


The OCC expects that t@nd banks will take #irmative step to addres the isks ofthese
transactions through, amg other things,@propriate due diligence,artgage broker
agreenents, and ongoing omitoringof their third-party relatiorgps. This advisory letter
provides spcific recomnendations foacconplishing theg objectives.

National banks that fail to adels these risks ray besubject to supervisgrand other actions by
the OCC. Moreover, the OCC will take swadtions as my be appropate to addess
misconduct by rartgage brokers andther third pdies that deal withnational banksand will
work closely with agencies having piany enfacenment authority over such third parties to
conmbat predatory lending practices.

BACKGROUND

Recent repds indcate that a @ority of all home nortgages, and approxately 50 percenof
subprine loans, are originatatiroughmortgage brokers. Similarly, a large proportion of
mortgages are sold by the initikditor to loan purchaserssecondary mrket transactions.

These arragements serve legitiaie needs of thparties involved, and the public interest, in a
wide variety of ways. The greater nben and dversity of participants in the ontgage narket
enhances gupetition, allows for the more fleXd and efficient perforiance of origiration
services and allocation of credit risk, andypdes borrowers with gater convenience and
access to credit, particularly in arehat are traditionally underserved.

At the sane time, however, thesarrangemntsmay present risks for phcipating paties,
including the risk that tkey will become implicated in predtory lenang practices. &h
practices — in addition to causing great haorborrowers — ray expose participants to
significart legal liability and reputation risk, arglibjed the utimate len@r to the hit credit
risk of lending to a borrower who lacks theligypto repay tle loanwithout resating to
collateral.

Federal laws and regulationsatlgovern rortgage and other teling transactions do not contain
a conprehensive definition of “predatory” dabusive” lendingpractices. However, the OCC
believes that a funaaental charateristic of predatory lending the provision of credit to
borrowers wo sinply cannot afford the credit ahe terns being offered. Typically, such credit
is underwritten predomantly on the basis of ¢hliquidation value of t collateral, without
regard to thdorrowers ability to sevice andrepay the laan acordingto its terns, absent
resorting to that collateral. N&n a loan habeen nade based on theffieclosure dgue of the
collateral, rather than on a deteination that the borrower has the gty to nake the
scheduled gyments in accordance withdherns ofthe loan, the lerat iseffectively relying on
its ablity to seize the baower’s eqity in the collated to satisy the obligtion (induding
accrued interest) and to recover tigically high fees associateditl sich credts. As a result,
such creds experience foreclosa rates higher than the norm.

% SeeUnited Setes Dgarment of the Treasiry andUnited States Depatment of Housing and Urban Development,
Curbing Predatory Home Mortgage Lendng: A Jant Reprt (June 20®) (Treasuy-HUD Jant Report), at38,
avalable at[http://www.treasgov/presireleaseseportstreasrptpdf]. For a gaeral disausson of characteristics of
“subprime” lending, seeOCC Bulletin 2001-6 (Expanded Guidance fa Subprime Lending Prograns), Januay 31,
2001; OCC Bulletin 99-15 (Subprime Lendng: Risks and Rewards), April 5,1999; ard OCC Bulletin 1999-10
(InteragencyGuidance on Subprime Lending), March 3, 1999.

* SeeTreasiry-HUD Joint Report at39-44.
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Predatory loans often include faets that are designed to stayay or reduce borrowers’ equity
in the collateral for the loan, and thus enhahedikelihood of foreclosure. Theeohanism by
which this “equity stripping” ray occur are vaous, and include lending without regard to
repaynent ability, “loan flipping” (refinancings thatccu in circunstanes thd resut in little or
no econornt benefit to the borrowewyith the olpective of generating adkibnal loan points, lan
fees, prepayent penalties, and fees frofimandng the sale of credit-tated products), and “fee
packing” (including in the loaprincipal anount such costs gm®ints, nortgage broker fees,
prepaynent penalties on a prior loan, and charfgggelated products su@s credit insurance).
The potential for abuse is exacerbated wheretfess and other ciges far exceed those that
would reflect the true costs angks of the transaction, or argsassed and included in the loan
principal without the borrower’s infored consen Finally, predatory lending ag often involve
fraudulent, @ceptive, or high-pssure sales tactics, particljaagainst olér borrowers, or
persons who are, or are perceivede, less financially sophistieat or otherwise vulnerable to
abusive practices (for erple, persons witlimited acces to nainstreamsources of credif).

RISKS OF PREDATORY BROKERED AND PURCHASED LOANS
Credit Risk

As noted abve, a departure frofiindanental principles of loan underwriting — leidy

without a deternmation that éborrower can reasonabbe expected to pay the loan from
resoures other than the colieral security for the loan, andelying instead on the foreclosure
value of the borrower’s collat@ — generally forma the bas of abusive lending. Such
transactions are not consistentméstablished lending standdtdsd raise fundaental safety
and soundness issues. A loaadmwithout regardo the borrower’s abilit to service and repay
the loan in accordance with its tesmwithout reorting to collateral, presits significant safety
and soundness concerns, arakimg or purchasing sn loans on a regular basis is inconsistent
with safe and sound banking practices. Suchdoay poseboth a higher risk of default and a
higher paertial loss expsure at dfault.

Studies of predatory lending hawelicated that national banks and otheglefrally supervised
depositoy institutions generally are not engged in this sortbunsafe and unsound — and
abusive — lending practice. By contrast, becadgbe less intensessipervision of mortgage
brokers and other intermediaries véall as other factors (such #ee fact that they do not intend
to take on th ultimaete credit risk ofthe loan), thre is a prticular risk that such intermedias
will be tenpted to engge in abusve practicesuch as lenohg without regard to repayent
ability. Thus, nertgage broker and loan purchassntactiors may present a heigbned risk that
supervigd instituions will acquire loans tlat are nade without aeasorable expectation #t the
borrower will be able to repaydHoan as structed. Morewer, this credit risk would be
increased in circustances where ¢hloan decisin relies on an appraistilat has inflated the
true value of the collateral, which may bermlikely where the tlird party, who does not bear
the ultimate credit risk, dects the apraiser’

Legal Risk
Predatory and abusive loans am@ted through brokers or by ttiparty lenders also present a

wide range of heighteneddal risks for national banksnd could subject therno both
supervisory action and civil liability. For exale, borrowers victinzed by oppressive loan

® See grerally OCC Giidelines toGuard Against Predatory Lendng.
®Seel2 CFR 34 D. See alsd2 CFR 30, Appertix A.
" See grerally 12 CFR34, C.
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terms or other unscrupulous conduct of artgagebroker or loan originator ay have reradies
againsg the dtimate creditor under comon lawtheories of fraud or unoscionalility.

In addition, predatory loans ongated through mortgage brokeos,purchased from third-party
lenders, ray subject national banks liaklity or supervisoy action under a wide range of
federal consumr protection laws. ¢f exanple, intypical nortgage broketransations, the lan
will be dosel in the nare of the bak as the initial ceditar, and thus, the bank gendyawill

have direct liability for any viaitiors of law committed in connéion with the loan. In addition,
the bank could be liable under agency, “commonrprige,” or other thees for violations
comnitted by the broke and nay be jointly and everdly liable with the lboker —for exanple,
under the Real Estate SettlemhProcedures AQRESPA) — for violations it is deesd to
comnit in conjunction with the broker. Even iable-funded or purchase transactions, a bank
may have liability for violations of law as a susser or assignee of the original creditor.

The legal ri&s of originaing or purchasing predatolyans irtlude tle following:

e TILA and RESPAMortgage lending activiiés are generally subjet the disdosure
requirenents and substantive protections of firuth in Lending Act (TI1A) and RESPA.
Under TILA, the failue to provide tirely andaccurate disckures of the cost of ontgage
credit may result in nandatory adrmistrativereimburserant of excess finance charges;
statutory darages and other civil liability; rad the borrower’s right toesand the etire
transaction. TILA provides that actions geally may be brought agast assignees if the
violation for which the action ibrought is apparent on the face of the disclosure seatem
Thus, for exarple, if a mortgage broker prepa@dILA disclosure stateemt on behalf of a
national bank, and that disclosunederstates the finance cha(fm example, by failing to
reflect the broker’s fee accuratglthe bank would be subject &arestitution order, civil
liability, and potential recisson ofthe laan. Violating RESPA’s ban on kickbacks and
certain other types of paynts and charges wial expose the bank totexsive civ liability
(three tines the arount of the charge for theettlenent service imjuestion) and crimal
sanctions. Tus, if a braer engages in fegplitting or gives or acceépreferral fees in
violation of these provisionsnd is found to be acting as agent for or in conjunction with a
national bank, the bankay be subgct to these legal risks.

e HOEPA High-cost mertgage loans originatedribugh brokers or by third-party lendersish
conply with the substantive protections anddbsure regirements setdrth in the Home
Ownership and Equity Protection Act (HOERAAmMong other things, HEPA prohibits
creditors from engaging in afb@rn or practice of aking cetain high-cost loans based on
the honeowner’s equity without regard tepayment ability. HOEPA'’s substantive
protections also restrictany of the other loan tersiand struetres often cited in discussions
of predatory lending practicescinding refinancings that ngaconstitute loan flipping;
paynments to horaimprovenent contractorshalloon payrents; prepayment penalties; and
negative amortization. Civil liability for HOEA violations nay include restitution oéll the
finance charges and fees paid by the corsutdOEPA provides thassignees areubject
to all clains and defenses &l could be brought against theginal credior, unless the
assignee cadenonstrate “that a reasonable gerexercising ordinary due diligence, could
not deternme, based on the docemtation rguired by [TILA], the itenzation of the
amount fsi)nanced, and other disclosure oflmlissenents,” that the rartgage was covered by
HOEPA.

8 15USC 1641(a) and(e).
® 15USC 1641(d).
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e Fair Lending Laws Predatory lending practices alsan raise fair lending concerns.
Predatory lenders often targeérdifiable groups of consuars that are (or are perceived to
be) less financially sophisticated, currentlyédess access taainstream lenders,rare
otherwise vlnerable to abusivepractices. If thigargetingis based on ag race, ational
origin, gender, or other prohtbd bases under the law, the abusive practi@ggsepresent
violations ofthe Equal @dit Opportunity AC{ECOA) or the Fair Housing Act. Even if
such targeting has been perfied directly by a mortgage oker in soliciting applications,
the credito making the loan coul nevertheless be subjectectial lawsuits and governent
enforcenent actios. ECOA also provides fasuccessor liability by defining the term
“creditor” to include “ary assignee foan originalcreditor who participates in the decision to
extend, renew, or continue credit.”

e FTC Act Finally, predatory loans ag involve violations of the Federal Trade Conssion
Act (FTC Act), which nakes unlawful “unfair o deceptive acts orractices.” Pretices
involving fraud, msleading conduct, or aterial omissions of information concerning costs,
risks, a other terms and conditions ay violate the proibition against éception. Under
relevant precedents, this prbhion is violated by represntations, onssions, acts, or
practices that are aterialand are lilely to mslead aeasonable consumer in the audience
targeted by the advertisement or other practiteans with unconscionable tesrmay also
involve violations of the prohibbn against unfair acts or ptaes. Evidence of practices
such as loan flipping, equistripping, or the refinancing dbans nade under governemtal
or nonprofit programs with terns favorable to the borrower may be indicative of unfair or
deceptive practicesdhviolate the FC Act' Violations of the FTC Act would subject a
national bank or its operating subsidiégmysupervisory action by the OCC.

In addition to raising the foregoing issues urf@deral consurar protection laws, abusive loans
also nay be inconsistent with variousfesy and soundness regulations and guidefthes.

Other Risks

Predatory lending also has gentedconcern andriticism becaus®f the harnthat abusive
loans nay cause for families and oonunities,and because such loans gerceiveds
inconsistent with national polis, ircluding the goals dfair access to edit, commnunity
developnent, and the proation of stable howowrership by the broadest spectrefmAmerica.
For these rasons, predary lending creges tte riskthat a bak will be peceived unévorably in
its comnunity, in the marketdace, ad by the gearal public. Even thoughhe abusive practices
in question my have ben perpetrated by a thiparty, the bank thatakes or purchases the
loans nay be tarnished, and seas an instittion that dos rot consisertly treat its cstoners
fairly. When a nortgage loan has been undervenittwithout regard to the borrower’s ability to
repay tle loan absent sorting to cdlaterd, the instituion hdding the loan at the tine of
foreclosure thus ay face significant neutation risk (as well as criedisk).

Lending practices that violatedlfair lending laws, the FTC Acthe consurar protections in
HOEPA, or TILA’s rescission prosions, or tlat evidence ther illegd credit practicesalso nay
adversely affect an instition’s rating under the Commity Reinvestnent Act (CRA)*

10 15USC 1691ag). Seel2 CFR 2@.2(1).

1 SeeOCC Guidelinesto Guad AgainstPredatory Lending, at4-6.

235ee, e.g12 CFR 30 AppendixA, ard 12CFR 34 C andD.

13 Seel2 CFR25.28(c). See aolnteragacy Questonsard Answers Regading Community Reinvestment, Q&A
_.28(c)-1, 66 Fed.Rey. 36620, 36640 (July 12, 2001). A bank that en@ges in apattern orpracticeof extendng
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Because CRA perfarance nust be considereth connectio with variais applicatios for
depository facilities, including Bnch applications and banlerger transactions, predatory
lending nay impede a bank’s strategic plans to enghés operations or to cdnme with another
organization.

Safety and soundness concerray miso arise were lending practicesffectively foreclose
access to a secondarynket. Governrent-sponsore@nterpises (GSESs) actevin the secondary
market for mortgage loans have taken a bemofaffirmative steps toaduce the pssibility tha
they will purchase abuge loans. These stepglude a refusal to purchasoans with certain
terms, and plans to cease business with lendbose practices are incastert with the GSE’s
principles against predatolgnding. Thus, a bankaking or obtaining loans reflecting
predatory terra may run the risk of losing aimportant source of liquidity for its antgage
portfolio or general funding for itgperations. Moreover, the bansutd be forced to keep in its
portfolio loans it had expcted to sellthereby expsing it to greater defaultsk and risk of loss.
Similarly, banks nay berequired to repurchase pegdy loans that they ray have sold to tind
parties, under the tesrof the applicable purelke and sale agreent, and ray have linited

legal or practical ability to requé the broker or originator thugh which it acquired the loan to
do the sam

RECOMMENDED P RACTI CES

National lanks should take affirative steps tanitigate the risks of acqung predatory and
abusive loans through broker or pliase transactions. A banlgslicies and procedures relating
to brokered and purchased loans should be atletuansuréhat theloans it obtains coport

with the bank’s general lending and other geiapplicable to loans that the bank makes
directly, and with applicablsafety and soundness standaadd consurer protection laws.

Prior OCC guidance on third-pantglationships sets outeasuresational banks should grioy

to implement effective risk ranagenent processe$. In addition to inplementing this prior
guidance, national banks should take the follovapgcific steps to address the risks of obtaining
predatoy loans in broker or puret®e tranactiors:

credt without assessinghe barower’'sahility to repay the loan— in addtion to violatingHOEPA insame
circunmstances — isot helping to neetthe credit needsf the canmunity consistert with safe ad saind
operations, and las actedcortrary to the OCC's safety andaundhessregulatay gudelines. Seel2 CFR 3Q
Appendix A. Sudh an actvity or pracice abo nay advesely affectthe OCC's evaluaion of the bank’s CRA
performance. SeeOCC Gudelines toGuard Against Precatary Lending.

14 SeeOCC AdvisoryLetter 2000-9 (Third-Paty Risk), August 29, 2000 (recommendatons fa vendor managenent
prograns) ard OCC Advisay Letter 2001-47 (Third-Paty Relationshps: Risk Managenent Principles,
November 1, 2001 (recommendatonsfor third-party risk managenent process, mcluding risk assessentard
strategc planring, due dilig ence inselectinghird-party providers, andccontractng andoversigh isstes). See
geneally OCC Advisory Letter 2002-3 (Guidanceon Unfair or Decgtive Acts or Pracitces),March 22, 2002; OCC
Bulletin 2001-6 (Expanded Guidancefor Subprime Lending Prograns), Bnuay 31, 2001; OCC Bulletin 99-15
(Subprime Lendng: Risks andRewards), April 5, 1999; OCC Buletin 99-10 (Interagency Guidance onSulprime
Lendng), March3, 1999; andOCC Bankng Circular 181 (REV) (Purchases oL.oans in Whole or in Pat-
Paticipations), August2, 1984 Seealso United States Dgpartment of Housing ard Urban Development, Mortgagee
Letter 2M2-21 (Dwe Diligernce inAcquiring Loans), Septenber 26 2002.
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Establishment of Policies and Procedures

National banks should have clear proceduregfi¢ering into and continng relationships with
third-party mortgage lan brokers and origaias, and staratds that delineate underwriting and
appraisal requireemts™ and unaccepble characterigs for brokered and purchasedatts®®
These policies should alslelineate, if applicdb, the circumstances uadwhich the bank will
make through a broker, or acquire in a purchasedaction, loans with features that have been
associated ith abusive lending practiceg. As appropriate, banolicies should address
specific natters segh as:

Frequent, sequential refinancings;

Refinancings of special subgidd mortgages that containnes favorable to the bmwer;
Single-premiuncredit life insurance or sihar products;

Negative arortization;

Balloon paynents in short-ternransactions;

Prepaynent penalties that are notlited to the arly years ofa loan;

Financing points, fees, penalties, and other charges;

Interest rate incrases upn detult;

Mandatory arbitration clauses; and

Acquisition of loans subject to HOEPA.

In addition, policies should address thexrmum points and other charges tha@ynbe inposed
on brokered and purchased loans, as well asgb@f overages and yield-spread prensias
conpensation vehicles. In the case of brokdoans, thesegicies shold address total
conpensation to the broker and the lended astablish lints on broker compensation. The
OCC notes that soemational lenders have al@y inplemented these types of lits. Banks
also should have policies to help ensure tharést rates and otheriging terns for brokered
and purchased loans reasonably reflecttiss and risks ahaking such loans.

15 See grerally 12 CFR 30, Appertix A, and 12 CFR 34, CandD.

16 Guidelines dbveloped by GSEs actie in the secondry merket for mortgage lbans may provide ausefil reference
or starting point for naionalbanks in estblishing or erhancing teir policies ard procedures n this area. Seeeg,,
Freddie Mac, Protecting Borrowersfrom Predabry Lending Pracices,”(1997; revised 2002), available at
[http://lwww.freddiemac.can/corporate/affordiouse/pretendad_fact.iiml]; Famie Mae,"Fanne Mae Gairman
AnnouncesNew Loan Guidelines toCombat Pedatory Lendng Practices,” News Release (Aril 11, 2000),
available at [Hp://www.fanniemae.can/newsre¢asesZ000/0710.jhtml]. See geerally Freddie Mac, Discover Gold
Through Quality: Wholesale Originations Best Practices(June 199; supplenented April 2000), awailable at
[http://lwww.freddiemac.can/dgtg]. Barks may wishto familiarize tlemselheswith these gidelines n order to
undestand clerly the daraderistics of bans tat ae not acceptabl® these GSEsNationalbanks purhasing
mortgage-backedsecuities of issitersother than these GSEshoud make reasoable efforts todetermine whether
sud issuersuse standardée.qg., like the standads of thoseGSES$ to prevent the inclusion of loans with predabry
charactristics in their mortgage pools. Appropriate duediligence b redice risks in soh“private lakel” transactiors
would includeboth areview of the issier's efforts 1o avoid predabry loans ard, to the extent sud information is
availabe, he gereral repuation of the issuer andthe orignatar(s) of the loans.

I Pdicies inthis area alsshoud ersure adouate documentation of the borrower’s ablity to senice the debt,
including verificaion d income andobligatons consitent with 12 CFR 30, Appendix A, and other applicabk law.
In addtion, asappropriate, policies shuld address he use of multiple borrowers to satisfy ebt-senice coverage
ratios o protectaganstreliance a the income of third-paity guaanbrsor otherobligors whose rebtionshp to the
borrower or tothe cdlateral siggests hat theymay not, in fact, be reliel upon to reay he loan, as stuctured, if
necessary, to prevt default or foreclosure. Finaly, policies in his areashould also addresdeht-to-incone and
loan-tovalue ratis tomitigate the risk of lending without regard to ahlity to repay.

8 HOEPA inposes spcific dsclosurerequiremerts andstbstantive restictionson closel-end loans searedby a
consumer’s principal dwelling, other than areverse nortgage or a loanto finance tke acqusition or initial
constructiorof thehome, thatarehigh-costbecause theyxeeed pecified fedaal statubry and regulatory nterest
rate ard fee tiresholds. Seel5 USC1639 and 12CFR 226.32.
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Finally, bank policies and procedures shaweliiect and support ghneed for strong and
appropriate controls over allarigage origination furtons, including loarsourcing, appraisals
and other aspects of loan pessing, underwriting detemations and loan closings. These
controls will vary, of course, ith the risks presented by differegpes of transactions. In
developing policies and procedures, institing should carefullyansider the strengths,
capabilities, and incewes ofthe thid parties with whomthey nay be doing business. In
mortgage broker transactions, for exden banksmay well determine thd it is appopriate to
restrict brokers to loan soung functions, and to require andsene that processing functions,
underwriting determmations, and loan closindgee conducted independently. Hamly, for loan
purchase transactions, bank policies should estatlesr standards relag to the degree of the
bank’s invdvement in the underwriting de¢n, and appropriate ctols will vary in
accordane with this inolvemert. If a national bank has notade the iftial underwriting
decision, it should take the stapscessary and appropriate taedtgine that such loans have
been underwritten consistenthyth the bank’s policies.

Due Diligence

National banks also should perfothoroughdue diligence, includg background checks,
before entering into relationshipsth mortgage brokers or third-pg originators. These efforts
should include a review of the third party’s:

General copetence;

Business practices and operations, inciggddential conflicts of interes;

Reputation;

Financiad capacity and ondition;

Interral cortrols; and

Record of corpliance with applicable licensg, consurar protection, and other laws.

In addition, these revieswshould include an assesnt of any litigation, enforceant actions, or
pattern of consuer complaints. The due diligee process should als@inde a risk assessmt
and plans to address identifiedks. Based on this due diligen national banks should develop
approved lists of brokers and originatorishvwwhomthe bank ray transact business.

Broker and Originator Agreements

National banks should have written agreems wth third-party brokers and originators that
specifically and clearly addressethights and responsibilities each party. Risks identified in
the due diligence process shoulddaelressed in these agreemeaisl, if such risks cannot be
adequately ntigated, tle agreerant should not&consumnated.

In addition, agreeents with brokers and oiitators should specifically address the bank’s
lending policies with regard foan features such as thosed&ed above, and should contain
the thrd party’s expess agreeant to abide byhose policies. Brokers and originators also
should specifically agree (1) to cpiy with all applicable laws, including safety and soundness
regulatory standards applicable to national lsaarkd laws prohibiting lending disciiination

and unfair o decepive practices, ah(2) to nake best efforts to ensure that the loasféered to
borrowers are consistent with their needs, dhjes, andiharcial situation. The institution
should reserve the right not take or purchasegnd to put back to the broker or originator, any
loans &iling to conply with these standards.
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Agreenents also should prett banks against risk by:

e Ensuring that no inappropriate cpemsation incelives exist to induce brokers or originators
to treat borrowers in a discrimatay manner, or otherwise unfairly;

e Providing for indemification to tre bank upon breach of the agres

e Enabling banks to exit the arrangement throcighar ternmation rightsand procedures; and

e Providing for the barik (and the OCC’s) abtly to access all records ofelthird party
necessary tenforce anagnsure compliance withthe ageenent and to adit the third partys
operations.

In addition, agreeents should stipulate clleminimum perfornance standards and service
levels.

If necessary, existing agreents with brokers ahoriginators should be revised to comficio
the above requireents.

Individual Loan Review (Quality Control Review)

National banks should verify that brokerslaoriginators have &blished policies and
procedures sufficient to ensure that loans toriginated or purchased by the bank will gbyn
with applicdle laws andhe bank’s polies. Inappropriate circustance — for exarple, at the
outset of the third-party relationip, or after a particular riskas been identified — banks should
conduct an appropriate docamation review taonfirm that transactins conply with the

bank’s policies and legal requiremnis. As ageneral mtter, banks should also periodically
performsud a docunentation review o randonsanpling of broker and purchase
transactions. \Were banks do neeunderwrite each loan, thigef sanpling should be adequate
to ensure that loans are being undéten consistently wittthe bank’s policies’ Loan reviews
also should be sufficient to protect agaipstential fraud inhese transactions.

In addition, with respect to brokered loans, thekoshould have in place a process for review of
written agreerants between the bower andhe broker to ensure thatelagreerants
conspicuously disclose the feedo® paid to the broker for itsrs&es, contain a specific request
for such br&er serices at that fee, and inme a signed and dated ackhedgnent of receipt by
the consurar before the broker camences servicesThe bank should also retain copies of this
docurrentation.

Monitoring and Management Information Systems

Mortgage lenders need effectivamagenent information systera to nonitor the perfomance of
brokers and originators fromhomthey acquire loans. Institutioshiould be able to carefully
monitor, track, and evaluate a third party’s céiampe withthe tems of its conract, includng
minimum peformance standards and serviegels. National banks should follow OCC
guidance, as applicable, oronitoring the financiecondition, operationsnd internal controls
of third-party brokers andriginators with whomthey egablish relaionstips®® They also should
caretlly monitor sich third paties’ recordof compliance with applicable laws and bank
policies.

19 SeeOCC Banling Circular 181 (REV) (Purctasesf Loans inWhole or in Pat-Participations), August 2, 1984,
at 4.

20 SeeDCC Advisory Letter 2001-47 (Third-Party Relationstips: Risk Managenent Principles),Novenber 1, 2001,
at 13.
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In addition to such general monitoring, natibbanks should adopt criia and procedures for
additional targeted reviews, as appropriate, of brokers or originators whose loans exhibit
unacceptable default, foreclosure, or compleates; broker fees that significantly exceed
market rates or that do not comply with bardiicies; potential viations of law or bank

policies; or other risk&: Targeted reviews may also hgpeopriate for brokers or originators
whose concentrations suggest thatrowers may have been targeted on the basis of age, race,
national origin, or gender. Management infation systems must be adequate to identify
brokers or originators whose loans shibmse risk characteristics.

Corrective Action

When brokers or originators are found to haaated bank policies, @ficable laws, or the
provisions of their agreements, other than on alglésolated and inadvertent basis, institutions
should take prompt and appropeaorrective action, includingadification of loan terms and
termination of the relationshipith the third party in question.

CONCLUSION

National banks may confront risks when tlodgain loans through brokers or through purchase
transactions that contain offlet abusive lending practices. This advisory letter summarizes
those risks and conveys the expectation of2B€ that national banks will take affirmative
steps to avoid them. Failure to do so coulgergerious supervisory concerns, and could result
in supervisory or other actions directed agaiaional banks, their opating subsidiaries, and
the third-party brokers and originators involved in the transactions.

For further information concerning the matters dgsed in this advisongtter, please contact
the Community and Consumer Law Division(202) 874-5750, the Compliance Division at
(202) 874-4428, or the approgaasupervisory office.

David Hammaker
Deputy Comptroller for Compliance

1 Documentation reviews may indicate problems such as: (1) an absence of signatures or dates on documents, or
missing documents, or evidence that signatures were made on blank documents or were forged; (2) significant
variations between the preliminary disclosures requiréut torovided to customers under TILA or RESPA and the

final charges appearing on closing documents; (3) feesipaar to be duplicativer otherwise unearned and
unwarranted; or (4) materially misleading statements or omissions with respect to the costs, benefits, risks, and
burdens of the transaction ®wme aspect thereof.
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