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DISCLAIMER

This best practices guide is provided on an “as is” basis.
We understand the content to be accurate as of the date
of publishing. However, the content may incomplete, and
particular facts unique to your situation may render the
content in this guide inapplicable or incorrect for your
situation.

The publisher and authors make no representations or
warranties of any kind, whether express or implied, as to the
content of this guide.

The content of the guide is not legal advice. Do not use or
otherwise rely upon any of the content without first seeking
independent legal advice.
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1. Introduction

1.1 Origin and intent of this document

Housing Loan Funds have made a deep and
lasting contribution to improving First Nations
housing: going where banks cannot go, creating
strong loan discipline, making private home-
ownership possible.

They have empowered communities to transition from offering free
or subsidized housing that was often inadequately tailored to the
need and financial capacity of each member, to offering a continuum
of housing solutions that better reflected both need and financial
capacity.

The more successful Housing Loan Funds operate on sound business
principles and have succeeded in creating local housing markets
where homes are not just shelters but actually build family equity.
Because they are local, grass-root solutions, reflecting local needs and
circumstances, Housing Loan Funds have been able to lend on the
basis of their borrowers’ reputation, credit strength and the value of
their homes, with no need for ministerial or band guarantees, freeing
up First Nation budgets to focus on maintenance, infrastructure and
economic development. Local knowledge, moral suasion and good
lending practices have allowed them to keep losses under control and
to keep their capital revolving, in some cases for over 40 years.

In 2015, the Aboriginal Savings Corporation of Canada (ABSCAN) and
Housing as a Business (HaaB) held The First Nation Housing Loan
Funds Symposium. The purpose of the symposium was to share
experiences between housing loan funds; to discover best practices;
to network; to find ways to work cohesively; and to pool resources.

At the close of the symposium, participants identified a number of
initiatives that can strengthen Housing Loan Funds. Publishing a
best practices guide was one of those initiatives; ‘Namgis First Nation
volunteered to take on that task.




The authors of this best practices guide examined
the policies and procedures of a number of First
Nation housing loan funds across Canada; inter-
viewed their staff; and visited their communities
to see the results on the ground of operations over
the last 40 years. They extend their thanks to the
housing staff of the Mohawks of Kahnawake, Six
Nations of the Grand River, le Fonds d’habitation de
la Nation Huronne Wendat, the Aboriginal Savings
Corporation of Canada (ABSCAN), ‘Namgis First
Nation, and iHousing.

‘Namgis oral history details the origin and ex-
istence of five namima who have occupied the
Nimpkish River watershed for thousands of years.
When European ships arrived in Johnstone Strait
in 1792, ‘Namgis people were occupying the village
of Xwalkw at the mouth of the Nimpkish River. At
this time, ‘Namgis village sites existed along the
entire length of the Nimpkish River and its major
tributaries.

Through ancient protocols with neighboring Na-
tions of similar cultural traditions, ‘Namgis con-
tinue to have shared rights to resources through-
out the Broughton Archipelago, along the coastal
region, and up several of the region’s coastal fjords.
The ‘Namgis are ocean and river people, making
use of all available resources on land and water.

Soon after contact, the rich resources of ‘Namgis
lands attracted new developments. The new co-
lonial and provincial governments caused large
changes to traditional aboriginal ways. With a spirit
born of thousands of years of survival, the ‘Namgis
First Nation greatly evolved the range and quali-

ty of social services it offered to its members and
beyond, becoming the new engine of Cormorant
Island employment and economic activity.

‘Namgis started its own housing loan fund in 1969.
It has provided assistance to many ‘Namgis mem-
bers and in 2016 it financed the house that graces
the cover of this guide. Yet however much of a help
the loan fund has provided, its resources have not
been adequate to satisfy demand. ‘Namgis wants

to improve the policies and procedures that govern
the fund and then invest more capital in the fund.
We will be implementing changes throughout the
next few years, based on the lessons this guide
offers, as well as deliberations from Council and the
community at large. We will document the effec-
tiveness of these changes and we will continue to
share our learnings with the community of housing
loan fund practitioners across Canada.

CMHC works closely with First Nations commu-
nities, other federal partners, provinces and ter-
ritories and Aboriginal organizations to address
housing needs in First Nation communities.

CMHC's funding supports the construction of new
rental housing; the renovation of existing homes;
ongoing subsidies for existing rental social hous-
ing; and investments in capacity building for First
Nations people living on-reserve. CHMC provided
funding for this guide, which represents the col-
lective wisdom and experience of First Nations
that pioneered, and persevered in, the creation of
locally-designed housing solutions.



2. Raison d'étre and
Typology of Housing
Loan Funds

2.1 Situating housing loan funds in a
continuum of approaches to First Nation
housing needs

Housing finance provided by conventional
financial institutions i1s based on the borrowing
capacity of individuals and on the realizable
value of assets taken as collateral.

These two components rely on a series of ancillary services and tools
that one could group into a third component: the legal and informa-
tion support system for lending. This system includes: information
sources to assess credit strength and asset home value; the regis-
tration of titles and liens; and the network of tools and institutions
needed to realize on security.

In First Nations, each of these three components presents difficulties:

» Absence of sufficiently high, stable sources of personal income,
as well as a lack of saving tools, limit the ability to make loan
payments and to make a down payment. However, the number of
creditworthy individuals with the savings and the employment
income to support mortgages is rapidly increasing in every First
Nation.

» Absence of a legal framework for land and property, as well as of
conventional mechanisms for collateral and its seizure are usu-
ally identified as the main obstacle to mortgage lending. To this
must be added the absence of a structured resale market, which
limits the market value of the assets even if they could be taken
as collateral.

» The conventional mechanisms for asset valuation and for the
analysis of borrower risk rely increasingly on electronic databas-
es and tailored software programs that exclude groups outside
the mainstream. The unconventional security arrangements on
reserve make it even more difficult to fit in the risk tolerance
limits imposed by regulatory authorities and international agree-
ments, so that even commercial lenders that have a relationship
with First Nations and know how to do business with them are
finding it difficult to finance homes without risk-free First Nation
guarantees or Ministerial Loan Guarantees.
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For close to two generations now, some First
Nations have found ways to overcome all three of
these hurdles, within the current legal framework.
Some of the solutions are based on financial wind-
fall or exceptional geography, but the ones that
have had the deepest transformative impact are
also the ones with the highest replication potential.
Following is a description of three of these solu-
tions.

A first approach involves local, conventional and
regulated deposit-taking financial institutions,
such as credit unions, that have the capacity to
make loans on the basis of their local deposit base.
Their mix of local knowledge, understanding of
on-reserve lending, feet-on-the-ground, and good
lending practices and systems has enabled several
of them, the Kahnawake credit union for example,
to build an important home finance portfolio with-
out the guarantees required by other conventional
lenders. This is made possible by innovative secu-
rity instruments such as the “trust deed” arrange-
ment in Kahnawake, or the tri-partite agreements
used in many communities by conventional lend-
ers where First Nation governments play an in-
termediary role to enable the exercise of security
arrangements. (See section 4.4 for more details on
these security arrangements).

The second approach involves First Nation guaran-
tees for loans made by conventional financial in-
stitutions with, in the best cases, a strong measure
of Nation-enforced loan discipline to control their
financial exposure.

The third approach, the one with the deepest im-
pact and highest potential for replication, involves
the creation of Housing Loan Funds that provide
direct loans to First Nation members. Most of the
funds on the ground now are operated and capi-
talized by First Nations through the redirection of
housing subsidies or with community assets. Some,
such as ABSCAN, are independently incorporated,
at a distance from community politics, and operate
with leveraged funds.

All three of these solutions have proven their trans-
formative value and their capacity to energize local
housing markets with a continuum of housing solu-
tions. Strong and stable loan management disci-
pline is the common ingredient for all of them.

Housing Loan Funds are local, unregulated finan-
cial institutions. Their objectives, policies, impact
and viability vary Nation to Nation. Because they
are not required to apply the conventional risk
measures imposed on commercial financial institu-
tions with deposit insurance, they can design their
own risk management and lending criteria on the
basis of their members’ reputations, stability and
credit profile. The collateral relies on non-standard
security, including certificates of possession or
customary titles, achievable through mechanisms
developed by each Nation, and based ultimately on
the Nation's legal ability to seize the land title and
dispose of the assets, either through resale or by
integrating the property into its rental activity.

Housing loan funds are solutions to housing needs
that can be implemented to achieve different goals
in response to local circumstances.

This guide identifies three broad
sets of goals that housing loan funds
pursue: development, growth and
market goals.

Funds with development goals prioritize the tran-
sition from highly subsidized rental housing to
private homeownership. Because there is a signifi-
cant increase in the housing cost that falls to an in-
dividual member if he or she makes the transition
from highly subsidized rental housing to carrying
the market cost of private homeownership, most
housing loan funds starts operations with develop-
ment goals and attendant concessionary lending
policies. These policies usually involve a mix of
subsidies, below-market interest rates, low equity
requirements, and a high tolerance for risk. In some
cases programs are designed to help loan appli-
cants gain employment and accumulate savings for
equity. Some Nations have used interest-free loans
to create a private home-ownership culture or to
wean members away from dependency on subsi-
dies and contributions.

Funds with growth goals prioritize expansion of
private housing stock and the creation of market
discipline. The fund takes a lower risk of incurring
losses by applying eligibility criteria that empha-
size the borrower’s ability to repay the loan, and
the fund charges interest rates that help grow the
capital base.



Funds with market goals aim to attract capital

from the market; they do no rely only on grants and
internally generated revenues. They function with
tight loan discipline. Not only is the risk of losses
minimized, the operations of the loan fund are run
at break-even or better. This goal requires policies
and procedures adjusted to on-reserve lending con-
straints, but designed to meet conventional lending
performance on arrears, write-offs and income. An
example of a fund pursuing market goals is the Ab-
original Savings Corporation of Canada (ABSCAN),
which has been providing housing loans to individ-
uals and capital for a housing loan fund in Quebec
since 2005 with no arrears or losses, on the basis of
capital raised from First Nation savings.

Several housing loan funds pursue a combination
of goals. Kahnawake, for example, offers loans to
increase and diversify its private housing stock
and employs eligibility criteria and interest rates
that ensure the capital of its fund is protected and
grows. At the same time it dedicates a portion of its
fund to loan products that are targeted to members
who do not have enough money saved for a down
payment. Wendake, one of the early funds with
growth goals, has been borrowing external capital
through a commercial bank and through ABSCAN
to meet demand for housing loans from its mem-
bers.

There are housing loan funds that attempt to reach
a combination of development and growth objec-
tives with a single suite of programs and policies
that combines features appropriate to one and the
other, and with the same financial reporting sys-
tem. The result is a mixed track-record that blends
results from higher risk development loans and
low-risk growth loans. It is advisable for funds to
segregate the developmental, growth and market
segments of their portfolios and report on each sep-
arately. This allows the funds to build a solid track
record for the fund's performance with respect to
each category and, with respect to market goals, to
increase investor confidence that funds borrowed
by the Nation for housing can be repaid from hous-
ing loan payments.

FUNDS WITH DEVELOPMENT AND GROWTH
GOALS

Funds with development and growth goals typical-
ly operate under Council’s supervision and form
part of the Nation’s administrative structures. In
other words, housing loan operations are run by
staff in the housing and accounting or finance de-
partments. The housing loan fund has no separate
accounting.

Effectively, the housing loan fund is a budget al-
location in terms of the capital made available for
housing loans and the staff dedicated to managing
it. Most often, housing loan eligibility is reviewed
by housing staff; housing loans are awarded by a
housing committee; and loan payments are pro-
cessed by accounting staff.

This structure has the advantage of shared staff
costs, with their knowledge of housing issues,
integrating seamlessly the use of capital with other
programs that aim to provide housing for the mem-
bers of a Nation.

A housing committee often has Council represen-
tation, and sometimes community representation,
to whom reports are made concerning the perfor-
mance of the loan fund: how many applications are
made to the fund, how much money is available for
loans, whose loan applications have been accepted,
how existing loans are performing, what actions
have been taken to deal with delinquencies, what
actions are proposed with regard to problem loans.
Housing staff make recommendations with regard
to policy changes. Policy changes may be suggest-
ed because the housing situation in the community
changes over time, or because certain aspects of
the fund seem not to be functioning optimally -
perhaps eligibility requirements need to be adjust-
ed, or the fund'’s actions once a loan is delinquent.
The most successful housing loan funds have staff
that bring a great measure of innovation and adap-
tation to changing circumstances.

Council’s direct responsibility for the loan fund
does leave the loan fund vulnerable to short-term,
political decisions. For example, Council might
want to use capital that was dedicated to the hous-
ing fund for other purposes. Council might also
want to stay actions that the housing department
wishes to pursue to deal with problem loans - ac-



tions like evictions. Communities with successful
loan funds, where the capital base remains intact
and continues to be recycled, are those where the
membership regards the fund as an important
instrument that needs to be kept in good working
order. Council is thus discouraged by public opin-
ion from diverting funds or refusing approval for
evictions.

FUNDS WITH MARKET GOALS

To raise external market capital by issuing bonds,
housing loan funds needs to meet stringent pro-
vincial requirements. The funds need to be inde-
pendently incorporated to offer assurance that
there can be no political interference from Chief
and Council when it comes to applying eligibility
criteria or instigating recovery action when loans
are in default. Furthermore, there are detailed
financial reporting requirements that go beyond the
usual audited financial statements of a First Na-
tion. At present, ABSCAN is the only housing loan
fund in Canada operating as a market fund and it is
structured as an independent corporation.

There are two sources of market capital for hous-
ing loan funds that do not require an independent
housing loan fund structure: commercial bank
loans and First Nations Finance Authority loans.

Transferring First Nation housing loan funds with
market goal ambitions to a local or regional hous-
ing authority, with loan management services ten-
dered out to Aboriginal financial institutions, may
be a cost-effective strategy to build the track record
and the independent structure needed to pursue
market goals. A number of off-reserve Aboriginal
housing authorities with a critical mass of assets
and expertise are currently examining the pros-
pects of raising external capital to accelerate their
housing development.
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2.4.1 Lending culture

When a First Nation takes on the job of extending
credit to its members - whether directly under the
responsibility of Council or indirectly under the
responsibility of a Board in a separate organization
— it takes on a grave responsibility. A housing loan
is almost always a large loan that takes decades to
repay. When a loan is in trouble, it can be a source
of great stress to borrower and lender alike. The
loan fund needs its capital preserved or else the
fund will fail. Borrowers have their lives anchored
by their homes; the threat of losing one’s home due
to financial difficulties is heavy to bear.

To navigate successfully between the requirements
of a financially sound loan fund and the housing
needs of members, the lending operation must be
focused on discipline and responsibility. There
must be an organizational focus on the manage-
ment of risks that are inherent in lending. And
lending staff need to be properly equipped with the
relevant skills. This may sound self-evident, but

it is not easily accomplished or maintained. The
world-wide financial crisis of 2008 was brought on
in part by large portfolios of shaky mortgages.

DISCIPLINED, RESPONSIBLE LENDING

Discipline in lending means that the lender consis-
tently ensures that loan eligibility requirements are
met and that all the rules that govern loan approval
and loan monitoring are followed.

Responsible lending means that loan fund staff
must understand a community member’s financial
capabilities. They should always ask: “Does this
credit decision make sense for the member and for
our loan fund?” And in answering that question,
they need to use common sense and conservative
assumptions. Loan funds cannot sacrifice credit
quality for a short-term focus on meeting a commu-
nity member’s housing need.

Loan funds that are successful over the long term
have three rules that guide their lending practices:

» The pricing of loans should reflect risk.

» The community member needs to clearly un-
derstand the obligations he or she takes on.



» Lending staff need to exercise due diligence to
determine that community members have the
ability to repay a loan.

It should be viewed as contrary to the internal
culture of a loan fund to try to provide community
members with loans when it is not appropriate for
them. In the long run, that leads to great personal
stress.

RISK MANAGEMENT

Risk management for a housing loan fund primarily
centres on the following:

Monitor performance indicators and share the
results

In the section on financial reporting, there is a list
of reports that a housing loan fund should generate
every month or quarter. It's important to then share
those reports so that everyone responsible for the
fund can see how the fund is doing and progress-
ing. The reports then require decisions: what is
working well and what needs improving?

Have a rigorous, independent review process

Have an internal auditor or credit reviewer who re-
ports directly to Council or the board. It's important
to find problems early while they can still be fixed.
“Never fool yourself” was the maxim of one housing
manager. See section 4.15 for more detail on inde-
pendently conducted loan reviews.

2.4.2 Competent lending staff

Aloan officer’s job is comprised of the following
duties:

» Evaluate loan applications and documentation
by confirming credit worthiness.

» Improve loan applications and documentation
by informing applicant of additional require-
ments.

» Reject loan applications by explaining defi-
ciencies to applicants.

» Forward complete applications to a loan man-
ager or loan committee.
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» Complete loan agreements by explaining
provisions to borrower; obtain signatures and

notarizations; collect fees.

» Help community members by answering ques-

tions; respond to requests.

» Follow up on delinquent loans

» Maintain borrowers’ confidence by keeping

loan information confidential.

To be successful in these duties, a loan officer
needs the following sKkills:

» Interpersonal communications skills - prefer-
ably including command of the First Nation's
language and culture. These skills are a key
to successfully handling loan application
interviews when loan officers are expected
to counsel and advise community members.
Loan officers may contend with high stress sit-
uations when applications cannot be accepted,
when borrowers need to be reminded of their
obligations, or when default remedies need to
be exercised when all else fails.

» Analytical skills. The ability to focus on the de-

tails and apply critical thinking techniques is
a critical part of the loan officer’s job, especial-
ly when it comes time to shift gears from being
understanding of the community member’s
situation to being a pragmatist with respect to
evaluating the lending risk. There is little room
for uncertainty when it comes down to review-
ing the numbers. All figures must be verified
and documented and management’s judge-
ments of loan requests need to be realistically
anticipated.

» Organizational and planning skills. Because
loan officers manage files, relationships, re-
sources, time, people, and expectations, it is
important that they have strong organizational
skills, as well as a good aptitude for financial

planning.

It must be emphasized that housing managers and
loan officers have very different jobs and require
different skills. The practice, in many housing

loan funds, of splitting the fund’s management and
reporting responsibility between housing program
managers and accounting or finance staff is a rea-
sonable option for a fund pursuing mainly develop-
mental goals, but falls short of the HR requirements
for funds pursuing growth or market goals.



2.5.1 Loan management systems

It is possible to customize database programs, or
use accounting programs already deployed by the
Nation's administration to manage a loan portfolio;
however, loan management systems specifically
designed for the purpose of administering a loan
portfolio greatly facilitate efficient record keeping,
payment calculations and generation of reports

necessary to managing a portfolio of housing loans.

Loan management systems offer the following
features:

» Has a contact management system to manage
interactions with applicants and borrowers

» Easily modifies and restructures loans, can
track changes

» Accommodates amortized payments, in-
terest-only, principal-only, percentage- and
fixed-principal reductions, interest-only
beginning periods, step payments, and custom
payment schedules

» Handles fixed, variable, step-by-amount, step-
by-days, post-maturity and default rates and
deferred interest

» Generates statements, late notices and payoff
notices

» Supports unlimited commenting, document
generation and storage of all correspondence
including invoices

» Has a robust reporting system allows sorting
and grouping information by type, status, risk
rating and much more. Output can be in PDF or
Excel file format.

2.5.2 Loan fund reporting

For loan funds that form part of Council’s opera-
tions, financial reporting forms part of the annual
audited statements. For the sake of transparency
for the community and for an adequate understand-
ing on the part of Council and management, it is
recommended to keep separate line items related to
the housing loan fund. These line items and their
notes should include:

» Housing loans receivable




»

»

»

»

»

The basis for the valuation of these loans

At what point housing loans are considered
impaired

What the allowance for doubtful debts is on the
outstanding housing loans

The amount of cash that is held in reserve for
the loan fund

The interest rates charged on outstanding
loans

For internal management of the portfolio, the fol-
lowing reports should be produced and reviewed
monthly:

»

»

»

Loans outstanding

Watch list loans: loans whose payments go
past due

Problem loans: loans where there is a signifi-
cant deterioration in the borrower’s financial
circumstances
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» Delinquent loans: loans with missed payments.

Delinquency reports need to be “aged”, that is,
show loans that are delinquent 30, 60, 90, and
90+ days. To understand the lending environ-
ment, it is helpful to review, every month, the
delinquency trend over 12 months. If delin-
quencies are becoming more frequent over
time, something is going on. Is it the loss of a
major employer near the community? Or does
the increase in delinquencies coincide with

a change in housing loan fund staff? Is there
generalized dissatisfaction with Council’s han-
dling of the housing file? Delinquency reports
need to include the actions undertaken for and
proposed next steps.

» Loan write-offs



Account data Loan data

Accounting Loan Management
System System
Chart of accounts Loan policies
Financial Loan
statements reports

The accounting system and the loan management system need to be
in accordance, as illustrated above. For example, the loans receivable
number needs to be the same in both systems, as does the number for

loans written off system. Both systems need to

operate in tandem.

Above: The link between the loan
fund system and the accounting

Data passes through each pro-

FUNDS WITH MARKET GOALS

Funds with market goals prepare a full set of audited financial state-
ments that allow the governing body, the community and investors
to track performance of the fund over time. As the loan fund is set up
independently of operations, it will have a profit and loss statement
that will feature line items that feature the performance of the loans
as well as the net cost or net profit of administering the loans. Inves-
tors not only look at the performance of the loans and the reserves
that are set aside to cover potential loan losses, but also whether the
fund can sustain its operating costs.

the chart of accounts for the

report the outcomes of these
systems.
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gram according to its underlying
framework: loan policies for the
Loan Management System, and

Accounting System. Statements



3. Housing Loan Fund and
Housing Policy

The establishment of a sound housing policy
allows a community to develop overall parameters
for the management, administration and
operations of a First Nations housing portfolio.

It puts the community on a path where it develops comprehensive
capacity to deliver culturally-relevant policies and programs; offers
affordable and appropriate housing solutions; ensures an equitable
allocation and distribution of resources; and engages the community
regularly in an assessment and analysis of conditions and needs.

The purpose of a housing loan fund is to facilitate private home own-
ership in First Nations communities. Therefore, communities that
operate a loan fund need to have a housing loan policy that addresses
private ownership. Specifically, there need to be sections that deal
with the following headings:

» Zoning, land management, land servicing, distribution or sale of
land parcels

» Property titles, their registration and privileges attached

» Mechanisms to enable property title or leases to be used as secu-
rity; and

» Fund and First Nation roles and responsibilities in the event of
repossession in case of default.

The best practices options related to land title and possession are
too complex and numerous to be reviewed here. A variety of policies
can be applied to serve the goal of enabling the operation of a hous-
ing loan fund. For example: customary land ownership recognition
managed locally; Certificates of Possession registered with AANDC
in Ottawa; sophisticated regimes such as leasehold titles that meet
conventional lender requirements on designated land; or so-called
A-to- A leases developed in land codes under the FNLMA.
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An important consideration is that the collateral value of land title
depends on the quality of its registration system and the privileges
and restrictions attached to them (such as resale or occupation limit-
ed to members only).

Where housing loan funds are not stand-alone structures but part of
Council’s operations, the housing policy should include most of the
headings under section 4 (Policies and Procedures for housing loans)
to clarify how the Nation deals with the loans it extends for the pur-
pose of buying a house.

Once the core housing policy document has been completed, it should
be communicated to all community members and ratified by the
consensus of those members to ensure an adequate understanding of
what the policy is intended to do, how it will be implemented, and the
variety of roles and responsibilities of those involved.
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4. Policies and Procedures
for Housing Loans

4.1 Eligibility

FUNDS WITH DEVELOPMENT GOALS

Funds with development goals have eligibility policies that focus

on need. There are not always criteria related to employment or
income. These funds often maintain a waiting list for loans (and, in
some instances, a waiting list for land distribution) that is open to all
members of the Nation who meet certain criteria (age; residency; in
some communities, building plans and equity; in others, possession
of a parcel of land). It is not uncommon for members to register on the
waiting list at the earliest allowable moment given multiple-year wait
times.

Waiting lists are sometimes used in parallel with priority access pol-
icies, enabling housing loan fund managers to bypass the waiting list
in specific cases (e.g. a large family whose residence was destroyed
by fire). Housing loan applications are accepted on the basis of priori-
ty status and waiting list order.

This approach allocates housing resources on the basis of need and
membership rights with minimal constraints tied to income - an
important consideration in many communities where employment is
irregular. However, unless strong loan discipline is exercised, this ap-
proach perpetuates the sense of housing as a community service, and
of housing debt as a lesser priority than car- or business-debt, where
failure to pay brings immediate consequences.

Finding the right balance between eligibility based on the communi-
ty service objectives of the fund and eligibility based on its financial
sustainability objectives is the single biggest challenge of funds with
development goals. Funds that have succeeded attribute success to
fair but no-nonsense policies, as well as avenues of recourse that are
well understood and accepted in the community. Continuity in the
application of policies is important, as is a general understanding of
the benefits of the fund to the community, and local political support
for eviction and repossession in the case where it is needed.
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FUNDS WITH GROWTH GOALS

Funds with growth goals have eligibility criteria
that focus more on the borrower’s credit strengths
than needs or rights, although criteria such as
membership, residence and age are part of the qual-
ification process. Eligibility criteria stipulate that a
borrower must be employed; must have an income
high enough to require less than 30% of it to make
loan payments; cannot have total monthly debt
payments exceeding 40% of net income; and must
have a good credit score.

Some funds have a cut-off number, e.g. 600; re-

fuse loans for R3 notes or above; require an R9 to

be cleared off — see the glossary at the end of this
report for definitions and further explanation of the
credit scoring system). Many communities are now
considering the benefits of financial literacy clinics
that include an emphasis on personal management
of credit scores: recent research has shown that
First Nation members in general tend to have lower
credit scores than comparable Canadians as a re-
sult of a lower number of credit lines reported and
failure to clear off negative information.

These criteria can also be used be to decide wheth-
er a Nation will provide a guarantee for a housing
loan from a financial institution. See section 6.

Some growth funds specify that loans are for new
construction only. They can then ensure, through
regular inspection, that the house is well-built (see
the section on construction risk management). Bor-
rowers must demonstrate that they have posses-
sion of a serviced lot. This restriction puts a crimp
in the development of a housing market on reserve
as it limits access to capital for resale. In other
words, the resale value of a house is depressed by
community members’ limited access to capital.
We therefore recommend funds do not employ this
criterion.

FUNDS WITH MARKET GOALS

In addition to the criteria related to employment,
income and debt servicing, market funds also
require statements of net worth. These are used as
an indicator of a borrower’s ability to earn and save
over his or her life time.

An independently incorporated housing loan fund
like ABSCAN, which operates in more than one
community, does have community service objec-
tives - in fact this is part of the moral suasion that
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enables it to operate on the ground. Its structure
frees it of administrative and political pressure for
credit decisions; however, eligibility requirements
tied to service priorities and membership require-
ments are negotiated with local governments.

The loan application process consists of members
submitting to housing staff the information re-
quired to ensure that they meet the eligibility cri-
teria. It is helpful to members if loan fund staff go
through the criteria with applicants and explain, if
required, where they fall short and what they need
to do to become eligible.

If a member does not qualify for a housing loan,
staff can review their eligibility for financial assis-
tance (see section 4.9)

The loan fund policy should stipulate who is
responsible for making final decisions regarding el-
igibility. To enhance consistent application of eligi-
bility criteria it is advisable to entrust this respon-
sibility to the manager of the housing department,
or a housing committee, rather than Council, and
where possible to provide for checks and balances.
The Huron-Wendat Housing Fund in Wendake, for
example, has implemented a dual approval process
for this purpose whereby the housing loan fund
manager makes a recommendation that requires
independent review and approval from the housing
and the finance departments.

The information that is submitted to the loan fund
needs to be validated and subsequently analyzed
to determine whether the loan can be made with
acceptable risk.

» Analysis of loan amount - is it sufficient to
complete the project? The information re-
quired to come to a determination includes
the purchase contract, construction plans and
quotes and inspector'’s reports.

» Analysis of the ability to repay and the borrow-

er’s credit history — does the borrower have a
stable income that covers loan payments ade-
quately? Does the borrower show he or she has
a track record of meeting debt obligations? Has
the borrower consistently met rental payment
and other financial obligations towards the
First Nation?



» Analysis of the net worth of the borrower -
does it show the borrower has managed to
earn and save over his or her lifetime?

FUNDS WITH DEVELOPMENT GOALS

Some development funds charge no interest be-
cause they want to keep access to housing as
affordable as possible. Borrowers pay back the con-
struction cost of the house, including the subsidy
that was received for the house from AANDC. The
repaid subsidy capitalizes the loan fund. A Nation
may consider this the maximum financial effort it
can ask of its members.

The advantages of a zero interest rate is keeping
the housing cost low and in reach of more mem-
bers than might be the case than if interest were
charged. The disadvantage is that the fund’s ability
to pay for construction of new housing erodes over
time, due to inflation. If construction costs go up
every year by 3%, then, over a period of 25 years,
they double. If a loan of $100,000 is paid off over 25
years and it costs $200,000 to build a new house by
the time the loan is paid off, the fund'’s capacity to
construct new housing is halved.

If the aim is to keep borrowing in reach for mem-
bers who could not afford to make their payments,
housing loan funds can target these members spe-
cifically (see section 4.9 on financial assistance).
The fund should consider charging an interest rate
that at least keeps pace with inflation. If some or all
of the funds are borrowed, then, in addition, the bor-
rowing cost needs to be passed on. For example, a
fund of $2 million that pays 3% in interest per year
on half its funds under administration would lose
$30,000 annually if it does not pass on that cost.
However, if it charges a rate of 1.5% interest on $2
million of outstanding loans, it recovers its borrow-
ing costs. In sum, if construction costs increase
annually by 3% and the fund needs to charge 1.5%

to recover interest costs, then the rate it needs to
charge to keep constant its ability to finance new
housing construction is 4.5%.

Funds with development goals frequently adopt

a fixed, simple interest rate with a loan term that
spans the period of amortization. In other words,
the rate remains unchanged for the entire period
of amortization, and interest is only charged on the
principal outstanding, not on interest outstanding
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(see glossary for further explanation). Fixed rates
over 25 years have the advantage of predictability
for members. However, it is advisable for the fund
to build in a review of the interest rate annually so
the fund can respond to changes in the inflation
rate. To enable the fund to change interest rates,
the terms of housing loans need to be restricted to
increments of a maximum of five years, so that the
change in interest rates can be applied to the out-
standing mortgages as their terms mature.

FUNDS WITH GROWTH GOALS

Interest rates set by funds with growth goals tend
also to be set as simple, fixed rates. They are typ-
ically set between 7% and 8% for the length of the
term. This allows the loan fund’s capital base to
grow — provided the Fund’s cost of capital is zero.
If there is a borrowing cost for some of the capital
under management, the fund needs to be able to
adjust rates as the borrowing cost changes — oth-
erwise the Fund can run significant deficits, year
after year.

There are funds that charge interest rates that
follow the posted mortgage rate of banks and credit
unions. Whereas this makes sense to the mem-
bership, who see these rates advertised every day
in the papers, and whereas, in an era of unprece-
dented low rates, there is pressure from members
to match these rates, it should be noted that the
market rates are quoted for the financing of prop-
erty off reserve and that the off- and on-reserve
environments require separate approaches. Anoth-
er way of putting this: there is no market rate for
housing on reserve, as the market, in the form of
conventional financial institutions, does not oper-
ate on reserve. Conventional financial institutions
only make loans with guarantees from the Nation.
The Nation should charge the borrower at least the
difference between its Housing Loan Fund rate and
the market rate, thereby ensuring that the risk to
which the Nation is exposed due to its guarantee is
at least partially covered (proceeds could be used to
build a reserve), while also ensuring that the Hous-
ing Loan Fund is not undercut by competition from
institutions benefiting from a subsidy provided by
the Nation. (See also section 6.)

FUNDS WITH MARKET GOALS

A market fund sets interest rates based on the
fund'’s cost of capital and the borrower’s credit risk.



The fund’s cost of capital is the average of the inter-
est rates it pays over its total capital.

The credit risk posed by a borrower is the risk of
financial loss resulting from the borrower not being
able to pay back all of his or her loan. That risk is
therefore composed of the risk of default and the
risk of not being able to recover the outstanding
balance through the sale of the house. The risk of
default is subject to a number of variables, such as:
loss of employment or reduction of income; in-
crease in the borrower’s debt load; change in family
circumstances (birth of a child, separation, etc.).
The inability to recover the outstanding balance

of a loan may result from a drop in the value of

the house, for example due to the construction of

a neighbouring property that produces noise or
pollution, or following the shutting down of a major
employer in a remote community.

All housing loan funds use variations of the same
security mechanism: the Nation - or individuals
acting in a Trustee capacity - either holds or guar-
antees access to the title of the financed property
until the loan is paid off. The title is only issued
after repayment of the housing loan (the borrower
effectively enters into a lease agreement with the
Nation for the length of the amortization period) or
the title is turned over to the Nation for the duration
of the loan. In other cases, a tripartite agreement
between lender, borrower and the Nation ensures
access to the security for the lender. Funds with
market goals may require additional security in the
form of a co-signor or guarantor.

Housing Funds are advised to seek legal advice to
confirm the validity of their approach to security.

FUNDS WITH DEVELOPMENT GOALS

To allow more people to gain access to the fund and
purchase a house, funds with development goals
tend not to ask for a down payment from borrow-
ers. These funds lend the member the full cost of
construction.

The ability to make a down payment is usually a
good gauge of a borrower’s ability to repay. It shows
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the borrower has earned and saved. Furthermore,
reducing the loan amount relative to the value

of the house provides a cushion to the loan fund
should the borrower default and the loan fund need
to sell the house to recover its loan. The records
show that housing loan funds that do not ask for a
down payment increase the likelihood of suffering
losses over time.

Some loan funds recognize so-called ‘sweat equity’:
the effort a borrower has made, or the expenses
incurred, in preparing a lot for construction. Where
it regards expenses incurred, these can properly be
considered a down payment if they were financed
from savings. With respect to non-cash related
efforts: these are interpreted as a demonstration of
commitment to repay the loan when that member
does not have cash to put down. This corresponds
to the development goal of maximizing access to
home ownership. However, if a loan fund wants to
avoid losses, it is advisable to provide assistance
by helping members find employment and save
towards an equity contribution and thus ensuring
they are ready to borrow.

FUNDS WITH GROWTH GOALS

Funds with growth goals ask for a down payment,
ranging from 5% to 10%. They may offer financial
assistance to those who do not have sufficient
savings.

FUNDS WITH MARKET GOALS

Funds with market goals tend to ask for larger
down payments: usually 15% or higher.

FUNDS WITH DEVELOPMENT GOALS

Maximum loan amounts are set to distribute funds
fairly and equally over a fund’s borrowing members
and to limit the loan losses a fund could suffer.

Loan funds that are in their earliest stages usually
do not have sufficient capital to finance more than
a few houses. They may accordingly set loan max-
ima below the cost of construction and engage in a
partnership with a local financial institution. One

housing loan fund, in its first 30 years of operation,



lent two-thirds of the required construction cost
and the local credit union lent one-third. The credit
union took a second position on the security for the
loan and held control of loan approvals. It did not
ask for band guarantees. This was a very productive
partnership that gave the loan fund a significant
boost in its ability to meet loan demand.

Loan funds with development goals do not always
stipulate a maximum loan amount. Instead, they
may control the cost of construction by instruct-
ing the general contractor. Money does not change
hands between the housing loan fund and the bor-
rowing member. Rather, the housing loan fund pays
for construction directly. The Nation has standard
designs for one-, two- and three-bedroom houses.

It consults the borrowing member and allows for
small variations, as long as these do not add to the
cost of construction, or the member is asked to con-
tribute the difference. The maximum loan amount
is then the prevailing cost of building a house.

FUNDS WITH GROWTH GOALS

Maximum loan amounts are set and revised on a
periodic basis to ensure they take into account the
amount of capital in the fund and the cost of con-

struction. Current loan fund maxima range between
$175,000 and $210,000. Note that, where housing
loan funds allow borrowing for existing houses
(some loan funds only lend for new construction),
the resale value of a house increases as the max-
imum loan amount increases — the corollary to
including existing houses as eligible for financing.
As aresult, every home owner’s equity increases
over time.

FUNDS WITH MARKET GOALS

Market funds may adjust the maximum loan
amount according to the property being financed.
For example, a new single family dwelling may be
financed up to 85% of its assessed value; an existing
single family dwelling may be financed up to 75% of
its assessed value; and a multiple family dwelling,
new or existing, may also be financed up to 75%.
The remainder of the purchase price is furnished
by the buyer, as equity. This approach provides
more protection for the loan fund. Assessment of
value is difficult in small and slow moving markets,
especially in the absence of conventional assess-
ment instruments (registry of sales, property valua-
tion for tax purposes) and accredited evaluators.




Amortization is similar for all three types of loan
funds: 25 to 30 years. However, the terms vary:

FUNDS WITH DEVELOPMENT GOALS

Development funds typically offer 25- to 30-year
terms where the interest rate and other conditions
are held steady. The borrower is allowed to prepay
any amount of the loan. This approach offers maxi-
mum security to the borrower (no uncertainty about
the interest rate). The prepayment option is unlike-
ly to be taken advantage of if the fund charges no
interest. The financial incentive for the borrower

is to spread payments out over as long a period as
possible. With capital tied up in loans for the max-
imum of the amortization period, fewer members
have access to loans — and that works against the
goal of serving as many members as possible.

FUNDS WITH GROWTH GOALS

Funds with growth goals offer a variety of terms,
from 1 to 3 to 5 years all the way to a 30-year term.
Offering shorter terms is preferable for a loan fund
so that it can apply changes in interest rates.

FUNDS WITH MARKET GOALS

Market funds limit their terms to 5 years, which
reflects how they finance their lending capital.

Loan funds need to ensure that the property they
finance is insured against damage or destruction.
This requires the housing loan fund to maintain
records with regard to borrowers’ home insurance
and follow up when insurance expires. It is prudent
for funds to take out mortgage impairment insur-
ance. A mortgage impairment policy should be con-
sidered contingent coverage. The policy protects
insured mortgagees against losses on properties in
their portfolio that were believed to have valid pri-
mary insurance at the time the house was financed
but were found to have no valid insurance, or the
amount or type of valid insurance was insufficient
to cover the mortgagee’s interest.
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Alternatively, loan funds may take out policies
against loss on behalf of the home owner and pass
on the cost of the premium.

Note: loan funds should ensure they are included
as mortgagee on the policy (and not as “additional
insured”).

A housing loan program presupposes that mem-
bers who borrow from the fund can repay the loan.
As discussed in section 4.1 (Eligibility), it is there-
fore prudent to put in place eligibility criteria that
focus not only on need but also on ability to repay.
Those eligibility criteria will screen out people who
cannot come up with the required equity contribu-
tion or do not have the required income to make the
monthly mortgage payments. A Nation may wish to
offer these people financial assistance. That as-
sistance would be targeted, that is, made available
only to people who need it, rather than to everyone.
In other words, the best way to offer assistance is
not to water down the eligibility criteria for every
borrower (equity contribution lowered, or ability to
repay redefined) but offer assistance to people who
have qualified for participation in a financial assis-
tance program.

As examples of targeted financial assistance, here
are two programs offered by the Mohawk Council of
Kahnawake.

It is the Loan Fund'’s responsibility to insure that
all agreements are carefully documented for the
fund'’s records. All loans need to be supported and
documented with standard loan agreements and
all documents related to security. Documentation
of unusual conditions and covenants should be
reviewed and approved by a Nation's legal counsel.

Typically loan documentation includes:

INFORMATION PROVIDED BY BORROWER
Employment and income verification

» Current employment and amount of income,
such as pay slips, evidence of recent pay de-



posited electronically
» Previous employment (if required)
» Additional income sources (if any)

Basic financials

» A list of current assets and liabilities

» Bank account and transit number for pay-
ments

Confirmation of down payment

» Saving or investment statement from within
the last 90 days

» Sale of an existing property — a copy of the
sale agreement

» Gift letter
Property details

» Property’s full legal address
» Approved building plans

» A copy of accepted purchase and sale agree-
ment, if applicable

» Well and septic certificates, if appropriate

INFORMATION GENERATED BY LOAN FUND
Loan Agreement

» Borrowers need to sign a loan agreement. The
loan agreement outlines the specific terms and
conditions of the loan. For example, the loan
agreement will describe the interest rate, term,
payment information and whether the loan
is open or closed to prepayment. These terms
and conditions are the written version of what
was agreed during the application process.

Collateral Charge

» Once the loan agreement is signed by the
borrower, the Collateral Charge will be signed.
The Collateral Charge is the security that
the housing loan fund takes in exchange for
lending the money set out in the loan agree-
ment. Off-reserve it is registered as a mort-
gage against the property that is bought or
constructed; depending on the property title
regime in use in a First Nation, registration
systems may not be available or may not regis-
ter priorities. Legal advice is important in the
choice of instrument for this purpose.
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Repayment Letter

» After the borrower has received the funds, a
housing loan fund may choose to send the
borrower a repayment Letter. This letter con-
tains a summary of the loan details, such as
the principal amount, payment amount and
important dates. It will also the borrower with
any changes that may have as the loan agree-
ment and collateral charge documents were
finalized.

Loan closings represent the end of an approval
process and the beginning of a relationship that in-
volves repayment by the borrower and monitoring
by the loan fund.

Loan closings give the housing loan fund staff an
opportunity to express formally the fund’s expec-
tations with regard to borrower performance and
to make sure that a borrower fully understands the
content of the loan agreement. A borrower should
know precisely how the loan is structured; how the
loan fund intends to monitor the loan; and how it
will enforce the terms and conditions of the con-
tract. Also, under the terms of the loan agreement,
the borrower acknowledges his or her contractual
responsibility to promptly advise the loan fund
about any inability to repay and also of any materi-
al changes in circumstances which could give rise
to an event of default in an agreement.

When a loan is modified (see 4.13), a loan agreement
amendment requires loan closings also.

Construction loans should only be granted to bor-
rowers who demonstrate the expertise and capabil-
ity to complete the proposed construction within
the stated period at the planned cost. Most housing
loan funds offer their borrowers help in this regard,
because delays and cost overruns very negatively
impact the ability to complete the project.

The loan fund needs to analyze the construction

project and establish identifiable points of comple-
tion when agreed upon amounts of the loan will be
funded to continue the construction. This requires
the loan fund to be presented with a full set of final



architectural and engineering plans, specifica-
tions for materials and construction, and a full cost
budget, including all “hard costs” (labour, materials
and subcontract work) and “soft costs” (architect,
engineering fees, costs of permits), including a
provision for contingencies. The loan fund analyzes
these materials, or may require the review of an
expert of its choice to determine that the materials
and costs presented are reasonable to complete the
project.

The loan structure should require use of the bor-
rower’s own funds as equity to initiate the project
and carry it through its early stages before any loan
funds are advanced. The borrower should be re-
quired to provide verification that all subcontractors
and labourers have been paid for their work to date
as a pre-condition to funding of subsequent loan ad-
vances. Upon request of the borrower for more loan
funds, the loan fund needs to inspect the construc-
tion to ensure that the project has reached the next
planned stage of completion. This inspection should
also make sure that the quality of the construction
is acceptable. This process should be explained in
detail to the borrower to ensure he or she completely
understands the funding mechanism.

On occasion, a member may wish to amend origi-
nally approved credit terms. Changes may be ne-
cessitated by changes in the borrower’s economic
circumstances or in the cost of construction.

Determining if a borrower is experiencing financial
difficulties requires a significant amount of profes-
sional judgment. Two situations may arise:

» The borrower has defaulted on his or her hous-
ing loan, or other debt obligations.

» The housing loan fund may conclude that a
borrower is experiencing financial difficulties
despite the absence of a payment default: the
borrower’s cash flow is insufficient to make
loan payments to the housing loan fund and to
his or her other debtors.

All loan modification requests must be made in
writing and submitted to the same body that gov-
erns loan approval. The analysis undertaken for
loan modification should be the same as for the
original approval.




Loan modifications should only be considered if
there is a realistic chance that the borrower will
stay current as a result of the change in terms.
Loan modifications should rarely be made more
than once for a particular borrower. Internal control
systems are needed to effectively identify and man-
age the risks associated with loan modification.

An important control function is an internal loan
review (see section 4.8). An effective loan review
will report on compliance with established policies
and procedures, assist in the identification of loan
modifications and attest to the appropriateness of
the modification.

If a Nation has the capacity to conduct an internal
audit, then these are helpful in verifying that appro-
priate reporting procedures are in place and report-
ing is accurate. They ensure that loan modifications
are included within the allowance for loan loss
analysis and that the impairment measurement is
correct.

All institutions that provide loans rely on trust. A
housing loan fund makes loans trusting that bor-
rowing members will make their loan payments.
In the words of one housing loan fund manager:
“My father borrowed from this loan fund; so did my
sister; so did I. We all know this is the communi-
ty’s money. We pay our loans so others may benefit
as we did and be able to buy a house”. A culture of
trust and an understanding of shared benefits are
the most important ingredients to a successful,
sustainable loan fund.

Not all housing loan funds have spelled out how
they will deal with arrears: what are the steps that
the fund will take? What are the consequences if
borrowers cannot or will not pay?

It is important for the housing loan fund to know
how it will deal with problem loans. Aside from the
risk of loan losses, there are many other, hidden
costs: the time spent by staff collecting past-due
receivables; the time taken away from management
in addressing delinquency issues; the potential
domino effect, when other borrowers lose motiva-
tion to pay on time; and perhaps most damagingly,
the loss of the housing loan fund'’s reputation.

Well-performing housing loan funds have well-ar-
ticulated policies that deal with loans that are in
arrears. Typically there are interventions at 30-day,
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60-day, 90-day, and 120 days of arrears. After the
first missed payment date, a borrower will be sent
a late payment notice and contacted by phone. An
inquiry will be made as to why the payment was
late, and a new date will be set by which the pay-
ment must be made - usually within 30 days of the
original due date.

The most common reasons why a borrower does
not make his or her loan payments are:

» Borrower has cash flow problems

» Borrower is under pressure from other cred-
itors — for example, if car payments are not
made, the car will be repossessed.

» Borrower perceives the housing loan fund as
his or her “partner” — the loan fund is expected
to be understanding and forgiving.

The only way to figure out what is going on is to be
hands-on. The person responsible for collecting the
loan payments needs to visit the borrower and dig
through a borrower’s financials data, such as bank
statements and bill payments, review recent credit
scores, check financial statements if the borrower
runs a business and check pay stubs if the borrow-
er is employed.

In one Nation, the person contacting the borrow-
er is a Case Manager, who will sit down with the
borrower to look in detail at the borrower’s financ-
es. The Case Manager and the borrower will then
agree on how spending patterns may be changed

— and may propose together to modify the loan and
change the monthly payment. This is sometimes
referred to as a “workout agreement”.

Aslong as the borrower is cooperating and showing
he or she is committed to keeping current, the loan
will not be considered in default. This approach
provides a measure of intelligence and control for
the loan fund and allows borrowers to ride out any
adverse changes in their financial health. When
this approach is not successful — if a borrower will
not pay - fines are levied. For example, one growth
fund charges fees for late payment that range from
a $100 penalty for 60 days late, to a penalty of half
the mortgage payment for 90 days late, to a penalty
of twice the mortgage payment for a payment that
is 120 days late.

Funds should stop accruing interest after 90 or 120
days. The housing loan fund manager will make a
recommendation to Council to evict the borrower
from the property (there is no repossession of the



property as the property was already held by the
Nation).

Most funds that have successfully pursued growth
goals report having had to use evictions as mea-
sures of last resort. These were rare because they
sent a strong signal that the fund would move to
repossess, causing defaulting borrowers to make
arrangements less painful to them. Fairness to

all borrowers and sustainability of the fund as a
community resource requires establishing a strong
sense of discipline from the start.

A loan review provides an assessment of the overall
quality of a loan portfolio. Specifically, a loan re-
view:

» Assesses individual loans, including repay-

ment risks.
» Determines compliance with lending proce-
dures and policies.
»

»

Identifies lapses in documentation.

Provides risk management findings: are there
systemic problems in the loan portfolio that
have increased the risk of losses being in-
curred?

» Recommends practices and procedures to

address findings.

A loan review should include all delinquent and
modified loans and at least a statistically signifi-
cant sample of all performing loans.

A loan review is not an assessment of the adequacy
of the loan loss reserve unless the review reveals
that a large percentage (greater than 10%) of the
loans reviewed are at risk of not getting repaid.

A loan review checklist contains the sections listed
below.

» Credit Initiation: Review of initial loan docu-

mentation

» Loan Structuring: Evaluation of loan terms

against the borrower’s ability to repay

» Loan Approval Procedures: Review of written

approval procedures and policies

» Credit File Documentation: Verification of all
relevant initial and ongoing documentation.

Review of post-closing procedures for out-
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standing items.

» Normal Loan Monitoring: Verification of ongo-

ing monitoring, as appropriate.

» Problem Loan Management: Evaluation of
problem loan management including reporting

to senior management.

» Loan Workout Management: Review of action
plans and workout agreements for seriously

delinquent loans.

Following the file review, the loan review team will
issue a formal report summarizing its findings,
conclusions and recommendations. An initial draft
report will be issued solely to the housing loan fund
management for its response. Upon receipt of man-
agement'’s response, a final report will be issued

to the governing body of the loan fund. The final
report will include management’s response.

DESCRIPTION OF A LOAN REVIEW REPORT

The main sections of the written loan review report
are as follows

Summary Results: This section presents the find-
ings grouped by priority level. High priority find-
ings are defined as violations in policy that could
result in loss of principal. Moderate priority find-
ings are those that are not in line with the hous-
ing loan fund’s policies or practices. Low priority
findings offer suggestions towards adhering to
industry-wide best practices. The majority of the
findings will be reflective of systemic issues within
a loan portfolio.

Risk Management: This section presents the find-
ings and recommendations by loan review check-
list category (from credit initiation to loan workout
management).

Financial or Documentation Exceptions: This sec-
tion is a list that outlines any specific documents
that are missing from the files.

A First Nation’s internal audit department, or a
team of external consultants, can complete a loan
review. The most important feature of any review
team is independence. Therefore, anyone who is
currently involved in the lending process, includ-
ing the people charged with approving the housing
loans, should not be on the team.

A First Nation may have staff with appropriate
experience but they may not have completed a loan



review before. A consultant can lead a first loan
review, select the sample, develop the loan review
checklist template, and complete the loan review
with the First Nation's administrative personnel
working along-side so they receive the training and
oversight that give them the capacity to confidently
and competently complete the next loan review.

The length of time spent on a loan review depends
on the size of the loan portfolio. On average, howev-
er, the review process should take 30-45 days.

In theory, a housing loan fund would have annual
loan reviews. However, the cost of conducting a
review may be prohibitive. Therefore, medium and
small housing loans funds may consider bi-annual
reviews if the loan review reports do not indicate
that there are any significant issues within the loan
portfolio. A loan review with a number of medium
and high priority findings may indicate heightened
credit risk and warrant a follow up loan review
within 12 or fewer months.

MOST COMMON DEFICIENCIES FOUND IN
HOUSING LOAN FUND REVIEWS

Credit Initiation and Loan Structuring

» Over-reliance on projected income instead of
historical income.

» Lack of documentation regarding physical
inspection of the house.

Loan Approval Procedures
» Lack of evidence of approval in file.
Credit Documentation

» Lack of follow-up process after loan closing to

ensure receipt of all loan documentation.

» No evidence of insurance in place (expired

insurance certificate in file).

» Incorrect naming of housing loan fund’s role
on insurance certificate (i.e., “additional in-

sured” instead of “mortgagee”).
» Lack of system to confirm renewal of insur-

ance policies.
Normal Loan Monitoring

» Lack of documentation (phone calls/visits) of
loan monitoring by loan officer.
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Problem Loan Management

» Lack of documentation of agreement with
borrower.

» Unrealistic action plan.
» Lack of evaluation of possible losses.

A number of possible events may lead the govern-
ing body of a housing loan fund to conclude that
the housing loan fund has a problem portfolio:

When management reports that the number of
delinquent loans is growing alarmingly. This is the
preferred way of finding out there is a problem: it
means that management is doing its job, monitor-
ing the portfolio and reporting signs that concern
is appropriate. The governing body of the loan fund
can then work with management to find out what
the cause of the problem might be. Is it external?
For example, a significant downturn in the local
economy due to the shutdown of a large employ-
er. Is it internal to the community? For example,

a growing dissatisfaction with the community’s
governance may have influenced borrowers’ at-
titudes towards their obligations. Is it internal to
the administration of the loan fund? For example,
is it the result of a change in staff (the collections
officer or the bookkeeper)?

When a loan review indicates that there are a signif-
icant number of loan policy violations. The govern-
ing body of the loan fund may then conclude that
administration of the loan fund has been deficient
to the degree that their confidence in the people
charged with management of the loan fund is
shaken. In that case, loan fund management needs
to be strengthened through training, addition of
experienced lending personnel; or there needs to be
a change of personnel.

When the external auditor’'s view of the likelihood
of recovering loan principal is significantly more
sober than management’s reports indicated and the
auditor asks that significant loan losses be recog-
nized and loans written off. In that case, the gov-
erning body of the housing loan fund should bring
in an independent party who can conduct a loan
review that will help establish the cause of the dis-
crepancy in the perceived likelihood of loan losses.

First Nation housing loan funds have been in exis-



tence for over 40 years and all of them have gone
through periods where a hard look at the quality of
the portfolio and subsequent changes in policies,
systems or management, were necessary. Indeed,
all credit institutions periodically find themselves
in that position.

The primary concern with problem portfolios is
catching them as early as possible: the earlier one
acts on a problem portfolio, the less costly the prob-
lems will be. Knowing the loan fund has problems
is far preferable to being in the dark while problems
grow. The governing body of the loan fund needs

to ensure it receives regular, comprehensive re-
ports from management regarding the status of the
loan portfolio. And it should not skimp on external
reviews: there is no other way to know that the
reports it reviews are accurate.

Problem portfolio repair is, in most cases, a pro-
longed exercise that involves making hard deci-
sions. People administering the loan fund may
need to be replaced and borrowers — members of
the community — need to either catch up on their
loan payments or lose their homes.

If there is a pervasive non-payment problem, then
the community likely needs more than a tightening
up of loan fund management. Repairing the port-
folio successfully requires efforts that tend to be
broad and address a number of issues:

» Community members need to be given a
chance to become “literate” in homeowner-
ship. The community needs to probe the men-
talities that drive what members know, think,
believe and expect when it comes to housing.

» The roles and responsibilities of governments,

lenders, builders and individual members need
to be clarified.

» Housing policies need to be revisited. In par-

ticular, it is important to review the incentive
structure that drives individuals’ decisions
and behaviour with regard to housing, from
rent payments to undertaking maintenance to
becoming a home owner.

» The regulatory framework of the community
around land management and ownership titles

may need adjustment to create the proper
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conditions for an internal housing market
where homes have financial value and where
homeownership is a way for families to accrue
equity.

» The economic circumstances of the Nation
may play a role: a decline in steady, well-pay-
ing employment opportunities will naturally
have ramifications for the health of a portfolio.

Initiatives that successfully address these issues
tend to be incremental rather than all-or-nothing.
They involve steps: informing the community; let-
ting ideas percolate; empowering early adopters of
new ideas. They tend to rely more on local exam-
ples than on best practices from somewhere else.
The initiatives are most likely to succeed if they are
driven by a group of local champions involving a
combination of elected representatives, administra-
tors and members at large.

An important point is to make allowance for the
fact that some people cannot and some will not
change, so that resistance will remain. Often that
means the community must find tolerance for
uncooperative behavior, such as persistent refusal
to meet with loan officers or refusal to catch up on
loan payments in arrears. What is effective is to ex-
ert growing pressure to conform to the agreements
that were entered into, as well as conform to the
expectations of the community at large, through
the narrowing of choices and benefits for those
who hold out. For example, one Nation-run Housing
Fund has a policy of not evicting elders who refuse
to make loan payments; however, they are made
aware that they are foregoing the possibility of
passing on their house to their children at death, at
which time Council will repossess. Another Nation
excludes uncooperative borrowers with significant
arrears from any services provided by the Nation
that require a financial contribution from the recip-
ients.

The main feature of successful change is to en-
sure at every step in the process that any increase
in personal responsibility required by changes in
housing programs corresponds to a combination
of self-interest (tangible increase in benefits) and
community interest (the member is contributing to
the overall well-being of the community).



5. Policies and Procedures
for Housing Loan
Guarantees

Housing loans funds tend to have clear and
documented decision criteria and processes,
with dedicated lending staff, financial reporting,
default mechanisms and periodic review, all of
which are (or should be) reflected in policies and
procedure. Guarantees, on the other hand, are
often managed without specialized lending staff
analysis and without corresponding recourses.

Given the rapidly increasing volume of private homeownership loans
backstopped by First Nations and the contingent liabilities they
create, there is an urgent need to develop and implement appropriate
expertise, recourse, policies and procedures. This is especially critical
for those Nations that do not have direct loan fund administrations,
and, as a result, no access to local lending expertise.

This section reviews the most important considerations for Nations
offering guarantees to financial institutions for housing loans.

TYPES OF GUARANTEES

» A Ministerial Loan Guarantee (MLG) secures on-reserve housing
loans made by a financial institution for the purpose of construc-
tion, acquisition, or renovation of on-reserve housing projects. In
the event a borrower fails to make loan payments as stipulated
in the Loan Agreement, the financial institution informs the bor-
rower, the First Nation and AANDC of the default. The First Na-
tion or AANDC may make loan payments, including the arrears,
to the lender. Any loan payments made on behalf of the borrower
by AANDC will be recovered from the First Nation.

The first recourse by AANDC must be to recover acceptable
security pledged by the First Nation. A repayment agreement
can only be established if all reasonable efforts have been made
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by the Minister to recover acceptable security
pledged by the First Nation. If the acceptable
security or repayment agreement cannot be
recovered, the Minister must set off against
payments made by Canada to the First Nation
pursuant to its Funding Agreement with AAN-
DC (or other applicable funding agreement in
the case of Self-governing or Comprehensive
Land Claim First Nations).

Most financial institutions will also enter into
guarantee arrangements directly with First
Nations that have sufficient assets or discre-
tionary revenues. The financial institution es-
tablishes a cap on the guarantees it will accept
from a First Nation, based on its analysis of
the First Nation's financial statements. Indi-
vidual members of the First Nation can then
approach the financial institution. Member
loans need to be approved on their merit by the
financial institution, and the specific guaran-
tee by the First Nation.

The First Nations Market Housing Fund (FN-
MHF) extends the guarantee capacity of First
Nations with an additional backstop and a
certification process that confirms the Nation's
financial health.
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For the First Nation, any of these three guarantee
arrangements means that the Nation incurs a so-
called contingent liability: if a member defaults on
a loan, payment must be made by the First Nation.
It is therefore important that the Nation be as dili-
gent in its scrutiny of members who take out loans
with the Nation’s guarantee as it is with members
who take out loans from a Housing Loan Fund.

A financial institution will apply criteria of eligi-
bility — and a First Nations should put in place its
own criteria. After all, it is the First Nation govern-
ment that will lose money if the borrower cannot
repay the loan, not the financial institution. As with
housing loan funds that aim to protect their capital,
eligibility criteria for guarantees allow assessment
of the borrower’s ability to make loan payments.
These criteria should stipulate that a borrower
must be employed or have an alternate source of in-
come; must have an income high enough to require
less than 30% of it to make loan payments; cannot
have total monthly debt payments exceeding 40%
of net income; and must have a good credit score.




The guarantee application process consists of
members submitting to housing staff the informa-
tion required to ensure that they meet the eligibility
criteria. It is helpful to members if staff go through
the criteria with applicants and explain, if required,
where they fall short and what they need to do to
become eligible.

The Nation’s housing policy should stipulate who
is responsible for making final decisions regarding
eligibility. To enhance consistent application of
eligibility criteria it is advisable to entrust this re-
sponsibility to the manager of the housing depart-
ment, or a housing committee.

The information that is submitted to the manager
or committee needs to be validated and subse-
quently analyzed to determine whether the guaran-
tee can be made with acceptable risk.

» Analysis of loan amount that is guaranteed -
is it sufficient to complete the project? The in-
formation required to come to a determination
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includes the purchase contract, construction
plans and quotes and inspector’s reports.

» Analysis of the ability to repay and the borrow-
er's credit history — does the borrower have a
stable income that covers loan payments ade-
quately? Does the borrower show he or she has
a track record of meeting debt obligations?

» Analysis of the net worth of the borrower —
does it show the borrower has managed to

earn and save over his or her life time?

The Nation's guarantee should come with a cost
to the member in the form of an interest rate. That
rate should reflect the risk incurred by the Nation.
The interest collected should be set aside to build
areserve for payments the Nation is called on to
make when a borrower defaults.

The interest rate should at minimum bring into line
the interest rate paid to the financial institution

by the borrower and the rate he or she would have
paid to the Nation's housing loan fund, if it operates



one. For example, if a financial institution charges
a 4.5% rate for a mortgage with a guarantee, and

the Nation'’s housing loan fund charges 7%, then

the rate charged by the Nation to the borrower for
the use of the Nation’s guarantee should be at least
2.5%. Without that rate, the Nation would be sub-
sidizing the financial institution and the member,
while undercutting the competitiveness of its own
housing loan fund. If the Nation offers total guar-
antees of $5 million and it collects 2.5% in interest
from those guarantees, then it receives $125,000 per
year that it can use to retain qualified credit risk ex-
pertise and contribute to a reserve fund. If the loss
rate from the guarantees is higher than $125,000
per year, then the Nation will want to review its
eligibility criteria and guarantee approval process;
it may also decide to increase the rate is charges for
the guarantees.

The Nation should take out a second mortgage on
the property that is financed. The Nation should
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also have the borrower sign an agreement that
obliges him or her to repay the Nation for any pay-
ments the Nation was compelled to make by force
of its guarantee.

The Nation should decide on a maximum loan
amount it is willing to guarantee for every eligible
member. This may be less than the financial insti-
tution is willing to lend. For example, due to the
strength of the Nation's guarantee, the lender may
be willing to lend up to $200,000 with an equity
contribution of 5%. The Nation may decide that it
will only guarantee $175,000 per borrower. This
means borrowers would need to come up with more
equity or reduce their total construction or acquisi-
tion cost.



6. Glossary

Amortization period

Assets

Closing date

Credit Score

Number of years over which the repayment of your mortgage is calcu-
lated. Usually from 25 to 35 years.

Value of property, investments, and items owned by the borrower

Date on which the sale of the property becomes final and the new
owner takes possession. All costs and charges to close the deal are
now payable.

Your credit score is a judgment about your financial health, at a
specific point in time. It indicates the risk you represent for lenders,
compared with other consumers.

There are many different ways to work out credit scores. The cred-
it-reporting agencies Equifax and TransUnion use a scale from 300
to 900. High scores on this scale are good. The higher your score, the
lower the risk for the lender. Lenders may also have their own ways
of arriving at credit scores. In addition, lenders must decide on the
lowest score you can have and still borrow money from them. They
can also use your score to set the interest rate you will pay.

Some credit-reporting agencies report the lenders’ rating of each of
your credit history items on a scale of 1 to 9. A rating of “1” means you
pay your bills within 30 days of the due date. A rating of “9” means
that you never pay your bills at all or that you have made a consum-
er debt repayment proposal to the lender. A letter will also appear in
front of the number: for example, 12, 02, R2. The letter stands for the
type of the credit you are using.

The most common ratings are “R” ratings. These are known as North
American Standard Account Ratings and are the most frequently
used. The “R” indicates that the item being described involves re-
volving credit. If you always pay on time, it will be coded an R1. If an
amount was written off because you never paid it back, it is coded
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Down payment

Equity

Foreclosure

Interest rate

nou

R9. The R ratings are a coding system that translates “on time”, “one

month late”, “two months late”, etc., into two-digit codes:

RO: Too new to rate; approved but not used.

R1: Pays (or paid) within 30 days of payment due date or not over
one payment past due.

R2: Pays (or paid) in more than 30 days from payment due date, but
not more than 60 days, or not more than two payments past
due.

R3: Pays (or paid) in more than 60 days from payment due date, but
not more than 90 days, or not more than three payments past
due.

R4: Pays (or paid) in more than 90 days from payment due date, but
not more than 120 days, or four payments past due.

R5: Account is at least 120 days overdue, but is not yet rated “9."
R6: This rating does not exist.

R7: Making regular payments through a special arrangement to
settle your debts.

R8: Repossession (voluntary or involuntary return of merchandise).

R9: Bad debt; placed for collection; moved without giving a new
address or bankruptcy.

The amount of money put forward by the buyer toward the purchase
price of a home.

Monetary value or interest in a property in excess of claims or liens
against it.

Court action taken by the lender to take possession of a property
when the owner has failed to make payment. Once foreclosure is
final, the lender then has the right to resell the property and recover
the balance of the loan. The owner stands to lose any equity in the

property.

Simple interest rate: When payments are made on a simple interest
loan, the payment first goes toward that month’s interest, and the
remainder goes toward the principal. Each month’s interest is paid in
full so it never accrues. If a loan is paid late, more of the payment goes
toward interest than if it was paid on time. Almost all non-commer-
cial loan funds (housing loan funds, Community Futures loan funds,
aboriginal capital corporations, etc.) charge simple interest.

Compound interest: When payments are made on a compound inter-
est loan, some of the monthly interest is added back onto the loan;
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Loan term

Mortgage

Prepayment penalty

Principal

Term

Title

Total debt service
(TDS) ratio

in each succeeding month, new interest is charged on the old inter-
est. The rate at which compound interest accrues depends on the
frequency of compounding; the higher the number of compounding
periods, the greater the compound interest. Almost all commer-
cial lenders charge compound interest, with interest compounded
semi-annually.

The term of a loan is the length of time covered by the loan agree-
ment. During that time, borrowers make payments according to the
terms and conditions of that agreement. The terms can include the
interest, the payment frequency, and the amortization (total debt
repayment period).

A registered charge on property held as security for a loan. It is re-
moved once the loan has been completely repaid to the lender.

Open mortgage: Borrower has the option of paying any or all of the
balance owing on the mortgage at any time, without penalty.

Fixed mortgage: Borrower has the option of paying off any or all of
the balance owing on the mortgage at any time, but with an interest
penalty. Generally offered at a lower rate than an open mortgage.

A penalty on an amount paid during the term of a mortgage, which is
more than what was in the original mortgage agreement.

Amount of money borrowed under the mortgage, not including the
interest.

Period of time, a few months to several years, over which the mort-
gage agreement has been written. Mortgage terms are renewed or
extended at the end of each term over the course of the amortization
period.

The legal evidence of ownership to a property.

Percentage of a borrower’s gross (before tax) monthly income needed
to cover payments for housing costs, including principal, interest, tax-
es, heating costs and condominium fees (if applicable), and all other
debts and obligations, such as loans, credit cards and car payments.
The total should not be more than 40% of gross monthly income.







