an affiliate of the mortgage
banking company as defined in SFAS 65. As a
nonaffiliate, the correspondent must bear all
of the costs of its place of business, including
the costs of its origination operations.

• The correspondent must sell loans to more
than one mortgage banking enterprise and
not have an exclusive relationship with the
purchaser.

• The correspondent is not directly or indirectly
indemnified by the mortgage banking com-
pany for market or credit risks on loans origi-
nated by the correspondent. However, a com-
mitment by the mortgage banking company
for the purchase of loans from the correspon-
dent is not considered to be an indemnifica-
tion for purposes of this requirement.

If any one of the above criteria is not met,
the mortgage banking company must account
for the loan as an origination. MSAs that
were recorded before the adoption of the
SFAS 65 amendments should be reviewed to
ensure that they were originated and funded
consistent with the above requirements. MSAs
that are recorded under SFAS 125 may arise in
connection with either originated or purchased
mortgage loan transactions.

3070.0.6.6 Regulatory Reporting

The examiner should also determine whether
the method used to value MSAs is in accor-
dance with the instructions for the Bank Report
of Condition and Income (call report) and the
BHC reporting instructions (FR Y-9C). If capi-
talized MSAs are not appropriately valued, they
cannotbe included incapital.Managementshould
review the carrying amount at least quarterly,
adequately document this review, and adjust the
book value as necessary.

3070.0.6.7 Risk-Based Capital

Readily marketable MSAs may be included in a
bank or bank holding company’s tier 1 capital
subject to certain limitations. Tier 1 capital for
bankholdingcompanies includescommonequity,
minority interest in the equity accounts of con-
solidated subsidiaries, qualifying noncumulative
perpetual preferred stock, and limited qualifying
cumulative perpetual preferred stock.14a Tier 1

capital excludes goodwill; amounts of mortgage-
servicing assets, nonmortgage-servicing assets,
and purchased credit-card relationships that, in
the aggregate, exceed 100 percent of tier 1
capital; amounts of nonmortgage-servicing assets
and purchased credit-card relationships that, in
the aggregate, exceed 25 percent of tier 1 capi-
tal;15 all other identifiable intangible assets; and
deferred-tax assets that are dependent upon future
taxable income, net of their valuation allow-
ance, in excess of certain limitations.

The amount of MSAs which may be included
in capital is also limited to thelesserof—

• the amount recorded on the balance sheet
under GAAP, or

• 90 percent of their fair market value. If both
the application of the limit on MSAs and
the adjustment of the balance-sheet amount
for MSAs would result in an amount being
deducted from capital, the bank holding com-
pany would deduct only the greater of the two
amounts from its core capital elements in
determining tier 1 capital.

3070.0.6.8 Previously Recognized Excess
Servicing-Fee Receivables

SFAS No. 125, ‘‘Accounting for the Transfers
and Servicing of Financial Assets and Extin-
guishments of Liabilities’’ (paragraph 20),
addresses the accounting treatment for excess
servicing-fee receivables based on contracts that
were in existence before January 1, 1997. Previ-
ously recognized servicing rights and excess
servicing-fee receivables are to be combined,
net of any previous servicing obligations under
the contract, as a servicing asset or a servicing
liability. Any previously recognized excess
servicing-fee receivables that exceed contractu-
ally specified servicing fees are to be reclassi-
fied as interest-only strips receivables.

3070.0.6.9 MSA Hedging Practices and
Instruments

During the refinancing waves of 1992 and 1993,
several mortgage banking companies experi-

14a. Cumulative perpetual preferred stock is limited to

25 percent of tier 1 capital.
15. Amounts of MSAs, non-MSAs, and PCCRs in excess

of these limitations, as well as all other identifiable intangible
assets, including core deposit intangibles and favorable lease-
holds, are to be deducted from an organization’s core capital
requirements in determining tier 1 capital. Identifiable intan-
gible assets, however, exclusive of MSAs and PCCRs, acquired
on or before February 19, 1992, generally will not be deducted
from capital for supervisory purposes. They will, however,
continue to be deducted for applications purposes.
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enced large losses due to the impact of rising
prepayments on the value of servicing rights. As
a result, many companies have begun to hedge
MSAs. An effective hedge program should
reflect a solid understanding of the underlying
MSA risk characteristics.

3070.0.6.9.1 Hedging Practices

Interest-rate and prepayment-rate risk are often
reduced through the natural offset between the
production and servicing functions; however,
the degree of protection afforded by this rela-
tionship depends on the company’s business
orientation (originations versus purchases) and
can be very difficult to measure.16 Other finan-
cial instruments are also used to mitigate interest-
rate and prepayment-rate risks. The remainder
of this subsection discusses existing hedge
accounting guidance and rudimentary descrip-
tions of certain customized MSA hedge prod-
ucts. Examiners should also refer to the Federal
Reserve System’sTrading Activities Manualfor
additional guidance on derivatives.

3070.0.6.9.2 Hedge Accounting

Existing accounting literature is vague with
respect to the accounting treatment for MSA
hedge products, particularly in the area of
derivatives. However, analogies exist that facili-
tate the application of existing accounting stan-
dards. SFAS No. 80, ‘‘Accounting for Futures
Transactions,’’ provides financial reporting stan-
dards for exchange-traded futures contracts on
both interest-rate products and raw materials
(commodities). Several EITF issues releases
provide financial reporting guidance for interest-
rate swap transactions. Finally, an issues paper
prepared by the American Institute of Certified
Public Accountants (AICPA), ‘‘Accounting for
Options,’’ provides informal but nonauthorita-
tive guidance relating to options contracts. The
AICPA issues paper addresses options on all
tangible goods, including both exchange-traded
options and nonexchange traded options on
interest-rate caps and floors.

To qualify for hedge-accounting treatment
under SFAS 80, a financial instrument must
meet two criteria:

• The hedged item exposes the entity to price or
interest-rate risk.

• The financial instrument used as a hedge
reduces that exposure and is designated as a
hedge.

SFAS 80 states that at the inception of the hedge
and throughout the hedge period, changes in the
market value of the financial instrument used as
a hedge should correlate highly with changes in
the fair value of, or interest income or expense
associated with, the hedged item(s) so that the
results of the financial instrument(s) used as a
hedge will substantially offset the effects of
price or interest-rate changes on the exposed
item(s). Although required correlation levels are
not specifically defined, the accounting industry
has determined that 80 percent is a reasonable
benchmark.

Before claiming hedge-accounting treatment,
management must obtain an opinion from its
CPA or internal accountant confirming that the
instrument that is proposed would qualify for
such treatment. If these criteria are not met, the
financial instrument should be carried at its
market value (i.e., marked to market). Hedge
performance should be monitored daily and
reported to the responsible management or board
committee at least quarterly.

3070.0.6.9.3 Relevant MSA
Characteristics

To evaluate a mortgage banking company’s
hedge program for MSAs, one must first under-
stand how MSAs perform. Duration, convexity,
and amortization are useful concepts that will be
reviewed as they relate to MSAs. Duration mea-
sures the change in the value of MSAs (or their
cash flows) for a given change in interest rates.
Duration can be either positive or negative. An
asset with a positive duration, such as a fixed-
income bond, tends to increase in value as inter-
est rates fall. Conversely, an asset with a nega-
tive duration, such as an MSA, tends to decrease
in value as interest rates fall.

Convexity measures the rate of change in an
instrument’s duration, or the nonlinearity of its
price/yield curve. Like duration, convexity can

16. When interest rates fall, increases in production vol-
umes and related revenues tend to offset runoff in the servic-
ing portfolio and reductions in servicing-fee income. Alterna-
tively, to the extent that the marketing department hedges less
than 100 percent of its estimated long position (closed loans
plus rate-locked loans that are expected to close) and interest
rates fall, the resulting marketing gains on the uncovered
position tend to offset a portion of any required write-downs
in the servicing portfolio.
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be either positive or negative. An asset with a
positive convexity will rise more in value for a
given change in interest rates than it will fall if
interest rates move equally in the opposite direc-
tion. Conversely, an asset with a negative con-
vexity will decline more in value for a given
change in interest rates than it will increase in
value if interest rates move equally in the oppo-
site direction. Because of their prepayment char-
acteristics, MSAs and most other mortgage-
related assets are negatively convex within a
specified range of interest rates. Borrowers can
be expected to exercise their option to prepay a
loan at a time that is most disadvantageous to
the MSA holder.

MSAs are also an amortizing asset. When a
prepayment occurs, the loss of value is perma-
nent and cannot be recovered. The use of a
nonamortizing asset as a hedge would necessi-
tate an active hedge-management strategy to
adjust the position as the unamortized balance
of the MSAs declines. If the position is not
adjusted correctly, this strategy may expose
earnings and capital to additional risks that are
not within the scope of the company’s MSA
hedge program.

3070.0.6.9.4 Hedge Instruments

An effective MSA hedge instrument will pos-
sess characteristics that mitigate the interest-rate
and prepayment risks associated with MSAs
without assuming additional basis risk. Basis
risk measures how well changes in the value of
the hedge instrument correlate to changes in the
value of the MSA. An effective hedge should
also be reasonable in terms of transaction costs
and management’s time.

Several types of specialized derivative prod-
ucts have evolved to meet the needs of mort-
gage banking companies. Early MSA hedge
products were interest-rate-driven, utilizing zero-
coupon Treasury bonds or interest-rate swaps.
However, the basis risk of such hedges proved
to be excessive. Next came principal-only (PO)
and super-principal only (SPO) bonds, which
were prepayment-driven.17However, these prod-
ucts also proved ineffective due to geographic
basis risk, potential average-life mismatches,
additional capital requirements, and dissimilar

accounting treatment which led to accounting
losses.

MSA hedge products generally fall into three
categories: bond hedges, short-term option
hedges, and long-term option hedges. Bond
hedges use Treasury bonds, ‘‘plain vanilla’’
interest-rateswaps, interestamortizingrateswaps,
positive convexity swaps, POs, and SPOs. Bond
hedges may be either interest-rate-driven or
prepayment-rate-driven. Prepayment-rate-driven
products reduce more basis risk and are there-
fore more expensive. Although most bond hedges
are positively convex, they fail to provide enough
positive convexity to offset the negative convex-
ity in MSAs. In other words, when interest rates
decline, the value of the bond hedge will not
increase in an amount sufficient to offset the
simultaneous decline in the MSAs. Another dis-
advantage to bond hedges is that the downside
risk is generally unlimited.

Short-term option hedges consist of over-
the-counter (OTC) Treasury options, options on
futures contracts, and options on OTC mortgage
securities. Short-term option hedges generally
contain enough positive convexity to offset the
negative convexity of MSAs, and the downside
risk is limited to the option premium paid at
inception. However, option strategies using these
products require frequent rebalancing, are there-
fore expensive, and do not work well in a rap-
idly changing interest-rate environment because
they are not amortizing assets.

Long-term option hedges include prepayment
caps, interest amortizing rate (IAR) servicing
hedges, LIBOR floors, and swaptions. These
products may protect the servicer and/or seller
against changes in either interest rates or pre-
payments. As off-balance-sheet products, they
impose very few capital constraints on the MSA
holder.

A prepayment cap is an off-balance-sheet,
prepayment-driven option product that can be
used to hedge a mortgage-servicing portfolio. In
exchange for paying a fee, either up-front or
over the life of the hedge, the servicer and/or
seller receives a payment from the counterparty
every month that the option is ‘‘in the money.’’
The option is in the money if the difference
between the ‘‘strike balance’’ and the actual
balance of a ‘‘reference portfolio,’’ less the sum
of previous balance differences, is positive. Each
month the option is in the money, the counter-
party will pay the ‘‘strike price,’’ usually the
book cost of the servicing portfolio, multiplied
by this balance shortfall. The reference port-
folio, strike price, and strike balance can be
customized to match the servicer and/or seller’s
risk parameters and individual portfolio.

17. A special class of REMIC securities backed by POs.
SPOs are a more leveraged type of PO.

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

BHC Supervision Manual December 1998
Page 42



An IAR servicing hedge is an off-balance-
sheet, interest rate–driven option product that
can be used as either a revenue or a balance-
sheet hedge of a mortgage-servicing portfolio.
In exchange for paying a fee, either up-front or
over the life of the hedge, the servicer and/or
seller receives a series of payments from the
counterparty to the extent that amortization of a
‘‘reference balance’’ exceeds scheduled amorti-
zation of a ‘‘strike balance.’’ The main differ-
ence between an IAR and a prepayment cap is
that with an IAR, option payments are based on
the performance of a ‘‘reference portfolio’’ rather
than the seller and/or servicer’s actual portfolio.
For an IAR revenue hedge, the option payout is
based on the current balance shortfall between
the reference and strike balances. For an IAR
balance-sheet hedge, option payouts are based
on the cumulative excess amortization of the
reference balance over the strike balance. IAR
hedges are less expensive than comparable
prepayment-linked hedges because they contain
basis risk. If actual prepayments occur more
rapidly than predicted at the onset of the hedge,
the servicer and/or seller will be underhedged.

Numerous other types of customized hedge
products are available. The advantages and
disadvantages of each product should be well
understood before it is incorporated into a mort-
gage banking company’s interest-rate risk man-
agement strategies.

3070.0.6.10 Inspection Objectives

1. To determine whether MSAs pose a sig-
nificant financial risk to earnings and capital.

2. To evaluate management’s expertise and
the oversight provided by the board of directors.

3. To determine whether policies and proce-
dures used to initially record, amortize, and
reevaluate MSAs are in conformance with GAAP
and risk-based capital requirements, and whether
actual practice is consistent with stated policies
and procedures.

4. To verify that asset values are fairly stated.
5. To evaluate the methods used to hedge

interest-rate and prepayment risks associated
with MSAs, the degree of oversight provided by
management or the board of directors, the ade-
quacy of written policies and procedures, and
the effectiveness of the company’s hedge pro-
gram for MSAs.

6. To identify any excessive risk-taking which
is caused by the company’s business mix and/or
strategy.

3070.0.6.11 Inspection Procedures

1. Determine the extent of financial risk asso-
ciated with MSAs through a review of the
following:

a. Significant changes in the size of the
servicing portfolio. Obtain a reconciliation for
the servicing portfolio for the prior fiscal year
and the most recent interim period. If significant
growth has occurred, determine whether loans
were originated, purchased individually (on a
flow basis), purchased in bulk transactions, or
acquired through whole company acquisitions.
If the portfolio size has declined, determine the
reason for such decline (sales of servicing rights,
prepayments) and the impact on the remaining
servicing portfolio.

b. The proportion of capitalized MSAs
relative to the outstanding principal balance of
mortgage loans in the servicing portfolio.

c. Other unusual characteristics of the ser-
vicing portfolio that may present undue risk,
such as the weighted average coupon rates,
weighted average maturities, delinquency char-
acteristics, or mix of government (FHA/VA)
loans versus conventional loans.

If the level of financial risk is sufficient to
place earnings and capital at risk, the examiner
should complete the remainder of the MSA
procedures.

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 expertise
and experience with respect to valuation
methodologies?

3. Review the accounting systems used to
track MSAs. Is the necessary information being
maintained in an understandable and useable
form?Does theadoptionofSFAS65,asamended,
and 125 pose any system problems for the
company? Are such problems being addressed
in a timely manner? At a minimum, MSAs
should be tracked by product type and year
of origination. The following information should
be maintained for each pool of loans: the
original and current principal balance for each
pool; original and current book values of related
MSAs; prepayment speeds, normal servicing
fees, and the original discount rate used; and the
actual historical payment experience for each
pool.

4. Review written policies and procedures
for initially recording, amortizing, and periodi-
cally revaluating MSAs. Determine the manage-
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ment or board committees responsible for
approvalofsuchpolicies, thedateof lastapproval,
and the frequency of their review.

5. Determine whether MSA policies and pro-
cedures are in conformance with GAAP and
risk-based capital requirements and whether
actual practice conforms with established poli-
cies and procedures. At a minimum, policies
and procedures should clearly address the fol-
lowing areas:

a. Initial valuation of MSAs and related
pricing policies. With respect to MSAs, policies
and procedures should describe the method for
allocating the total cost of originated and pur-
chased mortgage loans to the MSAs and the
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 be
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
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
market prices, estimated prices for similar assets,
and the results of valuation techniques); the
frequency of revaluation tests; the presentation
of valuation test results to senior management
and the board of directors; instances where
write-downs would be required; disclosures; and
the basis for assumptions used.

6. Verify that the valuation techniques for
measuring MSAs are consistent with the objec-
tive of measuring fair value. Review model
output and related manuals and/or marketing
materials. Evaluate the reasonableness of all key
parameters and assumptions, with an emphasis
on the source for prepayment speed estimates,
the number of interest-rate ‘‘paths’’ used (vec-
toring or binomial models being more desirable
than a single interest-rate projection path), the
basis for the interest rate used to discount cash

flows, and the source of servicing revenue and
cost data.

7. Review the most recent quarterly valua-
tion process and the related output to determine
whether necessary write-downs or amortization
adjustments were made, management or board
oversight was adequate, and actual practice is
consistent with established policies and proce-
dures. Ensure that any significant changes to the
model’s parameters and/or output are approved
by the appropriate management or board com-
mittee and that such changes are adequately
documented.

8. Verify that disclosures are accurate with
respect to the following:

• 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

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

• 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

9. Obtain a list of intercompany MSAs as of
the close of business for the most recent quarter-
end. Determine whether a valid business pur-
pose exists, the loans are actually sold, the
entity holding the MSAs has revalued the rights
correctly, and such intercompany MSAs are
eliminated in consolidation. If the purpose of
the transaction is merely to bolster capital lev-
els at the bank, the practice may constitute an
unsafe and unsound banking practice.

10. Review policies and practices regarding
the sale of MSAs and liabilities to investors.

11. If the company sells loans with recourse,
are recourse reserves established at the time of
sale? Are estimated losses factored into the
calculation of gain/loss on sale of loans?

12. Obtain an organizational chart to deter-
mine the individuals responsible for hedging
MSAs. Review biographies to ensure that staff
members responsible for this function are knowl-
edgeable regarding accounting guidance, hedge
products, and related strategies.
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13. Reviewmethodsused tohedge the interest-
rate and prepayment-rate risk associated with
MSAs. Verify the management or board com-
mittee responsible for approving hedge instru-
ments, the list of approved products, and the
frequency and date of last review.

14. Review management reports to deter-
mine the correlation between hedge instruments
and the underlying assets, the accounting treat-
ment for hedges, related gains and losses, and
the overall effectiveness of the company’s hedge
program. If hedge accounting treatment is being
used, management and/or the company’s exter-
nal accountants must perform the appropriate
level of due diligence and maintain adequate
supporting documentation. In determining the
effectiveness of the hedging program, the exam-
iner should compare the actual results of hedge
performance with the expected results.

15. Evaluate the quality of information that
is communicated to senior management, the
board of directors (if applicable), and the parent
company’s senior management and board of
directors to determine whether management
and directors are adequately informed regarding
the financial risks associated with MSAs, amor-
tization methods and hedging techniques, and
the degree of risk inherent in the company’s
strategic focus and business mix with respect to
the projected volume of MSAs.

3070.0.7 INTERCOMPANY
TRANSACTIONS

A mortgage banking company that is organized
as a nonbank subsidiary of a bank holding com-
pany often sells assets to, receives funding from,
or services loans for its bank affiliates. Given
the trend toward managing mortgage banking
activities as a line function rather than by legal
entity, such intercompany transactions have
become an area of heightened supervisory
concern.

In general, sections 23A and 23B of the Fed-
eral Reserve Act are designed to prevent a bank
from being disadvantaged through the purchase
of low-quality assets from an affiliate, the pres-
sure to fund the majority of an affiliate’s working-
capital needs, and intercompany transactions
that either inadequately compensate the bank or
are not conducted on an arms-length basis.

3070.0.7.1 Section 23A of the Federal
Reserve Act

Section 23A was enacted as part of the Banking
Act of 1933 (the Glass-Steagall Act) for state

member banks and later extended to all feder-
ally insured banks.18 Section 23A defines com-
panies that control or are under common control
with the bank as affiliates of the bank. For
example, the term ‘‘affiliates’’ includes bank
holding companies and their subsidiaries as well
as banks and nonbanking companies that are
under common individual control.19 The two
primary aspects of section 23A—quantitative
restrictions and collateral requirements—are dis-
cussed next.

3070.0.7.1.1 Quantitative Restrictions

The quantitative restrictions imposed by sec-
tion 23A generally limit the aggregate amount
of so-called ‘‘covered transactions’’ to 10 per-
cent of the bank’s capital and surplus for trans-
actions with a given affiliate, and 20 percent of
the bank’s capital and surplus for transactions
with all of its affiliates.20 Covered transactions
include—

• a loan or extension of credit by a bank to an
affiliate, such as a warehouse line of credit
provided to the affiliate;

• the purchase of or investment in securities
such as a privately issued MBS issued by an
affiliate;

• the purchase of assets from an affiliate, such
as a loan purchased either as an accommoda-
tion to a bank customer or for the bank’s
asset/liability management purposes;

• the acceptance by a bank of securities issued
by an affiliate as collateral for a loan or exten-
sion of credit by the bank to any person or
company (Securities might include either the
stock of a publicly held affiliate or the stock
from one of its officer’s own business enter-
prises.); or

18. As originally enacted, the Banking Act of 1933 cov-
ered only member banks. In 1966, Congress amended section
18(j) of the Federal Deposit Insurance Act, 12 U.S.C. 1828(j),
to extend the coverage of section 23A to include insured
nonmember banks. As a result, section 23A now applies to all
federally insured banks. (12 U.S.C. 371c)

19. Nonbank subsidiaries of banks, as opposed to nonbank
subsidiaries of bank holding companies, are not affiliates for
purposes of section 23A, unless the Board of Governors of the
Federal Reserve System determines otherwise. Banks that are
part of a chain banking organization are subject to the restric-
tions of section 23A.

20. For section 23A purposes, the definition for capital and
surplus includes the allowance for loan and lease losses.
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• the issuance by a bank of a guaranty, accep-
tance, or letter of credit, including an endorse-
ment or standby letter of credit, on behalf
of an affiliate (A letter of credit might be
posted by the bank to cover an excessive
number of GNMA pools that lack final pool
certification.).

The examiner should determine the bank’s
method for identifying covered transactions and
applying the quantitative limits for section 23A
purposes. If a covered transaction is found that
exceeds these quantitative limits, either on an
individual or an aggregate basis, an apparent
violation of section 23A has occurred. All such
apparent violations of law should be discussed
with management and cited in the report.

Particular attention should be paid to inter-
company asset transfers and funding arrange-
ments to determine whether they constitute
covered transactions under section 23A. In
Interpretation 250.250 (12 C.F.R. 250.250)21 the
Board determined that a member bank’s pur-
chase, without recourse, and at face value, of a
mortgage note, or a participation therein, from a
mortgage banking subsidiary of the parent bank
holding company, which had no financial inter-
est in the underlying asset on which it had
granted credit through the note, did not involve
a ‘‘loan’’ or ‘‘extension of credit’’22 from the
member bank to the seller of the mortgage note
within the meaning of section 23A if—

• the member bank’s commitment to purchase
the loan or participation therein was obtained
by the affiliate within the context of a pro-
posed transaction or series of proposed trans-
actions in anticipation of the affiliate’s com-
mitment to make such loan(s),

• the commitment to purchase the loan was
based on the bank’s independent credit evalu-
ation of the creditworthiness of the mort-
gagor(s),23 and

• there could be no blanket advance commit-
ment by the member bank to purchase a stipu-
lated amount of loans that bore no reference
to specific proposed transactions. Accord-

ingly, the nonbank affiliate must have ade-
quate and independent working capital to fund
its operations.

The Board stated that if the bank followed
these procedures, then the bank would be taking
advantage of an individual investment oppor-
tunity and thus should be exempt from sec-
tion 23A. However, the Board was concerned
that the bank should not be allowed to set up a
business relationship with any affiliate which
could create the opportunity for the bank, at
some time in the future, to engage in unsafe
transactions because the bank felt impelled by
an improper incentive to alleviate the working-
capital needs of the affiliate. Accordingly, the
bank’s transactions with the affiliate should not
be of such a volume as to create pressure on the
bank to relax its sound credit judgment concern-
ing the individual loans involved and thereby
result in an inappropriate risk to the soundness
of the bank.

3070.0.7.1.2 Collateral Requirements

In addition to the quantitative restrictions, cer-
tain covered transactions between a bank and an
affiliate must also be secured at the time of the
transaction by collateral having a certain market
value. Unless otherwise exempted, covered trans-
actions that must be adequately secured include
loans or extensions of credit, guaranties, accep-
tances, and letters of credit issued on behalf of
the affiliate.

Collateralization requirements range from
100 percent to 130 percent depending on the
type of collateral used. Acceptable forms
of collateral include U.S. government or U.S.
government–guaranteed obligations, instru-
ments that are acceptable at the Federal Reserve’s
discount window, bank deposits that are segre-
gated into accounts specifically earmarked for
thispurpose,otherdebt instruments, stock, leases,
or other real or personal property. According to
an August 31, 1987, Board interpretation (at
FRRS 3–1164.3), mortgage-servicing rights do
not constitute a permissible form of collateral
for purposes of section 23A because of (1) their
inherent volatility, making it difficult to accu-
rately value the rights, and (2) the need to secure
permission to transfer servicing rights from the
legal owner of the underlying mortgage.24

21. See alsoFederal Reserve Regulatory Service, 3–1133.
22. Under section 23A, as amended by the Garn–St Germain

Act in 1982, a member bank’s purchase of a loan from its
nonbank affiliate that was made to an unaffiliated party is now
considered a purchase of an asset from the affiliate unless it is
excepted under interpretation 250.250.

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

24. Item (2) refers to the bank’s ability to sell the mortgage-
servicing rights if the affiliate defaults on its loan.
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An example of a covered transaction that is
subject to both the quantitative restrictions and
the collateral requirements of section 23A would
be an overdraft in the mortgage company’s
checking account with an affiliate bank, which
is considered an extension of credit. A line of
credit by a bank to a nonbank affiliate also
constitutes a covered transaction. It is important
to remember that the full value of the line, not
just the portion drawn down, must satisfy the
quantitative and the collateral requirements of
section 23A at all times. The examiner should
review checking accounts and funding arrange-
ments to ensure that the appropriate level and
type of collateral is maintained. Collateral val-
ues should be monitored regularly so that depre-
ciated or matured collateral is replaced as needed.

3070.0.7.1.3 Prohibited Transactions

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 pur-
chase a low-quality asset (generally a classified
or past-due asset) from an affiliate or accept a
low-quality asset as collateral for a loan. Sec-
tion 23A also requires that all covered transac-
tions be conducted on terms that are consistent
with safe and sound banking practices.

3070.0.7.1.4 Exemptions from
Section 23A of the FRA

As mentioned previously, several types of inter-
company transactions are exempted from the
requirements of section 23A. For example, trans-
actions between banks in which 80 percent or
more of each bank’s stock is owned by the same
bank holding company (so-called ‘‘sister banks’’)
are exempt from most provisions of sec-
tion 23A.25 Other transactions that are exempt
include the following:

• deposits received from the affiliate during the
ordinary course of business (checks in the
process of collection)

• immediate credit given to an affiliate for
uncollected items received in the ordinary
course of business

• loans, extensions of credit, guaranties, accep-
tances, or letters of credit issued on behalf of
the affiliate that are fully secured by obliga-
tions issued or guaranteed by the U.S. govern-
ment or a segregated earmarked account in
the bank

• the purchase of assets having a readily and
identifiable market price at the time of
purchase

• transactions that are deemed to be in the pub-
lic interest and consistent with the purposes of
the act

Internal controls should be in place to ensure
that all transactions are adequately reviewed.
Documentation should be maintained for inter-
company transactions that are exempted from
the requirements of section 23A.

3070.0.7.2 Section 23B of the Federal
Reserve Act

The Competitive Equality Banking Act of 1987
amended the Federal Reserve Act to add a new
provision, known as section 23B. In general,
section 23B provides that covered transactions
between a bank and its affiliates must be on
terms and under circumstances, including credit
standards, that are substantially the same or at
least as favorable to the bank as those prevailing
at the time for comparable transactions with or
involving nonaffiliated companies. If no compa-
rable transactions exist, the transaction must be
on terms and under circumstances, including
credit standards, that in good faith would be
offered to or applied to nonaffiliated companies.
A bank is also generally prohibited from pur-
chasing as a fiduciary securities or assets from
an affiliate except under specified circum-
stances. Finally, a bank and its affiliate may not
advertise or enter into an agreement that sug-
gests the bank is in any way responsible for the
obligations of the affiliate.

Section 23B applies to any covered transac-
tion with an affiliate, as that term is defined in
section 23A. However, section 23B excludes
banks from the term ‘‘affiliate.’’ Therefore, trans-
actions between sister banks and banks that are
part of a chain banking organization are exempt
from section 23B.

25. Foreign banks do not qualify as sister banks for sec-
tion 23A purposes. These transactions are still subject to the
prohibition against the purchase of low-quality assets and to
the requirement that covered transactions be on terms and
conditions that are consistent with safe and sound banking
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 guide-
lines, as provided for in the Home Owner’s Loan Act.
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3070.0.7.3 Management and Service Fees

The Federal Reserve System’s 1979 policy
statement on diversion of bank income practices
is intended to prevent excessive or unjustifiable
management or service fees, as well as any
other unwarranted payments or practices that,
by diverting bank resources to the parent com-
pany or a nonbank affiliate, may have an
adverse financial impact on a subsidiary (pay-
ing) bank (see section 2020.6). Diversion of
income practices with respect to a mortgage
banking company might potentially include, but
are not limited to—

• servicing fees, or other payments assessed by
the mortgage banking company and paid by
the bank that bear no reasonable relationship
to the fair market value, cost, volume, or
quality of services rendered by the nonbank
subsidiary in its role as servicer and/or seller;

• balances maintained by the bank primarily in
support of mortgage banking company bor-
rowings without appropriate compensation to
the bank;

• prepayment of fees to the mortgage banking
company for services not yet rendered;

• nonreimbursed origination fees, marketing
costs, or other expenses incurred by the bank
that primarily support the mortgage banking
company’s activities; and

• loan repurchase agreements between the bank
and the mortgage banking company while the
mortgage banking company is processing loans
in the mortgage pipeline.

Purchase and funding agreements should ade-
quately itemize and document the types of ser-
vices provided and the basis for fees. Billing
statements and other documentation should
clearly evidence that fees actually charged and
paid are reasonable and consistent with regula-
tory policy requirements as described.

3070.0.7.4 Tie-In Considerations of the
BHC Act

Section 106 of the BHC Act Amendments of
1970 contains five restrictions intended to pro-
hibit anticompetitive behavior by banks: two
prohibit tying arrangements; two prohibit reci-
procity arrangements; and one prohibits exclu-

sive dealing arrangements.26 The tying restric-
tions, which have the greatest effect on industry
practices, prohibit a bank from restricting the
availability or varying the consideration for one
product or service (thetying product) on the
condition that a customer purchase another prod-
uct or service offered by the bank or by any of
its affiliates (thetied product).

Section 106 was adopted in 1970 when Con-
gress expanded the authority of the Board to
approve proposals by bank holding companies
to engage in nonbanking activities. The provi-
sions of section 106 were based on congres-
sional concern that banks’ unique role in the
economy, in particular their power to extend
credit, would allow them to create a competitive
advantage for their affiliates in the new, non-
banking markets that they were being allowed
to enter.27 Congress therefore imposed special
limitations on tying by banks—restrictions
beyond those imposed by the antitrust laws.
Section 106 is a broader prohibition; unlike the
antitrust laws, a plaintiff in action under sec-
tion 106 need not show that (1) the seller has
market power in the market for the tying prod-
uct, (2) the tying arrangement has had an anti-
competitive effect in the market for the tied
product, or (3) the tying arrangement has had a
substantial effect on interstate commerce.

Section 106 applies only when abankoffers
the tying product.28 The Board has authority to
grant exceptions to section 106, which it has
used to allow banking organizations to package
their products when doing so would benefit the
organization and its customers without anticom-
petitive effects.

3070.0.7.4.1 Section 225.7(d) of
Regulation Y

TheBoardoriginallyextendedsection106,which
covers tying arrangements bybanks only, to
cover nonbank affiliates and bank holding com-
panies. The Board rescinded this extension of
the statute effective April 21, 1997. Thus, unless
subject to another exemption, section 106
prohibits—

• a bank from telling a customer that it can only
receive a loan (or a discount thereon) if it
purchases another product from the bank; and

26. 12 U.S.C. 1972.
27. See S. Rep. No. 1084, 91st Cong., 2d Sess. (1970).
28. See 1997 FRB 275.
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• a bank from telling a customer that it can only
receive a loan (or a discount thereon) if it
purchases another product from an affiliate of
the bank.

Section 106 and the Board’s regulation allow—

• a broker-dealer affiliate to tell a customer that
it can only receive placement services (or a
discount thereon) if it obtains a loan from an
affiliated bank; and

• a broker-dealer affiliate to tell a customer that
it can only receive placement services (or a
discount thereon) if it obtains a loan from a
nonbank affiliate.

These distinctions make sense if one keeps in
mind the concern of the statute: banks (not
nonbanks) have special power over credit and,
thus, are able to induce or coerce their custom-
ers into purchasing products that they would
otherwise prefer not to purchase or to purchase
from someone else.29

3070.0.7.4.2 Interaffiliate Tying
Arrangements Treated the Same as
Intrabank Arrangements

Section 106 contains an explicit exception (the
statutory traditional bank product exception)
that permits a bank to tie any product or service
to a loan, discount, deposit, or trust service
offered by that bank.30 For example, a bank
could condition the use of its messenger service
on a customer’s maintaining a deposit account
at the bank. Although the statutory traditional
bank product exception appears to have been
effective in preserving traditional relationships
between a customer and bank, the exception is
limited in an important way—it does not extend
to transactions involving products offered by
affiliates.

The Board has adopted aregulatory tradi-
tional bank product exception that extends the
statutory exception to transactions involving
affiliates.31 Although the Board has previously
limited the scope of this extension, interaffiliate
arrangements are now exempt to the same extent
as intrabank arrangements.32

3070.0.7.4.3 Foreign Transactions Under
Section 106

The Board has adopted a ‘‘safe harbor’’ from
the anti-tying rules for transactions with corpo-
rate customers that are incorporated or other-
wise organized and that have their principal
place of business outside the United States, or
with individuals who are citizens of a foreign
country and are not resident in the United States.
However, the safe harbor would not protect
tying arrangements in which the customer is a
U.S.-incorporated division of a foreign com-
pany. Furthermore, the safe harbor would not
shelter a transaction from other antitrust laws if
they were otherwise applicable.33

3070.0.7.4.4 Technical Change

The Board also has adopted a definition of
‘‘bank’’ for purposes of the anti-tying rules. The
definition clarifies that any exemptions afforded
to banks generally also would be applicable to
credit card and other limited-purpose institu-
tions and to U.S. branches and agencies of for-
eign banks.34

3070.0.7.5 Inspection Objective

1. To evaluate transactions between a mort-
gage banking company organized as a direct
subsidiary of a bank holding company and affili-
ated banks for compliance with federal laws and
regulations, and related policy guidance.

3070.0.7.6 Inspection Procedures

1. Review management’s method for moni-
toring and identifying section 23A and 23B
covered transactions and applying the quantita-
tive limitations. Determine whether—

a. all covered transactions have been
identified;

b. quantitative limits are calculated
correctly;

c. covered transactions, including any
overdrafts and lines of credit, meet both the

29. The Board’s rule also includes a limited prohibition on
tying arrangements involving electronic benefit transfer ser-
vices (12 C.F.R. 225.7(d)).

30. 12 U.S.C. 1972(1)(A).
31. See 12 C.F.R. 225.7(b)(1).
32. A similar action was taken for interaffiliate reciprocity

arrangements, in which section 106 permits a bank to condi-
tion the availability of a product or service on the customer’s

providing to the bank some product or service ‘‘related to and
usually provided in connection with’’ a loan, discount, deposit,
or trust service (12 U.S.C. 1972(1)(C)).

33. See 12 C.F.R. 225.7(b)(3).
34. See 12 C.F.R. 225.7(e).
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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.F.R. sec-
tion 250.250,

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

c. 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 principal on
its own behalf or as an agent for the affiliate
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-
iaries are in 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
is in 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

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
emphasize 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 assets for 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.F.R.
225.126 (i.e., real estate brokerage, land devel-
opment, real 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 development by a nonbank 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 also ruled that property management
for third parties is impermissible (1972 FRB
652). However, property management as a fidu-
ciary, for operating premises of affiliates, 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 usual 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 the
seller’s portfolio, these transactions may not
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 com-
pany is inspected. All significant mortgage bank-

ing subsidiaries should be fully inspected at
least once every three years.
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3070.0.10 Laws, Regulations, Interpretations, and Orders

Subject Laws1 Regulations2 Interpretations3 Orders

Loans to affiliates
section 23A of the FRA

371c

Restrictions on 371c
transactions with
affiliates

371c

Purchase of affiliate’s notes
from a third party

3–1131

Activities not closely
related to banking

225.126 4–184

Acquisition of assets 225.132 4–175.1

Purchase by member bank
of loans originated by a
mortgage banking firm

250.250 3–1133

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

225.122 4–196

Activities closely related
to banking

225.123 4–176

Investments in community
welfare projects

225.127 4–178

1. 12 U.S.C., unless specifically stated otherwise.
2. 12 C.F.R., unless specifically stated otherwise.

3. Federal Reserve Regulatory Servicereference.
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3070.0.11 APPENDIX A—FIRST DAY LETTER

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 an
inspection of XYZ Mortgage Bank Corporation on July 15, 19x9. To facilitate this inspection,
please provide a copy of or make available the following information relative to your organization’s
mortgage banking activities. Information should be as of xx/xx/xx and should be delivered to the
examiner-in-charge as soon as it is available. Whenever possible, standardized management reports
should be provided. Please include the name and telephone extension of the appropriate persons to
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 each
individual’s name, place of employment, title and position, age, management responsibilities (if
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 meetings
available for examiner review. Provide a copy of standardized reports that are provided before
each meeting.

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

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

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

6. Provide a copy of the mortgage banking company’s most recent operating budget and its
long-term strategic plan. Evaluate how interest-rate movements, competition, and other external
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 place
within the mortgage banking company. Have available for examiner review the following
reports that were conducted since xx/xx/xx:

a. internal and external audits

b. loan reviews

FEDERAL RESERVE BANK
OF BOSTON

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

8. Provide an organization chart for theinternal 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.

9. Provide an organization chart for theloan 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.

10. 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.

11. 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.

12. 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.

13. 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.

14. 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.

15. 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. 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).

17. 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

18. 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.

19. 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,
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controls that are in place to monitor fallout caused by processing backlogs, and procedures for
expired commitments.

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

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

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

23. If the mortgage banking company is a subsidiary of a state member bank or sells loans to a bank
affiliate that is subject to Regulation O, furnish a list of extensions of credit to ‘‘an executive
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 defined by
Regulation O.

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

Marketing and Hedging Data

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

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

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

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

28. Provide information on the number and volume of securities that lacked final pool certification
as of the inspection date. State whether this volume is in compliance with investor guidelines. If
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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. Provide the latest published financial statements, if applicable, including the annual report, SEC
10K, 10Qs, and any press releases.

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

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

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

a. lending bank (include copies of confirmation letters)

b. total credit line

c. amount in use as of the inspection date

d. amount available for use and by whom

e. expiration date

f. compensating balance and/or fee arrangements

g. purpose

h. whether the credit lines are contractual obligations of the lenders

i. reciprocity arrangements, if any

j. collateral requirements

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

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

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

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

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

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

54. Provide detail on the allowance for loan and lease losses, contra asset valuation allowances, and
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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.

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

56. 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.

57. 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. 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).

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

60. 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.

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

62. 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.

63. 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.

64. 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.

65. 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.

66. 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.

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

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

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

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

Intercompany Transactions

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

73. If the mortgage banking company is a direct nonbank subsidiary of the bank holding company,
describe the method for identifying transactions that constitute ‘‘covered transactions’’ under
sections 23A and 23B of the Federal Reserve Act, as well as the method for applying
quantitative limits for section 23A and 23B purposes.

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

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

a. asset purchases by the bank have been reviewed by management and are either within the
quantitative limits of section 23A or meet the exemption requirements of section 250.250

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

c. 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 company
or its nonbank subsidiaries and the net interest income earned on warehouse loans or lines is
reasonable and based on market terms

76. Provide copies of any servicing contracts between the mortgage banking company and affiliate
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 own
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 for
such fees

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

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

78. If the mortgage banking company charges management or other fees, describe the nature of the
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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
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3070.0.12 APPENDIX B—ACCOUNTING LITERATURE

The following is a list of generally accepted
accounting principles (GAAP) governing the
mortgage banking industry that are in the form
of accounting standards and interpretations.

Accounting standards may change over time.
Current accounting literature should be reviewed
with management during each inspection.

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 Extinguishments
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 Loan Is
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 Repayment
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 Obligation
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

The following is a list of sections in this manual
that examiners may find particularly useful in
the review of mortgage banking activities. Regu-

latory guidance also evolves over time. This list
is not all inclusive.

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 3073.0

3073.0.1 EXPANDED STUDENT-
LOAN-SERVICING ACTIVITIES

A bank holding company applied for the Board’s
approval under section 4(c)(8) of the Bank Hold-
ing Company Act (BHC Act) and section 225.23
of Regulation Y to expand the student-loan-
servicing activities of its nonbank subsidiary.
The activities would consist of—

1. providing student-loan authorities (the author-
ity) with regular reports that include informa-
tion in the aggregate and by individual lend-
ers concerning the volume of loans being
serviced for the authority and the volume of
loans outstanding;

2. preparing projections for approval by the
authority of student loans to be purchased
and commitments to be issued in the future,
based on the volume of loans being serviced
andcommitmentsoutstanding,consistentwith
the amount of funds available to the author-
ity as the result of its sale of bonds;

3. advising eligible lenders, borrowers, and other
interested parties of the authority’s student-
loan-purchase program, including the criteria
used by the authority in purchasing student
loans and the extent to which the authority
will be purchasing loans in the future based
on the availability of funds; and

4. meeting regularly with the authority to advise
it of the nonbank subsidiary’s efforts in con-
nection with the student-loan activities.

Under no circumstances would the nonbank
subsidiary be authorized to bind the authority or
its bank trustee to commit to purchase or actu-

ally to purchase student loans from eligible
lenders.

The proposed activities were regarded as being
equivalent to the activities of a mortgage bank-
ing subsidiary of a bank holding company,
authorized under section 225.28(b)(1) of Regu-
lation Y, with respect to acquiring and servicing
mortgage loans for institutional investors or in
connection with the secondary-mortgage mar-
ket. The activities proposed and currently con-
ducted by the applicant, to the extent that they
were different from the services performed by
any institution that services loans for others,
were perceived as being different only in that
they related to servicing student loans for a
governmental authority. Banks and their non-
bank subsidiaries generally provide comprehen-
sive loan-acquisition and -servicing ‘‘packages’’
for investors in mortgage and other loans. The
bank holding company’s nonbank subsidiary
was the nation’s largest servicer of student
loans, and was thus particularly well equipped
to perform the proposed expanded services.

In addition to determining that the proposed
activities were closely related to banking to
approve the application, the Board had to con-
clude that the proposed activities would produce
benefits to the public that would outweigh any
possible adverse effects, such as unsound bank-
ing practices, unfair competition, conflicts of
interests, or undue concentration of resources.
The Board made that conclusion in addition to
determining that the balance of public interest
factors that it is required to consider under sec-
tion 4(c)(8) of the BHC Act was favorable.
Accordingly, the application was approved on
July 1, 1985 (1985 FRB 725).
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Section 4(c)(8) of the BHC Act
(Servicing Loans) Section 3080.0

A bank holding company or its subsidiary may
engage in the activity of servicing loans or other
extensions of credit for either affiliated compa-
nies or for persons or institutions not affiliated
with the holding company. The service will
often be carried on as an additional activity of a
credit-extending subsidiary, such as a mortgage
company, where the loan serviced was origi-
nated by the subsidiary and subsequently sold to
an investor. A servicing company provides the
collection vehicle through receipt and disburse-
ment of funds for investors who may not pos-
sess the resources to accomplish the activity.
The purpose of servicing is to keep a sound loan
in good standing for a passive investor. The
servicing company’s remuneration is usually
based upon a percentage of the outstanding bal-
ance of the loan.
The traditional servicing arrangement arises

from the normal business of a mortgage com-
pany. The company grants extensions of credit
to qualified borrowers and subsequently pack-
ages and sells these loans, normally without
recourse, to individuals or institutional investors
who contract the collection of the credit to the
mortgage company. The company may also pur-
chase mortgages or other extensions of credit in
the open market with the intention of reselling
the credit and retaining the servicing or can
simply purchase servicing portfolios (12 C.F.R.
225.132). The collection itself is basically a
bookkeeping function.
Servicing loans for others is relatively risk-

free to the company when the credits are sold
without recourse to investors. A credit which
has been soldwith recourse represents an unusual
circumstance and should, therefore, be reviewed
in detail. The serviced loans will generally be
high quality mortgages which are in turn pur-
chased from the company by passive investors
desiring a fixed rate of return on their funds.
The risk to a servicing company lies in its
portfolio of unsold loans, or its ‘‘warehouse.’’
The risk is two-fold: (1) the loan may not be of
high enough quality to attract an investor so that
the servicing company will have to continue to
carry the credit for its own account, and (2) the
loan was made at an interest rate which is below
current market rates. In the latter case, the ser-
vicing company must either sell the loan at a
discount or continue to hold the credit for its
own account. In either case, the loan is treated
as an asset of the company and involves credit
risk.
The inspection of a servicing company, or a

servicing department of a credit-extending sub-

sidiary, should focus on adequacy of documen-
tation and controls, and on the quality and mar-
ketability of thewarehoused loans. The examiner
should obtain a past due report for the portfolio
and note in the inspection report significant
credits which are past due together with the
period of delinquency, the type of loan, and the
asset classification, if any. The nature of the
servicing business is such that the number of
past dues should be small because loans are
only warehoused for a short period of time until
they can be sold to an investor. As a rule, a past
due loan or a current loan which has been ware-
housed for more than several months is indica-
tive of some problem with the credit. Each loan
should be evaluated to determine the reason it
has not been sold.
During periods of rising long-term interest

rates, the warehouse portfolio becomes subject
to the risk that a loan may not be marketable,
except at a discount, because of its relatively
low yield. This affects both the servicer’s income
and liquidity.
In the case of the parent company acting as a

servicer, the inspection should also determine
whether the activity is being carried on under
the proper exemption. A bank holding company
may act as a servicer under section 4(c)(8) of
the Act or under the provisions of sections
4(a)(2) and/or 4(c)(1) of the Act. If carried on
under Section 4(a)(2) of the BHC Act, the hold-
ing company is limited to servicing loans only
for its own account or its banking and nonbank-
ing subsidiaries. If carried under Section
4(c)(1)(C) of the BHC Act, the bank holding
company is limited to servicing loans only for
its own account or its banking subsidiaries.
Finally, the income of the company should be

subject to scrutiny. A servicing company should
be a profitable business. The servicer receives a
fee based upon a percentage of the outstanding
balance of the loan. In the early years of the
payback period, the fee should significantly
exceed the cost of the service, and because
much of the portfolio will be refinanced either
prior to its maturity or prepaid, the fee income
should be sufficient to cover the servicer’s cost
plus profit. The reason for poor earnings in this
activity is generally either inefficiency in the
collection area, failure to attain the breakeven
point of servicing volume, or the inability to
turnover the warehouse portfolio often enough
to maintain new fee generation. In the event that
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the servicer is unprofitable, the examiner should
determine the reasons and clearly set them forth
in the inspection report.
The servicing arrangement is of a fiduciary

nature and as such it gives rise to certain contin-
gent liabilities. In the situation where the ser-
vicer is not fully and properly discharging its
servicing responsibilities in accordance with the
servicing agreement, the holder of the serviced
notes might bring legal claims against the ser-
vicer. The inspection process should direct
attention to this area including a review of the
servicing agreement and verification that the
servicer is fulfilling its obligations. Manage-
ment should be reminded of the significant loss
exposure which can result from improper atten-
tion to its fiduciary responsibilities.

3080.0.1 INSPECTION OBJECTIVES

1. To determine that internal controls are
adequate to administer effectively the servicing
of the loan portfolio.

2. To determine the level of exposure to
credit risk of loans held for the firm’s own
account.
3. To determine if the firm’s earnings are

sufficient so as not to be a burden on the parent
or subsidiary bank.

3080.0.2 INSPECTION PROCEDURES

1. Review the balance sheet to determine the
volume of credits held for the firm’s own account
and evaluate their asset quality.
2. Review internal controls and evaluate their

adequacy.
3. Review earnings and appraise the impact

on the parent and bank subsidiaries.
4. Review servicing agreements and evaluate

the potential or contingent risks to which the
firm is exposed in the event of failure by a
borrower to service its loan properly.
5. Determine whether mortgage servicing

rights are recorded as an asset and whether they
are being amortized over the average life of the
loans being serviced.

Section 4(c)(8) of the BHC Act (Servicing Loans) 3080.0
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Section 4(c)(8) of the BHC Act (Asset-Management,
Asset-Servicing, and Collection Activities) Section 3084.0

A bank holding company may engage under
contract with a third party in the management,
servicing, and collection1 of the types of assets
that an insured depository institution may origi-
nate and own. The company cannot engage in
real property management or real estate broker-
age services as part of these services. See Regu-
lationY,section225.28(b)(2)(vi).Providedbelow
are some initial historical examples of Board
orders that involve asset-management services
related to this nonbanking activity. The commit-
ments and conditions provided for within the
Board orders should not be considered to be
currently applicable.

3084.0.1 ASSET-MANAGEMENT
SERVICES TO CERTAIN
GOVERNMENTAL AGENCIES AND
UNAFFILIATED FINANCIAL
INSTITUTIONS WITH TROUBLED
ASSETS

Three bank holding companies (the applicants)
applied for the Board’s approval under section
4(c)(8) of the BHC Act to engage de novo in
providingasset-managementservices to theReso-
lution Trust Corporation and the Federal Deposit
Insurance Corporation, and generally to unaffili-
ated financial institutions with troubled assets.
The applicants committed to conduct these
activities under the same terms and conditions
as set out in 1988 FRB 771.

The commitments and conditions of this order
required that (1) the asset-management activi-
ties would be provided to the banks and savings
associations, (2) the applicant would obtain the
Board’s approval before providing asset-
management services for pools of assets that
were not originated or held by financial institu-
tions and their affiliates, (3) the applicant would
cause its asset-management subsidiary to estab-
lish procedures to preserve the confidentiality of
information obtained in the course of providing
asset-management services, and (4) neither the
applicant nor its management subsidiary would
take title to the assets managed by the asset-
management subsidiary.

The applications of these holding companies
were approved by a Board order on Decem-
ber 24, 1990 (1991 FRB 124). Two additional

orders about providing asset-management ser-
vices were approved on March 25, 1991 (1991
FRB 331 and 334).

3084.0.2 ASSET-MANAGEMENT
SERVICES FOR ASSETS
ORIGINATED BY NONFINANCIAL
INSTITUTIONS

Two bank holding companies (the applicants)
applied jointly for the Board’s approval under
section 4(c)(8) of the BHC Act to engage de
novo in collection-agency activities pursuant to
Regulation Y through a joint venture. The Board
concluded that the collection activities were
permissible.

The bank holding companies also applied for
the Board’s approval to engage in asset-
management, asset-servicing, and collection
activities through a nonbank of the joint venture
located in New Jersey. The subsidiary would
provide asset-management services to the Reso-
lution Trust Corporation (RTC) and the Federal
Deposit Insurance Corporation (FDIC). It would
also provide these services to unaffiliated third-
party investors that purchase pools of assets
assembled by the RTC or the FDIC. Under the
proposal, neither the applicants nor this non-
bank subsidiary would acquire an ownership
interest in the assets that they manage or in the
institutions for which they provide the asset-
management services. The applicants further
committed that they would not provide real
property management or real estate brokerage
services as part of the proposed activities.

The Board previously determined that, within
certain parameters, providing asset-management
services for assets originated by financial institu-
tions (banks, savings associations, and credit
unions) and their bank holding company affili-
ates is an activity closely related to banking (see
1991 FRB 331, 334 and section 3600.15.3). The
applicants proposed to conduct all asset-
management activities subject to the same con-
ditions as in the Board orders previously cited.

The applicants proposed to engage in asset-
management activities for assets originated by
nonfinancial institutions as well as by financial
institutions. These assets include real estate,
consumer, and other loans; equipment leases;
and extensions of credit. Assets of nonfinancial
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 foreclosure
or in satisfaction of debts previously contracted.
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panies, finance companies, and investment com-
panies formed to engage in asset-management
activities. The managed assets would be limited
to the types of assets that financial institutions
have the authority to originate. The Board con-
cluded that the applicants would have the exper-
tise to engage in managing these types of assets,

regardless of the originating entity. The Board
also determined that the proposal was consistent
with the asset-management proposals approved
in its prior orders. The Board concluded that the
applicants’ proposed activities are closely related
to banking and approved the order on December
21, 1992. (1993 FRB 131)
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