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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.[footnoteRef:1] [1:  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 I 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”).] 


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.

	Credit Risk Model Oversight and Review Checklist

	
	Yes/no
	Doc. ref.
	Comments

	Board and senior management oversight
1. Have the board and senior management established an effective model risk management framework that applies to all models used in the retail lending business?

2. Does the framework apply to the full range of models used in retail loan originations, account management, collections, portfolio management, 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?
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	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 practices for model development, implementation, and use?
d. appropriate model validation activities?

3. Do written operating procedures specify
a. processes used to select and retain third-party-created models, including the people who should be involved in the decisions?
b. the prioritization, scope, and frequency of model validation?
c. standards for the extent of validation performed before models are put into production?
d. validation requirements for third-party models 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
· models are properly developed, implemented, and used?
· models have undergone appropriate validation and approval processes?
· all necessary information for validation activities is available?

3. Do operational control processes ensure that
· each retail model is subject to appropriate risk measurement, use limits, and monitoring?
· appropriate resources are assigned for model validation and for guiding the scope and application of the work?
· problems identified through validation and control systems are communicated to relevant parties throughout the organization, with a plan for corrective action?
· control staff has the authority to restrict model use and monitor any limits as necessary?
· 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 related findings documented and reported to the board or its appropriately delegated agent?

3. Does internal audit have the appropriate skills and adequate stature in the organization to assist with model risk management?

4. Does internal audit staff possess sufficient expertise to evaluate model development and use within the particular retail business lines?

5. If some internal audit staff perform validation activities, are they excluded from the assessment 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?
b. 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?


7. As part of its process reviews, does internal audit evaluate
a. processes for establishing and monitoring limits on model use?
b. 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?

8. Does internal audit review validation activities conducted by internal and external parties with the same rigor to see if those activities are conducted in accordance with prescribed standards?
	
	
	

	External resources
1. Are all activities performed by external service providers based on a clearly written and agreed-upon scope of work?

2. Is a designated party from the bank able to understand and evaluate the results of validation and risk-control activities conducted by external parties?

3. Is an internal party responsible for
· verifying that the agreed-upon scope of work has been completed?
· evaluating and tracking identified issues and ensuring that they are addressed?
· making sure that completed work is incorporated into the bank’s overall model risk management framework?

4. 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?

	
	
	




	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:
· Evaluation of conceptual soundness, including developmental evidence?
· Ongoing monitoring, including process verification and benchmarking?
· Outcomes analysis, including back-testing?

5. Does staff doing validation work
· have the requisite knowledge, skills, and expertise, including a significant degree of familiarity with the business line using the model and the model’s intended use?
· have no responsibility for development or use of the model and no stake in whether a model is determined to be valid?
· have explicit authority to challenge model 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?

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?

2. Is model development documentation sufficiently detailed that parties unfamiliar with a model can understand how the model operates, its limitations, and its key assumptions?

3. Does management hold model developers responsible for thorough documentation during model development, as well as for providing updates as the model and application environment changes?

4. Do the lines of business or other decision makers document information leading to selection of a 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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