HB-1-3550

CHAPTER 15: MANAGING CUSTODIAL AND
REO PROPERTY

151 OVERVIEW

The Agency assumes management responsibility for 2 types of properties: custodial and
real estate owned (REO). Custodial property is borrower-owned property which has been
abandoned. REO is Agency-owned property to which the Agency has acquired title, either as a
result of foreclosure or conveyance by deed in lieu of foreclosure. This chapter outlines the
requirements for management of each type of property.

The Field Office is responsible for on-site management activities and should work
closely with CSC during the liquidation process for custodial properties. CSC continues to be
responsible for the financial management.

The goal of property management is to protect the Government’s interest; consequently,
efforts to secure property should begin as soon as the Agency has control.

SECTION 1: PROPERTY MANAGEMENT METHODS AND ACTIVITIES

152 MANAGEMENT METHODS AND CONTRACTS

The Agency may conduct the management activities discussed in this chapter using
Agency staff or may contract with qualified entities to perform them. The method of
management depends on such factors as the number of properties to be managed, their location,
condition, the necessary maintenance, and the availability of qualified staff. In some cases, a
simple maintenance contract is all that is needed; in others, the Agency may require a complete
management contract where a contractor provides all property management services, including,
but not necessarily limited to securing and cleaning up the structure, yard work, arranging for
and inspecting repairs, paying utilities, and coordinating with contractors, potential buyers or
brokers for access to the property.

A. Selecting a Management Contractor

,"
\

Management contractors must be selected in accordance with Agency
procurement procedures under RD Instruction 2024-A. \
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B. Management Contract Requirements
At a minimum, management contracts must:

e Allow for properties to be added or removed from the contractor’s assignment,
whenever necessary, such as when a property is taken into custody, acquired or sold
during the period of a contract; and

e Prohibit the preparer or his/her associates from doing any of the repair work when a
contract calls for specification writing services.

If a contract includes marketing or broker services and involves management
of 5 or more single family homes in the same subdivision, the contractor must develop (\2{5’
and obtain Agency approval of an Affirmative Fair Housing Marketing Plan, as

described in RD Instruction 1901-E. The contracting official approves the plan, however, any
questions that might arise with respect to an Affirmative Fair Housing Marketing Plan should be
directed to the Civil Rights Coordinator in the State Office.

15.3 TAKING POSSESSION
A. Taking Custodial Possession

The Agency may need to take custody of security property when a borrower becomes
incapacitated, dies or has abandoned a security property. When the CSC is unable to contact a
borrower, the Field Office will be requested to inspect the property to determine its status and to
attempt to contact the borrower. When the Field Office believes that a property may be
abandoned, it will report to the CSC.

1. Determining Whether A Property Has Been Abandoned

The determination that a property has been abandoned requires
significant investigation and documentation. In addition to the
actions described in this paragraph, Field Staff must follow any procedures required by
State or local law in order to confirm the determination of abandonment and to take
custodial possession. A property is not considered abandoned if the borrower occupies
the property, even if it is not being well maintained. Similarly, a property is not
considered abandoned when the borrower does not occupy the dwelling but has made
arrangements for its care. The Agency cannot act to obtain possession of a property as
long as a lien holder has possession of the property, or the borrower or the lien holder has
a right to lease proceeds. As a minimum, Field Staff must:
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e Attempt to determine whether the security property is occupied, and if not by the
borrower, what are the rights of the occupant; if any;

e Attempt to determine the location of and/or contact the borrower through sources
such as neighbors, the postal service, utility companies, last-known employers, and
relatives; and

e Determine whether there are other liens on the property and if liens exist, whether the
lien holder(s) are willing to work with the Agency to secure the property.

2. Recommendation for Taking Custody

The Field Office will submit a report of its finding to CSC with a copy to the State
Director advising that it appears the property has been abandoned and the Agency needs
to assume responsibility for it in order to protect the security. Alternatively, if the Field
Office reports that the property is occupied, the report will give details as to whether the
occupant is under a lease or is unauthorized. The Field Office will provide any other
relevant details and make the decision to take custodial possession of the property, as
appropriate. The Field Office will notify CSC when the action has been taken.

3. Liquidation

The need to take custodial possession of a property may occur before or after a loan
has been accelerated. If liquidation is not already in progress, taking custodial possession
should initiate the process. The responsibility for conducting liquidation activities
remains with CSC, supported by Field Office staff as required.

B. Acquisition of an REO Property

When the Field Office acquires a property, Field Staff must notify CSC. A new REO
case file should be created from the original case file by removing and placing into the new file
the title to the property, and recent inspection reports, appraisals, or other documentation related
to the physical condition or value of the property. A list of all documents that have been
removed should be placed in the original file. No information related to the borrower is needed
in the REO file. Any documents relating to due diligence and response actions (clean-up
activities) should also be placed in the REO file; however, these documents must be retained
indefinitely to minimize Agency liability and should be so labeled.
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154 INSPECTING AND SECURING CUSTODIAL AND REO PROPERTY

Inspection should be made of acquired property as soon as feasible after the foreclosure
sale or other means of acquisition—usually within seven days. Field Staff must inspect the
property to:

e Determine what steps need to be taken to further ensure its security and maintain its
value.

¢ Identify whether the property is occupied and, if occupied, the intent of the
occupants.

o Classify the property as program and nonprogram and evaluate the need for repairs.

A. Inspecting and Classifying the Property [7 CFR 3550.251(c)(1)]

Field Staff must designate REO property as program or nonprogram (NP) property after
considering factors such as size, design, possible health and/or safety hazards, and obsolescence
due to functional, economic, or locational conditions. A property that meets the requirements for
program property, as described in Chapter 5, is classified as program property. Property that has
been enlarged or improved, so that its value is clearly above program standards, or a property
that would require major redesign or renovation to be brought to program standards, should be
classified as NP property. REO property in an area no longer designated rural is treated as if it
were still in a rural area.

For program property, a listing of needed repairs or improvements will be prepared. For
NP properties, a listing should be prepared of any health and safety hazards which must be
removed to release deed restriction. Repairs, if required, are typically a condition of sale and
repair lists should be incorporated with the sale listing for all REO.

If the REO is occupied, preparation of the repair list may need to be delayed until the
property is vacated, depending on the cooperation of the occupants. In this case, the status of the
property should be monitored regularly.

The basis for classification as program or nonprogram must be thoroughly documented.
Improper classification of the REO could result in an unsound loan if, for example, the
remaining life of the property is less than the term of the loan. (A manufactured home with 15-
20 years remaining life is not sound security for a subsidized loan with a minimum term of 25
years.) Classification as NP may significantly reduce the amount the Government could recover
(especially if the REO is then leased) or could deprive a program-eligible family of an affordable
home.
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Paragraph 15.4 Inspecting and Securing Custodial and REO Property

B. Securing Custodial and REO Property

When the Field Office assumes management responsibility and takes possession of either

a custodial or REO property, immediate steps must be taken to inspect and secure the property
whether by Field Office staff or management contractor.

155

1. Physical Security of Vacant Properties

If the property is vacant, it should be locked or otherwise secured and a no
trespassing notice should be posted to prevent entry by unauthorized persons. For REO
only, after an inspection determines utility systems are in safe operable condition, utility
companies should be contacted to maintain or reinstate utility service. An inventory
should be made of any nonsecurity personal property left on the premises and efforts
made to identify any owners or lien holders.

2. Occupied REO Properties

REO property may be occupied by a tenant under a lease with the former borrower or
by the borrower. The Agency may decide to honor an existing lease if it is in the
Government’s interest, or it may have to evict an unauthorized tenant.

When an REO property is under an existing lease and the Agency decides to continue
the lease, the lessee must be notified, in writing, that the Agency has acquired the former
lessor’s rights under the lease and that all payments should be remitted to CSC. If a lease
is to be terminated, the lessee must be notified, in writing, that their lease is being
terminated in 30 days, and they must vacate.

Lease payments due, payable, and received before the date the Agency acquired the
property are applied to the borrower’s account. If there is a surplus, it is refunded to the
former borrower. Lease payments due and payable after the date the Agency acquired
the property are applied to a lease account established by CSC in the name of the lessee.

The Office of the General Counsel (OGC) should be contacted for
advice and assistance when it is necessary to evict a tenant in order to
obtain possession of REO property particularly if it is leased. A State
Supplement will provide explicit instructions.

DISPOSITION OF NONSECURITY PROPERTY

The Agency has no legal claim on nonsecurity property. State or local

law may affect procedures for disposing of property left on the premises
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of a custodial or REO property. Field Staff must comply with any State or local requirements, as
well as the procedures discussed in this paragraph. If the owner or lien holder of any personal
property that remains in custodial or REO property can be identified and located, Field Staff
must offer them a reasonable opportunity to remove the property. Any verbal conversations with
the owner of the property should be confirmed in writing.

A. Custodial Property

The Agency cannot remove nonsecurity personal property from custodial properties,

unless it cannot be safely stored, there are hazards that threaten the personal property (such as a
leaking roof), or the personal property itself presents a hazard (such as flammables or
explosives).

15.6

B. REO Property
1. Notice to Owners or Lien Holders of Personal Property

If the property is not retrieved after the initial notification, a certified letter should be
sent, return receipt requested, notifying the owner or lien holder of the date on which the
Agency will dispose of the property, that the property may be retrieved before the
disposition upon payment of any expenses incurred by the Agency related to the personal
property, such as advertisement or storage.

2. Disposal of Unclaimed Property

The Field Office will dispose of unclaimed property in accordance with its value and
conforming with local practices. For example, if there are items of significant value, an
advertisement may be placed in the local newspaper.

3. Income from Disposition

Proceeds from the sale of items under lien should be paid to any owner or lien holder
after deducting Agency selling expenses. If there is no known owner or lien holder,
proceeds are applied to the REO account.

TAXES AND INSURANCE
A. Taxes

REO property is subject to Real Estate taxation by State and local

political jurisdictions in the same manner and to the same extent as other
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properties, unless State law specifically exempts property owned by the Federal Government. If
a jurisdiction changes the law to begin taxing Government-owned property, only taxes accruing
after the effective date of the change will be paid. The Field Office will notify the taxing
authority, in writing, when title to real estate is acquired and provide the Field Office address to
which tax bills should be sent during Agency ownership.

If the value of the property is significantly less than the value at which it is being taxed,
as soon as it is acquired, the Agency may request a new assessment by the local taxing authority.

If property is acquired subject to a prior lien, before the Agency pays taxes, the Field
Office will contact the prior lien holder to determine if that lien holder will pay the taxes.Taxes
on program property are paid when due. Taxes on nonprogram property may be deferred until
the property is sold if the taxes that accrue before disposition may exceed the value of the
property. If the taxing authority schedules a tax sale before the Agency can sell the property,
Field Staff should calculate and compare the net recovery values that would result from paying
the taxes and continuing sales efforts or letting the property be sold for delinquent taxes to
determine which approach is in the Government’s best interest. See Appendix 11 for a net
recovery value worksheet.

B. Insurance
1. Custodial Property

Insurance on custodial property will not be canceled. The Agency will not pay
additional premiums to continue coverage.

2. REO Property

Insurance will not be canceled when property is acquired. However, the Agency
will not pay additional premiums to continue coverage. If it is necessary to file a claim,
Field Staff should submit the claim and direct that insurance proceeds be forwarded to
CSC.

15.7 ENVIRONMENTAL REQUIREMENTS

The Agency must complete the appropriate level of environmental review under the
National Environmental Policy Act for proposed management activities involving
custodial and REO properties in accordance with RD Instruction 1940-G.
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Management activities subject to environmental review include repair and maintenance activities
as well as leasing of custodial and REO property.

Repair and maintenance activities will normally qualify as categorical exclusions
provided the proposed action will not alter the purpose, operation, location, or design of the
project as originally approved. Leasing of custodial and REO property will normally qualify as a
categorical exclusion provided the proposed action is not controversial for
environmental reasons and will not result in a change in use of the property in the
reasonably foreseeable future. Refer to RD Instruction 1940-G for further direction.

When certain environmental resources are present or when certain conditions exist,
specific limitations or constraints are imposed by environmental law on the Agency’s repair and
maintenance activities and leasing activities. In such cases, an Environmental Assessment (EA)
rather than a categorical exclusion, may be required to address the situation properly.
Consultation with the State Environmental Coordinator is recommended before proceeding in the
following circumstances.

A. Repair and Maintenance Activities
1. Coastal Barrier Resources System (CBRS)

Any action proposed to be taken on a custodial or REO property within a CBRS must
be coordinated with the State Environmental Coordinator and the Regional Director of
the U.S. Fish and Wildlife Service (USFWS). In emergency situations to prevent
imminent loss of life, imminent substantial damage to the inventory property, or the
disruption of utility services, minimum steps necessary to prevent such loss or damage
may be taken without first consulting the USFWS as long as the Regional Director of the
Service is immediately notified of the emergency action taken.

Maintenance or repair is prohibited for property located within a CBRS if:

e The action goes beyond maintenance, replacement-in-kind, reconstruction, or repair
and would result in the expansion of any roads, structures or facilities;

e The action is inconsistent with the purposes of the Coastal Barrier Resources Act
(CBRA) 16 U.S.C. 3501. et. seq.; or
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e The property to be repaired or maintained was initially the subject of a financial
transaction that violated the CBRA.

The Administrator should be asked to review any cases where the Agency and the
USFWS disagree on the effect of a plan of action or where otherwise prohibited
maintenance and repair must be undertaken. Approval for action will not be granted
unless the Administrator determines, through consultation with the Department of
Interior, that the proposed action does not violate the provisions of the CBRA.

2. Historic and Archaeological Resources

Properties that are listed or eligible for listing on the National Register of Historic
Places, in whole or in part, will be repaired as necessary to protect their historic integrity
after consultation with the State Historic Preservation Officer (SHPO) and the Advisory
Council on Historic Preservation. If a property is listed or eligible for listing on the
Register and also is located within the CBRS, the property cannot be repaired without the
prior approval of the USFWS.

Field Staff will review the current Register to determine if the property is listed. If
the property is not listed, the Field Staff will consult with the SHPO when the property is
considered potentially eligible for the Register. A property is considered potentially
eligible if it contains a structure more than 50 years of age or, regardless of age, if the
property is known to be of historic or archeological importance, or has apparent
significant architectural features.

3. Floodplains and Wetlands

If the Agency is considering a substantial improvement or repair to custodial or REO
property located in a flood plain or wetland, the Agency must first consider whether there
are practicable alternatives to such further investment in the floodplain or wetland area.
For example:

e Could the property be sold “as is” with notice of floodplain/wetland hazard?

e Could the property be sold “as is” with a requirement that the structure be removed
from the site?

e Could the Agency remove the structure first and sell the land with notice of hazard?
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If there are no practical alternatives to the substantial improvements, then the Agency
may proceed with the improvements, provided it includes any practical mitigation
measures. On an existing structure, mitigation will generally involve some form of
floodproofing, such as elevating hot water tanks, or heating and ventilation units.

A substantial improvement is defined as any improvement the cost of which equals or
exceeds 50 percent of the market value of the structure either (1) before the repair is
started, or (2) if the structure has been damaged, before the damage occurred. The cost of
compliance with health, sanitary and safety codes is not included in the calculation of the
substantial improvement cost, nor is the cost of repair to an historic structure included. If
the repairs do not qualify as substantial, the Agency does not need to search for
alternatives or mitigation measures.

4. Reportable Underground Storage Tanks

Properties that contain certain types of underground storage
tanks must be reported to the State agency identified by the
Environmental Protection Agency (EPA) within 30 days of Agency
acquisition. Attachment 15-A provides a list of those underground
storage tanks which must be reported and those which are exempt from reporting
requirements. A State Supplement will provide the necessary EPA forms or acceptable
State forms that may be used to accomplish the reporting, as well as detailing any
additional State reporting requirements. A copy of the report must be maintained in the
REOQ file, and any prospective buyers of the property must be furnished with a copy of
the report.

B. Lease or Management Contract
1. Historic and Archaeological Resources

A property that is listed or eligible for listing on the National Register of Historic
Places may be leased or operated by management contract only after the Agency and the
SHPO determine that the lease or contract will adequately ensure the property’s condition
and historic character.

2. Floodplains and Wetlands

Before executing a lease for a property containing wetlands or located in a special
flood or mudslide hazard area identified by the Federal Emergency Management Agency
(FEMA), Field Staff must provide written notice of the hazard to the lessee. The notice
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15.8

must be attached to the lease. Any management contract must require the contractor to
fulfill this obligation.

The lease or management contract for custodial or REO property containing wetlands
or located in a floodplain area will also specify any uses of the property by the lessee or
tenant that are restricted under any Federal, State or local floodplain and wetland
regulations, as well as other appropriate restrictions. Examples of use restrictions would
include prohibition of draining or filling of floodplain or wetland areas, and prohibitions
of new above-ground construction on that portion of the property located in the
floodplain or wetland area.

3. Hazardous Substance Activity - Notification

All property considered for lease must be evaluated for possible hazardous substance
contamination. To do this, the Loan Approval official completes the Transaction Screen
Questionnaire, ASTM Standard E-1528 (TSQ), the initial level of inquiry in the due
diligence process. (If a TSQ was completed prior to acquisition of the property, the Loan
Approval Official must determine if the TSQ should be updated.) If the completed or
updated TSQ indicates potential contamination, it will be sent promptly to the State
Environmental Coordinator for further evaluation and guidance. All clean-up actions
will be taken under the guidance of the State Environmental Coordinator. For further
information or notification, refer to Paragraph 16.18.

MANAGEMENT OF HAZARDOUS SUBSTANCES

A reasonable and prudent attempt will be made to minimize the Agency’s liability under
hazardous substance and hazardous waste laws, and a diligent effort will be made to evaluate
economic risks to real estate posed by the presence of contamination from hazardous substances,
hazardous wastes, and petroleum products, including underground storage tanks. The elements
of potential liability and economic risk are addressed by the Agency by performing due
diligence.

Due diligence is the process of inquiring into the environmental condition of real estate in

the context of a real estate transaction to determine the presence of contamination from
hazardous substances, hazardous wastes, and petroleum products, and what impact such
contamination may have on the market value of the property.

The Loan Approval Official initiates due diligence by completing the Transaction Screen

Questionnaire, ASTM Standard E-1528 (TSQ), the initial level of inquiry in the due diligence
process. If the completed TSQ indicates a potential for contamination, it will be sent promptly to
the State Environmental Coordinator for further evaluation and guidance.
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For all servicing actions that require a determination of market value, the appropriate
level of due diligence will be performed in conjunction with the appraisal. Due diligence also
must be performed in conjunction with any servicing action that may lead to acquisition of
security property.

The Loan Approval Official should be aware of suspicious situations during security
inspections of custodial and REO property. If unauthorized dumping of potentially hazardous
material is noted, due diligence will be performed.

To minimize the Agency’s liability, any response action taken by the Agency in
responding to a release or threatened release of hazardous substances or petroleum products on
inventory property will be taken in consultation with and at the recommendation of the
appropriate environmental regulatory authority. In the case of custodial property, the State
Environmental Coordinator may initiate, as necessary, limited emergency response actions to
stabilize an emergency or imminent and substantial threat to human health and the environment.

If the Agency is notified or made aware of the presence of an underground storage tank
on custodial or REO property, the Loan Approval Official will ensure that the tank complies
with appropriate environmental regulatory authority requirements or is removed. When
reinstalling a fuel storage system, aboveground storage tanks should be used where feasible.

15.9 PHYSICAL MAINTENANCE AND REPAIR

Custodial property will be maintained and repaired only as needed to protect the security
of the property and to prevent deterioration. In the event of damage or theft, the procedures
described under Paragraph 15.9 A. should be followed.

REO property will be broom swept, free of trash and debris outside and maintained and
repaired as needed to ensure the safety of potential buyers or contractors. Other repairs,
including but not limited to those that improve the property to decent, safe, and sanitary (DSS)
standards, or are needed to mitigate a negative effect on neighboring property may be made if
Field Staff determine them to be necessary to market the property expediently, and they increase
the market value by approximately the cost of the repairs.

A. Vandalism and Theft

Field Staff will report willful damage or theft to the local law enforcement authorities and
in whatever manner necessary, to attempt to resolve the incident, including signing complaints
and testifying at hearings or trials.
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Field staff should send a written report of the incident to the State Director and copies to
CSC and the Regional Office of the Inspector General (O1G). The State Director, in consultation
with the OGC as necessary, will advise and assist the Field Staff.

Damage to REO program property as a result of vandalism and theft may be repaired as
necessary to continue marketing. Repairs may include cost-effective improvements to minimize
the likelihood of future damage, such as increased lighting, security fencing and removal of
shrubs that limit visibility. Nonprogram property should be broom swept but generally will not
be repaired unless necessary to prevent deterioration. Custodial property should be repaired only
to protect the security and to prevention deterioration.

B. Off-Site Repairs or Improvements

The Agency may require off-site repairs or improvements to protect property from
damage, to protect the Government’s interest, or to enhance the marketability of property. In the
case of multiple REO units in a subdivision, such improvements may include construction or
reconstruction of roads, sewers, utility lines, subdivision entries, street signs, or central mail
receptacles.

Off-site improvements must be approved by the Deputy Administrator, Single Family
Housing. To obtain approval, Field Staff must prepare a justification that demonstrates failure to
make the improvements would likely result in a property net recovery value loss greater than the
expenditure and that there are no other feasible means with State or local entities, to accomplish
the same result.

To obtain off-site improvements, the Agency may enter into a contract with a private
company or enter into a cooperative agreement with a State or local government or other entity
to obtain repairs or improvements. Under a cooperative agreement, the entity will provide
money, property, services, or other items of value to the entity to accomplish a public purpose.
While cooperative agreements are not a contract action, the authority, responsibility, and
administration of a cooperative agreement must be consistent with contract action. The OGC
should be consulted when a cooperative agreement is considered.
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C. Lead-Based Paint Disclosure

The Residential Lead Based Paint Hazard Reduction Act of 1992, 42 U.S.C. 4822 et seq.,
requires lessors of housing built before 1978 who receive Federal assistance to provide the
lessees with information about the housing’s lead history and general information on lead
exposure prevention.

Specifically, before the lessee becomes obligated under any contract to lease the housing,
Field Staff must:

e Complete the Lead-Based Compliance Key, which can be found at:
http://teamrd.usda.gov/rd/rhs/PSS/Lead Paint/lead based paint_key.htm .

e Provide the lessee with the lead hazard information pamphlet, Protect Your Family
from Lead in Your Home, available from the National Lead Information
Clearinghouse at 1-800-424-LEAD, or a similar EPA-approved pamphlet developed
by the State; and

e Disclose the presence of known lead-based paint and/or lead-based hazards in such
housing and provide the lessee with any lead hazard evaluation report available to the
Agency.

e Make sure that the requirements of 24 CFR Part 35, Subparts A, B, and C have been
met.
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15.10 LEASING CUSTODIALS AND REO

Generally, neither REO nor custodial property is leased. However, in special cases, such
as when custodial property is subject to lengthy liquidation proceedings or legal problems
prohibit the immediate sale of an REO property, the property may be leased. Custodial property
cannot be leased if extensive repairs are necessary in order for it to be inhabitable. Properties
subject to redemption rights cannot be leased unless the State Director obtains prior approval
from OGC. Property which does not meet decent, safe and sanitary standards will not be leased.

It is preferable to lease the property to an intended buyer. The Agency may require a
prospective renter to make a purchase offer, and submit an application for credit and a credit
report paid for by the applicant. The rent charged should be a market rent equivalent to rents of
similar properties in the area. If the lessee is a program applicant, the monthly rent may be based
on the estimated monthly loan payment taking into consideration any payment assistance, plus
1/12 the sum of the estimated real estate taxes, property insurance, and maintenance payable by a
homeowner. In no case will a lease be for a token amount, even if the tenant is willing to barter
for maintenance or repair services.

A lease form approved by OGC will be used. A copy of the lease should be sent to CSC,
where a lease account will be established in the lessee’s name.

When a lease is terminated, or when the property is sold before expiration of the term
shown on the lease submitte