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QUALITY ASSURANCE ON REFUNDED LOANS





	1.  PURPOSE:  This circular provides new procedures to be followed when considering loans for refunding (purchase) by VA.  It also describes important reminders about the purpose of the refunding program and additional steps that need to be taken when refunding a VA-guaranteed loan.  This direction is provided in circular form because VA loan servicing and claims processing operating manuals will be undergoing major revision as a part of the ongoing Loan Administration Redesign project, and a decision has been made to restrict interim changes to circular rather than manual format.  Stations should conduct training on these new procedures as soon as possible and implement them no later than May 28, 2002.





	2.  BACKGROUND ON REFUNDING:  Congress authorized refunding of loans in order to grant flexibility in administering the VA home loan program.  VBA Manual M26-3 requires a review of all cases referred for foreclosure to determine whether refunding is appropriate. There are two basic reasons for refunding a loan: first, so that VA can assist a veteran in retaining homeownership; and secondly, for liquidation only when the loan can be terminated at less expense if owned by the Government.  Refunding is often appropriate when: (1) other efforts to cure the default have failed, (2) the holder is unwilling or unable to extend further forbearance, and (3) the veteran has overcome the reason(s) for default and regained the ability to resume monthly payments (or will have that ability in the very near future).





	3.  TRACKING PERFORMANCE OF REFUNDED LOANS:  When VA held refunded loans in its own portfolio and also serviced those loans, it was easy enough to monitor performance.  However, the number of loans refunded was relatively small for many years, so there was little benefit to tracking national performance.  It was only during fiscal year 1997 that the average number of loans refunded per month began to exceed 200 nationwide.  That was the same time when VA contracted for the servicing of its portfolio and because there was initially some difficulty in establishing newly refunded loans, reports on performance of refunded loans were not sought or provided.  A new portfolio servicer began in January 2001, and has recently provided performance reports on refunded loans acquired each month since it began servicing the VA portfolio.  





	4.  PERFORMANCE RESULTS AND EXPECTATIONS:  The reports from the new portfolio loan servicer measure performance after at least two months on the books.  Recent reports indicate that after the first two months almost one third of the refunded loans are not performing as agreed.  Looking at the entire universe of loans boarded during the first twelve months of the current servicing contract, the total percentage of non-performance jumps to 51%.  On the other hand, considering that these loans were headed to foreclosure, the performance rate of 49% for recently refunded loans is fairly impressive. The guidance in this circular is intended to address a number of issues with the goal of improving the performance of future refunded loans.
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	5.  IMPORTANCE OF VERIFICATIONS:  Refunding of a loan is not a new extension of credit.  Rather, it is an effort to mitigate losses VA may incur if a loan is foreclosed and a claim paid under the guaranty.  In such a case it is extremely important to carefully verify the reason(s) for default, the reliability of future income, and the past credit history of the borrower(s).  This is because VA often reamortizes the delinquency and the unpaid loan balance, with a resulting loan obligation that is substantially larger than the original loan.  Since borrowers may be unable to readily sell the property for enough to satisfy the new debt, any future default will likely lead to loan termination.  





	6.  DOCUMENTATION OF INFORMATION:  VA obtains significant verbal information about the reason for default and current borrower income and expenses during its supplemental servicing efforts, and may obtain verbal advice from servicers about the results of their primary servicing efforts.  In years past VA often asked the borrower for detailed financial data over the telephone, but Circular 26-98-5 (now rescinded) mandated that the borrower submit a written financial statement.  Stations will continue to follow the instructions in that circular, including obtaining a written financial statement.  The following documentation will also now be required in the official record in order to consider a loan for refunding by VA:





	a.  Verification of Income to Make Future Payments:  When considering refunding, only verified income can be counted.  Verifications will be by either standard written verification of employment form, or by a combination of verbal verification, pay stubs, and W-2 forms (as in alternative documentation procedures described in the Lender’s Handbook (VA Pamphlet 26-7, Revised).  Tax returns will be required if the veteran is self-employed or has substantial income from commissions or rental properties.  When the refund decision is predicated upon potential ability to pay, verification of that potential (e.g., permanent job offer letter, etc.) will be required.





	b.  Verification of Credit History:  As a routine matter, VA will obtain a credit report to compare with the information provided by the veteran.  When available at nominal cost through an on-site terminal, there will be no charge to the veteran.  The credit report must be viewed in light of the information developed during VA’s supplemental servicing.  When the reason for loan default was reduced income due to job layoff or similar reason, it is likely to expect that recent payment history on all accounts will be poor.  If older history shows payments were made timely, it is reasonable to conclude that the veteran has a willingness to pay debts when he or she has the ability to do so.  In some cases the credit history may verify the reason for default: e.g.; a large judgment resulting from a civil suit may confirm the veteran’s claim of medical bills and attorney expenses related to a serious accident.  In other cases a credit report may demonstrate that the veteran has failed to pay bills timely ever since the VA-guaranteed loan was obtained, and it will therefore be appropriate to disapprove the refunding.





	c.  Analysis and Exceptions:  Many stations have fully implemented the delegations of authority allowed by VBA Manual M26-3 to empower Loan Service Representatives (LSRs) to approve and disapprove refundings.  However, LSRs may only approve 
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refundings which show acceptable credit histories and the ability to make future payments, based on reasonable compliance with VA credit standards.  Such determinations must be clearly documented by analysis in the official record (e.g., completion of VA Form 26-6393, Loan Analysis, or the financial analysis module in the Loan Service and Claims (LS&C) system)).  As stated in chapter 4 of the Lender’s Handbook, the credit standards are guidelines which require the use of good judgment and occasional flexibility.  This typically means using VA Form 26-6393 to subtract installment debts from net income, comparing the result with published residual income standards, and then justifying any apparent shortcomings.  Using the LS&C financial analysis module, the income is listed and then all reported expenses (installment debt and actual living expenses, rather than published estimates of necessary residual income) would be subtracted to determine whether the income can support all expenses.  Cases which appear to be questionable or are approved for special reasons must be so documented and concurred in by a Servicing Officer or Loan Administration Officer (LAO).  Central Office will be interacting with Regional Loan Centers to improve the underwriting of refunded loans, and adjustments will be made to these instructions as appropriate.





	d.  Retention of Documentation and Analysis:  Stations will retain all written verifications in the folder created for the newly refunded loan.  If an analysis is completed on VA Form 26-6393, it will also be retained in the folder.  Stations using the alternative documentation procedures to verify income will ensure records of telephone conversations verifying income are contained in LS&C.  In order to allow review of cases once folders have been sent to the portfolio servicing contractor, the LS&C record will be documented with the information verified, as well as a summary of the results of the analysis (e.g., a list of obligations, estimated housing expenses, gross and net income, and residual income) and an explanation of any justification required on exception cases.





	7.  DISCLOSURE OF REASON(S) FOR REFUNDING DENIAL:  While the refunding program can certainly benefit a veteran experiencing temporary financial difficulty, the courts have ruled that veterans are not vested with any rights to have their loans refunded, or even to apply for refunding.  Nevertheless, it is VA policy to review every case prior to foreclosure to determine whether refunding may be appropriate.  In most cases a decision not to pursue refunding is made based on the information obtained from the primary servicer or through VA’s supplemental servicing efforts.  However, when VA obtains detailed financial information from a veteran borrower for the express purpose of considering refunding, VA will promptly disclose the results of that review to the veteran, especially when the results are not favorable.  If VA denies refunding in such a case, then a letter of explanation must be sent to the veteran to state specifically why refunding could not be approved.  The letter will contain introductory language similar to the following:





“This is to advise that we reviewed your financial information to determine whether or not VA could use its optional authority to take an assignment of (or “refund”) your loan.  We are sorry to inform you that we are not able to refund your loan because….”
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The letter will then cite the specific reason(s) why the loan does not qualify for refunding, such as if expected income does not appear sufficient to repay even a reduced monthly mortgage payment.  If all prior credit history shows slow payments, even before an event which purportedly caused the present default, then the letter should advise the denial is based on the past credit record. The letter should avoid general statements, such as “Refunding is not considered to be in the best interests of the Government.”  Because the courts have ruled that VA’s decision on refunding a loan is not reviewable, this letter will not give the veteran the right to appeal.  Rather this letter will be provided as a matter of simple courtesy.  If additional information is later provided, then VA will reconsider the case to determine whether it may then be approved.





	8.  SURVEY OF REFUNDING DECISIONS:  The portfolio servicer is continuing to refine and develop refunding performance reports.  Informal discussions have been held with LAOs, who have received preliminary copies of these reports.  One of their requested enhancements is the inclusion of individual loan numbers to allow supervisors to compare actual performance with results of refunding analyses.  Such reports will be reviewed when on-site surveys of RLC operations are conducted.  In addition, survey teams will be reminded to review refunding decisions on cases found in logs established according to the provisions of Circular 26-99-15.  Although the Circular self-rescinded on January 1, 2002, VA offices with servicing responsibilities will continue to maintain the logs indefinitely.





	9.  RESCISSION:  This circular is rescinded January 1, 2004.





By Direction of the Under Secretary for Benefits











					Keith Pedigo, Director


					Loan Guaranty Service
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