CHAPTER: Asset Quality

SECTION: Loan Portfolio Diversification

Section 211

INTRODUCTION

Loan portfolio diversification is a means of con-
trolling credit risk through the allocation of loan
funds among different industries, borrower
groups, and locations. Diversification can protect
athrift from loss due to regional economic reces-
sion, failure of acritical industry, or any factor
affecting a group of loans having similar risk
characteristics. Diversification by exchange of as-
sets, such as mortgages for securities, or by
adding a new loan product, opening a new mar-
keting territory, or otherwise expanding to new
prudent lending areas may present better opportu-
nity for profit than traditional lending.
Diversification may enable athrift to:

Take advantage of operational and marketing
synergies,

Use staff, data processing, advertising, and
other resources more efficiently;

Open up additional profit potentia in new
markets (which can be especially important if
the thrift is facing a saturated market); and

Avoid the dangers of credit concentration.
CREDIT CONCENTRATIONS

Inrisk analysis, aconcentration is a significantly
large volume of assets that a thrift has advanced
or committed to an individual or agroup of bor-
rowers related by a common dependency or a
common risk characteristic. For example, ina
concentration, borrowers may be engaged in, or
dependent upon, one industry; or loans may have
been originated in one geographic location, or
purchased from a single source, regardless of the
number of borrowers or loans. The common char-
acteristic in a concentration may be high loan-to-
valueratios or it may be similar collateral. Pur-
chased mortgage servicing rights (PMSR) may be
aconcentration. In concentrations, weaknesses in
a common factor can adversely affect many loans.

In addition to assets such as outstanding loans,
securities, and deposits, concentrations include

unfunded legally binding loan commitments and
letters of credit. Such obligations, if not moni-
tored and controlled by management, can expose
the thrift to unnecessarily large risk through con-
centrations. Refer to the definition of
Concentration of Credit in the glossary for addi-
tional details.

Assets with a common dependency should be rec-
ognized as a concentration if they exceed 25% of
core capital and general valuation allowances (see
TFR), or exceed 2% of total assets when the insti-
tution is undercapitalized. Special circumstances,
such as when a concentration has an especially
high risk of loss, may warrant a stricter standard,
such as 1% of assets.

All concentrations are not inherently objection-
able. Some credit concentrations are desirable, for
example: home purchase loans when diversified
by location or payment sources. Also, if they are
properly controlled through underwriting stan-
dards, concentration of credit may allow athrift to
take advantage of special staff expertise or avail-
able demand.

Thrift management should identify concentrations
and assess their size and individual risk so poli-
cies and plans can be adjusted accordingly. At a
minimum, management should identify, monitor,
and regularly report significant concentrations to
the board of directorsto provide abasisfor board

policy.

Regulators should monitor concentrations and
should conduct a more in-depth periodic review
of them than of diversified areas of the loan
portfolio. Regulators should evaluate
management’ s control of concentrations and use
of diversification to limit or prevent excessive
risk of loss. Concentrations of assets with abnor-
mally high risk of loss should be considered for
adverse classification and be considered in
determining the adequacy of valuation
allowances. (See Thrift Activities Handbook Sec-
tion 261, Adequacy of Vauation Allowances.)
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If findings merit report comments, regul ators
must carefully justify their analyses and conclu-
sions. Regulators should point out to thrift
management that extending or committing addi-
tional credit to a concentration of risky assetsis
an unsafe and unsound practice. When concentra-
tions present an unacceptable risk, greater
attention to diversification of assets should be
recommended to management. For unavoidable
concentrations, strict underwriting standards
should be followed to limit credit risk.

Thrift Policies

Occasionally, regulators will encounter athrift
without diversification policies and plans. Under
such circumstances, regulators should recommend
the establishment of minimum standards for
monitoring concentrations, such as monthly con-
centration reports to the board of directors.
Diversification policies and strategies should be
written and implemented when the need is shown
by the monitoring reports.

The thrift’s written policies should address |oan
portfolio diversification and concentration of
credit. Diversification may also be addressed in
the board of directors minutes, the thrift's lending
or risk management policies, and the strategic
plan.

A diversification policy should contain quantified
goals and objectives wherein the composition of
loan portfolio mix and limits in dollar amount or
percentage of assets are established for each loan
category. The policy must not be overly restric-
tive; it must be flexible enough to allow timely
reaction to changing conditions in athrift’ s asset
mix, its servicing area, and local, national, and in-
ternational economies.

It is essential that the policy address various types
of concentrations of credit, including geographi-
cally, industrially, or economically related
individuals or other groups of related borrowers.
In addition, the policy should establish limits for
loans with similar collateral such as office space,
warehouses, shopping centers, nursing homes,
apartments, and land devel opment.

The policy should limit the total amount of pur-
chased loans and limit loans purchased from, or

serviced by, each seller or servicer. Overreliance
on one source for purchased loans or servicing
exposes the thrift to operations risk aswell as
credit risk and should be avoided.

The policy should elaborate on how quantified
objectives will influence the control of credit risk.
This policy should stress that underwriting stan-
dards for purchased loans and participations must
be the same as for thrift-originated loans. Com-
placency (the purchaser’ s dependence on the
originator for underwriting without the purchaser
using audit verification for compliance with strict
standards) is an unacceptable practice.

Diversification Strategy

After the thrift has set quantified goals and objec-
tivesfor diversification, it must develop awritten
strategy to achieve these objectives. The strategy

should address each |oan type for the loan portfo-
lio.

Management must monitor economic and finan-
cial conditions of geographic locations, industries,
and groups of borrowers in which athrift hasin-
vested heavily. Management must change
strategies as conditions warrant. For example,
changesin directorship or control, demography
(the age, income, or size of a population), regula-
tions, and the thrift’s goals and objectives may
affect athrift’s diversification strategy.

Often, athrift’s unique characteristics will affect
diversification. For example, athrift’slocation
may restrict diversification in originations; the lo-
cal economy may depend on one major industry
or employer; the thrift may lack management
expertise or adequate staffing to purchase and
service out-of-territory loans and participations.
Inexperienced officers or employees may limit or
delay the implementation of new lending strate-
gies. Marginal liquidity or funding may restrain
diversification. A small thrift may have insuffi-
cient resources to start up a new loan product or
market.

If regulations or the thrift’s unique characteristics
inhibit diversification in the origination of assets,
the sale or exchange of assets may facilitate di-
versification into permissible areas. When
concentrations are unavoidable, more diligencein
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monitoring and controlling related risk is neces-
sary, and additional capital may be required for
the safety and soundness of the thrift.

PARTICIPATIONS

Loan participating as aseller (lead) or buyer (par-
ticipant) can facilitate diversification of loan
portfolios. Loan participating is the buying and
selling of shares of loans, usually denoted as a
percentage interest in principal and interest. Par-
ticipation loans are often originated with
contractually committed participants. Large loans
are also participated after origination and funding
in order to diversify a portfolio and provide li-
quidity.

A participation should be covered by a detailed
participation agreement. The agreement should
set all terms, conditions, and understandings be-
tween and among the lead lender and participants.
Participation agreements typically establish the
sharing of payment proceeds, expenses, | 0sses,
and servicing responsibilities and rights.

For each participation bought or sold, each lead
and each participant should be aware of contin-
gent liabilities from both contractual and
fiduciary duties and the rights and obligations of
each party concerning servicing under various
circumstances. For this reason, participation
agreements and loan documentation should be
structured with legal counsel on behalf of thein-
terests of each participant and the lead.
Additionally, § 563.170(c)(6) of the regulations
requires alegal opinion on whether a participation
loan is sold with or without recourse.

Until the 1980s, participations were often re-
garded as the best loansin alender’s portfolio.
Participants often (to the consternation of regula
tors) accepted the word of the lead lender that the
loans were of excellent quality with very low risk
of loss. Lead lenders staked their considerable
reputations on the quality of participations sold.

In the early 1980s this situation changed dramati-
cally as banks and thrifts experienced extreme
liquidity and earnings problems. Some lenders, in
desperation (sometimes fraudulently), sold par-
ticipations in weak |oans and securities,
sometimes using devious sales techniques. In

some cases, leads sold all interestsin the loans,
retaining only servicing. Unwary participants had
to absorb losses, which were unanticipated be-
cause of inadeguate participation documents, poor
loan documentation, and faulty servicing.

In many cases lead lenders, who had previously
enjoyed admirable reputations, experienced capi-
tal failure, leaving the servicing and liquidation of
participated loans to be decided in litigation
among participants and, too often, their receivers.
I nadequate participation documentation has re-
sulted in participants being deemed by courts as
unsecured creditors of an insolvent lead rather
than owners of an undivided interest in aloan.

Participation lending and investing involves both
credit and fiduciary risk and requires due dili-
gence on behalf of all parties. Safety and
soundness requires each lender (lead or partici-
pant) to:

thoroughly analyze proposed participation
loans for credit quality and compliance with
laws and regulations;

maintain complete and current document and
credit files;

the documentation requirements of 8§ 563.170
of the regulations apply to both leads and par-
ticipants.)

independently assess primary and secondary
sources of repayment; and

stay aware of conditions affecting the collecti-
bility of the loan.

Each lead must:

fully disclose current status and pertinent find-
ings to participants to avoid liability for
fiduciary irresponsibility in the event of de-
fault;

avoid the appearance of conflicts of interest
with those of the participants; and

scrupulously comply with all terms of the par-
ticipation agreement.
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Additionally, each participant should obtain and
independently analyze information on the current
status of the borrower, such asis provided in
credit reports, and make site inspections where
appropriate. When alead or a borrower exhibits
credit problems, participants should take defen-
sivelegal actionsto protect their interests.

LEGAL LIMITS TO INVESTMENTS

The Home Owners' Loan Act (HOLA) at 12 USC
§ 1467a(m) and 8§ 584.6 of the Regulations for
Savings and Loan Holding Companies require
thrifts to meet the Qualified Thrift Lender test or
face specified consequences. As the result of the
Federal Deposit Insurance Corporation Improve-
ment Act (FDICIA), effective December 19,

1991, savings associations will qualify their status
as Qualified Thrift Lendersif the association’s ac-
tual thrift investment percentage (ATIP) equals or
exceeds 65% for 9 out of the last 12 months. The
calculation of the ATIP is done by dividing the
amount of a savings association’s qualified thrift
investment (QTI) by the association’s portfolio
assets. Included as a part of an association’s QT
isqualifying real estate owned (REO), defined as
REO that would otherwise constitute QTIs. (For
additional information see Thrift Activities Hand-
book Section 270, Qualified Thrift Lender Test.)

The Federal Deposit Insurance Act (FDIA) at 12
USC § 1831e provides that state thrifts may not
engage in activities not permitted for federal
thrifts unless the state thrifts comply with the
fully phased-in capital requirements of HOLA
and the FDIC has determined that the activity
would pose no significant risk to the deposit in-
surance fund. The FDIA prohibits state thrifts
from acquiring or retaining equity investments not
permitted for federal thrifts. Divestiture of non-
conforming equity investments by all thriftsis
required as quickly as can be prudently done by
July 1, 1994. The FDIA at § 1831e(d) prohibits
acquisition and retention of junk bonds (as de-
fined therein) and requires divestiture as quickly
as can prudently be done by July 1, 1994. The re-
lated FDIC rules and regulations are found at 12
CFR 8§ 303.13. For more discussion of these sub-
jectsrefer to Thrift Activities Handbook Section
220, Investment Securities, and Section 230, Eg-
uity Investments.

The HOLA at 12 USC § 1464(c) provides invest-
ment authorities and limits for federal thrifts. The
FDIA appliesthe federal limits to state thrifts.
The OTS has further limited some investment au-
thorities. For example, 8§ 545.35(b) of the
regulations limits aggregate loans on nonresiden-
tial real estate to 400% of total capital (risk-based
capital) and 8§ 545.46 limits aggregate commer-
cial-purpose loans to 10% of assets. (Note: at 8
1464 Note (a) the HOLA provides that the limits
of § 1464(c) do not require divestiture of noncon-
forming loans and investments that were lawful
under 8§ 1464(c) when made.) Refer to other sec-
tions of this Handbook related to specific asset

types.

The HOLA further limits all thrift lending to one
borrower at 12 USC 8 1464(u). Section 545.75
includes commercial paper and corporate debt se-
curities with loans in applying the loans-to-one-
borrower limits of § 563.93.

LOANS TO ONE BORROWER LEGAL
LENDING LIMITS

Section 301 of FIRREA, which added § 5(u) to
the HOLA (12 USC § 1464(u)), effective August
9, 1989, provides that § 5200 of the Revised Stat-
utes (12 USC § 84) shall apply to thriftsin the
same manner and to the same extent as it applies
to national banks. The limits of 12 USC § 84 are
implemented by the Office of the Comptroller of
the Currency (OCC) in 12 CFR 8§ 32, which relies
upon capital and surplus as definedin 12 CFR 8
3.100. (Note this exception: 12 CFR § 32.7 does
not apply to thrifts.) FIRREA also provides Spe-
cia Rulesthat permit loans up to $500,000 for
any purpose, and provide different limits for loans
to develop domestic residential housing units.

Section 563.93 of the regulations incorporates the
loan limits for national banks, providing more
stringent rules where necessary. The rule provides
more detailed regulatory implementation of statu-
tory requirements for Special Rules and other
provisions; it provides that athrift’sinvestment in
the commercia paper and corporate debt securi-
ties of one issuer shall be subject to the loans-to-
one-borrower (LTOB) limit, and it establishes a
separate limit for investment by athrift in certain
highly rated debt obligations.
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The general limit for loansto one borrower is
15% of athrift’s unimpaired capital and unim-
paired surplus as calculated under national bank
accounting guidelines (hereafter designated as
LTOB capital and surplus). The limit for loans
fully secured by readily marketable collateral

(that is, actively traded securities) is an additional
10% of LTOB capital and surplus. (The use of the
additional 10% assumes compliance with the 15%
limit.) A thrift may aso invest up to another 10%
of itsLTOB capital and surplusin oneissuer’s
commercial paper (if it israted in the highest
category by at least two nationally recognized rat-
ing services) or corporate debt securities (if they
are rated in the two highest categories by ana-
tionally recognized rating service). These limits
are the maximum legally permissible for thrifts;
safe and sound operation may dictate that thrifts
follow lower, more prudent limits.

Therule applies, in large measure, the lending
limit regulations and codified interpretations of
the OCC under 12 CFR 8§ 32 and 3.100. The
OTSwill give substantial weight to the OCC’s
noncodified legal opinions interpreting the na-
tional bank lending limits, and will regard them as
strong evidence of safe and sound banking prac-
tices, but the OTS regards these opinions as
advisory only.

Section 563.93 of the regulations applies to loans
and extensions of credit made by a savings asso-
ciation and its subsidiaries. This section does not
apply to loans made by a savings association to its
subsidiaries or to its affiliates. The terms subsidi-
ary and affiliate have the same meanings as those
defined in section 563.41.

In applying regulations, regulators should gener-
aly follow the principle that when aloanislegal
when made, it stayslegal evenif it becomes non-
conforming; and if illegal when made, it stays
illegal, even if it becomes conforming.

Exceptions

The HOLA at 12 USC § 1464(c) specifically au-
thorizes unlimited investment authority in
specified debt and equity issues of FNMA,
FHLMC and the Federal Home Loan Banks. Such
specified investments are not limited by § 563.93.

Section 563.93(a) exempts loansto al affiliates
and subsidiaries.

Congress, in 12 USC § 84, lists 10 exceptions.
The OCC further explains these exceptionsin 12
CFR § 32.6. Section 32.6(e) provides that loans to
or guaranteed by afederal agency are not subject
to the lending limits. Section 32.102(b) provides
that sales of fed funds with a maturity of one
business day or sold under a continuing contract
allowing cancellation without prior notice are not
“loans and extensions of credit” for lending limit
purposes. Neither are deposits. (Fed funds, depos-
its, and hedged securities are conditionally limited
by § 563.96. Sales of fed funds with a maturity of
more than one business day are also subject to the
§ 563.93 lending limits.) The OCC'’ s regulation at
§ 32.108 provides that the lending limits do not
apply to accrued or discounted interest.

LTOB Capital and Surplus

Because bank and thrift accounting are different,
the LTOB limits cannot always be calculated
from the TFRs. The rule defines “ unimpaired
capital and unimpaired surplus’ as the definition
of “capital and surplus’ in 12 CFR § 3.100 and
requires bank accounting standards as found in
the Federal Financial Institutions Examination
Council (FFIEC) bank call report instructions.
The calculation of LTOB capital and surplusis
done according to OCC bank reporting require-
ments when materially different from OTS thrift
reporting requirements. The OCC’ sregulations
define the term “ capital and surplus’ to generally
mean GAAP capital plus general allowances for
loan losses with several adjustments and limits.

The capital transition rule for intangible assetsin
§ 3.3 appliesto all intangible assets (other than
PMSR) - such as core deposit intangibles, good-
will, and favorable leaseholds - only as they meet
the requirements of 8 3.3. A thrift must have pur-
chased the intangible asset prior to April 15, 1985
and accounted for it in accordance with OCC
guidance for banks before including the asset in
its calculation of the LTOB limits. In general,
OCC guidance provides that intangibles must be
amortized over the estimated average life or the
actual life per GAAP, provided that the amortiza-
tion period cannot exceed 15 years (irrespective
of thrift accounting). If these requirements are
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met, the intangible asset may beincluded in
LTOB capital and surplusin an amount not to ex-
ceed 25% of the sum of items listed in § 3.100(a)
and (c)(1). PM SR and other intangibles may not
exceed the balances computed under OCC stan-
dards irrespective of book values. Refer to
Appendices A and B of this Handbook section for
additional guidance.

Under § 563.93, the amount of athrift'sLTOB
capital and surplus must be calculated as of the
thrift’s most recent periodic report (quarterly) re-
quired to be filed with the OTS prior to the date
of granting or purchasing the loan or otherwise
creating the borrower’ s obligation to repay funds.
If thelevel of LTOB capital and surplus has
changed by a material amount, subsequent to the
filing of the report, the changes must be included
in anew calculation.

One Borrower

For a definition of “one borrower” the rule refer-
ences the OCC' s definition of the term “person”
as stated in 12 CFR § 32.2(b) and includes the
term “financial institution” as presently defined at
§561.19. Thisis “any bank or savings associa-
tion” asdefined in the FDIA at 12 USC § 1813.

The loans and extensions of credit to one person
are attributed to other persons when the loans or
extensions of credit are used for the “direct bene-
fit” of the other persons, or when a“common
enterprise” is deemed to exist between such per-
sons per § 32.5 of the OCC regulations.

Loansto partnerships are always attributed to the
general partners, but the direct benefit test or
common enterprise test must be met for partner-
ship loansto be attributed to limited partners.

Debt guaranteed by a person is attributed to the
guarantor if it meets either of thesetestsor if the
guarantor has become an obligor under the terms
of the guarantee. When loans to one borrower ex-
ceed the limits due to debts attributed to the
borrower as guarantor only because of default, the
debts are deemed legal but nonconforming and
they prevent additional legal commitments or
loans from being made to the guarantor.

Recor dkeeping

If athrift or operating subsidiary makes aloan to
any one borrower, of an amount more than the
greater of $500,000 or five percent (5%) of capi-
tal and surplus, the records of the lender shall
include documentation showing that the loan was
made within the LTOB limits. For such documen-
tation the lender may require, and may accept in
good faith, a certification by the borrower identi-
fying the persons, entities, and interests described
in the definition of one borrower.

Prudent loan underwriters may wish, however, to
document compliance with the legal lending lim-
itsfor all significant loans, even loans for
amounts less than the aforementioned thresholds.
Thrifts should document and explain any adjust-
ments made between thrift accounting and bank
accounting used in computing the LTOB limits.
Such documentation facilitates review by regula-
tors as well as aiding the thrift in assuring
compliance with the regulation.

Loans

The term “loans and extensions of credit” is de-
fined as any direct or indirect advance of funds,
originated or purchased, including obligations of
makers and endorsers arising from the discount-
ing of commercial paper, to a person (borrower)
per 12 CFR 8§ 32.2(a). Thisincludes charged-off
loans, but not loans rendered legally unenforce-
able under bankruptcy or other reasons. Under §
563.93 of the regulations, athrift must add any
loans it has made to a borrower with any corpo-
rate debt securities and commercia paper held by
the thrift that were issued by the same borrower
and the aggregate amount is subject to the thrift's
general limits.

Commitments

Historically, aloan commitment was not deemed
by the OCC to be “made” until funded. Banks en-
countered difficulty if they entered into a
commitment within the lending limits (underline
commitment) but experienced adrop in capital in
the intervening period before the commitment was
actually funded. Because the historical approach
required that the lending limits be applied when
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the loan was “made,” and it was not “made” until
the later date of funding, the lower lending limit
reflecting the capital drop would apply. Section
32.2(d) of the OCC regulations remediesthis
problem by permitting underline commitmentsto
be deemed “made’ when entered into. Thus, by
treating such commitments as having been
“made’ prior to the drop in capital, the higher
lending limit would apply.

The OTS views the expiration of an unfunded or
partialy funded loan commitment, or any restruc-
turing of the commitment, as an opportunity for a
thrift to bring the loan commitment into confor-
mance with the thrift’s current lending limit.
Thus, where athrift has entered into and funded
or partialy funded aloan commitment that was
within the thrift’ s lending limit when made, and
the thrift’s lending limit subsequently declines,
the thrift may renew that portion of the loan
commitment that has been funded as alegal, al-
though nonconforming, term loan. An unfunded
loan commitment, or the unfunded portion of any
|oan commitment, which would exceed the thrift’'s
lending limit if made on the date of the renewal,
may not be renewed legally.

Thrifts may advance additional funds to a bor-
rower pursuant to alegally binding loan
commitment (written or unwritten) that was
within the thrift’ s lending limit when made. It is
incumbent upon the thrift to establish, either by a
written agreement or by other file documentation,
that a commitment represents alegally binding
commitment to fund. If doubt exists asto the le-
gally binding nature of the commitment, the thrift
must have a well-reasoned opinion of counsel that
firmly concludes that the commitment is legally
binding.

In general, loan commitments for which the pro-
spective borrower has paid no fee to the thrift are
presumed to be not legally binding. Such agree-
ments typically contain broad provisions
permitting the lender to decline to fund on subjec-
tive grounds that, in effect, render the
commitment unenforceable. This presumption
may be proven wrong with convincing evidence
such asalegal opinion.

When athrift is confronted with arequest for a
binding commitment that may exceed the lending

limit now or in the future, prudent lending prac-
tice dictates that the thrift take precautions to
permit escape from such adilemma. Such actions
include a protective clause in the commitment that
would release the thrift from its obligation if
funding the loan would result in aloan amount in
excess of the legal limit (an overline).

Section 32.2(f) created a new class of legally
binding loan commitments for national banks -
“qualifying commitmentsto lend.” A qualifying
commitment to lend is a binding written commit-
ment to lend that, when combined with all other
outstanding loans and qualifying commitmentsto
the borrower, is within the bank’ s lending limit on
the date of the commitment and that has not been
disqualified. A “disqualified” commitment to lend
is created in the following manner: If abank
makes aloan or extension of credit that causes the
bank to exceed itslending limit when the new
loan amount or extension of credit is combined
with all other outstanding loans and legally bind-
ing loan commitments, the unfunded
commitments become “disqualified” loan com-
mitments. These newly “disqualified” loan
commitments can only be funded if, at the time of
funding, the additional loan amount, when added
to the total amount of loans and qualifying loan
commitments outstanding, is within the institu-
tion’sLTOB limit. Thus, unlike other legally
binding loan commitments, disqualifying loan
commitments cannot automatically be funded at
latter dates. OT'S allows savings associations to
use this authority providing associationsinclude
in their commitments a clause that releases them
from the obligation to fund the commitment if
funding would cause aLTOB violation.

Renewals

The renewal of aloan does not constitute a new
loan for lending limit purposes provided no new
funds are advanced by the thrift to the borrower
and anew borrower is not substituted for the
original obligor. The renewal of a nonconforming
loan presents an opportunity to the thrift to bring
the loan into conformance with the lending limits.
This includes attempting to have the debtor par-
tially repay the nonconforming loan or obtain
another institution’ s nonrecourse participation in
the loan to bring it into lending limit compliance.
Thus, the thrift must make and document best ef-
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fortsto bring the loan into conformance prior to
renewal. If these efforts are unsuccessful, the
thrift may renew, restructure, or modify the
nonconforming loan, provided that thereisno
substitution of borrowers or additional advance of
funds. Circumstances that indicate a deliberate
purpose to evade the law and to extend unauthor-
ized lines of credit are to be deemed violations of
the statutory limits made applicable by FIRREA,
thus exposing the directorate to liability.

Upon the expiration of a partially funded loan
commitment, only the funded portion may be re-
newed if this amount exceeds the thrift’s lending
limit and only if best efforts were first made to
bring it into compliance. This renewed portion
shall then be treated as alegal, although noncon-
forming, term loan. If the borrower subsequently
repays a portion of the outstanding balance owed
to the thrift, new funds may not be advanced (or
re-advanced) to the borrower until the outstanding
balance of the loan is brought within the thrift's
lending limits.

Loans to Facilitate Sales

OTS policy concerning sale financing for any as-
setsisidentical to that of the OCC. A purchase
money note with no advance of fundsis not a
“loan” for lending limit purposes. In sales financ-
ing, only advances of new funds are “loans”
subject to the limits of § 563.93. OTS does not
object to sale financings that do not involve an
advance of funds nor place the lender in amore
risky situation, provided the sale is not to the bor-
rower who defaulted on aloan that resulted in the
thrift owning the asset in question.

Use of Salvage Powersto Exceed L oansto One
Borrower Limitations

It has long been the position of the OTS and its
predecessor that afederal savings association has
inherent or implied authority to take whatever
steps may be necessary to salvage an investment,
provided: (1) the steps taken are an integral part
of areasonable and bona fide salvage plan and (2)
the steps taken do not contravene a specific legal
prohibition. (The OTS does not consider the
LTOB limitation to be a specific legal prohibition
within the meaning of the salvage powers doc-

trine.) State-chartered savings associations have
similar authority under state law. Traditionaly,
salvage powers have provided the legal justifica
tion for savings associations to hold, operate (if
necessary), and invest additional funds (if neces-
sary) in property acquired as aresult of, or inlieu
of, foreclosure prior to resale of that property.

General Policy

A savings association may use its salvage powers
to exceed the LTOB limitation provided it isable
to demonstrate that its excess investments are be-
ing made pursuant to a reasonable and bona fide
salvage plan. Excess investments that are not
made pursuant to such aplan areillegal and could
trigger enforcement action by the OTS. The plan
should be expressly approved by the board of di-
rectors.

The LTOB limitation isacritical safety and
soundness standard that is intended to prevent
savings associations from placing themselves at
risk by concentrating too great a portion of their
assets in any single borrower. Given the impor-
tance of this standard for the maintenance of safe
and sound operations and the unique risks pre-
sented when a savings association exceeds this
standard in the context of a salvage operation, the
OTSwill carefully review any use of salvage
powersto exceed the LTOB limit.

The OTS encourages savings associations to no-
tify regional OTS supervisory officials before
engaging in any significant salvage operation. For
the reasons explained above, the need to consult
with regional supervisory officialsis especially
great when salvage powers will be used to exceed
the LTOB limitation, since safety and soundness
considerations will affect whether a proposed use
of salvage powersis appropriate.

Accordingly, a savings association that intendsto
make a salvage powers investment in excess of its
LTOB limitation should first contact the appro-
priate OTS regional director to ensure that the
regional director does not object to the associa
tion’s judgment that the proposed salvage plan is
appropriate prior to exceeding the LTOB limita-
tion. This advance notice should reduce the
potential for misunderstanding between the sav-
ings association and OTS asto the
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appropriateness of a significant salvage operation.
(An association need not contact its regional di-
rector before making reasonable delinquent tax or
insurance payments necessary to protect the asso-
ciation’s security interest in the property. In such
instances, an association should still document
that such action is necessary and appropriate.)

Regional directors, in their review of the risks
posed by proposed salvage plans, will take into
consideration an institution’ s past history of sal-
vage operations, the financial condition of the
institution, and its ability to undertake the risks at-
tendant to salvage operations. In general, regional
directors will defer to an institution’s judgment on
the advisability of a specific salvage operation if
the institution is well-managed and well-
capitalized.

The level of scrutiny given to a salvage plan will
also vary depending on the foreclosure status of
the asset being salvaged, as explained below:

Assets acquired as aresult of, or in lieu of,
foreclosure

Once an asset has been acquired as aresult of, or
in lieu of, foreclosure, the LTOB limitation no
longer applies directly to subsequent investments
in that asset. In such situations, however, the OTS
usesthe LTOB limitation as a prudentia standard
to identify significant salvage operations that may
require special scrutiny to ensure that they are be-
ing prudently conducted. Thisincludes salvage
operations on foreclosed assets held in the insured
institution and those held in subsidiaries. (For
purposes of measuring whether the LTOB limit
has been exceeded, the OTS will aggregate all of
a savings association’ s investments in the prop-
erty in question regardless of whether those
investments occurred before or after foreclosure.)

The OTS recognizes that the payment of certain
operating expenses (such as taxes and insurance
or expenses to prevent deterioration of thein-
vestment) may be prudent steps necessary to
minimize the potential for loss pending the dispo-
sition of repossessed assets. Some capital
expenditures, such as those necessary to put col-
lateral property in final form for occupancy or
sale, may also be prudent. However, the burden of

demonstrating that capital expenditures are rea-
sonable is greater than for operating expenditures,
since capital expenditures are likely to be much
more substantial.

When reviewing a proposed salvage plan, re-
gional directorswill, in addition to the factors
identified above, consider whether the plan: (1) is
necessary to enable the association to salvage its
existing investment, (2) is necessary to protect the
value of the foreclosed property (e.g., the addi-
tional investmentswill result in amore
marketable property), (3) isin the best interest of
the association, and (4) will reduce the risks asso-
ciated with the foreclosed property.

Loans in the process of foreclosure

A loan will be deemed to bein the process of
foreclosure if a savings association has begun the
process necessary to foreclose or to take adeed in
lieu of foreclosure and is actively pursuing that
process, but has not yet acquired title to the prop-
erty securing the loan.

Although regional directors will use the same
standards outlined in the section above to review
salvage plans that call for investmentsin excess
of LTOB limitsin loans in the process of foreclo-
sure, they will also take account of the additional
risks associated with investing fundsin a property
that has not yet been acquired by the association.
Under these circumstances, a savings association
should also demonstrate that the timing of its pro-
posed investment (i.e., before foreclosure) is
reasonable.

Troubled loans not in the process of foreclosure

Although a savings association may also useits
salvage powers to invest funds in excess of its
LTOB limitsin atroubled loan that is not in the
process of foreclosure, the burden of demonstrat-
ing that thistype of salvage operation is prudent
is high. Regional directors will assess whether a
savings association has made a compelling show-
ing that the standards outlined in the section titled
“Assets acquired as aresult of, or in lieu of, fore-
closure” have been met and that the association’s
decision to delay or forego foreclosureis consis-
tent with safe and sound operations.
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Special Rules

A thrift may make loans to one borrower under
one of two Special Rules. Thefirst provides for
loans for any purpose up to $500,000 as a mini-
mum for the 15% and 10% general limits; the
second provides for loans to develop domestic
residential housing units, not to exceed the lesser
of $30,000,000 or 30% of the thrift's LTOB capi-
tal and surplus. A third Special Rulein HOLA at
12 USC § 1464(u)(2)(B) isimplemented by the
regulation at the 15% general limit and appliesto
new funds advanced with the sale of REO as
grouped with all other loans to the one borrower,
and is of no advantage. L oans made under these
Special Rules may not be made in addition to the
general limit of 15% of LTOB capital and sur-
plus.

Soecial Rule For Housing Devel opment

“Residential housing unit” includes homes (in-
cluding condominiums and cooperatives),
combinations of homes and business property,
real estate used for primarily residential purposes
other than a home (but which may include
homes), combinations of such real estate and
business property involving only minor business
use, farm residences and combinations of farm
residences and commercial farm real estate, prop-
erty to be improved by the construction of such
structures, or leasehold interests in the above real
estate.

In applying this definition, thriftswill also be re-
quired to apply the present regulatory definitions
of termsincluded within the § 541.23 definition
of “residential real estate,” to include the defini-
tions of “home” (§ 541.14), “ combination of
home and business property” (8 541.3), “combi-
nation of residential real estate and business
property involving only minor or incidental busi-
ness use” (8§ 541.4), and “single-family dwelling”
(8 541.25). The term “domestic,” asused in this
section, includes units located within the geo-
graphic area where OTS-regulated thrifts are
chartered.

The rule defines the term “to develop” to include
the various combinations of phases necessary to
produce housing units as an end product. Thisin-
cludes: (1) acquisition, development, and

construction; (2) development and construction;
(3) construction; (4) rehabilitation; or (5) conver-
sion. It iscrucial that domestic residential housing
units be the end product; the mere acquisition of
real estate for holding or for later developing will
not fulfill the purposes of this Special Rule.

Permanent financing of either individual units
within a development or of a multi-unit complex
is permissible under this Special Rule provided
that the financing isrelated to any of thefive
combinations of construction phases.

For athrift to avail itself of the residential hous-
ing unit Special Rule, the thrift must satisfy five
prerequisites that are set forth in the statute and
the regulation:

1. The purchase price (cash or cash equivaent) of
each single-family dwelling unit, the development
of which is financed under this Special Rule, may
not exceed $500,000. This requirement is to apply
literally to the actual final sales or purchase price.

2. Thethrift must be, and continue to be, in com-
pliance with the fully phased-in capital standards.
Theterm “fully phased-in capital standards” is
defined as the standards that will bein effect as of
January 1, 1995, at the expiration of all phase-in
regquirements set forth in 88 567.2, 567.5, and
567.9 of the regulations.

If the thrift falls out of compliance with this capi-
tal requirement it may no longer avail itself of this
Specia Rule until it again qualifiesand, if eligi-
ble, submits anotice or, if ineligible for the notice
procedure, appliesfor and receives a new order
from the regional director. The OTS will permit
thrifts to continue funding alegally binding loan
commitment made under this Special Ruleif the
thrift should fall out of compliance with itsfully
phased-in capital requirement, provided such
binding commitment to the borrower was made
when the thrift was in compliance.

3. A thrift eligible under 12 CFR 8§ 516.3 for us-
ing the notice procedure must submit the notice
prior to using the higher limit and must have re-
ceived awritten approval (order) by the regiona
director. For athrift that is not eligible under §
516.3 for the notice procedure, the thrift must
submit an application to the regional director re-
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guesting approval to use the Specia Rule for
Housing Devel opment. Following application by
athrift, the regional director, by order, must have
permitted the thrift to use the higher limit.

Such an order does not constitute a “waiver” of
the LTOB limits, but merely permission to use the
Specia Rule. Such order may contain additional
requirements or set forth additional conditions or
restrictions governing the exercise of this Special
Rule. Moreover, the regional director has the right
to rescind any such order, aswell asthe authority
to generally impose more stringent restrictions on
athrift’sloans to one borrower if it is determined
that such restrictions are necessary to protect the
safety and soundness of the thrift under the
HOLA at 12 USC § 1464(u)(3).

4. All loans made under this Special Rule are lim-
ited in the aggregate to 150% of the thrift'sLTOB
capital and surplus. Neither loans made under the

$500,000 Specia Rule, nor loans made under the

genera limit fall within this 150% limit.

5. Loans made by athrift under this Special Rule
must comply with the loan-to-value requirements
applicable to federal thrifts found in 8 545.32(d).

Guidedlines for Approva of Use of Special Rule
For Housing Development

A regional director may provide a blanket ap-
proval for athrift to use higher LTOB limitsfor
lending to devel op domestic residential housing
upon determination that the higher limits pose no
undue risk to the safety and soundness of the
thrift.

Thrifts desiring the higher LTOB limits must ei-
ther (1) file anotice with the regional director, if
the thrift is eligible to use the notice procedure
under 8 516.3 or (2) apply to the regional director
for approval. Notices and applications must in-
clude sufficient information to permit a thorough
evaluation of the merits and risks of approving the
higher LTOB limits.

Applications for approval of use of the special
rule for housing development will be processed in
accordance with Section 920 of the Application

Processing Handbook, Lending Exceptions -
Loans to One Borrower.

Expanded Transition Lending Authority

To qualify for this transition authority, an associa-
tion must first meet its fully phased-in capital
requirement; that is, the capital standards that will
be in effect as of January 1, 1995. Second, an as-
sociation must not be designated a problem
association. The term “problem” asit is used here,
is defined as any association that: (1) has a com-
posite CAMEL rating of 4 or 5; (2) is
undercapitalized under prompt corrective action
standards; (3) is subject to a capital directive or
cease and desist order, a consent order, or afor-
mal written agreement, relating to the safety and
soundness or financial viahility of the association,
unless OTS informsit otherwise; or (4) has been
designated, by OTS, a problem association or one
in troubled condition.

The rule provides that during the period begin-
ning August 9, 1989 through December 31, 1990,
qualifying thrifts' total loans and extensions of
credit to one borrower could not exceed 60% of
LTOB capital and surplus. During the period be-
ginning January 1, 1991 through December 31,
1991, qualifying thrifts' loans and extensions of
credit to one borrower could not exceed 30% of
capital and surplus. After December 31, 1991, all
loans and extensions of credit to one borrower by
qualifying thrifts must be within the regular limits
found in § 563.93(c)(1), (c)(2), and (d). Since
August 9, 1989, dl other thriftsthat did not qual-
ify to use the temporary transition authority must
comply with the regular lending limits.

The expanded authority permits funding to con-
tinue on projects begun before FIRREA’s
enactment where disbursements were halted due
to imposition of the new lending limits. This ex-
panded authority gave qualifying thrifts more time
to establish loan participation networksto serve
the financing needs of major borrowers, thus fos-
tering continuation of profitable relationships. If a
thrift’s post-transition lending limit will not be
sufficient to accommodate major borrowersin the
future, the thrift should actively seek competent
lending partners during the transition period to be
able to continue serving these borrowers with ade-
guate funding under lower lending limits.
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Qualifying thrifts may have used the expanded
lending authority as soon as they provided the re-
gional director with acertification form (OTS
Form 1516 available from the regional office) in-
dicating the thrift’ s intent to use the transition
lending authority. This procedure was intended to
provide the regional office staff with advance no-
tice when the form is requested of athrift’s
possible intent to use the expanded authority.

For safety and soundness reasons, the regional di-
rector may have restricted athrift’sright to use
the expanded transition lending authority gener-
aly, or to restrict its use with respect to particul ar
loans or extensions of credit. Regional directors
may formally restrict lending or may disqualify a
thrift by designating it a problem association.

This temporary transition authority applied to
only two types of lending:

(1) new loans to develop domestic residential
housing units where the final purchase price of
each single-family dwelling unit, the development
of which isfinanced under the transition author-
ity, does not exceed $500,000; and

(2) loans to complete the development of residen-
tial and nonresidential projects that were
incomplete as of FIRREA’s enactment and where
the qualifying thrift had advanced funds secured
by real property under aloan or extension of
credit prior to enactment. Qualifying thrifts must
carefully consider whether providing funds to
complete such pre-FIRREA projectsis consistent
with safe and sound practice and considered risk
analysis.

The only loans permitted under this transition au-
thority, whether new residential development
loans or loans to complete a pre-FIRREA project,
were those loans and extensions of credit that:

are fully secured by a first lien on real estate
per § 545.32(c);

comply with the applicable loan-to-value re-
guirements that apply to federal thrifts per 8
545.32(d);

provide that the borrower is personally liable
for the full indebtedness arising from the loan
or extension of credit; and

receive prior approval of the qualifying thrift's
board of directors.

To protect against a potential deficiency, the OTS
required that the loan documents provide that the
borrower is personally liable for the debt. This
ensures that the thrift has full recourse against the
borrower as well asthe collateral.

The rule provided that the amount of a qualifying
thrift’sloans to all borrowers that exceeds 15% of
LTOB capital and surplus shall not, in the aggre-
gate, exceed 150% of LTOB capital and surplus
during the period beginning January 1, 1991
through December 31, 1991.

This 150% aggregate limit is applied to the
amount of loans to all borrowers that exceeds
15% of LTOB capital and surplus, including loans
made under authority of the Special Rule for
loans to develop domestic residential housing
units. However, consistent with the exclusion of
the “first” 15% from the aggregate limit, a quali-
fying thrift’ s loans made under the authority of
the additional 10% lending limit for loans secured
by readily marketable collateral under 8
563.93(c)(2) will not be included in the 150%
aggregate limit. Moreover, should a qualifying
thrift use the $500,000 Special Rule (because the
transition amount would be less), the $500,000
loans will also not fall within the aggregate limit.

Regulators are to carefully review expanded tran-
sition authority oans made to complete projects
to ensure that all regulatory conditions are met,
that such projects were clearly under way but in-
complete as of enactment, and that limited
funding to complete such projects is demonstrated
to be economically prudent and consistent with
safety and soundness. In monitoring compliance
with thisrule, regulators should closely scrutinize
the lending practices of thrifts that have recently
experienced an unusually rapid growth in assets
or that have experienced a change in ownership or
achangein officers or directors. Any abuse of the
expanded transition lending authority should re-
sult in immediate enforcement action to prevent
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recurrence and should address remuneration from
directors for any resultant losses.

SUPERVISORY CONCERNS

Regulators are responsible for assessing how well
management and the board of directors formulate,
implement, and monitor policies that address con-
centrations, self dealing, anxiety for income,
complacency, poor selection of risks, inexperi-
ence, and adequacy of controls. A major area of
concern is the thrift’ s business philosophy, which
should be stated in the mission statement of the
business plan. Regulators should determine
whether the practices and the current loan portfo-
lio mix agree with the overall mission of the
thrift. Where concentrations involve credit risk,
additions to loss allowances or additional capital
must be available to absorb possible |osses.

In examining and supervising thrifts, regulators
should determine whether:

the institution is in compliance with laws and
regulations;

directors and management are adequately in-
volved and not complacent;

there is an adequate review process to monitor
concentrations and loan quality;

management and the directorate receive ade-
guate and timely reports and require strict
control procedures; and

the thrift has adequately experienced staff in
al lending aress.

Regulators should identify existing and potential
problems and present solutions to obtain positive
corrective action.
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