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	Hello.  Welcome to VA’s Loan Guaranty Information Video – CREDIT ISSUES IN UNDERWRITING.  My name is Susan Lloyd and I’m the Loan Production Officer at the Phoenix Regional Loan Center.  
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[PP – 2]

[PP – 3]
	In the next 20 minutes, I’ll explain (PP1) why we analyze credit when underwriting a VA home loan application.  I’ll discuss credit report requirements and tell you how to analyze such factors as the12 month payment history, collections, judgments, bankruptcy, (PP2) foreclosure, Consumer Credit Counseling, absence of credit, consideration of a spouse’s credit and Federal debts.  And finally, I’ll summarize VA’s approach to credit issues.  By the end of this video, (PP3) you will be able to analyze an applicant’s credit history and make a sound, supportable decision concerning its acceptability.
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	Now, you may be wondering, why do we even bother to analyze credit history?  (Still Store 1) With increased reliance on Credit Scores and automated underwriting systems, is it really necessary anymore?  Well, as useful as those tools are, they still don’t tell us everything.  Did you know, for instance, that, according to a fraud seminar given by Appintell, Inc., over 60% of fraud cases have credit scores over 650?  And of course, you’re aware that automated underwriting systems only provide a credit risk analysis, they do not approve or disapprove loans. 


	SUSAN
	Credit scores and automated underwriting systems are effective tools; however, it is the underwriter who must ultimately decide whether the credit history is acceptable.  The applicant’s past repayment practices on obligations are the best indicator of his or her willingness to repay future obligations.  In other words, income tells us if the applicant CAN pay the mortgage, the credit history tells us if he or she WILL pay the mortgage.  Each loan is different.  It is essential that underwriters understand VA’s guidelines and be able to apply them, especially in cases which may be borderline or complex.
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	(PP4) VA accepts two types of credit reports: a Three-file Merged Credit Report, or a Residential Mortgage Credit Report.  For Automatically closed loans, credit reports must be dated within 120 days of the date the note is signed.  For Prior Approval loans, it must be within 120 days of the date the application is received by VA.  For new construction, this time limit is increased to 180 days.
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	If a Residential Mortgage Credit Report is used:  (PP5) The report must be prepared by a reputable credit reporting agency.  Each account with a baSUSAN must have been checked with the creditor within 90 days of the date of the credit report, detailed information must be given concerning debts, the report must name at least two national repositories of credit reports contacted for each location in which the borrower has resided during the most recent two years, public records information, such as bankruptcies, judgments, law suits, foreclosures and tax liens, must be included, there must be a 24 month employment and residency history and (PP6) all inquiries within the last 90 days must be reported.  Finally, the credit report must be an original, with no erasures, whiteouts, or alterations.  Section 4.07, Page 4-44, of the VA Lender’s Handbook lists credit report standards in more detail.

	SUSAN
	Now you understand why credit history is analyzed and you know the requirements for credit reports.  Now we’ll discuss HOW you analyze the information presented to you on the credit report.
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	In general, satisfactory credit is considered established after the veteran, or veteran and spouse, have made satisfactory payments for the most recent 12 month period.  The emphasis is on the applicant’s overall payment patterns rather than isolated occurrences of unsatisfactory repayment.  It is important that  any unusual situations be carefully documented and if necessary, explained by the underwriter.  There are no compensating factors for adverse credit.

Often, the best indicators of how motivated the purchaser is to make timely mortgage payments in the future is his or her past housing expense payment history.  If an applicant has always made timely mortgage or rent payments, it is more likely that he or she will continue to do so in the future.  Rent or mortgage history should be documented with a Verification of Rent form or with a credit report.  Any evidence of missed or late payments must be adequately explained.
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SUSAN 


	If every applicant had perfect credit history, credit analysis would be very simple.  In reality, however, the majority of borrowers have some type of adverse credit which must be carefully documented and evaluated.  There are several types of adverse credit which may appear on the credit report: (PP7) (1) unpaid debts or debts that have not been paid on time; (2) collection accounts; (3) judgments; (4) bankruptcy; and (5) foreclosure.
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	The first three kinds of adverse credit, unpaid debts, collections and judgments, are progressively more serious manifestations of the same issue:  missed payments.  As the missed payment becomes a collection account, then is reduced to a judgment by the court, the necessity for adequate documentation and careful evaluation increases.
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	If the applicant has unpaid debts or debts which have not been paid in a timely manner, (PP8) the underwriter must include a written statement from the applicant giving a reasonable explanation for the adverse data.  Paying these debts off after the acceptability of the applicant’s credit is questioned does not alter the unsatisfactory record of payment.  Again, the underwriter should consider the overall payment pattern.  Was this an isolated incident that was quickly corrected?  Or does the applicant have a history of being late?

	SUSAN[PP – 9]
	(PP9) Collection accounts do not necessarily have to be paid off as a condition for loan approval; however, they must be considered as part of the applicant’s overall payment pattern.  Is there a reasonable explanation, such as the illness or death of a family member, which led to these collections?  Has the problem been resolved?  Remember, satisfactory credit is considered to be reestablished after satisfactory payments have been made for 12 months after the date of the last derogatory credit item.
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	(PP10) Once unpaid debts or collection accounts are reduced to judgment by a court, they must be paid in full or subject to a repayment plan with a history of timely payments.  When there has been a judgment, a veteran’s claim of bona fide or legal defenses is no longer acceptable.
Now, you know how to evaluate missed payments, collection accounts and judgments when they appear on a credit report.  The two remaining types of adverse credit, bankruptcy and foreclosure, have special requirements.  When either one of these types of adverse credit appears on a credit report, it is an indicator that there was a serious credit problem in the past.  Your challenge is to determine if the applicant has corrected that problem and has demonstrated the willingness and responsibility to prevent recurrence in the future.
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	The fact that a bankruptcy exists in an applicant’s or spouse’s credit history does not in itself disqualify the loan.  (PP11) Generally, there are two types of bankruptcy typically seen in a credit history:  (1) Bankruptcy filed under the Straight Liquidation and Discharge provisions of the Bankruptcy Law, and (2) Petition under Chapter 13 of the Bankruptcy Code.  Let’s consider them separately, so the differences in their analysis and documentation are clearer.
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	Bankruptcies filed under the (PP12) Straight Liquidation and Discharge provisions of the Bankruptcy Law, usually in the form of Chapter 7 filings, do not require repayment by the court.  Debts and obligations are completely discharged and the debtor is given a chance to start over.  If a borrower or spouse has been discharged in bankruptcy within the past 12 months, it will not generally be possible to determine that the borrower or spouse is a satisfactory credit risk.  If the bankruptcy was discharged more than two years ago, it can be disregarded.  
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	It is those bankruptcies discharged within the last one to two years that require the most careful evaluation.  Generally, it is probably not possible to determine that the applicant or spouse is a satisfactory credit risk in these cases unless both of the following requirements are met: (PP13) (1) the applicant or spouse has obtained new credit since the bankruptcy and has satisfactorily made the payments over a continued period; and (2) the bankruptcy was caused by documented and verified circumstances beyond the control of the applicant or spouse.  These circumstances could include unemployment, prolonged strikes, and medical bills not covered by insurance.  You’ll notice that I didn’t include divorce in this list.  Although, as you know, divorce often causes financial difficulties, it is not generally viewed as beyond the control of the borrower and/or spouse.
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	If the bankruptcy was caused by failure of the business of a self-employed applicant, it may be possible to determine that the borrower is a satisfactory credit risk if (PP14) (1) the applicant obtained a permanent position after the business failed; (2) there is no derogatory credit information prior to self-employment; (3) there is no derogatory credit information subsequent to the bankruptcy; and (4) failure of the business was not due to the applicant’s misconduct.  All of these conditions must be verified and documented before the applicant’s credit history can be considered acceptable.
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	Because filing of a Petition under Chapter 13 of the Bankruptcy Code indicates (PP15) an effort to pay creditors, the requirements are a little more flexible.  A debtor filing Chapter 13 bankruptcy must make payments to a court-appointed trustee over a two to five year period to pay off scaled down or entire debts.  
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	(PP16) If the applicant has finished making all payments satisfactorily, you may conclude that the applicant has reestablished satisfactory credit.  If the applicant has satisfactorily made payments for at least 12 months, and the Trustee or Bankruptcy Judge approves the new credit, you may give favorable consideration to the borrower’s credit history.  Remember, when you follow these guidelines, both the Chapter 13 payment history and the Trustee’s or Bankruptcy Judge’s approval of the new credit must be verified and documented.
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	Like bankruptcies, the fact that a home loan foreclosure exists in an applicant’s or spouse’s credit history does not in itself disqualify the loan.  Once you have developed the facts and circumstances of the foreclosure, apply the guidelines I’ve just discussed for bankruptcies filed under the straight liquidation and discharge provisions of the bankruptcy law.  Do you remember what they were?  Let’s summarize:  (1) If the foreclosure occurred less than one year ago, it is probably not possible to determine that the applicant or spouse is a satisfactory credit risk; (2) If the foreclosure occurred between one and two years ago, the applicant’s credit history can only be accepted (PP17) if credit has been obtained subsequent to the foreclosure and the applicant has satisfactorily made payments over a continued period and the foreclosure was caused by circumstances beyond the control of the applicant and/or spouse; (3) If the foreclosure occurred more than two years ago, it can generally be disregarded.  Remember, if the foreclosure was on a VA loan, the applicant may not have full entitlement available for the new loan.  In such instances, check the veteran’s Certificate of Eligibility to ensure it reflects sufficient entitlement to meet any secondary marketing requirements.  You must also check to be sure that no Federal debt has been established as a result of the foreclosure.  We’ll talk more about Federal debts later.  Like bankruptcies, all circumstances should be verified and documented.
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	OK.  We’ve discussed evaluation of derogatory credit, including unpaid debts, collections, judgments, bankruptcies, and foreclosures.  Let’s talk about some credit issues that, although not always considered adverse, must be considered in the overall evaluation of the applicant’s credit history.  (PP18) These are (1) Consumer Credit Counseling, (2) absence of credit, (3) consideration of the spouse’s credit history in community property states; and (4) Federal debts.
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	Debtors generally participate in Consumer Credit Counseling plans to manage adverse credit and to avoid filing bankruptcy.  As a result, participation in such a plan by a veteran, or veteran and spouse, (PP19) with prior adverse credit is treated similarly to a Chapter 13 bankruptcy.  To be considered a satisfactory credit risk, the veteran, or veteran and spouse, must demonstrate 12 months satisfactory payments and obtain approval of the new credit by the counseling agency.  If, however, the veteran and/or spouse have good prior credit and are participating in a Consumer Credit Counseling plan before reaching the point of having bad credit, such participation can be considered a neutral, or even a positive factor in determining creditworthiness.
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	What do you do if the applicant has little or no credit history?  (PP20) Absence of a credit history may result when recently discharged veterans have not yet established credit, or when applicants routinely use cash rather than credit, or after a disruptive credit event such as bankruptcy.  In such a case, you should base your determination on alternate payment records, such as utilities, rent, automobile insurance, or other expenses paid by the applicant.  Absence of credit is not necessarily considered an adverse factor.
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	The Equal Credit Opportunity Act, or ECOA, prohibits requests for, or consideration of, the credit of a spouse who will not be contractually obligated on the loan unless it meets one of the two following requirements:  (PP21) (1) the applicant is relying on alimony, child support, or maintenance payments from the spouse, or former spouse; or (2) the property is located in a community property state.  In community property states, VA requires consideration of the spouse’s credit whether or not the spouse will be personally liable on the note and whether or not the applicant and spouse choose to have the spouse’s income considered.  If a married veteran wants to obtain the loan in his or her name only, the veteran may do so without regard to the spouse’s credit only in a non-community property state.
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	If an applicant is presently delinquent or in default on any debt to the Federal Government, he or she cannot be considered a satisfactory credit risk (PP22) until the delinquent account has been brought current or satisfactory arrangements have been made between the applicant and the Federal agency.  If the applicant has a judgment lien against his or her property for a debt owed to the Federal Government, he or she cannot be considered a satisfactory credit risk until the judgment is paid or otherwise satisfied.  Remember, you must always perform and document a Credit Alert Interactive Voice Response System (or CAIVRS) screening on every VA loan you close.  Consult Section 4.06 of your VA Lender’s Handbook for more information about CAIVRS.  
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	(PP23) So far today, I’ve discussed why we analyze credit when underwriting a VA home loan application.  I’ve discussed credit report requirements and explained how to analyze such factors as the12 month payment history, collections, judgments, bankruptcy, (PP24) foreclosure, Consumer Credit Counseling, absence of credit, consideration of a spouse’s credit and Federal debts.  That leaves one last item on the agenda, to summarize VA’s approach to credit issues.  
By now, you probably noticed a pattern in my discussion – the requirement for careful verification and documentation of your reasons for a positive credit determination.  While we know that most veterans are honest, the credit history is too important to the future payment of the loan obligation to accept it on the applicant’s verbal assurances alone.  If there is a reasonable explanation for adverse credit, chances are good that documentation exists somewhere.  
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	Remember, the applicant’s past repayment practices on obligations are the best indicator of his or her willingness to repay future obligations.  Emphasis should be on the applicant’s overall payment patterns rather than isolated occurrences of unsatisfactory repayment.  Carefully analyze the credit report and other credit data, obtain documentation and verification of unusual circumstances, then determine whether the applicant and/or spouse are satisfactory credit risks.  As I promised you earlier, (PP25) you should now be able to analyze an applicant’s credit history and make a sound, supportable decision concerning its acceptability!  
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	This concludes our video presentation, Credit Issues in Underwriting, and we hope you’ve found it helpful.  For additional information, visit our website at www.homeloans.va.gov, check Chapter 4 of your VA Lender’s Handbook (available for downloading at www.homeloans.va.gov/handbook.htm) or contact your nearest Regional
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