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ALLOWANCE FOR LOAN AND LEASE LOSSES
Estimation Practices for Junior Liens on Residential Properties

Summary: The federal financial institution regulatory agencies have jointly issued supervisory guidance on loan
loss allowance estimation practices for loans and lines of credit secured by junior liens on 1-4 family residential
properties (junior liens). The guidance discusses the responsibilities of institution management and examiners
and builds on existing supervisory guidance for home equity lending and the allowance for loan and lease losses

(ALLL).

Statement of Applicability to Institutions Under $1 Billion in Total Assets: This Financial Institution Letter
applies to all FDIC-supervised banks and savings associations, particularly those with significant holdings of

junior liens.
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Highlights:

With respect to the ALLL estimation process for an institution’s
junior lien portfolio, management should:

e Gather and consider reasonably available and relevant
information about the collectibility of the portfolio, including
information on the delinquency status of senior lien loans
associated with the institution’s junior liens.

e Ensure adequate segmentation within the junior lien portfolio
to appropriately estimate allowances for high-risk segments
of the portfolio.

e Support qualitative or environmental factor adjustments to
historical loss rates by an analysis that relates the
adjustments to the characteristics of and trends in the
individual risk segments within the junior lien portfolio.

Management also should ensure that income recognition
practices related to junior liens do not overstate income and
charge-offs are taken in accordance with the Uniform Retail
Credit Classification and Account Management Policy.

Examiners should evaluate an institution’s junior lien loan loss
allowance methodology and documentation and the
appropriateness of the level of the ALLL for the junior lien
portfolio, including whether management’s estimation process
has properly incorporated the practices described in the
supervisory guidance.




