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Version 1.1 Introduction

Introduction

The Office of the Comptroller of the Currency’s (OCC) Comptroller’s Handbook bookilet,
“Retail Lending,” is prepared for use by OCC examiners in connection with their
examination and supervision of national banks and federal savings associations (collectively,
banks). Each bank is different and may present specific issues. Accordingly, examiners
should apply the information in this booklet consistent with each bank’s individual
circumstances. When it is necessary to distinguish between them, national banks and federal
savings associations are referred to separately.

This booklet discusses risks associated with retail lending and provides a framework for
evaluating risk management activities. This booklet supplements the core assessment in the
“Large Bank Supervigion,” “Community Bank Supervision,” and “Federal Branches and
oklets of the Comptroller’s Handbook. Examiners should use this
hen specific retail credit products, services, or risks warrant

ent.

Agencies Supervisj
“Retail Lending
review beyond the cgre as

This booklet’s objectiveNis toto
lending and common acro
apply. For example, certain |

r risk management practices fundamental to retail
pes. Additional product-specific considerations may
isk management practices relevant to particular
products are described in other s of the Comptroller’s Handbook, including
“Residential Real Estate Lending,” f¥Mortgagedanking,” “Credit Card Lending,” “Student
Lending,” and “Installment Lending. % sumer protection laws and regulations
applicable to retail lending are discussed iff't nsumer Compliance booklets of the
Comptroller’s Handbook.

referred to as covered banks, should adhere to 12 CFR 30, appe OCC Guidelines
Establishing Heightened Standards for Certain Large Insured Banks, Insured
Federal Savings Associations, and Insured Federal Branches” (refeffed to in this booklet as
heightened standards).* This booklet discusses these heightened standards in the context of
retail lending, as well as broader concepts applicable to a wider range of banks.

Heightened Standards

Specific criteria for covered banks, subject to 12 CFR 30, appendix D, are noted in text boxes like this one
throughout this booklet.

! Refer to OCC Bulletin 2014-45, “Heightened Standards for Large Banks; Integration of 12 CFR 30 and
12 CFR 170: Final Rules and Guidelines.”
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Overview

The OCC defines retail lending in OCC Bulletin 2000-20, “Uniform Retail Credit
Classification and Account Management Policy: Policy Implementation,” as closed- and
open-end credit extended to individuals for household, family, and other personal
expenditures. Retail lending products include consumer loans, credit cards, auto loans,
student loans, and loans to individuals secured by their personal residences, including first
mortgage, home equity, and home improvement loans.

Retail lending products may be either secured or unsecured, and the source of repayment is
typically the borrower’s employment-related income (or less frequently, the borrower’s
assets). Retail loan structures generally fall into one of two types: closed-end installment
loans and open-end revolving lines of credit.

e Closed-end i t loans include loans made for a predetermined amount, with
periodic paymen imcipal and interest over a specified term. Most often, the
payments complgtel the loan amount by the end of the term. In some cases,

ast the maturity date, leaving a lump sum (or balloon)

agreement. Examples of ¢
loans.

e Open-end revolving lines of cresligdncl
preset credit limit for a specified amoyt o

e. Balances may be drawn or paid down at
any time at the borrower’s option. Repa
month, and often some portion of principal

|LgSame revolving lines of credit require
full repayment of principal at maturity, whil @ ert automatically into a closed-

end loan once the revolving period ends. Examplg nd revolving lines of credit
include credit cards and home equity lines of credIt.

Banks offer retail lending products directly through a range ®f s @
0 Q

IIment loans include mortgage loans and auto

ounts available to a borrower up to a

cluding branch
offices and online banking platforms. Banks also use indirect of§ sources,? such as
automobile dealers, department stores, correspondent banks, and gage brokers. Each
origination source has advantages and challenges, and most banks rely on more than one
source to originate loans.

Numerous factors influence the demand for and availability of retail lending products. A
borrower’s income, age, life-cycle stage, lifestyle, attitudes about borrowing, and personal
financial condition all affect the use of credit. Economic factors, such as inflation, interest
rates, employment, and local economic conditions influence credit volumes and activity.
Technology advances also permit retail lenders to better differentiate risk and to accept and
price exposures more selectively. These advances promote the use of tailored products better

2 Indirect lending generally refers to the use of a third party to originate loans using a bank’s underwriting
criteria. The third party receives a fee for providing an acceptable borrower. Indirect lending typically takes one
of two forms: (1) dealers or brokers may originate loans to borrowers, and banks then purchase the loans or

(2) dealers or brokers forward loan applications to banks that then originate the loans.
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Version 1.1 Introduction > Risks Associated With Retail Lending

able to meet individual borrower risk profiles, allowing many banks to expand their markets
and increase profitability.

This booklet describes prudent bank practices to manage retail credit risk appropriately.
These include practices that examiners should consider when evaluating a bank’s quantity of
risk and quality of risk management.

Risks Associated With Retail Lending

From a supervisory perspective, risk is the potential that events will have an adverse effect on
a bank’s current or projected financial condition® and resilience.* The OCC has defined eight
categories of risk for bank supervision purposes: credit, interest rate, liquidity, price,
operational, compliance, strategic, and reputation. These categories are not mutually
exclusive. Any prog r service may expose the bank to multiple risks. Risks also may be
positively or negatively correlated. Examiners should be aware of
s the effect in a consistent and inclusive manner. Examiners

also should be alert ions that can significantly elevate risk. Concentrations can
accumulate within an roducts, business lines, geographic areas, countries, and legal
entities. Refer to the “Ba n Process” booklet of the Comptroller’s Handbook for
an expanded discussion of bafikin@riSks and their definitions.

While retail lending generally involyes all rigk categories, this booklet focuses on the
significant credit, interest rate, operatignal, ligfdity, compliance, strategic, and reputation
risks most common to retail lending.

Credit Risk

r’s failure to meet the terms
jt risk is the primary

e, ang nature of transactions,
Te loan quality

Credit risk is the risk to earnings or capital arising

of any contract with the bank or otherwise perform as agr
exposure for most retail lending products. Due to the size€}
credit analysis is generally most rigorous at a retail loan’s i
monitored over time through payment performance, periodical ed credit scores, and,
when necessary, updated collateral valuations. Lenders seldom reC®i¥e updated borrower
income information to monitor ongoing capacity, so prudent loan structures and active credit
administration are crucial. Retail portfolios typically consist of sizeable segments of
relatively homogeneous loans, and credit risk analysis lends itself well to statistical
techniques (e.g., scorecard models) to identify, manage, and control risk levels and
exposures.

3 Financial condition includes impacts from diminished capital and liquidity. Capital in this context includes
potential impacts from losses, reduced earnings, and market value of equity.

4 Resilience recognizes the bank’s ability to withstand periods of stress.

Comptroller's Handbook 3 Retail Lending
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Interest Rate Risk

Interest rate risk is the risk to earnings or capital arising from movements in interest rates.
Interest rate risk arises from differences in the timing of rate changes and the timing of cash
flows, from changing rate relationships among yield curves, from changing rate relationships
across maturities, and from interest-related embedded options in bank products. The level of
interest rate risk depends on the composition of the bank’s loan portfolio and the degree to
which loan terms (e.g., maturity, rate structure, and embedded options) expose the bank or its
borrowers to changes in interest rates. Many borrowers prefer fixed interest rates on larger,
long-term retail loans, such as first mortgages and automobile loans. Long-term fixed-rate
loans require active asset-liability management by bank management, because core deposits
used to fund retail portfolios typically have a variable interest rate. Borrowers may also
assume interest rate risk on such products as home equity lines of credit (HELOC). In this
context, interest rate is the risk of higher monthly payments on variable rate loans due to
rising interest ratg @ or that may also increase credit risk for affected loans. Banks
should identify BOrrofive ith heightened exposure to interest rate changes and consider the
i ity to repay if interest rates were to increase. The “Interest
ptraller’s Handbook provides additional guidance on interest

Rate Risk” booklet of
rate risk management.

Operational Risk

ising from inadequate or failed internal
man errors or misconduct, or adverse

Operational risk is the risk to earnin capi
processes or systems, inappropriate acco
external events. Operational risk in retail le
loans, larger numbers of transactions processed,
technology. Highly automated environments su ending pose heightened
umerous transactions and
ure and manage risks,
gement, collections,

Id include due

may compound the exposure of even minor errors. To
outsourcing operational functions (e.g., loan origination,
payment processing, data input, and legal assistance) to thir
diligence before establishing third-party relationships.

Liquidity Risk

Liquidity risk is the risk to current or projected financial condition and resilience arising from
an inability to meet obligations when they come due. Liquidity risk includes the inability to
access funding sources or manage fluctuations in funding levels. Liquidity risk in retail credit
depends largely on the types of products offered and the manner in which they are funded.
Retail portfolios are typically funded through the bank’s deposit base, securitizing loans, or a
combination of the two. Liquidity risk may arise from a bank’s failure to recognize or
address changes in market conditions that affect its ability to liquidate assets quickly and
with minimal loss in value. Liquidity risk is also present in a bank’s obligation to fund
undrawn portions of open-ended credit, such as credit cards or HELOCs.

Comptroller's Handbook 4 Retail Lending
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Compliance Risk

Compliance risk is the risk to earnings or capital arising from violations of laws or
regulations, or from nonconformance with prescribed practices, internal policies and
procedures, or ethical standards. Because of the number of consumer protection laws and
regulations, banks engaged in retail lending are highly vulnerable to compliance risk. Some
federal consumer protection laws relevant to retail lending include the Equal Credit
Opportunity Act, Fair Housing Act, Fair Credit Reporting Act, Fair Debt Collection Practices
Act of 1977, Truth in Lending Act, Real Estate Settlement Procedures Act, Military Lending
Act, Servicemembers Civil Relief Act of 2003, and laws prohibiting unfair, deceptive, or
abusive acts or practices.® Banks also have obligations arising from the Bank Secrecy Act of
1970 (BSA) and the sanctions laws administered by the U.S. Department of the Treasury’s
Office of Financial Assets Control.

Strategic Risk

Strategic risk is the fsk s, capital, or enterprise value arising from adverse business
decisions, poor imple ofhusiness decisions, or lack of responsiveness to changes in
the banking industry and ®geratifig efvironment. A bank’s board and management decisions

to enter, exit, or otherwise ch@ngefhe bank’s participation in retail markets and products
should be based on sound, co gFrormgtion, realistic assessments of the risks involved,
management’s expertise, and the baflk’s pra€tical operating capacity. Incomplete or
inadequate consideration of the induStggs mafKet.conditions, economic dynamics, and
consumer behaviors expose the bank to upgec y or unanticipated strategic risk, which

often translates into financial losses.

Reputation Risk O

Reputation risk is the risk to earnings, capital, or enterpris ising from negative
public opinion. This risk may impair the bank’s competit fecting its ability to
establish new relationships or services or continue servicing &isi#ng relationships.
Inadequate policies and procedures, operational breakdowns, o
aspect of the bank’s retail lending activities can harm its reputatiom™™fappropriate delegation
of activities to third parties and wrongful acts by third parties acting on the bank’s behalf
may also increase a bank’s reputation risk exposure. Effective systems and controls to
identify, measure, monitor, and control potential issues, such as appropriate oversight of
sales, servicing, and collection practices, are critical to managing reputation risk.

> For more information about consumer protection laws and regulations, refer to the Consumer Compliance
booklets of the Comptroller’s Handbook, including “Compliance Management System,” “Fair Credit
Reporting,” “Fair Lending,” “Other Consumer Protection Laws and Regulations,” “Servicemembers Civil
Relief Act of 2003,” and “Truth in Lending Act.”

Comptroller's Handbook 5 Retail Lending
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Risk Management

Each bank’s board and management should identify, measure, monitor, and control risk by
implementing an effective risk management system appropriate for the size and complexity
of its operations. When examiners assess the effectiveness of the bank’s risk management
practices, they consider the bank’s policies, processes, personnel, and control systems. Refer
to the “Bank Supervision Process” booklet of the Comptroller’s Handbook for an expanded
discussion of risk management.

Elements of a Sound Risk Management Framework

The OCC expects risk management for retail lending activities to correspond to the bank’s
size, complexity, and risk profile. Examiners should assess risk management practices in the

context of inherent ct and portfolio risk. While risk management objectives are similar
for most banks, actices may differ depending on the products offered, the volume
and types of transactj he markets targeted. Community banks with a low quantity of

icated risk management frameworks.® Large banks, or
oducts, should have more sophisticated frameworks.

risk may operate wi
those with higher-risk

initiatives, staffing and management decisiogs,
profitability. Most importantly, they should rec
management framework that effectively assesses rig jtors exposures, and adopts the
necessary policies and procedures for operating thegtailgtsigess in a sound and prudent

Id be consistent with the
Qrks have certain

stressful conditions. While practices vary, there are basic characte
a well-managed retail credit portfolio. These include

s that generally reflect

structured oversight by the board and senior management.
clear and consistent policies and operating procedures.

a well-established risk appetite.

structured risk assessments.

well-defined processes for policy exceptions.

& This booklet applies to all banks with retail lending activities. The OCC expects community banks to have risk
management practices commensurate with the level of risk and complexity of the banks’ retail lending
activities. The OCC recognizes that the risk management systems of community banks may not be as
sophisticated as those of complex banks. In most cases, the fundamental aspects discussed apply. Community
banks’ boards and management should identify retail lending activities that involve critical activities and ensure
the banks have risk management practices to assess, monitor, and manage the risks.
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o effective monitoring reports.
o well-designed strategies, business plans, and product testing.

Heightened Standards

A covered bank should establish and adhere to a formal, written risk governance framework that is
designed by independent risk management and approved by the board of directors or the board’s risk
committee. The risk governance framework should include delegations of authority from the board to
management committees and executive officers as well as the risk limits established for material activities.
Independent risk management should review and update the framework at least annually, and as often as
needed to address improvements in industry risk management practices and changes in the covered bank’s
risk profile caused by emerging risks, its strategic plans, or other internal and external factors.”

Structured Oversight by the Board and Senior Management

One of the board pDr management’s most important oversight responsibilities is to
establish an effectivelf gement framework consistent with the bank’s risk profile.
Characteristics of solin rsigit include the following.

e Properly approved p8jiciessandfprocedures: The board (or a board-designated
committee) should approvi allferedit policies at least annually, or whenever a significant
change occurs. Policies sho
appetite and desired risk profile.
volume, performance, and potent

e Established risk and product commgfte
as active forums to discuss risks and eme¥rgi
and evaluate or approve decisions. Commu

he bodrd also should expect regular updates on the
i redit policy exceptions.

oduct and risk oversight committees serve
isglies, provide a broad spectrum of input,

often encompass both risk and business management ob
include individuals with the knowledge and experience for
e Clear lines of authority, responsibility, and accountability: R0les and responsibilities
across the retail lending business should be well-defined and well-communicated.
Business managers should identify and assess material risks, operate within the
parameters of an established risk appetite, and adhere to established policies and
operating procedures. An independent credit and risk management review process should
assess credit risk independent of the business units,® monitor compliance with
concentration and risk limits, and raise issues directly to senior management, oversight

" For more information, refer to 12 CFR 30, appendix D, I1.A, “Risk Governance Framework.”

8 For most banks, an independent risk management function or process is an important and necessary control.
Some community banks with standard products and low-risk concentration levels may operate prudently
without an independent risk management function. These banks, however, should maintain appropriate internal
controls and internal audit coverage of retail lending activities.
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committees, and the board. Internal audit and other independent control functions should
evaluate the adequacy of established policies and procedures and identify noncompliance
with the risk governance framework.

e Established risk appetite:°® A risk appetite statement establishes a common
understanding within the bank on how management should approach and accept risks
when executing the bank’s strategy and business plan. Risk appetite statements generally
include acceptable risks the bank intends to take because the risk is sufficiently
compensated and unacceptable risks that should be avoided or heavily mitigated. Used
properly, the risk appetite statement is an important and powerful way to communicate
risk-reward tradeoffs, establish risk capacity, and define risk tolerances that should not be
exceeded without proper escalation and approval.

Heightened Standard

A covered bank’s B ‘% irectors should actively oversee the covered bank’s risk-taking activities and
hold managemenPacc@uniable for adhering to the risk governance framework. In providing active oversight,
the directors may rely gh risk sments and reports prepared by independent risk management and
internal audit to suppa ility to question, challenge, and when necessary, oppose

ade by management that could cause the covered bank’s risk profile to
fety and soundness of the covered bank.1°

Clear and Consistent Po andYOperating Procedures

Lending policies and operating proce %
providing a sound foundation for sustain

the board to set broad policy goals, and seniéf m
operating procedures that promote effective day,

ployees make consistent decisions,

able operations. Examiners should expect

ent to develop specific policies and

acution. Policies can vary among

ize, risk profile, portfolio

ts. Once policies and

nagement should hold
tical avenue for

bank personnel accountable for compliance, while also p
handling exceptions.

Policies should cover all aspects of credit risk management, inclu credit approvals, credit
administration, oversight, and internal controls, and should be consistent with applicable
laws, regulations, and guidelines. Operating procedures should complement credit policies
and describe how each policy is put into practice. Procedures should provide details on job
responsibilities, approval authorities, necessary steps for approvals, and approval

% Risk appetite refers to the aggregate level and types of risk the board and senior management are willing to
assume to achieve the bank’s strategic objectives and business plan, consistent with applicable capital, liquidity,
and other regulatory requirements. Smaller community banks may not have a formal risk appetite statement;
however, board-approved policies and procedures should include sufficient discussion of the board’s appetite
for retail credit risk.

10 For more information, refer to 12 CFR 30, appendix D, 111.B, “Provide Active Oversight of Management.”
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documentation requirements.!* Process maps, which link directly to operating procedures,
provide a third level of detail and documentation on how and when specific actions occur.
The discipline of committing policies, procedures, and process maps to writing promotes a
deeper understanding of each activity, and prompts a practical evaluation of how each step
contributes to or detracts from business and risk management objectives.'? Examiners should
view evidence of well-written and cohesive policies, procedures, and process maps as part of
an effective risk management process, and the absence of such evidence as a potential
deficiency.

Policy criteria should be consistent with and support established risk appetites and portfolio
objectives. For example, banks with low risk appetites may have product underwriting
standards that require higher down payments, use lower debt-to-income ratios, or are less
tolerant of derogatory information on credit reports. Banks with higher risk appetites might
accept lower down payments, use higher debt-to-income ratios, or consider some negative
credit bureau info Either may be acceptable, depending on the bank’s resources,
quality of risk t,and internal controls. Policies should be directly reconcilable
with the bank’s risk g@ppeti business operating plans.

Heightened Standards

Each frontline unit should establis
the frontline unit’s activities are effectivel
the covered bank’s risk appetite stateme
risk governance framework.3

set of written policies that ensure risks associated with
entifie@ measured, monitored, and controlled, consistent with
, concerttration risk limits, and all policies established within the

Well-Developed Risk Appetite

The OCC defines risk appetite as the aggregate leV f risk the board and senior
management are willing to assume to achieve the bant i
plan, consistent with applicable capital, liquidity, and ot
conceived risk appetite statements establish a common un
management should approach and accept risks when executin

atory requirements.** Well-

tandiftg Within the bank on how
ihe s strategy and

11 These items may be incorporated into policies rather than operating procedures at some community banks.

12 The size and complexity of many community banks may not necessitate the use of process maps for some or
any processes.

13 For more information, refer to 12 CFR 30, appendix D, 11.C.1, “Roles and Responsibilities of Front Line
Units.”

14 For more information on establishing a risk appetite, refer to the “Corporate and Risk Governance” booklet of
the Comptroller’s Handbook, OCC Bulletin 2014-45, “Heightened Standards for Large Banks; Integration of
12 CFR 30 and 12 CFR 170: Final Rules and Guidelines,” and 12 CFR 30, appendix D, “OCC Guidelines
Establishing Heightened Standards for Certain Large Insured National Banks, Insured Federal Savings
Associations, and Insured Federal Branches.” While the OCC’s Heightened Standards in 12 CFR 30, appendix
D, apply only to banks of a certain size, they may provide additional information or examples of prudent
practices for institutions not covered by appendix D.
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business plan. Specific assertions generally include acceptable risks the board intends the
bank to take, and unacceptable risks that should be avoided or heavily mitigated. Most
importantly, the bank’s risk appetite should provide high-level support for the bank’s
business strategies, as well as provide context for management decisions as issues and
business opportunities arise. Used properly, an established risk appetite is an important and
powerful way to communicate risk-reward tradeoffs, establish risk capacity, and define risk
tolerances.

There are many ways to approach establishing a risk appetite, and the structure and formality
should be consistent with the bank’s size, complexity, and risk profile.!® The board of a bank
with smaller, non-complex, or lower-risk retail portfolios may choose to establish a risk
appetite at the bank level, and then management can reconcile retail credit business plans to
determine consistency with the overall risk appetite. Boards and management at banks with
large, complex, or higl-risk retail credit portfolios should consider establishing written risk
appetite statemen etail lending level and should manage product- and service-level
activities from tiat b risk appetite limits cascade to individual portfolios with tiered
oversight, monitoring, an ting). The terminology may differ from bank to bank, but the
basic characteristics cernable, complementary, and include practical expressions
of the bank’s retail risk Y, nces, preferences, and limits. These characteristics
may include the following:

Retail risk strategies that definitivgy statelthe board and senior management’s views on
risk, including how the bank will asSlime retaigexposure. Risk strategies generally set broad
parameters, expressing how the bank 1 % it or mitigate risks to reduce the
likelihood of insolvency or significant losSes

Retail risk tolerances that are a quantitative ex@hsig e risk strategy. Risk tolerances
quantify the amount of aggregate risk the bank is graccept, and the critical areas

where it chooses not to accept exposure. For exampl tad
tolerances for capital maintenance, measured on a nomin

statement are generally set for only a few key factors that relate directly to business or
mission failure. Most importantly, risk tolerances should be measureable, so that actual levels
of risk can be monitored to provide certainty that standards are not breached.

Retail risk preferences that reflect where the business has (or perceives itself to have)
competitive advantages and may pursue risk. Risk preferences for a retail lender often
include specific products, target markets, or delivery channels.

Retail risk attractiveness, which focuses on tactical rankings of the risk strategy and risk
preference options. Risk attractiveness ranks the relative appeal of opportunities according to

15 Small community banks may not have a formal risk appetite statement; however, board-approved policies and
procedures should include sufficient discussion of the board’s appetite for retail credit risk.
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current conditions, and translates risk preferences into current business plans.® Risk
attractiveness rankings vary among banks, even of the same size and geographic areas. This
may be due, for example, to available resources, staff expertise, or management and the
board’s view on market and economic conditions.

Retail risk limits that are capacity controls to manage risk levels. Risk limits are set for
specific risk sources, business units, or products, and help implement the higher-level risk
tolerances. Some banks use their stress testing results to establish aggregate and product risk
capacity, translating results into operational capacity limits. Risk limits complement the risk
tolerances and are generally more granular, practical controls at the portfolio and sub-
portfolio levels, using metrics that can be managed at the business-line level.

Practical risk appetlte statements generally result from analysis and consideration of each of
these risk characterisiigs. Each helps management understand and articulate parameters for
managing the busj assuming risk. Examiners may see different terms and labels for
Id expect to see the essentials of each as part of the risk

und stress testing processes, as appropriate,
and address the covered bank’s earnings, capi idity, The covered bank should set limits at levels
that take into account appropriate capital and liqui
directors to reduce risk before the covered bank’s risk

liquidity, and capital.t”

Structured Risk Assessment

exercises are designed to consider the potential impact of events that could significantly
affect the bank. Approaches vary, but most assessments consider four key threat aspects: the
risk event, likelihood of occurrence, practical impact, and significance. Table 1 provides an
example of risks a retail lender might consider during a credit risk assessment exercise.

16 For example, a home equity lender might rate high-balance HELOCs highly in risk attractiveness because
they are a customer relationship and cross-selling vehicle, but not closed-end home equity loans because
management may believe that customers view such loans solely as down-payment alternatives and the loans
have no real relationship benefits for the lender.

17 For more information, refer to 12 CFR 30, appendix D, 11.E, “Risk Appetite Statement.”
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Table 1: Credit Risk Assessment Exercise Example

Introduction > Risk Management

mortgage insurance
industry that limits
availability or significantly
increases costs.

Changes in the relj
or timeliness of crédit
information available
from credit bureaus or
other third-party sources.

Risk event Likelihood | Impact Significance

Significant new Low, 20 percent revenue Material shortfall in revenues and
technology advancement | moderate reduction for the next business profitability. May require

or application that year due to new reexamining the business model and
changes how retalil competitors and the competitive approach.

lending products are need to update

marketed, priced, and delivery channels.

delivered to consumers.

Disruption in the Low 25 percent reduction in | Could change fundamental operation of

origination volumes.
10 percent increase in
capital requirements
from keeping greater
origination volumes on
balance sheet.

residential mortgage markets. Higher
cost of insurance. Significant secondary
market disruption until alternative
sources emerge. Potential opportunity to
selectively expand market share in
profitable target markets if the bank is
willing to use balance-sheet capacity.

Significant potential
impact on credit scores
and reliability of credit
bureau information for
estimating risk.

Potential serious setback for consumer
lending in the United States. May prompt
search to find alternative methods or
sources of reliable performance
information.

Changes in the
bankruptcy laws that limit
or expand certain forms
of bankruptcy use by
consumers.

Rapid increase in short-

Moderate,

Potential for significant initial disruption
unless existing loans are grandfathered.
Controllable if implemented
prospectively, but volumes and average
loan amounts are likely to decline.

community, may be
relocated or substantially
reduced within the next
three years.

term interest rates that high
influence consumer-
credit pricing indexes.
30+ delinquenci
A local military base, the Moderate, 20 percent increase
largest employer in the high local unemployment,

25 percent decline in
auto and installment
loan volumes,

10 percent decline in
checking and savings
account volumes.

As long as interest rate increases are
moderate, for example, no more than
100 basis points, the increase in
venues should offset the higher
linquency rates. Creates a need to
onjier both measures closely.

closely and’join local government efforts
to lobby against closure.

The risk event column of table 1 considers risks significant enough to potentially threaten or
change the bank’s business strategy. The likelihood column considers the probability of
occurrence, and can be qualitative (high, moderate, or low) or quantitative (5 percent chance
of occurring). The impact column focuses primarily on the event’s direct effect on the
business, and the significance column focuses on how results are likely to affect business
strategies or major objectives. Other factors can be part of the risk assessment exercise, such
as a residual risk rating that considers risk levels after controls or other mitigating factors are
taken into account. Examiners should consider whether each bank’s exercise is a practical,
thoughtful, and systematic approach to identifying and considering risk. Factors to consider
include whether a reasonably wide range of primary threats is considered, all important risk
events have been identified, risks are monitored on a continual basis, potential exposures
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have been quantified after consideration of likelihood and impact, and responses are
reasonable and appropriate.

The results of the risk assessment process should help management design appropriate
business responses to available opportunities. Responses generally fall within one of four
categories:

e Avoidance: When risks cannot be adequately controlled or measured. Avoidance might
include exiting a business line or geographic segment after appropriate evaluation of the
risks, or deciding not to engage in a new product or service.

e Mitigation: When risk levels can be adequately managed internally, or shared or
controlled by third parties. Sharing might include insurance, partnerships, hedging,
outsourcing, or other risk transfer methods.

e Reduction: Wheiisk levels can be managed to within acceptable tolerances, generally
through risk, ~@ tion, or operational limits. Reduction often includes diversification
limits, busi : portfolio rebalancing to reduce vulnerability to certain types of
exposures.

vels can be consciously tolerated or self-insured because the
probability and severfty are Withig reasonable limits. Banks sometimes accept risks
because there are natural fhteral ©ffsets, such as variable rate deposits funding variable
rate loans.

Examiners should expect risk assessMgnt exegéfses to be a regular part of the risk appetite
and business strategy development. The s nd formality depend on the bank’s size,
complexity, and risk profile. Banks with large retail portfolios should have
enhanced?® risk appetite and risk assessment pr documentation, and these
estimates should work in concert with the bank’ g processes. Even for small
banks, examiners should see indications of the ris rocess in discussions with
management, committee meeting minutes, manageme other discussion or risk
management documentation.

Well-Defined Policy Exception Protocols

The bank’s underwriting policies, operating policies, and credit criteria should closely reflect
its stated risk appetite and desired risk profile. Consequently, policy exceptions have the
potential to change the actual risk profile of the portfolio and present credit, strategic, and
compliance risk. Once policies are in place, the board should generally expect management
to operate within those standards.

Well-run banks generally handle exceptions in a structured and disciplined manner to
promote sound operations as well as compliance with fair lending and other laws and
regulations. Responsibility and authority for identifying, approving, and monitoring policy
exceptions should be in writing, with regular reporting to capture exceptions at the

18 “Enhanced” processes and documentation generally refer to the depth of analysis, level of sophistication, and
formality and structure of activities. As retail portfolios become larger or more complex, examiners should
expect to see better documentation and structure for activities to support effective risk management.
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transaction, product segment, product, and portfolio levels. Most banks require enhanced
analysis when exception volumes reach established thresholds, and results of the analysis
should be an important factor in policy updates or revisions.

Policy exception volumes and analysis should be a normal part of board and senior
management reporting. Policy compliance is an essential risk management tool, and
examiners should view adherence to the exceptions process as an important internal control.
Some exceptions will occur, because it is nearly impossible to construct underwriting or
operating policies covering every lending situation. Still, exception types and volumes should
be controlled, with appropriate reporting to identify and track exceptions and appropriate
analysis to determine causes, impact, and any need for corrective action.

Policy exceptions for retail lending typically fall into three categories:

-value (LTV), debt-to-income, pricing, verification, etc.
d low-side overrides.*®
ppPlication, transaction information, and collateral perfection or

e Creditscoring: |
e Documentation
valuation.

Exception limits for each, andlin dggrégate, are typically established by either dollar amounts
or transaction volumes per mo can vary between dollar and transaction volumes,
and banks with larger or more compllex portiolios should typically track and evaluate both.
Exception monitoring reports should§joclude gffficient detail for meaningful analysis of
exceptions overall and by type. The objecti determine whether exceptions are
significantly changing the risk profile of the liggpositively or negatively. To make this
determination, assessments should consider the
ongoing performance of loans approved with e
exceptions?t). If long-term performance of an excéf
inconsistent with the bank’s risk appetite, manageme
policy. If performance is better, management may consi

luding loans with multiple
t is weaker than expected or

19 A credit score override occurs when a lender approves a loan that does not meet the lender’s minimum credit
score (i.e., a low-side override), or declines a loan that was above the lender’s minimum credit score (i.e., a
high-side override). High-side overrides typically occur because a borrower fails some other aspect of the
underwriting criteria, such as insufficient income or a recent bankruptcy. Non-complex community banks
generally only track low-side overrides.

20 Some smaller community banks may track exceptions less frequently than monthly because the volumes are
small and monthly tracking would not typically produce a meaningful metric. These banks may use other
frequencies and methods, such as tracking exceptions as a percentage of loans outstanding, that may be more
meaningful to the size of their retail operations.

21 In general, the presence of multiple policy exceptions in a single transaction increases risk and raises the
likelihood that the transaction will be inconsistent with the bank’s desired risk profile. Retail lenders should
periodically evaluate risk levels for loans with multiple policy exceptions and consider limits on the number or
type of exceptions permitted per transaction where warranted.
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Effective Monitoring Reports

Management at most banks monitors credit performance and portfolio quality through
standard reports measuring portfolio composition, borrower and portfolio performance, and
policy compliance. Reports should be timely, accurate, and complete, and should provide
information needed for sound management and credible challenges. A set of well-designed
standard reports should monitor activity continually, even if the data seem stable. Consistent
reporting allows managers to gain a comfort level with the information, ask insightful
questions, and request additional facts or analysis when issues warrant.

Effective reporting generally includes four common characteristics that improve utility.

e Performance trends: Providing data in a consistent form over time helps provide
perspective and gglieeper understanding of portfolio composition and migration. Most
banks report g @ ce trends for at least the past 13 months, but many retail managers
find trends dVer 3@ ight-quarter time frame most useful for considering patterns
and seasonality.

compare actual resu ith rilan@gement expectations and quantitative benchmarks, with
variances identified an
e Precise and informative
especially in reports for senior nianage
make assumptions, reports walk ser
manner. The more distanced the user i y-to-day management of an issue, the

ful data charts generally include narrative,
nt and the board. Rather than require readers to

more simple, clear, and direct the narrati

e Segmented performance: Segmentation re ing down aggregate data into
smaller subpopulations for analysis and montto yregated data should be
segmented whenever performance could reaso ted to differ, allowing

patterns that might otherwise be diluted by aggreg ecome more readily
apparent. For example, new loans could be tracked b itiogsource, vintage,
geography, or other common characteristics, so users cafyide ments with weak

performance or issues needing attention.

When possible, a single data source is best for reporting consistency. When this is not
possible, data sources should be periodically reconciled and audited to determine reliability.
Risk managers should ensure that reporting allows senior management and the board to
monitor information necessary to control risks within the bank. For banks with large or
complex retail portfolios, key risk reporting (such as compliance with risk appetite measures)
is often developed and reported by an independent risk management function.
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Heightened Standards

The risk governance framework should include a set of policies, supported by appropriate procedures and
processes, designed to provide risk data aggregation and reporting capabilities appropriate for the size,
complexity, and risk profile of the covered bank, and to support supervisory reporting requirements.
Collectively, these policies, procedures, and processes should provide for the following:

¢ Design, implementation, and maintenance of a data architecture and information technology
infrastructure that supports the covered bank’s risk aggregation and reporting needs during both
normal times and times of stress.

e Capturing and aggregating of risk data and reporting of material risks, concentrations, and emerging
risks in a timely manner to the board of directors and the OCC.

e Distribution of risk reports to all relevant parties at a frequency that meets the needs for decision-
making purposes.??

Well-Designed tegies and Business Plans

Strategic plans defin ’s desired role in the retail markets. A retail strategy should
state the bank’s inteqt b type, economic sector, geographic location, currency,
maturity, and anticipat itability. Decisions to offer a new product, significantly change
terms on an existing pro
should be supported by soundian
extends to the risk assessment

oCumented analysis and due diligence. This analysis
i pically addresses

competitive environment.

capabilities and expertise.

operational capacity.

staffing and training needs.

control systems in place and those needed.
compliance requirements.

reporting and operational systems.

e financial projections.

Once senior management and the board adopt strategic objective ess line managers
prepare complementary business plans for each major product. Busitiess plan development
should involve knowledgeable staff from key functional areas, including risk management,
credit policy, marketing, systems, operations, training, finance or accounting, legal,
compliance, internal audit, quality assurance, and, if appropriate, third-party relationship
management. Individuals representing each area should have strong knowledge of their
area’s resources and capabilities so they can provide informed input into business plans and
proposals. The use of cross-functional teams helps form realistic and actionable business
plans, promotes buy-in from important parties, and minimizes unanticipated problems during
implementation.

22 For more information, refer to 12 CFR 30, appendix D, 11.J, “Risk Data Aggregation and Reporting.”
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Common topics in retail business plans address

product design, marketing, and customer mix and profile.
volume and profitability projections.

product testing parameters.

concentration and risk limits.

capital and allowance requirements.

reporting content and distribution.

key performance monitoring measures.

Before implementation, management should reconcile business plans with existing lending
and operating policies for comprehensive coverage and consistency. Bank staff should be
thoroughly briefed and trained on any changes, with reporting systems and internal controls
fully tested and ope aI. Examiners should pay particular attention to how banks

implement new R trategies, including the rollout of new products or initiatives.? This
is especially importafit® hanges could significantly affect the bank’s size, operating
approach, or risk prafile ers should consider whether effective change management
istic@ssessments of costs and resource requirements (including

oard, or a designated board committee, should
le of managing credit activities within the
mpensation policies should not contradict

approved risk strategy, policies, and toler
the credit risk strategy. Red flags generally i
expense of loan quality, generating nominal pro jlendeviating from credit policies, or
exceeding established limits.?* In addition, for resi
of Regulation Z, which
bank’s credit processes.
jations.

implements the Truth in Lending Act.? All such practi
The board should monitor these practices closely and act€

23 For more information, refer to OCC Bulletin 2004-20, “Risk Management of New, Expanded, or Modified
Bank Products and Services: Risk Management Process” (May 10, 2004) (national banks). For federal savings
associations, refer to the Office of Thrift Supervision (OTS) Examination Handbook, section 760, “New
Activities and Services” (September 2009).

24 The OCC expects national banking organizations to regularly review their incentive compensation
arrangements for all executive and non-executive employees who, either individually or as part of a group, have
the ability to expose the organizations to material amounts of risk. The organizations also are expected to
regularly review the risk management, control, and corporate governance processes related to these
arrangements. Refer to OCC Bulletin 2010-24, “Incentive Compensation: Interagency Guidance on Sound
Incentive Compensation Policies.”

% Refer to 15 USC 1639b(c) (Truth in Lending Act) and 12 CFR 1026.36(d) (Regulation Z).
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Heightened Standards

The chief executive officer (CEO) should be responsible for the development of a written strategic plan with
input from frontline units, independent risk management, and internal audit. The board of directors should
evaluate and approve the strategic plan and monitor management’s efforts to implement the strategic plan
at least annually.

The strategic plan should cover, at a minimum, a three-year period and

e contain a comprehensive assessment of risks that currently have an impact on the covered bank or
that could have an impact on the covered bank during the period covered by the strategic plan.

e articulate an overall mission statement and strategic objectives for the covered bank, and include an
explanation of how the covered bank will achieve those objectives.

e explain how the covered bank will update, as necessary, the risk governance framework to account for
changes in the covered bank’s risk profile projected under the strategic plan.

e be reviewed, updated, and approved, as necessary, due to changes in the covered bank’s risk profile
or operating envirgament that were not contemplated when the strategic plan was developed.?8

size, complexity, and risk
context of product and portfo

iners should assess risk management practices in the
xamination purposes, the OCC refers to the bank’s

ile, and examiners should have active
how and where the bank assumes risk. For

There are many ways to assess the ba
discussions with management and the bo

risk in target markets, risk in credit underwritin ce, and risk layering—or
subjective, requiring judgment

extending credit, and these discussions are more about de
risk management practices given the bank’s existing and
to set an absolute risk level.?’

inintthe appropriateness of
rigkyprofile than attempting

Risk in Loan Structures

Loan structures are the simplest starting point for evaluating retail credit risk. Generally, one
of the lowest-risk loan structures is a fixed-rate installment loan that fully amortizes the loan
amount over a short term. Each characteristic contributes to a lower-risk loan structure. The
fixed interest rate eliminates rate exposure for the borrower and adds stability to the payment
stream. Full amortization allows the borrower to demonstrate a willingness and capacity to
repay each month, allowing delinquency to be a reliable indicator of loan quality. A short
loan term (or reasonable term for the loan’s purpose) increases the likelihood of full
repayment under the economic and financial circumstances considered in the initial credit

26 For more information, refer to 12 CFR 30, appendix D, 11.D, “Strategic Plan.”

27 Appendix B of this booklet provides a supplemental matrix for assessing quantity of risk.

Comptroller's Handbook 18 Retail Lending



Version 1.1 Introduction > Risk Management

decision. All things being equal, portfolios dominated by this loan structure tend to have the
lowest quantity of risk, and the quantity of risk assessment should scale from there.

Some product structure characteristics may contribute to risk if used improperly. For
example, when used properly, loan pricing provides a portfolio-level cash flow buffer that
helps mitigate inherent product risk. Credit cards are a good example. They are generally
priced well even during recessions, and normal pricing of the product allows card portfolios
to be profitable even though the underlying loans usually have the highest individual loss
rates of any consumer product. Contrast this product with HELOCSs, which are often lower-
priced because of the existence of collateral and its perceived place in the borrower’s
payment hierarchy. Even high-LTV HELOC:s typically receive low interest rates. When
housing markets decline, many home equity lenders find themselves with partially secured
exposures priced as if fully secured, a condition that detracts from portfolio stability over
time.

Payment deferr
balloon payments, o
mitigating factors. T

., loans with interest-only payments, delayed initial payments,
ortizations) also have higher risk and should include
ignificant issue is the lack of direct evidence from the borrower
each month about orderl§grepay illingness and capacity. Even loans that amortize, but
have extended maturities, ingrea8ed risk. The longer loan balances remain outstanding,
the more susceptible they are tQ,i lines, uncontrolled debt accumulation, collateral
beyond or approaching its useful Tifgfand other borrower life events such as illness,
bankruptcy, or job loss. This issue is§increasi common when loan marketing focuses on
monthly payment amounts, usually at %}/ f other loan terms, such as maturities. For
example, heightened risk is often evident Whgf eXisting auto loan balances must be rolled
into new auto loans because borrowers sought t aggew car before the previous one was
completely paid off. Examiners should expect ' ent to identify, consider, and
mitigate these types of risks whenever they beco

o

Risk in Target Markets

Many banks focus mostly on higher-credit-quality, or prime, or their retail
portfolios. Prime borrowers demonstrate a reliable payment histo the discipline to
manage credit responsibly. Other banks focus on lower-credit-quality portfolios, commonly
referred to as subprime, non-prime, or near prime. Most often, credit scores distinguish the
segments, although other defining characteristics exist. In general, lower-credit-quality
borrowers have higher inherent risk based on their past patterns of performance. Managed
prudently, even a lower-credit-quality portfolio can be profitable, but stronger risk
management practices are appropriate to mitigate the higher inherent credit risk.

Enhanced risk management practices are also appropriate when target markets change and a
portfolio’s mix evolves. This need for enhanced risk management is most notable when
banks expand from prime to non-prime markets, as credit administration and collection
practices can be markedly different. Prime lenders cannot simply migrate their business
practices to non-prime segments and expect the same level of performance. This
vulnerability is most notable when banks “drift” out of prime markets (i.e., incrementally
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expand their credit criteria) because of competition or declining profitability. Changing target
markets can be a legitimate portfolio strategy but also can result in a higher quantity of risk.
Examiners should watch for this migration and consider whether risk management practices
are adjusting to account for portfolio changes.

Risk in Credit Underwriting Due Diligence

The diligence surrounding credit decisions is an important aspect of credit risk management.
A sound approach promotes a well-performing, stable portfolio with a lower level of inherent
risk. While delinquency and loss levels are factors in assessing the quantity of risk,
examiners should give primary consideration to the standards and execution surrounding
credit decisions.

Consumer Compli poklets of the Comptroller’s Handbook, including “Fair Lending.”
inghalsl isydiscussed in product-specific, retail lending-related booklets of

ing,” and “Student Lending.”?° Still, observing how the bank
dit pr s often helps examiners make initial assessments of

Lending,” “Installmen
approaches a few basic

inherent risk levels. These prdctices iAclude
¢ information verification practic

e capacity-to-repay evaluations.

e debt burden considerations.

e approach to collateral.

Information verification practices: Sufficient

information before it is used. Information routinel
inherent portfolio risk includes current employer, pri
type), supplemental sources of income (source, amount,
of any collateral taken to secure the loan. Some data can be

e should support credit
digactly by banks with lower
i mount, frequency, and
y rggurrence), and the value
SO erified using credit

28 The Equal Credit Opportunity Act prohibits discrimination in any aspect of t dit transaction. For more
information on the OCC’s expectations for compliance, examiners should refer to the “Fair Lending” booklet of
the Comptroller’s Handbook.

2 These booklets discuss consumer laws and regulations that apply to specified products. In addition,
Regulation Z prohibits a credit card issuer from opening a credit card account for a consumer under an open-end
(not home secured) consumer credit plan or increasing any credit limit applicable to such account, unless the
issuer considers the consumer’s ability to make the requested minimum monthly payments under the terms of
the account, based on the consumer’s income or assets and current obligations. Refer to 12 CFR 1026.51,
“Ability to Pay.” Regulation Z also requires creditors to make a reasonable and good faith determination that a
consumer has the ability to repay certain mortgage loans by considering and verifying specified underwriting
factors, including debt-to-income ratios. Refer to 12 CFR 1026.43, “Minimum Standards for Transactions
Secured by a Dwelling,” and 12 CFR 1026.34(a)(4), “Prohibited Acts or Practices in Connection With High-
Cost Mortgages.” Further, 12 CFR 34.3(b) prohibits national banks from making real estate loans based
predominantly on the bank’s realization of the foreclosure or liquidation value of the collateral, without regard
to a borrower’s ability to repay the loan according to its terms.
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reports (including other debt obligations), public records (bankruptcies, judgments, etc.), and
personal information (name and address, Social Security number, etc.). Banks diligent in
verifying critical information tend to have a lower quantity of risk. Banks relying on
customer assertions rather than direct verifications face greater uncertainty, have a higher
inherent risk profile, and should have enhanced risk management practices to compensate.

Ability-to-repay evaluations: Repayment ability evaluations consider whether the borrower
has the financial ability to repay the loan in full according to its terms. Three important
considerations for a prudent capacity analysis are level of income, expected reliability of the
income, and level of expenses. Each should be a factor in the credit decision and the loan
structure.® Banks that routinely and diligently consider each tend to have a lower quantity of
risk.

Debt burden considg
ratio, which looks
payments for eaéh.

relation to a borrows

ations: Most ability-to-repay evaluations focus on the debt-to-income
obligations on a flow basis, based on income and monthly

Even when monthly paym
be a burden on the borrower’
this concern, some banks establis

may b& within acceptable ranges, aggregate loan balances can
inafici th and can jeopardize full repayment. To address
example, the bank may specify that

tal loan J@lances, excluding home mortgage debt,
should not exceed some percentage o roygr’s gross annual income. Other methods

may also mitigate risk, but in general cre es that include prudent consideration of
aggregate debt levels lead to lower inherent Tisk

ofgntral losses for the lender
and providing lower pricing for borrowers. Collateral is often o& costly to repossess,
however, so it should not replace willingness and financial capaCity asgprimary decision
factors, and banks should not make a loan solely because of a favorable collateral position.
Examiners should consider whether banks rely too heavily on collateral to offset other credit
weaknesses or support poor loan structures. Prudent collateral use can lower the quantity of
risk, but excessive reliance can lead to collateral-dependent lending, and a vulnerable,
higher-risk portfolio.

Risk Layering
Risk layering refers to the existence of several higher-risk characteristics in a loan or

portfolio. For example, risk layering may exist in a 72-month auto loan, with a 110 percent
LTV ratio, to a subprime borrower, using stated income. Each characteristic may be within

30 For certain types of retail lending, there are specific ability-to-repay assessment requirements. For example,
refer to the “Truth in Lending Act” booklet of the Comptroller’s Handbook.
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established policy guidelines, but the combination may still make the risk excessive. This
assessment is especially true when these types of loans make up large portfolio
concentrations. Risk layering often leads to credit issues when economic conditions change.
Because heightened risk can exist even if all terms are within, but near to, assigned cutoffs,
management should exercise additional diligence to identify and monitor the potential for
risk layering. Some banks control this potential exposure using tiered criteria; for example,
auto loans with LTV ratios less than 90 percent may have loan terms up to 72 months, while
loans with LTV ratios greater than 90 percent are limited to 60-month terms. Examiners
should consider risk layering when evaluating portfolio risk, and discuss with management
how the bank assesses potential risk layering when setting credit criteria and designing credit
risk monitoring reports. Banks that consciously identify and control risk layering are likely to
have portfolios with lower inherent risk than those that manage exposure simply through
individual credit criteria.

A Sound Approac dit Approvals

Choosing Product arget Markets

Retail lending policies siiquld id@ntify the types of loans the bank is willing to accept.
Examples might include pers@nal¥oafts, auto loans or leases, credit cards, student loans, and
loans to individuals secured b | residences. Loan policies should also state the
types of loans the bank is unwilling @0 make§within the retail portfolio because of oversight
costs, system limitations, required e jse, @ other reasons. Examples might include loans
for speculative purposes (e.g., margin loa to finance start-up costs for a new
business, loans to corporations or partnershig§; state loans for investment properties.
Lending policies should define product criteria,
amortization schedules, required collateral, and
revolving products should include standards for m
period length, and whether principal payments should B¢
period.

ogithly payments, revolving
redgven during a revolving

Target markets include geographic areas, borrowers’ credit pro @ methods used to find
new customers (e.g., mailing lists, credit bureaus, or brokers). DeSwed#Credit profile is an
important consideration, and the bank may decide to pursue prime or nonprime borrowers,
recognizing that differences exist within these broad categories. For example, nonprime
borrowers with poor credit histories may represent a higher risk than those trying to establish
credit for the first time. The data available for analyzing these two groups differ, as does the
method of predicting future payment performance. Examiners should assess whether the
bank’s credit criteria and underwriting guidelines recognize and accommodate these and
other target market choices, taking into account potential fair lending and other compliance
risks.

A product test, or pilot program, is an important consideration for new, expanded, or
significantly modified products. Before full rollout, testing should determine whether risk,
consumer acceptance, and other key assumptions made during the planning process hold true
or vary within acceptable ranges. The testing phase should be designed carefully to avoid
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potential fair lending or unfair or deceptive practices issues that may arise when specific
categories of consumers are selected for different or preferential treatment. For example,
consumers should receive appropriate disclosure of information to avoid potential unfair or
deceptive practices. In addition, the testing phase should identify potential consumer
compliance, fair lending, BSA compliance, or money laundering risks that may arise from
full implementation of the new product. Well-run banks establish aggregate and individual
test limits (e.g., new product channel tests cannot exceed 5 percent of loan originations at any
point) to limit and control exposure to new or untested products. Discipline is important, as is
resisting the urge to forgo thorough testing.

Testing programs should also include key performance measures for evaluating success. An
important prerequisite for such testing is assurance that pertinent data to monitor and
evaluate results are readily available and reliable. Testing also involves forecasting expected
results to give the pegi@rmance measures a base and context. As testing progresses,
management sho gin and investigate significant variances.

Establishing Un@er Criteria

Underwriting criteria de ank decides who is eligible for credit. Most important
are measures for consideririg @ bogower’s financial capacity and character. Because the bank
has the most complete and cu 0 information at the time of application, decisions
made during the underwriting procegs are ciacial to credit quality. This topic is a key
examination area, and examiners shduld ya disciplined and structured process.

Policies should define expectations for obtaipg
banks use multiple sources, relying on credit bu or credit history and the loan
application for income, housing, and employme jormation. Most retail lenders also use
credit scores, which use credit bureau data to proje@ ility of future payment
performance based on predictive characteristics and

The following three key factors generally determine credit

e Arreliable source of recurring income.

e A history of responsible performance.

e Sufficient income or assets to repay the subject debt and all other current and prospective
debt.

For retail credit, a borrower’s job-related income is usually the main source of repayment.
Operating procedures should specify how to consider the source, reliability, frequency, and
probable continuity of income, at least through the term of the loan. Some borrowers rely on
cash reserves or other assets for repayment, so banks should have defined methods for
assessing these repayment sources as well.

31 Refer to OCC Bulletin 2011-12, “Sound Practices for Model Risk Management: Supervisory Guidance on
Model Risk Management,” for prudent practices associated with the use and oversight of credit scoring models.
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One critical aspect of credit underwriting is how to evaluate the borrower’s capacity to repay.
The objective is to assess whether the borrower can reasonably afford the proposed debt
along with all other credit obligations he or she may have. A primary examination objective
is to consider whether the bank employs a practical, methodical, and objective process that is
likely to promote sound credit decisions over time. Banks use many approaches when
considering capacity. The most common approaches include the following:

e Minimum income: Establishes a minimum dollar income to qualify for a specific credit
product.

e Disposable monthly income: Attempts to determine an allowable residual amount after
deducting total monthly debt service expenses from gross (or net) income.

e Payment-to-income: Considers the monthly payment for the subject debt as a percentage
of monthly income. The objective is to evaluate whether a specific loan payment is
within normal, pgdent limits.

e Total housing % p-income: Considers all housing costs (e.g., mortgage, real estate

e association dues) as a percentage of gross monthly income. 2
ome: Considers all monthly required debt service payments

approaches. A bank’s policies and operati
approach may be used, including whether a
be part of a broader capacity evaluation. Exami i expect each bank to have a

credible approach that complies with any produ

within and across banks (for example, in some banks capacity-to-repa® formulas may differ
among products such as credit cards, mortgages, and automobile loans). The following are
common issues that should be addressed in lending policies, as they may result in
inconsistent calculations:

as the baseline capacity measure, with other measures
income, and disposable income buffers as useful supple

32 In some cases, a borrower’s credit report shows no mortgage debt and the loan application does not list a
monthly rent expense. In that case, the bank often either verifies that the borrower has no housing expense or
uses a minimum rent estimate based on geography (e.g., $800 per month).

33 In particular, Regulation Z requires creditors originating certain mortgage loans to make a reasonable and
good faith determination that a borrower will have a reasonable ability to repay a covered transaction at or
before consummation (12 CFR 1026.43). Banks have three options for complying with the ability-to-repay
(ATR) rule. They may (1) comply with the general ATR standards, (2) refinance a “non-standard” mortgage
into a “standard” mortgage, or (3) make a “qualified mortgage.” Refer to 12 CFR 1026.43, and the “Residential
Real Estate Lending” and “Truth in Lending Act” booklets of the Comptroller’s Handbook for additional
information on the covered transactions, ATR, and qualified mortgages.
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e Other income: Banks’ policies should specify how to treat income other than normal
salary, including income from self-employment, investments, commissions, and bonuses,
to promote consistent calculations. Consideration can vary, but banks that place less
emphasis on demonstrated recurring cash flow patterns tend to need stronger offsetting
risk management practices.

e Debt obligations from credit bureau information: Banks commonly obtain debt
information from credit reports as part of the capacity analysis. Credit bureaus reliably
identify debt owed, but monthly payment information is not always available. Most banks
have business rules to estimate monthly payment amounts, for example, using 1.5 percent
to 2.5 percent of the outstanding balance. Some banks also have rules for considering
credit bureau debt, such as eliminating monthly payments when only a few payments
remain, or incorporating payment estimates on deferred debt such as student loans. In
general, the more assumptions necessary, the stronger the risk management practices that
are needed to mig@ate uncertainties.

revolving lines: Measuring debt service capacity can be difficult

with revolvifig cr, rams. Available balances are easily accessible, allowing

a certain percentage of available debt will be drawn;
t use the potential debt. The first method is most

and analysis. The third is the mag8t lenie@t and requires close monitoring and controls.

e Variable rate debt: Variable integest rategfare common for revolving products, such as
credit cards and HELOCs. A rise in In s typically means higher payments,
possibly raising the borrower’s monthly igeome ratio from acceptable to risky,

even if the borrower takes on no additional Y Pdlient capacity evaluations build
potential interest rate adjustments into the d : alysis, helping to control
potential risk.3* Banks that ignore potential int&hg 6 ges should control exposure
with other methods.
Banks also use loan structure, collateral, and guarantees to ifrgate credit risk, but credit
decisions should still depend primarily on the strength of the baf grepayment capacity.
Collateral especially should not be a substitute for a comprehensi%esgapacity assessment, nor
does collateral compensate for insufficient information or evidence that a borrower’s primary
source of repayment cannot service the debt. In addition, bank management should recognize
that collateral values are often market driven and subject to change, and values that were
protective at loan origination can be insufficient in a forced liquidation. Specific policies

should address the use of collateral, procedures for ongoing valuation, and processes to
provide certainty that collateral liens are properly perfected and enforceable.

3 Refer also to 12 CFR 1026.43(c)(5)(i), “Minimum Standards for Transactions Secured by a Dwelling,” for
requirements with respect to debt service analysis for adjustable rate mortgages. When assessing a consumer’s
ability to repay an adjustable rate mortgage, a creditor must consider the higher of the introductory interest rate
or the fully indexed rate for loans under the general ability-to-repay standard.
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Loan Pricing Considerations

Loan pricing is an important component of credit risk management. As banks migrate from a
single price per product to risk-based pricing, their main challenge is often managing a
balance between pricing for risk and responding to competitors’ rates to maintain volume or
growth. Pricing errors can jeopardize portfolio performance and profitability, whether the
bank purposefully or inadvertently prices above or below the market. Problems with pricing
above the market include the following:

e Lower-than-expected response rates: When fewer consumers accept new loans, banks
face higher acquisition costs per account as well as less ongoing product revenue. This
result raises issues regarding whether revenue is sufficient to support the associated
infrastructure and has potential implications for earnings and capital.

e Adverse selectigd®®> Mispriced loans may inadvertently attract disproportionate volumes
of the least crg f@ y individuals. This happens because lower-risk customers take
advantage of*lessjpastly dinancing options, and higher-risk customers tend to apply for
and accept credigiat y rate.

e Higher-than-exp ep ent or attrition®® rates: If pricing and other terms are

viewed as onerous, bAgower§ cl@ose to pay off their loans as soon as possible or

refinance them with lendedfs t fer more favorable terms. This phenomenon is known
as “voluntary attrition” andN tched and managed in well-run banks.

Management sometimes chooses to
may have unintended consequences, an
assessments of the level of risk being assum
following:

ent’s analysis should include realistic
tal negative consequences include the

lication volumes can

and effectively. Beyond
robdems, this may result in
ipated funding

overwhelm the bank’s ability to process applicatio
the potential for loss of business and significant oper
compliance issues®’ or increased liquidity risk from hig
needs.

e Unrealizable or unsustainable profitability: In general, maf ate pricing assumes a
certain level of costs and a reasonable return. If response rates significantly exceed
expectations (resulting in higher funding and operational costs) or performance falls
below projections (resulting in higher collection expenses and credit losses), profitability

3 Adverse selection refers to a disproportionately high response or acceptance rate to a marketing offer by high-
risk customers in a targeted population. This situation generally occurs because the product or promotional
design is flawed.

36 Attrition refers to the closing of accounts either by the customer or the bank. The term is most commonly
associated with credit card accounts.

37 For instance, 12 CFR 202, “Equal Credit Opportunity Act” (Regulation B), requires that the creditor provide
notice of action taken within a specific period (e.g., 30 days after taking adverse action). Refer to
12 CFR 1002.9(a), “Notifications.”
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can be jeopardized. Pricing below the market leaves the bank more vulnerable to
unrealistic or unsustainable profitability.

e Difficulties managing geographic or market expansion: Expanding outside of
established markets requires a level of control that may go beyond the bank’s resources
and management expertise. Difficulties may arise from inadequate knowledge of new
geographic markets, adverse selection from brokers or dealers in newer markets, or
operational risk considerations such as difficulties with handling repossessions when
collateral is outside of the bank’s normal local markets.3®

When pricing for growth, forecasts should stratify expected revenue and anticipated loss
rates by credit grade or credit score so expectations can be established regarding profitable
performance. Bank forecasts should also include realistic assumptions for account retention,
as well as the longer-term impact on profitability. Most introductory pricing strategies are
loss leaders, and bankg,have difficulty achieving or sustaining profitability at those rates.
Further, if strategig ot well-conceived with carefully constructed underwriting
parameters, the #ank up with a portfolio that consists of higher-risk borrowers
locked into unrealisticall jnterest rates in terms of the credit risk posed. If the bank
elects to offer low intr tes, careful planning and forecasting are necessary to avoid
problems. Banks should'$gecific onsider the target markets and longer-term objectives,
and design pricing initiatives @ccOgdingly.

Managing Loan Acquisition @ourcgs

For retail lending, the various avenues OW
known as marketing channels. While cha e
marketing also extends to methods of identityin
different levels of information required on the p

new borrowers or loan applications are
the type of acquisition technique,
lifying applicants, as well as the
pplicants. As with other variables,

the type of marketing used may result in different € it and other risks.
Viewed in isolation, the least risky channel is a direct, fu from a borrower to a
bank’s loan officer. In this case, the loan officer has a com of the applicant’s

he channels become
further removed from direct contact, and as the information obta
applicant decreases, the level of risk tends to rise.

As the scope and breadth of retail lending expands, loan origination has moved beyond
sourcing loans through a bank’s own offices and branches. For most banks, the use of
indirect marketing channels is common, including the following:

e Brokers: Third parties that solicit applicants for various loan products, primarily real
estate-related, and then “shop” the applications to several different lenders. The financial
information provided is reasonably complete, and broker compensation varies but is
typically based on the principal amount of each loan.

38 Expanding into new markets can also raise potential fair lending risks. Refer to the “Fair Lending” booklet of
the Comptroller’s Handbook for additional information and discussion.
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e Dealers: Third-party retailers that generate loan applications to facilitate sales of their
products, generally automobiles, boats, recreational vehicles, pools, and spas. As with
brokers, dealers often maintain relationships with several banks to obtain funding for
even the least creditworthy consumers. Dealer compensation varies based on the bank’s
agreement with the individual dealer and the terms of the individual loan.

e Correspondents: Organizations that have agreements with one or more wholesale
lenders to act as their retail representative, lending directly to consumers. Correspondent
lenders generally use wholesale guidelines to approve and close loans with their own
funds, and agree to buy back loans that deviate from wholesaler standards.

e Internet: Use of a bank-controlled Internet site or participation with an Internet loan
broker or other third party to generate electronic applications. These applications may be
bank-specific or may be forwarded to a number of lenders in a broker-type situation. The
extent of the information requested varies based on the product involved and the third
party, and may rggult in a subsequent request for additional information once the

e Marketplace len

financial services ind@gtry th@t predominantly uses investment capital, nontraditional

underwriting, and online lat to lend to consumers and small businesses.
Marketplace lenders may riety of financial products, including small
business loans, consumer loans, §tudent §oans, and real estate loans. Marketplace lenders
may fund their loans through vartgus meag®, including equity capital, commercial lines of

credit, sale of whole loans to institutio
programs.

tors, securitizations, and pass-through note

Loans sourced in any of these ways help minim
for robust quality assurance and third-party managey clgns. Arrangements with
brokers, dealers, or other third-party sources should i ed®ate due diligence and well-
structured agreements that describe factors such as qualitygan lunae expectations, target
acceptance rates, and compensation parameters.°

expenses but increase the need

Another option for growth is through portfolio acquisition, i.e., p ng an entire retail
credit portfolio, a product portfolio, or any target segment from another institution. For large
purchases, quality and performance are typically evaluated on a portfolio, rather than a loan-
by-loan, basis. Comprehensive and effective due diligence (including account sampling) is
critical for the bank to understand the level of risk assumed and price its offer appropriately.

As banks expand into new channels, examiners should consider whether systems can
adequately manage and monitor activity from the new sources. Lack of product experience

39 Refer to OCC Bulletin 2013-29, “Third-Party Relationships: Risk Management Guidance,” for more
information about third-party due diligence and management practices. Refer to 12 CFR 1026.36, “Prohibited
Acts or Practices and Certain Requirements for Credit Secured by a Dwelling,” for more information about
permissible compensation for mortgage loan originators (including brokers) in connection with closed-end
mortgage loans.
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and the failure to implement a proper monitoring and control environment can lead to
problems, including unexpected application volumes, compliance issues, application fraud,
and other situations not contemplated in the planning process. The OCC supports responsible
innovation®® in retail lending, including the use of new or improved products, services, and
processes that meet the evolving needs of consumers. Examiners should consider whether
loan acquisition sources, including new or innovative channels, are approached responsibly,
encourage fair access to financial services, and are managed in a manner that is consistent
with sound risk management and protective of consumer rights.

Establishing Credit Approval Processes

Given the large loan volumes, retail lenders often attempt to automate as much of the credit
approval process as possible. When practical, applications are often directed through rule-
based criteria concer, profitability, credit standards, credit amounts, policy exceptions,
and pricing. The is one of four main results:

e Auto-approve

e Auto-decline

e Recommended appro
e Recommended decline

Most decisions for unsecured loans fall intoghe auto-approve and auto-decline categories,
since the underwriting criteria mainl Sisig@T prior credit performance and some income-
based capacity and loan amount standards ommended approve and recommended
decline options generally flow to a bank sta begfor manual underwriting.*! Secured
loans usually have some manual review and co adnof collateral values, advance rates,
@ pects as well. For cost and

etc., but standard rules and decision criteria govern
efficiency reasons, bank management generally pretg

possible through the automated options to leverage teChino economies of scale. This
makes the criteria at each decision point extremely impo gre should be policies
regarding the support needed for each. Decision criteria for als and manual
reviews should comply with the bank’s written guidelines and si§ approved by the
appropriate level of management according to internal policy delégai®ns. Additionally, a

clear audit trail should document the approval process.

Prudent management of automated credit approval processes should include allocating
sufficient resources to efficiently handle anticipated volumes, meet competitive processing

40 The OCC defines responsible innovation as the use of new or improved financial products, services, and
processes to meet the evolving needs of consumers, businesses, and communities in a manner consistent with
sound risk management and aligned with the bank’s overall business strategy. Visit the OCC’s website at
www.occ.gov for more information on responsible innovation.

41 Examiners should also evaluate whether credit decisions made during these manual reviews are supported by
prudent business processes and controls designed to manage potential fair lending and other compliance risks.
These controls should include adequate monitoring reports, as well as periodic process and transaction reviews
by independent control functions such as internal audit, risk management, or compliance management.
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and pricing turnaround times, and make sound credit decisions consistent with the bank’s
credit strategies. Banks should have appropriate policies, procedures, and processes to ensure
compliance with relevant laws and regulations, including the provision of required
disclosures and notice to the customer regarding the credit decision.?

Sometimes, a single borrower may approach several different areas of the bank for various
forms of credit (e.g., credit cards, mortgages, and auto loans). Banks may assign
responsibilities in different ways, but when possible the credit granting process should
coordinate the efforts of all relevant departments to ensure that credit extensions are
coordinated and consistent, and that sound credit decisions are made.

Prudent Credit Administration

Credit administratio
credit portfolios,
identification, a
borrower and transagtio
monitoring loan agree ms, handling borrower contact and correspondence, and, when
necessary, executing co [

fers to activities occurring once the credit decision is made. For retail
des actions related to account management, collections, risk
ognanagement. Most of these actions relate to maintaining

Key risk management aspects redit administration function include the
following:

e Efficient operations: Efficient processés s
contractual monitoring, managing legal
monitoring collateral.

e Accurate and timely information: Borrow:
timely and processed efficiently into managemeny

e Prudent controls: Effective internal controls shoulG

e Comprehensive compliance program: Internal poli
compliance with all applicable laws and regulations, an
guidance.

d exist for documentation follow-up,
mpftance obligations, and managing and

The credit administration function will vary with the bank’s size, complexity, risk profile,
and organizational structure. In large banks, specific credit administration responsibilities are
often assigned to specialized departments that have the expertise and economies of scale to
handle high-volume operations. In community banks, a few individuals may handle multiple
functions, so rotating duties and maintaining sound internal controls are key to effectively
managing the risks. When credit administration staff performs sensitive functions,* the staff
should report to managers independent of the credit origination and approval process.

42 Refer to footnote 5.

43 Sensitive functions generally include those in which a person has influence over financial records and access
to assets; in which a significant error would result in the inaccurate reporting of transactions; or in which false
information could allow a person to gain control of assets.

Comptroller's Handbook 30 Retail Lending



Version 1.1 Introduction > Risk Management

Sensitive functions may include custody of key documents, wiring out funds, or entering
contract terms and credit limits into servicing systems.

One important credit administration responsibility is appropriate control of credit and
collateral documentation. Credit documentation should include all the information used to
make the original credit decision, as well as sufficient information to track subsequent
decisions and the history of the credit. For example, retail credit documentation should
include the initial application, borrower financial information, credit assessment information,
internal memorandums, and records of any customer contact. Collateral documentation, if
applicable, should include initial valuations, refreshed values, lien perfections, and insurance
information. The loan review function should include credit and collateral documentation
reviews as part of its normal scope to determine whether credit and collateral documentation
is complete and all loan approvals and other necessary documents are obtained.

ms can target individual accounts or large portfolio
nual or automated. Analyzing borrower behavior and

i ential exposures and opportunities to manage

ome from customer files; automated tools, such

I management reports.

cisions such as line increases and
decreases, freeze programs, and over-limit auth These types of actions pose credit

risk and should be as controlled as the initial un

retention, and operations, and may also include inpu
management, compliance, quality assurance, and audit.

customer request or question. Large banks are more likely to act anage accounts by,
for example, targeting portfolio segments proactively to respond to economic conditions or
competition. Regardless of bank size, the basic approach should be similar: the range of
available account management activities should be established in advance, policies and
operating procedures should guide actions, and management reporting should monitor the
performance, profitability, and risk characteristics of accounts subject to account
management activities.**

44 Bank management should maintain policies that ensure consistent treatment of similarly situated customers in
over-limit decisions (and other account decisions discussed in this booklet, e.g., approvals and line increases) to
avoid violating fair lending and other consumer protection laws. Additionally, bank management should
maintain policies that address the Fair Housing Act (42 USC 3605), the Equal Credit Opportunity Act

(15 USC 1691), section 5 of the Federal Trade Commission Act, which prohibits unfair or deceptive acts or
practices, and section 1036 of the Consumer Financial Protection Act, which prohibits unfair, deceptive, or
abusive acts or practices.
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Common account management activities with credit risk implications include the following:

e Credit line management: As with assigning initial credit lines, criteria for credit line
increases should focus on the repayment capacity of the borrower. When poorly
managed, practices such as offering large credit limits as a marketing tool or liberally
increasing credit lines to promote customer retention, increase the risk profile of
individual borrowers and the portfolio as a whole. In general, credit lines should be
increased only for accountholders demonstrating the financial capacity to perform at the
new, higher credit limit.*> As a prudent practice, banks should have defined standards for
all significant credit line increase programs. Community banks without formal credit line
increase programs should still maintain prudent guidelines for line increases.

e Over-limit approvals: Most banks establish explicit credit limits based on the
borrower’s financial condition and repayment capacity at a given point in time. When a
borrower requestgfamounts above his or her established credit limit, the bank must decide
whether additigi edit is warranted. Over-limit approvals increase risk and should be
closely man&ged.

parameters, and mers who are paying as agreed under their current terms.
Reporting should anagement to effectively monitor and control over-limit
activity, including th erformance of accounts for which over-limit advances

amounts, and repayment. Account management

thorizations and provide for timely repayment
Ily no longer than three to six months)

e borrower and portfolio.

requent for delinquent accounts, there

practices that do not adequately
(typically at the next billing cyc
significantly increase the credit ris
e Account closures: Although account Tl
may be other circumstances under which cu
facet of controlling risk, contingent liabiliti

For example, in addition to
rsgit may be prudent to close

assess a customer’s ability to make the required minimum periodic payments un@ e terms of the account
based on the customer’s income or assets and current obligations. Refer to 12 CFR 1026.51, “Ability to Pay,”
and the “Truth in Lending Act” booklet of the Comptroller’s Handbook for information on ability-to-repay
requirements and guidance.

46 Regulation Z provides limitations on when a HELOC account can be terminated, suspended, or reduced.
Refer to 12 CFR 1026.40(f), “Limitations on Home Equity Plans.” For example, the bank can freeze or reduce a
credit line only under a limited set of circumstances, including during any period in which (1) the value of the
collateral declines significantly below the appraised value for the purposes of the HELOC; (2) the consumer is
in default of a material obligation under the loan agreement; or (3) the bank reasonably believes the consumer
will be unable to fulfill the repayment obligations under the plan because of a material deterioration in the
borrower’s financial circumstances.

Additionally, the Consumer Financial Protection Bureau amended its mortgage servicing rules in October 2016,
adding provisions defining who is a successor in interest and detailing the treatment of successors in interest
and consumers in bankruptcy with respect to periodic statements and the servicing of delinquent first lien
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e Retention strategies: The retail credit market is extremely competitive with constant
substitute offers and refinancing opportunities. Consequently, many banks actively
attempt to identify profitable loan customers likely to be targeted by competing offers
and proactively offer them more attractive or enhanced products. These offers typically
include reduced interest rates, higher credit lines, convenience checks, or upgrades to
associated products or services. Even banks not engaging in proactive contact generally
develop customer profitability and performance guidelines triggering product offers or
refinancing if a customer calls to close an account or request a pay-off. As with other
account management activities, banks with larger or more complex retail portfolios
should monitor and analyze the volume of retention calls (in and out), the acceptance
rate, and the ongoing performance of accounts accepting retention offers. This
information is critical to assess the profitability of retention initiatives and to adjust
practices as necessary.

e Early customer gutreach programs: Active borrower outreach can be an effective

~ practice and is most prevalent for loans such as home mortgages,*’

HELOCs, adtom s, and automobile leasing programs. For HELOCs, the end-of-

draw period*® offen r i0 substantially higher amortization payments and a loss of

ends. Prudent lenders reach out to borrowers well before their
scheduled line termirgtion ddfes%o establish contact, obtain information, and engage the
borrowers in discussions fegafding potential repayment options. For auto leasing, banks
typically contact custome -end to determine whether the customers plan to
return or purchase the vehicle. | se, outreach activities often begin well in
advance of significant event dat s up to 12 months in advance. Borrower
outreach is also common for subpri hat call borrowers to verify payment
terms and remind them of upcoming pay; ly outreach programs can be effective

d expect sound, practical research

each programs used.

uidelines for when loans can

and analysis supporting the timing and term
e Extensions and renewals: Bank policies typic@
be extended or renewed, and any fees involved.

and Account Management Policy”4° states these acti ouldsbe reasonable in terms
of frequency, duration, and creditworthiness requirements. Geg , extensions and
renewals should be controlled and based on an updated evald the borrower’s
willingness and ability to repay. Management should track the es involved, monitor

mortgage loans. The mortgage servicing rules become effective in October 2017 or April 2018, depending on
the provision. Refer to 81 Fed. Reg. 72160 (final rule) and 71977 (interpretations), October 19, 2016.

47 Refer to 12 CFR 1024.39, “Early Intervention Requirements for Certain Borrowers,” regarding requirements
under Regulation X for federally related mortgage loans.

48 Refer to OCC Bulletin 2014-29, “Risk Management of Home Equity Lines of Credit Approaching the End-
of-Draw Periods: Interagency Guidance,” regarding regulatory expectations for management oversight of
HELOCs approaching their end-of-draw period.

49 Refer to OCC Bulletin 2000-20, “Uniform Retail Credit Classification and Account Management Policy:
Policy Implementation.”
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subsequent performance of accounts extended or renewed, and use the information to
develop and update terms and standards around these actions.

e Payment holidays or “skip-a-pay”: A payment holiday refers to the practice of
allowing a performing borrower to skip a payment for a month. Most often, the bank
picks the payment-free month, but sometimes borrowers are allowed to choose. This
practice has evolved in response to competition, and should be very carefully controlled.
Although this practice can be popular with borrowers, and is generally profitable for the
bank in that interest continues to accrue and the loan term is lengthened, it clouds risk
analyses relying on regular payment streams. If offered, payment holidays should be in
conformance with applicable law, controlled, and available only to the most creditworthy
customers.

e Pay-aheads: Pay-aheads occur when a customer makes a payment exceeding the
minimum amount due. To the extent permitted by law,*° rather than applying the excess
amount to the lo principal balance and reducing the number of payments remaining,
the bank may e excess to subsequent payments. The result is that the customer is
not required¥o m nather payment until the excess amount is exhausted. Pay-aheads
may be used in anner for installment credit, but are generally inappropriate

on

ingquencies. Banks accepting payments above the
minimum due on credit’cdrd agcofints must comply with 12 CFR 1026.53, “Allocation of

Payments,” which sets for

Handled prudently, account manageRgent actiyties can benefit both the lender and the
borrower. Active account management helg&’prg#@nt attrition and can increase profitability.
As with any credit activity, however, poofly iveg or executed actions can significantly
increase risk. To manage risk, lenders should ac pdpage both the types and timing of
account management actions to avoid over-lend everaging customers.
Management should have reports and analyses to d itor activities and identify
and explain performance trends or anomalies in a timety NExaminers should consider
how management uses this information to adjust policies tegies, and how promptly
management responds to emerging issues. In general, the b8{ter ent understands the
bank’s risk profile, products, and customer bases, the more e pank’s account
management practices will be.

Collecting Delinquent Accounts

The collection function manages the bank’s problem accounts. Managing risk and
minimizing losses require skilled staff, sound policies that are consistent with applicable laws

50 Various provisions of Regulation Z address payment application depending on the underlying credit type.
Refer to 12 CFR 1026.32(c), “Requirements for High-Cost Mortgages” (principal-dwelling closed-end
mortgage); 12 CFR 1026.41(d)(5), “Periodic Statements for Residential Mortgage Loans” (closed-end
mortgages generally); and 12 CFR 1026.10, “Payments” (open-end account).
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and regulations,® and well-conceived strategies. Orderly repayment is the goal, with
repossession, foreclosure, or other legal action a last resort.

Collections policies should provide comprehensive guidance for staff, addressing the full
range of collections activities, with particular attention on the following:

e Authority levels: Including limits with respect to making payment, forbearance,
concession, or forgiveness arrangements with borrowers. Policies should establish review
and approval parameters and reporting requirements.

e Collector compensation: Including incentive payment programs and required
compliance with policies, procedures, and all relevant laws and regulations. Examiners
should determine that collector compensation programs appropriately balance the
collection of accounts with efficiency standards. These programs should promote
compliance with gl collection laws and regulations.

e Collector mg : Describing in detail how collector performance is monitored and
evaluated, ir€lu allgmonitoring programs and requirements. %2

Staffing plans should rflectghe number of collectors and level of expertise necessary to
handle current and near- prajected collection volumes. In general, collection efforts are
more effective when supportdi byaexferienced and stable management and staff. Overall
productivity suffers as experie rease or turnover increases, and severely
understaffed units tend to show dis ately poor results. In small community banks,
eir own loans. As volumes increase,

cting all product types and then

urce some or all collections activities

separate collection units are common, Initi
specializing at the largest operations. Sonte
to third-party specialists. Such banks may, for e :
house and transfer delinquent accounts to a thir y ageRcy once the account becomes
90 days past due. Many different approaches can i&gffectiWe as long as bank management
recognizes that effective collections requires staff ski penience that are consistent
with the size, volume, and complexity of the bank’s risk gfofil&and the products offered.

Operational approaches vary in terms of prioritization, work q the form and
frequency of customer contact. Most banks prioritize collection a8 s by delinquency
level, dollars at risk, credit scores, or some combination of those factors. Collector tools
include payment reminder calls, text messages, e-mails, statement notices, letters, telephone
calls, legal action, and payment plans and workout programs. Collection strategies govern
what actions collectors take at what point in the collection process, and the diligence to

51 Among the laws and regulations that are relevant to a bank’s collection function are the mortgage servicing
requirements in 12 CFR 1024, “Real Estate Settlement Procedures Act (Regulation X)”’; Servicemembers Civil
Relief Act, 50 USC 3901, et seq.; section 5 of the Federal Trade Commission Act; 15 USC 45, “Unfair Methods
of Competition Unlawful; Prevention by Commission”; and the Fair Debt Collection Practices Act,

15 USC 1692, et seq.

52 Examiners should refer to product-specific retail lending booklets of the Comptroller’s Handbook such as
“Credit Card Lending,” “Residential Real Estate Lending” and “Installment Lending” for discussions of the
specific factors and types of reporting common in collection activities for individual products.
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actively monitor collections and track the effectiveness of strategies is a key aspect of
collections management and oversight.

Large collection units are constantly re-evaluating and revising strategies to improve contact
rates and elicit the most cost-effective responses in terms of dollars collected and losses
averted. Strategies typically vary based on borrowers’ risk profiles, dollars at risk, and other
variables. For example, strategies employed for subprime portfolios are often considerably
more labor-intensive and active than those for the prime population. The bank’s risk
management area often works closely with the collection department to develop strategies,
analyze results, and make modifications as warranted.

Collector productivity is also linked to the use of technology and the quality of initial and
ongoing training. Collection technology typically includes using automated dialers and call
optimization softwargathat “remembers” the best time to call customers based on past
successful contacts Aing should focus on the effective use of technology, building strong

The following collectio
can distort a portfolio’s re

, agaong others, should be used judiciously because they
reed perf@rmance if used excessively or inappropriately:

e Re-aging: Returning an open-e
amount of principal, interest, an e contractually due.

e Deferrals: Deferring a contractually due pa
other terms of the loan, including maturity.
the deferral.

e Renewals: Underwriting a matured, closed-end 103
amount and on similar terms.

e Rewrites: Underwriting an existing loan by significantijgcha
payment amounts, interest rates, amortization schedules, or4

is shown current upon granting

allNgat its outstanding principal

ts terms, including
rity.

Re-aging of open-end accounts and extensions, deferrals, renewals, and rewrites of closed-
end loans can be used to help borrowers overcome temporary financial difficulties, such as a
job loss or medical emergency. A liberal policy on re-aging, extensions, deferrals, renewals,
or rewrites can mask the true performance and delinquency status of portfolios. Prudent use
is acceptable, however, when it is based on a renewed willingness and ability to repay the
loan, and when it is structured and controlled in accordance with sound internal policies and
operating procedures. Each of these practices is subject to the Federal Financial Institutions
Examination Council’s (FFIEC) Uniform Retail Credit Classification and Account
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Management Policy®? standards, including ongoing monitoring and adequate documentation
for each practice.

The use and structure of workout and forbearance programs also require prudent
management.>* Payment terms for workout and forbearance programs should predominantly
include principal amortization and specifically prohibit negative amortization.*> Generally,
interest should not be capitalized when the creditworthiness of the borrower is in question.®
The end result should be a loan structure with a reasonable payment plan that the borrower
can sustain based on the circumstances of his or her hardship. Evidence of poorly structured
or poorly managed workout and forbearance programs include liberal repayment terms with
extended amortization periods, high charge-off rates, migration of accounts from one
workout program to another, multiple re-ages or extensions, and poor monitoring of program
performance. Examiners should be critical of workout programs that are not managed
properly, and requireghie bank to take appropriate corrective action. These actions may

increasing loan-#0ss TeggfVes, and directing charge-offs to appropriately recognize losses.
Examiners should b

Monitoring Portfolio

Retail credit portfolios can generate@ubstanial credit risk for the bank, although the
exposure generally has a different dyigamic c
exposures are typically numerous, but relati
seldom threatens the bank’s solvency. ThiS i
management, but also makes retail portfolioS su

all, and default by any single borrower
jversity aids in concentration
0 broad economic issues such as

53 Refer to OCC Bulletin 2000-20, “Uniform Retail Credit Cla
Policy Implementation.”

ccount Management Policy:

> Workout and forbearance programs generally refer to agreements in Wiich thé#balagce owed is placed on a
fixed (dollar or percentage) repayment schedule in accordance with modifiegfConcessibnary terms and
conditions, generally in lieu of foreclosure or other legal action. The repaymeht termgitypically require
amortization or liquidation of the balance owed over a defined payment period. THese arrangements are often
used when a customer is unable to repay the loan in accordance with its original terms, but shows the
willingness and ability to repay the loan in accordance with its modified terms and conditions. Refer to OCC
Bulletin 2000-20, “Uniform Retail Credit Classification and Account Management Policy: Policy
Implementation,” and OCC Bulletin 2003-1, “Credit Card Lending: Account Management and Loss Allowance
Guidance,” for additional regulatory guidance on the prudent use, control, and oversight of workout and
forbearance programs.

55 Some banks also use temporary hardship programs that help borrowers overcome temporary financial
difficulties, but these are generally short term (less than 12 months) and may not always include principal
amortization. Any such programs should be offered in conformance with applicable law.

%6 Other considerations about the appropriateness of interest capitalization are whether it was included in the
original loan terms to compensate for a planned temporary lack of borrower cash flow, and whether similar loan
terms can be obtained from other lenders. Any capitalization of interest should follow generally accepted
accounting principles and the FFIEC’s “Instructions for Preparation of Consolidated Reports of Condition and
Income.”
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employment levels, general interest rate changes, and other systemic conditions. It also
allows retail lenders to better estimate default levels and manage losses, affording the
opportunity to build loss rates more reliably into loan pricing.

A second key characteristic of retail loans is that, absent fraud, losses tend to follow
consistent patterns. For example, borrowers typically fail to make a minimum monthly
payment or rapidly increase the use of a credit card line in the initial stages of a troubled
situation. This pattern makes warning signs such as early-stage delinquencies and rising
utilization rates important credit quality signals that should be monitored closely. It also
underscores the importance of required minimum payments that allow borrowers to
demonstrate capacity through performance each month. Further, diligent monitoring allows
retail lenders to proactively manage portfolio-level risk by adjusting marketing approaches,
increasing minimum credit scores, or changing pricing to enhance cash flow buffers.

Rapid portfolio gr, 0 has the potential to distort portfolio performance and credit
quality measure$: of this potential, in addition to monitoring delinquencies and
charge-off trends, m@nagaengshould also monitor performance using analytical techniques
that consider the effec . The two most common are vintage analysis and lagged
analysis.

e Vintage analysis: Groupi
example, management may eval
compare them with performance\@f new ¢
evaluate how underwriting or decis

e Lagged analysis: Adjusting the denomi
minimize the effects of growth or attrition. I ggéd analysis, management may
compare a given month’s charge-offs (or de

S\ with the outstanding balances
from an earlier period, e.g., six months prior. Thg eflyipg assumption is that a fast-
growing (or rapidly declining) portfolio tends to d t

loans that were made in a given time frame. For
rmance of all new car loans made in 2012, and
oans in other years (or “vintages”) to
J@Imay have affected performance.

ss rate (or delinquency rate) ratio to

loss rates.®’

Both approaches help adjust for the effect of portfolio gro
management at banks of all sizes should consider them when
rapidly.

A third important portfolio-level issue involves identifying and managing credit
concentrations.®® Concentrations take many forms and pose risk whenever a significant
number of credits tend to be influenced by a few key factors. For example, although
generally diversified, retail portfolio performance tends to react positively and negatively to

5" For example, if a bank uses a 180-day delinquency period for charge-offs, absent fraud or other early charge-
off actions, it will take six months for a problem account to migrate through the delinquency buckets. If at the
same time the outstanding loans in the denominator are growing, the combination of growth and charge-off
delays tends to understate reported loss rates. The opposite effect occurs in a shrinking portfolio, where a failure
to “lag” the denominator (outstanding loans) tends to overstate loss rates.

%8 Refer to OCC Bulletin 1999-38, “Interagency Guidelines for Real Estate Lending Policies: Treatment of High
LTV Residential Real Estate Loans,” for a discussion of the monitoring, reporting, and concentration limits
associated with high LTV residential mortgage loans.
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broad economic factors, such as unemployment, interest rates, and housing prices. During a
recession, rising unemployment often contributes to higher default rates from income
interruptions, while at the same time housing prices—and collateral values—fall because of
reduced demand. If deep and widespread enough, the factors can feed on each other,
worsening the cycle and resulting in unexpected, broad portfolio deterioration.

To manage exposure to retail credit concentrations, many banks use active management of
concentration and risk limits as part of their risk management framework. Concentration and
risk limits set upper bounds on exposures to limit the potential for unexpected events to
impair the bank’s earnings or solvency.®® Limits can be either specific values (loan or
commitment amounts) or linked to other measures, such as growth rates, portfolio mix,
market share, or capital. Concentration limits are usually established as a percentage of
capital, whereas risk limits may be expressed as a percentage of assets, percentage of loans, a
growth rate, or other gglevant measure.

varies among banks, but generally occurs at three main levels,
the overall portfolio Mindi roducts, and individual product segments or geographic

ditions, management expertise, and the results of stress
tests® when setting prude Agtive limit management is an important risk
management tool, and limits should b t meaningful levels—not so high that they are
never approached, but not so low thdt they Will be breached constantly. Examiners should

recognize that banks limited by geodkaphy, stigtegy, or expertise cannot always easily
f need to actively manage and monitor

diversify, but that does not exempt ba
exposures against prudent risk limits.

typically by a risk management function or other independent control group. Loans that
approach threshold or hard limits should prompt senior-management discussions about the
nature of the underlying exposure, the economic outlook for the segment, region, or sector,
and possible alternatives to controlling exposure levels, up to and including a temporary limit
increase or the need to curtail a position. Oversight committees should approve any limit
increase before a request to the board or other senior risk committee occurs. Examiners

%9 Refer to the “Concentrations of Credit” booklet of the Comptroller’s Handbook for more information on
identifying and managing risks associated with concentrations of credit.

80 Refer to OCC Bulletin 2012-14, “Stress Testing: Interagency Stress Testing Guidance”; OCC Bulletin
2012-33, “Community Bank Stress Testing: Supervisory Guidance”; and OCC Bulletin 2012-41, “Stress
Testing: Final Rule for Dodd-Frank Act Section 165(i),” for supervisory guidance on the use of stress testing to
identify and quantify risk in loan portfolios and establish effective strategic and capital planning processes.

Comptroller's Handbook 39 Retail Lending



Version 1.1 Introduction > Risk Management

should expect committee minutes to document the level and depth of discussions, including
decisions reached and any follow-up expected of the business line.

Banks should have a defined process for setting and considering limit changes, including
appropriate analysis and support as well as designated approval authorities. In community
banks, the board or a designated board committee typically monitors exposures rather than
limits and approves any changes to limits.

Heightened Standards

The risk governance framework should include concentration and risk limits and, as applicable, front line
unit risk limits, for the relevant risks. Concentration and front line unit risk limits should limit excessive risk
taking and, when aggregated across such units, provide that these risks do not exceed the limits
established in the covered bank’s risk appetite statement.5?

In some cases, the b
diverse borrowers
bank may accept conc

e area, geographic location, or lack of access to economically
oiding or reducing concentrations difficult. In others, the
ratigns 1o capitalize on expertise in a particular industry or

economic sector. Often Bank ma ent determines that the bank is adequately
compensated for incurring Cefitairfgxposures and assumes some level of concentration risk
deliberately.

and manage exposures, including maki ernatives to reduce or mitigate
concentration levels. Mitigation can inclutle the additional risk, increased
Lo diversify exposures.

Even when intentionally assuming ceys, bank management should actively monitor
0

exposures, as well as
itigate the risks. The
quality, detail, and timeliness of management reporting are critjg
should support the monitoring of exposures against established
management of portfolios or segments approaching established thresholds. In particular,
business line and risk managers tailor the information to the complexity of the business and
the composition and quality of the subject portfolios. The entire reporting process should also
fall within the scope of independent review functions, such as credit policy, loan review, and
internal audit.

Critical Reviews of Pricing and Profitability

One important internal risk management exercise is the diligent analysis of revenues, profits,
and losses. This analysis should occur for the retail business as a whole, and for each major
product. Strong managers constantly challenge forecasts and assumptions, attempting to

81 For more information, refer to 12 CFR 30, appendix D, 11.F, “Concentration and Front Line Unit Risk
Limits.”
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understand strengths, opportunities, and vulnerabilities inherent in their business models.
Studying cash flows and the impact on profits is vital to knowing whether the risks assumed
are producing the returns expected. This analysis should focus on exactly how cash flows in
and out of the business. Each significant revenue and expense line item should be evaluated
at a point in time, on a trend basis, and compared with projections, budgets, or expectations.
The objective is to understand the contribution, importance, and sustainability of each
revenue and expense line item to better understand the strengths and vulnerabilities of the
business model.

Some small, non-complex community banks may perform this type of analysis through their
budget variance process. Large banks often expand the analysis to the business line and
significant segment levels to consider product and target market decisions, as well as the
practical effects of competition. Careful analysis helps management understand the
implications of pricipgyand funding choices, improving the chances that higher-risk products

characteristic. This leve ovides a better conceptual understanding of how and
where risk is assumed, ho rketing and acquisition choices affect cash flows, and how
effectively resources are allocated el of analysis serves as an important validation

tool for the risk assessment process.

This same analytical discipline shoul M
loses money. Often, the same factors that€Caug€ |
designed loan structures, model error, etc.—ma ua highly profitable product. When
revenues are high, there is little pressure to anal W the profitability occurs. This failure
to question highly profitable segments may mask 4§ g

conditions change. Disciplined bank management que

problems until economic
ofits as thoroughly as losses,
primarily through a rigorous, systematic understanding ofghe%ue Cagh flows for each
business.

a product is highly profitable as when it
rapid expansion, mispricing, poorly

Nonaccrual Status for Retail Loans

Banks should follow the FFIEC’s “Instructions for Preparation of Consolidated Reports of
Condition and Income” (call report instructions) when determining the accrual status for
consumer loans. As a general rule, banks shall not accrue interest, amortize deferred net loan
fees or costs, or accrete a discount on any asset if

e the asset is maintained on a cash basis because of deterioration in the financial condition
of the borrower,

e payment in full of principal or interest is not expected, or
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e principal or interest has been in default for a period of 90 days or more unless the asset is
both well secured and in the process of collection.%?

The call report instructions provide two exceptions to the general rule:5

(1) Consumer loans and loans secured by a one- to four-family residential property need not
be placed in nonaccrual status when principal or interest is due and unpaid for 90 days or
more. Nevertheless, consumer and one- to four-family residential property loans should
be subject to other alternative methods of evaluation to assure that the bank’s net income
is not materially overstated. To the extent that the bank has elected to carry a consumer or
one- to four-family residential property loan in nonaccrual status on its books, the loan
must be reported as nonaccrual in the bank’s call report.

(2) Purchased credit-impaired loans need not be placed in nonaccrual status when the criteria
for accrual of inc@gae under the interest method specified in Accounting Standards
Codification btopic 310-30, “Receivables — Loans and Debt Securities
Acquired with D d Credit Quality,” are met, regardless of whether the loans had
been maintained al status by the seller. For purchased credit-impaired loans
with common ris eriStics that are aggregated and accounted for as a pool, the
determination of nortagcrual rual status should be made at the pool level, not at the
individual loan level .5

As a general rule, a loan in nonaccryél statu§ may be restored to accrual status when

e none of its principal and interest is due
the remaining contractual principal an

aid, and the bank expects repayment of

52 An asset is “well secured” if it is secured (1) by collateral in the form of liens on or pledges of real or
personal property, including securities, that have a realizable value sufficient to discharge the debt (including
accrued interest) in full, or (2) by the guarantee of a financially responsible party. An asset is “in the process of
collection” if collection of the asset is proceeding in due course either (1) through legal action, including
judgment enforcement procedures, or (2) in appropriate circumstances, through collection efforts not involving
legal action that are reasonably expected to result in repayment of the debt or in its restoration to a current status
in the near future.

8 For more information, refer to the “Nonaccrual Status” entry in the “Glossary” section of the call report
instructions. This entry describes the general rule for the accrual of interest, as well as exceptions for retail
loans. The entry also describes criteria for returning a nonaccrual loan to accrual status.

% For more information, refer to the “Purchased Credit-Impaired Loans and Debt Securities” entry in the
“Glossary” section of the call report instructions.
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Risk Rating Retail Loans

OCC Bulletin 2000-20, “Uniform Retail Credit Classification and Account Management
Policy: Policy Implementation” (classification policy), establishes standards for classifying
retail credit for banks subject to OCC supervision.® This is broad policy guidance, adopted
on an interagency basis to promote prudent and consistent treatment across financial
institutions. In general, the federal banking agencies have recognized that a retail credit
portfolio typically consists of a large number of relatively small-balance loans, so evaluating
the quality of a retail credit portfolio on a loan-by-loan basis can be inefficient and
burdensome. Therefore, the agencies have adopted a practical expedient for retail credit loan
classification purposes based on individual borrower repayment performance. The
classification policy states, in general, that troubled retail loans should be classified for
regulatory purposes based on the following criteria:

charged off.® In lieuNaf char@indh\eff the entire loan balance, loans with non-real estate
collateral may be written @owRtothe value of the collateral, less cost to sell, if
repossession of collateral 1 r In process.

e One- to four-family residentialireal estate loans and home equity loans past due
90 days or more with LTV ratioS\greater ti#an 60 percent should be classified

substandard. Properly secured residenti
less than 60 percent are generally not Cl
equity loans to the same borrower at the sa
combined LTV ratio equal to or less than 6
loans for which the bank does not hold the seni@
or more, however, should be classified substandard
less than, 60 percent.

state loans with LTV ratios equal to or
hased solely on delinquency status. Home

due. Any outstanding loan balance in excess of the value of tifewau@perty, less cost to sell,
should be classified loss and charged off.

% The interagency classifications used for retail credit—substandard, doubtful, and loss—are defined in OCC
Bulletin 2000-20, published at 65 Fed. Reg. 36903. The classification policy also states that although the OCC
does not require institutions to adopt identical classification definitions, institutions should classify their assets
using a system that can be easily reconciled with the regulatory classification system.

% For operational purposes, whenever a charge-off is necessary under this policy, it should be taken no longer
than the end of the month in which the applicable time period elapses. Any full payment received after the 120-
or 180-day charge-off threshold, but before month-end charge-off, may be considered in determining whether
the charge-off remains appropriate. Open-end retail accounts that are placed on a fixed repayment schedule
should follow the charge-off time frame for closed-end loans.
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e Loans in bankruptcy should be classified loss and charged off within 60 days of receipt
of notification of filing from the bankruptcy court or within the time frames specified in
the classification policy, whichever is shorter, unless the bank can clearly demonstrate
and document that repayment is likely to occur. Loans with collateral may be written
down to the value of the collateral, less cost to sell. Any loan balance not charged off
should be classified substandard until the borrower re-establishes the ability and
willingness to repay for a period of at least six months.®’

e Fraudulent loans should be classified loss and charged off no later than 90 days from
discovery or within the time frames specified in the classification policy, whichever is
shorter.

e Loans of deceased persons should be classified loss and charged off when the loss is
determined or within the time frames specified in the classification policy, whichever is
shorter.

8lso states that if an institution can clearly document that a past-due
process of collection, and collection will occur regardless of
not be classified. The policy describes a well-secured loan
as collateralized by a security interest in, or pledges of, real or personal property,
including securities with'ag esti value, less cost to sell, sufficient to recover the
recorded investment in the lo@n, reasonable return on the amount. This category also
includes loans well-secured b ollateral and in the process of collection, loans
for which claims are filed against sglvent esates, and loans supported by valid insurance
claims. Examiners should note, howgyer W the process of collection” means that either
g

loan is well secufed
delinquency status,

a collection effort or legal action is procee is reasonably expected to result in

recovery of the loan balance or its restoratio cuggent status, generally within the next
90 days.%®
One special classification case pertains to secured dght discharged in a Chapter 7

bankruptcy proceeding. The classification policy req
charged down to collateral value, less costs to sell, withi
bankruptcy court, unless the bank can clearly demonstrate dog#ment that repayment is
likely to occur. OCC guidance®® reiterates that immediate charg mounts exceeding
collateral value is not required if an analysis indicates that order[{nggpe¥yment is likely to
occur after the bankruptcy discharge. Any repayment analysis supporting that contention
should contain evidence and documentation that the following three factors exist:

rethloans in bankruptcy to be
s ofpotification from the

e The existence of orderly repayment terms for structured collection of debt without the
existence of undue payment shock or need to refinance a balloon amount.

e A history of payment performance demonstrating the borrower’s ongoing commitment to
satisfy the debt before and through the bankruptcy proceeding.

57 Refer to OCC Bulletin 2014-4, “Secured Consumer Debt Discharged in Chapter 7 Bankruptcy: Supervisory
Expectations,” for more information on regulatory expectations.

68 Refer to footnote 54.

89 Refer to footnote 54.
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e The consideration of post-discharge capacity indicating the borrower can make future
required payments from recurring, verified income.

Standards for evaluating post-discharge repayment capacity should mirror established ability-
to-repay requirements for new loans or sustainable loan modification programs. Banks may
use income and debt information from bankruptcy proceedings if such information is
available and reliable. Documentation should enable a third party (such as a person
responsible for the control function within the bank, an examiner, or an auditor) to
reasonably reconstruct the analysis and accept the conclusion after the fact. If the factors
considered clearly demonstrate that repayment in full is likely to occur despite the
bankruptcy discharge, the loan may remain in accrual status at the existing recorded
balance.’® All loans subject to a bankruptcy proceeding but not fully charged off should be
monitored separately and charged down to the fair value of collateral (less costs to sell) if
they subsequently b e 60 days past due.

These guideline€are
Actual credit losses
becomes aware of the

to help identify troubled borrowers within retail portfolios.
idwal retail credits should be recorded when the institution
no case should the charge-off exceed the time frames stated
in the classification poli also does not preclude examiners from classifying
individual retail credit loanS @xhiRiting signs of credit weakness regardless of delinquency
status. Similarly, an examiner | etail portfolios when underwriting standards are
weak and present unreasonable credd risk, gk when account management practices are

deficient. /

The key premise of a delinquency-based ffasgifiqatiog,approach is that regular payment
performance is a reliable signal of a borrower’s ngiwillingness and ability to repay.
This is especially true when loans are well stru ully amortizing, terms consistent
with the use of the proceeds). Less structured pay rements (e.g., interest-only,
negative amortization, extended maturity, or balloon e
payment performance as a proxy for credit quality, beca

risk.

Lenders should also be diligent about identifying potential credit problems before
delinquency or an obvious credit event (e.g., a bankruptcy or deceased obligor) occurs. This
diligence is especially important for products with low minimum monthly payments or
principal deferral features (e.g., interest-only or negative amortization), because payment
performance may not be a reliable proxy for the true level of risk. Banks with complex or
higher-inherent-risk products should supplement delinquency-based monitoring with risk
ratings or segmentation systems that differentiate credit risk within the performing segment
of the portfolio. Segmentation refers to grouping exposures according to the borrower risk
characteristics (e.g., credit score, debt-to-income ratio, and delinquency) and exposure risk

0 Refer to footnote 67.
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characteristics (e.g., product type and LTV ratio). Segmentation approaches vary, but tend to
follow three broad principles:

e Meaningful risk differentiation: Segmentation or ratings systems should stratify risk
based on key risk drivers that discriminate among risk levels, allowing management to
monitor and evaluate portfolio quality, mix, and migration over time.

e Reliable characteristics: Ratings (or segments) should use borrower and exposure risk
characteristics that reliably and consistently differentiate the risk among segments.

e Consistency: Ratings or segment definitions should be reasonably consistent over time
so users become accustomed to criteria and application.

For most retail lending products, banks focus on the borrower’s financial condition rather
than the asset financed because the primary source of repayment is normally the borrower’s
personal income or ag8gts. The most common approach uses credit scores as a proxy for risk
ratings, and uses 6@ d credit score bands to differentiate risk within the portfolio. This
approach tends 0 be iMe, as long as score bands meaningfully differentiate risk levels
and are applied con

minor until the credit re status (i.e., substandard or worse). Ratings or scores
should reflect current borrowi afany point in time, meaning examiners should expect to
see ratings or scores assigned d updated periodically as the borrower’s
financial condition changes.

Understanding portfolio composition a a%
monitoring credit exposure and adjusting Cr

scores and segmentation systems that extend be
(substandard, doubtful, and loss) for large or m
ratings and segmentation systems span the entire p@

management and the ongoing analysis of concentratio
of loan-loss reserves.

int, and over time, is critical to
ies. Examiners should expect credit

Stress Testing to Understand Portfolio Vulnerabild

Sound credit risk management also involves considering the performance, stability, and
quality of retail credit portfolios under a range of economic and market conditions.”* Bank
management can use stress testing to establish and support reasonable risk appetite and
tolerance levels, set concentration limits, adjust business strategies, and appropriately plan
for and maintain adequate capital levels. Varying, or “stressing,” expected results can
identify important links among economic downturns, market events, and liquidity conditions
that could change portfolio performance in unexpected ways. Factors considered may vary
by product, market segment, and the portfolio’s size and complexity, but each has the same
objective—evaluating risk beyond the expected case, and considering and quantifying the
impact of less favorable conditions. These “what if” exercises can be extremely useful for a

"L Refer to footnote 60 for the OCC’s expectations for stress testing for all banks.
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retail portfolio, revealing undetected areas of exposure in time to consider possible
alternatives.

Stress test exercises can range from simple changes in financial or economic variables to the
use of sophisticated financial models. Baseline exercises for retail portfolios stress core
factors such as delinquency, loss, and recovery rates for their effect on capital, earnings, or
liquidity. Advanced approaches consider variables such as attrition or prepayment rates,
revolving-product utilization rates, credit score distributions, and secondary market liquidity
for loans or asset-backed securities. The retail credit portfolio’s size, materiality to bank
earnings, and product complexity should dictate the scope of stress tests. Inputs should be
reliable and relate directly to the subject portfolio (e.g., the loss history is specific to the
product evaluated, not a blend of several or all products), and assumptions should be
reasonable. For large retail portfolios, stress testing and scenario analysis should occur at
least annually for ea ajor product line and more frequently for products with significant
revenue implicatigs or &higher risk profile.

Regardless of the mg
easily understood byt

the process should be clearly documented, rational, and
’s Board and senior management. Senior management should

review test outcomes anthiake a late action when results are not within agreed upon
tolerances. Contingency plangsh@uldde considered for certain scenarios, including hedging
against outcomes or reducing u Is. The board and senior management should use

this information to determine wheth@f polic
exposure parameters within the risk @ppetite,

limit, or other changes, such as updating
warranted.

Allowance for Loan and Lease LOs3€s

The allowance for loan and lease losses (ALLL
the bank’s financial statements, and establishing a €@
responsibility for the board and senior management. ility also includes
maintaining policies and procedures, model estimates, intgmalkgontrals, and qualitative
adjustments that are consistent with generally accepted accluntin iples (GAAP) and
support an appropriate ALLL."

e most significant estimates in
nsistent process is a primary

Examiners should refer to OCC Bulletin 2006-47, “Allowance for Loan and Lease Losses
(ALLL): Guidance and Frequently Asked Questions (FAQs) on the ALLL”; OCC Bulletin
2012-6, “Interagency Guidance on ALLL Estimation Practices for Junior Liens: Guidance on
Junior Liens”; and the “Allowance for Loan and Lease Losses” booklet of the Comptroller’s

2 The Financial Accounting Standards Board issued a new expected credit loss standard, Accounting Standards
Update (ASU) No. 2016-13, Topic 326, “Financial Instruments—Credit Losses,” commonly referred to as the
current expected credit losses model, in June 2016. The standard is effective for U.S. Securities and Exchange
Commission filers in fiscal years and interim periods beginning after December 15, 2019. For public business
entities that are not Securities and Exchange Commission filers, the standard takes effect in fiscal years and
interim periods beginning after December 15, 2020. For private companies, it takes effect in fiscal years
beginning after December 15, 2020. Until the new standard becomes effective, institutions should follow
current GAAP along with the related supervisory guidance on the ALLL. Visit the OCC’s website at
www.occ.gov for additional information regarding the current expected credit loss model.
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Handbook for the applicable accounting standards and other considerations for the ALLL.
For retail credit, the analysis includes determining whether the bank’s practices

e conform to the uniform retail classification guidance.

e recognize charge-offs in a timely manner and accurately.

e identify, segment, and track performance of higher-risk product segments in a prudent
manner.

¢ include sound governance, controls, and maintenance over models used to estimate or
provide data to estimate the ALLL.

e provide reasonable and reconcilable support for qualitative factors used to account for
environmental differences between quantitative estimates and current market and
economic conditions.

The ALLL analysis ggore reliable when the bank’s portfolios are appropriately segmented
into groups of lo imilar risk characteristics. Homogeneous pools generally start at
the product level; alt st large or complex portfolios are further segmented. For
example, high-LTV {ov rcent) HELOCs, or an unsecured credit card offered to
subprime borrowers, jbit substantially higher losses than the general product
averages; while automobMg loan§loriginated through a specific dealer or group of dealers
may perform significantly betler.

Internal Controls and Control Fufiction

Internal controls are the policies, operatir%

assurance that adherence to policies and prugent
control systems help managers measure perfor

e c >
and limit risks. Control system reviews can deteCt r@@
judgment, or unclear instructions, in addition to frat,or défi

res, and adherence reviews providing

Establishing Standards for Safety and Soundness”; 12 CFR
and Reporting Requirements”;”® and 15 USC 78m, “Securities
Periodical and Other Reports.”"*

The bank’s board and senior management are responsible for promoting a sound control
environment. Ongoing monitoring should be part of normal operations for each retail credit
area. Business unit staff is responsible for implementing effective internal controls and
should self-assess its processes regularly. For large or complex portfolios, a quality assurance
function should regularly assess whether processes are achieving desired results, and an

7312 CFR 363, “Annual Independent Audits and Reporting Requirements,” applies to any insured depository
institution with respect to any fiscal year in which its consolidated total assets as of the beginning of such fiscal
year are $500 million or more. This regulation establishes minimum requirements for audit committee
membership and the need for independent reviews of financial statements for these banks.

7415 USC 78m requires banks and holding companies with a class of securities registered pursuant to the
Securities Exchange Act of 1934 to develop and maintain a system of internal accounting controls.
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independent quality control function should periodically evaluate whether loans and loan
documentation conform to established criteria. Internal and external audit also have key
responsibilities and should independently assess control system effectiveness.

There are many types of control activities, including preventive, detective, and corrective
controls. Some common credit-related controls within a retail lending business include the
following:

e Compliance measures: To ensure that the bank and its personnel comply with applicable
laws and regulations, as well as internal policies and procedures.

e Information integrity: To ensure that financial performance and credit risk information
included in the bank’s internal management reports, financial statements, and supervisory
reports are prepared in accordance with the applicable accounting framework and
relevant supervisg

risk identification processes: To ensure that credit exposures are
monitored oBject el urately, and consistently. An effective risk assessment is most

— aborrower gra segmentation system that is consistently applied, accurately
rates important credit risiichagacteristics, identifies changes in credit quality in a
timely manner, and pi@m propriate actions or responses.

— credit assessment at th
grouping exposures based o

rrower level and broader portfolio levels by
d shared credit risk characteristics.
sures that models employ and generate

accurate, consistent, and predictiv
includes establishing policies and
reporting structure of the model validati S
and approving changes to the models, a portinQyof the outcome of model

=

validation.
— clear formal communication and coordination@ nk’s credit risk staff,
financial reporting staff, senior management, the others who are involved

ble (e.g., evidenced
mittee minutes).

: y evaluates the
effectiveness of the bank’s credit assessment and measurement systems and
processes, including the credit risk grading system.

Tests for each control activity should be systematic and include reporting and escalation
processes for when issues arise. Effective discipline is important. When noncompliance is
found, timely and effective corrective action should follow. If actions are not appropriate, the
risk governance process loses credibility.

Examiners should determine whether controls are commensurate with the environment and
markets in which the bank operates, as well as with the bank’s size, complexity, and risk
profile. Large, complex banks with diverse lending activities may face more difficult control

75 Refer to OCC Bulletin 2011-12, “Sound Practices for Model Risk Management: Supervisory Guidance on
Model Risk Management.”
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issues than community banks with less varied activities, and the nature of internal controls
should reflect those differences.

Credit risk control functions help maintain credit risk exposure within parameters set by the
board and senior management. Active control functions are important given the wide range
of staff that typically can create credit exposure for the bank. Establishing and enforcing
internal controls, operating limits, and other practices help maintain credit risk exposures
within acceptable levels, and these systems collectively provide assurance that account
officers and others are working in accordance with specified policies and operating
procedures.

For a retail credit portfolio, control functions typically include risk management, loan review,
third-party relationship risk management, model risk management, quality assurance,
compliance review, apd internal audit. Examiners should expect the form and scope of
control functions g Wbased on the bank’s size, products, risk profile, and target markets.

gement evaluate credit approval, credit administration,
and portfolio management pr termine the accuracy of internal risk identification
systems; and judge whether t is,properly monitoring risk from all likely sources.
New products and emerging technol@gies sibuld receive special attention given their
ilei rly conceived or implemented. Control
function involvement during new pro % helps with the proper assessment of
d

operating procedures, risk identification, fore implementation.

One guiding principle for these independent co
challenge” of processes, activities, and controls. Ef§ nge refers to critical analysis
by objective, competent parties who can identify ris
assumptions and influence appropriate changes. The exi
depends on a combination of objectiveness, competence, aNg inflyg “i
[}

likely to be viewed as objective, and therefore accepted by allrgjé rties (e.g., business
lines, the board, senior management, other control functions, andNgankgfegulators), when the
party providing the challenge is independent from the credit approval and credit
administration processes, and has control over the scope, timing, and depth of their reviews.
Competence is important since technical knowledge and risk evaluation skills are necessary
to conduct credible analysis and suggest appropriate enhancements. Finally, challenges are
unlikely to be effective without the ability to influence appropriate actions to address credit
issues and deficient practices. Such influence comes from a combination of explicit authority,
stature within the organization, and commitment and support from higher levels of
management, as well as the board.

The control functions discussed in this section build on one another to support efficient and
effective oversight. Examiners should consider deficiencies within each function separately,
as well as how issues may affect the risk management framework overall.
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Risk Management Function

Risk management generally refers to the process of identifying, measuring, monitoring, and
controlling risk. Risk management can also describe a department or function within the bank
responsible for ensuring that lending activities and program initiatives stay within risk
tolerances and operating guidelines established by the board and senior management.

The risk management function is mainly responsible for the early and accurate identification
of existing and potential problems. This function identifies and monitors risk levels through
ongoing evaluations of underwriting, marketing, account management, and portfolio
management activities. Risk management’s role is especially important when market
conditions, products, or the bank’s strategy changes, since these changes often raise risk
levels before delinquency and charge-off signals appear. For retail lending, a risk
management functioggs typically responsible for

e determining®he
implemented.

e determining whet tions to established policies and operating procedures are
promptly identified, agprove@ réported, and evaluated.

e determining whether crediit sc&ing and other models are effectively developed, deployed,
and maintained.

e determining whether account m@hagemeht, collections, and workout activities are
prudent and appropriate.

e analyzing the impact of underwriting

e monitoring portfolio quality and analyzi

ppropriate credit standards and practices are established and

nt management practices and strategies.

The risk management function may be centralized d, depending on the bank’s
size and the complexity of retail lending activities. For ex any community banks,
an employee may have risk management responsibilities iongig, his or her primary role

for each major business line, and often have a corporate risk manageffient group for
consumer lending overall. Community banks are not required to hire a full-time risk officer.
Examiners should expect, however, that even for community banks with large or complex
retail portfolios, a member of senior management, preferably outside of the credit risk-taking
function, to have responsibility for monitoring and opining on the risk profile and retail credit
risk management practices of the bank. However executed, effective risk management
requires reliable, objective, and thorough analyses of the standards and practices influencing
loan portfolio quality and performance. The board and senior management are responsible
for ensuring that the necessary risk management tasks are performed, and that those
performing these tasks have the appropriate level of expertise, independence, and
management support to be effective.
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Heightened Standards

Independent risk management should oversee the covered bank’s risk-taking activities and assess risks
and issues independent of frontline units. In fulfilling these responsibilities, independent risk management
should, among other things

e take primary responsibility and be held accountable by the CEO and the board of directors for
designing a comprehensive written risk governance framework that is commensurate with the size,
complexity, and risk profile of the covered bank.

e identify and assess, on an ongoing basis, the covered bank’s material aggregate risks, and use such
assessments to determine if actions need to be taken to strengthen risk management or reduce risk,
given changes in the covered bank’s risk profile or other conditions.

e establish and adhere to enterprise policies that include concentration risk limits. Such policies should
state how aggregate risks are effectively identified, measured, monitored, and controlled, consistent
with the covered bank’s established risk appetite and all policies and processes established within the
risk governance framework.

e identify and communicate material risks and significant instances when independent risk
management’s ags ent of risk differs from that of a frontline unit, or when a frontline unit is not
adhering to the @ ernance framework.

e identify and ®om e material risks and significant instances when independent risk
management’s a
adhering to, or holdin

Loan Review

The purpose of the loan review fundfion’” isito provide regular independent assessments of
credit risk, helping the board and se an ent understand and monitor portfolio
quality. Assessments should consider credifri actices and exposures in the context of the
established risk appetite, policies and operati res, business strategies, and industry
and peer performance. Assessments should addr, quacy of lending policies and
compliance with applicable laws and regulation iconsistency with supervisory
guidance.

Each bank should have a written loan review policy reviefized approved by the board at
least annually. The policy should address

qualifications and independence of loan review personnel.
frequency, scope, and depth of reviews.

review of findings and follow-up.

work paper and report distribution.

76 For more information, refer to 12 CFR 30, appendix D, 11.C.2, “Role and Responsibilities of Independent
Risk Management.”

" Loan review (also referred to as credit review) is a key internal control and an element of the safety and
soundness standards described in the “Interagency Guidelines for Establishing Standards for Safety and
Soundness” found in appendix A of 12 CFR 30, “Safety and Soundness Standards.” For more information, refer
to the “Loan Portfolio Management” booklet of the Comptroller’s Handbook and attachment 1 of the
“Interagency Policy Statement on the Allowance for Loan and Lease Losses,” conveyed in OCC Bulletin
2006-47, “Allowance for Loan and Lease Losses (ALLL): Guidance and Frequently Asked Questions (FAQS)
on the ALLL.”
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Loan review staff should have a strong, fundamental understanding of both sound retail
lending practices and the internal lending guidelines for each bank product. Loan review
should be independent of the credit approval process, with no primary responsibilities for
loan approval, administration, collections, or customer service. In large banks, this need for
independence generally requires a separate department staffed with specialists whose only
responsibilities are loan review. A completely separate loan review function may not be cost-
effective for community banks, but some level of independence is necessary.

Loan review’s scope should include an assessment of risk in each major retail product or
significant product segment at least annually, or more frequently when internal or external
factors indicate potential issues. Retail reviews should focus on judgmental and automated
underwriting; controls and prudent use of credit scoring, risk-based pricing, and account
management initiatives; and collections, workout, and portfolio management activities.

For retail portfoli Rassessments should address compliance with

e internal credltp C|e erating procedures.

¢ loan classification mentation practices.

e internal controls andgsinesgr pertaining to models or other automated decision
tools. &

e laws and regulations, incl evant to consumer protection, BSA, anti-money
laundering (AML), and U.S. san@tions oBligations administered by the Office of Foreign

Assets Control. Risk assessmentS\ghould a#8o address consistency with regulatory
guidance.

Reviews by the loan review function should ge
determine whether policies and operating proce
should provide reasonable assurance that results h
identification and credit quality deterioration. Retail [0

de representative loan samples to

oMowed in practice. Samples
otential issues with risk

leStypically include

new loans since the last review.

performing loans from each targeted product.

past-due, nonaccrual, renewed, and restructured loans.
loans approved as exceptions to policy.

loans in temporary or permanent workout programs.

loans that are part of identified concentrations of credit risk.

All reviews should confirm specific aspects of the loans selected, including

credit quality, including underwriting and borrower performance.

sufficiency of credit and collateral documentation.

proper lien perfection for secured loans.

proper approvals.

compliance with internal policies and procedures (such as re-aging and nonaccrual) and
applicable laws and regulations.
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e appropriate identification and measurement of individually impaired loans, and timeliness
of charge-offs.
e appropriate and timely identification of problem loans and problem loan segments.

Monitoring systems should track the status of recommendations and corrective action by
business line management. Loan review should maintain a schedule of open and resolved
issues, and hold management accountable for timely resolution. Regular reporting by loan
review to senior management and the board should include topics such as noted deficiencies
and identified weaknesses remaining unresolved beyond scheduled periods, reviews that
result in less than satisfactory ratings, emerging risk themes, and the scope of future loan
review coverage.

Third-Party Relationship Risk Management

ider is any entity that performs a function or provides a service on
or otherwise. Third-party service providers can include

G rocessors, consultants, attorneys, collection companies,
marketing firms and t ters, and modeling firms. Retail lenders often outsource
components of their cre peratlorn§to third parties, most often for access to expertise,
technology, acquisition channls, ost savings.

Reliance on third parties introduces ffisk exp@sure that must be managed. This need for risk
management is particularly true for il busid€sses when third parties often have significant
customer contact or handle compliance wi r regulations and help to establish
consistency with regulatory guidance. Thi relpance on third parties increases the
importance of a sound third-party relationship ri yement program. '8

complexity of its third-party relationships. A third-party ement program’s primary
objectives are to determine whether the service provider’ a consistent with the

efViCe provider meets all
relevant legal and contractual requirements; and that the third pég e financial capacity
to deliver the contracted services in the specified manner. Third-f lationships often
involve the use of subcontractors to provide some or all of the services. When this occurs,
examiners should consider whether the bank’s oversight program adequately evaluates the
volume and types of subcontracted activities, as well as the third party’s ability to assess,
monitor, and mitigate risks from its use of subcontractors. Examiners should also expect
more comprehensive oversight when services involve critical activities (e.g., telemarketing,
collections, and foreclosure services) or critical shared services (e.g., information
technology). Risk management of third parties providing critical activities or shared services
should be commensurate with the critical nature of the relationship.

78 For further guidance, refer to OCC Bulletin 2013-29, “Third-Party Relationships: Risk Management
Guidance.”
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Model Risk Management

Retail credit management often involves models and assumption-based estimates for loan
originations (including automated underwriting systems), account management, collections,
and portfolio management. The nature of retail credit portfolios—i.e., many accounts,
relatively small balances, technology-intensive operations, and numerous transactions
(including defaults)—Iends itself well to a modeling environment. Retail credit models
commonly include credit scoring, behavior scoring, collections, stress testing, and capital and
ALLL estimates. Well-managed model use can significantly improve business decisions and
enhance profitability. There are associated costs, however, beginning with devoting the
resources necessary to properly develop, implement, and validate models. Indirect costs also
include the possible adverse consequences of poor decisions based on models that are
unreliable or misused.

Model risk tends se with model complexity, broader use, and the uncertainty or
unreliability of #put ptions. Model risk is also affected by interaction and
dependencies amon iance on common assumptions, data, or methodologies; and
the potential for other that could adversely affect several models and their outputs at
the same time. Examine ct management to actively identify potential sources of
model risk and take approptidte stgps®o mitigate exposures.’® These steps should include an
effective oversight frameworkNitiyc thority and responsibility to restrict model use
when necessary.

Even skilled modeling development pr. %
risk for retail credit businesses. Other too

limits on model use, monitoring of model perfor,
time, and supplementing model results with othéfa
complex or large retail portfolios (in actual size or4gQ
output tend to have a material impact on business de
management, and capital and liquidity planning. The mo
those banks should be extensive and rigorous enough to a
potential risks.

obust validation do not eliminate model
essary, including established business
djusting or revising models over
d information. In banks with
capital), models and model

Quality Control and Quality Assurance

Control responsibilities exist both inside and outside of the business line. Within the business
line, a combination of quality control and quality assurance reviews ensures operational
compliance and considers whether established processes are appropriate. Both quality control
and quality assurance checks are important, and examiners should determine whether each is
an effective part of normal business processes.

Quality control is concerned with adherence to expectations. Quality control reviews confirm
that bank personnel are adhering to established policies and operating procedures. Examples

8 OCC Bulletins 1997-24, “Credit Scoring Models: Examination Guidance,” and 2011-12, “Sound Practices for
Model Risk Management: Supervisory Guidance on Model Risk Management,” provide additional guidance for
model development, implementation, and validation.
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of quality control activities include document reviews, model governance reviews,
underwriting tests, and reviews over the use of modifications, rewrites, and renewals.

Quality assurance focuses on whether the processes are appropriate and deliver the desired
results. Examples of quality assurance tests include process checklists, project audits,
decision trees, and process and standards development.

Management at most large banks, or banks with higher risk profiles, recognize the
importance of objective, independent quality control and quality assurance functions and
establish units independent of the business lines. In small banks, each function may exist
within the business line through a rotation of duties or other process that promotes a level of
independent review. Whether housed within the business line or as part of a fully
independent control function, both quality control and quality assurance functions should be
outside of the direct s@pervision of the staff performing the processes under review. This
independence is n to promote credible and reliable results. It is also important that
audit or another4nde en control function routinely review and validate the processes,
results, and follow- response to the reviews.

Compliance Revie
Compliance with laws and re ding those relevant to consumer protection,

BSA, anti-money laundering (AML and . sanctions obligations administered by the
Office of Foreign Assets Control, s Xgh priority for a retail credit business. The
S
pidCe

risks of noncompliance are significant inancial exposure and damage to the
bank’s reputation. Therefore, ensuring th dress compliance with relevant laws
and regulations and consistency with regulatory warrants management’s ongoing
attention and diligence.

An effective compliance management program is an trol function. The
compliance function is a group that determines whether t@p esse to promote compllance
are working as intended. In large operations, the complian *

structured to adequately address the bank’s BSA risk profile, as identified by its risk
assessment. Compliance also monitors consumer complaints to identify issues or concerns
resulting from policy weaknesses, the failure to comply with bank policies and procedures, or
potential violations of laws and regulations. In community banks, the compliance officer
generally has a process for regularly testing application and loan samples and most likely is
responsible for monitoring and responding to consumer complaints, or compliance review
may be outsourced to an independent third party.

Regardless of bank size, the compliance function should be sufficiently staffed and well
trained and independent of the operating units. Results of compliance reviews should be
reported directly to the board and senior management.
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Internal Audit

Internal audit objectively and independently reviews and evaluates retail credit activities,
including accounting systems, management reporting, and operations. Internal audit provides
the board with important information regarding the efficiency and effectiveness of credit risk
management activities, specifically, whether existing internal controls are sufficient and
working as intended. Internal audit does this by

e evaluating the reliability, adequacy, and effectiveness of accounting, operating, and
administrative controls.

e determining whether internal controls result in prompt and accurate recording of
transactions and safeguarding of assets.

e determining whether the bank complies with laws and regulations and adheres to
established ban

e determining \
control deficienc

anagement is taking appropriate steps to address current and prior
dit report recommendations.

Retail audit reviews tefid to B¢ pragcess oriented with a heavy emphasis on internal control

questionnaires and opera ro@edOkes governing the loan application, documentation, loan
closing, and collection procesges. @perational and compliance reviews often focus on the
forms related to disclosures, appli¢ati@hs, agd promissory notes, as well as other forms used

in the various lending transactions. Wlost audit reviews include credit and loan documentation
file samples to review specific transaations fa@Compliance once policies and operating
procedures are considered adequate. Manygint audit reviews also include denied loan

i ere sent to applicants, as well as the
loan charge-offs. For banks with
review and reconcile important

large or complex retail portfolios, internal audit
management reports, including the accuracy and ti 0 orts provided to the board
and senior management. It is important that auditors s calfy cycle through all retail
lending products within scheduled and defined time fram®§ to Pgomaie regular and thorough
coverage of all retail activities.

Internal audit should be independent and report directly to the bo an audit committee
of the board).® In most cases, internal audit is responsible for reviewing the adequacy of the
other control function processes, such as loan review, in addition to its own operational
reviews. As part of its reviews, internal audit should communicate effectively to understand
the scope and findings of reviews completed by other control functions and the
responsiveness of management to open issues. This close contact can help internal audit
understand how to leverage other control system reviews and use resources most efficiently.

8 For more information on the OCC’s expectations for effective audit functions, refer to the “Internal and
External Audits” booklet of the Comptroller’s Handbook.
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Heightened Standards

Internal audit should, among other things, determine whether the covered bank’s risk governance
framework complies with the applicable regulatory standards and is appropriate for the bank’s size,
complexity, and risk profile. Internal audit should maintain a complete and current inventory of all the
covered bank’s material processes, product lines, services, and functions, and assess the risks, including
emerging risks, associated with each, which collectively provide a basis for the audit plan.8:

81 For more information, refer to 12 CFR 30, appendix D, 11.C.3, “Role and Responsibilities of Internal Audit.”
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Examination Procedures

This booklet contains expanded procedures for examining specialized activities or specific
products or services that warrant extra attention beyond the core assessment contained in the
“Community Bank Supervision,” “Large Bank Supervision,” and “Federal Branches and
Agencies Supervision” booklets of the Comptroller’s Handbook. Examiners determine which
expanded procedures to use, if any, during examination planning or after drawing
preliminary conclusions during the core assessment.

Scope

These procedures are designed to help examiners tailor the examination to each bank and
determine the scope @hthe retail lending examination. This determination should consider
work performed hy@ | and external auditors and other independent risk control
functions and b iners on related areas. Examiners need to perform only those
objectives and steps vant to the scope of the examination as determined by the
following objective. ilFevery objective or step of the procedures be necessary.

Objective: To determine the scope @f th& eXamination of retail lending and identify examination
objectives and activities nece e needs of the supervisory strategy for the bank.
1. Review the following sources ofSgformatigh and note any previously identified issues
related to retail credit risk managemenig€quifihg follow-up:

Supervisory strategy

Examiner-in-charge’s scope memorand

The OCC’s information system and OCC r

Previous reports of examination and work pap

Internal and external audit reports and work pape

Bank management’s responses to previous reports ofNgxag
Customer complaints and litigation
Results of reports such as the Uniform Bank Performance R

and audit reports

ports and Canary

2. Obtain results from the Uniform Bank Performance Report, and other OCC reports or
analytical tools relating to retail lending. Identify trends and changes in growth rates,
portfolio composition, concentrations, portfolio performance, pricing, and other factors
that may affect the bank’s risk profile.

3. Obtain and review policies, procedures, and reports that bank management uses to
supervise retail lending and retail credit risk management, including internal risk
assessments.

4. Obtain and review the minutes from the oversight and risk committees related to retail
credit since the last full scope or target examination.
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5. Obtain and review the organizational chart for retail credit, including its key executives
and risk managers, as well as a description of the retail risk management framework.

6. Determine if there were any significant changes in the structure or approach to retail
lending or credit risk management since the last examination. For example, identify
changes in credit policies, key personnel, portfolio strategies, risk tolerances,
concentration or risk limits, control systems, third-party relationships, credit-related
models, delivery channels, loan volumes, or target markets.

7. Determine whether any litigation, either filed or expected, is associated with the bank’s
retail credit activities. For existing or pending litigation, determine expected costs or
other implications (e.g., reputation risk).

8. Based on an analysis of information obtained in the previous steps and input from the
examiner-in-c@ letermine the scope and objectives for the retail credit risk

%
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Quantity of Risk

Conclusion: The quantity of each associated risk is
(low, moderate, or high).

Objective: Determine the quantity of risk associated with retail credit activities.

1.

Evaluate changes to the size, composition, growth rate, and performance of the retail
portfolio since the last examination. Consider

Review the strategic and business plans for retail lending®vg
product.®? Evaluate how plan implementation may affect th

changes in products, product mix, marketing channels, underwriting standards,
operations, or technology.

loan structures, etc.).

f problem, classified, past-due, or nonperforming assets.
changes in charge3gff volumes overall or within products, segments, or portfolios
(dollars, percentages, @ ndmnber of accounts).
changes in workout or figatiorMgrogram volumes (temporary or permanent)
overall, or within products, s€gments] of portfolios.
significant concentrations (in % phic, product, or borrower segments).
introduction of new or significantkf’re products.
levels, trends, and performance of lo@hs asgexceptions to loan policies.
levels, trends, and performance of acco t been re-aged, extended,
deferred, renewed, or rewritten.
dependence on third parties for originations, ement, or collection
activities.

for each major
of credit risk.

Consider

e growth objectives and potential sources of new loans.

e changes in target markets or geographic footprints.

e emphasis on high-risk products, loan structures, or customers.
e permissible products and loan structures.

acceptable collateral types or LTV ratio requirements.
new or growing concentrations of credit.

82 While conducting reviews of lending activities, examiners should be alert to, and discuss with the examiner-
in-charge, policies, practices, or product terms that could indicate discriminatory, unfair, deceptive, abusive, or
predatory lending issues.
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3. Analyze the level, composition, and trends of underwriting and loan documentation
exceptions, and determine the potential impact on the quantity of risk. Consider trends of
exceptions to

underwriting or credit approval standards.

loan documentation standards.

account management, collections, and use of workout programs.
concentration or risk limits.

4. Evaluate management’s success with projecting portfolio size, composition, and
performance by comparing the current year’s results with planned or projected
performance in the previous business plans. Review the retail portfolio as a whole and
any significant product or product segments.

5. Assess the le erent risk in loan structures, target markets, and credit

relative volumes (percentage of accounts or loan balances) of

r main categories:
— fixed-rate, fully afortiaing loans.
— loans that amortize, letely over the loan term (i.e., balloons).
— loans that permit interest®only m@nthly payments.
— loans that permit monthl end®’that can be less than interest and fees (i.e.,
negative amortization).
e target borrowers, considering three
— prime, or high-quality, low-default b hese typically receive the bank’s
(and market’s) best loan pricing and

e income, credit

problems recently resolved, or problems requf I@L or exception to the

bank’s current underwriting criteria. These borr
pricing higher than prime customers.

— subprime. These can include thin credit files, high exi debt levels, poor
payment histories, or other credit quality issues. These borrowers tend to pay the
highest interest rates in the market.

o level of credit underwriting due diligence, in five main categories:

— income and employment verifications.

— total monthly debt service consideration.

— total debt level consideration in relation to income or assets.

— consideration of ability to repay fully drawn lines for all existing and proposed
open-end credit.

— consideration of potential interest rate increases for variable rate debt.

6. Assess the impact of the bank’s securitization, loan purchase and sale programs, credit
derivatives, or other liquidity or concentration management tools on the quantity of risk.
Consider the
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relative significance to portfolio composition and risk.
quality of loans in the programs.

potential impact of any required loan repurchases.
volume of credit derivatives or other products.

impact on revenues and portfolio profitability.

7. Analyze the volume, trend, and significance of litigation and consumer complaints
related to retail credit products. Discuss significant litigation and complaints with bank
management. Determine the risk to capital and impact on reputation risk. Also determine
the appropriateness of corrective action and follow-up processes.

8. Evaluate the results of any stress testing of the retail portfolio (or significant products).
Consider the sensitivity of portfolios (or significant portfolio segments) to interest rate
changes, collateg@alue declines, or profitability due to likely or near-term stressed
conditions.

9. Assess the retail porti@lio posure to pending legislative, regulatory, or accounting
changes that may ni@terrally affect the portfolio.

%
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Quality of Risk Management

Conclusion: The quality of risk management is
(strong, satisfactory, insufficient, or weak).

The conclusion on risk management considers the following risks associated with retail credit
risk management.

Retail Credit Risk Governance

Risk management concerns the identification, analysis, assessment, control, and mitigation of
unacceptable risks. The retail credit governance program describes the framework under

which the bank ma its exposure to retail credit risk.
Objective: Determine whe ard has established an organizational structure responsible for
monitoring retail cre@it @6k acrags the bank that is commensurate with the size, complexity,
tfoNo.

and risk profile of the

1. Determine whether the re@ risk governance program is explicit, well
documented, and well com @nsider whether the program has been
e documented in writing.

e designed by qualified individuals.

e supported by clear delegations of autfiori responsibility for risk management

activities.
e subject to annual review by the board or Itsgp
0 Oau

e applied across the full range of retail lendin
significant third-party service providers.

ate committee.
services offered, including

2. Evaluate the structure’s depth and consistency given the Stzg xity, and risk profile
of existing and expected retail lending products. Consider whg e structure clearly

establishes

e oversight responsibilities of the board and management-level committees.

e policies, operating procedures, and process maps for all significant activities.

e concentration and risk limits at the business, product, and significant portfolio levels.
e processes for identifying, approving, monitoring, and analyzing exceptions to policies

and operating procedures.

standards for effective monitoring reports for all significant activities.

e systematic adherence checks that assess whether practices conform with established
policies and operating procedures.

3. Determine whether a board-level committee has direct oversight of retail credit risk.
Consider whether the committee
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e has members with appropriate retail credit knowledge and experience.

¢ has complete access to senior management, credit risk management, and loan review
to ask questions or raise issues.

e has explicit authority to obtain advice and assistance from legal, accounting, or other
technical areas.

e reviews business plans for each major retail product or business line.

e approves all significant retail credit risk policies.

e regularly reviews reports that monitor adherence to policies, operating procedures,
and established risk appetite.

e is consulted promptly on material policy exceptions.

e has arole in developing compensation programs to ensure incentives are consistent
with the desired culture.

e has the ability to request ad hoc reports for specific issues or concerns.

groups within th
review

e an organizational shiidws each committee’s place in the organization.
e charters and membershi e roup.
e the sphere of influence a rce ofauthority for each committee or working group.

Consider

—  whether authority is deleg M

— which committees are decisio

— how decisions, recommendations; or
business units.

or informally to each group.
vs. informational in nature.
tasks flow back to the affected

5. Choose one or more oversight or management c obtain and review the
group charter, membership, and recent meeting pack NEvalate whether they provide
meaningful input and guidance for their specific areas\gonstd ether
e the committee has a clear charter defining required me frequency of

meetings and reports, documentation of minutes, responsibilities, and
accountabilities.

e meeting minutes and discussion recaps indicate that the committee actively and
properly assesses risks in its areas.

e meeting materials support the committee’s stated objectives.

e the committee plays an active role in reviewing significant changes to credit policies,
and reviews policy exception reporting and analyses.

e the committee requests or reviews special reports on an ad hoc or request basis.

6. Choose the retail credit group overall, or select one or more products or business lines
that have established risk appetite statements, and determine whether defined standards
and procedures exist for how
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risk appetite statements are developed and monitored.

risk assessment exercises are performed.

concentration and risk limits consistent with the risk appetite are established.
business operating plans clearly link to risk appetite statements.

product-level policies and operating procedures are created, maintained, and
amended.

policy and operating procedure exceptions are identified, monitored, and analyzed.
¢ loan portfolio quality is monitored and assessed.

7. Obtain risk appetite statements for retail lending overall, and for any individual products
or business lines. Determine whether

e aclear link exists between the stated risk appetite and the products or markets the

and measurable, with control parameters (e.g., guidelines
ive to significant measures such as portfolio size, mix,
growth, profitabili
e areassessment of the etite is conducted at least annually, when new
business opportunities arfse, #F wheRythere are changes in risk capacity, operating

environment, or other econofnic factor
8. Determine how retail credit activitiesz sed for compliance with risk appetite

statements. Consider whether

e risks can be identified and aggregated withi
products and services, and geographies wherng ainst risk tolerances.

e aprocess exists to identify business units that are ingboutside risk appetite
parameters, or that are not within the spirit of the }

e management has established action plan requirement
are breached.

e periodic assessments are presented to the board (or designated
observed risk levels compared with established risk appetite.

committee) on

Policies

Policies are statements of actions adopted by the bank to pursue certain objectives. Policies
guide decisions, often set standards (on risk limits, for example), and should be consistent
with the bank’s underlying mission, risk appetite, and core values. Policies should be
reviewed periodically for effectiveness and approved by the board of directors or designated
board committee.
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Objective: Determine whether lending policies are consistent with the established risk appetite and
comprehensively define risk tolerance, responsibilities, accountabilities, and relevant
regulatory requirements.

1.

Determine whether established standards define the content and administration of retail
credit policies. Consider whether policy administration

Assess whether credit policies es

ish appr
product. Consider whether policies es%

requires policies to be reviewed annually by senior management for compatibility
with current risk appetites, market conditions, laws, and regulations, and for
consistency with regulatory guidance.

specifies board review and approval at inception, during major changes, and at least
annually thereafter.

requires policies to link directly to operating procedures and process maps that
describe hovw®ach policy is implemented.

includes tg p help users understand and apply policies, procedures, and process
maps.
requires up-t@-d hrogology logs to record the date and nature of changes.
requires standaf@s toaddrgss compliance with applicable laws, rulings, regulations,
and accounting gutgeline§, arl consistency with regulatory guidance.

requires periodic revidv oRadministration and implementation by independent
control functions such aS it, external audit, or loan review.

riate criteria and limits for each retail

permissible types of loans.

rs, and score bands).
guidelines for handling exceptions to established p8licieS apf@gerating procedures.
loan administration procedures, including documenta r@ ement, collateral
inspection, collection, and loan review.
loan portfolio monitoring requirements, including timely and adequate reports to the
board (or other oversight committee) and senior management.

Assess whether credit policies specify loan terms and conditions for each retail product.
Consider whether guidelines establish

maximum loan amounts by product and loan type.

maximum loan maturities by product and loan type.

amortization schedules, and standards for the acceptability of nonamortizing loans.
pricing structures.

minimum down payment requirements.

acceptable collateral (e.g., furniture, service contracts, and automobiles) and lien
perfection requirements.
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collateral advance rates and LTV limits (if applicable).

collateral valuation guidelines and methodologies.

standards for evaluating a borrower’s financial capacity and ability to repay.
standards for evaluating a borrower’s willingness to repay. &

guidelines for purchasing loans from correspondents and other third parties.

4. Review the bank’s loan and charge-off policies for consistency with the Uniform Retail
Credit Classification and Account Management Policy.®* Consider whether

e retail lending and charge-off policies are consistent with regulatory guidance.

e periodic independent internal control reviews of consistency with the policy occur.

e issues identified during control-system reviews are resolved in an appropriate and
effective manner.

e industry and Par#egsel8gtion.

e credit criteria afg underwaiiing standards.

e operational control®fqr stale fventory, pipeline production, concentrations, and
hedging.

e |oan repurchase exposur reseryes.

e required monitoring reports and controlgfunction reviews.

6. Assess whether policies governing in trols provide for

e clear lines of authority and responsibilit
established policies.

o effective and systematic risk assessment.

e timely and accurate financial, operational, and re

e adequate procedures to safeguard and manage asse

e compliance with applicable laws and regulations and
guidance.

8 ATR standards may be found in 12 CFR 1026.51, “Ability to Pay”; 1026.43, “Minimum Standards for
Transactions Secured by a Dwelling”; and 1026.34(a)(4), “Prohibited Acts or Practices in Connection with
High-Cost Mortgages.” Other relevant standards are found in 12 CFR 1026.32, “Requirements for High-Cost
Mortgages.”

8 Refer to OCC Bulletin 2000-20, “Uniform Retail Credit Classification and Account Management Policy:
Policy Implementation.” Examiners may wish to use the “Uniform Retail Credit Classification and Account
Management Policy Checklist,” included as appendix D of this booklet.

8 There are regulatory restrictions regarding the transferring, selling, or assigning of ownership rights for some
retail lending products. For example, refer to 12 CFR 1026.43(e)(5)(ii) and 12 CFR 1026.43(f)(2). Refer also to
footnote 84.
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Processes

Processes are the procedufes, pr
of its objectives. Processes degine

Assess whether clear and objective standards exist for identifying, approving, monitoring,
and analyzing exceptions to policies and operating procedures. Consider whether policies
address

board approval of policy exception processes.
identification, classification, and documentation of policy and operating procedure
exceptions.
the approval process for exceptions, including escalation processes as the volume or
significance increases.
monitoring, reporting, and analysis of policy exception volumes, performance, trends,
and significance.
reporting of policy exceptions to the board, senior management, and applicable
oversight committees.

igWof exceptions monitoring processes by independent control functions
% dit, external audit, or loan review.

such as ind

rarmis, and practices that impose order on a bank’s pursuit

appropriate checks and balances (su

w _aglivities are carried out and help manage risk.
Effective processes are consiste ih the Wnderlying policies and are governed by
oi

yl controls).
Objective: Evaluate whether risk appetite procegSes ide,a sound foundation for business

objectives and strategies.

1.

Determine whether risk appetite development ig

ed by a thorough, systematic risk

evaluate business strategies and objectives in the cBgtext ofdfternal capabilities, the
external environment, and available resources.

identify a broad range of important threats and risk even

quantify potential exposures after consideration of likelihood and impact.

propose reasonable and appropriate contingency plans and responses.

Assess whether risk appetite statements support consistent risk decisions across the retail
lending businesses. Consider whether risk appetite statements

are documented.

can be reconciled with the products and markets pursued by the bank.

are consistent with the bank’s credit culture.

help define and provide context for relevant credit risks and drivers (concentrations,
profitability, performance, etc.).

are supported by quantifiable measures (limits, triggers) established relative to bank-
specific criteria such as portfolio composition, size, earnings, or capital.
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e are considered during policy reviews and revisions, as well as for new products and
portfolio acquisitions.

e are reassessed by the board and senior management at least annually, and whenever
new business opportunities arise or risk capacity, operating environments, or other
economic factors change.

3. Determine whether compliance with the established risk appetite is effectively monitored
and managed by the board and senior management. Consider whether evidence suggests
that

e risks are identified, aggregated, and considered within and across products, portfolios,
and legal entities when measuring against risk tolerances.
e portfolio composition and performance can be reconciled to established risk appetites,

alation triggers exist at the overall retail portfolio level and for each

‘ roduct segment.

nd measured against tolerances and limits.

siness units operating outside board-approved risk

tablished risk appetite.

. iChassessments of observed risk levels (and trends) to
monitor compliance wi a ed risk appetite.

4. Evaluate whether retail business gi
established risk appetite. Consider w

regrealistic, prudent, and consistent with the

ritig@hanalysis.

the organizational structure, staffing levels, and busin @m S support any new

initiatives or products.

e actual performance is regularly compared with established projections, plans,
strategies, and initiatives.

e reports used to track performance are accurate, timely, and sufficiently detailed to
promote informed evaluations and decisions.

e processes exist for amending the plans to reflect current information or trends.

Objective: Determine whether all significant retail credit processes receive proper oversight from
the board and senior management.

1. Choose one or more credit processes (credit approvals, account management, collections,
portfolio management, or independent control functions) and assess whether
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e written policies, operating procedures, and process maps adequately govern each
activity. Consider whether
— policies, operating procedures, and process flows are appropriate for the size,
complexity, and transaction volume of the product or activity.
— aclear, complete, and complementary relationship exists between policies,
operating procedures, and process maps.
— documented procedures and process maps accurately reflect actual practices.
— internal controls ensure that exceptions to policies, procedures, and limits are
reported in a timely manner to the appropriate level of management.
— internal audit or other independent control functions periodically test the accuracy
and completeness of operating policies, procedures, and process maps.
— an effective quality assurance or quality control process periodically confirms the
effectiveness of significant controls and operating procedures.
e the board (orgesignated committee) approves all significant policies governing the

area.
e oversight’co credit or operating) have been established to support risk
identificationy ri ment, and the open discussion of emerging issues. Consider

— broad partici
— regular meetings,
— formal agendas an

can prepare for discussi
— meeting minutes that do

arties important to the business or function.
ith\godd attendance.

risk appetite and promote long-term, eff
o effective processes promote consistent ¢
regulations. Consider whether

— procedures are in place to comply with app aw$and regulations.

— processes exist to determine compliance with @pplitable Jaws and regulations.
— reports to senior management and the board deta#han ns with compliance
with applicable laws and regulations.
e an independent risk management function assesses risk a rging issues for each

activity on a regular basis.

Objective: Determine whether management reporting systems provide timely, accurate, and
practical risk management information.

1. Determine whether the board and senior management have established effective
management reporting as a bank-wide priority. Consider whether

e the board (or designated committee) periodically approves retail product policies and
procedures that include management reporting standards appropriate for the volume,
complexity, and risk profile of the products offered.
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e meeting minutes from board and other oversight committees provide sufficient detail
to follow the issues presented, topics discussed, decisions made, and required follow-
up items or actions.

¢ independent control functions include the quality, depth, accuracy, and timing of
management reporting as part of their normal scope of reviews.

e aquality assurance function periodically confirms the effectiveness of management
reporting.

e reports to the board and senior management consistently
— reflect the complexities and materiality of the bank’s retail credit portfolio.

— include a broad range of metrics, such as new transaction volumes, risk rating and
other credit quality trends, industry and market concentrations, performance of
loans granted as exceptions, emerging risks, loan pricing, and pipeline volumes.
identify significant assumptions, weaknesses, or limitations affecting the

d timely details.
iyes that provide substantive explanations and insight into

edifeview.
mmariés and line-of-business results with the amount of
%ﬂ and risk level.

2. Evaluate whether management reporting®Supgou$ effective oversight of retail credit
activities. Consider whether

auditors, credit audi
— provide both high-level
detail commensurate with

e reporting platforms for retail lending produc ed and integrated across the
bank.

e data on borrowers, portfolio segments, and product§gan red and aggregated
to
— provide accurate and reliable information for daily, and quarterly

portfolio monitoring and management needs.
— consolidate information across the retail-lending group, by business line, legal
entity, product type, industry, region, and other groupings relevant to the risk.
— meet ad hoc data requirements in response to emerging risks.
— be incorporated appropriately into stress testing scenarios.

e management reports regularly compare actual results with projections or other
benchmarks to detect and address adverse trends or concerns in a timely manner. Peer
bank information is presented for key metrics, such as loan growth, nonperforming
assets, loan charge-offs, ALLL levels, and credit concentrations.

e topics for standard retail management reports include
— the level and trend of delinquencies, nonperforming and problem assets, charge-

offs, weighted average risk ratings, and reserves in both balance sheet and off-
balance-sheet accounts.
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— trends in growth, volume, and mix of retail lending and fee-based credit activities.
— performance at the portfolio, product, and significant segment levels.
— trends in loan pricing programs, portfolio analytics and models, loss forecasting,
and stress testing.
— monitoring of new originations volumes, performance, and credit quality versus
the portfolio as a whole to support portfolio migration analysis.
— trends in summary ratings assigned by independent control functions, such as risk
management, internal audit, and retail loan review.
— performance related to changes in underwriting standards and policy exceptions.
— concentration levels and adherence to established risk limits.
— trends and data supporting quarterly ALLL decisions.
— emerging risks and actions taken to address those risks.
e periodic reports provide an in-depth review of the portfolio in response to growth,
changes in rigigprofile, new activities, or emerging risks to the bank or industry.

Objective: Determine whether exceftio nitoring systems effectively identify, measure,
monitor, and control credit-re d operating procedure noncompliance.

1. Determine whether processes fo jdent#fic
monitoring of policy exceptions are sulfec

e the board (or designated committee) peri@déCally ap
governing policy exception protocols fo @

e exception guidelines clearly establish when'agd hg
each should be handled.

e clear lines of responsibility and authority for identifyin@papp#gving, monitoring, and
analyzing policy exceptions are established.

e appropriate exception limits have been established.

e exception monitoring policies and operating procedures ar sistent with the
board’s established risk appetite and comprehensively define risk tolerance,
responsibilities, and accountabilities.

e management effectively assesses whether the exceptions policies, as applied, avoid
discrimination on a prohibited basis in violation of fair lending laws (including the
Equal Credit Opportunity Act, 15 USC 1691, and the Fair Housing Act,

42 USC 3605).

e internal control processes exist for review of the exception-tracking process by an
independent control function such as internal audit, external audit, or retail loan
review.

e aquality assurance function periodically reviews exception-handling processes.

tion, approval, management, and
rudent oversight. Consider whether

proves policies and procedures
ANt retail credit activities.
ptions may occur, and how

2. Determine whether active management of policy exceptions occurs in each significant
line of business or product. Consider whether
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e the level, composition, and potential impact of exceptions for all significant activities
are evaluated regularly. Determine if analysis considers
— the level, trend, and performance of exceptions granted.
— whether volumes conform to established limits, and whether those limits are
reasonable.
— the extent to which exceptions occur on new loans, renewals, and modifications.
— whether certain exception types lead to higher default or loss rates, or weaker
portfolio quality.
— the impact of exception levels and trends on ALLL and capital adequacy.
e Dbreaching an established exception threshold triggers more in-depth analysis and
discussion.
e policy and exception levels and performance of loans with exceptions are considered
when making changes to policy and underwriting guidelines.
e unidentified terial exception levels or failure to follow exception protocols are
considered ployees’ performance evaluations and compensation decisions.

3. Determine whethe ent reporting adequately supports exception-tracking
ing products. Consider whether

e exception-tracking regorts\aretimely, accurate, and complete and provide information

needed for sound man edible challenge.
e reporting systems capture an@ track @xception information at the product, program,
significant segment, and tranSagtion I

e tracking reports compare actual e ihlevels with limits, projections, and/or
qualitative benchmarks.
e tracking reports include the performanc
and by exception type, including loans
e key management reports used to track polic re periodically validated
and reconciled to source data to determine accurac pability.

assessment of exceptions risk on an aggregate basis,
measures relative to the approved risk appetite.

Objective: Determine whether credit approval processes operate in a structured, disciplined manner
and promote compliance with applicable laws and regulations, including fair lending laws
and regulations.

1. Choose one or more retail lending products and obtain an overview of the credit approval
process. Document the process in the work papers, focusing on steps involved in
application receipt and processing, credit decisions and approvals, and collateral
valuation and lien perfection. Determine

e which aspects of the underwriting process are automated versus manual.
e what sources of information are used and required (credit bureaus, written
applications, etc.).
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e how loan amounts or credit line assignments are determined (use of matrixes,
existence of collateral, etc.)

e where and how credit scores and scoring models are used (types of models, history of
model use, monitoring, and validation).

e differences in the underwriting processes based on
— products.
— target markets (e.g., prime, near-prime, and subprime).
— application channels (i.e., direct mail, telemarketing, Internet, and broker/dealer).
— unsolicited versus pre-qualified or pre-approved applications.

e how security interests are perfected (who is responsible and how filings are
completed and verified, etc.).

e whether insurance coverage is verified and continuously monitored.

2. Determine whet redit approval processes receive proper oversight from the board and
senior mana onsider whether

ommittee) approves all credit approval policies.
rts, and process maps exist for the entire process, from

e credit approval operati
identification, mitigation, re

e risk management plays a defiféi
processes.

e oversight committees support risk i
of emerging issues.

rovide for exception handling (e.g.,
nd performance monitoring).
r role in establishing credit approval

culture, risk profile, and lender capabilities. Consider whath

e operating procedures and process maps provide clear guidance for
— borrower selection criteria.
— underwriting standards by market, industry, and product.
— lending authorities and responsibilities.
— loan amounts or credit line assignments.
— handling policy exceptions.
— credit quality thresholds and limits.
e consistent documentation standards are required and used for all credit approvals.
e credit approval documentation adequately supports credit decisions, including
— transaction purpose.
— loan terms.
— loan amounts.
— borrower financial information and analysis.
— primary and secondary repayment sources.
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credit scores or risk ratings.

— collateral valuations.

— policy exceptions.

other risk or reward considerations.

e compensation programs effectively balance revenue generation with the approved
risk appetite. Compensation programs include a long-term component that
incorporates credit quality results over time.

e ongoing training programs provide guidance on factors such as the bank’s strategic
goals, risk appetite metrics, policies and procedures, industry risk strategies, client
selection criteria, underwriting standards, and risk mitigation strategies.

4. Determine whether brokers, correspondents, and other third-party loan originators are the
subject of prudent due diligence and oversight. Assess whether

e an establi ework exists for oversight of indirect lending activities and
dealers.

e criteria exist into, continuing, and exiting relationships with
intermediaries kginators.

e |oans purchased tlgough @ braker or intermediary reflect standards and practices
consistent with those &@pp the bank in its direct lending activities.

e internal processes and ide certainty that all purchased loans are
consistent with the bank’s uierwritihg criteria.

e contracts clearly specify cre iterig#loan documentation standards, collateral

igfnients, quality control reviews, and other

ligftce with agreements, bank policies, and

r

methods that allow the bank to verif
laws and regulations.

e each new third party is subject to defined due dilige
relationship.

e independent control functions in the bank, such as risk mari@@€ment, internal audit,
and loan review, include indirect lending activities as part of normal oversight scope
and reviews.

5. Evaluate whether retail loan structures support disciplined lending and orderly debt
repayment. Consider whether

e loan terms display a prudent consistency with the loan purpose, expected source of
repayment, timing of repayment, and the value and useful life of any collateral
pledged.

8 With respect to closed-end mortgages, refer to 12 CFR 1026.36, “Prohibited Acts or Practices and Certain
Requirements for Credit Secured by a Dwelling” (related to loan originator compensation and steering).
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e loan terms are consistent with the nature of markets and lending environments
involved.
e required minimum payments and amortization schedules
— provide regular and ongoing contact with the borrower.
— permit the borrower to demonstrate (and the bank to assess) ongoing ability to
repay outstanding amounts in a structured, orderly manner.
— are consistent with the borrower’s documented creditworthiness.
— are consistent with the loan purpose.
— minimize the deferral of principal or interest, and prevent prolonged negative
amortization.
e loan pricing is a risk-based consideration of the borrower’s financial condition, loan
terms and amortization schedules, and the current and projected value of any
collateral pledged.

6. Assess whethg lines for revolving products are assigned using prudent credit

o initial line assigfiments and line increases adequately consider the borrower’s
repayment capac

¢ line assignment and lifle iNgredse criteria are part of a structured, documented process
that includes testing an I re broad implementation.

e debt service capacity evaluations comsider the borrower’s ability to repay at least the
full minimum required paym na drawn line.

e documentation for credit line assi ncludes support and analysis of decision
factors such as prior history, risk sc or scores, and other relevant criteria.

e multiple credit lines to a single borrower, led and monitored.

7. Determine whether over-limit approvals for rev credit are reasonable and

controlled.®” Consider whether over-limit practices

e operate within defined policies and controls, includi
authorization buffer amounts, and repayment expectationg

e restrict over-limit authorizations for higher-risk accounts.

e require timely repayment of amounts exceeding established credit limits.

e are supported by management reporting with the ability to effectively identify,
measure, manage, and control exposures.

8. Evaluate whether credit decisions for each retail product appropriately consider both the
capacity and the willingness of the borrower to repay the debt as agreed. Consider
whether decision processes

87 For credit card accounts, assess the bank’s implementation of the over-limit guidance in OCC Bulletin
2003-1, “Credit Card Lending: Account Management and Loss Allowance Guidance.” Refer to appendix E,
“Account Management and Loss Allowance Guidance Checklist,” of this booklet. Also refer to

12 CFR 1026.56, “Requirements for Over-the-Limit Transactions,” for opt-in requirements.

Comptroller's Handbook 77 Retail Lending



Version 1.1 Examination Procedures > Quality of Risk Management

e operate within defined measurement criteria and documentation requirements.

e evaluate the borrower’s overall financial condition and resources.

e evaluate the borrower’s financial capacity to repay the subject loan in full, under the
terms and conditions of the loan agreement.

e consider the borrower’s character and willingness to repay as agreed.

e consider the financial capability and responsibility of any guarantor or insurance
provider.

e evaluate the nature and value of any underlying collateral.

9. Determine whether effective processes govern the acceptability, valuation, and perfection
of collateral.® Consider whether

e collateral-related policies and procedures are consistent with the established risk

o s are performed by qualified individuals independent of the credit
. rds define
valuation by product and transaction type.
— methods for re@gngili erences in value estimates.

— required valuationp
or market condition

— supporting documentati
and the basis for the valu

n a material change in the borrower’s risk profile

e management reporting systems sup
the size and complexity of transactions.

e independent control function(s) (such as In @ it, external audit, or retail loan
review) review collateral valuation activities:
e aquality assurance program periodically confirm feCtiveness of controls over

collateral valuation activities.
10. Evaluate the adequacy of the process for changing credit ap ndards. Review all
changes in policies and significant operating procedures since th€ last examination, and
determine their effect on quality or risk trends in the loan portfolio.

8 National banks and federal savings associations are required under 12 CFR 34, subpart D, and

12 CFR 160.101, respectively, to adopt and maintain written real estate lending policies. Pursuant to

12 CFR 34, subpart D, appendix A, “Interagency Guidelines for Real Estate Lending,” these policies should
include a real estate appraisal and evaluation program. Such programs are designed to ensure that reliable
appraisals and evaluations are obtained when required under 12 CFR 34, subpart C. Additionally, in 2010, the
bank regulatory agencies published the “Interagency Appraisal and Evaluation Guidelines.” (Refer to

OCC Bulletin 2010-42, “Sound Practices for Appraisals and Evaluations: Interagency Appraisal and Evaluation
Guidelines.”) These guidelines describe the elements of a sound program for conducting appraisals and
evaluations to support real estate-related financial transactions. Refer to the “Residential Real Estate Lending”
booklet of the Comptroller’s Handbook for more information on collateral valuation standards for residential
real estate.
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¢ Review analyses and documentation supporting recent changes to credit approval
criteria (e.g., credit score cut-offs, collateral advance rates, cash reserves, maximum
debt-to-income ratios).

e Discuss reasons for changes (if not readily apparent) with bank management and
determine whether there was a shift in the credit risk appetite.

e Determine whether all affected functional areas provide input to the department
making credit approval changes.

e Verify that management maintains a chronology of significant changes to credit
approval processes and credit approval standards.

Objective: Determine whether originate-to-sell activities operate in a structured, disciplined
89
manner.

1. Determine whe
and senior maa

henQriginate-to-sell programs receive proper oversight from the board
@ t. Consider whether

e originate-to-sg operate under board-approved policies.

I ures are consistent with the established risk appetite and

provide compreh

accountabilities.

ing, approving, monitoring, and reporting
exceptions to established policies andl operating procedures.

e originate-to-sell activities fallwadhi pe of an independent control function’s
review, such as internal audit, extggfal t, or loan review.

ympatible with the bank’s credit
culture, its risk profile, and the capabilities of ifg Consider whether

e Dbusiness strategies define originate-to-sell progra S objectives.

e written originate-to-sell policies and operating pro8gdures spetify

industry, client, and product selection criteria.
— underwriting standards by market, industry, and pro
— hedging requirements and underlying controls.
— limit structures for pipeline production.

e exposure limits are used to manage concentrations by product types, economic
sectors, and geographic areas.

e controls restrict the holding period for stale inventory, requiring managers to
document action plans and disposition time frames.

e price and structural flexibility is frequently used to respond to evolving market
conditions.

e sell-down strategies are explicit and consistently documented.

e program managers and the treasury funding desk communicate regularly to manage
liquidity and funding options.

8 Note that some regulatory requirements may limit such activities. For more information, refer to
12 CFR 1026.43(e)(5) and (f)(2), “Minimum Standards for Transactions Secured by a Dwelling.”
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e repurchase exposures are monitored and adequate reserves are maintained.
e economic or regulatory capital is allocated at the time of legal commitment.

3. Determine whether management reporting effectively supports originate-to-sell oversight,
management, and monitoring. Consider whether

e management reports routinely
— compare actual results with projections or other benchmarks.
— present current and anticipated positions against limits.
— show profit and losses on significant segments and the aggregate originate-to-sell
program.
e pipeline reports show expected and stressed-loss earnings, stratified exposures by

ucts or significant initiatives are subject to prudent due
f the requirements to comply with applicable laws and
ef@re broad adoption.

1. Determine whether pruden rg#ght 10 new products or significant initiatives exists.

Evaluate whether
e new products or significant initiat(

appropriate board committee.
e “significant” has been reasonably define

pproved in advance by the board or an

discuss emerging issues.

e new-product or significant initiative strategies an
consistency with the established risk appetite.

e policies and operating procedures are consistent with the
risk profile of new products or significant initiatives.

e new-product or significant initiative internal control processes are subject to review
by an independent control function such as risk management, internal audit, external
audit, or loan review.

e quality assurance reviews periodically confirm the effectiveness of internal controls
for new products or significant initiatives.

2. Assess whether due diligence for new products or significant initiatives includes

e evaluating how the proposed product or initiative fits with the existing business
strategy and risk profile.

e input from all important affected areas (credit, funding, compliance, operations,
control functions, etc.) regarding potential business impacts or concerns.
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e assessing the resources needed to effectively manage the product or significant
initiative, including the need to acquire additional expertise.

e developing viable alternatives, including an exit strategy, in case the product or
significant initiative fails to perform as expected.

3. Determine whether all new products or significant initiatives are subject to testing before
broad implementation.®® Consider whether product tests

e are required for all new products or significant initiatives.

e define test objectives, methods (e.g., assumptions, test size, selection criteria, and
duration), and key performance measures in advance.

¢ include a holdout group that is not subject to other significant account management or
cross-selling initiatives for the duration of the test.

e include test perigds long enough to determine probable performance and to work

3 | or other issues.

e design and te; ifaring reports before test rollout.

e have defined® cesses based on the size, importance, and potential impact

igMificamtkinitiative.

4. Assess whether the bank @ndlcts adequate due diligence on third-party relationships
used for new products or siOwi INMiatives. Consider whether

e due diligence includes assess e tigrrd
condition, and information securix

e the bank has an ongoing oversight psgr

e the bank has a contingency plan in case

rty’s reputation, products, financial
sults.

nitor the third party’s activities.
ty cannot perform as expected.

itored after initial tests to

5. Assess whether new products or significant initi
compare actual with expected performance. Consider

e volumes and performance are monitored separately

e initial tests identified specific objectives and performance
success.

e follow-up monitoring includes triggers or guardrails prompting further analysis or
actions if actual results are significantly below or above expectations.

period after rollout.
A for evaluating

6. Assess whether internal controls for new products or significant initiatives include

e expanding and amending bank policies and procedures.

e including parameters in policies and procedures that establish accountability and
provide for exception monitoring.

e implementing reporting systems to monitor adherence to objectives and limits.

9 Refer to OCC Bulletin 2004-20, “Risk Management of New, Expanded, or Modified Bank Products and
Services: Risk Management Process,” for national banks, and OTS Examination Handbook, section 760, “New
Activities and Services,” for federal savings associations.
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e developing monitoring reports with key indicators to effectively identify, measure,
monitor, and control risk.
e incorporating the product or initiative into the bank’s audit and compliance processes.

Objective: Assess processes for the design and implementation of account management programs
and activities for retail credit accounts.

1. Determine whether account management programs and activities receive proper oversight
from the board and senior management. Consider whether

e the board (or designated committee) periodically approves policies and significant
account management strategies before implementation.

e account management policies and operating procedures are consistent with the
established rJ

e major straiee d initiatives are subject to testing before full rollout or widespread
use.

e exceptions tajes
monitored, an

e approval and esca
policies or risk limits.

e an independent control such as internal audit, external audit, or retail loan
review includes account management pgograms and activities within its normal scope

v/

es are in place to handle significant exceptions to

~—

of operations.
e quality assurance reviews periodi
account management programs and &Ctio

uate and confirm the effectiveness of

2. Determine whether account management strateg eveloped in a sound and prudent
manner. Consider whether

e strategy approvals include all relevant units (e.g., pent, marketing,
customer service, compliance, information technolo

retention, earnings, compliance, and the bank’s reputation.

e due diligence properly considers the impact of overlapping or repeat strategies.

e testing occurs before full implementation for strategies with potential for significant
credit or earnings impact.

e program objectives and monitoring reports are developed before strategy testing
begins.

e tests run long enough to obtain reasonable results on performance and impact.

e management regularly monitors and analyzes actual versus expected results during
testing and for an appropriate period after rollout.

e management responds promptly to both positive and negative performance differing
from expectations.
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3. Evaluate whether account management practices are consistent with prudent risk
management and applicable regulatory guidance.®* Determine whether

e transaction authorizations (approvals, holds, and denials) are well defined and
controlled. Consider

— how the bank establishes transaction limits and over-limit buffers (e.g., dollar
amount, frequency, and cash versus purchase allocations).

— criteria used to freeze accounts or prohibit additional transactions.

— how the bank controls the types and volumes of transactions likely to circumvent
the bank’s authorization process (e.g., small dollar transactions, recurring
transactions, delayed postings).

— processes for handling payments returned for insufficient funds and large payment
holds.

performance of acgou anted line increases, decreases, or suspensions.

— consistently mana t orization buffers, account terms, and conditions
for repaying over-limit
e the assessment and waiving

well managed and controlled. Deteg#in

— policies and operating procedure idegpractical guidance for permissible
actions.
— practices are consistent with establisRe€d
— the effect on account performance is ac itored and analyzed.
e explicit standards control the use of re-ages forope counts.% Assess whether

— ademonstrated and renewed willingness and abi D

— arequirement that an account must have been open 3

— at least three consecutive minimum monthly paymentSw it equivalent
cumulative amount before re-aging.

— limits on re-ages to one in the prior 12 months, or two in any five-year period
(except for a one-time permissible workout re-age).

%1 The primary regulatory guidelines relating to retail credit account management activities can be found in
OCC Bulletin 2000-20, “Uniform Retail Credit Classification and Account Management Palicy: Policy
Implementation,” and OCC Bulletin 2003-1, “Credit Card Lending: Account Management and Loss Allowance
Guidance.” Other guidelines, including standards in the Credit Card Accountability Responsibility and
Disclosure Act, a 2009 amendment to the Truth in Lending Act, and Regulation B, which implements the Equal
Credit Opportunity Act, may also apply. Mortgage servicing rules may also apply. For more information, refer
to the “Truth in Lending Act,” Real Estate Settlement Procedures Act,” “Credit Card Lending,” and “Fair
Lending” booklets of the Comptroller’s Handbook.

9 These standards should be consistent with OCC Bulletin 2000-20, “Uniform Retail Credit Classification and
Account Management Policy: Policy Implementation.”
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explicit standards control the use of extensions, deferrals, renewals, and rewrites for

closed-end loans. Consider whether

— borrowers are expected to demonstrate a renewed willingness and ability to repay
the loan.

— policies specifically limit the number and frequency of extensions, deferrals,
renewals, and rewrites.

— policies prohibit advances to finance unpaid interest and fees.

4. Determine whether management reporting systems effectively support account

management activities. Consider whether

reporting systems for account management activities can
— aggregate an entire loan relationship by customer (multiple loan accounts by
product aghin total).

— identifyfg pcument any loan that is re-aged, extended, deferred, renewed, or
re-writte uging the number of times any action was taken.
— monitor volume and performance of loans re-aged, extended,

ritten or placed in a workout program.

— compare actu projections or other benchmarks to detect and address
adverse trends or .

— document that ban e municated with the borrower, the borrower
agreed to pay the loan inffull, an@ the borrower has the ability to repay the loan.

key reports are periodically r il ith source data to determine accuracy and

reliability.

reports to the board (or other oversi

clear assessment of account managemen

dashboard report of key measures relativ

ee) and senior management include a

gfY g aggregate basis, including a
@@u oved risk appetite.

Objective: Determine whether collections and workout progra esSes operate in a structured,

1

disciplined manner.
. Evaluate whether collections and workout activities are sub @ oper oversight.
Consider whether

the board (or designated committee) approves policies and significant collections and
workout program strategies before implementation.

collections and workout program policies and operating procedures are consistent
with the established risk appetite.

major collections and workout strategies and initiatives are subject to appropriate
testing before full rollout or widespread use.

exceptions to established policies and operating procedures are actively identified,
monitored, and evaluated.

approval and escalation processes exist to handle exceptions to policy, concentration,
or other risk limits.
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e an independent control function such as internal audit, external audit, or retail loan
review includes collections and workout program activities (including adherence to
applicable regulatory guidance) within its normal scope of operations.

e quality assurance reviews periodically evaluate and determine the effectiveness of
collections and workout program processes.

2. Evaluate whether established processes result in the efficient and effective transfer of
problem credits to collections departments or workout specialists. Consider whether

e collections staff expertise aligns with the complexity of the bank’s products, risk
profile, and target markets.

e objective standards exist for transferring retail accounts to collections departments or
workout specialists.

r’s\eurrent financial condition, cause of financial problems,
external factors th@ may affect their ability to repay, and any reputation risks
associated with the orfgroduct type.

— obtaining collateral valuations yllections accounts that are based on market

value from independent a owedgeable sources.
— applying proper accounting stasita r issues such as troubled debt
restructurings (TDR), loan modi I r income accrual.

e credit files (or collections systems) docu ‘
the problem situation; trends and key issue
collateral values; workout strategies and act
or loss.

e post-mortem evaluations of problem assets are pe
causes, evaluate collections strategies, and determine
need revision.

g legal); financial metrics;
; the potential for nonaccrual

3. Determine whether appropriate processes govern the development and implementation of
collections strategies and workout programs. Consider whether

e responsibilities for strategy development are assigned to a specific person or group.

e proposed workout strategies require projections or performance thresholds to aid in
evaluating whether treatments are performing within expected ranges, and identifying
the need for adjustments.

e placement in a workout program (temporary or permanent) relates directly to the
nature, severity, and expected duration of each borrower’s hardship or specific
circumstances.

e workout strategies for each borrower include a cost-benefit analysis of retention
versus exit considering all available options.
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e payment terms for borrowers in temporary workout programs are consistent with the
nature of the hardship and restoring the borrower to non-problem status.

e payment terms for borrowers in permanent workout programs focus on ensuring the
bank recovers principal amounts as quickly and efficiently as possible.

e proper testing (test size, time frames, account population, and characteristics) occurs
before expanding new workout programs or strategies.

e the testing process accumulates sufficient data to measure strategy success and make
informed decisions.

e change logs are maintained for each workout program or collections strategy to
support ongoing analysis and decisions.

e the bank has a formal process to periodically assess the efficiency and effectiveness
of the full range of workout strategies available to the collections department or
workout specialists.

e successes a iures are documented and retained to help inform future proposals.

4. Evaluate the'con f the bank’s retail loan classifications (including charge-offs),
re-ages, extensiofs, rral§, renewals, rewrites, and internal or external workout
programs with regdgtoryaan ounting guidance.

C
e Compare the bank’s c@llection workout-area policies and operating procedures
with the criteria in
— the “Uniform Retail Credit Class¥fication and Account Management Policy
ixdo

IS booklet.
ded in the “Account Management and

ntgl alfomated versus manual processes
' @ an classifications.

RV the parameters correspond
uidelines.

Checklist,” included as a
— workout and forbearance practi€es 4
Loss Allowance Checklist,” incl
e Determine where management has impl

likely to receive appropriate classifications inas
manner.

e |f the bank does not place severely delinquent retail and residential real estate loans
on nonaccrual, identify the methods the bank employs to accurately measure income
and determine that it is not materially overstated (e.qg., loss allowances for
uncollectible fees and finance charges).

e Request a report detailing retail loans by product that reached 90 days past due during
the previous quarter. Confirm that each was classified substandard and included in
management reports of classified loans.

e Determine whether losses are automatically or manually processed, any
circumstances possibly delaying a charge-off, and when the bank recognizes losses
(i.e., daily, weekly, or monthly). Determine how accounts scheduled for charge-off
are loaded into a charge-off queue or other system for loss.

e Request a report detailing closed-end accounts more than 120 days past due and
open-end accounts more than 180 days past due that are not charged off or, if secured,
written down to the value of collateral, less cost to sell. Review the report with
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management, and determine why those balances remain on the bank’s books and
whether there are system or policy issues needing correction.

5. Assess whether appropriate processes control the use of third parties used to collect
delinquent accounts or recover losses, such as debt buyers, skip tracers, repossession
agents, and legal firms. Consider whether

e responsibility and authority for managing third-party collections agencies lie with a
specific individual.

e aformal due diligence process is used to select third-party collections agencies.

e contracts and proposed collections practices are reviewed by the applicable risk
personnel, such as the bank’s legal counsel and compliance officer.

e contracts include well-defined performance tolerances and termination requirements.

e regular monjg@hng compares third-party performance to established performance

control function such as%
assurance.

6. Evaluate whether appropriate process%

Consider whether

e fraudulent accounts are charged off withi
e fraud is well-defined and fraud losses are ap
losses.

account versus an undisputed amount.
e when investigation negates the fraud allegation, the bank retlrns accounts to the
previous delinquency status and immediately reinstates collection efforts.

7. Determine whether management reporting systems effectively support collections and
workout program activities. Consider whether

e reporting systems for collections and workout program activities can
— aggregate an entire loan relationship by customer (multiple loan accounts by
product and in total).
— provide asset-level detail for each account assigned to the collections department
or any workout program.
— monitor and track the volume and performance of individual loans assigned to
collections or enrolled in any temporary or permanent workout program.
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Objective: Determine whether risk identification dhd
structured, disciplined manner.

1.

— monitor and track the volumes, performance, and success rates of collections
strategies and workout programs.

— provide trends on activity, volumes, and performance for collections as a whole,
and for each individual strategy or workout program.

— compare actual results with projections or qualitative benchmarks for collections
as a whole, and any individual strategies or workout programs.

— document account activity, history, and communications with the borrower
through any aspect of collections or workout program activities.

— identify and monitor accounts with exceptions to collections or workout program
policies and operating procedures.

collections systems adequately document borrower interaction before enrollment in a

temporary or permanent workout program. Documentation shows

— the nature of the hardship or problem.

key reports are pe
reliability.
reports to the board (or r@versight committee) and senior management include a
clear assessment of collecti anyout program risk on an aggregate basis,

y

onciled with source data to determine accuracy and

including a dashboard report asues relative to the approved risk appetite.

anagement activities operate in a

Determine whether credit quality monitoring pr r proper oversight from the
board and senior management. Consider whether

the board (or a designated committee) periodically ap @ ies and procedures
specific to risk identification and performance monitoring e appropriate for the
bank’s risk profile and complexity of the products and loan structures offered.

risk identification policies and operating procedures are consistent with the board’s
established risk appetite and comprehensively define risk tolerance, responsibilities,
and accountabilities.

risk identification and performance monitoring policies and procedures include
standards and guidelines for handling exceptions to policies and operating procedures
(identification, mitigation, reporting, and performance monitoring).

an independent control function such as internal audit, external audit, or retail loan
review regularly evaluates control systems and policy adherence related to risk
identification and performance monitoring.

a quality assurance function periodically confirms the effectiveness of risk
identification and performance monitoring controls.
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2. Determine whether borrower risk-identification and loan performance monitoring are a
high priority and operates in accordance with approved guidelines.®® Consider whether

e credit quality is monitored continuously at the individual borrower, significant
segment, product, and portfolio levels.

e monitoring activities operate as an important early warning system, allowing credit
issues or credit deterioration to be elevated in a timely and effective manner.

e the level of attention and monitoring is proportional to the inherent credit risk (at the
borrower, segment, product, or portfolio level).

e Dbusiness and risk managers have experience and expertise with the products offered,
and can properly identify and respond to changing risk levels.

e |oan products with extended maturities or principal deferral (e.g., loans with interest-
only monthly payments) do not rely solely on delinquency performance to monitor

e guidelines sp
collateral are r
e Dborrower, portfoliByand frodlct monitoring activities are influenced by industry or
concentration risk. Th@ bafk uses internal and external sources as early warning
triggers to identify pote :
e changes in economic conditi@ns are/<plicit factor when assessing portfolio
it

condition, account managem esy and collections activities.

ctive and effective risk
Sj hether

3. Determine whether management reportieg s
identification and credit quality monitoring.

e reporting platforms used for risk identificati ance monitoring are
automated and integrated across the bank.
e management reports
— are complete and aggregate relevant risks across
— are accurate and timely.
— provide information needed for sound management and credible challenge.
— compare actual results with projections and qualitative benchmarks to add
perspective and detect and address adverse trends or concerns in a timely manner.
— include performance metrics associated with the approved risk appetite that are
available and tracked regularly.
e key borrower quality and performance monitoring reports are periodically validated
and reconciled to source data, ensuring reliability.
e reports to the board (or other oversight committee) and senior management include a
clear assessment of risk levels and credit performance on an aggregate basis,
including a dashboard report of key measures relative to the approved risk appetite.

9 Examiners should ensure that the bank has sufficient policies and operating procedures to identify and
address consumer protection, fair lending, and BSA/AML risks. Any identified consumer compliance concerns
may require subsequent supervisory activities.
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4. Determine whether management of retail credit concentrations receives proper oversight
from the board and senior management. Consider whether

e the board (or a designated committee) periodically approves policies and procedures
for identifying and managing concentrations appropriate for the retail credit
portfolio’s size, risk profile, and complexity.

e concentration management policies and operating procedures are consistent with the
board’s established risk appetite and comprehensively define risk tolerance,
responsibilities, and accountabilities.

e credit concentration limits are established and managed for retail lending as a whole,
and for each significant product.

e concentration limits are well defined, well communicated, and consistently applied
across retail lending products and portfolios.

tions to policies and operating procedures (identification,

nd performance monitoring).

e an independent
review regular
concentrations ris

e aquality assurance fu
limit controls.

5. Determine whether risk and con tio
prudent manner. Consider whether /
e acompany-wide framework identifies r
exposures across business lines, includin
securities for the applicable asset classes.

e credit concentration limits are well defined and acti

e exposures to higher-risk products or borrower segfgnts‘are gegerally subject to lower
exposure limits.

e management expertise in various products or markets iS¢
risk limits.

e exposure limits are dynamic and based on current positions, market trends, and
industry conditions.

e notional limits are supplemented with risk-based credit equivalents (e.g., economic
capital and loan equivalent exposures).

e credit concentrations nearing or exceeding approved limits are subject to enhanced
review and reporting.

e aformal process identifies and escalates exposures approaching or exceeding
approved concentration and risk limits.

e established risk mitigation strategies, tools, or activities are used to manage

significant credit concentrations (e.g., loan sales, securitization, curtailment, and
derivatives).

anagement.
108 periodically confirms the effectiveness of concentration

its are established and managed in a
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e risk mitigants (e.g., collateral, protection sellers, and guarantors) are regularly
monitored and evaluated for effectiveness at the transaction and portfolio levels.

e formal evaluations of high-risk retail credit concentrations are conducted periodically.

e portfolio-level and specific stress testing is used to identify potential credit
concentrations and assess their impact on the bank’s asset quality, earnings, capital
and liquidity.

6. Determine whether management reporting systems support active and effective oversight
of risk and concentration limit management. Consider whether

e reporting systems adequately support the size, risk profile, and complexity of the
retail portfolio.
e reporting platforms are automated and integrated across the bank.

eded for sound management and credible challenge.
ith projections and qualitative benchmarks to add
perspective an dverse trends or concerns in a timely manner.
— include limits-related pgrfo ce metrics associated with the approved risk
appetite.
e atracking mechanism monit@rs thytiveness of hedging activity and determines
0

the appropriate time to close ustifications for closing positions are
clearly documented and forwardedfo plicable (e.g., credit or enterprise risk)
committee.
e potential issues or risks related to the ty
to the board (or designated committee).
e key reports are periodically validated and rec

ing employed are communicated

rce data to ensure

reliability.
e reports to the board (or other oversight committee) ganagement include a
clear assessment of concentration risk on an aggregate’ha$ ding a dashboard

7. Determine whether borrower segmentation systems are appropriate for the nature, size,
and complexity of the bank’s retail product types, borrower base, and payment
structures.® Consider whether

e the ratings system includes an appropriate number of grades (or segments) that result
in a meaningful distribution of exposures that supports active risk analysis and
management.

% Some smaller community banks with non-complex retail portfolios may use delinquency-based ratings or
segmentation systems, or only the regulatory risk classifications for retail credit described in OCC Bulletin
2000-20, “Uniform Retail Credit Classification and Account Management Policy: Policy Implementation.”
Banks with larger, or more complex retail portfolios should have more robust ratings or segmentation systems.
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e ratings and segmentation criteria are written, clear, and consistently applied, and
include specific factors for assigning classification.

e all consumer exposures have ratings or segment assignments, except for approved
exceptions.

e rating or segmentation assignments are dynamic, with changes based on variations in
a borrower’s risk profile.

e ratings and segment assignments are reviewed and updated whenever new material
information is received, but not less than annually.

e exceptions to specified ratings or segmentation criteria are rare. Procedures for
overrides or omissions are well defined. Overrides (judgmental or policy) or
omissions are identified, analyzed, and monitored to evaluate the impact on the risk
rating system.

e independent validation processes confirm and assure the accuracy of risk rating or
segmentatiogf8ystems on an ongoing basis.

e risk ratingf@ % entatlon reports provide a clear assessment of portfolio mix and
composition By ant segment and product and on an aggregate basis, including
a dashboard @1 rements relative to the approved risk appetite.

sion debt cancellation credit Iife skip-a- pay, etc.) are

and segmentation syste
8. Assess whether stress testing for Fetadl pasttoli

and complexity of the products offere

e the retail credit stress-testing framewor
and other decision-making functions.

e stress events are designed to identify the im uality, earnings, capital,
and liquidity.

e stress-test characteristics include that

— the complexity of any given test does not undermine 4
clarity.

— testing relies on high-quality, readily available input dataand information to
produce credible outcomes.

— assumptions and the degree of uncertainty of inputs to the stress tests are
documented.

— testing looks beyond assumptions based only on historical data and challenges
conventional assumptions.

— testing is conducted over various time horizons, including the life of the loan
exposures, to adequately capture both conditions that may materialize in the near
term and adverse situations that take longer to develop.

— testing development is iterative, with ongoing adjustments and refinements to
better calibrate the tests to provide current and relevant information.

e stress tests are tailored to, and specifically capture, the retail business’s exposures,
activities, and risks. Exercises include

s is appropriate for the size, risk profile,
er whether

c

grated within the retail business

grity, usefulness, or
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— the potential impact of adverse outcomes, such as an economic downturn or
declining asset values.
— scenarios relevant to the direction and strategy set by the board.
— scenarios sufficiently severe to be credible to internal and external stakeholders.
e whether exposures, activities, and risks under normal and stressed conditions are
aligned with the approved risk appetite.
e stress test results are clear, actionable, and well supported, providing for informed
decision-making. Consider whether
— results are accompanied by descriptive and qualitative information (such as key
assumptions and limitations) allowing users to interpret the exercises in context.
— results foster dialogue, keep the board (or designated committee), senior
management, and staff apprised, and inform stress testing approaches, results, and
decisions in other areas of the bank.
— benchmagéng or other comparative analysis is used to provide proper context and
Its.

e validati types of independent reviews consistent with supervisory
expectations @re Used (Byensure process integrity and results.
Objective: Determine whether e prodgss¥or establishing the ALLL is well defined and objective,

and clearly supports the adeqlacy\ef Current reserve levels.

1. Determine whether activities to gstablisiijthe allowance for retail lending products
receives appropriate board and ségior m ement oversight. Consider whether

e the board periodically approves allowénc ies and procedures appropriate for the

e the board (or a designated committee) provig e oversight for the ALLL process
and controls, reviewing recommendations ang g appropriate levels for the
ALLL.

e adequate resources are allocated to support the de of analysis necessary

¢ an independent control function such as internal audit, exte
review periodically reviews the loan-loss allowance process.

e an independent quality assurance framework is in place to confirm the effectiveness
of the allowance process.

al audit, or retail loan

2. Evaluate ALLL practices relative to retail lending. Consider whether

e analysis includes all pertinent information existing as of the financial statement date,
including environmental factors such as industry, geographical, economic, and
political factors.

e methodology results are consistent with the quality of the portfolio, economic
conditions, and regulatory and accounting requirements.
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e the ALLL process includes the opportunity for qualified parties (risk managers,
oversight committee members, etc.) to provide credible challenge to qualitative and
economic assumptions.

e changes to the portfolio affecting inherent losses are analyzed and incorporated into
the process in a timely manner. This includes new products, acquisitions, or trends
that affect asset quality and ultimately inherent losses.

e periodic validation of the bank’s ALLL methodology and its application are
performed by a party independent of the credit approval and ALLL estimation
processes.

e Dback-testing of results is performed periodically for both the ASC 310-10,
“Receivables,” and ASC 450-20, “Contingencies,” portions of the ALLL.

e the quarterly ALLL adequacy package provides well-documented and comprehensive
support for the bank’s decisions.

e |oss estimatig@PNgrocesses in place are consistent with GAAP.

C % off-balance-sheet exposures are analyzed appropriately, but
includedin a §eParai@liability account on the bank’s balance sheet.

collateral less cost to sell (only when a loa
market price when a market exists.

e documentation for the impairment measurement used, sources of information,
as well as calculations, adjustments, and other assthgpti &lransparent and can be

understood by others not familiar with the credit.

e policy or procedure guidance includes a clear, understantg
loan is considered collateral dependent, and such guidance
GAAP and consistent with supervisory guidance.

e the bank properly accounts for any portion of the fair value of the recorded
investment in a collateral-dependent loan in excess of the fair value of the collateral.

e |oans below established thresholds are grouped with other loans sharing common
characteristics, as appropriate.

e all TDRs are evaluated for impairment; however, TDRs below established thresholds
and performing TDRs may be grouped with other loans sharing common
characteristics.

e the aggregate ASC 310-10 impairment amount is included in the total ALLL, which
includes loans that are impaired with an impairment amount of zero.

n accordance with
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4. Assess whether the bank established its allowance for retail loans not evaluated
individually for impairment consistent with the standards in ASC 450-20, “Loss
Contingencies.” Consider whether

e arobust credit risk grading (or segmentation) system forms the foundation for
determining inherent loss.

e exposures are stratified into pools with similar risk characteristics including risk
rating, line of business, industry, and product.

e documentation of the look-back period, the loss emergence period, loss factors, and
other assumptions provide transparency and support that can be understood by an
informed third party.

e judgmental factors (imprecision, qualitative factors, etc.) are quantified and well
supported by a comprehensive analysis and narrative.

e use of econggig data is well supported.

Withe board (or designated committee) and senior management

provides suffigren il to support the appropriateness of the ALLL balance at each

quarter-end. inBhude details on ASC 310-10 impaired loans,® estimates of
credit losses fo 0-20 pools of loans,*® purchased credit impaired reserves,
and management nted rationale.

Personnel

Personnel are the bank staff and man Me
should be qualified and competent, have @f€ar
accountable for their actions. They should ustQergta

values, policies, and processes. Banks should d
retain personnel, align with strategy, and appropria

cute or oversee processes. Personnel
fined responsibilities, and be held
bank’s mission, risk appetite, core

Bgnsation programs to attract and
dhce risk taking and reward.

Objective: Determine whether management expertise and staffi ourees are appropriate for the
volume, risk profile, and complexity of the products and S8gvices o d.

1. Using the organizational chart, discuss with senior manage ackgrounds,
responsibilities, and qualifications of key business and risk managers.

e Review and document the retail organizational structure and note any significant
changes in senior management or staffing levels. Consider turnover trends for
significant functional areas.

e Obtain criteria for key management compensation programs and position evaluations.
Determine whether goals and objectives are consistent with the bank’s risk appetite
and business plan.

% A loan is impaired when, based on current information and events, it is probable that a creditor will be unable
to collect all amounts due according to the contractual terms of the loan agreement.

% An example is homogeneous pools of non-impaired loans.
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e Determine whether performance criteria include objective measures such as policy
overrides, credit performance, and profitability for the retail portfolio as a whole, and
segmented by significant product.

e Review key managers’ performance-based compensation for the most recent
evaluation period and assess whether managers are, in fact, held accountable for
meeting agreed-upon objectives.

2. Obtain and review results of any resource or skill-gap assessments produced for business
line managers or risk management functions. Consider whether

gaps and assessment analyses consider current and planned activities.

adequacy assessments include depth of staff succession planning for key positions.
managers were required to respond in writing to identified gaps.

identified g ve either been addressed, or corrective plans are in place.

3. Assess whether s
credit administr
complexity, and ri
expected target mark
whether

r the business line units (credit approval, loan originations,
lle8tions, and portfolio management) are appropriate for the size,
rofye of.the bank. Consider the products offered, current and
and@ctual and expected transaction volumes. Determine

0]

e management experience andgxperti ign with the sophistication and complexity of
the products offered and plan
e staffing plans are consistent with dépar, t and bank objectives (e.g., growth and
credit performance projections).
o staffing levels are sufficient for the scopgl@f o ions, complexity of the products,
and volume of transactions expected.
e staff training in each area
— is appropriate for the specific tasks assigned.
— keeps pace with the complexity of the productS\targ
offered.
— includes discussion of the bank’s established risk app retail lending.
e the board or senior management reviewed and approved all incentive pay programs
before implementation.
e incentive pay programs
— are consistent with the bank’s business strategies and desired risk profile.
— do not encourage volume over long-term credit quality, or shortcuts in due
diligence or documentation due to time pressures.

— appropriately limit the total incentive pay a loan originator or underwriter can
receive.

ts, and transactions

4. Assess the structure, management, and staffing of each significant control function,
including risk management, loan review, model risk governance, internal and external
audit, quality assurance, and compliance review. Consider the retail lending products
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offered, current and expected target markets, and actual and expected transaction
volumes. Determine whether

e the roles, responsibilities, and reporting lines for each control function are
appropriate, documented, and well communicated.

o staff expertise aligns with the sophistication and complexity of the products and
services offered.

e the quality and depth of staff (including expertise and number) are adequate for the

responsibilities assigned. Consider

— the experience levels of managers and staff in control function roles.

— the expertise of staff and managers with the products, transactions, or activities
within their area of responsibility.

— management and staff turnover levels.

Control Systems

Control systems are the functioS®sy€h as Mternal and external audit, and quality assurance)
and information systems that bank mlanagers’usg to measure performance, make decisions
about risk, and assess the effectivene % and personnel. Control functions should
have clear reporting lines, sufficient resoufCe appropriate access and authority. MIS
should provide timely, accurate, and reliablefnf on.

n oversight of retail credit
0 nce,?” internal and external

£

e all significant products, services, and activities are subject to periodic independent
control function review.

e organizational reporting lines establish the necessary level of independence.

e control function resources are sufficient to support assigned responsibilities, including
the allocation and adequacy of staffing budgets.

Objective: Assess the effectiveness of independent contrg
activities (e.g., risk management, loan review, mode
audit, quality assurance, and compliance review).%

il credit activities
sider whether

1. Review the retail credit organizational chart to assess whath
are subject to review by qualified, independent control func

% For more information, refer to OCC Bulletins 1997-24, “Credit Scoring Models: Examination Guidance,” and
2011-12, “Sound Practices for Model Risk Management: Supervisory Guidance on Model Risk Management.”
Also refer to appendix F, “Credit Risk Model Oversight and Review Checklist,” of this booklet.

% Compliance is a significant risk for retail lending. While consumer compliance examination activities
generally assess the quality of the compliance review function, when assessing safety and soundness, examiners
should understand compliance-related roles, responsibilities, and coverage, as well as how compliance controls
fit into the overall control plan.
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e current control function staffing levels appear sufficient for the scope and breadth of
responsibilities.

e known or anticipated staffing gaps or vacancies have been adequately considered and
addressed.

2. Evaluate independent control function management and staffing expertise. Consider
whether

e control function managers have the business experience and product expertise to
credibly opine on retail credit issues.

e control function staff has experience and expertise with the specific products and
services offered.

e staff depth enables succession and continuation of coverage during times of change or
adversity.

e continuing

on and professional affiliation memberships are important.

3. Evaluate whetheffin ndegt control functions have sufficient authority and standing to
influence correctiv&acti®g and,curb inappropriate practices. Consider whether

¢ the audit committee (@ bo&rd) actively sets expectations, approves policies and
operating plans, and ev egfoer ance for each major independent control
function.

e the audit committee (or boar ro annual compensation and salary
adjustment for each independent r ction manager.

e the audit committee (or board) apprafes isions regarding the appointment or
removal of independent control function ager

e control function roles are defined and integ @

[1C O

e Dbusiness line and operational departments openly
credible challenge exercises.

e the control function manager makes the final decisions O g conclusions,
including program or initiative risk levels.

e significant issues require written management responses.

e management consistently responds to control system reviews in a timely manner with
appropriate corrective action.

e issues identified and the status of corrective actions are tracked and reported to senior
management or the board (or audit committee).

e control system managers have direct and unimpeded access to senior management
and the board (or audit committee) and key risk issues are escalated in a timely
manner.
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4. Determine whether independent control functions have full control over the frequency,
timing, and scope of reviews.% Consider whether

e rank ordering and scheduling of review areas come from the control function’s own
risk assessments and analysis.

e review cycles are consistent with risk assessments, and are reviewed and approved by
the audit committee (or board) as part of its normal oversight responsibilities.

e review frequency is consistent with the significance of the risks involved.

e risk evaluations for significant new products or initiatives are a priority, and are
completed in a timely manner.

e the scope of reviews includes transaction sample sizes sufficient to draw valid and
supportable conclusions.

e the OCC and board can rely on the work and conclusions.

5. Review the pe of operations for independent risk management. Consider
whether the Tunc 0Cess)

size, nature, comp¥gxi sired risk profile.
e monitors the risk profile i ion to the risk appetite.
e identifies systemic and g isSues for retail credit overall, and for specific
products and target markets.
e provides ongoing communica % iness lines regarding adherence to risk
and concentration limits.
e escalates issues and concerns to appr@pridte grtj
effective manner.
e has an explicit responsibility to evaluate ang
exceptions and concentration limits.
e evaluates whether internal controls are sufficient erating effectively for the

type and level of risks assumed by the bank.
e identifies best or leading practices and ensures these dre @ d where appropriate.
6. Determine whether the scope of operations for each control function considers the

adequacy of policies, procedures, and processes, as well as adherence to established
guidelines. Consider whether coverage includes

s or committees in a timely and

issues related to policy

e an assessment of the existing risk profile.

e the adequacy of policies and procedures to support decision-making and produce the
intended levels of portfolio risk and performance.

e adherence to existing policies, procedures, and process maps.

e compliance with applicable laws and regulations, such as the BSA and consumer
protection rules and consistency with guidance, including an assessment of whether
any practices are discriminatory, unfair, deceptive, abusive, or predatory.

9 Subject to audit committee approval of overall audit and control function plans.

Comptroller's Handbook 99 Retail Lending



Version 1.1 Examination Procedures > Quality of Risk Management

¢ the identification, management, monitoring, and analysis of policy exceptions.

e the adequacy and reliability of management reporting.

e assessments of concentration levels and risk limits in the context of emerging risks
and the established risk appetite.

e review of new underwriting.

e analysis and reporting on emerging trends.

7. Consider whether control function reports are issued in a timely manner and succinctly
and clearly convey major findings. Determine whether reports consistently address

e the adequacy of credit policies, procedures, process maps, information systems, and
risk management controls.
e adherence to established credit policies and procedures.

e lines of business.
d preblems.
e objective meas toMdeptify, measure, and monitor risk levels relative to prudent
standards and estabishedSxiskKlappetite.
e the status of outstandiRg i previous reviews.

8. Assess whether transaction testiRg is a norggal part of credit-related reviews. Consider
whether samples effectively targe /a

(D

e recently approved accounts, to assesSad
e recent exceptions to normal underwritin
consistency of judgmental decisions.

credit approval policies.
to evaluate the adequacy and

e |oans that were 60 days or more delinquent t and are now current, to
evaluate cure and re-aging activities.

o loans recently re-aged, extended, deferred, renewed®gr re- , for compliance
with bank policy and reasonableness.

e recently charged-off loans, to determine whether actions fore the charge-off

were reasonable or had the effect of deferring losses.

e other samples to test for emerging issues, based on current economic or industry
events.
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Conclusions

Conclusion: The aggregate level of each associated risk is
(low, moderate, or high).
The direction of each associated risk is
(increasing, stable, or decreasing).

Objective: Document and communicate findings and conclusions from the retail credit risk
management examination.

1. Determine preliminary examination findings and conclusions and discuss with the
examiner-in-charge, including

Risk category

Credit

Interest rate

Operational

Liquidity

Compliance

Strategic

Reputation

2. If substantive safety and soundness concerns remain unresolved that may have a material
adverse effect on the bank, further expand the scope of the examination by completing
verification procedures.

3. Discuss examination findings with bank management, including violations, concerns,
recommendations, and conclusions about risks and risk management practices. If
necessary, obtain commitments for corrective action.
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4. Compose conclusion comments, highlighting any issues that should be included in the
report of examination. If necessary, compose a matters requiring attention comment.

5. Update the OCC’s information system and any applicable report of examination
schedules or tables.

6. Document findings from credit underwriting assessment in supervisory information
system(s). If applicable, document findings and update the credit underwriting
assessment system in the appropriate credit underwriting assessment module in Examiner
View.

7. Update, organize, and reference work papers in accordance with OCC policy.

per or electronic media that contain sensitive bank or customer
priately disposed of or secured in accordance with OCC policy.

8. Ensure that any p
information argfe

9. Write a memoranu ate the strategy specifically setting out what the OCC should
do in the future to Wely supervise retail credit risk management in the bank,
including time perio@s, staffif0,;and work days required.

%

Comptroller's Handbook 102 Retail Lending



Version 1.1 Examination Procedures > Internal Control Questionnaire

Internal Control Questionnaire

An internal control questionnaire (ICQ) helps an examiner assess a bank’s internal controls
for an area. ICQs typically address standard controls that provide day-to-day protection of
bank assets and financial records. The examiner decides the extent to which it is necessary to
complete or update ICQs during examination planning or after reviewing the findings and
conclusions of the core assessment.

1. Has the board, consistent with its duties and responsibilities, adopted written retail
lending policies and objectives that establish

an outline of retail loan portfolio management objectives?
a definition of acceptable types of loans?

egate outstanding loans and unfunded commitments in relation to
gories?

a definition of the
maximum maturities

appraisal and collateral valuagion policigs?
minimum financial informatio edglinception of credit?

limits and guidelines for purchasi rogg brokers, dealers, correspondents, and

other third parties?

e guidelines for loans to bank directors, o
related interests?

e procedures for identifying and appropriately tial conflicts of interest.

e collections procedures?

e guidelines for compliance with applicable laws and

sponsibilities of loan officers and loan committees?
es of loans?

2. Are retail loan portfolio management policies and objectives Fesie®ed at least annually to
determine if they are compatible with changing market conditions?

3. Are the following reported to the board or its committees (indicate which) at their regular
meetings:

e Past-due single payment notes (if so, indicate the minimum days past due for them to
be included)?

e Notes on which interest-only is past due (if so, indicate the minimum days past due
for them to be included)?

e Term loans on which one installment is past due (if so, indicate the minimum days
past due for them to be included)?

e Outstanding balances under canceled advance (overdraft) facilities that are unpaid (if
so, indicate the minimum days past due for them to be included)?
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e Total outstanding loan commitments?
e Loans in workout, forbearance, or other programs requiring special attention?
e New loans and loan renewals or restructured loans?

4. Are reports submitted to the board or its committees rechecked by a designated individual
for possible omissions before their submission?

5. Are written applications required for all loan types offered by the bank?
6. Does the bank maintain credit records for all borrowers?

7. Are loan records retained in accordance with record retention policy and legal
requirements?

8. Does the credi

e purpose of t
e planned repaymignt sepe :
e disposition of loafMgrocegds®

9. Does the bank perform ac
loan applications?

tion on proposed and existing borrowers for new

10. Are lines of credit reviewed and updatg a t annually?

11. Are borrowers’ outstanding liabilities check riate lines of credit before
granting additional advances?

12. Does the bank employ a procedure for disclosure of"a IR or'®gmbination of loans that
are or will be secured by 25 percent of another insure@finaigial ggstitution’s stock?

13. Is there an internal review system (it may be a function of t{g | audit department)
that covers each department and

e rechecks interest, discount, and maturity date computations?

re-examines notes for proper execution, receipt of all required supporting papers, and
proper disclosure forms?

determines that loan approvals are within the limits of the bank’s lending authorities?
rechecks liability ledger to determine that new loans have been accurately posted?
rechecks the preparation of maturity and interest notices?

examines entries to various general ledger loan controls?

confirms collateral, loans, and discounts with customers on a test basis?

14. Does the bank have a retail loan review function or the equivalent?

15. Is the retail loan review function independent of the lending function?

Comptroller's Handbook 104 Retail Lending



Version 1.1 Examination Procedures > Internal Control Questionnaire

16. Are the results of the retail loan review process submitted to a person or committee who
is also independent of the lending function?

17. Are all loans exceeding a certain dollar amount selected for review by loan review?
18. Are internal audits conducted at least annually for all lending areas?

19. Are follow-up procedures in effect for internally classified loans, including an update
memorandum to the appropriate credit file or system notes?

20. Is a systematic and progressively stronger follow-up notice procedure utilized for
delinquent loans?

21. Are paid and rengged notes cancelled and promptly returned to customers?

22. Do loan prog€e ursed in cash require a customer receipt?

23. Does the bank mai an‘interest rate schedules for various types of loans?

24. Does the bank periodic II@interest rate schedules (if so, state normal frequency)?
25. Does the bank maintain records i suffidient detail to generate the following information

by type of advance: /
Cost of funds loaned?
Cost of servicing loans, including overh

Cost factor of probable losses?
Programmed profit margin?

26. Has the bank conducted industry studies for those ind@Striegin wdich it is a substantial
lender?

Conclusion

27. Is the foregoing information considered an adequate basis for evaluating internal control
in that there are no significant additional internal auditing procedures, accounting
controls, administrative controls, or other circumstances that impair any controls or
mitigate any weaknesses indicated in this ICQ (explain negative answers briefly, and
indicate conclusions as to their effect on specific examination or verification
procedures)?

28. Based on a composite evaluation as evidenced by answers to the foregoing questions,
internal control is considered (strong, satisfactory, insufficient, or weak).
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Verification Procedures

Verification procedures are used to verify the existence of assets and liabilities, or test the
reliability of financial records. Examiners generally do not perform verification procedures as
part of a typical examination. Rather, verification procedures are performed when substantive
safety and soundness concerns are identified that are not mitigated by the bank’s risk
management practices and internal controls.

Objective: Verify the authenticity of the bank’s retail loans, and test the accuracy of records and
adequacy of record keeping.

Note: Examiners normally do not have to do extensive verification. These procedures are
appropriate, however, when the bank has inadequate audit coverage of retail lending
activities or when f or other irregularities are suspected.

1. Test the addition ial balances and the reconciliation of the trial balances to the
general ledger. IRcl oamgcommitments and other contingent liabilities.
2. After selecting loans Tigm

Wbalame by using an appropriate sampling technique,

e prepare and mail confi ogfforms, to borrowers. (Loans serviced by other
institutions, either whole loafis or pafticijpations, are usually confirmed only with the
servicing institution. Loans séwgged f@f other institutions, either whole loans or
participations, should be confirmegdfi e buying institution and the borrower.
Confirmation forms should include #name, loan number, the original loan
amount, interest rate, current loan balan ing base, and a brief description of
the collateral).%

e after a reasonable time, mail second reques

e follow up on any unanswered requests for verificat
differences.

e examine notes for completeness and compare agree

trial balance.

in the event notes are not held at the bank, request confirma

confirm that required officer approvals are on the note.

confirm that note is signed, appears to be genuine, and is negotiable.

if the loan is secured,

— determine whether the proper collateral documentation is on file.

— compare collateral held in loan files with the description on the loan documents.

— determine whether advance rates and LTV ratios are reasonable and in line with
bank policy.

— list and investigate all collateral discrepancies.

eptions and resolve
jount, and terms with

on by the holder.

100 Direct confirmation with bank customers must have prior approval of the Assistant Deputy Comptroller and
district Deputy Comptroller or appropriate large bank supervisors. See the “Internal and External Audits”
booklet of the Comptroller’s Handbook.
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— determine that any required insurance coverage is adequate and that the bank is
named as loss payee.

3. Review disbursement ledgers and authorizations, and determine whether authorizations
are signed in accordance with the terms of the loan agreement.

4. Review accounts with accrued interest by

e reviewing and testing procedures for accounting for accrued interest and for handling
adjustments.

e scanning accrued interest for any unusual entries and following up on any unusual
items by tracing them to initial and supporting records.

agiaccrual loans, check loan accrual records to determine that interest

Q@

6. Obtain or preparg/a s showing the monthly interest income amounts and the retail
loan balance at ea -end since the last examination, and

5. Usinga list of n
income is not &

e calculate yield.
e investigate any signifi s or trends.

%
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Appendixes

Appendix A: Sample Request Letter

Examiners should tailor the following request letter as needed, based on the scope of the
examination and the nature of the bank’s activities.

Please provide the following information for retail lending activities as of the close of
business on (DATE), unless otherwise indicated. Information in an electronic format is
preferred. If submitting hard copies, please prominently mark any information or
documentation that is to be returned to the bank.

The OCC’s intent is
information is no
please contact u§’berQeg

equest information that can be easily obtained. If you find that the
available or requires significant effort on your part to prepare,
iling the data.

Please note that this li
the course of our exami

-inclusive and that we may request additional items during

General

1. Organizational chart(s) for the retail lendigg organization, including its key executives
and risk managers. For key executives €K managers, please include a brief summary
of their job description, background, qu iop®; and experience levels in relation to
their current responsibilities.

2. A list of primary contacts, including contact n Q

3. A list of board and formal management committees tH@t proyidegredit-related oversight.
For each, please provide

a list of members and meeting schedules.

meeting minutes for the most recent full year and year to date.

a copy of the standard report package distributed at, or in advance of, each meeting.
committee charter.

oo o

4. Copies of strategic, business, and operating plans for retail lending overall, and for each
significant retail product. Include projections, budgets, assumptions, and supporting
details used to prepare or communicate the plan(s).

5. Copies of risk appetite statements developed for the bank as a whole, for retail lending
overall, and for any developed for significant retail lending products.

6. Copies of risk assessment evaluations performed for retail lending as a whole, and for
any significant retail lending products or portfolios.
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7. A high-level summary of the bank’s retail credit business. For each retail credit product
offered, please provide

a.
b.

8. A brief description of litigation, either filed
retail lending activities. Include expected ¢

9. Customer complaint logs for retail loans since th

a brief description of the product, including its basic characteristics and terms.
summary tables of the dollars outstanding, number of accounts, and volume of
unfunded commitments. Please include the current quarter and the eight quarters
prior.

descriptions of marketing or acquisition channels used (e.g., direct, Internet, mail, and
third-party originators).

descriptions of any new or expanded features, market segments, or marketing
initiatives since the last examination or planned for the near future. Please include any
written product proposals and projections for new, modified, or expanded products
introduced within the last 18 months.

written analysg@s or proposals for any retail product or product segment discontinued

or signific tailed within the last 18 months.

descript third-party loan origination, account management, collections, or
other accounfiserv angements in place.

descriptions of it thodels or scorecards used in credit originations, account

rtfolio management.
descriptions of any jos @cquired since the last examination, including due
diligence reports.

a brief summary and descripgfon of aly securitization, loan purchases or sales, credit
derivatives, or other concent tiony.lidity management activities related to retail

lending products or portfolios.

ted, associated with the bank’s
implications.

tion.

Credit Risk Management Framework

10. A written description of the risk management framework for ending activities.
Please describe the processes in place for

a.

b.

performing periodic risk assessments for retail lending overall, and for each
significant retail product.

establishing a risk appetite statement for retail lending overall, and for each
significant retail product (if applicable).

establishing business plans and operating strategies for retail lending overall, and for
each significant retail product.

establishing concentration, risk, and other borrower or portfolio limits at the retail
credit and significant retail product levels.
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11. For each process described in procedure 10 a-d above, please identify

the specific policy or operating procedure that governs the activity.

responsible parties and key contacts.

the timing and schedule for development, updates, or modifications.

reports, studies, or presentations used to discuss and monitor related activity by the
board, senior management, or other oversight committees.

the most recent independent control function review (internal audit, external audit,
risk management, etc.) for each, including management’s response to any issues or
deficiencies.

oQ o

12. Description of controls (e.g., financial and audit requirements) and performance reports
used to monitor third parties’ quality of service, as well as due diligence criteria used to
select third partiegfor the retail activities.

Credit Originatiofis

13. A complete processglovikghart and description of the account screening, underwriting,
and verification procegges fofla account. If processes vary by product, include each.
The process flow diagranglan ription should clearly note functions and identities of
activities performed by thi i

14. A complete process flow chart a scrigffon for modifying, renewing, or refinancing

existing loans.

15. Copies of loan policies and operating proce Rach retail product offered.
16. An inventory and description of all manageme (S uced regularly to supervise
retail credit originations. For each major report, p the distribution list, the

frequency of distribution, and the person or unit respasi paration.

17. A description of the process used to identify, manage, and ng!
origination-related policies and operating procedures. Please els@e copies of reports
used to monitor policy exceptions and overrides. Include any analyses of subsequent
performance by type of exception.

18. Risk management reports used to monitor and analyze applicant quality and trends.
Include application-tracking trend reports for the most recent year-end and year to date.
Depending on the portfolio, information may include applications submitted, approved,
booked, and denied; underwriting criteria, such as credit grades, loan-to-value ratios,
credit scores, and debt-to-income distributions or measures; and credit scorecard
monitoring reports, such as Kolmogorov-Smirnov tests, population stability, and
characteristic analysis.

19. Reports used to track loan officer or underwriter productivity and compliance with
policy.
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20. If dealers, brokers, or other third-party originators are used, copies of the management
reports used to monitor the quality of applicants and credit performance of loans sourced
from each third party used.

21. If debt suspension, debt cancellation or other add-on products are offered, please provide
management reports used to monitor product performance. Include information for
product penetration, claims rates (approved and denied), reserve method and balances,
and profitability.

Credit Administration and Collections

22. A complete process flow chart for post-approval account processing. As applicable,
include flow charts for authorizations, balance control, retention, cross-selling,
collections, frau trol, and any other significant account administration process.

23. An inventory an rigtion of all management reports produced regularly to supervise
credit administrafiongfid c@llections. For each major report, please describe the
distribution list, thelreqlgncy of distribution, and the person or unit responsible for
preparation.

24. A description and example orts produced over the last 18 months to consider
or manage any significant credit@dministration or collections issue.

25. A description of how the bank segmenig’te ortfolios for credit quality and portfolio
composition monitoring purposes. If seggfenteti iffers by product or portfolio,
describe each significant approach.

26. An overview of how the bank’s credit administra
to OCC Bulletin 2000-20, “Uniform Retail Credit
Management Policy: Policy Implementation.”

lections operations conform
ifica and Account

27. Summary reports for the volume and trends for loan extensi @ 1ding subsequent
performance monitoring.

28. Summary reports for the volume and trends of accounts in workout programs (e.g.,
Consumer Credit Counseling Service) or other forbearance programs, including
subsequent performance monitoring.

29. Summary reports used to monitor the volume and trends for repossessed collateral, as
well as remarketing efforts. Include inventory aging and monthly trends for units, dollars,
and deficiency loss trends.

30. Copies of management reports used to manage and measure the effectiveness of the
collection area (e.qg., roll-rates, dollars collected, and promises to pay).
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31. Copies of management reports detailing the number and dollar amounts of first payment
defaults. If available, include monthly reports for the last 12 months.

32. Reports used to monitor collections, loss mitigation, or workout program policy
exceptions and overrides. Include any analyses of subsequent performance by type of
exception.

33. A description of credit quality or volume triggers or guardrails used to note potential
problems or issues. Include triggers for consumer lending overall, and those applicable to
specific products or portfolios.

34. A description of the results of the most recent stress tests for retail lending as a whole and
for each significant product or portfolio. Include methodologies, and any written
presentations or amalysis of results and follow-up actions.

Control Functio

35. An organizational éfart'agd brief description of each retail-credit-related control function
(risk management, integnal adidit\loan review, quality control and quality assurance,
third-party relationship ri agement, model risk management, etc.).

36. A schedule of all control functight reviews performed within the last 18 months. Include
scope summaries for each revie

37. Examples of open-item monitoring repo@é falf eagh control function. Include production

frequency and distribution lists for each rep
ALLL

38. Most recent allowance for loan and lease losses anal
and for each significant product or portfolio. Include a c
method and assumptions used.
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Appendix B: Quantity of Retail Credit Risk Indicators

Estimating the quantity of retail credit risk is an important element in the evaluation of retail
credit risk management. The OCC expects risk management activities to be commensurate
with the size, complexity, and risk profile of the bank. To determine the quantity of retail
credit risk, examiners should consider an array of quantitative and qualitative risk
measurements. These indicators can be leading (rapid growth), lagging (high past-due
levels), static (point in time evaluation/gauge), relative (exceeds peer/historical norms), or
dynamic (trend or change in portfolio mix). Many of these indicators are readily available
from internal MIS as well as call report and Uniform Bank Performance Report information.
Other indicators, such as the bank’s risk appetite or underwriting practices, while more
subjective, should also be considered. Examiners may use the following indicators to
supplement their analysis of the quantity of credit risk.

Low

Moderate

High

The level of loans outst
low relative to total asse€fs
equity capital.

The level of loans outstanding is
oderate relative to total assets
and equity capital.

The level of loans outstanding is
high relative to total assets and
equity capital.

Growth rates are supported b
local, regional, or national
economic and demographic trends
and level of competition. Growth
(including off-balance-sheet
activities) has been planned for
and appears consistent with
management and staff expertise
or operational capabilities.

0 rates exceed local,
régional, or national economic and

ce-sheet
een planned or

test mana
expertise or
capabilities.

The bank has well-diversified
income, and dependence on
interest and fees from loans and
leases is commensurate with
asset mix. Loan yields are low and
risks/returns are well balanced.

The bank is dependent o
and fees from loans for the
majority of its income, but inco
sources within the loan portfolio
are diversified. Loan yields are
moderate. Imbalances between
risk and return may exist but are
not significant.

Growth rates significantly exceed
local, regional, or national
economic and demographic trends
and level of competition. Growth
(including off-balance-sheet
activities) was not planned or
exceeds planned levels, and
stretches management and staff
expertise or operational
capabilities. Growth may be in
new products or with out-of-area
borrowers.

bank is highly dependent on
st and fees from loans and

oan income is highly
to cyclical trends. Loan
yield§*are high and reflect an
imbalance between risk and
return, or risk is disproportionately
high relative to return.

The bank’s portfolio is well
diversified with no single large
concentrations or a few moderate
concentrations. Concentrations
are well within internal limits.
Change in portfolio mix is neutral
or reduces overall risk profile.

The bank has one or two material
concentrations. Concentrations
are in compliance with internal
guidelines but may be
approaching the limits. Change in
portfolio mix may increase overall
risk profile.

The bank has one or more large
concentrations. Concentrations
may have exceeded internal limits.
Change in portfolio mix
significantly increases overall risk
profile.
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Low

Moderate

High

Existing or new extensions of
credit reflect conservative
underwriting and risk-selection
standards. Policies are
conservative and exceptions are
nominal.

Existing or new extensions of
credit generally reflect
conservative to moderate
underwriting and risk-selection
standards. Policies and exceptions
are moderate.

Existing or new extensions of
credit reflect liberal underwriting
and risk-selection standards.
Policies either allow such
practices or practices have
resulted in a large number of
exceptions.

Underwriting policies are
reasonable. Underwriting
standards for loans held for sale or
originated to distribute are
reasonable and consistent with
standards for loans made with the
intention of being held for the
bank’s portfolio. The bank has
only occasional loans v
structural weakness
underwriting exce
loans are well mitigated
not constitute an undu

Collateral requirements are
conservative. Collateral valuation
are timely and well supported.

Underwriting policies are
satisfactory. Underwriting
standards for loans held for sale or
originated to distribute are
reasonable but are inconsistent
with loans made with the intention
of being held for the bank’s
portfolio. The bank has an
average level of loans with
structural weaknesses or
exceptions to sound underwriting
standards consistent with
alancing competitive pressures
nd reasonable growth objectives.

Underwriting policies are
inadequate. Underwriting
standards for loans held for sale or
originated to distribute are
inconsistent with loans made with
the intention of being held for the
bank’s portfolio. The bank has a
high level of loans with structural
weaknesses or underwriting
exceptions that expose the bank
to heightened loss in the event of
default.

ollateral requirements are
eptable. Bank practices result
deviations from

Collateral requirements are liberal,
or if policies incorporate
conservative requirements, there
are substantial deviations.
Collateral valuations are not
always obtained, frequently
unsupported or reflect inadequate
protection. Soft (intangible)
collateral is frequently used rather
than hard (tangible) collateral.

Loan documentation or collateral
exceptions are low and have
minimal impact on risk of loss.

The level of loan doCuméntationfor
collateral exceptions iSgnodera;
but exceptions are corretigelg

timely manner and generally d
not expose the bank to risk o

Distribution across pass
categories is consistent with a
conservative risk appetite.
Migration trends within the pass
category are balanced or favor the
higher or less risky ratings.
Lagging indicators, such as past
dues and nonaccruals, are low
and the trend is stable.

Distribution across pass
categories is consistent with a
moderate risk appetite. Migration
trends within the pass category
are starting to favor the lower or
riskier pass ratings. Lagging
indicators, such as past dues and
nonaccruals, are moderate and
the trend is stable or rising slightly.

The level of loan documentation or
collateral exceptions is high.
ceptions are outstanding for
inate periods and the bank

2 exposed to heightened

across pass
S is heavily skewed

the lower or riskier pass
ratings. Downgrades dominate
rating changes within the pass
category. Lagging indicators, such
as past dues and nonaccruals, are
moderate or high and the trend is
rising.

Classified and special-mention
loans represent a low percentage
of loans and capital and are not
skewed to the more severe
categories (doubtful or loss).

Classified and special-mention
loans represent a moderate
percentage of loans and capital
and are not skewed to the more
severe categories (doubtful or
loss).

Classified and special-mention
loans represent a high percentage
of loans and capital, or a moderate
percentage of loans and capital
and are growing, or are skewed to
the more severe categories
(doubtful or loss).
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Low

Moderate

High

Bank re-aging, extension, renewal,
and refinancing practices raise
little or no concern about the
accuracy/transparency of reported
problem loan, past due,
nonperforming, and loss numbers.

Bank re-aging, extension, renewal,
and refinancing practices raise
some concern about the
accuracy/transparency of reported
problem loan, past due,
nonperforming, and loss numbers.

Bank re-aging, extension, renewal,
and refinancing practices raise
substantial concern about the
accuracy/transparency of reported
problem loan, past due,
nonperforming, and loss numbers.

Loan losses to total loans are low.
ALLL coverage of problem and
noncurrent loans and loan losses
is high. Provision expense is
stable.

Loan losses to total loans are
moderate. ALLL coverage of
problem and noncurrent loans is
moderate, but provision expense
may need to be increased.

Loan losses to total loans are
high. ALLL coverage of problem
and noncurrent loans is low.
Special provisions may be needed
to maintain acceptable coverage.
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Appendix C: Quality of Credit Risk Management Indicators

Examiners may use the following indicators to supplement their assessment of the quality of
credit risk management. (For comprehensive guidelines on portfolio management, refer to
the “Loan Portfolio Management” booklet of the Comptroller’s Handbook.)

Strong

Satisfactory

Insufficient

Weak

There is a clear, sound
credit culture. Board and
senior management’s
risk appetite is well
communicated and
understood.

The credit culture is
generally sound, but may
vary by product line or
business unit. Risk
appetite may not be
clearly communicated
throughout the bank.

Credit culture may not be
well understood. Risk
appetite may be
inconsistent with
strategic goals or not
uniformly communicated
throughout the bank.

Credit culture is absent
or is materially flawed.
Risk appetite may not be
well understood or is
ineffective in controlling
aggregate or key
portfolio risks.

Strategic or business
plans are consiste
risk appetite and
promote an appropriat
balance between risk
taking and growth and
earnings objectives. New
loan products/initiatives
are well researched,
tested, and approved
before implementation.

Strategic or business
ans are consistent with
petite. Anxiety for

risk analysis. This
analysis is likely not
robust but is sufficient
quantify the potential
risk.

Strategic or business
plans are not fully
consistent with risk
appetite. Anxiety for
income may lead to
some higher-risk
transactions that may not
be well understood.
There is an imbalance
between risk taking and
growth and earnings
bjectives. New loan
pducts/initiatives may

Strategic or business
plans are inconsistent
with risk appetite or may
encourage taking on
excessive levels of risk.
Anxiety for income
dominates planning
activities. The bank
engages in new loan
products/initiatives
without conducting
sufficient due diligence
testing.

Management is effective.
Loan management and
personnel possess
extensive expertise to
effectively administer the
risk assumed.
Responsibilities and
accountability are clear,
and appropriate and
timely remedial or
corrective action is taken
when they are breached.

Management is
adequate to administer
assumed risk, but
improvements may be
needed in one or more
areas. Loan
management and
personnel generally
possess the expertise
required to effectively
administer assumed
risks, but additional
expertise may be
required in one or more
areas. Responsibilities
and accountability may
require some
clarification. Generally,
appropriate remedial or
corrective action is taken
to address the root
causes of problems.

accountability like
require some clarifi

or do not reflect the
bank’s current structure.
Management may take
remedial or corrective
actions to address root
causes of problems, but
these actions are not
always effective or
timely.

Management is deficient.
Loan management and
personnel may not
ossess sufficient
pertise or experience,
otherwise may
emonstrate an
unwillingness to
effectively administer the
risk assumed.
Responsibilities and
accountability are not
clear. Remedial or
corrective actions are
lacking or do not address
root causes of problems.
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Strong

Satisfactory

Insufficient

Weak

Diversification strategies
are active and effective.
Concentration limits are
set at reasonable levels.
The bank identifies and
reports concentrated
exposures and initiates
actions to limit, reduce,
or otherwise mitigate
risk. Management
identifies and
understands correlated
exposure risks.

Loan management and
personnel compensation
structures provide
appropriate balance
between loan/revenue
production, loan quality,
and portfolio
administration, including
risk identification.

Diversification strategies
are adequate.
Concentrated exposures
are identified and
reported. Management
has set reasonable
concentration limits, but
these limits may require
minor enhancements or
further stratification.
Management generally
takes action to limit,
reduce, or otherwise
mitigate risk. Correlated
exposures are
understood but may not
be formally discussed or
Il documented.

Diversification strategies
need improvement.
Management has set
concentration limits, but
these limits may not be
reasonable, are
outdated, or may not
adequately address the
primary exposures at the
bank. Management may
identify when the bank
exceeds these limits but
does not always take
appropriate or timely
actions to reduce or
mitigate risk when limits
are exceeded.
Correlated exposures
are not well understood
or clearly identified.

Diversification strategies
are deficient or
altogether absent. The
bank takes little or no
action to limit, reduce, or
mitigate risk.
Management does not
understand exposure
correlations.
Concentration limits, if
any, may be exceeded
or are raised frequently.

management and

productiort,
and portfolio
administration?

Staffing levels and
expertise are robust for
the size and complexity
of the loan portfolio. Staff
turnover is reasonable
and allows for the orderly
transfer of
responsibilities. Training
programs facilitate
ongoing staff
development.

Staffing levels and
expertise are generally
adequate for the size
and complexity of the
loan portfolio. Staff
turnover is moderate, but
management addresses
gaps in portfolio
management in a timely
manner. Training
initiatives are effective
but may need minor
enhancements.

Loan management and
personnel compensation
structures may be
skewed toward
loan/revenue production.
There may be
inadequate incentives or
accountability for loan

Loan management and
personnel compensation
structures are skewed to
loan/revenue production.
There is little evidence of
substantive incentives or
accountability for loan
quality and portfolio
administration.

initiatives may b
present but are lik
inconsistent.

Staffing levels are
inadequate in numbers
or skill level. Turnover is
high and management
and the board are
ineffective at addressing
staffing gaps or
hortfalls. Training is
cking or wholly
sufficient.

Lending policies
effectively establish and
communicate portfolio
objectives, risk appetite,
and underwriting and
risk-selection standards.

Policies are
fundamentally adequate.
Enhancements can be
achieved in one or more
areas but are generally
not critical. Specificity of
risk appetite or
underwriting and risk-
selection standards may
need improvement to
fully communicate policy
requirements.

Credit-related policies
require improvement.
They may not be
sufficiently clear or are
too general to
adequately communicate
portfolio objectives, risk
appetite, and
underwriting and risk-
selection standards.
Policies may be outdated
or do not reflect the
board’s risk appetite.

Policies are deficient in
one or more ways and
require significant
improvement in several
areas. Key policies may
be absent or lack basic
credit guidance on risk
appetite, underwriting
criteria, or risk-selection
standards.

Comptroller's Handbook

117

Retail Lending



Version 1.1

Appendixes > Appendix C

Strong

Satisfactory

Insufficient

Weak

Bank effectively
tracks, and reports

significant policy,

individually and in

activities.

identifies, approves,

underwriting, and risk-
selection exceptions

aggregate, including risk
exposures associated
with off-balance-sheet

Bank identifies,
approves, and reports
significant policy,
underwriting, and risk-
selection exceptions on
a loan-by-loan basis,
including risk exposures
associated with off-
balance-sheet activities.
Little aggregation or
trend analysis is
conducted to determine
the effect on portfolio
quality.

Bank approves
significant policy
exceptions but may not
report them individually
or in aggregate, or may
not analyze their effect
on portfolio quality. Risk
exposures associated
with off-balance-sheet
activities may not be
considered.

Bank does not have an
effective process to
identify or approve
significant policy
exceptions. Risk
exposures associated
with off-balance-sheet
activities are not
considered or
understood.

Credit analysis is

periodically there

thorough and timely bg
at underwriting and

Credit analysis

appropriately identifies
y risks and is
nducted within

Credit analysis needs
improvement. Moderate
errors may be evident,
key risks may be
overlooked, or analyses
may not be consistently
timely. Further employee
training or assistance is
required.

Credit analysis is
deficient. Analysis is not
timely, accurate, or
complete and cannot be
relied on for underwriting
or risk rating decisions.
Employees lack basic
knowledge or
understanding of how to
complete these
analyses.

and timely. They

support risk-based
pricing, ALLL, and
capital allocation
processes.

Internal or outsourced
risk rating and problem
loan review/identification
systems are accurate

effectively stratify credit
risk in both problem and
pass-rated credits. They
serve as an effective
early warning tool and

loan review/ide
systems are effectiv
identifying problem and
emerging problem
credits. Examiners or
loan review may have
identified a small but
explainable number of
exceptions. The
graduation of pass
ratings may need to be
expanded to facilitate
early warning, risk-based
pricing, or capital
allocation.

Internal or outsourced
isk rating and problem
review/identification
tems require

ent. Problem
be identified,

or other purposes
pricing, ALLL, capi
allocation).

Internal or outsourced
risk rating and problem
loan review/identification
systems are deficient.
The bank does not have
an effective system to
accurately or promptly
identify problem credits;
as a result, portfolio risk
is significantly misstated.
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Strong

Satisfactory

Insufficient

Weak

review identifies

Management and

experienced, and

its designated

promptly and effe
Work papers fully

Loan review (either
internal or external) is
comprehensive, timely,
and effective. Loan

underwriting, financial,
and collateral exceptions
and also evaluates the
adequacy of overall
credit risk management.

personnel are qualified,

independent, and report
directly to the board or

committee. Identified
issues are resolved

support conclusions.

Loan review (either
internal or external)
adequate in scope,
effective. Minor

identifies underwriti

evaluate the overall

and personnel are

and independent

board receive
to analyze and

credit risk profile,

reporting, and MIS
infrastructure can

MIS provides accurate,
timely, and complete
portfolio information.
Management and the

comprehensive reports
understand the bank’s
including off-balance-

sheet activities. MIS
facilitates exception

support ad hoc queries
in a timely manner.

more areas, b
management an
board generally rec
appropriate reports

support ad hoc que
in a timely manner.

is

timely, and generally

weaknesses may be
evident. Loan review

ng,

financial, and collateral
exceptions but may not

credit risk management
function. Management

qualified, experienced,
(whenever possible), and

port directly to the
or its designated

Loan review's (either
internal or external)
scope requires some
expansion to ensure it is
sufficient, or reviews
may not always be
timely. Reviews do not
consistently identify
underwriting, financial,
and collateral exceptions
and likely do not include
an evaluation of overall
credit risk management.
Management or
personnel may lack
extensive experience,
require further training,
or may not be fully
independent. Reporting
to the board or a
designated committee
may be indirect. Work
papers may not fully
support all findings.

Loan review's (either
internal or external)
scope is inadequate and
reviews are not timely,
resulting in excessive
lapses in coverage. The
bank does not have a
system to accurately
identify underwriting,
financial, or collateral
exceptions. Management
and personnel lack
experience and
competence, and
independence may be in
question. Key issues are
not properly reported to
the board or designated
committee. Work papers
are inadequate to
support findings.

to

analyze and understand
the bank’s credit risk
profile. MIS facilitates
exception reporting, and
MIS infrastructure can

ries

MIS requires
improvement. Reports
may be incomplete or
not consistently
duced in a timely

reporting requ
improvement, an
infrastructure may
support ad hoc queries
in a timely manner.

MIS is deficient, lacks
key information, is not
timely, or is not reliable
due to significant
inaccuracies. As a result,
management and the
board are not receiving
accurate or sufficient
information to analyze
and understand the
bank’s credit risk profile.
The bank lacks
exception reporting, and
IS infrastructure does
t support ad hoc
ueries.
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Appendix D: Uniform Retail Credit Classification and
Account Management Policy Checklist
(RCCP Checklist)

Retail Credit Classification and Account Management Policy

Reference Comments

Retail credit classification and account management policy (RCCP) applicability:

e Closed-end credit extended to customers for household, family, and other personal expenditures. Includes
consumer loans and credit cards.

e Loans to customers secured by their personal residence, including first mortgage, home equity, and home
improvement loans.

Note regarding minimum policy guidelines

e The RCCP doesn clude examiners from classifying individual loans or entire portfolios regardless of
delinquency stat icizing account management practices that are deficient or improperly managed.
If underwritin ement, or account management standards are weak and present unreasonable
credit risk, deviation inimum classification guidelines outlined in the policy may be prudent.

e Credit losses shoul when the bank becomes aware of the loss, but should not exceed the
time frames stated in

Reference Comments

Substandard classification

e Does the bank consider closed-e e 0ans®0 cumulative
days past due substandard?

e When the bank does not hold the senio ga home
equity loan, does it consider the loan substan i
90 days or more past due, even if the LTV ra
or less (see note below)?

e For loans to borrowers in bankruptcy, does the bank
appropriately classify the loans as substandard until
borrower reestablishes the ability and willingness to rep&y
a period of at least six months, even when the bank can
clearly demonstrate that repayment is likely to occur?

Note: The policy states that properly secured residential real
estate loans with LTV ratios of 60 percent or less may not
need to be classified based solely on delinquency.

Loss classification

e Are unsecured closed-end retail loans charged off in the
month they become 120 cumulative days past due?

e Are secured closed-end retail loans secured by other than real
estate collateral charged off in the month they become
120 cumulative days past due?

— If not, are these loans written down to the value of the
collateral, less cost to sell, if repossession of collateral is
assured and in process?

e For closed-end loans secured by residential real estate, is a
current assessment of value made no later than when the
account is 180 days past due?

— For such loans, is any loan balance in excess of the value
of the property, less cost to sell, charged off?
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Retail Credit Classification and Account Management Policy

Reference Comments

Bankruptcy

e Are loans in bankruptcy charged off within 60 days of receipt
of notification of filing from the bankruptcy court unless the
bank can document or support that repayment is likely to
occur or within the 120- or 180-day time frame (whichever is
shorter)?

e Are loans with collateral written down to the value of collateral,
less cost to sell?

e When a loan’s balance is not charged off, does the bank
classify it as substandard until the borrower re-establishes the
ability and willingness to repay for a period of at least six
months?

Fraudulent loans

e Are fraudulent logui8
90 days of discaVe
(whichever is

Asified loss and charged off within
hin the 120- or 180-day time frame

e Under what conditions would the ban

(substandard or loss) a loan in accordafce with th licy?

Note: The policy permits non-classification if b an
document that the loan is well secured and in t rogess
collection, such that collection will occur regardless o
delinquency status.

Partial payments

e Does the bank require that a payment be equivalent to
90 percent or greater of the contractual payment before
counting the payment as a full payment?

e As an alternative, does the bank aggregate payments and
give credit for any partial payments received?

e Are controls in place to prevent both methods above from
being used simultaneously on the same credit?

Re-aging, extensions, deferrals, renewals, and rewrites

e Are the above types of activities permitted only when the
action is based on a renewed willingness and ability to repay
the loan?

¢ Does documentation show that the bank communicated with
the borrower, the borrower agreed to pay the loan in full, and
the borrower has the ability to repay the loan?

e Do MIS separately identify the number of accounts and dollar
amounts that have been re-aged, extended, deferred,
renewed, or rewritten, including the number of times such
actions have been taken?

e How does the bank monitor and track the volume and

performance of loans that have been re-aged, extended,
deferred, renewed, rewritten, or placed in a workout program?
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Retail Credit Classification and Account Management Policy

Reference

Comments

Note: The issues above do not apply to customer-service-
originated extensions or program extensions (such as holiday
skip-a-pay). Examples of how the bank would determine and
document the borrower’s willingness and ability to repay could
include such items as credit bureau score and data being
obtained and reviewed, stated income being verified, and
obtaining a “hardship” letter from the borrower.

Closed-end credit (standards, controls, and MIS for each

area)

e Has the bank adopted and adhered to explicit standards that
control the use of extensions, deferrals, renewals, and
rewrites?

e Do the standards ig the following:

— Borrower hag % renewed willingness and ability to
repay the l®an?
— Limits on the number uency of extensions,
S?

e Are additional advanceS§yto finance, id interest and fees

prohibited?
e Do MIS track the subsequent gkincipal réductions and charge-
off history of loans that have b t tension,

deferral, renewal, or rewrite?
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Appendix E: Account Management and Loss Allowance
Checklist

Applicability: This checklist can be used to evaluate account management and loan-loss
reserve practices for banks that offer open-end credit products (credit cards, HELOCSs, check
credit, etc.). Most of the line items pertain to credit card programs, but the concepts apply to
all open-end credit, and can be used to evaluate general risk management practices.
Examiners should consult applicable regulations, as appropriate, particularly those relating to
closed-end loans. %!

Note: Negative responses may indicate a higher level of risk that warrant stronger risk
management practices. In such cases, further review may be necessary to determine
appropriate practices to mitigate the risks.

ount Management and Loss Allowance Checklist

Yes/no Doc. ref. Comments

. Does the bank offer customers multipl
lines, such as bank card plus store-sp
private-label cards and affinity relations
cards? If so, do the bank’s MIS aggregate
related exposures and does management
analyze performance before offering additional
credit lines?

Note: Support for credit line management
should include documentation and analysis of
decision factors such as repayment history,
risk scores, behavior scores, or other relevant
criteria.

Over-limit practices

1. Are policies and controls in place regarding
over-limit authorizations?

2. Are fees or charges associated with an over-
limit transaction assessed only after a
borrower’s consent or opt-in?

3. Does bank management take appropriate
actions to facilitate the timely repayment of the
over-limit amounts (e.g., reduce or eliminate
fees, raise the minimum payment, initiate
workout programs)?

101 For example, in connection with reviews of workout and forbearance, consider 12 CFR 1024.38 through

12 CFR 1024.41. In the context of closed-end loans, there are underwriting and ability-to-repay provisions that
affect the ability to offer negative amortization loans. For example, refer to 12 CFR 1026.32, 1026.34, and
1026.43.
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Account Management and Loss Allowance Checklist

Yes/no

Doc. ref.

Comments

4. Do MIS enable management to identify,
measure, monitor, and control the unique risks
associated with over-limit accounts? MIS
should include the following:

e Over-limit volume, segmented by severity.
e Credit performance.
e Duration of over-limit.

Minimum payment and negative amortization

1. Do minimum payment requirements ensure
that the principal balance will be amortized
over a reasonable period of time, consistent
with the risk profile of the borrower?

Note: Liberal repa
in negative amortizati

negative amortization, ina|

other practices can inordinatel

soundness concerns. These practices
be criticized.

Workout and forbearance practices

Note: An open-end credit card account is a
workout when its credit is no longer available and
its balance owed is placed on a fixed (dollar or
percentage) repayment schedule in accordance
with modified, concessionary terms and
conditions. Temporary hardship programs are not
considered workout programs unless the program
exceeds 12 months, including renewals.

Repayment period
1. Do all workout programs provide for repayment

terms that have borrowers repay their existing
debt within 60 months?

2. What exceptions are allowed to the 60-month
time frame? Are such exceptions clearly
documented and supported by compelling
evidence that less conservative terms and
conditions are warranted?

Settlements

3. For credit card accounts subject to settlement
arrangements, are controls in place for setting
the amount (dollar or percentage) to be
forgiven and the requirement for the borrower
to pay the remaining balance in either a lump-
sum payment or in a period not to exceed
three months?
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Account Management and Loss Allowance Checklist

Yes/no

Doc. ref.

Comments

4.

Is the amount of debt forgiven in a settlement
arrangement classified as loss and charged off
immediately? If this is not done, does the bank
treat such amounts forgiven in settlement
arrangements as specific allowances?

Note: The creation of a specific allowance is
reported as a charge-off in Schedule RI-B of
the call report.

Upon receipt of the final settlement payment,
are any deficiency balances charged off within
30 days?

Income recognition an
practices

Accrued interestand f]
1.

loss allowance

When determining
allowances, does th
collectability of accrue
credit card accounts?

If the bank does not place credi

on nonaccrual, does it alternatively pr
loss allowances for uncollectable fees
finance charges?

For banks that securitize credit card
receivables, does management ensure that the
owned portion of accrued interest and fees,
including related estimated losses, is
accounted for separately from the retained
interest in accrued interest and fees from
securitized accounts?

Loan-loss allowances
4,

Does bank management consider the loss
inherent in both delinquent and non-delinquent
loans?

Allowances for over-limit accounts
5.

Does the bank’s allowance method address
the additional risk associated with chronic over-
limit accounts?

Note: To be able to identify these incremental
losses, it is necessary for the bank to be able
to track the payment requirements and
performance on over-limit accounts.
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Account Management and Loss Allowance Checklist

Yes/no Doc. ref. Comments

Allowances for workout programs

6. Are accounts in workout programs segregated
for performance measurement, impairment
analysis, and monitoring purposes? (Multiple
workout programs having different
performance characteristics should be tracked
separately.)

7. s the allowance allocation on workout
programs at least equal to the estimated loss in
each program based on historical experience
as adjusted for current conditions and trends?

Note: Adjustments should take into account
changes in econo
mix, terms and
and collection

of each program,

against the ALLL on that loan?

Policy exceptions

1. Does the bank allow any exceptions
FFIEC Uniform Retail Credit Classification
and Account Management Policy?

If so, what types of exceptions are allowed?

2. For exceptions granted, do the bank’s policies
and procedures identify the types of
exceptions allowed and the circumstances for
permitting them?

3. Isthe performance of accounts granted
exceptions to this policy tracked and
monitored?
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Appendix F: Credit Risk Model Oversight and Review
Checklist

Applicability: This checklist can be used to evaluate credit risk model oversight practices for
banks that use models in their retail lending business. Most of the line items pertain to credit
models, but the concepts apply to all model types and can be used to evaluate general risk
management practices. Examiners should consult applicable regulations as appropriate,
particularly those relating to credit applications and considering a borrower’s ability to

pay. 102

Note: Negative responses may indicate a higher level of risk that warrant stronger risk
management practices. In such cases, further review may be necessary to determine
appropriate practices to mitigate the risks.

edit Risk Model Oversight and Review Checklist
Yes/no | Doc. ref. Comments

Board and senior mal

1. Have the board and se
established an effective
framework that applies to al
retail lending business?

2. Does the framework apply to the full rafige of
models used in retail loan originations, nt
management, collections, portfolio managemeaf’
and control systems?

3. Does the framework include standards for model
development, implementation, use, and
validation?

4. Are formal policies and procedures governing
model use and oversight commensurate with retail
lending’s complexity, business activities,
corporate culture, and overall organizational
structure?

5. Is there a clear escalation process that permits
significant issues with model use and policy
compliance to flow up to appropriate levels of
senior management and the board?

102 For example, in connection with models used for credit applications, consider 12 CFR 1002.6, “Rules
Concerning Evaluation of Applications,” and 12 CFR 1026.51, “Ability to Pay” (including information in
Supplement | to Part 1026 — Official Interpretations; Subpart G — Special Rules Applicable to Credit Card
Accounts and Open-End Credit Offered to College Students; Section 1026.51(a)(1)(i), Consideration of Ability
to Pay; Comment 5, “Information Regarding Income and Assets”).
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Credit Risk Model Oversight and Review Checklist

Yes/no

Doc. ref.

Comments

Policies and procedures

1. Do policies require maintenance of detailed
documentation of all aspects of the model risk
management framework, including an inventory of
models in use, results of the modeling and
validation processes, and model issues and
resolution?

2. Do written policies address all aspects of model
risk management, including
a. roles and responsibilities, including staff
expertise, authority, reporting lines, and
continuity?
b. governance and controls over the model risk
management process?

c. acceptable pragfic8s for model development,
implementatig @ se?
lolo gtdation activities?

a. processes used to third-
party-created models, ople
who should be involved in s?

b. the prioritization, scope, an
model validation?

c. standards for the extent of validati
performed before models are put int
production?

d. validation requirements for third-party model
and third-party products?

e. controls for the use of external resources for
validation and compliance?

Roles and responsibilities

1. Does each model have a defined owner
accountable for use and performance within the
framework set by bank policies and procedures?

2. Are model owners responsible for ensuring that

e models are properly developed, implemented,
and used?

¢ models have undergone appropriate validation
and approval processes?

e all necessary information for validation
activities is available?

3. Do operational control processes ensure that
e each retail model is subject to appropriate risk
measurement, use limits, and monitoring?

e appropriate resources are assigned for model
validation and for guiding the scope and
application of the work?

e problems identified through validation and
control systems are communicated to relevant
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Credit Risk Model Oversight and Review Checklist

Yes/no Doc. ref.

Comments

parties throughout the organization, with a
plan for corrective action?

o control staff has the authority to restrict model
use and monitor any limits as necessary?

e when validation-work exceptions occur, other
control mechanisms, such as timeliness for
completing validation work and limits on model
use, are established?

Internal audit

1. Does internal audit assess the overall
effectiveness of the model risk management
framework for individual models and in the
aggregate?

2. Are retail-model rg
reported to the @A
delegated agent?

indings documented and
appropriately

3. Does internal audit ha propriate skills and
adequate stature in the'\QgganiZati ssist with
model risk management?

4. Does internal audit staff posses i
expertise to evaluate model developmént and u
within the particular retail business lineg?

5. If some internal audit staff perform validation
activities, are they excluded from the assessme
of the overall model risk management framework?

6. Does the internal audit scope include steps to
verify that

a. acceptable policies are in place, and that
model owners and control groups comply with
policies?
the model inventory is accurate and complete?

c. validations are performed in a timely manner
and models are subject to controls that
appropriately account for any weaknesses in
validation activities?

d. model owners and control groups are meeting

documentation standards, including risk
reporting?
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Credit Risk Model Oversight and Review Checklist

Yes/no

Doc. ref.

Comments

7.

As part of its process reviews, does internal audit
evaluate

a. processes for establishing and monitoring
limits on model use?

the reliability of data used by the models?

c. the objectivity, competence, and
organizational standing of key validation
participants, to determine whether those
participants have the right incentives to
discover and report deficiencies?

Does internal audit review validation activities
conducted by internal and external parties with
the same rigor to see if those activities are
conducted in accor, e with prescribed
standards?

External resourc
1.

Are all activities pelfform yexternal service
providers based or'a writtén and agreed-
upon scope of work?

Is a designated party from théibank@abl€ to
understand and evaluate the r@gultsiof ion
and risk-control activities conduc xtern
parties?

Is an internal party responsible for

e verifying that the agreed-upon scope ofWor
has been completed?

e evaluating and tracking identified issues and
ensuring that they are addressed?

e making sure that completed work is
incorporated into the bank’s overall model
risk management framework?

Does the bank have a contingency plan in place
in case the external resource is no longer
available or is unsatisfactory?

Model validation

1.

Is the model validation rigor and sophistication
commensurate with model use in the business
and the complexity and materiality of the models?
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Credit Risk Model Oversight and Review Checklist

Yes/no Doc. ref.

Comments

2. Is each model used in the retail lending business
reviewed at least annually to determine whether it
is working as intended and that the existing
validation activities are sufficient?

3. Do appropriate validation requirements apply to
models developed in house as well as to those
purchased from, or developed by, third parties?

4. Do model validation exercises include the
following three core elements:

e Evaluation of conceptual soundness, including
developmental evidence?

¢ Ongoing monitorimg, including process

¢ have the requisite
expertise, including
familiarity with the busi
model and the model’s int

¢ have no responsibility for de
of the model and no stake in whetl
is determined to be valid?

¢ have explicit authority to challenge m
developers and to evaluate their findings;
including issues and deficiencies?

6. When model developers or users do validation
work, is that work subject to critical review by an
independent party who conducts additional

activities to ensure proper validation?

Model inventory

1. Does the bank maintain a comprehensive set of
information for models implemented for use,
under development for implementation, or
recently retired?

2. Is a specific party responsible for maintaining a
company-wide inventory of all models?

3. Is any variation of a model that warrants a
separate validation included as a separate model
and cross-referenced with other variations?

4. Does the model inventory include a description of
the purpose and products for which each model is
designed, actual and expected usage, and any
restrictions on its use?
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Credit Risk Model Oversight and Review Checklist

Yes/no Doc. ref.

Comments

5. Does the model inventory indicate whether
models are functioning properly, provide a
description of when they were last updated, and
list any exceptions to policy?

6. Does the model inventory include the names of
individuals responsible for model development
and validation, the dates of completed and
planned validation activities, and the period during
which the model is expected to remain valid?

Model documentation

1. Does the bank require model developers to
produce effective and complete model

documentation?
o

2. Is model develg umentation sufficiently
detailed that p&rties with a model can
understand how the tes, its
limitations, and its i

updates as the model and applic
environment changes?

4. Do the lines of business or other decision ma
document information leading to selection of
given model and its subsequent validation?

5. When the bank uses models from a third party, is
appropriate documentation of the third-party
approach available so the model can be properly
validated?

6. Do validation reports articulate aspects that were
reviewed, highlighting potential deficiencies over a
range of financial and economic conditions, and
determining whether adjustments or other
compensating controls are warranted?

7. Do validation reports include clear executive
summaries, with a statement of model purpose
and an accessible synopsis of model and
validation results, including major limitations and
key assumptions?
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Appendix G: Glossary

Ability to repay: A borrower’s capacity to meet loan obligations from earnings or income.
Factors generally include information such as the borrower’s income, debt obligations, credit
history, and monthly payments on the loan.

Adaptive control system: Credit portfolio management systems designed to reduce credit
losses and increase promotional opportunities. Adaptive control systems include software
that allows management to develop and analyze various strategies that take into account
customer behavior and the economic environment. Also see champion and challenger
strategy.

Add-on: An additional service or credit product sold in connection with a credit account.
Examples include tra#l clubs, disability insurance, credit life insurance, debt suspension
insurance, debt c3 % DN insurance, extended warranties, and fraud alert programs.
Advance rate: In figanciflg customer purchases, the amount that a bank advances in the form
of a loan in relation to €Qe e of the underlying collateral. For example, for a new

automobile, the advance fate ma¥{ be€galculated based on the vehicle invoice or
manufacturer’s suggested retail pfce.

Adverse selection: A disproportiongtely high response or acceptance rate to a marketing
offer by high-risk customers in the t d lation. This situation generally occurs
because the product or promotional desig

Allowance for loan and lease losses (ALLL): et account that is an estimate of
uncollectible amounts (inherent losses) and is uséd e the book value of loans and

Is established and
maintained by charges against the bank’s operating inCom : provision expense.

Amortization: The process of paying off a loan by gradua
series of installment payments.

e balance through a
Application scoring: The use of a statistical model to objectively score credit applications
and predict likely performance.

Attrition: The loss of accounts either involuntarily, because of bad debts, death, etc., or
voluntarily, at the option of the accountholder.

Broker: An individual or company that sources customers for loans and then places those
loans with banks for funding.

Buy rate: The interest rate a bank charges for loans purchased through third-party dealers.
Used in indirect lending.
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Captive finance company: The financing arm of a manufacturing firm or other company
that is used to finance the sale of the company’s products. For example, the financing arm of
an automobile manufacturer, such as Ford Motor Credit Co.

Champion and challenger strategy: A structured process for testing and comparing
business rules and decision criteria before full-scale production changes. The “champion”
strategy is the strategy or decision process currently used in production (that is, applied to
most accounts in the normal course of business), while one or more “challenger” strategies
are simultaneously applied to smaller test groups to evaluate results in a controlled manner.
The results of the challenger strategies are compared against those of the champion to
determine whether to install a new champion.

Chronology log: A chronological record of internal and external events relevant to the credit
function.

Closed-end: A #8an
variable interest rate
Generally, the requir ents pay off the loan in full by the end of the term. In some
cases, the amortization

ion of credit made for a predetermined amount, at a fixed or

Coincident: Refers to end-of-periogdifelinqliencies and losses in relation to total as of the
same date. Distinguished from vintagg, Ia?nd other time series measures.

Consumer credit counseling (CCC): Seti red,by nonprofit agencies that counsel
overextended consumers and is funded by bank #fai ” contributions (a negotiated
percentage of the consumer’s payment to the bafik). @ aptities work with consumers and
their banks to develop a budget and a debt repaymég Bapks generally offer

concessions to customers in CCC programs.

[72)
D

Consumer reporting agency: Any entity that, for monetaiy,fees, @lie$, or on a cooperative
nonprofit basis, regularly engages in whole or in part in the p @ sembling or
evaluating consumer credit information or other information on teg ers for the purpose of
furnishing consumer reports to third parties, and that uses any means or facility of interstate
commerce for the purpose of preparing or furnishing consumer reports.

Control function: Those functions that have a responsibility to provide independent and
objective assessment, reporting, and assurance. Examples include risk review, compliance,
internal audit, and loan review.

Corporate governance: A set of relationships among a company’s management, its board,
its shareholders, and other stakeholders. Corporate governance also provides the structure
through which the objectives of the company are set, and by which the means of attaining
those objectives and monitoring performance are determined.
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Credit bureau: A consumer reporting agency that is a clearinghouse for information on the
credit ratings of individuals or businesses. The three largest credit bureaus in the United
States are Equifax, Experian, and TransUnion.

Credit report: Report from a consumer reporting agency providing a consumer’s credit
history. Credit reports are convenient and inexpensive for banks to obtain because large users
typically pay lower rates than small users. Mortgage lenders usually require more thorough
and detailed credit reports than lenders making small retail loans. A merged credit report
contains files from the three major credit bureaus.

Credit scoring: A statistical method for predicting the creditworthiness of applicants and
existing customers.

Cross-selling: The
services.

of one product or service as a base for selling additional products and

Cure programs: A re a delinquent loan is returned to current status without the
borrower paying all dig,amounts. Borrowers must typically demonstrate the willingness
and ability to meet curreig oblig , but an inability to catch up with past missed
payments.

Dealer: The retail outlet for automaoBile or manufactured housing sales. Dealers take loan
applications from their customers arigl “shop” ttem to banks for approval and funding.

Dealer reserve: Bank-controlled, dealer-8pegi

0oC

buy rate). Collected funds are released to the deal€
agreements.

Debt service: A measure of a customer’s income in relation to committed debt payments.

Debt suspension agreement: A loan term or contractual arrangement modifying loan terms
under which a bank agrees to suspend all or part of a customer’s obligation to repay an
extension of credit from that bank upon the occurrence of a specified event. The term “debt
suspension agreement” does not include loan payment deferral arrangements in which the
triggering event is the borrower’s unilateral election to defer repayment, or the bank’s
unilateral decision to allow a deferral of repayment.

Debt-to-income ratio: The ratio calculated by using identified monthly debt obligations or
payments (for example, home mortgage, automobile, and credit card) as the numerator and
identified monthly income amounts or receipts as the denominator.
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Deferral: Deferring a contractually due payment on a closed-end loan without affecting the
other terms, including maturity, of the loan.

Due diligence: An investigation or audit of a potential investment, generally designed to
confirm all material facts in regards to a sale. Also refers to the general care a reasonable
person should take before entering into an agreement or a transaction with another party.

Effective challenge: Critical analysis by objective, informed parties who can identify
limitations and assumptions and produce appropriate changes.

Extension: Extending monthly payments on a closed-end loan and rolling back the maturity
by the number of months extended. The account is shown as current upon granting the
extension. If extension fees are assessed, they should be collected at the time of the extension
and not added to the Jaglance of the loan.

Fixed payment{ro
include CCC and in#an
temporary or permane
payment for a specified

ure programs): Also described as workout programs, these
ms designed to help customers work through some type of
idl impairment. Cure programs typically involve a reduced
and may also include interest rate concessions.

Forbearance: A lender’s deci§ioniho ercise a legally enforceable right against a
borrower in default, in exchange forf@ promse to make regular payments in the future.

ceeds the established credit score cutoff.
number of declines scoring at or
oring at or above the cutoff.

Indirect lending: A process in which a bank purc @ tracts from a dealer or
retailer as a holder in due course and collects princip I
borrower. Banks typically purchase installment contracts
notes.

High-side override: A denied loan th
To compute a bank’s high-side override rate
above the cutoff score by the total number of ap

Inherent losses: The amount of loss that meets the conditions o 0 for accrual of a
loss contingency (i.e., a provision to the ALLL).

Interest-only loan: A loan on which the borrower is required to pay only interest, and not
any of the loan principal, for a specified period of time. The specified time can be for the full
loan term, or for a limited time after which amortizing payments are required.

Internal controls: A process for assuring achievement of an organization’s objectives in
operational effectiveness and efficiency, reliable financial reporting, and compliance with
laws, regulations, and policies.

Lagged analysis: Analysis that minimizes the effects of growth. Lagged analysis uses the
current balance of the item of interest as the numerator (e.g., loans past due 30 days or more),
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and the outstanding balance of the portfolio being measured for some earlier time period as
the denominator (generally six or 12 months before).

Low-side override: An approved loan that fails to meet the credit scoring criteria. To
compute the low-side override rate, divide the number of approvals scoring below the cutoff
credit score by the total number of applicants scoring below the cutoff.

Loss mitigation: Loan collection techniques used to reduce or eliminate the possible loss.
Managed assets: Total balance sheet assets plus all off-book securitized assets.

Negative amortization: An increase in the loan balance that occurs when a loan payment is

insufficient to cover the interest and fees due and payable for the payment period and the
resulting deficient am@unt is capitalized into the loan’s balance.

Open-end: Co itextended by a creditor under a plan in which the creditor
reasonably contempl@tes d transactions; the creditor may impose a finance charge
from time to time, acc o the agreement with the borrowers, on an outstanding unpaid
balance; and the amount¥gf credi may be extended to the consumer during the term of

the plan (up to any limit set by th&craditor) is generally made available to the extent that any
payment due is made, as contractuall d.

payment(s) accordingly. As a result, t s not required by the bank to make
payments until the amount of the overage*ha: jnguished. For example, if a
customer’s automobile payment is $200 per'mo e customer remits $600, the next
payment is not due until the third subsequent m

Pay-ahead: Keeping track of exces ayrywounts and reducing the next consecutive
usiom

customers to make monthly payments, it enables the 1
through more accurate delinquency reporting. Banks sho
accounts with low risk characteristics. Banks that accept p
must refer to 12 CFR 1026.53, which sets forth the requirem
excess payment amounts.

Payment holidays (skip-a-pay): The practice of giving the bank’s most creditworthy
customers the option of forgoing or skipping payments for a given month. Interest continues
to accrue for the skipped time period. Payment holidays are sometimes offered as frequently
as twice a year, and usually coincide with summer vacations, late-summer back-to-school
shopping, or December holidays. This practice may be imprudent when offered broadly for
some products or customers, and should be used judiciously.

Penalty pricing: Increased loan or line finance charge imposed when a borrower fails to pay
as agreed, based on performance criteria in the loan or cardholder agreement. Penalty pricing
is subject to the Credit Card Accountability Responsibility and Disclosure Act and
Regulation Z requirements and limitations.

Comptroller's Handbook 137 Retail Lending



Version 1.1 Appendixes > Appendix G

Point of sale: The place where sales are made. For retail credit this is typically the area
where a customer completes a transaction, such as a checkout counter.

Prepayment: The payment of all or part of a loan before it is contractually due.

Prescreen (preapprove): To score or otherwise qualify a list of names or defined credit
bureau population using credit bureau information with the intent of making a firm offer of
credit to those meeting the criteria. Under the Fair Credit Reporting Act, the issuer generally
is required to make a firm offer of credit to the consumers it solicits for a credit card,;
otherwise, under the act, the issuer would not have a permissible purpose for obtaining the
prescreened list (with limited exceptions).

Price points: The price tiers into which banks segment retail portfolios. Price points show
rates and outstandinggyin each tier. Especially important when teaser rates are offered, price
points enable bank pdel past, present, and future revenue and the impact of shifts that

Promise to pay: A ter
contacted regarding their counts and have committed to remitting a payment.
eported under “promises kept.”

Quality assurance: The process of 8aluatinggthe planned and systematic actions necessary
to provide adequate confidence that lo igin

satisfy given quality requirements.

ns and credit administration practices will

Quality control: The process of assuring that |aghs ggesses) conform to established
standards of quality.

Re-age: Returning a delinquent, open-end account to curgéht Sgatus without collecting the
total amount of principal, interest, and fees that are contraCtually

Renewal: Underwriting a matured, closed-end loan, generally a tanding principal
amount and on similar terms.

Repossession: Seizure of collateral securing a loan in default.

Retail credit: Open- and closed-end credit extended to individuals for household, family,
and other personal expenditures. Retail credit includes consumer loans, credit cards, and
loans to individuals secured by their personal residences, including first mortgage, home
equity, and home improvement loans.

Rewrite: Underwriting an existing loan by significantly changing its terms, including
payment amounts, interest rates, amortization schedules, or final maturity.
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Right-party contacts: Communicating directly with the borrower, or someone who is
legally designated to make decisions for the borrower, such as a person with a power of
attorney.

Risk appetite: Refers to the aggregate level and types of risk the board and senior
management are willing to assume to achieve the bank’s strategic objectives and business
plan, consistent with applicable capital, liquidity, and other regulatory requirements.

Risk attractiveness: An extension of risk preferences. Risk attractiveness describes how
current economic and business conditions affect the relative attractiveness of risks, and how
that translates into current strategies and business plans.

Risk governance framework: A part of the corporate governance framework, through
which the board and ganagement establish and make decisions about the bank’s strategy and

or near the minimum acceptable level and the LTV
issible. Both may be within policy limits, but the

Risk limit: A method of authorizing s M
consist of three factors: (1) a risk metric,
breached. For retail credit, risk limits are o
segment (e.g., by credit score, geography, and i
amounts, or set in relation to other measures such

of risk taking. Risk limits generally
megsure, and (3) a limit that should not be
ggproduct, business line, or significant

S Uels. Risk limits can be notional
alory, capital or economic capital.

Risk management: A structured approach to identifyin i measuring, and

managing exposures to reduce the potential impact of an u happening.

Risk preferences: The key risks a bank chooses to pursue to ac mission.

Risk profile: A point-in-time assessment of a bank’s risks, aggregated within and across
each relevant risk category.

Risk strategies: Strategic expression of the bank’s overall philosophy to pursuing and
assuming the risks necessary to achieve the bank’s mission and align risk taking within the
business lines.

Risk tolerances: A quantitative expression of the key metrics that define the aggregate
amount of risk the bank will tolerate over varying time horizons. Risk tolerances should be
measurable and possible to monitor.
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Roll rate: Measure of the movement of accounts and balances from one payment status to
another (e.g., percentage of accounts or dollars that were current last month rolling to 30 days
past due this month).

Scenario analysis: Assessing the potential outcome of various scenarios by setting up
possible situations and analyzing the potential outcomes of each situation. Also known as
“what if” analysis.

Securitization: The process of creating an investment security backed by credit card
receivables, mortgages, installment loans, or other loans.

Stress testing: Analysis that estimates the effect of economic changes or other changes on
key bank performance measures (e.g., losses, delinquencies, and profitability). Key variables
used in stress testingg@uld include interest rates, score distributions, asset values, growth
rates, and unemplog ates.

Subprime lending:
significantly higher r

nexcredit to borrowers who exhibit characteristics indicating a
fault than traditional bank lending customers.

Teaser or introductory rateg Tefparary interest rate offered by lenders to consumers as an
incentive to open accounts witht The teaser period generally lasts anywhere

between six months to one year. Cu
introductory period. Credit card iss ply with the requirements of

Vintage analysis: Grouping loans by originati
purposes. Performance trends are tracked for each
with similar time on book.
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ALLL
AML
ASC
ATR
BSA
ccc
CEO
CFR
FFIEC
GAAP
HELOC
ICQ
LTV
MIS
occ
OTS
RCCP
TDR

USC
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Appendix H: Abbreviations
allowance for loan and lease losses
anti-money laundering
Accounting Standards Codification
ability to repay
Bank Secrecy Act
consumer credit counseling
executive officer
odgfof Federal Regulations
Fedéngl Finghcial Institutions Examination Council

generally unting principles

home equity lin y

internal control quest o%

loan-to-value O
management information system

Office of the Comptroller of the Curre O

Office of Thrift Supervision
retail credit classification and account management policy

troubled debt restructuring

U.S. Code
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References

Section updated May 23, 2018

Federal Consumer Protection Laws and Implementing Regulations

10 USC 987 and 32 CFR 232, “Military Lending Act”

12 USC 2601 and 12 CFR 1024 (Regulation X), “Real Estate Settlement Procedures Act”

15 USC 1601 et seq. and 12 CFR 1026 (Regulation Z), “Truth in Lending Act”

15 USC 1639 et seq. and 12 CFR 1026, “Home Ownership and Equity Protection Act”

15 USC 1681 et seq., “Fair Credit Reporting Act,” as amended by the Fair and Accurate
Credit Transactions Act of 2003; 12 CFR 1022, “Fair Credit Reporting (Regulation V)”

15 USC 1691 et seq. and 12 CFR 1002 (Regulation B), “Equal Credit Opportunity Act”

15 USC 1692 et seg q 2 CFR 1006 (Regulation F), “Fair Debt Collection Practices Act”

15 USC 6801 etéeq.Sand® 2 CFR 1016 (Regulation P), “Privacy of Consumer Financial

Information Act’
15 USC 7001 et seq., nie€ Signatures in Global and National Commerce Act”
ct”; 24 CFR 100.1 et seq., “Discriminatory Conduct
v

42 USC 3601 et seq., “Fai usd
Under the Fair Housin t”
50 USC, appendix 501, et sed¥*Sgyvi bers Civil Relief Act”
Other Laws and Regulations A‘Iicyto Retail Lending

Laws

12 USC 24, “Corporate Powers of Associati
12 USC 85, “Rate of Interest on Loans, Disco
12 USC 1464(c), “Loans and Investments

12 USC 5531, “Prohibiting Unfair, Deceptive, or Abugive Acts gk Practices”
12 USC 5536, “Prohibited Acts”

15 USC 45, “Federal Trade Commission Act”

31 USC 5311 et seq., “Bank Secrecy Act”

ases”

Regulations

National Banks and Federal Savings Associations

12 CFR 3 subpart C (12 CFR 3.20-3.22), “Definition of Capital”

12 CFR 3 subpart D (12 CFR 3.30-3.63) “Risk-Weighted Assets-Standardized
Approach” and subpart E (12 CFR 3.100-3.173), “Risk-Weighted Assets — Internal
Ratings-Based and Advanced Measurement Approaches”

12 CFR 21.21, “Procedures for Monitoring Bank Secrecy Act (BSA) Compliance”

12 CFR 30, “Safety and Soundness Standards”

12 CFR 34, subpart C, “Appraisals”

12 CFR 41, subpart I, “Proper Disposal of Records Containing Consumer Information”
and subpart J, “Identity Theft Red Flags”
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National Banks
12 CFR 7.4001, “Charging Interest by National Banks at Rates Permitted
Competing Institutions; Charging Interest to Corporate Borrowers”
12 CFR 7.4002, “National Bank Charges”
12 CFR 7.4008, “Lending by National Banks”
12 CFR 21.11, “Suspicious Activity Reports”
12 CFR 23, “Leasing”
12 CFR 37, “Debt Cancellation Contracts and Debt Suspension Agreements”

Federal Savings Associations
12 CFR 7.4010, “Applicability of State Law and Visitorial Powers to Federal Savings
Associations and Subsidiaries”
12 CFR 128, “Ngmpdiscrimination Requirements”
12 CFR 160, ‘; and Investment”
12 CFR 162#"R ory Reporting Standards”
ate-Risk-Management Procedures”
iouS Activity Reports and Other Reports and Statements”

12 CFR 163.180,

Comptroller's Handbook

Consumer Compliance
“Compliance Management Systeg”
“Fair Credit Reporting”
“Fair Lending”
“Other Consumer Protection Laws and Regulai#®ns:
“Privacy of Consumer Financial Informatio
“Real Estate Settlement Procedures Act”
“SAFE Act”

“Servicemembers Civil Relief Act of 2003”
“Truth in Lending Act”

Examination Process
“Bank Supervision Process”
“Community Bank Supervision”
“Federal Branches and Agencies Supervision”
“Large Bank Supervision”
“Sampling Methodologies”

Safety and Soundness, Asset Quality
“Allowance for Loan and Lease Losses”
“Concentrations of Credit”

“Credit Card Lending”
“Deposit-Related Credit”
“Installment Lending”

“Loan Portfolio Management”
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“Mortgage Banking”

“Rating Credit Risk”

“Residential Real Estate Lending”
“Student Lending”

Safety and Soundness, Liquidity
“Liquidity”
“Asset Securitization”

Safety and Soundness, Management
“Corporate and Risk Governance”
“Internal and External Audits”
“Internal Control”

Safety and Sound ther Activities
“Merchant RPOCESsiag”

Safety and Soundnes
“Interest Rate Risk’

Office of Thrift Supervision sration Handbook
Section 209, “Sampling” (NovembeRg010)
Section 221, “Asset-Backed Securitizationg mber 2003)
Section 340, “Internal Control” (October 20
Section 760, “New Activities and Services” (Se

09)
Section 1300, “Fair Credit Reporting Act” (Jan @
OCC Issuances

Advisory Letters
Advisory Letter 2000-7, “Abusive Lending Practices” (Jul

Advisory Letter 2000-11, “Title Loan Programs” (November 2000)
(not yet applicable to federal savings associations)

Advisory Letter 2002-3, “Guidance on Unfair or Deceptive Acts or Practices”
(March 22, 2002)

Advisory Letter 2003-2, “Guidelines for National Banks to Guard Against Predatory and
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Version 1.0: Published April 12, 2019

Version Affected
number Date Reason pages
1.1 May 23, 2018 Deleted reference to Bulletin 2013-40, “Deposit Advance 146
Products: Final Supervisory Guidance,” rescinded October 5,
2017
Added reference to Bulletin 2018-14, “Installment Lending: Core | 146
Lending Principles for Short-Term, Small-Dollar Lending”
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