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Version 1.1 Introduction

Introduction

The Office of the Comptroller of the Currency’s (OCC) Comptroller’s Handbook booklet,
“Other Real Estate Owned,” is prepared for use by OCC examiners in connection with their
examination and supervision of banks. Each bank is different and may present specific
issues. Accordingly, examiners should apply the information in this booklet consistent with
each bank’s individual circumstances. When it is necessary to distinguish between them,
national banks and federal savings associations (FSA) (collectively, banks) are referred to
separately. (Updated August 31, 2018)

This booklet focuses on the acquisition, management, disposition, and accounting of other
real estate owned (OREQ) held by banks. (Updated August 31, 2018)

OREO is real esta ding capitalized and operating leases, that is
e acquired throughfany in full or partial satisfaction of a debt previously contracted.
e aformer banking'f inctuding a property that was acquired for future expansion but

for which banking is o r contemplated.
For regulatory reporting purpOses Iso includes
acquired through foreclosure or b |igl of foreclosure.

o real estate collateral securing a loan ank has obtained physical possession of
the collateral, regardless of whether formal dimgs have been instituted against the

e equity holdings, such as limited biwIVpanies, that indirectly represent real estate
e

borrower.
o foreclosed real estate sold under contract and af gi'fopunder the deposit accounting
method in accordance with the Financial Accountig®St Board’s Accounting

Standards Codification (ASC) 360-20-40, “Property, quipment — Real Estate
Sales,” or accounted for under ASC Subtopic 610-20, geome — Gains and Losses
From the Derecognition of Nonfinancial Assets,” when th @ n does not meet the
requirements of ASC Topic 606, “Revenue From Contracts Wiith @tstomers.” Refer to
the “Accounting for Sales of OREQ” section of this booklet for more information on the
applicable accounting standards and effective dates for different types of entities.
(Updated August 31, 2018)

While this booklet focuses on foreclosed real property, the acquisition accounting and
reporting guidance described in this booklet may apply to other types of foreclosed
(repossessed) property, such as consumer and commercial goods, financial instruments, and
intangible assets.! For reporting purposes, as with real property, other foreclosed assets
include loans where a bank has received physical possession of a borrower’s assets,
regardless of whether formal proceedings take place. (Updated August 31, 2018)

! Guidance for other repossessed property can be found in the “Installment Lending” booklet of the
Comptroller’s Handbook and the Federal Financial Institutions Examination Council (FFIEC) call report
instructions. (Footnote updated August 31, 2018)
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Version 1.1 Introduction > Authority to Hold and Risks Associated With OREO

Authority to Hold
(Section updated August 31, 2018)

12 USC 29 permits a national bank to hold certain types of real estate, including OREO.

12 CFR 34, “Real Estate Lending and Appraisals,” subpart E-OREO, implements this statute
and contains additional requirements relating to the OREO holding period, disposition,
appraisals, and additional expenditures and notifications. OREO may be held directly or
indirectly through equity ownership in an entity formed to hold the real estate. See

appendix A for additional information.

An FSA’s salvage powers are derived from 12 CFR 160.30, “General Lending and
Investment Powers,” and permit the acquisition, holding, and operation of OREO and the
expenditure of additi@hgl funds in regard to OREO. These powers provide FSAs with
inherent or impli ity to take any necessary steps—including investing additional
funds and salvading ent—provided the steps taken are an integral part of a
reasonable and bon plan and do not contravene specific legal prohibitions.
considered to be a specific legal prohibition within the
meaning of the salvage p ctrige.)

Under 12 CFR 7.1000(d), a ba ally use real estate acquired for future bank
expansion within five years. After h@lding slich real estate for one year, the bank must state,
by resolution of the board of directo an agpropriately authorized bank official or
subcommittee of the board, definite plans al estate’s use. Such resolution or other
official action must be available for inspecti examiners. If at any time during the
five-year period such property is no longer bein sigéged for banking use, the property
must be transferred to OREO.

Risks Associated With OREO

From a supervisory perspective, risk is the potential that eve
have an adverse effect on a bank’s earnings, capital, or franchise grprise value. The
OCC has defined eight categories of risk for bank supervision purp®8es: credit, interest rate,
liquidity, price, operational, compliance, strategic, and reputation. These categories are not
mutually exclusive. Any product or service may expose a bank to multiple risks. Risks also
may be interdependent and may be positively or negatively correlated. Examiners should be
aware of this interdependence and assess the effect in a consistent and inclusive manner.
Refer to the “Bank Supervision Process” booklet of the Comptroller’s Handbook for an
expanded discussion of banking risks and their definitions.

ad or unexpected, will

While price risk is the primary risk presented by OREO, liquidity, operational, compliance,
and reputation risks may also be present. These risks are often interdependent, and each
should be considered when assessing the quantity of risk OREO presents to a bank.

Real estate price declines during the holding period can reduce the proceeds that may be
realized upon a property’s disposal. Economic trends that may have played a role in the
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Version 1.1 Introduction > Risk Management

bank’s acquisition of the property as OREO could continue, and values may be further
diminished by the sale of properties by other banks or distressed borrowers. It may be
difficult to obtain accurate valuations in markets experiencing volatile sales prices or in
markets dominated by distressed sales. A bank may find it challenging to realize the market
value of a property because of potential purchasers’ perceptions that the bank may be anxious
to dispose of it.

Real estate is by its nature illiquid. High levels of OREO and ineffective disposal strategies
may negatively affect a bank’s liquidity. (Updated August 31, 2018)

Operating policies and procedures for OREO can pose operational risk that may result in
reduced property revenues and excessive expenses, uninsured casualty losses, inadequate or
ineffective marketing and sales efforts, collateral deterioration, unrecognized losses, and
lower recoveries.

A bank assumes®ub
with relevant laws a
through ultimate dis f the property, including laws governing property preservation,
the treatment of tenants, ing requirements for non-discriminatory treatment in
these areas. A bank has le stbilities with regard to owning, operating, maintaining,
marketing, and selling OREO%nd eld liable for damages to other parties.
Foreclosure activities involving resigential froperties, in particular, can pose significant
compliance risk. Banks should have olicyncesses, and control systems governing

i

| compliance risk when it acquires OREO. A bank must comply

compliance with relevant laws and reg dated August 31, 2018)

The acquisition of OREO can negatively impact
bank’s reputation may suffer when it manages
neglects an unpopular or deteriorated property, or €
practices that are inconsistent with sound risk managéme r state laws, or federal
regulations. These practices can create negative public opifiomywhich in turn may impair a
bank’s competitiveness by affecting its ability to establish gw rel hips or maintain
existing relationships. (Updated August 31, 2018)

reputation in several ways. A

losure management or sales

Risk Management

The OCC expects each bank to identify, measure, monitor, and control risk by implementing
an effective risk management system appropriate for its size and the complexity of its
operations. When examiners assess the effectiveness of a bank’s risk management system,
they consider the bank’s policies, processes, personnel, and control systems. Refer to the
“Corporate and Risk Governance” booklet of the Comptroller’s Handbook for an expanded
discussion of risk management. (Updated August 31, 2018)
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Policies and Procedures
(Section Updated August 31, 2018)

A bank should have appropriate policies and procedures in place to govern the acquisition,
holding, and disposition of OREO. A bank’s policies and procedures must be consistent with
financial reporting requirements and applicable laws and regulations. Bank management
should consider the risk management principles in supervisory guidance issued by the federal
banking agencies when developing policies and procedures.

Acquiring title to properties—either for the bank or as servicer for a third-party mortgagee—
results in new or expanded risks. Bank management should identify these risks and have
policies and procedures for monitoring and controlling them. The “Managing Foreclosed
Properties” section gfftfis booklet describes the obligations and risks that bank management
and the board of dif¢ should consider in developing the bank’s OREO policies and

losed properties. Appendix B, “Guidance on Potential Issues
Wlth Foreclosed Reg de erties as Servicer or Trustee,” describes the obligations and
when servicing for others. While the focus of the guidance for
arilygornNesidential properties, many of the principles also apply

foreclosed properties is
to commercial properties.

Holding Period

There are restrictions on how long a natlo or an FSA can hold OREO. The holding
period restrictions for a national bank and a S argfyoverned by different standards, as
explained in the next two sections. (Updated A 18)

The holding period begins on the date that

e ownership of the property is originally transferred to
if any, has expired,

e a bank completes relocation from former banking premises %@
ceases to use the former banking premises without relocating,

e the bank decides not to use real estate acquired for future bank expansion.

he redemption period,

panking premises, or

Regardless of such restrictions, whenever a national bank or an FSA acquires OREO as the
result of a merger with or an acquisition of another institution, the holding period of the
newly acquired OREO commences on the date of merger or acquisition.

National Banks

A national bank’s holding period for OREO is governed by 12 USC 29 and 12 CFR 34.82. A
national bank must dispose of OREOQ at the earliest time that prudent judgment dictates, but
the holding period must be no longer than five years, unless the OCC grants the bank an
extension. A national bank desiring an extension of the five-year holding period must file a
request with and receive approval from the bank’s OCC supervisory office. The OCC may
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grant multiple extensions, as long as those extensions, in the aggregate, do not exceed an
additional five years. To receive an extension, the bank must be able to demonstrate to the
OCC that it has made a good-faith effort to dispose of the property within the initial five-year
period or that disposal of the property within the initial five-year period would be detrimental
to the bank.

Federal Savings Associations
(Section Updated August 31, 2018)

12 CFR 3, “Capital Adequacy Standards,” was amended to apply to FSAs.? Until further
guidance or regulation is issued to address the holding period for FSAs, bank management
should continue to make a good-faith effort to dispose of OREO, especially OREO held for
five years or more. Tigg OCC generally expects that a time period of five years is sufficient to
dispose of OREQO 41% e FSA provides a well-supported reason demonstrating the need

for additional tifie arnekaffeasonable plan for disposition. FSAs are not required to file a

request or obtain approvaiéfromthe OCC to hold OREO.

Foreclosure Redengtion PeNods

As part of the foreclosure pro e tes have a mandatory period following a

foreclosure sale during which the bafrower gan redeem its interest in the property by
tion p

satisfying the debt. During this rede d, the borrower generally has the right to
occupy the property, thereby maintaining pi#ysigédipossession of the collateral. The length of
the redemption period varies by state and Of erty type, ranging from three months
to one year. Although the bank has foreclosed o )

may have equitable or legal title, or both, the ba
expiration of the redemption period. The bank ma

ave possession before the
tegest in the collateral during the

the redemption period, assuming the borrower does not redeem the property through payment
in full. Banks should know the foreclosure and redemption statutes in all states in which they
are active and manage OREO accordingly.

2 Before the amendment of 12 CFR 3 to apply to FSAs, 12 CFR 167 contained the capital requirements of FSAs
including the OREO holding period requirements. When 12 CFR 3 was revised, those OREO holding period
requirements were not included and were not transferred to other provisions of the regulations applicable to
FSAs. Under 12 CFR 167, which is no longer in effect, an FSA that wished to retain OREO for more than five
years and not deduct the value from capital was required to file a request and receive approval from the FSA’s
OCC supervisory office. Approvals to retain OREO could generally not exceed an additional five years.
(Footnote Added August 31, 2018)
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Accounting

The Federal Financial Institutions Examination Council (FFIEC) call report instructions
provide accounting guidance for OREO and other foreclosed assets. The instructions require
that foreclosed assets be accounted for in accordance with GAAP. Accounting guidance for
OREO can be found, along with various scenarios with accounting entries, in the OCC’s
Bank Accounting Advisory Series. (Updated August 31, 2018)

Accounting at Acquisition or Designation as OREO

ASC Subtopic 310-40, “Receivables — Troubled Debt Restructurings by Creditors,” and
ASC Topic 360 provide general guidance for the initial recording of foreclosed assets.
(Updated August 31, 2018)

Upon foreclosur jcal possession, whichever is earlier, OREO should be recorded at
the fair value of the ess the estimated cost to sell; this amount becomes the new
cost basis of the proger ount by which the recorded amount of the loan exceeds the
new cost basis is a los st he charged to the allowance for loan and lease losses

unt offthéyloan is the loan balance adjusted for any unamortized
premium or discount and unaghortiged loan fees or costs, less any amount previously charged
off, plus recorded accrued inte

vehicles, furniture and fixtures, equipmen
should be initially measured at the asset’s Tai

al instruments, and intangible assets—
s estimated cost to sell, if applicable,

as previously
fair value, less cost
to sell if applicable, of the asset at the time of foreclosure.

A gain at the time of establishing OREOQ is rare. When a gain is recognized, the valuation
supporting the fair value and estimated costs to sell should be closely reviewed. If concern
exists about the accuracy of the valuation, examiners should perform further analysis.
(Updated August 31, 2018)

If OREO is sold shortly after it is acquired, the amount of the loss originally charged to the
ALLL may be adjusted for the value actually received in the sale (net of the cost to sell).
“Shortly after” is generally defined as being before the filing of the next call report.

Former bank premises should be recorded at the lower of its net book value or fair value at
the date of transfer to OREO. Any excess of net book value over fair value must be charged
to expense of the current period.
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An independent appraisal or evaluation, as appropriate, normally establishes the fair value of
OREO and is discussed in the “Appraisals and Evaluations” section of this booklet.

ASC Subtopic 820-10 provides guidance on measuring the fair value. The valuation should
be consistent with the price that a market participant will pay to purchase the property at the
measurement date in its as-is condition. Circumstances such as changed economic conditions
may indicate that the appraised value is not an accurate measurement of the property’s
current fair value and is no longer valid. See the “Appraisals and Evaluations” section for
further discussion of the validity of appraisals and evaluations.

Costs incurred by a bank to perfect its lien before foreclosure may be eligible for inclusion in
the recorded amount of the loan satisfied, subject to the bank recording the property at fair
value, less estimated cost to sell. Examples of eligible costs are payments of delinquent
property taxes to clear tax liens, payments to contractors and subcontractors to clear
mechanic’s liens, or gaying off first lien positions on properties for which the bank holds the
second lien. The uld expense legal fees, filing fees, legal notice advertising costs,
and other direct€0st iring title to the property when incurred.

When the bank acquir cel’of property through foreclosure as a junior lienholder
without paying off the s i property should be booked at fair value, less costs to
sell and the amount of any Sepiorleb®reported as a liability at the time of foreclosure. Any
excess between the recorded angount loan plus the senior debt and the fair value of the
property less costs to sell should be ghargedagainst the ALLL at the time of foreclosure.*

Accounting for OREO During ﬂ

Subsequent to acquisition and transfer, OREO
value, less estimated costs to sell. Management
each property’s carrying value consistent with prudg
ensure that quarterly regulatory reports are accurate are
declines in fair value below the initial cost basis are reco
allowance. Subsequent recoveries of fair value before disp [

recognized up to the initial cost basis of the property establis 'w nsfer to OREO, and
may be recouped up to the amount of previously recognized valuagiggg@llowances established
after acquisition.®

ractice and as required to
with GAAP. Subsequent

Changes in fair value must be determined on a property-by-property basis. An allowance
allocated to one property may not be used to offset losses incurred on another property.
Unallocated OREO valuation allowances are not acceptable. Subsequent increases in the fair
value of a property may be used to reduce the valuation allowance, but not below zero. Banks

3 If a junior lienholder forecloses and the senior mortgage remains, the junior lienholder is responsible for
keeping the contractual payments on the senior mortgage note current.

4 See the OCC’s Bank Accounting Advisory Series, topic 5A.

5 See the FFIEC call report instructions, RC-M “Memoranda,” item 3, “Other Real Estate Owned,” for a
discussion of valuation allowances for OREO.
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may not include OREQ valuation allowances in regulatory capital. (Updated August 31,
2018)

Generally, the revenues and expenses from OREO should be included in the income
statement for the call report period in which they occur. The call report instructions require
that gross rentals from OREO be included in other noninterest income. The expenses of
operating or maintaining the property should be included in other noninterest expense.
Normal OREO expenses include insurance, taxes, utilities, and routine maintenance and
repairs. A bank may not recognize depreciation expense for assets held for sale, including
OREO.

ASC Subtopic 970-340, “Real Estate — General — Other Assets and Deferred Costs,” provides
guidance on the accounting for costs incurred in the completion of development and
construction, while A&C Subtopic 835-20, “Interest — Imputation of Interest,” provides
guidance on capit @ﬂ\ of interest costs, if applicable. See the “OREO Expenditures”
section of this b@OkIcinfg re information. (Updated August 31, 2018)

Accounting for S REO

(Section updated August 31, 201

In May 2014, the FASB issued Acc@unting Standards Update (ASU) 2014-09, which created
ASC Topic 606, “Revenue from Cofgracts wit?Customers,” and ASC Topic 610, “Other
Income.”® ASC Topic 610 applies to a sad@lof repossessed nonfinancial assets, such as
OREOQ. Pursuant to ASU 2014-09, sales shauld be accounted for in accordance

with ASC Subtopic 610-20.
Sales of OREO by non-public business entities (PB 4@ 5

December 15, 2018, and sales of OREO by all PBEs Shet

ears beginning after

ounted for in accordance
& ASC Topic 606 and ASC Topic 610 are effective for fiscal years begin e gember 15, 2017,
including interim periods within those fiscal years, for banks that meet the de @f a public business entity
(PBE) under U.S. GAAP. For banks that are not PBEs, the guidance is effectived@sfiscal years beginning after
December 15, 2018, and for interim periods within fiscal years beginning after December 15, 2019. Early
adoption is permitted.

7 A PBE is defined under U.S. GAAP as a business entity meeting any one of the following criteria:

o |tisrequired by the U.S. Securities and Exchange Commission (SEC) to file or furnish financial statements,
or does file or furnish financial statements (including voluntary filers), with the SEC (including other
entities whose financial statements or financial information are required to be or are included in a filing).

o It is required by the Securities Exchange Act of 1934, as amended, or rules or regulations promulgated
under this act, to file or furnish financial statements with a regulatory agency other than the SEC.

e Itis required to file or furnish financial statements with a foreign or domestic regulatory agency in
preparation for the sale of or for purposes of issuing securities that are not subject to contractual restrictions
on transfer.

o |t has issued, or is a conduit bond obligor for, securities that are traded, listed, or quoted on an exchange or
an over-the-counter market.

It has one or more securities that are not subject to contractual restrictions on transfer, and it is required by
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with ASC Subtopic 610-20 (for sales not accompanied by a leaseback), and ASC Topic 606.
Sales of OREO by non-PBEs in fiscal years beginning on or before December 15, 2018,
should be accounted for in accordance with ASC Subtopic 360-20, “Property, Plant, and
Equipment — Real Estate Sales.”

ASC Subtopic 610-20 eliminates the prescriptive criteria and methods for OREO sale
accounting and gain recognition found in ASC Subtopic 360-20. Under ASC Subtopic
610-20, a bank has an accounting sale with full gain or loss recognition and derecognition of
the OREO asset at the time of sale if the transaction meets certain requirements within

ASC Topic 606. Otherwise, at the transaction date, a bank should generally record any
payments received as a liability to the buyer and continue reporting the OREO as an asset
until the requirements in ASC Topic 606 are met.

ASC Subtopic 610-2@¢liminates the partial/deferred gain recognition methods stated in

en the transaction does not qualify for a sale, but a loss would

did qualify as a sale, bank management should evaluate whether a
loss on the OREO s ognized through a valuation allowance to reflect fair value
less costs to sell.

This booklet presents a su ry\@f tRe methods included in ASC Subtopic 360-20 for banks
that have not yet adopted ASCy\Suldiopi -20. For banks that have adopted ASC Subtopic
610-20, this booklet also presents a gimmary of the provisions of ASC Subtopic 610-20,
which requires the application of spégified pogf#ons of ASC Topic 606 to an institution’s sale
of OREO. Please refer to the FFIEC c %O ructions and the OCC’s Bank Accounting
Advisory Series for additional guidance off acgoufitingyfor the disposition of OREQ.

ASC Subtopic 610-20 and Topic 606

ASC Subtopic 610-20, when effective as previously
criteria and methods for sale accounting and gain recogni
forth in ASC Subtopic 360-20. Accounting for sales of O in g glance with ASC
Subtopic 610-20 requires significant judgment. Banks that enga @ s of OREO should
refer to the call report instructions and the Bank Accounting Advisgry$€ries to ensure that

banks appropriately record these transactions.

inates the prescriptive
positions of OREO set

Under ASC Subtopic 610-20, if the buyer of the OREO is a legal entity, bank management
should first assess whether the bank has a controlling financial interest in the legal entity
buying the OREO by applying the guidance in ASC Topic 810, “Consolidation.” If bank
management determines that the bank has a controlling financial interest in the buying legal

law, contract, or regulation to prepare U.S. GAAP financial statements (including notes) and make them
publicly available on a periodic basis (for example, interim or annual periods). An entity must meet both of
these conditions to meet this criterion. For more information on the definition of a PBE, refer to ASU 2013-12,
“Definition of a Public Business Entity,” issued in December 2013. See call report glossary entries for business
combinations, equity method of accounting, and variable interest entities for more information.
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entity, it should not derecognize the OREO and should apply the guidance in
ASC Subtopic 810-10.8

When the bank does not have a controlling financial interest in the buying legal entity, or the
OREO buyer is not a legal entity, which is expected to be the case for most sales of OREO,
the bank should recognize the entire gain or loss, if any, and derecognize the OREO at the
time of sale if the transaction meets certain requirements of ASC Topic 606. Otherwise, the
bank generally should record any payments received as a liability to the buyer and continue
reporting the OREO as an asset at the time of the transaction until it meets the requirements
of ASC Topic 606.

When applying ASC Subtopic 610-20 and Topic 606, bank management will need to

exercise judgment in determining whether a contract (within the meaning of Topic 606)

exists for the sale or @ansfer of OREQO, whether the bank has performed its obligations

identified in the com and the transaction price for calculation of the amount of gain or
: all sales or transfers of real estate by banks, but greater

e bank does not have a controlling financial interest in
yer is not a legal entity, the bank’s first step in

EO asset and recognize revenue upon the sale or

heth@r a contract exists under the provisions of

sale or g#ansfer, in order for an institution’s transaction
ongfact under ASC Topic 606, the transaction

a. The parties to the contract have approved thé#f€o
with other customary business practices) and afg
obligations.

b. The bank can identify each party’s rights regarding t

the buying legal entity or the ®R
assessing whether it can derecgni

transfer of the OREO is to determin
Topic 606. In the context of an OR
with the party acquiring the property t
must meet all of the following criteria:

writing, orally, or in accordance
ted to perform their respective
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e. Itis probable that the bank will collect substantially all of the consideration to which it
will be entitled in exchange for OREO that will be transferred to the buyer, that is, the
transaction price. In evaluating whether collectability of an amount of consideration is
probable, a bank shall consider only the buyer’s ability and intention to pay that amount
of consideration when it is due.

These five criteria require careful analysis for seller-financed sales of OREOQ. In particular,
criteria (a) and (e) may require significant judgment. When determining whether the buyer is
committed to perform its obligations under criterion (a) and collectability under criterion (e),
bank management should consider all facts and circumstances related to the buyer’s ability
and intent to pay the transaction price, which may include the following:

8 See call report glossary entries for business combinations, equity method of accounting, and variable interest
entities for more information.
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e Amount of cash paid as a down payment.

Existence of recourse provisions.

Credit standing of the buyer.

Age and location of the property.

Cash flow from the property.

Payments by the buyer to third parties.

Other amounts paid to the bank, including current or future contingent payments.

Transfer of noncustomary consideration (i.e., consideration other than cash and a note

receivable).

e Other types of financing involved with the property or transaction.

e Financing terms of the loan (reasonable and customary terms, amortization, any
graduated payments, any balloon payment).

e Underwriting incqgnsistent with the bank’s underwriting policies for loans not involving
OREO sales.

e Future subo

f the selling bank’s receivable.

Although ASC Subt0pi -2(Ndoes not include the prescriptive minimum down payment
requirements in ASC Stigtopit 3 0, the amount and character of a buyer’s equity
(typically the down payment),andhrecBurse provisions remain important factors when
evaluating criteria (a) and (e). ifi
immediately after the sale is an
committed to perform its obligation undyion (a). Furthermore, the buyer’s initial

equity is a factor to consider under cr en evaluating the collectability of
consideration that the institution is entitled’to ve from the buyer.

In applying the revenue recognition principles i

be weighed collectively in evaluating whether the
first step in determining the appropriate accounting g
The OCC considers the down payment and financing ter
however, when making this determination. A transaction
and nonrecourse financing generally would not meet the def
meaning of Topic 606) unless there is considerable support fro

act criteria have been met as the
thanced OREO transaction.

Situations in which a bank receives an insignificant down payment and concludes that an
accounting contract exists are expected to be uncommon. Examples of support from other
factors that, when considered collectively, may lead to an accounting contract despite an
insignificant down payment include, but are not limited to, liquid cash on hand relative to the
size of the financing, minimal other debt service obligations, and underwriting terms
consistent with a similar type of transaction where little or no down payment would be
required in accordance with the bank’s underwriting standards. Additionally, there may be
instances when a bank sells and provides financing for two similar OREO properties to two
unique buyers, and accepts the same down payment percentage from both buyers. Depending
on the support from other factors related to each unique buyer, it is possible for bank
management to conclude that one transaction meets the requirements for an accounting
contract while the other transaction does not. The need for support from other factors recedes
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in importance for a transaction with a substantial down payment and recourse financing to a
buyer with adequate capacity to repay.

If the five contract criteria in ASC Topic 606 have not been met, the bank generally may not
derecognize the OREO asset or recognize revenue (gain or loss) because an accounting sale
has not occurred. Bank management should continue to assess the transaction to determine
whether the contract criteria have been met in a later period. Until that time, any
consideration the bank has received from the buyer should generally be recorded as a
liability. In addition, if the transaction price is less than the carrying amount of the OREOQ,
bank management should consider whether this indicates a decline in fair value of the OREO
that should be recognized as a new valuation allowance, or as an increase in an existing
valuation allowance.

If bank management
must then determi

termines that the contract criteria in ASC Topic 606 have been met, it
her the bank has satisfied its performance obligations as identified

ing control of the OREOQ asset to the buyer. Control of an asset
refers to the ability t@/dir use of, and obtain substantially all of the remaining benefits

from, the asset. As itr abank’s sale of OREO, ASC Topic 606 includes the
following indicators of control:
The bank has a present ri for the asset.

The buyer has legal title to the agSet.
The bank has transferred physicalpossessi
The buyer has the significant risks an

The buyer has accepted the asset.

f the asset.
of ownership of the asset.

For seller-financed sales of OREOQ, the transfer g generally occurs on the closing
date of the sale when the bank obtains the right to r'e 3 nt for the property and
transfers legal title to the buyer. Bank management muSt cosi§ideMyhowever, all relevant facts
and circumstances to determine whether control of the OREO tragsferred, which may
include the selling bank’s

N

involvement with the property following the transaction.

obligation to repurchase the property in the future.

obligation to provide support for the property following the sale transaction.
retention of an equity interest in the property.

In particular, if a bank has the obligation or right to repurchase the OREO, the buyer does not
obtain control of the OREO because the buyer is limited in its ability to direct the use of, and
obtain substantially all of the remaining benefits from, the asset even though it may have
physical possession. In this situation, the bank should account for the contract as either a
lease in accordance with ASC Topic 840, “Leases,” or a financing arrangement in
accordance with ASC Topic 606. In addition, situations may exist in which the selling bank
has legal title to the OREO, while the borrower whose property was foreclosed upon under
the original loan still has redemption rights to reclaim the property in the future. If such
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redemption rights exist, the selling bank may not be able to transfer control to the buyer of
the OREO and recognize revenue until the redemption period expires.

When a contract exists and the bank has transferred control of the property, the bank should
derecognize the OREO asset and recognize a gain or loss for the difference between the
transaction price and the carrying amount of the OREO asset. Generally, the transaction price
in a sale of OREOQ is the contract amount in the purchase/sale agreement, including for a
seller-financed sale financed at market terms. The transaction price may, however, differ
from the amount stated in the contract when there is a significant financing component. In
accordance with GAAP, a significant financing component exists if the timing of the buyer’s
payments explicitly or implicitly provides the selling institution or the buyer with a
significant benefit of financing the transfer of the OREO. A seller-financed transaction of
OREO at off-market terms generally indicates the existence of a significant financing
component. If a signifiicant financing component exists, the contract amount should be
adjusted for the tig e of money to reflect what the cash selling price of the OREO

' e Of its transfer to the buyer. The discount rate used in adjusting
uld be a market rate of interest considering the credit
d the terms of the financing.

for the time value offino
characteristics of the buffe

The preceding discussion répgesefts @brief summary of the considerations for accounting for
sales of real estate. Refer to A biepie610-20 for a more complete description of the
accounting principles that apply to s@les of fgal estate.

ASC Subtopic 360-20 /

Sales of OREO by banks that are non-PBEs"In fi§cal’yeaks beginning on or before

with ASC Subtopic 360-20,

09,1f the bank has adopted
opic 610-20 and

December 15, 2018, should be accounted for in

Qi S
provided the bank has not elected to early adopt A @
ASU 2014-09, refer to the accounting described by tfe

Topic 606” section of this booklet.

ASC 360-20-40-7 describes the conditions that must be met
sale: (1) the parties are bound by the terms of a contract, (2) all Ce
exchanged, (3) any permanent financing for which the seller is responsible has been
arranged, and (4) all conditions precedent to closing have been performed. A transaction
need only qualify as a sale under GAAP as described in ASC 360-20-40-7 to transfer the
asset out of OREOQ, even when the seller finances 100 percent of the purchase price.

=

ASC Subtopic 360-20, which applies to all transactions in which the seller provides financing
to the buyer of the real estate, establishes five methods to account for dispositions of real
estate. If a profit (gain) is involved in the sale of the real estate, each method sets forth the
manner in which the profit is to be recognized. Regardless of which method is used, any
losses on the disposition of real estate must be recognized immediately.

Full accrual method: Under the full accrual method, the disposition is recorded as a sale.
Any profit resulting from the sale is recognized in full and the asset resulting from the
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seller’s financing of the transaction is reported as a loan. This method may be used when the
following conditions have been met:

e A sale has been consummated.

e The buyer’s initial investment (down payment) and continuing investment (periodic
payments) are adequate to demonstrate a commitment to pay for the property.

e The receivable is not subject to future subordination.

e The usual risks and rewards of ownership have been transferred.

ASC 360-20-55-2, appendix A, describes guidelines for the minimum down payment that
must be made for a transaction to qualify for the full accrual method. These vary from

5 percent to 25 percent of the property’s sales value.® These guideline percentages vary by
type of property and are primarily based on the inherent risk assumed for the type and
characteristics of thegdgoperty. To meet the continuing investment criteria, the contractual
loan payments m Afficient to repay the loan over the customary loan term for the type
of property involved IS iods may range up to 30 years for loans on single-family
residential properties

Installment method: Di foreclosed real estate that do not qualify for the full
accrual method may qualify installment method. This method recognizes a sale and
the corresponding loan. Any p le are recognized only as the bank receives
payments from the purchaser/borrowler. Inteffest income is recognized on an accrual basis,

when appropriate.

The installment method is used when the buyér’s\dowm payment is not adequate to allow use
of the full accrual method but recovery of the ¢ groperty is reasonably assured if the
buyer defaults. Assurance of recovery requires nent on a case-by-case basis.
Because default on the loan usually results in the seller’s re IS0 the real estate,
reasonable assurance of cost recovery may often be achieved wi alively small down
payment. This is especially true in situations involving loans witiee@tirse to borrowers who

have verifiable net worth, liquid assets, and income levels. Reasonable assurance of cost
recovery may also be achieved when the purchaser/borrower pledges additional collateral.

Cost recovery method: Dispositions of foreclosed real estate that do not qualify for the full
accrual or installment methods are sometimes accounted for using the cost recovery method.
This method recognizes a sale and the corresponding loan, but all income recognition is
deferred. Principal payments are applied as reductions of the loan balance, and interest
increases the unrecognized gross profit. No profit or interest income is recognized until either
the aggregate payments by the borrower exceed the recorded amount of the loan or a change
to another accounting method (e.qg., the installment method) is appropriate. Consequently, the
loan is maintained in nonaccrual status while this method is being used.

% Sales value is the sales price adjusted by certain additions and deductions. See ASC 360-20-40-8 for
instructions on determination of sales value.
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Reduced-profit method: This method is used in certain situations in which the bank
receives an adequate down payment but the loan amortization schedule does not meet the
requirements for use of the full accrual method. The method recognizes a sale and the
corresponding loan; like the installment method, however, any profit is apportioned over the
life of the loan as payments are received. The method of apportionment differs from the
installment method in that profit recognition is based on the present value of the lowest level
of periodic payments required under the loan agreement. Because sales with adequate down
payments are generally not structured with inadequate loan amortization requirements, this
method is seldom used.

Deposit method: The deposit method is used when a sale of the foreclosed real estate has not
been consummated. This method may also be used for dispositions that could be accounted
for under the cost recovery method. A sale is not recorded and the asset continues to be
reported as forecloseghceal estate. Further, no profit or interest income is recognized.
Payments receiveg e borrower are reported as liabilities until sufficient payments or
at allow the use of one of the other methods.

The preceding discussi eseénts a brief summary of the methods included in
ASC Subtopic 360-20 for sales of real estate. Refer to ASC Subtopic 360-20
for a more complete descripti@n 0f th€ accounting principles that apply to sales of real estate,

including the determination ofNtbe 8o ment percentage. The OCC’s Bank Accounting
Advisory Series provides additional guidancg on accounting for the disposition of OREO
Appraisals and Evaluations /

12 CFR 34.85 and 12 CFR 160.172 establish th
national banks and FSAs, respectively. Apprais
12 CFR 34, subpart C, “Appraisals.” Additional g
2010-42, “Sound Practices for Appraisals and Evaluatré
Evaluation Guidelines” (national banks and FSAs). (Up

ts are also defined by
found in OCC Bulletin
ncy Appraisal and
1,2018)

12 CFR 34.85 and 12 CFR 160.172 require national banks and & pectively, to obtain
an appraisal or evaluation, as appropriate, to substantiate the marke e of each parcel
upon transfer to OREOQ.° If a bank has a valid and compliant appraisal or evaluation that was
previously obtained in connection with the real estate loan, however, the bank does not need
to obtain a new appraisal or evaluation to comply with these regulations. Section XIV,
“Validity of Appraisals and Evaluations,” of the Interagency Appraisal and Evaluation
Guidelines,!! states that banks should establish criteria for assessing whether an existing

10 A bank may substantiate a property’s market value by obtaining an appropriate evaluation when the recorded
investment in the loan satisfied is equal to or less than $250,000. Requirements for an appropriate evaluation are
described in 12 CFR 34.85 and 12 CFR 160.172, with additional guidance in OCC Bulletin 2010-42, “Sound
Practices for Appraisals and Evaluations: Interagency Appraisal and Evaluation Guidelines.” (Footnote updated
August 31, 2018)

11 OCC Bulletin 2010-42, “Sound Practices for Appraisals and Evaluations: Interagency Appraisal and
Evaluation Guidelines.”

Comptroller's Handbook 15 Other Real Estate Owned



Version 1.1 Introduction > Risk Management

appraisal or evaluation remains valid and discusses factors that should be considered in such
an assessment. Factors to be considered should include, but are not limited to

passage of time.

volatility of the local market.

changes in terms and availability of financing.

natural disasters.

limited or over supply of competing properties.

improvements to the subject property or competing properties.

lack of maintenance of the subject or competing properties.

changes in underlying economic and market assumptions, such as capitalization rates and
lease terms.

changes in zoning, building materials, or technology.

The application of anyarbi eriod of time, such as 12 months, should not be used as
stand-alone criteria dng the validity of an appraisal or an evaluation. The passage
of time is just one com assessment, and other factors that affect value should be
considered in making suc ination. (Updated August 31, 2018)

The bank should maintain docu on tRat provides the facts and analysis used to support
the bank’s conclusion that an existing appratsal,or evaluation remains valid and appropriate
to establish the property’s current mafkei v

In circumstances when the bank transfers thé’propeg$ tqg OREO but does not yet have access
i gy be performed utilizing an
extraordinary assumption regarding the interior cogé the property to fulfill the

should inspect the property to determine if the assumptio aisal, remain valid. If
conditions warrant, an updated appraisal should be perfo

if the sale is consummated based on a valid appraisal or evaluation@s described in

12 CFR 34.85(c). FSAs are not expressly required under 12 CFR 160.172 to obtain an
appraisal or evaluation when selling OREO; however, the sale of OREO constitutes a real
estate-related financial transaction under 12 CFR 34, subpart C, and, as such, the sale must
be supported by a new or valid existing appraisal or evaluation, as appropriate. (Updated
August 31, 2018)

A bank should have a board-approved appropriate and effective appraisal and evaluation
policy for OREO. The policy should require the monitoring of OREO values in a manner
consistent with prudent banking practice; this should include appropriate periodic reviews of
the property throughout a property’s holding period. These reviews should substantiate the
carrying value of the property. Appraisals and evaluations should be reviewed and the
reviews should be documented in writing and approved by authorities defined in the bank’s
appraisal policy. Examiners should review the adequacy of a bank’s OREO appraisal policy
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and determine if bank staff responsible for managing OREO complies with the bank’s policy
and applicable laws and regulations. The OCC may require a bank to obtain a new appraisal
or evaluation when the agency believes it is necessary to address safety and soundness
concerns. (Updated August 31, 2018)

Management and Disposition
OREO Expenditures
Under certain circumstances, national banks and FSAs may make additional expenditures on
OREO. The authority for national banks to engage in this activity is in 12 USC 29 and
12 CFR 34, while an FSA’s inherent or implied salvage powers allow the FSA to engage in

this activity.

National Banks

12 USC 29 grants thg p
OREO so the bank ma
prescribed by the OCC.
expenditures on OREO an
or improvement project, 12 C
complete the project if the advancesfare

national bank to expend funds to develop and improve
total investment, subject to conditions and limitations
establishes requirements relating to additional
ification procedures. For OREOQ that is a development
tes that a national bank can make advances to

e reasonably calculated to reduce the shgftralifo€tween the property’s market value and the
bank’s recorded investment amount.

e not made for speculative purposes.

e consistent with safe and sound practices.

ost plus the bank’s
xceeds 10 percent of

The required notification must demonstrate that the additional expenditure is consistent with
the conditions and limitations set forth at 12 CFR 34.86(a). Unless otherwise informed by the
OCC, the national bank may implement the plan on the 31st day (or sooner if notified by the
OCC) after the OCC receives the bank’s notification, subject to any conditions imposed by
the OCC. The notification procedures state that a national bank does not need to notify the
OCC of refit costs for new tenants in an existing building or of expenditures necessary for
ordinary repairs and maintenance that protect the value of the property.

Federal Savings Associations
An FSA’s salvage powers are not governed by regulation but are deemed to be inherent or

implied and, in certain circumstances, permit the FSA to hold, operate, and invest additional
funds in property acquired as a result of, or in lieu of, foreclosure before resale of the
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property. These powers permit the FSA to take whatever steps necessary to salvage an
investment, provided the steps taken are integral parts of a reasonable and bona fide salvage
plan and do not contravene a specific legal prohibition. The FSA may exceed its lending
limit!? in exercising its salvage powers, provided the FSA is able to demonstrate that it is
making the excess investment pursuant to a reasonable and bona fide salvage plan. Excess
investments that are not made pursuant to such a plan are not permitted and could prompt
enforcement action.

An FSA that intends to make a salvage powers investment that, when aggregated with the
FSA’s recorded investment in the property, would exceed its lending limit must file a request
with, and receive no objection from, the OCC. While subsequent expenditures made on
properties that have been acquired in satisfaction of debt are not considered for the purpose
of loan-to-one-borrower limitations, the OCC may consider these expenditures in identifying
significant salvage agivities that may require special scrutiny.

When reviewingfa p alvage plan request, the OCC takes into consideration the risks
posed by the propos lan, the FSA’s past history of salvage operations, and the
FSA'’s financial condit alility to undertake the risks attendant to salvage operations.

In addition, the OCC co
criteria:

iders er the proposed salvage plan meets the following

e Is it necessary to enable the FS
e Is it necessary to protect the val

of the closed property (e.g., the additional
investments will result in a more m legfoperty)?
e Isitin the best interest of the FSA?
0

e Will it reduce the risks associated with the f roperty?

e s it for nonspeculative purposes?

Other OREO Expenditure Considerations Applica atidgal Banks and FSAs
For both national banks and FSAs, costs incurred to completg.co flon may be
capitalized; however, the recorded balance of the OREO should§ ed the “as-
completed” fair value, less estimated costs to sell. The bank shoulea@nitor the remaining
cost to complete construction to validate that the actual cost does not exceed original

estimates. The recorded OREO balance should never exceed fair value, less estimated costs
to sell. (Updated August 31, 2018)

o0 salv@ge its existing investment?

In reviewing OREO expenditures by national banks or FSAs, the OCC considers several
factors. The completion of unfinished construction may be justified if significant funds have
already been expended and completion is likely to result in enhanced recovery of funds.
Completion of projects that are far from complete would typically not be approved and
would require a careful analysis of the facts supporting the expenditures.

1212 CFR 32, “Lending Limits,” establishes limits for both national banks and FSAs.
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Ground-up construction of buildings including out-parcels and separate structures in a
development usually would not be approved absent extenuating circumstances.
Circumstances may include preleased commercial buildings or presold residences and the
construction of common buildings, such as clubhouses, where there is compelling evidence
that a significant number of real estate closings are dependent on their completion.

Speculative lot development would not normally be approved. Completion of partially
developed lots may be approved, however, especially if there are builder commitments in
place to purchase the lots. If prospects for selling lots in the foreseeable future are poor,
additional expenditures usually should not be incurred. Expenditures required by government
entities (i.e. when the owner has no choice) for erosion control and completion of other
mandated site improvements are generally allowable.

Managing Foreclased Properties

When establishi lgmenting policies and procedures necessary to address the new
and expanded risks prese the management of foreclosed properties, bank management
and the board of direct@fS shguld consider, at a minimum, the following.

©

Obligations and Actions

e Inacquiring title to foreclosed pfopertie§) a bank assumes the primary responsibilities of

an owner, including providing maintenangg¢”and security, paying taxes and insurance, and
serving as landlord for rental propertie

— The bank should communicate wi alitiesgincluding homeowners’ associations,
about specific requirements with respect clo
example, localities may have requireme
property maintenance, and security—and the
different stages of the foreclosure process.
— If it fails to take these actions, the bank should b afeof patential nuisance actions

or the exercise of local receivership powers to seize @

compliance with property and preservation guidance issued bathef.S. Department of

Housing and Urban Development (HUD) to preserve the insurance claim and obtain

reimbursements for allowable expenses.

Following foreclosure, the bank must record its ownership interest in local land records.

Banks must comply with OREO appraisal and accounting requirements.

Banks should maintain appropriate insurance on the property.

Some localities may require registration of foreclosed properties, properties in

foreclosure, or vacant properties. Banks should be aware of and comply with such

requirements.

e The Protecting Tenants at Foreclosure Act of 2009 provides tenants with protections from
eviction resulting from foreclosure on the properties they are renting. The “Protecting
Tenants at Foreclosure Act” booklet of the Comptroller’s Handbook provides additional
information and examination guidance.
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— When a bank takes title to a house after foreclosure, it must honor any existing rental
agreement with a bona fide tenant and must provide 90 days’ notice to the tenant
before eviction, whether or not the tenant has a rental agreement (after taking title
through foreclosure).

— State laws may impose additional requirements that are not preempted by the
Protecting Tenants at Foreclosure Act.

— Additional potential requirements with respect to rental properties include
= reviewing the lease to determine if the property can be shown to prospective

purchasers.
= returning any security deposit upon termination of the rental agreement.

e The Servicemembers Civil Relief Act provides servicemembers relief from certain
obligations when military service affects the servicemember’s ability to meet or attend to
civil matters. The “Servicemembers Civil Relief Act” booklet of the Comptroller’s
Handbook providgg additional information and examination guidance.

— Real propeg «@ ired by a servicemember before the servicemember’s military
service bEgarieawhotbe sold, foreclosed, or seized during the period of military
can be superse

r period subsequent to the military service. These restrictions
the approval of a court or a written agreement in which the

servicemember es to certain rights. (Updated August 31, 2018)
— A landlord may not’eylict &se®vicemember or his or her dependents from certain
residences?® occupied Pgimari residence during a period of military service

except by court order.

Additional Issues /

e Banks should have sufficient staff to manag
procedures, and risk management systems i
party relationships. The use of third parties doé
board of directors and management to ensure that
in a safe and sound manner and in compliance with a
relationships should be subject to the same risk manag
expected if a bank were conducting the activities directly.
process should include
— written contracts outlining the duties, obligations, and responsibilities of the parties

involved.
— appropriate due diligence before entering a third-party contract.
— continuous oversight of the third parties and third-party activities.

e Before undertaking the rehabilitation or improvement of foreclosed properties, a bank

should consider its legal authority to make expenditures on OREO and any HUD

g pRoperly oversee and manage third-
inigh the responsibility of the
operties are administered

13 For leased residences, the law, as originally passed by Congress, applied to dwellings with monthly rents not
exceeding a certain amount. This amount is adjusted yearly and is published in the Federal Register by the U.S.
Department of Defense. The amount as of January 1, 2018, was $3,716.73 (83 Fed. Reg. 5409). (Footnote
updated August 31, 2018)

14 Refer to OCC Bulletin 2013-29, “Third-Party Relationships: Risk Management Guidance,” and OCC Bulletin
2017-21, “Third-Party Relationships: Frequently Asked Questions to Supplement OCC Bulletin 2013-29.”
(Footnote added August 31, 2018)
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requirements for mortgages insured by the FHA. For FHA-insured loans, such

expenditures are permissible if reasonably calculated to reduce any shortfall between the

parcel’s market value and the bank’s recorded investment amount. If such expenditures
are permissible and the bank makes them, the bank should comply with local building

codes and licensing requirements. (Updated August 31, 2018)

e When disposing of foreclosed residential properties, a bank should consider

— disposition costs and delays, including advertising, broker, or maintenance fees and
repair costs for defects found at inspection.

— the provision of financing for OREO properties. While generally not subject to
lending limits, financing the sale of a significant number of properties to the same
borrower could result in unsafe or unsound concentrations.

— negative reaction and potential reputation risk from disposition practices that favor, as
purchasers of foreclosed properties, investors (paying cash) over owner-occupants

sed residential properties from FHA-insured mortgages, either
ance D, the bank must comply with HUD requirements to

receive insurance paymerfts oRother allowable reimbursements.
e Holding-period issues may“atige | nk is not able to dispose of foreclosed
properties.

ix B contains guidance for managing
sengicer of foreclosed property and when
itle to foreclosed property.

In addition to the guidance provided abo%
foreclosed properties when a bank is acting
the bank is the trustee of a securitization trust th

Releasing a Lien Rather Than Foreclosi

At times, lenders may release a lien securing a defaulted gal estate loan rather
than foreclose on the property. This decision is often base aihconsiderations, such
as when the bank or servicer/investor determines that the costs 4@ e, rehabilitate, and
sell a property exceed its current market value. When this decisio ade after a bank or
servicer has initiated foreclosure, the borrower may have already abandoned the property or
discontinued the care and maintenance of the property, increasing the chance of a blighted
property in the community. The decision to release a lien is typically a financial decision. As
such, banks and servicers should confirm that the valuation of the property provides the most
accurate information practicable, while complying with investor requirements before
initiating foreclosure and subsequently deciding to release the lien. Banks and servicers
should also consider the potential for reputation and litigation risk arising from their position

as a prior mortgagee or servicer of a now-abandoned property. (Updated August 31, 2018)

If the decision is made to forgo foreclosure and release the lien, the bank or servicer should
notify, or attempt to notify, the borrower of the decision. Borrowers should be notified that
(1) the mortgage holder is not pursuing foreclosure and has released the mortgage lien,

(2) the borrower may continue to occupy the property, and (3) the borrower is obligated to
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maintain the property consistent with all local codes and ordinances and to pay property taxes
and the debt owed. The bank or servicer should also make appropriate notifications to the
local jurisdiction when it makes the decision to release a lien in lieu of foreclosure.

Exchanging OREO for Other Assets

A weak economic environment can lead to significant deterioration in asset quality resulting
in an increase in lower-quality assets, including OREO. When this occurs, third parties may
market OREO exchange programs to a bank as a means of reducing problem assets. These
programs purport to reduce nonperforming assets by exchanging OREO for an interest in
another asset that may be represented to be of higher quality. This “higher quality asset” is
often an equity interest in the entity acquiring the OREO or a trade for a large number of
loans, such as home equity lines of credit. These programs can raise significant safety and
soundness, legal, andgaccounting concerns, and the OCC strongly encourages banks to

consult with their pervisory office before entering into any such agreements.
Additional inforfnati this topic is included in appendix A of this booklet.
Rental of Reside I ®]

The OCC supports a bank’s efffort§, to%obtain the highest recovery possible on residential
OREO while also considering OREOQ disposition on the communities the bank
serves. In general, national banks mg@st disp@se of OREO as prudent judgment dictates and
within the holding period permitted By law org€gulation. Similarly, FSAs should dispose of
OREO within the period of time recommegg@ed #MOCC guidance or policy. If the bank can

recover the recorded loan amount as well as #Co ccrued interest, additional advances,

employs such a strategy, it should demonstrate and docu
ongoing sales efforts. (Updated August 31, 2018)

A rental program should be executed under an appropriate risk ent framework that
is commensurate with the size and scope of the program and is designed to control the
heightened reputation, credit, operational, and compliance risks that can arise when a bank
becomes a landlord. This framework includes complying with federal, state, and local laws
that govern rental agreements and tenant rights. Specific controls should include

e comprehensive written policy objectives and operating procedures governing OREO
recognition, carrying values, management and maintenance, and disposition.

e reporting systems that track OREO flows, volumes, and disposition status (including any
rental programs).

e accounting and reporting for rental OREO in accordance with existing regulatory
reporting requirements.

e active oversight of any third parties that assist with the management and disposition of
OREO properties. Refer to OCC Bulletin 2013-29, “Third-Party Relationships: Risk
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Management Guidance” and OCC Bulletin 2017-21, “Third-Party Relationships:
Frequently Asked Questions to Supplement OCC Bulletin 2013-29.” (Updated August
31, 2018)

e control systems (audit, quality assurance, legal reviews, etc.) with sufficient scope,
review schedules, and expertise to ensure compliance with all pertinent federal, state, and
local laws.*®

Disposition of OREO

12 CFR 34.83, “Disposition of real estate” describes how a national bank may comply with
its legal obligation to dispose of real estate under 12 USC 29. While there are no specific
requirements for FSAs regarding the method of disposition of OREO, FSAs may dispose of
OREO in a similar manner. A bank may dispose of OREO by (Updated August 31, 2018)

nd contract or a contract for deed.

with respect to real estate\gcq in exchange for debts previously contracted, retaining
the property for its own us préynises or by transferring it to a subsidiary or
affiliate for use in the business gf the sulsidiary or affiliate.

A national bank must make diligent and og@oi forts to dispose of*® each parcel of OREO
and maintain documentation adequate to ref}¢Ct thosggefforts. FSA disposal efforts should
also be diligent and adequately documented. (Updgte ust 31, 2018)

With respect to a capitalized or operating lease, a b
assigning the lease or subleasing the premises to a thir
that expires before the master (original) lease—i.e., it is 1@t cotermiggus—the period during
which the master lease must be divested is suspended for th Ofi the sublease and
begins running again upon expiration or termination of the sub
as OREO may enter into an extension of the OREO holding period
following criteria:

se of its interest by either

e extension meets the

e The extension is necessary in order to sublease the master lease.

15 These laws include landlord-tenant laws; landlord licensing or registration requirements; minimum leasing
requirements; eviction protections under the Protecting Tenants at Foreclosure Act; protections under the
Servicemembers Civil Relief Act; reasonable accommodation and accessibility requirements for handicapped or
disabled tenants under the Fair Housing Act and the Americans With Disabilities Act; antidiscrimination laws,
including the Fair Housing Act; and other standards associated with providing clean, sanitary, and safe
properties.

16 Refer to 12 CFR 34.83(b) for national banks. (Footnote added August 31, 2018)
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e The bank, before entering into the extension, has a firm commitment from a prospective
subtenant to sublease the property.

e The term of the extension is reasonable and does not materially exceed the term of the
sublease.!’

With respect to a transaction that does not qualify as a disposition, a disposition is considered
to be achieved when the bank receives or accumulates from the purchaser an amount in a
down payment, principal and interest payments, and private mortgage insurance totaling at
least 10 percent of the sales price, as measured by GAAP.

While the OCC does not prescribe specific methods to be used such as listing a property with
a broker, examiners will evaluate the effectiveness of a bank’s marketing program in
assessing the diligence of the bank’s efforts to dispose of OREO.

Concentrations

Concentration risk igfO siguld be considered together with similar real estate
concentrations that ma$gbe pagsent.in the loan portfolio. The OCC’s “Concentrations of
Credit” booklet of the Comgptrol andbook defines a concentration as exceeding

25 percent of tier 1 risk-basedica lus the ALLL and contains additional information and
i ulletin 2006-46, “Concentrations in
Commercial Real Estate Lending, S@und Ri§k Management Practices: Interagency Guidance
ides guidance on the management of

A bank’s holding of OREO may represent conc
specific geographic locations. The bank’s mana

specific types of real estate or in
mation system should permit

: ; ment should identify and

separately analyze the types of properties that are inc i count, the aging of

years, or the last five

years), and management’s efforts to sell the properties. Ban t should also

| estate may be

different, because economic conditions in a particular geographicNee#tion may pose similar

risks to different types of real estate. (Updated August 31, 2018)
Environmental Risk Management

An effective environmental risk management policy that assesses a property’s environmental
risk before extending a loan is an important element of sound risk management. A bank
should, however, also have appropriate environmental risk management policies and
procedures in place for OREOQ as a part of its overall environmental risk management
program. Property use may have changed, an adequate assessment may not have been

1712 CFR 34.83 states that, should the OCC determine that a national bank has entered into a lease, extension
of a lease, or a sublease for the purpose of real estate speculation in violation of 12 USC 29 and this part, the
OCC will take appropriate measures to address the violation, which may include requiring the bank to take
immediate steps to divest the lease or sublease. (Footnote updated August 31, 2018)
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performed at origination, contamination may not have been evident, a property may have
become contaminated subsequent to loan closing, or the bank may be exposed to expanded
liability as an owner of a contaminated property.

A bank’s OREO policy should establish a program for assessing the potential adverse effect
of environmental contamination, with appropriate controls to limit the bank’s exposure to
environmental liability from OREO. In addition to federal laws and regulations, states
usually have their own environmental laws and regulations, and loan officers and risk
managers should be familiar with the laws and regulations in their market areas. The
“Commercial Real Estate Lending” booklet of the Comptroller’s Handbook provides a more
detailed discussion of the risks presented by contaminated properties and supervisory
expectations for mitigating these risks. (Updated August 31, 2018)

Although seldom an igsue with residential properties with the possible exception of Iead-

Environmental é@nta
well as create potenti

may negatively affect the value of real property collateral as
for the bank under various federal or state environmental
ust recognize and evaluate known property contamination
and include this assess i es of market value.

Regulatory Risk Rating

The risk rating of OREOQ by banks s be gbn
Agreement on the Classification of Assetsgind
Thrifts” conveyed by OCC Bulletin 2004-25¢"C

Agreement on the Classification of Securities,”
Classification.” While it is not OCC policy to a

istent with the interagency “Uniform
ralsal of Securities Held by Banks and
ation of Securities: Uniform

cIaSS|fy OREO such assets are
ir value, less costs to sell. A
bank’s purchase of property through foreclosure usually1n lack of demand for the
gspite the apparent
adequacy of appraised values. OREO is often a nonearning t bank typically
incurs costs to hold the property such as property taxes, insuran@e s, repairs, and
maintenance. The bank may also incur substantial liability generateds#y environmental
issues. (Updated August 31, 2018)

During supervisory examinations of a bank, OREOQ should be evaluated to determine the
appropriate regulatory risk ratings. An examiner should review all relevant factors to
determine the amount of risk presented by each parcel of OREO and the probability that the
bank will realize the OREO’s carrying value. Factors an examiner should consider as part of
the evaluation include

e the property’s carrying value relative to its fair value, the bank’s asking price, and offers
received. For example, a carrying value in excess of fair value would indicate a loss, an
asking price significantly above the carrying value may discourage offers or indicate a
bank’s unwillingness to sell at the carrying value, and offers that are significantly below
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the asking price may indicate that the carrying value or asking price is too high. Any of
these could reduce the probability of realizing the carrying value.

e the quality and timeliness of the property’s appraisal or evaluation.

e the length of time the property has been on the market and local market conditions for the
type of property involved, such as the history and recent sales trends for comparable
properties.

e management’s ability and track record in disposing of foreclosed assets.

e the income generated by the property and other economic factors affecting the probability
of loss exposure; generally, assets need to generate a reasonable net return commensurate
with similar risk assets to warrant a pass classification.

e other pertinent factors, including title, statutory redemption privileges, zoning, and other
liens.

OREOQ is normally

ated
of the asset, the di @

rental properties’on g

as a substandard asset because of the collateral-dependent nature
risks, and fluctuations in market value. Banks should evaluate
case basis, giving consideration to income generated and all
expenses of ownershjp ing the classification determination. The appraisal or
evaluation of the prop pravide useful guidance in evaluating the adequacy of the
property expenses and rateof retlirn ®xpectations used in support of the rating. Generally,
assets need to generate a reas@na t return commensurate with similar-risk assets to

warrant a pass classification.
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Examination Procedures

This booklet contains expanded procedures for examining specialized activities or specific
products or services that warrant attention beyond the core assessment contained in the
“Community Bank Supervision,” “Federal Branches and Agencies Supervision,” and “Large
Bank Supervision” booklets of the Comptroller’s Handbook. Examiners determine which
expanded procedures to use, if any, during examination planning or after drawing
preliminary conclusions during the core assessment.

Scope

Thes