List of Subjects in 12 CFR Part 1026

Advertising, Consumer protection, Mortgages, Reporting and recordkeeping
requirements, Truth in Lending.
Authority and Issuance

For the reasons set forth in the preamble, the Bureau amends Regulation Z, 12 CFR part
1026, as set forth below:
PART 1026—TRUTH IN LENDING (REGULATION Z)

1. The authority citation for part 1026 continues to read as follows:

AUTHORITY: 12 U.S.C. 2601, 2603-2605, 2607, 2609, 2617, 5511, 5512, 5532, 5581; 15
U.S.C. 1601 et seq.

Subpart D—Miiscellaneous

2. Section 1026.25 is amended by:

A. Revising paragraph (a); and

B. Adding and reserving paragraphs (c)(1) and (c)(2).

C. Adding paragraph (c)(3).

The additions and revisions read as follows:

§ 1026.25 Record retention.

(@) General rule. A creditor shall retain evidence of compliance with this regulation,
other than advertising requirements under 88 1026.16 and 1026.24 and certain requirements for
mortgage loans under paragraph (c) of this section, for two years after the date disclosures are
required to be made or action is required to be taken. The administrative agencies responsible
for enforcing the regulation may require a creditor under their jurisdictions to retain records for a
longer period if necessary to carry out their enforcement responsibilities under section 108 of the

Act.



(c) Records related to certain requirements for mortgage loans. (1) [Reserved]

(2) [Reserved]

(3) Records related to minimum standards for transactions secured by a dwelling.
Notwithstanding paragraph (a) of this section, a creditor shall retain evidence of compliance with
8 1026.43 of this regulation for three years after consummation of a transaction covered by that
section.

Subpart E—Special Rules for Certain Home Mortgage Transactions

3. Section 1026.32 is amended by:

A. Revising the section heading;

B. Revising paragraph (b)(1);

C. Removing and reserving paragraph (b)(2);

D. Adding paragraph (b)(3)(i) and adding and reserving paragraph (b)(3)(ii);

E. Adding paragraph (b)(4)(i) and adding and reserving paragraph (b)(4)(ii);

F. Adding paragraph (b)(5); and

G. Adding paragraph (b)(6)(i) and adding and reserving paragraph (b)(6)(ii).

The additions and revisions read as follows:

8 1026.32 Requirements for high-cost mortgages.
(b) Definitions. For purposes of this subpart, the following definitions apply:
(1) In connection with a closed-end credit transaction, points and fees means the

following fees or charges that are known at or before consummation:



(i) All items included in the finance charge under § 1026.4(a) and (b), except that the
following items are excluded:

(A) Interest or the time-price differential,

(B) Any premium or other charge imposed in connection with any Federal or State
agency program for any guaranty or insurance that protects the creditor against the consumer’s
default or other credit loss;

(C) For any guaranty or insurance that protects the creditor against the consumer’s
default or other credit loss and that is not in connection with any Federal or State agency
program:

(1) If the premium or other charge is payable after consummation, the entire amount of
such premium or other charge; or

(2) If the premium or other charge is payable at or before consummation, the portion of
any such premium or other charge that is not in excess of the amount payable under policies in
effect at the time of origination under section 203(c)(2)(A) of the National Housing Act (12
U.S.C. 1709(c)(2)(A)), provided that the premium or charge is required to be refundable on a pro
rata basis and the refund is automatically issued upon notification of the satisfaction of the
underlying mortgage loan;

(D) Any bona fide third-party charge not retained by the creditor, loan originator, or an
affiliate of either, unless the charge is required to be included in points and fees under paragraph
(b)(W)([MH(C), (iii), or (iv) of this section;

(E) Up to two bona fide discount points paid by the consumer in connection with the
transaction, if the interest rate without any discount does not exceed:

(1) The average prime offer rate, as defined in § 1026.35(a)(2), by more than one



percentage point; or

(2) For purposes of paragraph (a)(1)(ii) of this section, for transactions that are secured
by personal property, the average rate for a loan insured under Title | of the National Housing
Act (12 U.S.C. 1702 et seq.) by more than one percentage point; and

(F) If no discount points have been excluded under paragraph (b)(1)(i)(E) of this section,
then up to one bona fide discount point paid by the consumer in connection with the transaction,
if the interest rate without any discount does not exceed:

(1) The average prime offer rate, as defined in § 1026.35(a)(2), by more than two
percentage points; or

(2) For purposes of paragraph (a)(1)(ii) of this section, for transactions that are secured
by personal property, the average rate for a loan insured under Title | of the National Housing
Act (12 U.S.C. 1702 et seq.) by more than two percentage points;

(if) All compensation paid directly or indirectly by a consumer or creditor to a loan
originator, as defined in 8 1026.36(a)(1), that can be attributed to that transaction at the time the
interest rate is set;

(iii) All items listed in § 1026.4(c)(7) (other than amounts held for future payment of
taxes), unless:

(A) The charge is reasonable;

(B) The creditor receives no direct or indirect compensation in connection with the
charge; and

(C) The charge is not paid to an affiliate of the creditor;

(iv) Premiums or other charges payable at or before consummation for any credit life,

credit disability, credit unemployment, or credit property insurance, or any other life, accident,



health, or loss-of-income insurance for which the creditor is a beneficiary, or any payments
directly or indirectly for any debt cancellation or suspension agreement or contract;

(v) The maximum prepayment penalty, as defined in paragraph (b)(6)(i) of this section,
that may be charged or collected under the terms of the mortgage loan; and

(vi) The total prepayment penalty, as defined in paragraph (b)(6)(i) of this section,
incurred by the consumer if the consumer refinances the existing mortgage loan with the current
holder of the existing loan, a servicer acting on behalf of the current holder, or an affiliate of
either.

(2) [Reserved]

(3) Bona fide discount point. (i) Closed-end credit. The term bona fide discount point
means an amount equal to 1 percent of the loan amount paid by the consumer that reduces the
interest rate or time-price differential applicable to the transaction based on a calculation that is
consistent with established industry practices for determining the amount of reduction in the
interest rate or time-price differential appropriate for the amount of discount points paid by the
consumer.

(i) [Reserved]

(4) Total loan amount. (i) Closed-end credit. The total loan amount for a closed-end
credit transaction is calculated by taking the amount financed, as determined according to
§ 1026.18(b), and deducting any cost listed in § 1026.32(b)(1)(iii), (iv), or (vi) that is both
included as points and fees under § 1026.32(b)(1) and financed by the creditor.

(i) [Reserved]

(5) Affiliate means any company that controls, is controlled by, or is under common

control with another company, as set forth in the Bank Holding Company Act of 1956 (12 U.S.C.



1841 et seq.).

(6) Prepayment penalty. (i) Closed-end credit transactions. For a closed-end credit
transaction, prepayment penalty means a charge imposed for paying all or part of the
transaction’s principal before the date on which the principal is due, other than a waived, bona
fide third-party charge that the creditor imposes if the consumer prepays all of the transaction’s
principal sooner than 36 months after consummation, provided, however, that interest charged
consistent with the monthly interest accrual amortization method is not a prepayment penalty for
extensions of credit insured by the Federal Housing Administration that are consummated before
January 21, 2015.

(i) [Reserved]

* * * * *

4. New § 1026.43 is added to read as follows:

8 1026.43 Minimum standards for transactions secured by a dwelling.

(a) Scope. This section applies to any consumer credit transaction that is secured by a
dwelling, as defined in 8 1026.2(a)(19), including any real property attached to a dwelling, other
than:

(1) A home equity line of credit subject to § 1026.40;

(2) A mortgage transaction secured by a consumer’s interest in a timeshare plan, as
defined in 11 U.S.C. 101(53(D)); or

(3) For purposes of paragraphs (c) through (f) of this section:

(i) A reverse mortgage subject to § 1026.33;

(if) A temporary or “bridge” loan with a term of 12 months or less, such as a loan to

finance the purchase of a new dwelling where the consumer plans to sell a current dwelling



within 12 months or a loan to finance the initial construction of a dwelling; or

(iii) A construction phase of 12 months or less of a construction-to-permanent loan.

(b) Definitions. For purposes of this section:

(1) Covered transaction means a consumer credit transaction that is secured by a
dwelling, as defined in 8 1026.2(a)(19), including any real property attached to a dwelling, other
than a transaction exempt from coverage under paragraph (a) of this section.

(2) Fully amortizing payment means a periodic payment of principal and interest that will
fully repay the loan amount over the loan term.

(3) Fully indexed rate means the interest rate calculated using the index or formula that
will apply after recast, as determined at the time of consummation, and the maximum margin
that can apply at any time during the loan term.

(4) Higher-priced covered transaction means a covered transaction with an annual
percentage rate that exceeds the average prime offer rate for a comparable transaction as of the
date the interest rate is set by 1.5 or more percentage points for a first-lien covered transaction, or
by 3.5 or more percentage points for a subordinate-lien covered transaction.

(5) Loan amount means the principal amount the consumer will borrow as reflected in the
promissory note or loan contract.

(6) Loan term means the period of time to repay the obligation in full.

(7) Maximum loan amount means the loan amount plus any increase in principal balance
that results from negative amortization, as defined in § 1026.18(s)(7)(v), based on the terms of
the legal obligation assuming:

(i) The consumer makes only the minimum periodic payments for the maximum possible

time, until the consumer must begin making fully amortizing payments; and



(if) The maximum interest rate is reached at the earliest possible time.

(8) Mortgage-related obligations mean property taxes; premiums and similar charges
identified in § 1026.4(b)(5), (7), (8), and (10) that are required by the creditor; fees and special
assessments imposed by a condominium, cooperative, or homeowners association; ground rent;
and leasehold payments.

(9) Points and fees has the same meaning as in § 1026.32(b)(1).

(10) Prepayment penalty has the same meaning as in § 1026.32(b)(6).

(11) Recast means:

(i) For an adjustable-rate mortgage, as defined in 8 1026.18(s)(7)(i), the expiration of the
period during which payments based on the introductory fixed interest rate are permitted under
the terms of the legal obligation;

(i) For an interest-only loan, as defined in 8 1026.18(s)(7)(iv), the expiration of the
period during which interest-only payments are permitted under the terms of the legal obligation;
and

(iii) For a negative amortization loan, as defined in § 1026.18(s)(7)(v), the expiration of
the period during which negatively amortizing payments are permitted under the terms of the
legal obligation.

(12) Simultaneous loan means another covered transaction or home equity line of credit
subject to § 1026.40 that will be secured by the same dwelling and made to the same consumer at
or before consummation of the covered transaction or, if to be made after consummation, will
cover closing costs of the first covered transaction.

(13) Third-party record means:

(i) A document or other record prepared or reviewed by an appropriate person other than



the consumer, the creditor, or the mortgage broker, as defined in § 1026.36(a)(2), or an agent of
the creditor or mortgage broker;

(if) A copy of a tax return filed with the Internal Revenue Service or a State taxing
authority;

(iii) A record the creditor maintains for an account of the consumer held by the creditor;
or

(iv) If the consumer is an employee of the creditor or the mortgage broker, a document or
other record maintained by the creditor or mortgage broker regarding the consumer’s
employment status or employment income.

(c) Repayment ability. (1) General requirement. A creditor shall not make a loan that is
a covered transaction unless the creditor makes a reasonable and good faith determination at or
before consummation that the consumer will have a reasonable ability to repay the loan
according to its terms.

(2) Basis for determination. Except as provided otherwise in paragraphs (d), (e), and (f)
of this section, in making the repayment ability determination required under paragraph (c)(1) of
this section, a creditor must consider the following:

(i) The consumer’s current or reasonably expected income or assets, other than the value
of the dwelling, including any real property attached to the dwelling, that secures the loan;

(ii) If the creditor relies on income from the consumer’s employment in determining
repayment ability, the consumer’s current employment status;

(iii) The consumer’s monthly payment on the covered transaction, calculated in
accordance with paragraph (c)(5) of this section;

(iv) The consumer’s monthly payment on any simultaneous loan that the creditor knows



or has reason to know will be made, calculated in accordance with paragraph (c)(6) of this
section;

(v) The consumer’s monthly payment for mortgage-related obligations;

(vi) The consumer’s current debt obligations, alimony, and child support;

(vii) The consumer’s monthly debt-to-income ratio or residual income in accordance with
paragraph (c)(7) of this section; and

(viii) The consumer’s credit history.

(3) Verification using third-party records. A creditor must verify the information that the
creditor relies on in determining a consumer’s repayment ability under 8§ 1026.43(c)(2) using
reasonably reliable third-party records, except that:

(i) For purposes of paragraph (c)(2)(i) of this section, a creditor must verify a consumer’s
income or assets that the creditor relies on in accordance with § 1026.43(c)(4);

(i) For purposes of paragraph (c)(2)(ii) of this section, a creditor may verify a
consumer’s employment status orally if the creditor prepares a record of the information
obtained orally; and

(iii) For purposes of paragraph (c)(2)(vi) of this section, if a creditor relies on a
consumer’s credit report to verify a consumer’s current debt obligations and a consumer’s
application states a current debt obligation not shown in the consumer’s credit report, the creditor
need not independently verify such an obligation.

(4) Verification of income or assets. A creditor must verify the amounts of income or
assets that the creditor relies on under § 1026.43(c)(2)(i) to determine a consumer’s ability to
repay a covered transaction using third-party records that provide reasonably reliable evidence of

the consumer’s income or assets. A creditor may verify the consumer’s income using a tax-

10



return transcript issued by the Internal Revenue Service (IRS). Examples of other records the
creditor may use to verify the consumer’s income or assets include:

(i) Copies of tax returns the consumer filed with the IRS or a State taxing authority;

(if) IRS Form W-2s or similar IRS forms used for reporting wages or tax withholding;

(iii) Payroll statements, including military Leave and Earnings Statements;

(iv) Financial institution records;

(v) Records from the consumer’s employer or a third party that obtained information
from the employer;

(vi) Records from a Federal, State, or local government agency stating the consumer’s
income from benefits or entitlements;

(vii) Receipts from the consumer’s use of check cashing services; and

(viii) Receipts from the consumer’s use of a funds transfer service.

(5) Payment calculation. (i) General rule. Except as provided in paragraph (c)(5)(ii) of
this section, a creditor must make the consideration required under paragraph (c)(2)(iii) of this
section using:

(A) The fully indexed rate or any introductory interest rate, whichever is greater; and

(B) Monthly, fully amortizing payments that are substantially equal.

(i1) Special rules for loans with a balloon payment, interest-only loans, and negative
amortization loans. A creditor must make the consideration required under paragraph (c)(2)(iii)
of this section for:

(A) A loan with a balloon payment, as defined in § 1026.18(s)(5)(i), using:

(1) The maximum payment scheduled during the first five years after the date on which

the first regular periodic payment will be due for a loan that is not a higher-priced covered
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transaction; or

(2) The maximum payment in the payment schedule, including any balloon payment, for
a higher-priced covered transaction;

(B) An interest-only loan, as defined in 8 1026.18(s)(7)(iv), using:

(1) The fully indexed rate or any introductory interest rate, whichever is greater; and

(2) Substantially equal, monthly payments of principal and interest that will repay the
loan amount over the term of the loan remaining as of the date the loan is recast.

(C) A negative amortization loan, as defined in 8 1026.18(s)(7)(v), using:

(1) The fully indexed rate or any introductory interest rate, whichever is greater; and

(2) Substantially equal, monthly payments of principal and interest that will repay the
maximum loan amount over the term of the loan remaining as of the date the loan is recast.

(6) Payment calculation for simultaneous loans. For purposes of making the evaluation
required under paragraph (c)(2)(iv) of this section, a creditor must consider, taking into account
any mortgage-related obligations, a consumer’s payment on a simultaneous loan that is:

(i) A covered transaction, by following paragraph (c)(5)of this section; or

(i) A home equity line of credit subject to § 1026.40, by using the periodic payment
required under the terms of the plan and the amount of credit to be drawn at or before
consummation of the covered transaction.

(7) Monthly debt-to-income ratio or residual income. (i) Definitions. For purposes of
this paragraph (c)(7), the following definitions apply:

(A) Total monthly debt obligations. The term total monthly debt obligations means the
sum of: the payment on the covered transaction, as required to be calculated by paragraphs

(c)(2)(iii) and (c)(5) of this section; simultaneous loans, as required by paragraphs (c)(2)(iv) and
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(c)(6) of this section; mortgage-related obligations, as required by paragraph (c)(2)(v) of this
section; and current debt obligations, alimony, and child support, as required by paragraph
(©)(2)(vi) of this section.

(B) Total monthly income. The term total monthly income means the sum of the
consumer’s current or reasonably expected income, including any income from assets, as
required by paragraphs (c)(2)(i) and (c)(4) of this section.

(i) Calculations. (A) Monthly debt-to-income ratio. If a creditor considers the
consumer’s monthly debt-to-income ratio under paragraph (c)(2)(vii) of this section, the creditor
must consider the ratio of the consumer’s total monthly debt obligations to the consumer’s total
monthly income.

(B) Monthly residual income. If a creditor considers the consumer’s monthly residual
income under paragraph (c)(2)(vii) of this section, the creditor must consider the consumer’s
remaining income after subtracting the consumer’s total monthly debt obligations from the
consumer’s total monthly income.

(d) Refinancing of non-standard mortgages. (1) Definitions. For purposes of this
paragraph (d), the following definitions apply:

(i) Non-standard mortgage. The term non-standard mortgage means a covered
transaction that is:

(A) An adjustable-rate mortgage, as defined in § 1026.18(s)(7)(i), with an introductory
fixed interest rate for a period of one year or longer;

(B) An interest-only loan, as defined in 8 1026.18(s)(7)(iv); or

(C) A negative amortization loan, as defined in 8§ 1026.18(s)(7)(V).

(i1) Standard mortgage. The term standard mortgage means a covered transaction:

13



(A) That provides for regular periodic payments that do not:

(1) Cause the principal balance to increase;

(2) Allow the consumer to defer repayment of principal; or

(3) Result in a balloon payment, as defined in § 1026.18(s)(5)(i);

(B) For which the total points and fees payable in connection with the transaction do not
exceed the amounts specified in paragraph (e)(3) of this section;

(C) For which the term does not exceed 40 years;

(D) For which the interest rate is fixed for at least the first five years after consummation;
and

(E) For which the proceeds from the loan are used solely for the following purposes:

(1) To pay off the outstanding principal balance on the non-standard mortgage; and

(2) To pay closing or settlement charges required to be disclosed under the Real Estate
Settlement Procedures Act, 12 U.S.C. 2601 et seq.

(iii) Refinancing. The term refinancing has the same meaning as in § 1026.20(a).

(2) Scope. The provisions of this paragraph (d) apply to the refinancing of a non-standard
mortgage into a standard mortgage when the following conditions are met:

(1) The creditor for the standard mortgage is the current holder of the existing non-
standard mortgage or the servicer acting on behalf of the current holder;

(if) The monthly payment for the standard mortgage is materially lower than the monthly
payment for the non-standard mortgage, as calculated under paragraph (d)(5) of this section.

(iii) The creditor receives the consumer’s written application for the standard mortgage
no later than two months after the non-standard mortgage has recast.

(iv) The consumer has made no more than one payment more than 30 days late on the

14



non-standard mortgage during the 12 months immediately preceding the creditor’s receipt of the
consumer’s written application for the standard mortgage.

(v) The consumer has made no payments more than 30 days late during the six months
immediately preceding the creditor’s receipt of the consumer’s written application for the
standard mortgage; and

(vi) If the non-standard mortgage was consummated on or after January 10, 2014, the
non-standard mortgage was made in accordance with paragraph (c) or (e) of this section, as
applicable.

(3) Exemption from repayment ability requirements. A creditor is not required to comply
with the requirements of paragraph (c) of this section if:

(i) The conditions in paragraph (d)(2) of this section are met; and

(i1) The creditor has considered whether the standard mortgage likely will prevent a
default by the consumer on the non-standard mortgage once the loan is recast.

(4) Offer of rate discounts and other favorable terms. A creditor making a covered
transaction under this paragraph (d) may offer to the consumer rate discounts and terms that are
the same as, or better than, the rate discounts and terms that the creditor offers to new consumers,
consistent with the creditor’s documented underwriting practices and to the extent not prohibited
by applicable State or Federal law.

(5) Payment calculations. For purposes of determining whether the consumer’s monthly
payment for a standard mortgage will be materially lower than the monthly payment for the non-
standard mortgage, the following provisions shall be used:

(i) Non-standard mortgage. For purposes of the comparison conducted pursuant to

paragraph (d)(2)(ii) of this section, the creditor must calculate the monthly payment for a non-
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standard mortgage based on substantially equal, monthly, fully amortizing payments of principal
and interest using:

(A) The fully indexed rate as of a reasonable period of time before or after the date on
which the creditor receives the consumer’s written application for the standard mortgage;

(B) The term of the loan remaining as of the date on which the recast occurs, assuming all
scheduled payments have been made up to the recast date and the payment due on the recast date
is made and credited as of that date; and

(C) A remaining loan amount that is:

(1) For an adjustable-rate mortgage under paragraph (d)(1)(i)(A) of this section, the
outstanding principal balance as of the date of the recast, assuming all scheduled payments have
been made up to the recast date and the payment due on the recast date is made and credited as of
that date;

(2) For an interest-only loan under paragraph (d)(1)(i)(B) of this section, the outstanding
principal balance as of the date of the recast, assuming all scheduled payments have been made
up to the recast date and the payment due on the recast date is made and credited as of that date;
or

(3) For a negative amortization loan under paragraph (d)(1)(i)(C) of this section, the
maximum loan amount, determined after adjusting for the outstanding principal balance.

(i1) Standard mortgage. For purposes of the comparison conducted pursuant to paragraph
(d)(2)(ii) of this section, the monthly payment for a standard mortgage must be based on
substantially equal, monthly, fully amortizing payments based on the maximum interest rate that
may apply during the first five years after consummation.

(e) Qualified mortgages. (1) Safe harbor and presumption of compliance. (i) Safe
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harbor for transactions that are not higher-priced covered transactions. A creditor or assignee
of a qualified mortgage, as defined in paragraphs (€)(2), (e)(4), or (f) of this section, that is not a
higher-priced covered transaction, as defined in paragraph (b)(4) of this section, complies with
the repayment ability requirements of paragraph (c) of this section.

(if) Presumption of compliance for higher-priced covered transactions. (A) A creditor or
assignee of a qualified mortgage, as defined in paragraphs (e)(2), (e)(4), or (f) of this section, that
is a higher-priced covered transaction, as defined in paragraph (b)(4) of this section, is presumed
to comply with the repayment ability requirements of paragraph (c) of this section.

(B) To rebut the presumption of compliance described in paragraph (e)(1)(ii)(A) of this
section, it must be proven that, despite meeting the requirements of paragraphs (e)(2), (e)(4), or
(F) of this section, the creditor did not make a reasonable and good faith determination of the
consumer’s repayment ability at the time of consummation, by showing that the consumer’s
income, debt obligations, alimony, child support, and the consumer’s monthly payment
(including mortgage-related obligations) on the covered transaction and on any simultaneous
loans of which the creditor was aware at consummation would leave the consumer with
insufficient residual income or assets other than the value of the dwelling (including any real
property attached to the dwelling) that secures the loan with which to meet living expenses,
including any recurring and material non-debt obligations of which the creditor was aware at the
time of consummation.

(2) Qualified mortgage defined—general. Except as provided in paragraphs (e)(4) or (f)
of this section, a qualified mortgage is a covered transaction:

(1) That provides for regular periodic payments that are substantially equal, except for the

effect that any interest rate change after consummation has on the payment in the case of an
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adjustable-rate or step-rate mortgage, that do not:

(A) Result in an increase of the principal balance;

(B) Allow the consumer to defer repayment of principal, except as provided in paragraph
(F) of this section; or

(C) Result in a balloon payment, as defined in § 1026.18(s)(5)(i), except as provided in
paragraph (f) of this section;

(i) For which the loan term does not exceed 30 years;

(iii) For which the total points and fees payable in connection with the loan do not exceed
the amounts specified in paragraph (e)(3) of this section;

(iv) For which the creditor underwrites the loan, taking into account the monthly payment
for mortgage-related obligations, using:

(A) The maximum interest rate that may apply during the first five years after the date on
which the first regular periodic payment will be due; and

(B) Periodic payments of principal and interest that will repay either:

(1) The outstanding principal balance over the remaining term of the loan as of the date
the interest rate adjusts to the maximum interest rate set forth in paragraph (e)(2)(iv)(A) of this

section, assuming the consumer will have made all required payments as due prior to that date;

or
(2) The loan amount over the loan term;
(v) For which the creditor considers and verifies at or before consummation the
following:

(A) The consumer’s current or reasonably expected income or assets other than the value

of the dwelling (including any real property attached to the dwelling) that secures the loan, in

18



accordance with appendix Q and paragraphs (c)(2)(i) and (c)(4) of this section; and

(B) The consumer’s current debt obligations, alimony, and child support in accordance
with appendix Q and paragraphs (c)(2)(vi) and (c)(3) of this section; and

(vi) For which the ratio of the consumer’s total monthly debt to total monthly income at
the time of consummation does not exceed 43 percent. For purposes of this paragraph (e)(2)(vi),
the ratio of the consumer’s total monthly debt to total monthly income is determined:

(A) Except as provided in paragraph (e)(2)(vi)(B) of this section, in accordance with the
standards in appendix Q;

(B) Using the consumer’s monthly payment on:

(1) The covered transaction, including the monthly payment for mortgage-related
obligations, in accordance with paragraph (e)(2)(iv) of this section; and

(2) Any simultaneous loan that the creditor knows or has reason to know will be made, in
accordance with paragraphs (c)(2)(iv) and (c)(6) of this section.

(3) Limits on points and fees for qualified mortgages. (i) A covered transaction is not a
qualified mortgage unless the transaction’s total points and fees, as defined in § 1026.32(b)(1),
do not exceed:

(A) For a loan amount greater than or equal to $100,000 (indexed for inflation): 3 percent
of the total loan amount;

(B) For a loan amount greater than or equal to $60,000 (indexed for inflation) but less
than $100,000 (indexed for inflation): $3,000 (indexed for inflation);

(C) For a loan amount greater than or equal to $20,000 (indexed for inflation) but less
than $60,000 (indexed for inflation): 5 percent of the total loan amount;

(D) For a loan amount greater than or equal to $12,500 (indexed for inflation) but less
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than $20,000 (indexed for inflation): $1,000 (indexed for inflation);

(E) For a loan amount less than $12,500 (indexed for inflation): 8 percent of the total loan
amount.

(i1) The dollar amounts, including the loan amounts, in paragraph (e)(3)(i) of this section
shall be adjusted annually on January 1 by the annual percentage change in the Consumer Price
Index for All Urban Consumers (CPI-U) that was reported on the preceding June 1. See the
official commentary to this paragraph (e)(3)(ii) for the current dollar amounts.

(4) Qualified mortgage defined—special rules. (i) General. Notwithstanding paragraph
(e)(2) of this section, a qualified mortgage is a covered transaction that satisfies:

(A) The requirements of paragraphs (e)(2)(i) through (iii) of this section; and

(B) One or more of the criteria in paragraph (e)(4)(ii) of this section.

(i) Eligible loans. A qualified mortgage under this paragraph (e)(4) must be one of the
following at consummation:

(A) A loan that is eligible:

(1) To be purchased or guaranteed by the Federal National Mortgage Association or the
Federal Home Loan Mortgage Corporation operating under the conservatorship or receivership
of the Federal Housing Finance Agency pursuant to section 1367(a) of the Federal Housing
Enterprises Financial Safety and Soundness Act of 1992 (12 U.S.C. 4617(a)); or

(2) To be purchased or guaranteed by any limited-life regulatory entity succeeding the
charter of either the Federal National Mortgage Association or the Federal Home Loan Mortgage
Corporation pursuant to section 1367(i) of the Federal Housing Enterprises Financial Safety and
Soundness Act of 1992 (12 U.S.C. 4617(i));

(B) A loan that is eligible to be insured by the U.S. Department of Housing and Urban
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Development under the National Housing Act (12 U.S.C. 1707 et seq.);

(C) A loan that is eligible to be guaranteed the U.S. Department of Veterans Affairs;

(D) A loan that is eligible to be guaranteed by the U.S. Department of Agriculture
pursuant to 42 U.S.C. 1472(h); or

(E) A loan that is eligible to be insured by the Rural Housing Service.

(iii) Sunset of special rules. (A) Each respective special rule described in paragraph
(©)(@)(i)(B), (C), (D), or (E) of this section shall expire on the effective date of a rule issued by
each respective agency pursuant to its authority under TILA section 129C(b)(3)(ii) to define a
qualified mortgage.

(B) Unless otherwise expired under paragraph (e)(4)(iii)(A) of this section, the special
rules in this paragraph (e)(4) are available only for covered transactions consummated on or
before January 10, 2021.

(f) Balloon-payment qualified mortgages made by certain creditors. (1) Exemption.
Notwithstanding paragraph (e)(2) of this section, a qualified mortgage may provide for a balloon
payment, provided:

(i) The loan satisfies the requirements for a qualified mortgage in paragraphs (e)(2)(i)(A),
(e)(2)(i1), (e)(2)(iii), and (e)(2)(Vv) of this section, but without regard to the standards in appendix
Q;

(i1) The creditor determines at or before consummation that the consumer can make all of
the scheduled payments under the terms of the legal obligation, as described in paragraph
(FH(1)(iv) of this section, together with the consumer’s monthly payments for all mortgage-
related obligations and excluding the balloon payment, from the consumer’s current or

reasonably expected income or assets other than the dwelling that secures the loan;
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(iii) The creditor considers at or before consummation the consumer’s monthly debt-to-
income ratio or residual income and verifies the debt obligations and income used to determine
that ratio in accordance with paragraph (c)(7) of this section, except that the calculation of the
payment on the covered transaction for purposes of determining the consumer’s total monthly
debt obligations in (c)(7)(i)(A) shall be determined in accordance with paragraph (f)(iv)(A) of
this section, together with the consumer’s monthly payments for all mortgage-related obligations
and excluding the balloon payment;

(iv) The legal obligation provides for:

(A) Scheduled payments that are substantially equal, calculated using an amortization
period that does not exceed 30 years;

(B) An interest rate that does not increase over the term of the loan; and

(C) A loan term of five years or longer.

(v) The loan is not subject, at consummation, to a commitment to be acquired by another
person, other than a person that satisfies the requirements of paragraph (f)(1)(vi) of this section;
and

(vi) The creditor satisfies the requirements stated in 8 1026.35(b)(2)(iii)(A), (B), and (C).

(2) Post-consummation transfer of balloon-payment qualified mortgage. A balloon-
payment qualified mortgage, extended pursuant to paragraph (f)(1), immediately loses its status
as a qualified mortgage under paragraph (f)(1) if legal title to the balloon-payment qualified
mortgage is sold, assigned, or otherwise transferred to another person except when:

(1) The balloon-payment qualified mortgage is sold, assigned, or otherwise transferred to
another person three years or more after consummation of the balloon-payment qualified

mortgage;
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(if) The balloon-payment qualified mortgage is sold, assigned, or otherwise transferred to
a creditor that satisfies the requirements of paragraph (f)(1)(vi) of this section;

(iii) The balloon-payment qualified mortgage is sold, assigned, or otherwise transferred
to another person pursuant to a capital restoration plan or other action under 12 U.S.C. 18310,
actions or instructions of any person acting as conservator, receiver or bankruptcy trustee, an
order of a State or Federal governmental agency with jurisdiction to examine the creditor
pursuant to State or Federal law, or an agreement between the creditor and such an agency; or

(iv) The balloon-payment qualified mortgage is sold, assigned, or otherwise transferred
pursuant to a merger of the creditor with another person or acquisition of the creditor by another
person or of another person by the creditor.

(9) Prepayment penalties. (1) When permitted. A covered transaction must not include a
prepayment penalty unless:

(i) The prepayment penalty is otherwise permitted by law; and

(i) The transaction:

(A) Has an annual percentage rate that cannot increase after consummation;

(B) Is a qualified mortgage under paragraph (e)(2), (e)(4), or (f) of this section; and

(C) Is not a higher-priced mortgage loan, as defined in § 1026.35(a).

(2) Limits on prepayment penalties. A prepayment penalty:

(1) Must not apply after the three-year period following consummation; and

(if) Must not exceed the following percentages of the amount of the outstanding loan
balance prepaid:

(A) 2 percent, if incurred during the first two years following consummation; and

(B) 1 percent, if incurred during the third year following consummation.
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(3) Alternative offer required. A creditor must not offer a consumer a covered
transaction with a prepayment penalty unless the creditor also offers the consumer an alternative
covered transaction without a prepayment penalty and the alternative covered transaction:

(1) Has an annual percentage rate that cannot increase after consummation and has the
same type of interest rate as the covered transaction with a prepayment penalty; for purposes of
this paragraph (g), the term “type of interest rate” refers to whether a transaction:

(A) Is a fixed-rate mortgage, as defined in § 1026.18(s)(7)(iii); or

(B) Is a step-rate mortgage, as defined in 8 1026.18(s)(7)(ii);

(i) Has the same loan term as the loan term for the covered transaction with a
prepayment penalty;

(iii) Satisfies the periodic payment conditions under paragraph (e)(2)(i) of this section;

(iv) Satisfies the points and fees conditions under paragraph (e)(2)(iii) of this section,
based on the information known to the creditor at the time the transaction is offered; and

(v) Is a transaction for which the creditor has a good faith belief that the consumer likely
qualifies, based on the information known to the creditor at the time the creditor offers the
covered transaction without a prepayment penalty.

(4) Offer through a mortgage broker. If the creditor offers a covered transaction with a
prepayment penalty to the consumer through a mortgage broker, as defined in § 1026.36(a)(2),
the creditor must:

(i) Present the mortgage broker an alternative covered transaction without a prepayment
penalty that satisfies the requirements of paragraph (g)(3) of this section; and

(ii) Establish by agreement that the mortgage broker must present the consumer an

alternative covered transaction without a prepayment penalty that satisfies the requirements of
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paragraph (g)(3) of this section, offered by:

(A) The creditor; or

(B) Another creditor, if the transaction offered by the other creditor has a lower interest
rate or a lower total dollar amount of discount points and origination points or fees.

(5) Creditor that is a loan originator. If the creditor is a loan originator, as defined in
8§ 1026.36(a)(1), and the creditor presents the consumer a covered transaction offered by a person
to which the creditor would assign the covered transaction after consummation, the creditor must
present the consumer an alternative covered transaction without a prepayment penalty that
satisfies the requirements of paragraph (g)(3) of this section, offered by:

(i) The assignee; or

(if) Another person, if the transaction offered by the other person has a lower interest rate
or a lower total dollar amount of origination discount points and points or fees.

(6) Applicability. This paragraph (g) applies only if a covered transaction is
consummated with a prepayment penalty and is not violated if:

(i) A covered transaction is consummated without a prepayment penalty; or

(i) The creditor and consumer do not consummate a covered transaction.

(h) Evasion; open-end credit. In connection with credit secured by a consumer’s
dwelling that does not meet the definition of open-end credit in § 1026.2(a)(20), a creditor shall
not structure the loan as an open-end plan to evade the requirements of this section.

* * * * *

5. Appendices N, O, and P are added and reserved, and appendix Q is added to read as

follows:

Appendix N to Part 1026 [Reserved]
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Appendix O to Part 1026 [Reserved]
Appendix P to Part 1026 [Reserved]
Appendix Q to Part 1026—Standards for Determining Monthly Debt and Income

Section 1026.43(e)(2)(vi) provides that, to satisfy the requirements for a qualified
mortgage under § 1026.43(e)(2), the ratio of the consumer’s total monthly debt to total monthly
income at the time of consummation cannot exceed 43 percent. Section 1026.43(e)(2)(vi)(A)
requires the creditor to calculate the ratio of the consumer’s total monthly debt to total monthly
income using the following standards, with additional requirements for calculating debt and
income appearing in 8 1026.43(e)(2)(vi)(B).

|. CONSUMER ELIGIBILITY

A. Stability of Income.

1. Effective Income. Income may not be used in calculating the consumer’s income ratios
if it comes from any source that cannot be verified, is not stable, or will not continue.

2. Verifying Employment History.

a. The creditor must verify the consumer’s employment for the most recent two full
years, and the consumer must:

i. Explain any gaps in employment that span one or more months, and

ii. Indicate if he/she was in school or the military for the recent two full years, providing
evidence supporting this claim, such as college transcripts, or discharge papers.

b. Allowances can be made for seasonal employment, typical for the building trades and

agriculture, if documented by the creditor.
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Note: A consumer with a 25 percent or greater ownership interest in a business is
considered self-employed and will be evaluated as a self-employed consumer for underwriting
purposes.

3. Analyzing a Consumer’s Employment Record.

a. When analyzing the probability of continued employment, creditors must examine:

i. The consumer’s past employment record;

ii. Qualifications for the position;

iii. Previous training and education; and

iv. The employer’s confirmation of continued employment.

b. Favorably consider a consumer for a mortgage if he/she changes jobs frequently within
the same line of work, but continues to advance in income or benefits. In this analysis, income
stability takes precedence over job stability.

4. Consumers Returning to Work After an Extended Absence. A consumer’s income may
be considered effective and stable when recently returning to work after an extended absence if
he/she:

a. Is employed in the current job for six months or longer; and

b. Can document a two year work history prior to an absence from employment using:

I. Traditional employment verifications; and/or

ii. Copies of IRS Form W-2s or pay stubs.

Note: An acceptable employment situation includes individuals who took several years
off from employment to raise children, then returned to the workforce.

c. Important: Situations not meeting the criteria listed above may not be used in

qualifying. Extended absence is defined as six months.
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B. Salary, Wage and Other Forms of Income.

1. General Policy on Consumer Income Analysis.

a. The income of each consumer who will be obligated for the mortgage debt must be
analyzed to determine whether his/her income level can be reasonably expected to continue
through at least the first three years of the mortgage loan.

b. In most cases, a consumer’s income is limited to salaries or wages. Income from other
sources can be considered as effective, when properly verified and documented by the creditor.

Notes:

i. Effective income for consumers planning to retire during the first three-year period
must include the amount of:

a. Documented retirement benefits;

b. Social Security payments; or

c. Other payments expected to be received in retirement.

ii. Creditors must not ask the consumer about possible, future maternity leave.

2. Overtime and Bonus Income.

a. Overtime and bonus income can be used to qualify the consumer if he/she has received
this income for the past two years, and it will likely continue. If the employment verification
states that the overtime and bonus income is unlikely to continue, it may not be used in
qualifying.

b. The creditor must develop an average of bonus or overtime income for the past two
years. Periods of overtime and bonus income less than two years may be acceptable, provided
the creditor can justify and document in writing the reason for using the income for qualifying

purposes.
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3. Establishing an Overtime and Bonus Income Earning Trend.

a. The creditor must establish and document an earnings trend for overtime and bonus
income. If either type of income shows a continual decline, the creditor must document in
writing a sound rationalization for including the income when qualifying the consumer.

b. A period of more than two years must be used in calculating the average overtime and
bonus income if the income varies significantly from year to year.

4. Qualifying Part-Time Income.

a. Part-time and seasonal income can be used to qualify the consumer if the creditor
documents that the consumer has worked the part-time job uninterrupted for the past two years,
and plans to continue. Many low and moderate income families rely on part-time and seasonal
income for day to day needs, and creditors should not restrict consideration of such income when
qualifying these consumers.

b. Part-time income received for less than two years may be included as effective income,
provided that the creditor justifies and documents that the income is likely to continue.

c. Part-time income not meeting the qualifying requirements may not be used in
qualifying.

Note: For qualifying purposes, “part-time” income refers to employment taken to
supplement the consumer’s income from regular employment; part-time employment is not a
primary job and it is worked less than 40 hours.

5. Income from Seasonal Employment.

a. Seasonal income is considered uninterrupted, and may be used to qualify the consumer,
if the creditor documents that the consumer:

i. Has worked the same job for the past two years, and
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ii. Expects to be rehired the next season.

b. Seasonal employment includes:

i. Umpiring baseball games in the summer; or

ii. Working at a department store during the holiday shopping season.

6. Primary Employment Less Than 40 Hour Work Week.

a. When a consumer’s primary employment is less than a typical 40-hour work week, the
creditor should evaluate the stability of that income as regular, on-going primary employment.

b. Example: A registered nurse may have worked 24 hours per week for the last year.
Although this job is less than the 40-hour work week, it is the consumer’s primary employment,
and should be considered effective income.

7. Commission Income.

a. Commission income must be averaged over the previous two years. To qualify
commission income, the consumer must provide:

i. Copies of signed tax returns for the last two years; and

ii. The most recent pay stub.

b. Consumers whose commission income was received for more than one year, but less
than two years may be considered favorably if the underwriter can:

i. Document the likelihood that the income will continue, and

ii. Soundly rationalize accepting the commission income.

Notes:

i. Unreimbursed business expenses must be subtracted from gross income.

ii. A commissioned consumer is one who receives more than 25 percent of his/her annual

income from commissions.
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lii. A tax transcript obtained directly from the IRS may be used in lieu of signed tax
returns, and the cost of the transcript may be charged to the consumer.

8. Qualifying Commission Income Earned for Less Than One Year.

a. Commission income earned for less than one year is not considered effective income.
Exceptions may be made for situations in which the consumer’s compensation was changed from
salary to commission within a similar position with the same employer.

b. A consumer may also qualify when the portion of earnings not attributed to
commissions would be sufficient to qualify the consumer for the mortgage.

9. Employer Differential Payments. If the employer subsidizes a consumer’s mortgage
payment through direct payments, the amount of the payments:

a. Is considered gross income, and

b. Cannot be used to offset the mortgage payment directly, even if the employer pays the
servicing creditor directly.

10. Retirement Income. Retirement income must be verified from the former employer,
or from Federal tax returns. If any retirement income, such as employer pensions or 401(k)’s,
will cease within the first full three years of the mortgage loan, such income may not be used in
qualifying.

11. Social Security Income. Social Security income must be verified by the Social
Security Administration or on Federal tax returns. If any benefits expire within the first full
three years of the loan, the income source may not be used in qualifying.

Notes:

I. The creditor must obtain a complete copy of the current awards letter.
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ii. Not all Social Security income is for retirement-aged recipients; therefore, documented
continuation is required.

iii. Some portion of Social Security income may be “grossed up” if deemed nontaxable
by the IRS.

12. Automobile Allowances and Expense Account Payments.

a. Only the amount by which the consumer’s automobile allowance or expense account
payments exceed actual expenditures may be considered income.

b. To establish the amount to add to gross income, the consumer must provide the
following:

i. IRS Form 2106, Employee Business Expenses, for the previous two years; and

ii. Employer verification that the payments will continue.

c. If the consumer uses the standard per-mile rate in calculating automobile expenses, as
opposed to the actual cost method, the portion that the IRS considers depreciation may be added
back to income.

d. Expenses that must be treated as recurring debt include:

I. The consumer’s monthly car payment; and

ii. Any loss resulting from the calculation of the difference between the actual
expenditures and the expense account allowance.

C. Consumers Employed by a Family Owned Business.

1. Income Documentation Requirement.

In addition to normal employment verification, a consumer employed by a family owned
business is required to provide evidence that he/she is not an owner of the business, which may

include:

32



a. Copies of signed personal tax returns, or

b. A signed copy of the corporate tax return showing ownership percentage.

Note: A tax transcript obtained directly from the IRS may be used in lieu of signed tax
returns, and the cost of the transcript may be charged to the consumer.

D. General Information on Self-Employed Consumers and Income Analysis.

1. Definition: Self Employed Consumer. A consumer with a 25 percent or greater
ownership interest in a business is considered self-employed.

2. Types of Business Structures. There are four basic types of business structures. They
include:

a. Sole proprietorships;

b. Corporations;

c. Limited liability or “S” corporations; and

d. Partnerships.

3. Minimum Length of Self Employment.

a. Income from self-employment is considered stable, and effective, if the consumer has
been self-employed for two or more years.

b. Due to the high probability of failure during the first few years of a business, the
requirements described in the table below are necessary for consumers who have been self-

employed for less than two years.
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If the period of self- Then:
employment is:
Between one and two To be eligible for a mortgage loan, the individual must have at least
years two years of documented previous successful employment in the line
of work in which the individualis self-employed, or in a related
occupation.

Note: A combination of one year of employment and formal
education or training in the line of work in which the individual is self-
employed or in a related occupation is also acceptable.

Less than one year The income from the consumer may not be considered effective
income.

4. General Documentation Requirements for Self Employed Consumers. Self-employed
consumers must provide the following documentation:

a. Signed, dated individual tax returns, with all applicable tax schedules for the most
recent two years;

b. For a corporation, “S” corporation, or partnership, signed copies of Federal business
income tax returns for the last two years, with all applicable tax schedules;

c. Year to date profit and loss (P&L) statement and balance sheet; and

d. Business credit report for corporations and “S” corporations.

5. Establishing a Consumer’s Earnings Trend.

a. When qualifying a consumer for a mortgage loan, the creditor must establish the
consumer’s earnings trend from the previous two years using the consumer’s tax returns.

b. If a consumer:

i. Provides quarterly tax returns, the income analysis may include income through the
period covered by the tax filings, or

ii. Is not subject to quarterly tax returns, or does not file them, then the income shown on
the P&L statement may be included in the analysis, provided the income stream based on the

P&L is consistent with the previous years’ earnings.
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c. If the P&L statements submitted for the current year show an income stream
considerably greater than what is supported by the previous year’s tax returns, the creditor must
base the income analysis solely on the income verified through the tax returns.

d. If the consumer’s earnings trend for the previous two years is downward and the most
recent tax return or P&L is less than the prior year’s tax return, the consumer’s most recent
year’s tax return or P&L must be used to calculate his/her income.

6. Analyzing the Business’s Financial Strength:

a. To determine if the business is expected to generate sufficient income for the
consumer’s needs, the creditor must carefully analyze the business’s financial strength, including
the:

I. Source of the business’s income;

ii. General economic outlook for similar businesses in the area.

b. Annual earnings that are stable or increasing are acceptable, while businesses that
show a significant decline in income over the analysis period are not acceptable.

E. Income Analysis: Individual Tax Returns (IRS Form 1040).

1. General Policy on Adjusting Income Based on a Review of IRS Form 1040. The
amount shown on a consumer’s IRS Form 1040 as adjusted gross income must either be
increased or decreased based on the creditor’s analysis of the individual tax return and any
related tax schedules.

2. Guidelines for Analyzing IRS Form 1040. The table below contains guidelines for

analyzing IRS Form 1040:
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IRS Form 1040 heading

Description

Wages, Salanes and Tips

An amount shownunder thisheading may indicate that the imdividual:

* Isa salaried employee of a corporation, or

* Hasothersources ofincome.

This sectionmay also indicate that the spouse is employed, in which case the spouse’s
income must be subtracted from the consumer’s adjusted grossincome.

Business Income andLoss

Sole propnetorship income calculatedon Schedule C is businessincome.

(from Schedule C) Depreciation or depletionmay be added backto the adjusted grossincome.
Rents, Royalties, Any income received fromrental properties orroyaltiesmay be used asincome, after
Partmerships (from addingback any depreciation shown on Schedule E.
Schedule E)
Capital GainandLosses Capital gains orlosses generally occur only one time, and should notbe consideredwhen
(from Schedule D) determining effective income.
However, if the mdividual has a constant tumover of assets resultingin gains or losses,
the capital gain orloss must be considered when detenmining the income. Three years’
tax retums are required to evaluate aneamingtrend. Ifthe trend:
* Resultsin a gain, it may be addedas effective income, or
* Consistently shows a loss, it must be deducted fromthe totalincome.
Creditormust document anticipated continuation ofincome through verified assets.
Example: A creditor can consider the capital gains for an individual who purchases old
houses, remodels them and sells them forprofit.
Interest and Dividend This taxable/tax-exempt income may be addedback to the adjusted grossincome only if
Income (fromSchedule B) | it:
» Hasbeenreceived forthe past two years; and
* Isexpectedto continue.
Ifthe interest-beanngasset will be liquidated as a source of the cashinvestment, the
creditor must appropnately adjust the amount.
Farm Income or Loss (from | Any depreciation shown on Schedule Fmay be added backto the adjusted grossincome.
Schedule F)
IRA Distributions, Thenon-taxable portionofthese itemsmaybe addedbadk to the adjusted grossincome,
Pensions, Annuities,and | if theincomeis expectedto continue forthe first three years of the mortgage.
Social Secunity Benefits
Adjustments to Income Adjustments to income may be added backto the adjustedgrossincome if they are:
* IRA and Keoghretirement deductions;
» Penalties on early withdrawal of savings;
» Healthinsurance deductions; and
* Alimony payments.
Employee Business Employee business expenses are actual cashexpenses thatmust be deducted from the
Expenses adjusted grossincome.

. Income Analysis: Corporate Tax Returns (IRS Form 1120).
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1. Description: Corporation. A corporation is a State-chartered business owned by its
stockholders.

2. Need To Obtain Consumer Percentage of Ownership Information.

a. Corporate compensation to the officers, generally in proportion to the percentage of
ownership, is shown on the:

i. Corporate tax return IRS Form 1120; and

ii. Individual tax returns.

b. When a consumer’s percentage of ownership does not appear on the tax returns, the
creditor must obtain the information from the corporation’s accountant, along with evidence that
the consumer has the right to any compensation.

3. Analyzing Corporate Tax Returns.

a. In order to determine a consumer’s self-employed income from a corporation the
adjusted business income must:

i. Be determined; and

ii. Multiplied by the consumer’s percentage of ownership in the business.

b. The table below describes the items found on IRS Form 1120 for which an adjustment

must be made in order to determine adjusted business income.

Adjustment item Description of adjustment

Add the corporation’s depreciation and depletion back to the
Depreciationand Depletion after-tax income.

Taxable income is the corporation’s net income before Federal
Taxable Income taxes. Reduce taxable incomeby the tax liability.

If the corporation operates on a fiscal year that is different from
the calendar year, an adjustment must be made to relate

Fiscal Yearvs. Calendar Year | corporate income to the individual tax return.

The consumer’s withdrawal of cash from the corporation may
have a severe negative impact on the corporation’s ability to
Cash Withdrawals continue operating.
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G. Income Analysis: ““S” Corporation Tax Returns (IRS Form 1120S).

1. Description: ““S” Corporation.

a. An “S” corporation is generally a small, start-up business, with gains and losses passed
to stockholders in proportion to each stockholder’s percentage of business ownership.

b. Income for owners of “S” corporations comes from IRS Form W-2 wages, and is taxed
at the individual rate. The IRS Form 1120S, Compensation of Officers line item is transferred to
the consumer’s individual IRS Form 1040.

2. Analyzing ““S”” Corporation Tax Returns.

a. “S” corporation depreciation and depletion may be added back to income in proportion
to the consumer’s share of the corporation’s income.

b. In addition, the income must also be reduced proportionately by the total obligations
payable by the corporation in less than one year.

c. Important: The consumer’s withdrawal of cash from the corporation may have a
severe negative impact on the corporation’s ability to continue operating, and must be considered
in the income analysis.

H. Income Analysis: Partnership Tax Returns (IRS Form 1065).

1. Description: Partnership.

a. A partnership is formed when two or more individuals form a business, and share in
profits, losses, and responsibility for running the company.

b. Each partner pays taxes on his/her proportionate share of the partnership’s net income.

2. Analyzing Partnership Tax Returns.

a. Both general and limited partnerships report income on IRS Form 1065, and the

partners’ share of income is carried over to Schedule E of IRS Form 1040.
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b. The creditor must review IRS Form 1065 to assess the viability of the business. Both
depreciation and depletion may be added back to the income in proportion to the consumer’s
share of income.

c. Income must also be reduced proportionately by the total obligations payable by the
partnership in less than one year.

d. Important: Cash withdrawals from the partnership may have a severe negative impact
on the partnership’s ability to continue operating, and must be considered in the income analysis.

I1. NON-EMPLOYMENT RELATED CONSUMER INCOME

A. Alimony, Child Support, and Maintenance Income Criteria. Alimony, child support,
or maintenance income may be considered effective, if:

1. Payments are likely to be received consistently for the first three years of the mortgage;

2. The consumer provides the required documentation, which includes a copy of the:

I. Final divorce decree;

ii. Legal separation agreement;

iii. Court order; or

iv. Voluntary payment agreement; and

3. The consumer can provide acceptable evidence that payments have been received
during the last 12 months, such as:

I. Cancelled checks;

ii. Deposit slips;

iii. Tax returns; or

iv. Court records.

Notes:

39



i. Periods less than 12 months may be acceptable, provided the creditor can adequately
document the payer’s ability and willingness to make timely payments.

ii. Child support may be “grossed up” under the same provisions as non-taxable income
sources.

B. Investment and Trust Income.

1. Analyzing Interest and Dividends.

a. Interest and dividend income may be used as long as tax returns or account statements
support a two-year receipt history. This income must be averaged over the two years.

b. Subtract any funds that are derived from these sources, and are required for the cash
investment, before calculating the projected interest or dividend income.

2. Trust Income.

a. Income from trusts may be used if guaranteed, constant payments will continue for at
least the first three years of the mortgage term.

b. Required trust income documentation includes a copy of the Trust Agreement or other
trustee statement, confirming the:

i. Amount of the trust;

ii. Frequency of distribution; and

iii. Duration of payments.

c. Trust account funds may be used for the required cash investment if the consumer
provides adequate documentation that the withdrawal of funds will not negatively affect income.
The consumer may use funds from the trust account for the required cash investment, but the
trust income used to determine repayment ability cannot be affected negatively by its use.

3. Notes Receivable Income.
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a. In order to include notes receivable income to qualify a consumer, he/she must
provide:

i. A copy of the note to establish the amount and length of payment, and

ii. Evidence that these payments have been consistently received for the last 12 months
through deposit slips, cancelled checks, or tax returns.

b. If the consumer is not the original payee on the note, the creditor must establish that
the consumer is now a holder in due course, and able to enforce the note.

4. Eligible Investment Properties.

Follow the steps in the table below to calculate an investment property’s income or loss if

the property to be subject to a mortgage is an eligible investment property.

Subtract the monthly payment(PITI) from the monthly net rental income of the subject
property.

Note: Calculate the monthly net rental by taking the gross rents, and subtracting the 25
percent reduction for vacancies and repairs.
Does the calculation in Step 1 yield a positive number?

]

» If yes, add the number to the consumer’s monthly gross income.
« If no, and the calculation yields a negative number, consider it a recurring monthly
obligation.

C. Military, Government Agency, and Assistance Program Income.

1. Military Income.

a. Military personnel not only receive base pay, but often times are entitled to additional
forms of pay, such as:

i. Income from variable housing allowances;

ii. Clothing allowances;

iii. Flight or hazard pay;

iv. Rations; and
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v. Proficiency pay.

b. These types of additional pay are acceptable when analyzing a consumer’s income as
long as the probability of such pay to continue is verified in writing.

Note: The tax-exempt nature of some of the above payments should also be considered.

2. VA Benefits.

a. Direct compensation for service-related disabilities from the Department of Veterans
Affairs (VA) is acceptable, provided the creditor receives documentation from the VA.

b. Education benefits used to offset education expenses are not acceptable.

3. Government Assistance Programs.

a. Income received from government assistance programs is acceptable as long as the
paying agency provides documentation indicating that the income is expected to continue for at
least three years.

b. If the income from government assistance programs will not be received for at least
three years, it may not be used in qualifying.

c. Unemployment income must be documented for two years, and there must be
reasonable assurance that this income will continue. This requirement may apply to seasonal
employment.

4. Mortgage Credit Certificates.

a. If a government entity subsidizes the mortgage payments either through direct
payments or tax rebates, these payments may be considered as acceptable income.

b. Either type of subsidy may be added to gross income, or used directly to offset the
mortgage payment, before calculating the qualifying ratios.

5. Homeownership Subsidies.

42



a. A monthly subsidy may be treated as income, if a consumer is receiving subsidies
under the housing choice voucher home ownership option from a public housing agency (PHA).
Although continuation of the homeownership voucher subsidy beyond the first year is subject to
Congressional appropriation, for the purposes of underwriting, the subsidy will be assumed to
continue for at least three years.

b. If the consumer is receiving the subsidy directly, the amount received is treated as
income. The amount received may also be treated as nontaxable income and be “grossed up” by
25 percent, which means that the amount of the subsidy, plus 25 percent of that subsidy may be
added to the consumer’s income from employment and/or other sources.

c. Creditors may treat this subsidy as an “offset” to the monthly mortgage payment (that
is, reduce the monthly mortgage payment by the amount of the home ownership assistance
payment before dividing by the monthly income to determine the payment-to-income and debt-
to-income ratios). The subsidy payment must not pass through the consumer’s hands.

d. The assistance payment must be:

I. Paid directly to the servicing creditor; or

ii. Placed in an account that only the servicing creditor may access.

Note: Assistance payments made directly to the consumer must be treated as income.

D. Rental Income.

1. Analyzing the Stability of Rental Income.

a. Rent received for properties owned by the consumer is acceptable as long as the
creditor can document the stability of the rental income through:

I. A current lease;

ii. An agreement to lease, or
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iii. A rental history over the previous 24 months that is free of unexplained gaps greater
than three months (such gaps could be explained by student, seasonal, or military renters, or
property rehabilitation).

b. A separate schedule of real estate is not required for rental properties as long as all
properties are documented on the Uniform Residential Loan Application.

Note: The underwriting analysis may not consider rental income from any property being
vacated by the consumer, except under the circumstances described below.

2. Rental Income From Consumer Occupied Property.

a. The rent for multiple unit property where the consumer resides in one or more units
and charges rent to tenants of other units may be used for qualifying purposes.

b. Projected rent for the tenant-occupied units only may:

i. Be considered gross income, only after deducting vacancy and maintenance factors,
and

ii. Not be used as a direct offset to the mortgage payment.

3. Income from Roommates in a Single Family Property.

a. Income from roommates in a single family property occupied as the consumer’s
primary residence is not acceptable. Rental income from boarders however, is acceptable, if the
boarders are related by blood, marriage, or law.

b. The rental income may be considered effective, if shown on the consumer’s tax return.
If not on the tax return, rental income paid by the boarder may not be used in qualifying.

4. Documentation Required To Verify Rental Income. Analysis of the following required
documentation is necessary to verify all consumer rental income:

a. IRS Form 1040 Schedule E; and
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b. Current leases/rental agreements.

5. Analyzing IRS Form 1040 Schedule E.

a. The IRS Form 1040 Schedule E is required to verify all rental income. Depreciation
shown on Schedule E may be added back to the net income or loss.

b. Positive rental income is considered gross income for qualifying purposes, while
negative income must be treated as a recurring liability.

c. The creditor must confirm that the consumer still owns each property listed, by
comparing Schedule E with the real estate owned section of the URLA.

6. Using Current Leases To Analyze Rental Income.

a. The consumer can provide a current signed lease or other rental agreement for a
property that was acquired since the last income tax filing, and is not shown on Schedule E.

b. In order to calculate the rental income:

I. Reduce the gross rental amount by 25 percent for vacancies and maintenance;

ii. Subtract PITI and any homeowners association dues; and

iii. Apply the resulting amount to income, if positive, or recurring debts, if negative.

7. Exclusion of Rental Income From Property Being Vacated by the Consumer.
Underwriters may not consider any rental income from a consumer’s principal residence that is
being vacated in favor of another principal residence, except under the conditions described
below:

Notes:

I. This policy assures that a consumer either has sufficient income to make both mortgage
payments without any rental income, or has an equity position not likely to result in defaulting

on the mortgage on the property being vacated.
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ii. This applies solely to a principal residence being vacated in favor of another principal
residence. It does not apply to existing rental properties disclosed on the loan application and
confirmed by tax returns (Schedule E of form IRS 1040).

8. Policy Exceptions Regarding the Exclusion of Rental Income From a Principal
Residence Being Vacated by a Consumer.

When a consumer vacates a principal residence in favor of another principal residence,
the rental income, reduced by the appropriate vacancy factor, may be considered in the

underwriting analysis under the circumstances listed in the table below.

Exception Description

Relocations The consumer is relocating with a new employer, or being transferred by
the current employer to an area not within reasonable and locally-
recognized commuting distance.

A properly executed lease agreement (that is, a lease signed by the
consumer and the lessee) of at least one year’s duration after the loan is
closed is required.

Note: Underwriters should also obtain evidence of the security deposit
and/or evidence the first month’s rent was paid to the homeowner.

SufficientEquity | The consumer has a loan-to-value ratio of 75 percent or less. as determined
in Vacated eitherby:

Property * A current (no more than six months old) residential appraisal, or

» Comparing the unpaid principal balance to the original sales price of the

property.

Note: The appraisal, in addition to using forms Fannie Mae1004/Freddie
Mac 70, may be an exterior-only appraisal using form Fannie Mae/Freddie
Mac 2055, and for condominium units, form Fannie Mae 1075/Freddie
Mac 466.

E. Non Taxable and Projected Income.
1. Types of Non Taxable Income.
Certain types of regular income may not be subject to Federal tax. Such types of

nontaxable income include:
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a. Some portion of Social Security, some Federal government employee retirement
income, Railroad Retirement Benefits, and some State government retirement income:

b. Certain types of disability and public assistance payments;

c. Child support;

d. Military allowances; and

e. Other income that is documented as being exempt from Federal income taxes.

2. Adding Non Taxable Income to a Consumer’s Gross Income.

a. The amount of continuing tax savings attributed to regular income not subject to
Federal taxes may be added to the consumer’s gross income.

b. The percentage of non-taxable income that may be added cannot exceed the
appropriate tax rate for the income amount. Additional allowances for dependents are not
acceptable.

c. The creditor:

I. Must document and support the amount of income grossed up for any non-taxable
income source, and

ii. Should use the tax rate used to calculate the consumer’s last year’s income tax.

Note: If the consumer is not required to file a Federal tax return, the tax rate to use is 25
percent.

3. Analyzing Projected Income.

a. Projected or hypothetical income is not acceptable for qualifying purposes. However,
exceptions are permitted for income from the following sources:

i. Cost-of-living adjustments;

ii. Performance raises; and
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iii. Bonuses.

b. For the above exceptions to apply, the income must be:

I. Verified in writing by the employer; and

ii. Scheduled to begin within 60 days of loan closing.

4. Project Income for New Job.

a. Projected income is acceptable for qualifying purposes for a consumer scheduled to
start a new job within 60 days of loan closing if there is a guaranteed, non-revocable contract for
employment.

b. The creditor must verify that the consumer will have sufficient income or cash reserves
to support the mortgage payment and any other obligations between loan closing and the start of
employment. Examples of this type of scenario are teachers whose contracts begin with the new
school year, or physicians beginning a residency after the loan closes fall under this category.

c. The loan is not eligible for endorsement if the loan closes more than 60 days before the
consumer starts the new job. To be eligible for endorsement, the creditor must obtain from the
consumer a pay stub or other acceptable evidence indicating that he/she has started the new job.

[11. CONSUMER LIABILITIES: RECURRING OBLIGATIONS

1. Types of Recurring Obligation. Recurring obligations include:

a. All installment loans;

b. Revolving charge accounts;

c. Real estate loans;

d. Alimony;

e. Child support; and

f. Other continuing obligations.
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2. Debt to Income Ratio Computation for Recurring Obligations.

a. The creditor must include the following when computing the debt to income ratios for
recurring obligations:

i. Monthly housing expense; and

ii. Additional recurring charges extending ten months or more, such as

a. Payments on installment accounts;

b. Child support or separate maintenance payments;

c. Revolving accounts; and

d. Alimony.

b. Debts lasting less than ten months must be included if the amount of the debt affects
the consumer’s ability to pay the mortgage during the months immediately after loan closing,
especially if the consumer will have limited or no cash assets after loan closing.

Note: Monthly payments on revolving or open-ended accounts, regardless of the balance,
are counted as a liability for qualifying purposes even if the account appears likely to be paid off
within 10 months or less.

3. Revolving Account Monthly Payment Calculation. If the credit report shows any
revolving accounts with an outstanding balance but no specific minimum monthly payment, the
payment must be calculated as the greater of:

a. 5 percent of the balance; or

b. $10.

Note: If the actual monthly payment is documented from the creditor or the creditor
obtains a copy of the current statement reflecting the monthly payment, that amount may be used

for qualifying purposes.
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4. Reduction of Alimony Payment for Qualifying Ratio Calculation. Since there are tax
consequences of alimony payments, the creditor may choose to treat the monthly alimony
obligation as a reduction from the consumer’s gross income when calculating qualifying ratios,
rather than treating it as a monthly obligation.

IV. CONSUMER LIABILITIES: CONTINGENT LIABILITY

1. Definition: Contingent Liability. A contingent liability exists when an individual is
held responsible for payment of a debt if another party, jointly or severally obligated, defaults on
the payment.

2. Application of Contingent Liability Policies. The contingent liability policies
described in this topic apply unless the consumer can provide conclusive evidence from the debt
holder that there is no possibility that the debt holder will pursue debt collection against him/her
should the other party default.

3. Contingent Liability on Mortgage Assumptions. Contingent liability must be
considered when the consumer remains obligated on an outstanding FHA-insured, VA-
guaranteed, or conventional mortgage secured by property that:

a. Has been sold or traded within the last 12 months without a release of liability, or

b. Is to be sold on assumption without a release of liability being obtained.

4. Exemption From Contingent Liability Policy on Mortgage Assumptions. When a
mortgage is assumed, contingent liabilities need not be considered if the:

a. Originating creditor of the mortgage being underwritten obtains, from the servicer of
the assumed loan, a payment history showing that the mortgage has been current during the

previous 12 months, or
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b. Value of the property, as established by an appraisal or the sales price on the HUD-1
Settlement Statement from the sale of the property, results in a loan-to-value (LTV) ratio of 75
percent or less.

5. Contingent Liability on Cosigned Obligations.

a. Contingent liability applies, and the debt must be included in the underwriting analysis,
if an individual applying for a mortgage is a cosigner/co-obligor on:

I. A car loan;

ii. A student loan;

iii. A mortgage; or

iv. Any other obligation.

b. If the creditor obtains documented proof that the primary obligor has been making
regular payments during the previous 12 months, and does not have a history of delinquent
payments on the loan during that time, the payment does not have to be included in the
consumer’s monthly obligations.

V. CONSUMER LIABILITIES: PROJECTED OBLIGATIONS AND OBLIGATIONS NOT CONSIDERED DEBT

1. Projected Obligations.

a. Debt payments, such as a student loan or balloon-payment note scheduled to begin or
come due within 12 months of the mortgage loan closing, must be included by the creditor as
anticipated monthly obligations during the underwriting analysis.

b. Debt payments do not have to be classified as projected obligations if the consumer
provides written evidence that the debt will be deferred to a period outside the 12-month

timeframe.
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c. Balloon-payment notes that come due within one year of loan closing must be
considered in the underwriting analysis.

2. Obligations Not Considered Debt. Obligations not considered debt, and therefore not
subtracted from gross income, include:

a. Federal, State, and local taxes;

b. Federal Insurance Contributions Act (FICA) or other retirement contributions, such as
401(Kk) accounts (including repayment of debt secured by these funds):

¢. Commuting costs;

d. Union dues;

e. Open accounts with zero balances;

f. Automatic deductions to savings accounts;

g. Child care; and

h. Voluntary deductions.
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