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Introduction > Background

Introduction

The Office of the Comptroller of the Currency’s (OCC) Comptroller’s Handbook booklet,
“Mortgage Banking,” provides guidance for bank examiners and bankers on various
mortgage banking activities, such as the purchase or sale of mortgages in the secondary
mortgage market. Throughout this booklet, national banks and federal savings associations
(FSA) are referred to collectively as banks, except when it is necessary to distinguish
between the two.

Background

Mortgage banking generally involves loan originations as well as purchases and sales of
aJary mortgage market. A bank engaged in mortgage banking may
@ ates or purchases from affiliates, brokers, or correspondents. The
bank may also r€fain
participate in any coy

idential mortgage loans to hold in their loan portfolios.
ilLending Examination Procedures” and the to-be-
published “Residential Real booklets of the Comptroller’s Handbook for
guidance on banks that primarily orj rtgage loans to be retained in their loan
portfolios. More expansive mortgag i ivities are a natural extension of the
traditional origination process. This bo examination procedures it outlines are

mortgages in the secondary market.

Examiners should refer to

Mortgage banking is affected by changing econ
regulations, accounting principles, regulatory guid4

crisis, including deficiencies related to the origination an
loans.

In 2010, Congress passed the Dodd—-Frank Wall Street Reform & umer Protection Act
(Dodd-Frank), which included a number of changes to consumer protection laws and created
the Consumer Financial Protection Bureau (CFPB). The CFPB has undertaken various
rulemakings to implement Dodd-Frank changes, including amending Regulation Z to
implement changes to the Truth in Lending Act (TILA) and Regulation X to implement
changes to the Real Estate Settlement Procedures Act (RESPA). For instance, in January
2013, the CFPB issued final rules amending Regulation X and Regulation Z to introduce new
servicing-related standards and requirements. Other final rules further amend Regulation Z,
including to require that creditors make a reasonable, good faith determination of a
consumer’s ability to repay any consumer credit transaction secured by a dwelling, to
establish certain protections from liability for “qualified mortgages,” and to implement
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changes to the requirements for certain home-secured loans. Many of these rules are expected
to become effective in January 2014.*

The CFPB’s rulemaking efforts, however, are ongoing. Bankers and examiners should ensure
that the standards they follow are current. Examiners should contact the OCC’s Credit and
Market Risk Division to obtain information on recent developments that are not reflected in
this booklet. In particular, the booklet does not attempt to address the specific requirements
of the various rules issued by the CFPB implementing requirements of Dodd-Frank,
including amendments to Regulation Z (implementing TILA), Regulation X (implementing
RESPA), and servicing standards, which are effective January 2014. The safety and
soundness principals discussed in this booklet are consistent with those rules. Compliance
with these and other finalized rules, such as the Qualified Residential Mortgage Rule, is a
basic tenet of a safe and sound mortgage operation.

of the mortgage bankingW ks that originate or purchase residential loans need to
have sound third-party ris a t practices.

Mortgage banking activities generatffftee ind@me and may provide cross-selling opportunities
that can enhance a bank’s retail ban®gg francigfe. The expansion of traditional lending to
encompass other mortgage banking activitj ken place in the context of a general shift
by commercial banks from activities that #¥rq ntegest income to ones that produce
noninterest income and fees.

Information technology (IT), including business p evolved into an increasingly
important support function that facilitates mortgage 0% <
origination and servicing systems, Web-based applicatiog se of third parties to perform
business processes, and complex valuation models are nota ’
reliance on technology and its dependency on data and teleco
have led to an increased number of risks that must be managed

Primary and Secondary Mortgage Markets

A mortgage lender’s key function is to provide funds for the purchase or refinancing of
residential properties. This function is carried out in the primary mortgage market, in which
lenders originate mortgages by lending to homeowners and purchasers. In the secondary
mortgage market, lenders and investors buy and sell loans that were originated in the primary
mortgage market. Lenders and investors also buy and sell securities in the secondary market
that are collateralized by pooled mortgage loans.

! More comprehensive information regarding Regulation X and Regulation Z, including recent amendments to
those rules, is provided in other Comptroller’s Handbook booklets, including “Truth in Lending Act” and “Real
Estate Settlement Procedures Act” in the Consumer Compliance series.
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Banks participate in the secondary market to gain flexibility in managing their long-term
interest rate exposures, to increase liquidity, manage credit risk, and expand opportunities to
earn fee income.

The secondary mortgage market is a result of various public policy measures and programs to
promote homeownership that date back to the 1930s. Several government agencies and
government-sponsored enterprises (GSE) have played important parts in fostering
homeownership. The Federal Housing Administration (FHA), for example, encourages
private mortgage lending by providing insurance against default. The Federal National
Mortgage Association (Fannie Mae), the Federal Home Loan Mortgage Corporation (Freddie
Mac), and the Federal Housing Agency provide market liquidity for conventional, FHA, and
U.S. Department of Veterans Affairs (VA) mortgages by operating programs to purchase
loans and convert them into securities to sell to investors. In addition, beginning in 1997,
several Federal Ho oan Banks (FHLB) entered the mortgage loan purchase business.

which undivided inte ipations in the pool are sold and the security holders

cash flows. Collateralized mortgage obligations

s stratify credit and prepayment risk into tranches
estors.

(CMO) are another form o
with various levels of risk an

The mortgage industry continues to olve, wj new mortgage products being developed in
both the conforming (eligible for sale S and nonconforming markets.

Fundamentals of Mortgage Banking

service the loan. Banks can sell loans in the secondar ervicing retained or
released. Servicing is inherent in most lending assets; it o™ Linct asset or liability
\ g oans. A mortgage
and retaining the
¥ loan from a third

bank can separate servicing from a loan in two ways: (1) by selg
servicing or (2) by separately purchasing or assuming the servici

party.

Successful mortgage banking operations require effective management information systems
(MIS) to accurately identify the value created and costs incurred to produce and service
different mortgage products. The largest mortgage servicing firms invest heavily in
technology to manage and process large volumes of individual mortgage loans with a variety
of payment structures, escrow requirements, and investor disbursement schedules. These
firms also operate sophisticated call centers to handle customer service, collections, default
management, and foreclosure referrals. A highly developed technology infrastructure is a
requisite for banks to effectively handle large and rapidly growing portfolios.

The benefits of economies of scale in loan production and servicing activities have led to
greater industry consolidation. Given the cyclical nature of mortgage banking activities and
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industry consolidation trends, banks need to maximize efficiencies to compete effectively.
Well-defined business processes combined with continuous improvements enable
management to enhance operational effectiveness.

Common Mortgage Banking Structures

While a mortgage banking business is rather simple in theory, the combination of different
types of operations and the various levels of risk make the review of each bank unique.
Management can structure a bank to participate in one or several parts of the mortgage
banking process. Examiners should expect management to have appropriately evaluated the
bank’s operation and risk profile to determine the relevant measurement criteria for its
income and expenses.

Banks with similar tional profiles may have different goals. In all cases, management
e the strategies and goals of their mortgage banking operation. At
rs should determine the type of mortgage banking operation in

place and obtain maiggeggnt Mgorts for monitoring mortgage banking activities.

Management’s strategic [gnnin ss and business plan should address the activity, risk,
and goals of the bank’s operafgon. ement and the board should set reasonable limits,
e bank’s operation. This planning also should
mortgage banking operation goes through
dejgs gn mortgage banking structures.

address strategies to deal with changs as t
business cycles. See appendix D for

Mortgage Banking Profitability

Overview

Mortgage banking is a cyclical business, and earnings ca
management, a profitable mortgage banking operation ca
losses. Consistent profitability in mortgage banking requires®sig
by the board and senior management, and careful management S tgage banking
activities. This section provides guidance for reviewing the earning®0t a mortgage banking
operation, and offers an overview of the components of mortgage banking profitability and
how each component relates to the value of mortgage servicing rights (MSR).?

. Without proper
grate substantial
level of oversight

Mortgage Banking Earnings

Mortgage banking earnings can be volatile, and management must closely monitor the
operation’s performance. Unlike the revenue from many banks’ operations, mortgage
banking revenue consists primarily of gain on sale and mortgage servicing revenue.

2 As defined in the “Glossary,” mortgage servicing right (MSR) and mortgage servicing asset (MSA) are often
used interchangeably. For purposes of this booklet, the tern MSR is used in the context of trading, profitability,
hedging, and other general matters. MSA is applied to those discussions associated with the functional
overview, examination procedures, and accounting practices.
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A mortgage banking operation’s income and expense components can change at significantly
different rates and in different directions over time, resulting in substantial shifts in
profitability. Each segment of a mortgage banking operation (originations, sales, and
servicing) contributes to the operation’s net earnings.

The potential for rapid changes in interest rates and mortgage volume creates a need for
flexible, cost-efficient funding arrangements. The financing structure is largely dependent on
the nature of the mortgage banking operation, typically balancing the need for flexibility with
protection against interest rate changes. A bank can pay off short-term funding as origination
volumes decline but remains highly susceptible to interest rate changes. Conversely, longer-
term funding arrangements offer a fixed interest rate but create costs if volumes decline.

A bank’s interest income and interest expense generally move in the same direction as rates
change over time, deghgding on the repricing characteristics of the bank’s assets and
portgage bank’s noninterest income and expense components can
egent rates and directions. As a result, substantial shifts in

erations often depends on how effective the banker is
at creating or acquiring the ow the bank disposes of it (through sale or the
operation of a servicing depa . SR is sold, the value is reflected in the gain on
sale. If retained, the benefit to the ba#fk is thl) value of the MSR relative to the cost of
servicing it. The value of the MSR e size and timing of the various costs and
income streams associated with the en g operation. To create the MSR, a
mortgage bank

value.
e elects to sell the loans servicing released or retained. | oggf arqysold servicing
released, the MSR value is reflected in the servicing releaSeg@ ¥ and in the increased
gain on sale. If sold servicing retained, the MSR is recorded g alue and affects the
gain on sale.
e elects to acquire MSR directly from third parties. Some banks purchase bulk servicing

pools or servicing through flow operations.
e develops a servicing operation that can economically execute the servicing operation.

Scalable Cost Structure

A bank generates small net gains or losses on numerous origination, sales, and servicing
transactions. A bank’s income fluctuates with production volume, and that volume generally
changes with interest rates. Management should structure a mortgage banking operation so
that expenses move in scale with volume. The scalable cost structure should work in both
directions. To generate larger earnings when volumes surge, management must efficiently
increase personnel, systems, funding, and facilities. Inefficient expansion of these cost

Comptroller's Handbook 5 Mortgage Banking



Introduction > Background

centers reduces the profitability of the added volume. Conversely, management must be able
to quickly reduce personnel, systems, funding, and facilities in response to declining
volumes. When volumes decline, an inflexible mortgage banking operation can quickly shift
from generating profits to producing losses.

Production Costs

Many mortgage bankers use wholesale production channels to expand their volume and keep
their production costs scalable. By outsourcing some or all production, a substantial portion
of the production costs per loan shifts from a fixed expense to a variable expense. While
many of the costs are embedded in the prices paid for the loans, these costs are not incurred
until the loans are purchased.

costs, there are sey# as of production that are infrequently outsourced and less scalable.
nderwriting, closing, quality control, compliance, and other
back-office personnglfis to the viability of a mortgage banking operation.

Management often re e Key production-based personnel, making their costs nearly
fixed in nature. Outside ™g core there is some scalability, though not as much as with
the origination staff or in tfie @rvRing operation. A growing trend is the use of contract

underwriters to respond to inc s and to manage expenses.

Many retail mortgage banking operaqgns, hav;
production offices, and MIS. When volUmgge
Excessive fixed costs, as volume slows, r
production volumes decline. This can lead to si
cases, operating losses. Without scalability and gement, retail mortgage banking
production expenses can easily cause the entire mdggage gnkdgg operation to incur losses.
Such a structure can put pressure on a bank to lower r standards as a way of
maintaining volume.

rge fixed costs in their branches, loan
e, many of these costs remain the same.
iggprease in the cost per loan as

Secondary Marketing

Secondary marketing expenses fall into two categories: (1) general and administrative
(G&A\) operating expenses and (2) hedging gains and losses. Most secondary marketing
G&A costs are not scalable, but they can vary with the type of mortgage banking operation.
Generally, larger operations carry higher fixed costs, because of expenses associated with the
highly skilled personnel, advanced technology infrastructure (i.e., databases and reporting
systems for document, warehouse, and pipeline management, and pricing, valuation, and
hedging models), and professional service fees, such as legal and accounting. Conversely,
smaller operations often use multifunctional secondary marketing staff, whose fixed G&A
cost spreads over several areas. Some mortgage bankers also categorize these G&A expenses
with production costs, leaving the other secondary marketing expenses free of personnel- and
overhead-related cost distortions. See appendix B, “Hedging,” and appendix C, “Mortgage
Banking Accounting.”
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Another key secondary marketing expense is the hedging impact on the gain or loss on sale.
Break-even secondary marketing transactions have become more common with the advent of
available secondary marketing trading software. Unintended secondary marketing losses are
usually the result of poor policies or procedures, speculation, inadequate MIS, or weak
internal controls. Significant gains can be indicative of interest rate speculation, which may
lead to comparable losses if rates move unfavorably.

Mortgage Loan Servicing

When a bank sells a loan to an investor, the bank may retain or sell the servicing of that loan.
Servicing, or loan administration, consists of collecting the monthly payments from the
borrower, forwarding the proceeds to the investors who purchased the loans, maintaining
escrow accounts for the payment of taxes and insurance, and acting as the investor’s
representative for otggjssues and problems.

The loans servic®d f
fixed cost structures
achieve efficiencies similar to those of larger operations

ntag allow them to incur lower personnel and facilities
costs. A bank may also outSofifrceNer#icing to another entity with a subservicing
arrangement. The major draw rcing are that the MSR owner remains liable for
the terms of the servicing contract bfit does got have direct control over the operation, and the
operational function of servicing loans owned botj Qtors has been one of the most
scalable management expenses in mortgage bankirfg fogard, there should be some
expectation of increased costs due to the need for ser¥ awmgmore robust foreclosure

policies and procedures, staffing, management of third-p ice groviders, compliance
with applicable laws (including new regulations related to Mgn se L), l0ss mitigation
‘.

critical business processes and technology

Historically, the direct expenses associated

strategies, document control processes, and quality control. Be yolume of loans in a
servicing portfolio can be large, the resulting staff, servicing fac #nd MIS required to
process the LSFO can be substantial.

Business-Line Profitability Reporting

As indicated above, a mortgage banker strives to generate small returns on a very large
number of loan transactions. Each transaction takes several steps to complete. The amounts
of fee income and other noninterest income received in the different segments of a mortgage
banking operation are predominately set by the marketplace and competition, so profitable
operations depend on controlling expenses. To effectively monitor and manage the
profitability of a mortgage banking operation, management should develop a cost center
reporting system that aggregates the individual components of the mortgage banking
operation. A mortgage banker’s income and expense change at different rates over time and
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through volume fluctuations. Because of this variation, the only way to accurately identify if
costs are in line with production is by implementing a cost accounting reporting system.

An effective system breaks out information for key income and expense metrics in a
particular segment of a mortgage banking operation, while also maintaining a perspective on
the whole operation. A common name for this type of cost center reporting is business-line
profitability reporting. Though the specifics vary, each cost center or segment report should
include line items for all major income sources, funding costs, personnel, G&A, facilities,
and MIS expenses, plus any provisions for reserves.

A business-line profitability reporting system can separate the mortgage banking operation’s
results from those of the rest of the bank to facilitate transparency. The bank may already be
divided along other key business lines (e.g., retail banking, commercial lending, or wholesale
investment and fundighy. In addition to reporting the financial results of the entire mortgage
banking operatio oIe, these types of reporting systems provide management with

e comparisons of the bank’ gresqts®vith industry metrics appropriate for each segment.

In the past, standard operating segm@int breagouts in a business-line profitability reporting
system only included production, se ry pgffrketing, and servicing. Given the complexity
and competitiveness of mortgage banking r, a more detailed stratification of the
segment subcomponents is common. Pro stratified by source into retail,
wholesale (broker or correspondent), Internet, o ories. Similarly, risk
management reporting should be stratified by s

Likewise, stratification by subcomponents within sec
Management may separate such areas as derivative reco
impact of recourse and indemnification, and different timi

ing is useful.
gpact of hedging, the

should be reported separately. The servicing operation can be str nto the major
portfolio types. Expense-sharing reports between a parent company and a subsidiary or
holding company affiliate are a different monitoring tool and should not be confused with a
business-line profitability reporting system. Similarly, quarterly MSR valuation reports are
not a business-line profitability reporting system.
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Statutory and Regulatory Authority

12 USC 371 provides the statutory authority for a national bank to engage in mortgage
banking activities and permits national banks to make, arrange, purchase, or sell loans or
extensions of credit secured by liens or interests in real estate. 12 CFR 34 clarifies the types
of collateral that qualify as real estate and sets forth other real estate lending standards.

12 USC 1464 provides the statutory authority for an FSA to engage in mortgage banking
activities and permits FSAs to invest in, sell, or otherwise deal in residential real property
loans and loans secured by nonresidential real property. 12 CFR 160 clarifies the types of
collateral that qualify as real estate and sets forth other real estate lending standards.

Q
//I/O
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Preemption and Visitorial Powers

In 2004, the OCC issued two final rules concerning preemption and visitorial powers. These
new regulations were intended to clarify the authority of national banks to operate under
uniform federal standards and federal supervision.* The visitorial powers rules implemented
the visitorial powers statute, 12 USC 484.

In 2011, the OCC revised these rules” to implement the preemption and visitorial powers
provisions of Dodd-Frank. These revisions

e eliminate preemption for national bank operating subsidiaries.

e apply national bank and national bank subsidiary preemption standards, as well as the
visitorial powers standards applicable to national banks, FSAs, and each of their
subsidiaries.

e revisethe O
decision in Cuo
attorneys generalfo
laws against natio

e remove language fro
condition” a national banigs p

rial powers rule to conform to the holding of the Supreme Court’s
ing House Association, LLC, recognizing the ability of state
rcement actions in court to enforce non-preempted state

lehat provides that state laws that “obstruct, impair, or
ersgre preempted.

The revised preemption rules are colified a FR 7.4007, 7.4008, 34.3, 34.4, and 34.6.
The revised visitorial powers rules a ifig ajdl? CFR 7.4000.

% See 69 Fed. Reg. 1904 (January 13, 2004) (final preemption rule) and 69 Fed. Reg. 1895 (January 13, 2004)
(final visitorial powers amendments).

* 76 Fed. Reg. 43549 (July 21, 2011).
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Capital Requirements

Banks that engage in mortgage banking activities must comply with the OCC’s risk-based
capital and leverage ratio requirements that apply to those activities. (For a more complete
discussion of OCC capital requirements, see the call report instructions for risk-based
capital.)

In addition to the OCC’s requirements, Freddie Mac, Fannie Mae, the Government National
Mortgage Association (Ginnie Mae), and FHLBs require banks, nonbanks, and individuals
conducting business with them to maintain a minimum level of capital. Failure to satisfy any
agency’s minimum capital requirement may result in the bank losing the right to securitize,
sell, and service mortgages for that agency. Because the capital requirements are different for
each agency, examiners should determine whether the bank or its mortgage banking
subsidiary meets th ital requirements of each agency with which it has a relationship.

Q
//I/O
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Risks Associated With Mortgage Banking

From a supervisory perspective, risk is the potential that events, expected or unexpected, will
have an adverse effect on a bank’s earnings, capital, or franchise or enterprise value. The
OCC has defined eight categories of risk for bank supervision purposes: credit, interest rate,
liquidity, price, operational, compliance, strategic, and reputation. These categories are not
mutually exclusive. Any product or service may expose a bank to multiple risks. Risks also
may be interdependent and may be positively or negatively correlated. Examiners should be
aware of this interdependence and assess the effect in a consistent and inclusive manner.
Refer to the “Bank Supervision Process” booklet of the Comptroller’s Handbook for an
expanded discussion of banking risks and their definitions.

All eight risks are associated with mortgage banking. These risks are discussed more fully in
the following parag

Credit Risk

In mortgage banking, it 'k 2emegs in a number of ways. For example, if the quality of
loans originated or serviceW dgteRoralps, the bank is not able to sell the loans at prevailing
market prices. Purchasers of geseRsseiggdiscount their bid prices or avoid acquisition if
credit problems exist. Poor cre y caq also result in the loss of favorable terms or the
possible cancellation of contracts wigh seco market agencies or private investors.

For banks that service loans for others, cr. )
profitability of a bank’s mortgage servicing40rtf oSt servicing agreements require
servicers to remit principal and interest paymeniiid® i 'S and keep property taxes and
as not received payments from

past-due borrowers. These agreements also require . dertake costly collection
efforts, which may not be fully reimbursable to the servicj NBervicing costs may rise
on lower-quality loans due to the increased collection an / e activities required.

A bank is also exposed to credit risk when it services loans for on a contractual
recourse basis and retains risk of loss arising from borrower defau™®hen a customer
defaults on a loan under a recourse arrangement, the bank is typically responsible for all
credit loss because it must repurchase the loan serviced.

A related form of credit risk involves concentration risk. This risk can arise if exposures are
concentrated within a geographic region, borrower segment, or product type. For example,
concentration risk can occur if a servicing portfolio is composed of loans in a geographic
area that is experiencing an economic downturn, or if a portfolio is composed of
nontraditional or subprime product types.

Credit risk can exist even if the loan and servicing have been sold. For example, loans sold
on a servicing-released basis can be subject to repurchase or put-back provisions under early
payment default provisions. If a bank repurchases a loan, the bank most likely has to
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reimburse the purchaser for the remaining par value of the loan as well as for the value of the
servicing asset.

A bank can be exposed to counterparty credit risk if a counterparty fails to meet its
obligation. Counterparties associated with mortgage banking activities include broker-
dealers, correspondent lenders, private mortgage insurers, vendors, sub-servicers, and loan
closing agents. If a counterparty becomes financially unstable or experiences operational
difficulties, the bank may be unable to collect receivables owed, or may be forced to seek
services elsewhere. Therefore, a bank should regularly monitor counterparties’ actions and
perform appropriate analysis of financial stability.

Interest Rate Risk

The assessment of i
strategies or prog®s
in interest rates. /AcCc@¥
and liability commitigle
banking operation. Th
Supervision” section.

st rate risk should consider the impact of complex, illiquid hedging
% also the potential impact on fee income that is sensitive to changes
ffective risk management practices and oversight by an asset
panel are essential elements of a well-managed mortgage
cegare described in this booklet’s “Management and

Rising interest rates can reduc L willingness or ability to finance a real estate
loan. Higher rates may adversely affgct the golyme of loan originations and can negatively
affect profitability. Rising interest r owgfer and the accompanying lower prepayments

can increase servicing income and the valyg’of gl mortgage servicing assets (MSA)
portfolio.

MSAs exhibit what is referred to as negative coi®e ning that the value of an MSA
does not move in a linear relationship with interes ' \When interest rates fall,
prepayment speeds increase, causing a decline in MSAYGa n rates rise, MSA values

do not increase as much as they decline when rates fall (
changes in interest rates on the fair value and market price
severity of rate movements and the asymmetrical nature of MS4value ghanges.

Falling interest rates and mortgage refinancing can subject the selling bank to premium
recapture. The selling bank may have to forfeit premiums received from the sale of loans that
refinance within a defined period (as described in the investor agreement).

Liquidity Risk

In mortgage banking, credit and operational risk weaknesses can cause liquidity problems if
the bank fails to underwrite or service loans in accordance with investors’ or insurers’
requirements. As a result, the bank may not be able to sell mortgage inventory or servicing
rights. Additionally, the investor may require the bank to indemnify or repurchase loans that
were inappropriately underwritten or serviced. Servicers face increased liquidity risk from
elevated levels of defaulted loans that require continued remittance of principal and interest
to investors during the liquidation process of properties where the loan has gone into default.
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Failure to appropriately manage the liquidation process can result in delayed or denied
reimbursement from the insuring agency.

Price Risk

Price risk focuses on the changes in market factors (e.g., interest rates, market liquidity, and
volatility) that affect the value of traded instruments. Changes in interest rates can affect the
value of warehouse loans and pipeline commitments and cause market losses if not
adequately hedged. The risk that changes in interest rates will lower the fair value of MSAs
is normally considered interest rate risk. It could be considered price risk, however, if the
bank is actively buying and selling its MSAs.

Falling interest rates may cause borrowers to seek more favorable terms and withdraw loan

Aans close. If customers do not close on their loan applications,
commonly knowg# t, a bank may be unable to originate enough loans to meet its
itments. Because of “fallout,” a bank may have to purchase
additional loans in thgg s daNgmarket at higher prices. Alternatively, a bank may choose
to terminate its sales cqQmiMyentdn deliver mortgages by paying a fee to the counterparty,
commonly known as a p¥0ff aan®ement. Rising rates may result in more loans closing at
a below-market rate without giffi pipeline hedge protection. These loans typically are
sold at a loss. Rate volatility ¢ ificant risk when pipeline managers take
inappropriate risk positions based o@their b@sed view of future rates. For definitions of pair-
off arrangements and pair-off fees, s ssary” and appendix B, “Hedging.”

Operational Risk

The volume, cyclical nature, and complexity of b banking business can strain the
capacity of operating systems, processes, and persong al risk is a function of the
internal controls, information systems, employee capabili inegrity, and operating

processes involved in the mortgage banking operation.

To be successful, a mortgage banking operation should be able'§ grie, sell, service, and
process payments on large volumes of loans efficiently. Any of the®®nctions of a successful
mortgage banking operation may be performed internally or contracted out to a third party.®
Management should be diligent in its oversight of third-party providers through initial due
diligence, appropriate counterparty risk reviews, comprehensive contract requirements,
customer complaint reviews, and sufficient business continuity planning for third-party
replacement. Operational risks that are not controlled can cause the bank substantial losses.

If reviews by investors indicate that a loan was not properly underwritten, a bank may have
to repurchase the loan or indemnify the investors against losses. To manage operational risk,
a mortgage banking company should employ competent management and staff, maintain
effective operating systems and internal controls, and use comprehensive MIS. Back-office

®> See OCC Bulletin 2013-29, “Third-Party Relationships: Risk Management Guidance.”
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processing functions are vulnerable to inadequate or poorly trained staff and ineffective
processes or workflows.

Excessive levels of missing collateral documents are another source of operational risk that
can impair asset quality, collectability, and marketability. Management should establish and
maintain control systems that properly identify and manage this risk. If the bank has a large
number of loans with missing documents, these loans may have to be sold at a discount.

Mortgage servicers are exposed to considerable operational risk when they manage escrow
accounts, reset payments, process payments, and perform document custodian activities. As
the escrow account administrator, the servicer must collect and protect borrowers’ funds and
make timely payments on their behalf to taxing authorities, various insurance providers, and
other parties. The servicer also must ensure that escrow accounts are administered within
legal constraints and gyestor guidelines. Nontraditional mortgage products can present
unique payment p, challenges. The bank must ensure that payments and payment
4010} ded, especially with varying monthly payment options on

To limit operational risk, a
accurately and efficiently pro
quality of operational risk. Because

Inf@rmation and record-keeping systems must be able to
mes of data. IT can affect both the quantity and

The best reconcilement processes are automate ed at the transaction level rather
than by aggregate totals. Automated reconcilemen®Q g facilitate increased
volumes and provide detailed management informatis Nitions are a key control to
effectively manage origination, secondary marketing, an
periods can give rise to reconcilement difficulties, untime
accounts, and a high volume of aged items that require write
operations are especially vulnerable to these problems when ma
cannot easily cope with increased volume.

Institutional operational inflexibility arises when resources devoted to mortgage origination
or servicing cannot be easily changed during cyclical up- or downturns in those operations. It
also arises when banks have long-term fixed-rate cost commitments in facilities and
personnel that cannot be reduced in periods of lower production volume. Changes in laws
and regulations often cause needed adjustments to processes and procedures. As such, banks
may experience difficulties institutionalizing regulatory modifications in an efficient and
cost-effective manner.
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Compliance Risk

Banks should ensure that consumers have clear and balanced information about mortgages,
including nontraditional and subprime mortgage products, before making a mortgage product
choice. The bank must also ensure that its representatives or agencies do not improperly steer
the consumer to any particular mortgage product. Promotional materials, sales
representations, and other product descriptions should provide consumers with information
about the cost, terms, features, and risks of mortgage products that can assist consumers in
their product selection decisions. Where applicable, these materials should include
information about potential payment shock, negative amortization, prepayment penalties, and
balloon payments.

A bank or bank operating subsidiary that originates or services mortgages is responsible for
complying with applg®®gle federal and state laws. There are a number of federal consumer
protection laws gg# @ ated regulations that apply to the real estate lending activities of
banks and their idiaries or service corporations, including, but not limited to,
the following:®

Bank Secrecy Act (B
Community Reinvestmen
Dodd-Frank (Title IX, Sub
Equal Credit Opportunity Act (lCOA)

Fair Credit Reporting Act (FCR % by the Fair and Accurate Transactions
Act

Fair Debt Collection Practices Act

Fair Housing Act

Fair Housing Home Loan Data System

Federal privacy laws, including provision of Gra e iley Act

Federal Trade Commission Act (FTC Act), section 5

Flood Disaster Protection Act’

Home Mortgage Disclosure Act (HMDA)

Home Ownership and Equity Protection Act (HOEPA)

Homeowners Protection Act of 1998 (HPA)

Homeownership counseling requirements under the Housing and Urban Development
Act of 1968, as amended

Protecting Tenants in Foreclosure Act of 2009

RESPA

Servicemembers Civil Relief Act (SCRA)

TILA

¢ Other Comptroller Handbook booklets address these laws and regulations more fully. Please refer to the
relevant Consumer Compliance booklet for each of these laws and regulations, which include updated
information and complete examination procedures.

" And amendments created by the Biggert Waters Flood Insurance Reform Act of 2012.
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e OCC rules, including the anti-predatory-lending rules in 12 CFR 7, 12 CFR 34, and
12 CFR 160.110

e Standards for national banks’ residential mortgage lending practices in appendix C to
12 CFR 30 and 12 CFR 160

¢ Rules for the sale of debt cancellation and suspension agreements, 12 CFR 37 and
12 USC 1461 et seq

e SAFE Mortgage Licensing Act

Dodd—Frank® amended several of these statutes, including RESPA and TILA, and the CFPB
has issued significant amendments to the implementing regulations, Regulation X and Z,
respectively. In particular, these new amendments to Regulation X and Regulation Z include
new requirements relevant to the loan production and servicing functions, some of which are
discussed below.

Additionally, ba il be aware of applicable OCC guidance, including but not limited

ortgage product risks, subprime mortgage lending, and

protection laws can have far-reaching effects,
including possible losses fronglitiggt®n and administrative actions. For instance, failure to
comply with disclosure requir those imposed under TILA, could subject the
bank to civil money penalties or majgfe it a t@gget of class-action litigation.

Fair Lending

&l lending requirements and

entify practices that could result
le, discretionary pricing that
is not properly controlled may increase fair lending risk. mOWg complete discussion of
fair lending, see the “Fair Lending” booklet of the Comp¥Qllerg Hagggbook.

Mortgage banking operation managers must be
implement effective procedures and controls to

Predatory and Abusive Lending

The concept of predatory lending has gained much publicity in recent years, although there is
no single, generally accepted legal definition of a “predatory loan.” HOEPA covers mortgage
loans with relatively high interest rates and fees, as specified in the implementing regulation,
Regulation Z (12 CFR 1026), and imposes on them a range of additional consumer
protections. Additionally, Regulation Z imposes specific rules and restrictions on “higher-
priced” mortgage loans, which have interest rates and fees that are above the prime rate but
are not as high as the HOEPA-related rates and fees. More generally, the CFPB’s 2012
rulemakings amending Regulation X and Regulation Z to implement various Dodd—Frank
amendments to TILA and HOEPA include additional consumer protections. The term

® Dodd—Frank also specifies that the banking agencies develop rules requiring securitizers to retain an economic
interest in loans that do not meet qualified residential mortgage standards.
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“predatory” in its general use, however, refers to a wide range of practices. Banks must have
systems in place to monitor and prevent predatory lending.

The OCC has issued specific guidance relating to preventing predatory and abusive lending
practices, including the following:

e OCC guidelines establishing standards for national banks’ residential mortgage lending
practices in 12 CFR 30, appendix C°

e Standards on unfair and deceptive practices on preventing predatory and abusive
practices in direct lending, brokered, and purchased loan transactions (Advisory Letter
2003-2, “Guidelines for National Banks to Guard Against Predatory and Abusive
Lending Practices”)

e Guidance on nontraditional mortgage product risks (OCC Bulletin 2006-41, “Guidance

mortgage lending (OCC Bulletin 2007-26, “Subprime Mortgage
prime Mortgage Lending”)
§-predatory lending rules for national banks in 12 CFR 7 and

Lending: St&em
e OCC rules, incl

e Rules for the sale of
12 CFR 37%

Strategic Risk
In mortgage banking, inadequate strategi/

financial losses caused by changes in the g
supervision, hedging decisions, acquisitions, co
not adequately understood, measured, monitore
earnings volatility.

arfel[on and suspension agreements by national banks,

agement practices can expose the bank to

d technology. If these risks are
lled, they may result in high

industry in order to limit strategic risk. This includes unders pst structure and
profitability of each major segment of mortgage banking operai¥®§ sure that initiatives
are based on sound information. Management should consider thistormation before
offering new products and services, such as nontraditional mortgage products; altering
pricing strategies; undertaking growth initiatives; or pursuing acquisitions. Management
should ensure a proper balance between the mortgage bank’s risk appetite and its supporting
resources and controls. The management structure and talent of the organization should

adequately support the bank’s strategies and degree of innovation.

° For FSAs, the parameters set forth in 12 CFR 30 should be considered.

19 Although there is no corresponding regulation for FSAs, the parameters set forth in 12 CFR 37 should be
considered.
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Reputation Risk

An operational breakdown or general weakness in any part of a bank’s mortgage banking
activities can harm the bank’s reputation. For example, a mortgage bank that services loans
for third-party investors bears operational and administrative responsibilities to act prudently
on behalf of investors and borrowers. Without appropriate controls and monitoring systems,
misrepresentations, breaches of duty, administrative lapses, errors in payment collection and
processing, disclosure of confidential customer information, and conflicts of interest may
occur. Any of these operational breakdowns can result in loss of business, lawsuits, financial
loss, or damage to the bank’s reputation.

Banks that engage in discriminatory or predatory practices, or that otherwise fail to comply
with applicable consumer laws and regulations, expose themselves to significant reputation
risk. Claims of unfayg#gdeceptive lending practices may attract unwanted publicity,
customer complgj Q igation, even if third parties absorb the credit exposure. Loan sales
and securitizatioh of 8 jonal or subprime mortgage loans may increase reputation risk
if borrowers or inveggor nderstand the risks of these loans.

Banks that originate and ir the secondary market must follow effective

underwriting and documentatgon ards to protect their reputations in the market and to

support future loan sales. Whe CaN, humber of loans in an investment pool go into
default, the secondary market can d@elop cgncerns about all loans originated by that bank.
These defaults can negatively affect nkgfPalility to sell new loans on the secondary

market.

Similarly, improperly executed foreclosures can
ultimately have an adverse effect on a bank’s re

NLion of state and federal laws and
ks typically face negative
; ’ made the loan or is
N properly executed, can

also adversely affect a bank’s reputation and servicing rafQg bWa ragjggg agency.
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Risk Management

The OCC expects each bank to identify, measure, monitor, and control risk by implementing
an effective risk management system appropriate for its size and the complexity of its
operations. When examiners assess the effectiveness of a bank’s risk management system,
they consider the bank’s policies, processes, personnel, and control systems. Refer to the
“Bank Supervision Process” booklet of the Comptroller’s Handbook for an expanded
discussion of risk management.

Management and Supervision

The success of a mortgage banking enterprise depends on a clearly articulated risk appetite
and effective risk management systems, including proper corporate governance, effective
policies, strong int ntrols, effective compliance management processes, relevant
strategic plans, hensive MIS. Management of mortgage banking risks should be
integrated into the b Il risk management framework. Weaknesses in any of these
critical areas could theWwank’s ability to respond quickly to changing market
conditions and could jeegard®e ank’s financial condition.

e safety and soundness of a bank’s mortgage
Sss. Appropriate organizational structure,

aspec¥s gat determine the effectiveness of a bank’s
sgff angmportant feature of both corporate

Proper corporate governance Y§ crigcal
banking and mortgage servicin("sj
communication, and reporting are k
corporate governance. Segregation o
governance and internal control.

appropriate accounting procedures for the bank’s mortga iry activities are followed
and that associated interest rate risk and price risk expos gred and controlled.

Policies should provide mortgage banking personnel with a co gressage that
appropriate underwriting standards, compliance with all applicab[®®®~s and regulations,
including fair lending and anti-predatory laws and regulations, and complete and accurate
documentation are necessary to ensure that loans meet investor requirements for sale into the
secondary market. Similarly, policies should provide clear guidance on loss mitigation and
foreclosure activities to ensure compliance with all applicable federal and state laws,
regulations, and documentation requirements. Compensation programs and practices must
comply with applicable laws, regulations, and internal standards designed to mitigate risk,
and should reward qualitative factors, not just the quantity of loans originated.

Strong internal controls are essential to effective management supervision. For a more
complete discussion of internal controls, see the “Internal Control” booklet of the
Comptroller’s Handbook. The board of directors and senior management should define the
mortgage banking operation’s permissible activities, lines of authority, operational
responsibilities, and acceptable risk levels.
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Strategic plans should be based on management’s assessment of current and prospective
market conditions and industry competition. Management should ensure that sufficient long-
term resource commitments exist to endure the cyclical downturns normal to this industry. In
the strategic plan, outsourcing should be anticipated and clearly enumerated, with definitive
policies documented by management. If the company intends to be a niche player,
management should clearly delineate its targeted market segment and develop appropriate
business strategies. Additionally, detailed contingency plans should be in place to manage
increases in originations and servicing activity.

A mortgage banking operation’s business plan should include specific financial objectives.
The plan should be consistent with the bank’s overall strategic plan and should describe
strategies that management intends to pursue when acquiring, selling, and servicing mortgage
banking assets. The plan should also provide for adequate financial, human, technological,
and physical resourcgio support the operation’s activities.

The strategic pl#nin
to recapture producti

should include an assessment of the servicing time necessary
achieve required returns. An understanding of this basic
Isions to purchase servicing rights, and should be

asset ing strategies.

ful mortgage banking operation. MIS should
provide accurate, up-to-date informgion on Rl functional areas and support the preparation
of accurate financial statements. MIRQreports guld facilitate identification and evaluation of
operating results and monitoring of primiar s of risk. Management also should
establish and maintain systems for monitdfi plignce with laws, regulations, other legal
obligations, and investor requirements.

Internal and External Audits

internal audit
Abank’s mortgage

Because of the variety of risks inherent in mortgage ban atNVitig
coverage should include an evaluation of all the risks and c&rol
banking operations. The scope and frequency of these audits she ghsed on the risk of
associated controls and activities for the bank. Audits should asscS@#fategic business risks
and the overall risk management framework, including compliance with bank policies or
approved practices, limits, investor criteria, federal and state laws, and regulatory issuances
and guidelines. Internal audit staff should be independent and knowledgeable about mortgage
banking activities. Staff should report audit findings, including identified control weaknesses,
directly to the board or the audit committee. See the “Internal and External Audits” booklet
of the Comptroller’s Handbook.

The board and management should ensure that the internal audit staff has the necessary
qualifications and expertise to review mortgage banking activities, including all related IT
environments, or should mitigate voids with qualified external sources.

Corporate failures resulted in Congress enacting the Public Company Accounting Reform
and Investor