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Documenting a Loan – why it’s a
big deal.


Lending money is one of the primary ways financial institutions make
money.



The simplest most “plain vanilla” concept of banking is that you take
in deposits, and loan that money out at a higher rate of interest than
you’re paying on it.



The tension, as it always is, is between the amount of risk in the loan
vs. the amount of revenue you can realize from it. How far can you
stretch the risk to get the revenue?



Since you are closely regulated by state and/or federal regulators,
this obviously has to be done in the most safe and sound way.

Documenting a Loan


Because a loan (whether commercial or consumer) is a contractual
relationship between two or more parties, much of it comes down
to what the terms of the documents provide.



The law steps in to detail what each party can and cannot do
within the terms of those agreements and acts as overlay onto the
terms of the documents.



In consumer loans, there are significantly more restrictions on what
lenders can do than there are in commercial loans.



Which is why we will talk about commercial lending separately from
consumer lending.



Generally the designation of a consumer loan is based on the
purpose – funds will be used for “personal, family or household” use.

Up front vs. back end.


Lending has three phases:



1) The Honeymoon – when you’re making the loan



2) The marriage – when the loan has been made and is performing



3) The Divorce – if and when the loan has defaulted



Lending is not the time to “kick the can down the road.” If the
divorce happens, you are locked in to what you agreed to in the
honeymoon phase, and there is very little you can do once the
borrower stops paying to shore up your position.



The time to protect yourself is in the Honeymoon phase.

Commercial Lending


In commercial lending, your risk is more in an individual transaction basis rather
than on a volume basis.



There are also far fewer laws and regulations generally applicable to
commercial lending to limit the terms of the transaction.



Idea is that it’s two commercially sophisticated parties negotiating a
contractual transaction, so the law and courts are hesitant to upend those
negotiated deal terms.



Generally, if the terms are clearly drafted and a Lender can get the borrower to
agree to them, the terms of commercial loan documents are enforceable.



There are “common law” defenses to commercial loans, e.g. Marshalling of
Assets, Exhausting Rights in collateral, set off, counterclaim, subrogation – but a
well drafted document will get the obligor to waive those defenses.



They will be subject to typical contractual defenses – unconscionability, duress,
fraud in the inducement, but these are difficult arguments to win in a
commercial context.

Applicable Regulations
Commercial Loans


Though nowhere near to the level of consumer loans, there are federal
statutes and regulations (and on rare occasions state statutes and
regulations) that apply to commercial loans.



Loans to CU officials. (NCUA Rule section 701.21(d)). This prohibits
preferential treatment of officials, their immediate family members or
anyone having common ownership, investment or pecuniary interest in
a business with the official or their immediate family members.



Section 723.7(a) out-right prohibits granting commercial loans to senior
management employees or their immediate families if the employees
are directly or indirectly involved in commercial loan underwriting,
servicing and collection. It also requires that before a credit union
makes any commercial loan to any compensated director, the board
must approve granting the loan and the compensated director must
recuse him or herself from that decision-making process

Applicable Regulations


Regulation U - Regulation U specifically focuses on leverage
extended with securities as collateral, for the purchase of additional
securities. 12 C.F.R. § 221.1



Regulation U sets a limit on the maximum loan amount an entity can
issue to a borrower securing the loan against stock or other securities
for the purpose of buying more securities. The maximum loan value
that can be offered is 50% of the collateral securities’ market value.



If you have a commercial loan secured by a pledge of ownership
interests in an entity or a brokerage account, you’ll need to
complete additional documentation certifying the purpose of the
loan.

Underwriting a Commercial Loan


You want to mitigate risk, and that is accomplished in part with solid
underwriting. This is done in a variety of ways:



Collateral – this is one of the primary ways to evidence that a
commercial loan is made in a safe and sound manner - evidencing
that it is adequately collateralized. This can be accomplished by
liens on real estate (mortgages or deeds of trust), pledge of
personal property like equipment, inventory or accounts (UCC
filing), pledge of ownership interests in (If uncertificated, UCC filing, if
certificated, possession)



Personal Guarantees – Requiring guarantees of the owner of a
business gives them “skin in the game” and makes it less likely they
will walk away, leaving the FI holding the bag.

Underwriting a Commercial Loan









What if your guarantor is married – should you require the spouse sign?
Can you require it?
Regulation B (12 C.F.R. § 1002.1) provides that a creditor shall not
require the signature of an applicant's spouse or other person, other
than a joint applicant, on any credit instrument if the applicant qualifies
under the creditor's standards of creditworthiness for the amount and
terms of the credit requested. Guarantors are applicants.
However when a borrower or guarantor requests unsecured credit, and
the lender and relies in part upon property that the applicant owns
jointly with a spouse to satisfy the standards of creditworthiness, the
creditor may require the spouse’s signature on the instruments
necessary for the creditor to reach the property upon default.
The long and short of it is that if a married guarantor shows you a
financial statement in which all his assets are owned jointly with a
spouse – he’s not creditworthy without her signature.
In PA, remember to include a specific statement in the guaranty to the
effect of “Each Guarantor specifically acknowledges that any
enforcement of this Guaranty would attach properties owned by
Guarantor as tenants by the entireties.”

Underwriting a Commercial Loan


Diligence your borrower – Good Standing Certificate, Tax Lien,
Judgment and lien search, UCC search, Bankruptcy Search.



Diligence your guarantors – Wouldn’t you like to know ahead of
time if that guarantor has a bunch of judgments outstanding to
every other lender in town? Or if they give you a financial
statement that shows no other debt and you do a UCC search and
see three different liens? What else may that guarantor being
dishonest about?



Wouldn’t you rather know these things before you give them the
money?

Underwriting a Commercial Loan


Do you want title insurance on your mortgage?



To mitigate your risk, yes, and you don’t want to just have it be a box
to check – review the exceptions when you get the commitment.
Ask for copies. See how they would impact you if you had to take
title via foreclosure.



Think about endorsements you want to mitigate your risk. Is it a
construction loan? Ask for PA 1015 which insures the lien priority of
future advances on an open end mortgage. Establish this as a
matter of policy.



UCC insurance also exists to insure the lien of your UCC filing. At
least consider if you want to require it.

Commercial Loans


What’s your institution’s position on Commitment Letters/Term
Sheets? Do you require them? Should you?



A Commitment letter allows you to agree to the relevant business
terms of the loan before you spend a lot of time moving forward. It
allows you to know if you have a “meeting of the minds” up front.



It’s my practice to incorporate the commitment letter into the loan
documents and state that to the extent there is a contradiction
between the CL and the loan documents, the loan documents
control, but that otherwise the CL is a loan document.



This means that if there is a deal term in the CL that doesn’t make it
into the loan docs through oversight on the part of the drafter, you
don’t lose that deal term.

Consumer lending


In consumer lending, the amounts for individual transactions are
lower, so the risk to a FI making consumer loans is on the volume
level rather than the individual transaction level.



Additionally a patchwork of federal consumer protection
regulations apply to consumer loans – it’s critical you understand
them and have policies in place to ensure compliance with them.



These regulations, or aspects of them, touch on everything from
advertising, documenting, closing, servicing and enforcing
consumer loans.



Let’s talk about some of the critical ones:

Consumer lending
Alphabet Soup


Regulation Z (12 C.F.R. § 1026.1) protects consumers from misleading practices
by the credit industry and provides them with reliable information about the
costs of credit. It applies to home mortgages, home equity lines of credit,
reverse mortgages, credit cards, installment loans, and certain kinds of student
loans.



Federal Reserve Board, the basic purpose of Regulation Z and TILA was “to
ensue that credit terms are disclosed in a meaningful way so consumers can
compare credit terms more readily and knowledgeably. Before its enactment,
consumers were faced with a bewildering array of credit terms and rates.”



Protect consumers against inaccurate and unfair credit billing and credit card
practices;



Provide consumers with rescission rights;



Provide for rate caps on certain dwelling-secured loans



Mandates standardized rules for calculating and disclosing loan costs; and



Impose limitations on home equity lines of credit and certain closed-end home
mortgages.”

Consumer Lending
Alphabet Soup


Regulation X. The Real Estate Settlement Procedures Act, or RESPA (12 C.F.R. §
1024.1), was enacted by Congress to provide homebuyers and sellers with complete
settlement cost disclosures. Applies to mortgage loans attached to one-to-four
family residential properties. The objective of the Act is to educate borrowers
regarding their settlement costs and to eliminate kickback practices and referral
fees that can inflate the cost of obtaining a mortgage.



RESPA applies to the majority of purchase loans, refinances, property improvement
loans, and equity lines of credit.



RESPA requires lenders, mortgage brokers, or servicers of home loans to provide
disclosures to borrowers concerning real estate transactions, settlement services, and
consumer protection laws.



RESPA prohibits loan servicers from demanding excessively large escrow accounts
and restricts sellers from mandating title insurance companies.



A plaintiff has up to one year to bring a lawsuit to enforce violations where kickbacks
or other improper behavior occurred during the settlement process.



A plaintiff has up to three years to bring a suit against their loan servicer.



Also significant loss mitigation procedures and guidance on enforcement of loans.

Consumer Lending
Alphabet Soup


Regulation B (12 C.F.R. § 1002.1) is intended to prevent applicants
from being discriminated against in any aspect of a credit
transaction. Reg B outlines the rules that lenders must adhere to
when obtaining and processing credit information. The regulation
prohibits lenders from discriminating based on age, gender,
ethnicity, nationality, or marital status.



All lenders are required to comply with Regulation B, which protects
applicants from discrimination.



Reg B mandates that lenders provide explanations to rejected
applicants within 30 days of receiving their completed applications.2



Creditors that fail to comply with Regulation B are subject to punitive
damages.

Consumer Lending
Alphabet Soup


However, there are certain times when such information can be collected from the
applicant. For example, an applicant who puts down his home as collateral will have
additional information collected for monitoring compliance.



Furthermore, an applicant's age can be requested if it appears that they cannot
legally sign a contract. Creditors can ask about the number of children, their ages,
and the borrower's financial obligations relating to the children. Marital status is also
required if the applicant resides in a community property state.



A creditor may only request information from a loan applicant’s spouse if:



The spouse will be permitted to use the account



The spouse will be contractually liable on the account



The applicant is relying on the spouse's income as a basis for repayment of the credit
requested



The applicant resides in a community property state or relies on property located in
such a state as a basis for repayment of the credit requested



The applicant relies on alimony, child support, or separate maintenance payments
from a spouse or former spouse as a basis for repayment of the credit requested

Consumer Lending
Alphabet Soup


Regulation P (12 C.F.R. § 1016.1) requires financial institutions to provide certain
privacy notices and to comply with certain limitations on the disclosure of
nonpublic personal information to nonaffiliated third parties and requires
financial institutions and others to comply with certain limitations on redisclosure
and reuse. Covers:



Privacy notices and notices concerning the right to opt out of certain
information disclosures



Limits on disclosure of certain information to nonaffiliated third parties



Limits on redisclosure and reuse of certain information



Limits on sharing account number information for marketing purposes



Provides critical exceptions, such as when information can be disclosed without
the consumer’s express consent, e.g. in connection with properly authorized
civil, criminal, or regulatory investigation, or subpoena or summons by Federal,
state, or local authorities. 12 C.F.R. § 1016.15

Consumer Lending
Alphabet Soup


Regulation F. The Fair Debt Collection Practices Act (12 C.F.R. §
1006.1) covers when, how, and how often a third-party debt
collector can contact a debtor.



Details how and when you can contact a defaulted debtor and
what sort of actions are prohibited as abusive.



If the FDCPA is violated, a debt collector can be sued in state or
federal court for damages and legal fees within one year of the
violation.



Even though the federal law only applies to third party debt
collectors, many states go farther. E.g. in PA, the Fair Credit
Extension Uniformity Act (73 P.S. § 2270.1) incorporates the terms of
the FDCPA and adds that it applies to original creditors collecting
their own debt.

Consumer Lending
Alphabet Soup


Regulation V. The Fair Credit Reporting Act (FCRA) (12 C.F.R. §
1022.1) is a federal law that regulates credit reporting agencies and
compels them to insure the information they gather and distribute is
a fair and accurate summary of a consumer’s credit history.



It offers very specific guidelines on the methods credit reporting
agencies use to collect and verify information and outlines reasons
that information can be released.



Applies to FIs as a “furnisher” of credit information under the act.



Applies to when and how credit reports can be obtained without
the express consent of a consumer

Consumer Lending
Alphabet Soup
Note that under the FCRA the furnisher of information has limited civil
liability directly to the consumer; for example, it is the credit reporting
agency who has potential direct civil liability to the consumer for
inaccurate information on a credit report.
 However, a furnisher has potential civil liability directly to the consumer
for its failure to properly investigate a claim when it comes through a
reporting agency, as well as for claim of obtaining a credit report under
false circumstances, which is when a creditor obtains a report for
anything other than a “permissible purpose.”
 The Federal Trade Commission has opined that, “We agree that it is
reasonable to view a business transaction in which an individual has
accepted personal liability for the business debt as involving the
consumer, thus providing a permissible purpose for the lender to obtain
a consumer report.” This does not require the individual’s express
consent.


Consumer Lending
Alphabet Soup


Regulation D. The Alternative Mortgage Transaction Parity Act
(AMTPA) (12 C.F.R. § 1004.1). A law that overrode many state laws
preventing banks from writing home loans other than conventional
fixed-rate mortgages. The Act led to the availability of various new
“exotic” mortgages such as adjustable rate mortgages, interest-only
mortgages, and balloon payment mortgages.



Regulation M. Consumer Leasing Act (12 C.F.R. § 1013.1 Part of TILA –
Allows consumers to get meaningful and accurate disclosure of
lease terms before they enter into a contract. With this information,
consumers can more easily compare one lease with another, and
compare the cost of leasing with the cost of buying on credit or the
opportunity cost of paying cash. In addition, the CLA limits balloon
payments due at the end of the lease, and regulates advertising for
leasing transactions.

Consumer Lending
Alphabet Soup


MLA – Military Lending Act protects active duty members of the
military, their spouses, and their dependents from certain lending
practices. These practices could pose risks for service members and
their families, and could pose a threat to military readiness and
affect service member retention.



It limits the amount a creditor may charge, including interest, fees,
and charges imposed for credit insurance, debt cancellation and
suspension, and other credit-related ancillary products sold in
connection with the transaction.

Consumer Lending
Alphabet Soup


Provides an optional safe harbor from liability for certain procedures
that creditors may use in connection with identifying covered
borrowers;



Requires creditors to provide written and oral disclosures in addition
to those required by TILA/Reg Z;



Prohibits certain loan terms, such as prepayment penalties,
mandatory arbitration clauses, and certain unreasonable notice
requirements; and



Restricts loan rollovers, renewals, and refinancings by some types of
creditors.

What State Statutes may apply?


The federal government isn’t the only governmental body with an
interest in protecting consumers. States may adopt their own
consumer protections statutes that are more protective than the
federal law



Just as an example, PA Act 6 (41 P.S. Section 101) has additional
protective provisions, including



1) that prepayment penalties are not permissible in loans secured by
residential real estate



2) that the debtor has a right to cure the default at any point up to
an hour before the hammer falls a the sheriff’s sale by curing the
arrears plus attorneys’ fees



3) Attorneys’ fees can only be assessed if they are reasonable and if
legal action is filed.



Provisions of Act 6 may not be waived by any oral or written
agreement executed by any person.

What State Statutes may apply?


Act 6 applies to “non-corporate borrowers” who are obligated to pay
“a sum of money in an original bona fide principal amount of the base
figure or less, evidenced by a security document and secured by a lien
upon real property located within this Commonwealth containing two
or fewer residential units or on which two or fewer residential units are to
be constructed.”



Base Figure changes annually; right now it’s $260,404, and is updated
yearly in the PA bulletin



Act 6 does not have a specific scope that indicates it only applies solely
to typical “consumer purpose” loans, it applies to obligations secured
by a lien on residential real estate located in PA.



This means that enforcement action taken with respect to guarantees
of commercial loans secured by a principal’s personal residence will be
subject to Act 6.

State Statutes


States also have protective provisions related to auto lending.



In PA, the Motor Vehicle Installment Sales Act (12 Pa.C.S.A. § 6201)
places restrictions on auto loans may be collected, but also what
terms the documents may and many not include, and what
disclosures are required.



This will apply to your CU, if you participate in an indirect lending
program with selected auto dealers. The paper you purchase is an
Installment Sales Contract within the scope of this PA Act, which
imposes additional requirements over and above federal law.

Takeaways:


State consumer protection statutes typically don’t apply to you as
the Lender – they apply to the borrower or his property.



The State doesn’t have an interest in protecting borrowers of
Lenders located in their jurisdiction, they have an interest in
protecting the borrowers in their jurisdiction.



If you have a member who wants you to make a loan secured by
their beach house in Delaware, or their ski cabin in Colorado, don’t
simply assume you have to comply with the state consumer
protection laws where you are located.

Don’t forget licensing/registration
considerations


When making a loan to a borrower in another state, don’t forget to
make sure you as an institution aren’t violating state law by making
the loan



Three components to this: (1) licensing as a mortgage lender, (2)
whether applicable state level department of financial institutions
permits it and (3) whether lending in that state rises to the level of
“doing business” for the purposes of registering as a foreign entity.



Bad news is the answer to each of those three questions varies from
state to state.

Don’t forget licensing/registration
considerations


Often, financial institutions don’t need to obtain a license to make a
consumer purpose mortgage loan secured by residential property in
states.



But it’s not the rule in all states. In Maryland, if the institution doesn’t
have a branch in MD, it needs to obtain a license prior to making
such mortgage loans



NJ has protectionist banking rules that do not allow or heavily restrict
institutions chartered in other states to conduct banking business
there.



All 50 states have their own answers to the licensing and registration
questions.

Don’t forget licensing/registration
considerations


The same applies to whether an institution needs to register as a
foreign entity conducting business in that state by virtue of making a
loan secured by property there.



What’s the penalty for doing business in a jurisdiction in which you
aren’t licensed – nothing much except you are prohibited from
maintaining an action in that state’s courts.



Good luck foreclosing on that mortgage if you aren’t permitted to
maintain a legal action there as a plaintiff.



If the response is: I sell my consumer mortgage loans on the
secondary market, so who cares? You still do, because you sell
them with recourse, and I guarantee you that selling your purchaser
a loan in which you violated the law creates in you a repurchase
obligation.

Policies and Procedures


You should have separate, detailed policies and procedures for
each of Commercial and Consumer Loans



Consider further breaking the consumer Lending Policies down by
individual type of loans you make – residential mortgages, auto
lending, credit card, student loans etc. This allows you to better
account and provide for the specific consumer protection laws that
apply to the specific type of consumer loan.



Give serious consideration to what products you do and do not
want to offer as a cost vs. risk benefit analysis.



The more complex and less “plain vanilla” the product the more risk
it creates, and generally the more it costs in oversight.

Policies and Procedures
Specific Considerations


What about out-of-state consumer lending? Do you allow it? If so, what states?
If so, what investigation has to be done beforehand and by whom?



What documents, if any, will you accept electronically? With mortgages, in PA
at least, electronic signatures are only accepted for recording on a by-county
basis.



An electronically signed Promissory Note is enforceable under contract law
against the borrower (assuming its electronic execution complies with the E-Sign
Act (15 U.S.C.A. § 7001) and UETA (73 P.S. § 2260.101) or other applicable state
law), but it is not a negotiable instrument under Article 3 of the UCC. This could
potentially negatively impact the transferability and subsequent enforcement of
the note. CU employees or contracted third parties should verify the necessity
of the note qualifying as a negotiable instrument before accepting an
electronically signed promissory note. The absence of an originally signed note
may also negatively impact the ability of the bank to pledge a note as
collateral, or for the bank to perfect a security interest in a note it pledges as
collateral for a loan.

Policies and Procedures
Specific Considerations


Do not forget that the requirements for electronic signatures vary
when the purpose of the transaction is consumer – there are express
consents that need to be obtained under both the E-Sign Act and
UETA.



In documenting individual commercial transactions, at what point it
is worth it to you to outsource documentation to outside counsel?



Is that based on the complexity of the transaction, e.g. collateral
you don’t typically use like a pledge of ownership interests in a
closely held entity or brokerage account? Or is it strictly based on
the size/amount of the loan. Make a policy decision based on your
institution’s risk tolerance and then adhere to it.

Policies and Procedures


As is the case with all your policies, you can’t plan for everything,
especially in an area in which as you have seen has a lot of
eventualities to plan for.



When you see a deficiency in your policies and procedures that
need to be addressed, update it



Put the up-front work and research to be sure you cover as much as
you can.



Learn from experience.



And above all, train on your policies frequently.

Thank you so much for you time
and attention.
Any questions?

