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CHAPTER 3. CREDI T | NVESTI GATI ON AND COLLECTI ONS

CREDI T | NVESTI GATI ON AND APPROVAL. I n applying for and
accepting a contract of insurance, the lending institution
assunes the responsibility of applying sound principles in the
eval uation of credit. The lending institution, in considering
the credit of the applicant, is advised that HUD i nsurance
coverage does not relieve it of the responsibility of exercising
the care that a prudent |ender would take if the | oan were not
being offered for insurance. The institution's profit depends
upon the type of credit approved; to nmake a |l oan to a borrower
knowi ng that the additional indebtedness cannot be repaid
benefits no one.

a.

Credit Application. The applicant shall furnish the |ending
institution with an executed Credit Application, Form

HUD- 56001, (See Appendi x 1), approved or provided by HUD for
each | oan nade or note purchased. The lending institution
must assure that all questions are answered and that the
formis dated and executed by the eligible borrower(s), that
if the proceeds are to be disbhursed to a deal er-contractor
the persons selling the inprovenents have signed; and that
if prepared by other than the applicant, the person
preparing the application has signed. Were a borrower
occupi es property under a |lease, the | essor must give
consent in witing to the making of the inprovenents and
procurenent of the loan. Lenders are rem nded that the
appropriate social security nunbers of the applicants nust
be placed on the credit application

Credit Investigation. The application nmust be suppl emented
by either a cormercial credit report on the borrower or

evi dence of the lender's investigation of the borrower's
credit to satisfy the | ender that the applicant represents
an acceptable credit risk. Such other information as is
consi dered desirabl e nust be obtained and on the basis of
all information in its possession, the lending institution
nmust then pass upon the acceptability of the credit risk

Credit Approval. Wth possession of the credit application
and a comercial credit report, the loan officer is in a
position to nake a credit judgnent. A deternination that
the applicant has a steady and sufficient incone that wll
all ow, after the paynment of |iving expenses, plus other
obligations, sufficient overage to make payments on the | oan
can be generally ascertained with a systematic revi ew of
credit information. Points to be considered in review ng
the application are as foll ows:
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(3-1) (1) The sane basic review and criteria utilized by the |oan
manager shoul d be made regardl ess of the amount
borrowed and the length of time required for repaynent.
(2) The nanme and address of the applicants, their |ength of
resi dence and nunber of dependents provide specific
credit information, such as,

(a) The name and address establishes the identity of
the person bei ng checked and can prove a val uabl e
aid to the collection departnment in the event of
defaul t.

(b) Generally, stability of the applicant may be
determined by the length of residence at one
addr ess.

(c) The nunber of dependents provides a good insight,
since assunming a like incone, it is not probable
that a young couple with 4 children can afford to
i ncur as nuch debt as an ol der coupl e without
dependent s.

(3) The borrower's enployment, other income, his/her length

of enpl oynent and the type of business al so provide key
insights into his/her ability to repay the debt.

(a) Most people work for salary and wages and it is
relatively easy to verify incone with their
enpl oyers. Verified incone amobunts shoul d be
noted in witing on the application

(b) The length of enploynent, the probability of
conti nued enmpl oynent and the enploying firmare
all inmportant. The loan officer should know the
maj or enployers in the locality and should be
aware of seasonal or other |ayoff policies.
Enmpl oyment by a government agency, national, state
or local is usually a good indicator of continued
i ncome.

(c) Wen an applicant has held a position for only a
short time, the previous enploynent record will
provi de additional useful information. A switch
fromone enployer to another in the sane |line
shoul d not be regarded as a warni ng agai nst credit
wor t hi ness, though a conpl ete change of field
m ght be so construed.
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(3-1)

(4)

(5)

(d)

Sone applicants will, of course, be self-enployed,
and it is not always possible to obtain financial
statenents, copies of tax returns, or 6ther data
to verify incone. In sone cases a Commerci al
Credit Reference Book can be of great assistance.
The listing gives the type of business, when the
firmwas started or came under its present
control, the net worth and a rating of its credit
performance. Another source of information on

sel f-enpl oyed individuals is the conmercial bank
whi ch hol ds the applicant's checking account. The
bank will usually verify the length of tinme the
account has been established, the average bal ance
and t he nunber of overdrafts, if any.

The next portion of the application provides the
applicant's credit background.

(a)

(b)

The nanes of |enders or nerchants who have
previously extended credit are obtained, as well

as information about checki ng and savi ngs accounts.
Qccasionally this section will also provide clues
to unreported obligations. For sone reason, the
applicant who is trying to conceal an outstanding
obligation will often give the name of the
creditor as a reference.

If the applicant is not currently in debt, this
part of the application nmay be the only source of
credit information. |In such cases, a call to the
| ender hol di ng hi s/ her checking account may revea
i nstances of repeated return of checks.

Per haps the nost inportant part of the application is
the outstanding debts. Wth this information it is
possible to establish a ratio of income to outstanding
debt s.

(a)

(b)

In sone instances, the information in this part of
the application is sufficient for on-the-spot
rejection of the |oan

A lack of debts is not, in itself, justification
for making the loan. It nmay be that the

i nformati on has been omitted, or factors such as
litigation may change the situation
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(c) Never make the assunption that no debts exi st
merel y because none are |isted.

(6) Security. A loan in excess of $2,500, exclusive of

fi nanci ng charges, nust be secured by a lien on the

i nproved property. Liens may, of course, be obtained

on loans of a lesser anount if so desired.

(1) Normally this is acconplished by obtaining a
nmort gage or deed of trust. UCC 1 Financing
St atement, Assignnent of Rents and Agreenents Not
to Encunber or Land Contract Equity Liens do not
satisfy this requirenent.

(2) To obtain a lien, all owners of the property nust
sign the nortgage instrunment. It is not however,
required that all owners obligate thensel ves on
t he note.

(3) Reasonabl e expenses incurred by the | ender in
obtaining a lien may be passed on to the borrower.
These expenses must be collected in cash, are
limted to those allowed in Section 201.4(b), and
may not be included in the | oan proceeds.

(4) Al liens obtained, whether required or not, may
not be rel eased wi thout the prior approval of the
Commi ssi oner

(7) Inflated Prices. 1t is inportant that the |ending
institution determ ne that the anmount of credit applied
for is in proper proportion to the value of the work to
be done. Lending institutions are expected to exercise
diligence to detect the inflated charges for work to be
done with proceeds of the Title I loan. It is obvious
that | oans which finance excessive costs represent
unsound credit advances on which collection will be
difficult. Mre inportant than this consideration
however, is the fact that |endi ng noney under such
conditions is a grave disservice to honmeowners.

Lenders nust limt the approval of such deal ers.

3-2. ELIG@BLE NOTES. A note nust bear the genuine signature of the

borrower (s) and be valid and enforceabl e agai nst the borrower(s)
as defined in the regulations. Any signature in addition to
that of the borrower(s), such as the co-nakers or endorsers

must be genuine. |If the note is executed for or on behalf of a
corporation, or in a representative capacity, the note nust
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create a binding obligation of the principal. The nane of the
payee nmust be stated, and the nunerical and witten face anounts
must be in agreement. The note nust stipulate the nunber and
anount of the equal periodic paynents, and if the note calls for
nmonthly installnents, the first paynment nust be due no | ater
than two cal endar nmonths fromthe date of the note

a. It is suggested that the date fixed for the first and
subsequent paynents shoul d be nade agreeable to the borrower
and correspond whenever possible with the date on which the
borrower receives his/her incone. The note must contain a
provision for acceleration of maturity upon default.

b. Note Forns. HUD does not furnish the lending institution
with note forns. Lending institutions have the
responsibility of drafting note fornms that are valid and
enforceable in the jurisdiction where the | oans are nmde.
if it is a dealer loan, and the dealer is the designated
payee, the reverse of the note nust bear a conplete with or
wi t hout recourse endorsenent by the deal er-contractor. The
note nust al so contain the proper consuner claimand defense
notice as required by the Federal Trade Conmi ssion

Exanpl e:

W THOUT RECOURSE

Pay to the Order of the Doe Bank
ABC Hone | nprovenent Conpany

BY:

TI TLE: MANAGER

3-3.

FI NANCE CHARGES. The maxi num finance charge all owed by the
regul ations is intended to cover all expenses that may be
incurred by this institution in placing the transaction on its
books, except the foll owi ng expenses which may be incurred in
taking security for the loan; recording or filing fees,
docunentary stamp taxes, title exam nation charges, and
satisfaction fees. These costs may not be included in the face
anount of the note, nor paid out of the proceeds of the |oan
However, they nmay be paid by the borrower as a separate item
The recovery is limted to the actual cost to the lender. No
poi nts or discounts of any kind may be assessed or collected in
connection with the | oan transaction

PREPAYMENT REBATE. \Where the prepaynent of an installnment is
nerely a voluntary paynent prior to its due date, such paynent



shal | not be construed as increasing the rate provided for in
the regul ations. However, if the entire bal ance outstandi ng on
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3-5.

the note is paid in advance, the lending institution nust
calculate a rebate of the full unearned portion of the total
financi ng charge. The prepaynent rebate will be calculated in
the sane manner as a refinancing rebate, commonly identified as
the rule of 78's.

a. Acquisition charge. Were the |aw of the jurisdiction
permits an acquisition or mninumretained charge, such
charge may be deducted fromthe rebate. See bookl et
HUD- 91355, Table of Factors, for applicable factors.

b. In conputing the prepaynent rebate the | ender is not
required to nake a rebate of |less than $1.00 except on
application of the borrower.

This section is not applicable to any | oans wherein the
earned charges are cal culated by the actuarial method.

REFI NANCI NG. HUD recommends that lending institutions utilize
the refinancing privilege permtted by the regulations in cases
where the facts and circunstances justify retention of the
borrower to pay out the obligation in full. Care nust be taken
in refinancing to be certain that security is not released. The
dropping of a signature in refinancing is considered a rel ease
of security. Each refinancing transaction should be reported
within 31 days fromthe date of refinancing on the Title I

Ref i nanci ng Report, Form FH 5, (See Chapter 4).

a. Al loans previously insured may be refinanced in accordance
with the provisions of the regulations in effect at the date
of refinancing. However, fire safety equi pnent | oans may
not include an additional advance and will not be covered by
the provisions of (b) and (c) bel ow since the earned
interest charges will be calculated by the actuarial nethod

b. In refinancing notes previously reported for insurance, with
or without an additional advance, the unearned portion of
the financing charge nust be subtracted fromthe tota
charge. |If no additional advance of funds is nade, the
financing institution may assess the borrower a handling
charge as authorized by the regulations. For sinplicity in
handling, it is suggested in the refinancing of an account
that it be effective on the due date of an installment.



c. For all Title |l loans, if all of the provisions of a |oan
will remain intact, with the exception of the interest rate
and the paynents, a sinple nodification agreenent may be
used to reduce the annual percentage rate and nonthly
paynents. Under these conditions, no insurance reporting to
HUD is required
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Ref i nanci ng and nodification transactions only apply to
borrowers previously obligated on the | oan being refinanced
or nodified. The maxinmuminterest rate in effect on the
date of the application for refinancing.

Since nodi fication procedures can only be used to reduce
interest rates on loans, the parties can agree on any rate
of interest below the FHA maxi numrate which was in effect
at the tine of the application for the existing |oan.

d. The fornula for conputing the anpbunt of unearned charge is:

(1) Charge for full termx appropriate factor * = unearned
char ge.

* The appropriate factor for any | oan being refinanced
may be obtai ned from bookl et HUD- 91355.

(2) Exanple:

Date of note: Septenber 2, 1976

Face anount: $5,413.51

Net Proceeds: $4,000.00

Fi nanci ng Char ges: $1, 413.51

84 Monthly Paynents: $64.46 commenci ng October 2, 1976
Loan Refinanced: My 2, 1980

. 22297* x $1,413.51 = $324.68 (unearned charge)

*Factor of 84 paynent | oans, 44 paynents of which have
become due

3-6. COLLECTIONS. A lending institution is expected to pursue an
aggressive policy in the collection of HUD property inprovenent
loans. In carrying out such a policy, it is suggested that form
notices, dictated letters, tel egrans, tel ephone calls, and
personal contacts be used. A system should be established
calling for automatic foll owup, such as the fifth, tenth and
fifteenth day after default occurs. |If this does not produce
results, the account should receive special handling. The use
of the tel ephone is recommended, but if results are not
obt ai ned, the borrower should be personally contacted by a



collector. Every effort should be nade to di scover the reason
for default and to effect reinstatenent of the account. It is
of the utnost inportance to keep in close touch with the
borrower when a note has become delinquent. Constant follow up
is essential to a successful collection program
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(3-6) a. Definitions-Delinquency and Default. A loan is considered
in default when all collection efforts have failed to
produce further paynments and future collectibility of the
loan is in doubt as determ ned by the | ender. The date of
default is the date of the earliest unpaid installnent. A
| oan is considered delinquent any tinme a paynent is due and
not paid.

b. Lender Collection Attitude. Effective |oan servicing
techni ques call for an awareness of |ender personnel of the
psychol ogi cal differences and varying |ifestyles anong
borrowers. Servicing practices which are effective with one
borrower may not be effective with another. However, the
| ender is expected to pursue an aggressive collection policy.
The | ender, in conmunicating with the borrower, shoul d work
with the borrower in correcting the delinquency.

c. Delinquency Control

1. The | ender shall have an organi zed neans of identifying,
on a daily basis, the paynent status of delinquent
| oans.

2. The system enpl oyed shall provide current information to

permit collection personnel, wherever |ocated, to
initiate and followup on collection activities.

3. The | ender's records shall be docunmented to reflect all
of their collection activities.

4, As a neans of delinquency control, the | ender shal
accept fromthe borrower and credit to the borrowers
account, a partial paynent of any anpbunt due at the tinme
the partial paynment is tendered, including |ate charges.

d. Staffing. A successful collection departnent is one which
utilizes understanding and flexibility in its operations.
There is no substitute for human judgment in | oan servicing
and that function should not be relegated to a computer or
encased in a rigid system



1. Col I ection personnel shall be qualified to eval uate
del i nquent accounts in relation to the circunstances of
the borrower in order to make sound decisions regarding
the possibility of avoiding defaults.

2. The collection staff shall be famliar with HUD
Regul ati ons.
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(3-6) 3. The staff shall be accessible to delinquent borrowers
for personal interviews.
4, The coll ection staff shall be know edgeabl e of conmmunity

organi zati ons which can provide services to the
borrower, treat the causes of the default, and help the
borrower to becone current.

Lender Collection Techni ques. Delinquent borrowers
generally fall into three categories: COccasiona

del i nquents, chronic delinquents and critical delinquents.
Col I ection techni ques nmust be adapted for each category.
Contact with borrowers is the nost basic collection tool and
nmust be attenpted as early as possible. Sone techni ques for
contacting the delinquent borrower are listed bel ow

1. Letters and Automatic Notices. Conputer-prepared cards
and formletters are sonetines effective, particularly
with occasional delinquents. |If formletters are used,

adequat e controls should be established to avoid sendi ng
duplicates to the sanme borrower, especially in the sane
situation. Personal l|letters obviously, cover a nuch
broader area than the formletter

2. Tel ephone Calls. The sinplest formof direct
communi cation with a delinquent borrower is by tel ephone.
In conducting tel ephone interviews it is inportant to be
both firmand courteous, and to contact the delinquent
at a tinme nost appropriate, nmake reference to the |oan
provi sions and the methods of |egal recourse avail able
to the lender. Successful telephone interviews wll
generally preclude the necessity of a personal interview
Al'l pertinent infornmation devel oped during the tel ephone
call shall be fully docunented in the collection records.
A system shoul d be established calling for automatic
foll owup, such as the fifth, tenth, and fifteenth day
after delinquency occurs. |If this does not bring
results, the account shoul d receive special handling.



3. Personal Interviews with Delinquent Borrowers. A
face-to-face interviewwith the borrower prior to filing
a claimis a recommended procedure. These interviews
have historically played an inportant role in
reinstating accounts that otherwi se would result in a
claim Personnel representing the | ender at such
nmeeti ngs shoul d be enpowered to propose reasonabl e
repaynment plans and should be famliar with the limts
of their authority. |If a lender's enployee, either in
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a face-to-face neeting, in correspondence, or by
t el ephone, agrees to a repaynent plan, the fact that he
had no authority to do so should not serve as
justification for later unilateral abrogation of the
pl an by the | ender,
4, Del i nquency Counseling. Wen normal collection

techni ques are not effective, consideration may be given
to professional or community service counseling for the
del i nquent borrower.

f. Legal Action. 1In the case of recalcitrant borrowers who

have the ability to pay, and if warranted by the facts of
the transaction, the lending institution should consider the
advisability of instituting legal action. An insured

I ending institution nmay claimreinbursenent for |ega
expenses within the ampbunts set out in the regul ations.

g. Extensions. A lender is prohibited from extending paynents
beyond the original maturity of a |loan. This does not
prevent |enders fromaccepting |ate | oan paynents, carrying
a | oan past due, or deferring paynents to be repaid within

the original maturity period. |If it is desired to defer al
remaining installnments of a loan, it recomrended that it be
refinanced. |f refinancing is not practicable, |ending

institutions may request an extension of the claimperiod to
carry the account delinquent for a longer tinme in order to
work out a satisfactory plan of liquidation. Requests for
such extensions should be nade on HUD Form 9229, Requests for
Extension of Title | CaimPeriod, (See Appendix 1), prior

to the expiration of the all owabl e peri od.

h. Assunption Agreenents. \Were circunstances warrant, a
| ender nmay permit the assunption of the balance of a Title
note to a third party. It should be made clear, however, to
all parties that the ternms of the note nust renmain in ful
force and effect and the assunption cannot relieve the



3-7.

original borrower(s) of liability on the note, unless the
prior approval of the Comm ssioner is obtained. 1In the
event of a subsequent default and necessity to nmake claim
for reinbursenent of loss, the claimfile nust contain

evi dence of a demand for payment for all parties.

ADVANCE PAYMENTS. The acceptance of a voluntary paynent of note
or nmore installments prior to the due date shall not be
construed as increasing the maxi num permi ssible financing charge
as provided in the regul ations. However, if the prepaynment sum
exceeds two full installnents it is recomended that the | ending
institution have a clear understanding with the borrower as to
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3-8.

the date of the next paynent. Too long a period should not
el apse between the application of a lunp sum paynent and the
date for continuation of regular paynments unless there are
legitimate reasons for an extended |apse of tine. It is
important to mmintain the paying habit of the borrower.

PERM SSI BLE LATE CHARGES. Late charges are linmited to 5 cents
for each $1.00 of each installment nore than 10 days in arrears.
No | ate charge on a past due installnent may be accrued in
excess of $5.00. A late charge is to reinburse the insured for
work involved follow ng the borrower for a delinquent paynent.

It is not a part of the original finance charge, which is
determined at the tinme the loan is granted on the basis that the
note will be paid in accordance with its terns. The collection
of late charges shall not be considered in conputing the maxi num
fi nanci ng charge which the insured institution may charge the
borrower. Late charges may not be collected if daily interest
charges are being assessed.

a. Application of Late Charge. If the borrower makes a paynent
to be applied to his regular installnment it is not
perm ssible for the | ender to deduct |ate charges that have
been billed unless the borrower specifies such deductions.
However, if in the absence of specific instructions fromthe
borrower, the |l ender advised the borrower in witing that a
portion of a payment will be applied to |late charges and the
borrower expresses no objection, such application shall be
consi dered perm ssible insofar as HUD Regul ati ons are
concer ned.

b. Evidence of Billing. Evidence supporting the application of
| ate charges collected nust be included in the file when a
claimfor loss is nmade. HUD does not reinburse the
institution for uncollected | ate charges.
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c. Provisions for Interest after Maturity. It is not intended
that late charges shall take the place of interest on the
principal after the maturity of the whole obligation. Thus,
a provision for such interest after maturity will not
conflict with the limtations set forth in the Regul ations
which refer only to interest or late charges taken on a
specific installment for failure to make that payment on
time.

PRE- CLAI M COLLECTI ON ASSI STANCE. Pre-claimcollection

assi stance is avail able when the financial institution
determnes that all collection efforts on a defaul ted account
has been exhausted. Upon proper request HUD For m 55083, (See
Appendi x 1), HUD wites to the borrower(s) advising of the
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3-10.

3-11.

seriously delingquent condition of the account and urging that
they imedi ately contact the financial institution to arrange a
satisfactory repaynment schedule. Detailed information about
this plan may be obtained fromthe local HUD Field Ofice.
Lending institutions are requested to use this plan only as a

| ast measure prior to filing a claimfor loss with HUD. The
pl an shoul d not be used when the | ending institution knows the
borrower is a "skip" or knows there is a dispute or conplaint by
t he borrower.

FORECLCSURE. Except for fire safety equi pnent |oans, an insured
may proceed agai nst security taken and file a claimfor
deficiency, if any, provided the prior approval of the

Conmi ssioner is obtained. In the case of a fire safety |oan

the Il ender nay elect to assign the loan to the Comissioner in
exchange for payment of insurance benefits or it may exercise
its right under the note and security instrument in |lieu of
maki ng a claimfor insurance benefits. |In the case of the
latter option, the lender may not file for any deficiency which
may result.

CLAIM FOR LOSS. daimfor reinbursenent of Ioss on an eligible
not e maybe made to the Conmi ssioner after default, provided
witten demand has been nade upon the borrower for the ful
unpai d bal ance of the note. (Suggested phrasing of the denmand
letter is given in Chapter 4.) Wth the exception of fire

saf ety equi pnent |oans for nursing honme facilities, the

al l owabl e claimperiod will run to 6 nonths after the due date
of the final installnment unless an extension of the claimfiling
peri od has been requested. On a fire safety equi pnent | oan, the
claimfiling period shall be 9 nonths and 31 days after the due



date of the earliest unpaid installnent unless an extension is
requested and approved by the Conm ssi oner.

A, Wen all efforts to collect a defaulted Title | account have
been exhausted, Title | lenders are required to notify the
appropriate Credit Bureau that a default exists and a | oss
claimwill be filed with the United States Departnent of
Housi ng and Urban Devel opment. See Chapter 5 for claim
filing procedures.
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