2000—ASSETS

The 2000 series of sections cover various themes
related to a bank’s assets. The sections explain
the Federal Reserve’s approach in assessing the
loan portfolio management practices at a state
member bank as well as the supervisory assess-

ment of a bank’s asset quality. There are sec-
tions that provide background information on
the different lending activities that are common
among state member banks and on a bank’s
off-balance-sheet and investment activities.
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Effective date October 2015

Section 2001.1

A statistically based sampling approach to loan
reviews can serve as an alternative to the
traditional ““top-down” loan-coverage approach
when scoping certain bank examinations. In
some cases, sampling requires fewer loans' to
be reviewed than would be required using the
minimum-coverage approach, while in other
cases it requires more. The results depend heav-
ily on the number of commercial and indus-
trial loans (C&I) and commercial real estate
(CRE) loans and the structure of the loan port-
folio. Asset size and the level of tier 1 capital
also affect the sample methodology. Addition-
ally, sampling may require fewer loans to be
reviewed than under the traditional method in
well-managed institutions whose portfolios are
not dominated by a small number of relatively
large exposures.

Significantly, sampling may provide examin-
ers with a broader perspective on the accuracy
of the bank’s classification process than is typi-
cally provided by the traditional minimum-
coverage target approach. The sampling approach
should be directed towards banks currently hav-
ing a CAMELS composite and asset-quality
rating of 1 or 2 and also assets of $10 billion or
less. (See section 2086.1.) The statistical sam-
pling approach is not recommended, however,
for use at de novo banks or other banks with
unusually high or low capital ratios. Reserve
Banks wishing to experiment with the sampling
program at organizations with CAMELS or
asset-quality ratings of 3 or above or at larger
organizations should contact Board staff so that
the examiner’s experience that is gained in this
area may be used to develop alternative sam-
pling procedures for these other types of insti-
tutions.

See this manual’s section 2084.1 for the
examiner loan-sampling requirements for state
member bank and credit-extending nonbank sub-
sidiaries of banking organizations with $10-$50
billion in total consolidated assets.

1. The term “loans” encompasses all sources of credit
exposure arising from loans and leases, including guarantees,
letters of credit, and other loan commitments. The sampling
methods described in this section select “loans” for review by
obligor or related group of obligors (where identifiable). Thus,
in the sampling procedures, the term “loan” refers to total
credit exposure to an individual obligor or related group of
obligors. As this implies, loan amounts referred to in this
section should be determined on an exposure basis, including
all outstanding notes and commitments.

CONCEPT AND STRUCTURE OF THE
SAMPLING TECHNIQUE

The sampling approach builds on procedures
examiners currently use to evaluate loan port-
folios, which require coverage of a similar
“core” group of exposures. The principal differ-
ence relates to the manner in which loans
outside the core group are selected for review.
Under the traditional approach, the largest
remaining loans are selected until a desired
coverage ratio is achieved. Using sampling, the
remaining noncore loans are grouped into sev-
eral strata, or buckets, based on the size of the
borrowing relationship. Loans are randomly
selected from each of these buckets proportion-
ate to the dollar value of each bucket relative to
the total noncore portfolio. The total number of
sampled loans required is determined by the
number and size distribution of loans in the
bank’s portfolio.

The sampling approach is an effective means
to determine if the examiner can rely on the
bank’s classification process or whether the
examiner must determine the level of classifica-
tions by traditional means. Although sampling
may, in some cases, require examiners to review
more loans than required by the traditional
loan-coverage approach, sampling is more likely
to detect problems among smaller loans and will
provide a broader perspective of the bank’s
classifications across the entire portfolio.

In most cases, examiners should expect to
find very few misclassifications within the
sampled buckets, since those segments would
exclude any credits that the bank’s internal
procedures have identified as weak and those
that the examiner has otherwise identified for
specific review (the “core” loans). When the
examiner’s classifications agree with the bank’s
internal loan classifications, then internal clas-
sification totals can be relied upon in calculating
the total and weighted asset-classification ratios.
However, if misclassifications are found within
the sample, internal classifications may under-
estimate the true extent of problem loans, and
the examiner must make adjustments to estimate
the actual extent of problems. To make that
estimate, the rate of misclassification is applied
to the remaining loans in the sampled bucket to
derive an estimate of other problems that the
examiners would likely find if all the loans were
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read. This extrapolated amount of problem loans
is then added to the total of specifically identi-
fied problems to evaluate the significance of
credit weaknesses at the institution. Depending
on the severity of misclassifications and the
magnitude of problems specifically identified,
expansion of the examination scope will prob-
ably be necessary to better assess the accuracy
of loan grading.

Specific Procedures

Using electronic loan files provided by the bank
(for example, those loan files available in the
Automated Loan Examination Review Tool
(ALERT) format) and the System’s loan-
sampling software, examiners are able to con-
struct a variety of core and noncore borrower
groups. (See table 1.) The ‘“‘core” group—
bucket 1—consists of several categories of loans
that examiners have traditionally reviewed and
would continue to review using sampling. These
core borrowers include, for instance, the largest
exposures and certain large problem or insider
loans. The sampling program also permits
examiners to select any additional borrower (or
borrowers) for review based on the examiner’s
experience and judgment. These individually
selected loans would be placed in the “‘examiner-
selected” group—bucket 2. All loans contained
in buckets 1 and 2 would be individually
reviewed, not sampled, and examiners would
not extrapolate their findings to other loans. All
remaining internally identified problem borrow-
ers are included in a separate “problem” group—
bucket 3—designated as ‘““discuss only”’; these
borrowers are not incorporated into the
commercial-loan-coverage ratio nor are their
findings extrapolated to other loans within the
same bucket. However, any borrower in the
“problem” group—bucket 3—may be individu-
ally selected for review by the examiner. Addi-
tionally, if the number of ‘““discuss-only” bor-
rowers in the “problem” group—bucket 3—is
large, the examiner may select a number of
borrowers to be randomly sampled.

The remaining noncore categories represent
“pass” or creditworthy loans, grouped by the
size of the borrowing relationship. Buckets 4
through 8 are composed of loans to be randomly
sampled. The number of loans selected from
buckets 4 through 8 is proportional to its total
dollar value relative to the total noncore port-
folio. Thus, if loans in a particular category

represent 30 percent of the bank’s total noncore
exposures, then approximately 30 percent of the
number of sampled credits will be drawn from
that category. A “‘custom’ group—bucket 4—is
available for examiners to target specific bor-
rowers meeting a variety of selection criteria.
Buckets 5 through 8 represent all remaining
loans in the commercial loan portfolio, segre-
gated by size relative to the bank’s tier 1 capital
and loan-loss reserve. The results of examiners’
findings for these sampled buckets would be
extrapolated to the entire group of borrowers not
reviewed.

Determination of Reliance on a Bank’s
Internal Classifications

Once the commercial loans have been selected
for review, examiners are expected to use exist-
ing credit-analysis techniques as described in
this manual to evaluate the borrower’s credit-
worthiness, determine the level of adverse clas-
sifications, and identify any discrepancies with
the bank’s internal classifications.

In performing their analysis of the accuracy
of classified credits, examiners should start with
the assets internally classified by the bank’s
rating system and add any pass credits that were
misclassified by the bank and downgraded to a
classified status during the examiner’s credit
review. These classified assets are the key com-
ponent for a “base’” weighted asset-classification
ratio.

Under the sampling program, the ‘“‘base”
weighted asset-classification ratio must be
adjusted upward (extrapolated) to the extent
misclassifications were uncovered within the
randomly sampled loan buckets. The resulting
extrapolated weighted asset-classification ratio
is necessary to account for the likelihood that
misclassifications uncovered from the sampled
loans represent only a small portion of the total
misclassified loans throughout the rest of the
portfolio that was not reviewed. The extrapo-
lated value provides examiners with a more
comprehensive picture of the magnitude of the
institution’s credit problems.

In many cases, there will be no disagreements
between the examiner’s credit analysis and the
bank’s internal classifications. Consequently,
there will be no difference between the weighted
asset-classification ratio and the extrapolated
ratio. Generally, no additional sampling would
be necessary. However, other types of credit-
administration weaknesses may be discovered
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Table 1—Groups of Loans Available for Review

Bucket Description
Nonsampled Buckets
Bucket 1 1A: largest non-insider non-problem-borrower exposures*
Core*
1B: largest non-insider non-problem-borrower exposures underwritten in
the previous 12 months*
1C: largest non-insider problem-borrower exposures*
1D: largest insider borrower exposures*
Bucket 2 Examiner optional group. Examiners may manually select any borrower
Examiner- to review.
selected
Bucket 3 Problem loans (Watch list, >59 days past due, internal ratings, and previously
Problem classified). Discuss-only borrowers.
Sampled Buckets
Bucket 4 Examiners may select to target specific borrowers meeting a variety of criteria.
Custom
Bucket 5 Remaining borrower exposures greater than 3 percent of tier 1 capital plus
>3% T1 the ALLL.
Bucket 6 Remaining borrower exposures between 2 percent and 3 percent of tier 1
2%-3% T1 capital plus the ALLL.
Bucket 7 Remaining borrower exposures between 1 percent and 2 percent of tier 1
1%-2% T1 capital plus the ALLL.
Bucket 8 Remaining borrower exposures between 0.1 percent and 1 percent of tier 1
0.1%-1% T1 capital plus the ALLL.
Bucket 9 Remaining borrower exposures less than 0.1 percent of tier 1 capital plus
<0.1% T1 the ALLL. These loans are not included in the sample.
Bucket 10 All noncommercial borrowers. Examiners may scope into Bucket 2.
Noncommercial

*Up to (i.e., a maximum of) 25 borrower exposures can be included in Bucket 1 (Core). Bucket 1 is comprised of a configuration
of the borrower exposures in buckets 1A, 1B, 1C, and 1D, which must include appropriate representation of the largest, largest
new, largest problem, and largest insider borrower exposures, respectfully. The number of borrower exposures in each of these
sub-buckets should be based on the examiner’s judgment and appropriately risk-focused.

that warrant additional review and, as a result,
an additional sample of loans may be selected.
In this case, the number of loans selected is left
to the examiner’s judgment.

In other cases, either minor or significant
disagreements will require examiners to more
fully investigate the reliance that can be placed

on the internal classifications. When there are
only a minor number of disagreements within
the sampled loans, examiners should be aware
that those seemingly minor disagreements may
translate into fairly large differences between
the base and extrapolated problem-loan figures.
When those differences are significant enough
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that they would alter an examiner’s overall
conclusion regarding the accuracy of the bank’s
loan-grading system, follow-up work is required.
In particular, significant differences between the
“base” and extrapolated weighted classification
ratios should raise concerns as to whether the
institution is systematically misreporting credit
problems.

For example, a disagreement may arise
between an examiner’s analysis and the bank’s
internal classification of a single credit that was
drawn from the sample buckets. Assuming a
“base” weighted asset-classification ratio of
4 percent, the disagreed-upon sample loan, when
extrapolated, could increase the weighted asset-
classification ratio to 7 percent. When the dif-
ference between the “base” and extrapolated
ratios is not material, it would not be necessary
to select additional loans if the ratio difference
would not alter the examiner’s conclusions
regarding the condition of the loan portfolio.

In another situation, there may be disagree-
ment between the examiner’s analysis and the
bank’s internal rating on two small-dollar loans
sampled from bucket 8 (borrower exposures
between 0.1 percent and 1 percent of tier 1
capital plus the allowance for loan and lease
losses (ALLL)). In this example, the bank’s
“base” weighted asset-classification ratio is cal-
culated to be 3 percent. Individually, these loans
do not play a significant role in the level of the
“base” ratio. However, when these same
disagreed-upon classifications are extrapolated,
the result is a significant difference between the
“base” ratio and the extrapolated classification
ratio of 18.5 percent. This can occur when there
are only four loans that are sampled from bucket
8, and the two loans in disagreement account for
40 percent of the dollar volume of the sampled
loans. Through extrapolation, 40 percent of the
remaining bucket 8 loans would be considered
classified, thereby increasing the extrapolated
ratio to a level that may cause an examiner to
question the reliability of the bank’s classifica-
tion system.

In the preceding example, to rule out the
possibility that misclassifications were identified
as a matter of chance, examiners should expand
their loan coverage by pulling an additional
sample from the bucket in which the misclassi-
fications were identified. If the examiner selected
four additional borrowers from bucket 8 to
review and no new misclassifications were found,
the extrapolated ratio would decline to 11 per-
cent. As the base and extrapolated ratios move

much closer together, the examiner may have
greater confidence in the bank’s internal loan-
rating system and place greater reliance on
bank-identified problems in evaluating the bank’s
asset quality. However, when reviewing the
additional four back-up loans, if the examiner
found one new misclassification, then the
extrapolated ratio would be 15 percent. In these
cases, it is highly unlikely that the misclassifi-
cations were caused by chance, and it is prob-
able that a systematic problem exists in the
ability of bank management to correctly risk-
rate their commercial loans. Consequently,
examiners should closely review the misclassi-
fications and determine if any pattern exists,
such as loans generated from a specific originat-
ing office or loan officer, or by type of credit
extension. In these cases, internal classifications
should be deemed unreliable and further credit
review should be performed to evaluate the full
extent of problem assets. That expanded review
should be consistent with the minimum loan
coverage of 55 percent to 65 percent or more, as
required for banks posing supervisory concerns.
(See SR-94-13, which is partially superseded by
SR-14-4 and section 2086.1.)

Factoring Sampling Results into
Examination Findings

An evaluation of a bank’s asset-quality rating
within CAMELS should take into account both
financial and managerial factors as detailed in
SR-96-38. When using the sampling approach,
the extrapolated weighted classification ratio is
to be used as a tool for assessing the extent to
which examiners may rely on the bank’s internal
classifications. To the extent loan sampling indi-
cates that the bank’s internal classifications are
not reliable, the severity of that fundamental
risk-management weakness should be factored
into the asset-quality rating as well as the
management and the risk-management rating.
Results of the statistical loan sampling should be
documented in the examination report. As for
needed documentation, the traditional weighted
classified asset ratio should appear in the open
section of the examination report, and the
extrapolated ratio should appear in the confiden-
tial section of the report. In cases where an
expanded review was called for, the initial
“base” classified asset ratio should also be
noted, along with the final classified asset ratio
resulting from the expanded review. (See the

October 2015
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examination procedures, section 2082.3, for a
detailed description of the required information.)

Discussions with Management
Regarding the Sampling Procedures

The sampling procedure produces an extrapo-
lated estimate of weighted classified assets. The
principal use of extrapolation is to provide an
estimate of what the weighted asset-classification
ratio would be for the entire loan portfolio. The
extrapolated ratio will differ significantly from
the traditional weighted asset-classification ratio
when errors in the bank’s internal classification

system are detected through random sampling.
Examiners may want to discuss (1) how the
errors led to a widening of the loan-review
scope and (2) the degree of errors found in the
loans pulled beyond the initial sample. Any
uncertainties regarding the integrity of the insti-
tution’s classification system or the extent of its
asset-quality problems uncovered from the use
of sampling (that resulted from rating errors)
should be discussed with management and
included in the examination report, along with
any necessary follow-up work required to gain
more certainty. Those discussions may center on
the number of errors uncovered in sampled and
core loans.
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Examination Objectives
Effective date May 2003

Section 2001.2

1. To evaluate and improve, using statistical
sampling, the comprehensiveness and effec-
tiveness of the examination’s credit review
of a bank’s loan portfolio.

2. To better evaluate, using statistical sampling,

a bank’s internal credit-review process and
also the effectiveness of its credit risk-
management practices.

. To assess the accuracy of the bank’s internal

credit classifications.
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Examination Procedures

Effective date May 2003 Section 2001.3

1. Using the Federal Reserve System’s loan- 4. When it is determined that the bank’s inter-

sampling software and the electronic files

provided by the bank under examination (for

example, those in the Automated Loan

Examination Review Tool (ALERT) format),

develop the bank’s core and sampled bor-

rower groups. (See table 1 in section 2082.1.)

Follow the “Specific Procedures™ of section

2082.1 for selecting loans for review, includ-

ing those that are to be randomly sampled.

. Use the bank examination credit-analysis
techniques in this manual to—

a. evaluate the borrower’s creditworthiness,

b. determine the level of adverse classifica-
tions, and

c. identify any discrepancies within the
bank’s internal classifications.

. Continue to follow the “Specific Proce-
dures.”

a. Be especially alert when reviewing loan
misclassifications to detect patterns of
misclassifications (for example, whether
the misclassified loans were generated by
a specific originating office or loan officer).

b. When misclassifications are identified, be
prepared to expand the scope of the loan
review.

c. Ascertain whether the bank is systemati-
cally misreporting credit problems.

nal classifications are unreliable, factor the
severity of this risk-management weakness
into the asset-quality, management, and risk-
management ratings.

5. Include the following information in the
examination report (for instance, the infor-
mation illustrated below):

a. Report the traditional weighted asset-
classification ratio in the open section of
the examination report.

b. Report the extrapolated weighted asset-
classification ratio, the traditional asset-
classification ratio, and the number of
errors found in the sampled buckets in the
confidential section of the report.

c. If an expanded sample was undertaken
because of misclassification errors, report
in the confidential section the number of
additional loans selected, any errors from
the expanded sample, and the adjusted
weighted and extrapolated asset-
classification ratios.

The illustration below is a sample table format
that may be used to highlight the sampling
findings within the indicated sections of the
examination report.

Loan-Sampling Results—Items to Be Reported in the Examination Report

Open section
Traditional weighted asset-classification ratio

%

Confidential section
Extrapolated weighted asset-classification ratio

%

Number of borrowers sampled

Number of errors in sampled buckets

Expanded-sample information

Number of sampled borrowers in expanded review

Number of errors in expanded review

Adjusted weighted asset-classification ratio

%

Adjusted extrapolated weighted asset-classification ratio

%
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Loan Coverage Examination Requirements for Community State
Member Banks with $10 Billion or Less in Total Consolidated

Assets
Effective date October 2015

Section 2002.1

This guidance sets forth the loan- sampling
expectations for Federal Reserve led examina-
tions of community state member banks and
clarifies when statistical sampling is expected to
be used.! In addition, the guidance establishes
minimum coverage? expectations for judgmen-
tal samples for full-scope and asset-quality tar-
get examinations. Examiners are expected to
select for review a sample of loans? that is of
sufficient size and scope to enable them to reach
sound and well-supported conclusions about the
quality of, and risk management over, a com-
munity state member bank’s lending portfolio.
In selecting a sample of loans for review,
examiners should be guided by the following
requirements.

COMMERCIAL AND INDUSTRIAL
AND COMMERCIAL REAL ESTATE
LOANS

For community state member banks with CAM-
ELS composite and Asset Quality ratings of “1”
or “2” that have not materially changed the
composition of their loan portfolios or their
credit administration practices since the prior
examination, and whose most recent overall
SR-SABR rating is not “I1D,” “1F,” *“2D,” or
“2F,”+ examiners are expected to use the statis-
tical loan-sampling procedures outlined in sec-
tion 2082.1.5 Examiners are not expected to

1. With the issuance of this guidance, SR-94-13, “Loan
Review Requirements for On-site Examinations,” is super-
seded only for Federal Reserve led examinations of commu-
nity state member banks.

2. A loan review coverage ratio, or “coverage,” should be
calculated by dividing the dollar volume of commercial and
industrial and commercial real estate loans reviewed during
the examination by a bank’s total dollar volume of such loans
in the bank’s loan portfolio. Credit exposures arising from
trading and derivatives activities should not be included in the
coverage ratio.

3. For the purposes of this section 2086.1, the term “loans™
includes all sources of credit exposure arising from loans and
leases. Such exposure includes guarantees, letters of credit,
and other loan commitments. Both funded and unfunded
commitments should be considered when assessing loan
exposure.

4. For additional information on SR-SABR, see SR-06-2,
“Enhancements to the System’s Off-Site Bank Surveillance
Program,” this manual’s section 1020.1.

5. For section 2086.1, “Commercial and Industrial and

supplement statistical samples with additional
loans to reach the specified minimum coverage
ratios discussed below for judgmental samples.®

For all other community state member banks,
examiners should draw a judgmental sample
that includes a selection of large, insider, prob-
lem,” watch, renewed, and new credits.® The
sample should mainly be drawn from the bank’s
primary lending business lines, new business
lines, and out-of-area loans or highly specialized
lending or leasing portfolios. Coverage targets
should factor in the bank’s current asset quality
rating and credit risk management assessment.
More specifically, for community state member
banks with “weak” credit risk management prac-
tices, with asset quality component ratings of
“3 or worse,” or where SR-SABR ratings of “D”
or “F” raise questions about loan quality, cov-
erage should be 40 percent or more. Community
state member banks with strong or acceptable
credit-risk management practices and asset qual-
ity component ratings of “1” or “2” should have
20 to 30 percent coverage. This is illustrated
further in the table below.

It may be necessary to expand the sample
when using either statistical or judgmental sam-
pling in situations where there are several dif-
ferences in credit ratings between those assigned
by examiners and bank management. To expand
the sample when using the statistical sampling
methodology, examiners should follow the guid-
ance discussed in section 2082.1. When using
judgmental sampling, examiners should gener-
ally consider a community state member bank’s
internal risk-rating system to be unreliable when
examiner downgrades® are 10 percent or more of

Commercial Real Estate Loans” include all non-consumer
related loan categories.

6. Footnote reserved.

7. Problem loans are comprised of past due loans, nonac-
crual loans, impaired loans, renegotiated or restructured loans,
loans internally criticized or classified by the bank, and loans
that were classified at the previous examination.

8. Together, these credits constitute the “core” loan
categories.

9. A credit risk grading difference is considered a down-
grade when: 1) a risk rating is changed by the examiner from
an internal Pass rating to Special Mention or classified
category, 2) a risk rating is changed by the examiner from
Special Mention to a classified category, or 3) a risk rating is
lowered by the examiner within the classified categories,
including a split classification.
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Ass.et Credit Risk Management
Quality
Component s A bl Weak

Rating trong cceptable e

1

5 20 to 30 percent coverage*

3

4 40 percent or more coverage

5

*Where SR-SABR ratings of “D” or “F” raise questions about
loan quality, coverage should be 40 percent or more.

the total number of credit facilities reviewed,
and 5 percent or more of the total dollar amount
of loans reviewed. When a bank’s risk-rating
system is determined to be unreliable, examin-
ers may need to expand sampling to better
evaluate the effect of rating differences on the
bank’s allowance for loan and lease losses
(ALLL) and capital. In such situations, examin-
ers should direct the bank to promptly take
corrective action to validate its internal ratings
and to evaluate whether the ALLL or capital
should be increased. The Reserve Bank should
follow up with the bank to assess progress on
corrective action and verify satisfactory comple-
tion. The timeframe for follow-up will depend
on the nature and severity of problems identified
and typically should be no more than six months
after the Reserve Bank notifies the bank of the
deficiencies.

RETAIL CONSUMER LENDING

Retail consumer lending involves a large num-
ber of relatively homogenous, small-balance
loans such as installment loans, credit card
receivables, home equity lines of credit
(HELOCs), and residential mortgages. The
supervisory review and classification of retail
consumer loans should be carried out in accor-
dance with the procedures set forth in the
Commercial Bank Examination Manual and
SR-00-8, “Revised Uniform Retail Credit Clas-
sification and Account Management Policy”
(see section 2130.1, “Consumer Credit”) and
will generally be limited to past due and non-
performing assets.'?

10. See section 2130.3, “Consumer Credit (Examination
Procedures).”

When a bank has a concentration (defined as
more than 25 percent of the bank’s tier 1 capital
plus ALLL) in retail consumer loans, examiners
should include in their examination scope a
review of the retail lending program, its under-
writing standards and policies, and related risks
and controls. Examiners should also consider
sampling a portion of credits in those segments
(for instance, residential mortgages or HELOCs)
of the bank’s retail loan portfolio with a high
concentration in order to assess risks and the
adequacy of underwriting, internal controls, and
credit risk management practices. A judgmental
sample size should be used that is commensu-
rate with concentration and credit risks and
sufficient for the examiner to assess the quality
and risks of the portfolio.

Loan Coverage of Commercial and
Industrial and Commercial Real
Estate Loans in a Target Examination

The Federal Reserve may deem it necessary to
conduct a target examination prior to the next
statutorily required full-scope examination.!!
Such target examinations should be risk-focused
in accordance with existing guidance, including
SR-97-25, “Risk-Focused Framework for the
Supervision of Community Banks” (see section
1000.1, “Examination Strategy and Risk-Focused
Examinations”). Any loan coverage goals should
be determined using the judgment and discretion
of the supervision staff involved in establishing
the scope of the examination. For banks with a
“3” composite rating, loan coverage of 30 per-
cent or more should be achieved at a target
examination that includes a review of asset
quality. For banks with a “4” or “5” composite
rating, loan coverage of 40 percent or more
should be achieved at the target examination.
Loan coverage may consist of updates to
credits reviewed and classified or downgraded at
the previous examination and any credit origi-
nated or extended since the previous examina-
tion. The examination results should be used to
update the asset quality and credit-risk manage-

11. SR-85-28, “Examination Frequency and Communicat-
ing with Directors,” indicates targeted examinations will be
conducted when deemed necessary by the Reserve Bank
between statutorily required examinations (refer to section
1000.1). The Federal Reserve’s examination frequency require-
ments for state member banks are in Regulation H (12 CFR
208.64).
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ment assessment and inform the level of cover-
age needed at the next full-scope examination.
Deteriorating asset quality or uncorrected credit-
risk management deficiencies noted at the target
examination would generally necessitate
expanded coverage for the next full-scope exami-
nation.

Documentation of Loan Review
Coverage

The scope of loan coverage and the loan-
sampling procedures used in the examination
process should be documented within examina-

tion workpapers and the examination report.'? In
particular, examiners should ensure that the
composition and volume of the reviewed loans
are documented within the examination report.
This documentation should include the core loan
categories that were included in the sample, the
loan portfolio segments that were the focus of
the review, and cutoff values that were used in
deciding which loans are included in the sample.
Documentation supporting the establishment of
the sample should be included in the work-
papers.

12. See section 1030.1, “Workpapers.”
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Supervisory Loan Sampling at Regional Banking Organizations

Effective date October 2023

Section 2003.1

This manual section sets forth loan sampling
expectations for the Federal Reserve’s examina-
tion of state member bank (SMB) and credit-
extending nonbank subsidiaries of bank holding
companies with greater than or equal to $10
billion and less than $100 billion in total con-
solidated assets. Refer to SR-14-4, “Examiner
Loan Sampling Requirements for State Member
Bank and Credit Extending Nonbank Subsidi-
aries of Bank Holding Companies in the
Regional Banking Organization Supervisory
Portfolio,” for more information about revisions
to the guidance and implementation informa-
tion. Examiners have the flexibility, depending
upon the structure and size of subsidiary SMBs,
to utilize the guidance applicable to smaller
SMBs when the SMB subsidiary’s total assets
are below $10 billion. The guidance clarifies
expectations for the assessment of material retail-
credit portfolios for these institutions.!

A thorough review of a bank’s loan and lease
portfolio remains a fundamental element of the
Federal Reserve’s examination program for
SMBs. Such credit reviews are a primary means
for examiners to (1) evaluate the effectiveness of
a bank’s internal loan review program and
internal grading systems for determining the
reliability of internal reporting of classified and
Special Mention credits, (2) assess compliance
with applicable regulations, and (3) determine
the efficacy of credit-risk management and credit-
administration processes. Further, examiners use
the findings from their credit review to identify
the overall thematic credit-risk management
issues, to assess asset quality, to assist in the
assessment of the adequacy of the allowance for
credit losses (ACL), and to inform their analysis
of capital adequacy.

1. A loan portfolio or portfolio segment is considered
material when the portfolio or segment exceeds 25 percent of
total risk-based capital or contributes 25 percent or more to
annual revenues. When calculating a concentration of credit in
a loan portfolio or portfolio segment, total risk-based capital
refers to tier 1 capital plus the plus the portion of the
allowance for credit losses (ACL) attributed to loans and
leases. See SR-20-8, “Joint Statement on Adjustment to the
Calculation for Credit Concentration Ratios Used in the
Supervisory Approach,” for additional information.

LOAN SAMPLING METHODOLOGY

Reserve Banks will establish the annual loan
sampling objective during the supervisory plan-
ning process. The annual sampling objective
should provide coverage of material exposures,
including those in the retail segments.? Reserve
Banks should plan on conducting at least two
loan quality reviews during the annual supervi-
sory cycle of SMBs with greater than or equal to
$10 billion and less than $100 billion in total
consolidated assets.

Each review should focus on one or more
material commercial loan segment exposures by
Call Report loan type and, in total over the
annual cycle, should cover the four highest
concentrations for commercial credits in terms
of total risk-based capital for any Call Report
loan type from Schedule RC-C. Loan segments
that generate substantial revenues are generally
likely to entail higher risk. To the extent that
examiners can determine that a loan category
contributes 25 percent or more to annual rev-
enues, examiners should sample these seg-
ments.> Examiners should also sample other
loan segments that they or the bank’s internal
loan review have identified as exhibiting high-
risk characteristics. Such risk characteristics
include liberal underwriting, high levels of pol-
icy exceptions, high delinquency trends, rapid
growth, new lending products, concentrations
and concentrations to industry, significant levels
of classified credits, or significant levels of
Special Mention credits. In addition to these
risk-focused samples, a sample of loans to
insiders must be reviewed.* Annual loan-
sampling coverage by examiners should take
into consideration the severity of the asset qual-
ity component rating, the effectiveness of the
internal loan review program, the results of

2. Commercial loan segments include commercial and
industrial (C&I) loans, 1-4 family construction, other con-
struction loans, multifamily loans, farm loans, non-farm
non-residential owner occupied, and non-farm non-residential
other loans. Retail loan segments include first-lien mortgages,
closed-end junior liens, home equity lines of credit (HELOCs),
credit cards, automobile loans, and other consumer loans.

3. The 25 percent threshold should be based on internal
management information systems and may not be applicable
or available in all instances. For the purposes of this guidance,
annual revenue equals net interest income plus noninterest
income.

4. Federal Reserve examiners must test and evaluate Regu-
lation O (12 CFR pt. 215) compliance annually.
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internal loan portfolio stress testing, and current
asset quality financial trends.

During the examination scoping phase, Reserve
Bank staff should analyze the results of recent
loan review reports or audits prepared for an
institution’s internal use and the Reserve Bank’s
most current assessment of credit-risk manage-
ment to help establish the size and composition
of loans to be selected for review. An institu-
tion’s internal loan review program should
achieve substantial coverage beyond the exam-
iners’ annual judgmental sample of material
loan portfolios. Examiners should review the
findings and recommendations of the institu-
tion’s internal loan review program to help
identify areas of risk. In selecting loans from
each segment of the loan portfolio to review,
examiners should include a selection of the
largest loans, problem loans (past due 90 days or
more, nonaccrual, restructured, Special Men-
tion, watch list, or internally classified loans),
and newly originated loans. Examiners should
ensure the sample selection includes robust
coverage of classified, Special Mention, and
watch credits. At a minimum, loans selected for
review from commercial loan segments should
represent 10 percent of the committed dollar
amount of credit exposure within the loan seg-
ment.

Sample sizes should be increased beyond the
10 percent minimum, based on examiner judg-
ment, for segments when the examination-
scoping process or the internal loan review
program has identified

1) deficiencies with credit-risk management and
administration practices,

2) loan growth that has been unusually high,

3) credit quality or collateral values that have
been adversely affected since the prior review
by volatile local or national economic con-
ditions, or

4) unreliable internal credit-risk grading.

Conversely, sample sizes should be based on
the 10 percent minimum if

1) previous examinations concluded that inter-
nal loan review and credit-risk identification
is effective,

2) internal loan review has reviewed a loan
segment within the last 12 months and noted
no material weaknesses, and

3) the examination-scoping process reveals no
significant credit-risk management issues.

In general, the lower range of a 10 percent
sampling of each segment or the entire commer-
cial portfolio would be acceptable when all
aspects of credit risk indicate low and stable
risk.

Examiners should determine classification
amounts for retail credits using the Uniform
Retail Classification Guidance (SR-00-8,
“Revised Uniform Retail Credit Classification
and Account Management Policy”’). Annually,
examiners should focus on one or more material
retail loan segment exposures by Call Report
loan type. Examiners should determine the
appropriate sample of retail loans from material
segments based on risk to be tested for compli-
ance with internal credit-administration policies
and underwriting standards. While there is no
minimum coverage expectation for retail port-
folios or segments, the goal of sampling is to
assist examiners in making an informed assess-
ment of all aspects of retail credit-risk manage-
ment. If applicable, examiners should evaluate
and test secondary market origination and ser-
vicing practices and quality assurance programs.
Examiners should also sample other retail loan
segments, as needed, from segments the exam-
iners or internal loan review identify as exhib-
iting high-risk characteristics such as liberal
underwriting, high delinquency trends, rapid
growth, new lending products, or significant
levels of classified credits.

DOCUMENTATION OF LOAN
SAMPLING ANALYSIS AND
METHODOLOGY

Examiners should discuss their analysis and
objectives for achieving loan sampling coverage
with Board staff during the annual supervisory
planning process. Upon reaching a consensus
with Board staff, the analysis and methodology
should be retained in workpapers and docu-
mented in the supervisory plan. Further, exam-
iners should document their loan sample selec-
tion methods in scoping memoranda and in the
confidential section of the report of examina-
tion. The required workpaper documentation of
the commercial loan coverage calculation should
be based on total loan commitments and should
generally exclude loans reviewed outside of the
Reserve Bank’s supervisory plan when a detailed
analysis of the loans by an examiner and an
assessment of credit-risk management were not
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performed. Review of syndicated loans and
participations, such as those from the Shared
National Credits (SNCs) annual review, should
only be included in the coverage ratio if Reserve
Bank staff reviewed the credit-risk management
aspects of the credit (for example, adherence to
underwriting policies) and these findings are
included in the examiner’s assessment of overall
credit-risk management practices. Examiners
should continue to follow the SNC grading
guidance.’

FOLLOW-UP EXPECTATIONS FOR
EXAMINATIONS WITH ADVERSE
FINDINGS

Examiners should generally consider a bank’s
internal risk-rating system to be less reliable
when examiner downgrades or internal loan
review downgrades equal 10 percent of the total
number of loans reviewed, or 5 percent of the

5. Refer to SR-77-377, “Shared National Credit Program.”

total dollar amount of loans and commitments
reviewed.® When a bank’s risk rating system is
determined to be unreliable, examiners may
need to expand sampling to better evaluate the
effect of rating differences on the bank’s ACL
and capital. In such situations, examiners should
direct the bank to take corrective action to
validate its internal ratings and to evaluate
whether the ACL or capital should be increased.
The Reserve Bank will follow-up with the bank
to assess progress on corrective action and
verify satisfactory completion. The timeframe
for follow-up should correspond with the time-
frame during which actions are to be com-
pleted.” All follow-up actions on adverse find-
ings should be discussed with Board staff.

6. A credit-risk grading difference is considered a down-
grade when a) a risk rating is changed by the examiner from
an internal Pass rating to Special Mention or classified
category, b) a risk rating is changed by the examiner from
Special Mention to a classified category, or ¢) a risk rating is
changed by the examiner within the classified categories.

7. Refer to this manual’s section, “Examination Strategy
and Risk-Focused Examinations.”
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Off-site Review of Loan Files
Effective date November 2020

Section 2005.1

State member banks with less than $100 billion
in total assets, in the community banking orga-
nization and regional banking organization
supervision portfolios, have the option to have
Federal Reserve examiners review loan files off
site during full-scope or target examinations.
Federal Reserve examiners may conduct an
off-site loan review provided the state member
bank is amenable to such an arrangement, and
the bank is able to securely send legible and
sufficiently comprehensive loan information to
the Reserve Bank.!

In the past, the Federal Reserve’s off-site
examination work focused on financial perfor-
mance analyses and the review of bank policies,
procedures, and certain bank internal reports.?
With technological advancements, such as secure
data transmission and electronic file imaging,
examiners have the ability to collect and review
loan file information off site without compro-
mising the effectiveness of the examination
process. Therefore, Federal Reserve examiners
may use the off-site loan review program when
a state member bank has communicated its
willingness to participate in the program and can
appropriately image and send its loan docu-
ments to the Reserve Bank in a secure manner.

PROCESS FOR DETERMINING
WHETHER A STATE MEMBER BANK
MAY PARTICIPATE IN THE OFF-SITE
LOAN REVIEW PROGRAM

A Reserve Bank will contact a state member
bank prior to the start of an examination to
confirm whether the institution has an interest in
participating in the off-site loan review pro-
gram.? A bank interested in participating in the
program needs to be able to demonstrate its

1. Refer to SR-16-8, “Off-Site Review of Loan Files.” The
guidance in SR-16-8 also is relevant to the supervision of U.S.
branches and agencies of foreign banking organizations with
combined U.S. assets of $50 billion or less.

2. Refer to SR-95-13, “Recommendations to Increase the
Portion of Examinations and Inspections Conducted in Reserve
Bank Offices.”

3. In order for a Reserve Bank to be able to complete an
off-site loan review, a state member bank will need to submit
all requested information in a timely manner, including
confirming its interest in being considered for the off-site
review program and providing all the necessary information
for a Reserve Bank to confirm the institution’s technological
preparedness.

ability to appropriately image and send loan
documents to the Reserve Bank. In assessing a
bank’s ability to participate in the off-site loan
review program, a Reserve Bank will consider
the bank’s answers to the following questions:

e Will the institution submit the loan file data
using a secure transmission method such as
cloud-based collaboration products, secure
email services, encrypted removable media,
virtual private networks, or remote desktop
control services?

Is the institution able to provide loan data and
imaged loan documents that are legible, easily
viewable, and properly organized to allow for
timely review by examiners?

e Are the loan files comprehensive to allow an
examiner to come to a conclusion as to the
appropriate rating of a credit without having
to request additional information from the
institution?

For state member banks that have demonstrated
these technological capabilities, the Reserve
Bank should make all efforts to accommodate
the request for an off-site loan review. However,
a Reserve Bank may decline a request if the
Reserve Bank has justifiable reasons to believe
that an off-site review would impede the exam-
iners from efficiently and effectively assessing
the institution’s asset quality and credit risk
management process.

SECURITY OF LOAN FILE DATA
SUBMITTED TO THE RESERVE
BANKS

Reserve Bank examiners must handle a state
member bank’s loan file data in accordance with
existing Federal Reserve information security
requirements. A Reserve Bank should explain
its procedures and practices for safeguarding
loan file data to a state member bank as part of
the discussion as to whether or not to participate
in the off-site loan review program. This includes
an explanation about the Reserve Bank’s proce-
dures for coordinating off-site loan reviews with
state banking agencies. Further, Reserve Banks
and the state member bank should discuss the
technical procedures and security practices for
conducting off-site loan reviews when contin-
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gency operating circumstances necessitate a full-
time telework environment for Reserve Bank
examiners.

ADJUSTMENTS TO THE
EXAMINATION PROCESS

Reserve Banks need to adjust their examination
process in order to execute an off-site loan
review. For example, examiners allocate time
prior to the start of the examination to confirm
that a state member bank has successfully trans-
mitted its loan file data to the Reserve Bank.
Further, examiners are expected to maintain
ongoing communication with the institution’s
management during the examination process.
Prior to the start of the examination, examiners
establish a schedule with the institution’s man-
agement for status calls during the off-site por-
tion of the examination. Typically, examiners
will conduct regular calls with management to
discuss loan file review and the status of other
examination work.

SCOPE OF THE OFF-SITE
EXAMINATION WORK

Reserve Banks will try to conduct as much of
the examination work off site as feasible without
compromising the effectiveness of the examina-
tion process. Specific to loan review, examiners
typically conduct the following portions of
examination work off site regardless of whether
the state member bank is participating in the
off-site loan review program. This examination
work includes

determination of the scope of the loan review;
risk assessment to determine the areas to be
emphasized (for example, management of
credit concentrations and the loan approval
process);

review of the bank’s loan policies;

review of financial performance reports and

management reports;

preliminary review of the loan loss reserve
methodology;

determination of the loans to be reviewed, and
the selection of individual credits;

grouping of loans to related obligors; and

* preparation of loan line sheets.

In addition, for a state member bank partici-
pating in the off-site loan review program,
examiners will perform an off-site the review of
credit files for quality, documentation, and com-
pliance with bank policy and laws and regula-
tions. Further, at the discretion of the examiners,
Reserve Banks may hold either off-site or on-site
discussions with the institution’s management
regarding preliminary loan review findings such
as the appropriateness of individual credit rat-
ings assigned by the state member bank and the
completeness of credit file documentation.

SCOPE OF ON-SITE EXAMINATION
WORK

On-site examination work remains an indispens-
able component of bank supervision that plays a
critical role in the ability of the Federal Reserve
to fulfill its supervisory responsibilities. Reserve
Banks are expected to continue to perform on
site those activities that require physical obser-
vation such as transaction testing and direct
monitoring of an institution’s operations and
internal controls. While on site, examiners will
also review documents such as meeting minute
books of the board of directors that would be
inappropriate or impractical for the state mem-
ber bank to send to the Reserve Bank. Further,
unless contingency operating circumstances
necessitate teleworking arrangements, Federal
Reserve examiners will conduct exit meetings in
person with the institution’s management to
communicate final supervisory findings and con-
clusions, including the final supervisory findings
from any off-site loan review examination work.
(Refer to SR-16-8.)
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Effective date November 2020

Section 2006.1

INTRODUCTION TO THE SHARED
NATIONAL CREDIT PROGRAM

In 1977, the Federal Reserve, the Federal Deposit
Insurance Corporation (FDIC), and the Office of
the Comptroller of the Currency (OCC) (collec-
tively “the agencies”) established the Shared
National Credit (SNC) program to evaluate
large and complex syndicated credits. The pro-
gram provides for uniform treatment and
increased efficiency in shared-credit risk analy-
sis and classification of the largest and most
complex credits shared by multiple financial
institutions. The SNC program facilitates the
collection and analysis of data on the largest and
most complex credits and gives examiners from
the agencies a medium to assess the risk-
management practices associated with such cred-
its. The SNC program is governed by an inter-
agency agreement among the agencies.

DEFINITION OF A SHARED
NATIONAL CREDIT

An SNC is any loan or formal loan commitment,
and any asset such as real estate, stocks, notes,
bonds, and debentures taken as debts previously
contracted, extended to borrowers by a federally
supervised institution (explained in the subtopic
below entitled, “Shared National Credit Report-
ing”), its subsidiaries, and affiliates, that aggre-
gates to $100 million or more and is shared by
three or more unaffiliated federally supervised
institutions, or a portion of which is sold to two
or more unaffiliated federally supervised insti-
tutions.! The agencies may designate any other
large credit as meeting the general intent or
purpose of the SNC program. Other examples of
SNCs include

e all international credits to borrowers in the
private sector regardless of currency denomi-
nation that are administered by a U.S. domes-
tic office of the institution.

e two or more credits to the same borrower for

1. Effective January 1, 2018, the aggregate loan commit-
ment threshold for inclusion in the SNC program increased
from $20 million to $100 million to adjust for inflation and
changes in average loan size. The 2018 increase in the dollar
threshold to $100 million for inclusion as an SNC was the first
since the program’s inception in 1977.

the same origination date where the aggregate
commitment amount of the credits is greater
than or equal to $100 million and is shared by
three or more unaffiliated, supervised partici-
pant lenders. All unaffiliated supervised par-
ticipant lenders should be lenders in each
credit.

any credit facility or tranche of a syndicated
loan agreement that equals $100 million or
more and includes three or more federally
supervised institutions as well as all the other
credit facilities or tranches subject to that
credit agreement, regardless of the dollar
amount or the number of federally supervised
institutions participating in them.?

SHARED NATIONAL CREDIT
REPORTING

The agent or administrative agent of the SNC is
responsible for submitting credit data to the
agencies. The agent is the federally supervised
institution that originates an SNC or administers
the credit for the syndication or participating
lenders. For the purposes of the SNC program, a
federally supervised institution is any financial
institution, including subsidiaries, subject to
supervision by one of the agencies. More spe-
cifically, federally supervised institutions that
are part of the SNC program include

* FDIC-insured banks (for example, state mem-

ber banks, nonmember banks, and national

banks) and thrifts, their branches and subsid-

iaries;

bank holding companies, and their non-bank

subsidiaries subject to examination by the

Federal Reserve System;

savings and loan holding companies;

federally and state-licensed branches and agen-

cies of foreign banks (including non-U.S.

branches managed by a U.S. branch); and

e U.S. subsidiaries of foreign banking organiza-
tions.

U.S. representative or loan production offices
of foreign banks are not required to report to the
agencies for SNC purposes.

2. Each tranche/facility is reported as a separate credit
when a credit agreement has tranches/facilities with different
terms or participant groups.
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The agencies divide SNC reporters into two
categories: “basic” and “expanded” filers. Basic
filers report SNCs and submit an agent file to the
agencies. Basic filers do not submit a participant
file.

Expanded filers are typically larger institu-
tions and are subject to more comprehensive
reporting expectations than basic reporters. In
comparison to basic filers, expanded filers are
required to submit all syndicated credits (SNC
and non-SNC alike) to the agencies. Syndicated
credits include all credits that are arranged and
extended by two or more financial entities
regardless of the number of participants that are
considered regulated entities. While SNCs must
have a commitment amount of at least $100
million, there is no minimum commitment
amount with syndicated credits. Expanded filers
are also required to report participant files,
which include structure and ratings information
for all credits purchased. Expanded filers also
report Basel-related data to the agencies.

SHARED NATIONAL CREDIT
EXAMINATIONS

Historically, the agencies conducted annual SNC
reviews. Starting in 2016, the agencies initiated
a semiannual SNC examination schedule and
now conduct SNC reviews in the first and third
calendar quarters, with some banks receiving
two reviews and others receiving a single review
each year. The first quarter SNC review uses
data collected from federally supervised institu-

tions in the third quarter of the prior year, and
the third quarter SNC review uses first quarter
data of the same year. The reported data is
analyzed and a sample of credits is selected for
review by the agencies and participating state
banking supervisors during the examination
phase of the program.

The SNC program is governed by agreements
among agencies, which include information shar-
ing and program administration procedures for
completing reviews of SNCs.? In general, teams
of three examiners analyze each SNC and assign
a disposition to the credit. The credit quality
rating assigned by the examination team is
reported to each supervised institution that par-
ticipated in the credit as of the examination date.
The assigned ratings are used by the agencies
during other examinations of supervised institu-
tions to avoid duplicate reviews and ensure
consistent treatment of these credits. After the
SNC examination phase is completed, the appro-
priate agency or agencies compile and distribute
the results to the federally supervised institu-
tions that are agents or participants in an SNC.

The agencies issue a single statement annu-
ally that includes combined findings from the
previous 12 months. This practice presents a
complete view of the entire SNC portfolio,
which can be compared with prior years’ reports.
These reports are available on the Board’s
website.

3. For example, see SR-94-62, “Shared National Credit
Program—Interagency Agreement.”
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Classification of Credits
Effective date June 2004

Section 2008.1

The criteria used to assign quality ratings to
extensions of credit that exhibit potential prob-
lems or well-defined weaknesses are primarily
based upon the degree of risk and the likelihood
of orderly repayment, and their effect on a
bank’s safety and soundness. Extensions of
credit that exhibit potential weaknesses are cat-
egorized as ““special mention,” while those that
exhibit well-defined weaknesses and a distinct
possibility of loss are assigned to the more
general category of “classified.” The term “clas-
sified” is subdivided into more specific subcat-
egories ranging from least to most severe: ‘“‘sub-
standard,” “doubtful,” and “loss.” The amount
of classified extensions of credit as a percent of
capital represents the standard measure of
expressing the overall quality of a bank’s loan
portfolio.

These classification guidelines are only applied
to individual credits, even if entire portions or
segments of the industry to which the borrower
belongs are experiencing financial difficulties.
The evaluation of each extension of credit should
be based upon the fundamental characteristics
affecting the collectibility of that particular credit.
The problems broadly associated with some
sectors or segments of an industry, such as
certain commercial real estate markets, should
not lead to overly pessimistic assessments of
particular credits in the same industry that are
not affected by the problems of the troubled
sector(s).

ASSESSMENT OF CREDIT QUALITY

The evaluation of each credit should be based
upon the fundamentals of the particular credit,
including, at a minimum—

* the overall financial condition and resources
of the borrower, including the current and
stabilized cash flow (capacity);

e the credit history of the borrower;

* the borrower’s or principal’s character;

* the purpose of the credit relative to the source
of repayment; and

* the types of secondary sources of repayment
available, such as guarantor support and the
collateral’s value and cash flow, when they

are not a primary source of repayment. (Undue
reliance on secondary sources of repayment
should be questioned, and the bank’s policy
about permitting such a practice should be
reviewed.)

The longer the tenure of the borrower’s exten-
sion of credit or contractual right to obtain
funds, the greater the risk of some adverse
development in the borrower’s ability to repay
the funds. This is because confidence in the
borrower’s repayment ability is based upon the
borrower’s past financial performance as well as
projections of future performance. Failure of the
borrower to meet its financial projections is a
credit weakness, but does not necessarily mean
the extension of credit should be considered as
special mention or be classified. On the other
hand, the inability to generate sufficient cash
flow to service the debt is a well-defined weak-
ness that jeopardizes the repayment of the debt
and, in most cases, merits classification. When
determining which credit-quality rating category
is appropriate, the examiner should consider the
extent of the shortfall in the operating figures,
the support provided by any pledged collateral,
and/or the support provided by cosigners,
endorsers, or guarantors.

Delinquent Extensions of Credit

One of the key indicators of a problem credit is
a borrower’s inability to meet the contractual
repayment terms of an extension of credit. When
this occurs, the extension of credit is identified
as past due or delinquent. An extension of credit
that is not delinquent may be identified as
special mention or classified. Nondelinquent
extensions of credit (also referred to as “‘per-
forming” or ‘“‘current”) should be classified
when well-defined weaknesses exist that jeop-
ardize repayment. Examples of well-defined
weaknesses include the lack of credible support
for full repayment from reliable sources, or a
significant departure from the intended source of
repayment. This latter weakness warrants con-
cern because a delinquent credit may have been
brought current through loan or credit modifica-
tions, refinancing, or additional advances.
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SPECIAL MENTION CATEGORY

A special mention extension of credit is defined
as having potential weaknesses that deserve
management’s close attention. If left uncor-
rected, these potential weaknesses may, at some
future date, result in the deterioration of the
repayment prospects for the credit or the insti-
tution’s credit position. Special mention credits
are not considered as part of the classified
extensions of credit category and do not expose
an institution to sufficient risk to warrant
classification.

Extensions of credit that might be detailed in
this category include those in which—

* the lending officer may be unable to properly
supervise the credit because of an inadequate
loan or credit agreement;

* questions exist regarding the condition of
and/or control over collateral;

* economic or market conditions may unfavor-
ably affect the obligor in the future;

* adeclining trend in the obligor’s operations or
an imbalanced position in the balance sheet
exists, but not to the point that repayment is
jeopardized; and

* other deviations from prudent lending prac-
tices are present.

The special mention category should not be used
to identify an extension of credit that has as its
sole weakness credit-data or documentation
exceptions not material to the repayment of the
credit. It should also not be used to list exten-
sions of credit that contain risks usually associ-
ated with that particular type of lending. Any
extension of credit involves certain risks, regard-
less of the collateral or the borrower’s capacity
and willingness to repay the debt.

For example, an extension of credit secured
by accounts receivable has a certain degree of
risk, but the risk must have increased beyond
that which existed at origination to categorize
the credit as special mention. Other characteris-
tics of accounts receivable warranting identifi-
cation as special mention include a rapid increase
in receivables without bank knowledge of the
causative factors, concentrations in receivables
lacking proper credit support, or lack of on-site
audits of the bank’s borrower.

CLASSIFICATION CATEGORIES
Split Classifications

When classifying a particular credit, it may not
be appropriate to list the entire balance under
one credit-quality category. This situation is
commonly referred to as a “split classification”
and may be appropriate in certain instances,
especially when there is more certainty regard-
ing the collectibility of one portion of an exten-
sion of credit than another. Split classifications
may also involve special mention as well as
“pass” credits, those that are neither special
mention nor classified. Extensions of credit that
exhibit well-defined credit weaknesses may war-
rant classification based on the description of the
following three classification categories.!

Substandard Extensions of Credit

A “substandard” extension of credit is inad-
equately protected by the current sound worth
and paying capacity of the obligor or of the
collateral pledged, if any. Extensions of credit so
classified must have a well-defined weakness
orweaknesses that jeopardize the liquidation? of
the debt. They are characterized by the distinct
possibility that the bank will sustain some loss if
the deficiencies are not corrected. Loss poten-
tial, while existing in the aggregate amount
of substandard credits, does not have to exist
in individual extensions of credit classified
substandard.

Doubtful Extensions of Credit

An extension of credit classified “doubtful” has
all the weaknesses inherent in one classified
substandard, with the added characteristic that
the weaknesses make collection or liquidation in
full, on the basis of currently existing facts,
conditions, and values, highly questionable and

1. Guidelines for the uniform classification of consumer-
installment extensions of credit and credit card plans, as well
as classification guidelines for troubled commercial real estate
credits, are discussed in detail in sections 2130.1 and 2090.1,
respectively.

2. This terminology is used in the original classification
definitions as set forth in the 1938 accord and its amendments.
The term “liquidation”™ refers to the orderly repayment of the
debt and not to a forced sale of the loan or its underlying
collateral.
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improbable. The possibility of loss is extremely
high, but because of certain important and
reasonably specific pending factors that may
work to the advantage of and strengthen the
credit, its classification as an estimated loss is
deferred until its more exact status may be
determined. Pending factors may include a pro-
posed merger or acquisition, liquidation proceed-
ings, capital injection, perfecting liens on addi-
tional collateral, or refinancing plans.

Examiners should avoid classifying an entire
credit as doubtful when collection of a specific
portion appears highly probable. An example of
proper use of the doubtful category is the case of
a company being liquidated, with the trustee-in-
bankruptcy indicating a minimum disbursement
of 40 percent and a maximum of 65 percent to
unsecured creditors, including the bank. In this
situation, estimates are based on liquidation-
value appraisals with actual values yet to be
realized. By definition, the only portion of the
credit that is doubtful is the 25 percent differ-
ence between 40 and 65 percent. A proper
classification of such a credit would show 40 per-
cent substandard, 25 percent doubtful, and
35 percent loss.

Examiners should generally avoid repeating
a doubtful classification at subsequent examina-
tions, as the time between examinations should
be sufficient to resolve pending factors. This is
not to say that situations do not occur when
continuation of the doubtful classification is
warranted. However, the examiner should avoid
undue continuation if repeatedly, over the course
of time, pending events do not occur and repay-
ment is again deferred awaiting new
developments.

Loss Extensions of Credit

Extensions of credit classified ‘“loss™” are
considered uncollectible and of such little value
that their continuance as bankable assets is not
warranted. This classification does not mean
that the credit has absolutely no recovery or
salvage value, but rather that it is not practical
or desirable to defer writing off this basically
worthless asset even though partial recovery
may be effected in the future. Amounts classi-
fied loss should be promptly charged off. (See
SR-04-9 and its attachment.)

Banks should not be allowed to attempt long-
term recoveries while the credit remains on the

bank’s books. Losses should be taken in the
period in which they surface as uncollectible.

In some cases, examiners should determine a
reasonable carrying value for a distressed exten-
sion of credit and require a write-down through
a charge to the allowance for loan and lease
losses, or to other operating expenses in the case
of an “other asset.”” Such a determination should
be based on tangible facts recorded in the bank’s
credit file and contained in reports on problem
credits submitted to the board of directors or its
committee, and not solely on verbal assurances
from a bank officer.

SITUATIONS NOT REQUIRING
CLASSIFICATION

It is generally not necessary to classify exten-
sions of credit and contingent liabilities that are
adequately protected by the current sound worth
and debt-service capacity of the borrower, guar-
antor, or the underlying collateral. Further, a
performing extension of credit should not auto-
matically be identified as special mention, clas-
sified, or charged off solely because the value
of the underlying collateral has declined to an
amount that is less than the balance outstanding.
Extensions of credit to sound borrowers that are
refinanced or renewed in accordance with pru-
dent underwriting standards should not be cat-
egorized as special mention unless a potential
weakness exists, or classified unless a well-
defined weakness exists that jeopardizes repay-
ment. The existence of special mention or clas-
sified extensions of credit should not be identified
as an imprudent banking practice, as long as the
institution has a well-conceived and effective
workout plan for such borrowers, and effective
internal controls to manage the level of these
extensions of credit.

Partially Charged-Off
Extensions of Credit

When an institution has charged off a portion of
a credit and the remaining recorded balance of
the credit (1) is being serviced (based upon
reliable sources) and (2) is reasonably assured
of collection, categorization of the remaining
recorded balance as special mention or classified
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may not be appropriate.3 For example, when the
remaining recorded balance of an extension of
credit is secured by readily marketable collat-
eral, the portion that is secured by this collateral
would generally not be identified as special
mention or classified. This would be appropri-
ate, however, if potential or well-defined weak-
nesses, respectively, continue to be present in
the remaining recorded balance. In such cases,
the remaining recorded balance would generally
receive a credit rating no more severe than
substandard.

A more severe credit rating than substandard
for the remaining recorded balance would be
appropriate if the loss exposure cannot be rea-
sonably determined, for example, when signifi-
cant risk exposures are perceived, such as might
be the case in bankruptcy or for credits collat-
eralized by properties subject to environmental
hazards. In addition, classification of the remain-
ing recorded balance would be appropriate when
sources of repayment are considered unreliable.

Formally Restructured
Extensions of Credit

Restructured troubled debt should be identified
in the institution’s internal credit-review system
and closely monitored by management. When
analyzing a formally restructured extension of
credit, the examiner should focus on the ability
of the borrower to repay the credit in accordance
with its modified terms.* With formally restruc-
tured credits, it is frequently necessary to charge
off a portion of the principal, due to the bor-
rower’s difficulties in meeting the contractual
payments. In these circumstances, the same
credit-risk assessment given to nonrestructured
credits with partial charge-offs (see the previous
subsection) would also generally be appropriate
for a formally restructured credit. This includes
not identifying the remaining recorded balance
as special mention or classified if unwarranted.

3. The accrual/nonaccrual status of the credit must con-
tinue to be determined in accordance with the glossary section
of the Instructions for the Consolidated Reports of Condition
and Income (Call Report). Thus, while these partially charged-
off credits may qualify for nonaccrual treatment, cash-basis
recognition of income will be appropriate when the criteria
specified in the Call Report guidance are met.

4. An example of a restructured commercial real estate
credit that does not have reasonable modified terms would be
a mortgage that requires interest payments only, but no
principal payments, despite the fact that the underlying
collateral generates sufficient cash flow to pay both.

The assignment of special mention status to a
formally restructured credit would be appropri-
ate, if, after the restructuring, potential weak-
nesses remained. It would also be appropriate to
classify a formally restructured extension of
credit when well-defined weaknesses exist that
jeopardize the orderly repayment of the credit,
based upon its reasonable modified terms. For a
further discussion of troubled debt restructur-
ings, see the glossary section of the Instructions
for the Consolidated Reports of Condition and
Income and “Loan Portfolio Management,” sec-
tion 2040.1.

ROLE OF GUARANTEES

The primary focus of a review of an extension of
credit’s quality is the original source of repay-
ment and the borrower’s ability and intent to
fulfill the obligation without reliance on guaran-
tors.> In situations involving troubled credits,
however, the assessment of credit quality should
also be based upon the support provided by
guarantees. As a result, the lending institution
must have sufficient information concerning the
guarantor’s financial condition, income, liquid-
ity, cash flow, contingent liabilities, and other
relevant factors (including credit ratings, when
available) to demonstrate the guarantor’s finan-
cial capacity to fulfill the obligation.

Examiner Treatment of Guarantees

A guarantee should provide support for repay-
ment of indebtedness, in whole or in part, and be
legally enforceable. It is predicated upon both
the guarantor’s financial capacity and willing-
ness to provide support for a credit.

To assess the financial capacity of a guarantor
and determine whether the guarantor can honor
its contingent liabilities in the event required,
examiners normally rely on their own analysis
of a guarantor’s financial strength. This includes
an evaluation of the financial statements and the
number and amount of guarantees currently
committed to.

5. Some credits are originated based primarily upon the
financial strength of the guarantor, who is, in substance, the
primary source of repayment. In such circumstances, exam-
iners generally assess the collectibility of the credit based
upon the guarantor’s ability to repay the credit.
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A guarantor’s willingness to perform is
assumed, unless there is evidence to the con-
trary. Since a guarantee is obtained with the
intent of improving the repayment prospects of a
credit, a guarantor may add sufficient strength to
preclude or reduce the severity of the risk
assessment.

Examiners should consider and analyze the
following guarantee-related factors during the
course of their review of extensions of credit:

* The degree to which the guarantors have
demonstrated their ability and willingness to
fulfill previous guarantees.

* Whether previously required performance
under guarantees was voluntary or was the
result of legal or other actions by the lender.
Examiners should give limited credence, if
any, to guarantees from obligors who have
reneged on obligations in the past, unless
there is clear evidence that the guarantor has
the ability and intent to honor the specific
guarantee under review.

e The economic incentives for performance by
guarantors. This includes—

— guarantors who have already partially per-
formed under the guarantee;

— guarantors who have other significant
investments in the project;

— guarantors whose other sound projects are
cross-collateralized or otherwise inter-
twined with the credit; or

— guarantees collateralized by readily mar-
ketable assets that are under the control of
a third party.

e The extent to which guarantees are legally
enforceable, although in general this is the
only type of guarantee that should be relied
upon.

— Collection of funds under a guarantee
should not be subject to significant delays
or undue complexities or uncertainties
that might render legal enforceability
questionable.

— Although the bank may have a legally
enforceable guarantee, it may decide not
to enforce it. The examiner’s judgment
should be favorably affected by previous
extensions of credit evidencing the timely
enforcement and successful collection of
guarantees.

* The type of the guarantee. Some guarantees
for real estate projects are limited in that they
only pertain to the development and construc-
tion phases of a project. As such, these limited

guarantees cannot be relied upon to support a
troubled credit after the completion of these
phases.

OFF-BALANCE-SHEET ITEMS

The principal off-balance-sheet credit-related
transactions likely to be encountered during loan
reviews are loan commitments, commercial let-
ters of credit, and standby letters of credit. When
evaluating off-balance-sheet credit transactions
for the purpose of assigning a credit-quality
rating, the examiner should carefully consider
whether the bank is irrevocably committed to
advance additional funds under the credit agree-
ment. If the bank must continue to fund the
commitment and a potential weakness exists
that, if left uncorrected, may at some future date
result in the deterioration of repayment pros-
pects or the bank’s credit position, the amount of
the commitment may be categorized as special
mention. If there is a well-defined weakness that
jeopardizes repayment of a commitment, classi-
fication may be warranted. If an amount is
classified, it should be separated into two com-
ponents: the direct amount (the amount that has
already been advanced) and the indirect
amount(the amount that must be advanced in the
future).

Loan Commitments

Loan commitments are defined as legally bind-
ing obligations to extend credit (other than in the
form of retail credit cards, check credit, and
related plans) for which a fee or other compen-
sation is typically received. Different types of
loan commitments vary based upon the nature of
the credit granted. Loan-commitment credit risk
stems from the possibility that the creditworthi-
ness of the customer will deteriorate between
the time the commitment is made and the funds
are advanced. (See “Contingent Claims from
Off-Balance-Sheet Activities,” section 4110.1.)

Commercial Letters of Credit

Commercial letters of credit involve a buyer of
goods and a seller of goods and are instruments
issued by a bank serving as an intermediary
between the two for the resultant payment for
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the goods. Commercial letters of credit are
customarily used to facilitate international trade
due to the distances involved, as well as differ-
ences in legal, political, and business practices.
Additionally, there may be a lack of familiarity
between the buyer and seller. As a result, the
bank substitutes its credit in place of the buyer’s
credit and promises on behalf of its customer to
pay predetermined amounts of money to the
seller against the delivery of documents indicat-
ing shipment of goods and representing title to
those goods. If the shipping documents are in
order, the bank is obligated to pay the seller
through the issuance of a sight or time draft. The
bank is then reimbursed by its customer for the
amount of the shipment plus a fee for conduct-
ing the transaction.

Given the nature of the bank’s commitment to
pay for the goods on behalf of its customer, a
commercial letter of credit is typically irrevo-
cable. This means that it cannot be cancelled or
revoked without the consent of all parties con-
cerned. As a result, there is added credit risk for
the issuing bank since it cannot cancel its
commitment in the event the credit standing of
its customer deteriorates, even if the deteriora-
tion occurs before the shipment of the goods.

Standby Letters of Credit

Most standby letters of credit (SLCs) are unse-
cured and involve substituting the bank’s credit
standing for that of the bank’s customer on
behalf of a beneficiary. This occurs when the
beneficiary needs to ensure that the bank’s
customer is able to honor its commitment to
deliver the goods or services by the agreed-upon
time and with the agreed-upon quality. For
credit-analysis purposes, SLCs are to be treated
like loans and represent just one type of exten-
sion of credit relative to the overall exposure
extended by the bank to the borrower. SLCs can
be divided into two main groups: “financial
SLCs” and “nonfinancial SLCs.” Financial
SLCs essentially guarantee repayment of finan-
cial instruments and are commonly used to
“guarantee” payment on behalf of customers,
issuers of commercial paper, or municipalities
(relative to tax-exempt securities). Nonfinancial
SLCs are essentially used as bid and perfor-
mance bonds to ‘“‘guarantee” completion of
projects, such as building or road construction,
or to guarantee penalty payment in case a

supplier is unable to deliver goods or services
under a contract.

REQUIRED LOAN WRITE-UPS

A full loan write-up (see criteria below) is
required for all significant or material classified
or specially mentioned assets if (1) management
disagrees with the disposition accorded by the
examiner, or (2) the institution will be rated
composite 3, 4, or 5. The write-ups will be used
to support the classifications to management
and, in the case of problem banks, to support
any necessary follow-up supervisory actions.
An abbreviated write-up may be appropriate
for other loans to illustrate a credit-administration
weakness or to formalize certain decisions, docu-
ment agreements, and clarify action plans for
management. For example, bank management
may have agreed to either collect or charge off a
loan classified doubtful by the next call report
date or to reverse interest accruals and place the
loan on nonaccrual status. These agreements
may be expressed in the report through a brief
comment under the classification write-up.

The examiner may find it beneficial to list
extensions of credit alphabetically by depart-
ment and/or branch. When more than one
borrower is relevant to a single write-up, the
alphabetization of the prime borrower or the
parent corporation should determine the credit’s
position in the list. All other parties to the credit,
including cosigners, endorsers, and guaran-
tors, should be indicated directly under the
maker of the notes or embodied within the
write-up.

Although classifications and items listed for
special mention may be listed alphabetically on
the report page, examiners may elect to format
the listing or write-ups in other ways to illustrate
examination findings or conclusions. For exam-
ple, examiners may wish to group classifications
into categories of weakness and to use these
listings to support loan-administration com-
ments without providing a write-up for each
classified item.

Notwithstanding this guidance, examiners
have the flexibility of writing up more than the
criticized assets, including any special mention
credits, if deemed necessary. The decision to
increase the number of write-ups should be
based on factors such as the overall financial
condition of the bank, quality of the loan
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portfolio, or adequacy of loan portfolio
administration.

It is important that a sufficient number of
write-ups with appropriate content be provided
to support the examiner’s assessment of the
bank’s problem loans, leases, and other exten-
sions of credit. The write-ups should also sup-
port any comments pertaining to credit-
administration policies and practices as they
relate to this component of the bank’s loan
portfolio.

General Guidelines for Write-Ups
of Special Mention and Classified
Extensions of Credit

Extension of credit write-ups may be in a
narrative or bullet format, similar to the write-
ups of shared national credits, where appropri-
ate. When the special mention or classified
credit consists of numerous extensions of credit
to one borrower, or when multiple borrowers are
discussed in one write-up, the write-up should
be structured to clearly identify the credit facili-
ties being discussed. For example, each exten-
sion of credit could be numbered when multiple
credits are involved.

Before a write-up is prepared, the examiner
should recheck central information files or other
sources in the bank to determine that all of the
obligor’s debt, including related debt,® has been
noted and included. The examiner should con-
sider identifying accrued interest receivable as
special mention or classified, especially when
the cumulative effect on classified percentages is
significant or the accrued interest is appropri-
ately classified loss.

Even though the length of a write-up may be
limited, the information and observations con-
tained in the write-up must substantiate the
credit’s treatment as a special mention or clas-
sified credit. To prepare a write-up that brings
out pertinent and fundamental facts, an exam-
iner needs to have a thorough understanding of
all the factors relative to the extension of credit.
An ineffective presentation of the facts weakens
a write-up and frequently casts doubt on the
accuracy of the risk assessment. The examiner
might consider emphasizing deviations from
prudent banking practices as well as loan policy

6. The term
obligations.

“related” refers to direct and indirect

and procedure deficiencies that are pertinent to
the credit’s problems. When portions of a bor-
rower’s indebtedness are assigned to different
risk categories, including portions identified as
“pass,” the examiner’s comments should clearly
set forth the reason for the split-rating treatment.
A full write-up on items adversely classified or
listed as special mention must provide sufficient
detail to support the examiner’s judgment con-
cerning the rating assigned. To ensure that the
write-ups provide a clear, concise, and logical
discussion of material credit weaknesses, the
following minimum categories of information
should be presented, preferably in the order
listed (see SR-99-24):

1. A general description of the obligation.
o Amount of exposure (both outstanding and
contingent or undrawn) as follows:

— Summarize total related and contingent
borrowings, including amounts previ-
ously charged off and recovered.

— List the borrower’s total related liabili-
ties outstanding. Amounts making up
this total refer to credits in which the
borrower may have a related interest
and is directly or indirectly obligated to
repay, such as partnerships and joint
ventures. The rule for determining what
is included in related debt (aggregating
debt), which ultimately has to do with
ascertaining compliance with legal
lending limits, is governed by state
law.

— List and identify the obligor’s contin-
gent liabilities to the bank under
examination. Contingent liabilities
include items such as unadvanced por-
tions of a line of credit or extension of
credit (commitments), guarantees or
endorsements, and commercial and
standby letters of credit. Although con-
tingent liabilities to other lenders rep-
resent an important component of the
financial analysis of the obligor, they
should not be listed in the write-up
unless they are particularly relevant to
the situation, or are portions of both
related and contingent liabilities that
represent participations purchased from
and sold to other lenders. The latter
example should be listed even though
the entire relationship may not have
been identified as special mention or
classified. Additionally, only the clas-
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sified portion of extensions of credit or
contingent liabilities of the bank under
examination should be listed in the
appropriate column(s) of the classified
asset page.

e The obligor and the obligor’s location and
type of business or occupation. For the
type of business or occupation of the obli-
gor, indicate whether the business is a
proprietorship, partnership, joint venture,
or corporation. This information can be
used to compare the purpose of the credit
with the source(s) of repayment, and to
compare the credit’s structure with the
obligor’s repayment ability. The general
identification of occupation, such as pro-
fessional or wage earner, may not be
definitive enough, so it may be necessary
to indicate that, for example, the extension
of credit is to a medical doctor.

Types of businesses may be clearly indi-
cated in the borrower’s business name and
may not require additional comment. For
example, Apex Supermarket and Ajax
Sporting Goods Store imply a retail super-
market and a retail sporting goods store.
However, examiners should not be misled
in their analysis of the credit; likewise, the
write-up reviewer should not be misled by
assuming that a borrower is necessarily in
the same line of business indicated by the
borrower’s business name. In the preced-
ing example, if the borrower is primarily a
wholesale grocery or sporting goods sup-
plier, or if it radically deviates from the
type of business indicated in its business
name, the situation should be clarified. It is
important to state the borrower’s position
in the marketing process—manufacturer,
wholesaler, or retailer—and to indicate the
types of goods or services.

e Description and value of collateral. The
type of lien, collateral description and its
condition and marketability, as well as the
collateral’s current value, date of valua-
tion, and basis for the valuation, should be
included. If values are estimated, the write-
up should indicate the source of the valu-
ation, such as the obligor’s recent financial
statement, an independent appraisal, or an
internal management report. If valuations
are not available, a statement to that effect
should be included. A bank’s failure to
obtain collateral valuations, when avail-
able, is cause for criticism. Also include

any other pertinent information that might
impede or facilitate the possible sale of the
collateral to repay the extension of credit.

When problem borrowers are involved,
the sale of the collateral often becomes the
sole or primary source of repayment. As a
result, the wvaluation of the collateral
becomes especially important when
describing the credit, as described in the
specific examples below.

If real estate is pledged to secure the
credit, the write-up should provide a
description of the property, the lien status,
the amount of any prior lien, and the
appraised value. If multiple parcels are
securing the credit, appraised values should
be listed for each parcel, including the date
of the appraisal and the basis for the value.
When bank staff or examiners’ challenges
to appraisal assumptions are supported, the
resulting adjustment in value for credit-
analysis purposes should be indicated. If
the property held as collateral has tenants,
its cash flow should be noted and the
financial strength of the major lessees com-
mented upon, if appropriate.

If the collateral represents shares of or
an interest in a closely held company, the
shares or ownership interest held should be
indicated in relation to the total shares
outstanding, and the financial condition of
the closely held company should be sum-
marized in the write-up. Additionally, the
approximate value of the closely held com-
pany, as indicated by its financial state-
ments, should be compared for consistency
with the value of the company as indicated
on the principal’s or partner’s personal
financial statement. The values often do
not correlate to the extent they should,
which typically indicates overvaluation of
the asset on the balance sheet of the entity
owning the shares or ownership interest.

If a blanket lien on assets, such as
receivables, inventory, or equipment, is
pledged as collateral, the current estimated
value of each asset type should be shown
separately. The basis for these values can
come from various sources, which should
be indicated:

— If receivables are pledged as collateral
for an asset-based extension of credit, a
current aging report and an assessment
of the appropriateness of the advance
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ratio is usually necessary to determine
their collectibility and value.

— If inventory is pledged as collateral for
an asset-based extension of credit, an
assessment of the appropriateness of
the advance ratio is necessary. Addi-
tionally, the value varies with the con-
dition and marketability of the inventory.

— If listed securities or commodities are
pledged as collateral, the market value
and date of valuation should be noted.

Notation if borrower is an insider or a
related interest of an insider.

Guarantors and a brief description of their
ability to act as a source of repayment. If
the financial strength of guarantors has
changed significantly since the initial guar-
antee of the credit facility, this should be
noted. The relationship of the guarantors to
the borrower should be identified, includ-
ing a brief description of the guarantors’
ability (financial strength) to serve as a
source of repayment independent of the
borrower. Any collateral supporting the
guarantees should also be stated. See the
previous subsection, ‘“Role of Guaran-
tees,” for further guidance on considering
guarantees for credit-analysis purposes.

e Amounts previously classified.

Repayment terms and historical perfor-
mance, including prior charge-offs, and
current delinquency status (with notation if
the credit is currently on nonaccrual sta-
tus). Any changes to the original repay-
ment terms, whether initiated by bank
management or the obligor, should be
detailed with an appropriate analysis of the
changes included in the write-up. Renew-
als, extensions, and rewritten notes that
deviate from the stated purpose and repay-
ment expectations, as approved by manage-
ment, should be discussed in light of their
effect on the quality of the credit. Restruc-
turings should be discussed in terms of
their reasonable objectives, focusing on the
prospects for full repayment in accordance
with the modified terms.

It may be prudent to state the purpose of
the credit. The purpose can be compared
with the intended source of repayment for
appropriateness. For example, a working
capital extension of credit generally should
not depend on the sale of real estate for
repayment. Additionally, the obligor’s prior

business experience should correlate to the
credit’s purpose.

2. A summary listing of weaknesses resulting in

classification or special mention treatment.

3. A reference to any identified deficiencies in

the item that will support loan-administration

or violation comments elsewhere in the report.

This information may consist of deficien-

cies in credit and collateral documentation

or violations of law that have a material

impact on credit quality. Loan-portfolio-

administration performance includes, but is

not limited to—

e changes in asset quality since the last
examination;

e the appropriateness of loan-underwriting
standards;

¢ the adequacy of—

— loan documentation;

— management information systems;

— internal control systems; and

— loan-loss reserves;

the accuracy of internal loan-rating systems;

the ability and experience of lending offi-

cers, as well as other personnel managing

the lending function; and

* changes in lending policies or procedures
since the last examination.

. If management disagrees with the classifica-

tion, a statement to that effect along with
management’s rationale. Information could
include selected data from the most recent
fiscal and interim financial statements (dis-
cussion of items such as leverage, liquidity,
and cash flow) when the primary reason for
the write-up relates to the borrower’s finan-
cial condition or operating performance. Cost
of goods sold, nonrecurring expenses, divi-
dends, or other items indicating deterioration
in the credit quality may also be highlighted.
Any stated value of the borrower’s encum-
bered assets should be set off against specific
debt to arrive at the unprotected balance, if
applicable. In addition, the examiner should
identify encumbered assets that are pledged
elsewhere.

5. A concise description of any management

action taken or planned to address the weak-
ness in the asset. The action plan should
focus on a concise description of manage-
ment’s workout or action plan to improve the
credit’s collectibility or to liquidate the debt.
Review of the bank’s documented workout
plan should give an examiner a clear idea of
past efforts to improve the prospect of col-
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lectibility and management’s current efforts
and future strategy. The plan should clearly
state the bank’s goals and corresponding
timetable as they appear at that point, includ-
ing items such as the degree of repayment
envisioned and the proceeds anticipated from
the sale of the collateral. Based on this
information, the examiner should succinctly
summarize in the write-up the bank’s collec-
tion efforts to date and its ongoing plans to
address the situation.

Optional Information for Write-ups

At the examiner’s discretion, other information
may be included in loan write-ups. For example
the examiner may want to include current finan-
cial information on the borrower, cosigners, and
guarantors. The additional information may con-
sist of discussions regarding current balance
sheets and operating statements. If discussed,
the examiner should indicate whether the finan-
cial statements have been audited, reviewed,

compiled, or prepared by the borrower, and
whether they are fiscal or interim statements. If
the statements are audited, the examiner should
indicate the type of opinion expressed—
unqualified, qualified, disclaimer, or adverse—
and whether the auditor is a certified public
accountant. If the opinion is qualified, note the
reason(s) given by the auditor.

When the examiner includes comments
regarding the borrower’s financial condition, the
comments should always highlight credit weak-
nesses in a manner that supports the risk assess-
ment. It is important that sufficient detail is
provided to identify unfavorable factors. A trend
analysis or details of balance-sheet, income-
statement, or cash-flow items can be included.
The examiner may also include comments when
special mention or classified credits may exhibit
favorable as well as unfavorable financial char-
acteristics. Both types of pertinent factors may
be included in the write-up as long as they are
placed in the proper perspective to demonstrate
the credit’s inherent weaknesses.
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Effective date November 2020

Section 2010.1

OVERVIEW

This section will help the examiner perform two
separate, but related, functions:

* evaluate the depth and scope of the formalized
policies and procedures the bank uses to
manage and control its loan portfolio

e form an overview of the performance of the
entire lending operation by consolidating the
results of the examination programs from the
various lending departments

BANK LOAN POLICY

The purpose of a bank’s lending policy is to
establish the authority, rules, and framework to
operate and administer its loan portfolio effec-
tively, that is, to ensure profitability while man-
aging risk. The policy serves as a framework to
set basic standards and procedures in a clear and
concise manner. The policy’s guidelines should
be derived from a careful review of internal and
external factors that affect the institution, such
as the bank’s market position, historical experi-
ence, present and prospective trade area, prob-
able future loan and funding trends, facilities,
staff capabilities, and technology. Such guide-
lines, however, must be void of any discrimina-
tory policies or practices.

The complexity and scope of the lending
policy and procedures should be appropriate
to the size of the institution and the nature of
its activities and should be consistent with
prudent banking practices and relevant regula-
tory requirements. Examiners should keep in
mind that a loan policy that is appropriate for
one bank is not necessarily suitable for another
bank. Each bank’s policy will differ, given the
institution’s strategic goals and objectives,
coupled with factors such as economic condi-
tions, the experience and ability of the lending
personnel, and competition. The policy should
be reviewed at least annually to ensure that
it is not outdated or ineffective, remains flexible,
and continues to meet the needs of the commu-
nity. Changes in federal and other regulatory
requirements, including limitations involving
insider transactions, also must be incorporated
into the policy.

The policy should be broad and not overly
restrictive. If carefully formulated and adminis-
tered by senior management, and clearly com-
municated and understood through each level of
the organization, it greatly helps bank manage-
ment (1) maintain sound credit-underwriting
standards; (2) control and manage risk; (3) evalu-
ate new business opportunities; and (4) identify,
administer, and collect problem loans.

The lending policy must clearly state the
philosophies and principles that govern safe and
sound banking practices and procedures, as well
as the mission and objectives of the particular
institution. Throughout this manual, consider-
able emphasis is placed on formal written poli-
cies established by the board of directors that
management can implement, administer, and
amplify. The board of directors, in discharg-
ing its duty to both depositors and share-
holders, must ensure that loans in the bank’s
portfolio are made based on the following three
objectives:

* to grant loans on a sound and collectible
basis

* to invest the bank’s funds profitably for the
benefit of shareholders and the protection of
depositors

e to serve the legitimate credit needs of the
bank’s community

The written loan policy is the cornerstone for
sound lending and loan administration. An
adequate loan policy promotes—

* a bank’s business and lending philosophy,

despite changes in management;

stability, as it provides a reference for lenders;

e clarity, to minimize confusion concerning lend-
ing guidelines; and

* sound objectives for evaluating new business
opportunities.

The loan policy should define who will receive
credit, what type, and at what price, as well as
what credit documentation will be permitted or
required. Other internal factors to be addressed
include who will grant the credit and in what
amount, as well as what organizational structure
will ensure compliance with the bank’s guide-
lines and procedures. Because loan authority is
spread throughout the organization, the bank
must have an efficient internal review and
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reporting system to monitor adherence to estab-
lished guidelines. This system should adequately
inform the directorate and senior management
of how policies are being carried out and should
provide them with sufficient information to
evaluate the performance of lending officers and
the condition of the loan portfolio.

The loan policy should establish (1) what
information will be required from the borrower
during the application process, (2) what infor-
mation the borrower will be required to submit
while the credit remains outstanding, and
(3) which bank personnel are responsible for
obtaining the information. In addition, the pol-
icy should specify who is responsible for review-
ing the adequacy of loan documentation and for
citing and correcting documentation exceptions.
A high level of documentation exceptions indi-
cates a deficiency in the bank’s policy, proce-
dures, monitoring, or enforcement.

A loan policy will differ from loan proce-
dures. A policy represents a plan, guiding prin-
ciple, or course of action designed to establish a
framework for handling decisions, actions, and
other matters, thereby influencing them. A pro-
cedure is a set of established methods or steps
for performing a task. The lending policy should
include issues relevant to all departments of the
bank. Written procedures approved and enforced
in various departments should be referenced in
the bank’s general lending policy. The policy
must be flexible enough to allow for fast adap-
tation to changing conditions in the bank’s
earning assets mix and trade area.

Components of a Sound Lending
Policy

As mentioned previously, a bank’s loan policy
should be appropriate to its size and complexity.
Sound loan policy generally is based on the
components described below.

Allowance for loan and lease losses. A sound
lending policy establishes a systematic loan-
review program to detect and identify problem
loans and other portfolio weaknesses. (See the
“Credit Risk Review” subsection for more
information.) Guidelines and methodologies
need to be established to determine the
adequacy of the bank’s allowance for loan and
lease losses (ALLL), and they should be based
on a conservative analysis of the risk in the loan
portfolio. This analysis should ensure that an

appropriate ALLL is maintained. The 2006
Interagency Policy Statement on the Allow-
ance for Loan and Lease Losses! stipulates that
federally insured depository institutions (IDIs)
must maintain an ALLL at an appropriate level
to absorb estimated credit losses associated with
the loan and lease portfolio.

Examiners must evaluate management’s esti-
mate of losses existing in the bank’s loan
portfolio as well as the methodologies and
procedures used in making and documenting the
estimate. That evaluation provides the basis for
determining the appropriateness and reasonable-
ness of a bank’s ALLL.

Collections and charge-offs. The lending policy
should define the criteria and procedures for
reporting relevant information concerning delin-
quent obligations to the board of directors. The
policy should establish the mechanism for pre-
senting problem loans to the directorate. Reports
submitted to the board of directors should include
sufficient detail for it to determine the risk
factor, loss potential, and alternative courses of
action. The policy should outline a follow-up
collection notice procedure that is systematic
and progressively stronger. Guidelines should
be established to ensure that all accounts are
presented to and reviewed by the board of
directors or a board committee for charge-off.

Concentrations of credit. The lending policy
should encourage both diversification within the
portfolio and a balance between maximum yield
and minimum risk. Concentrations of credit
depend heavily on a key factor, and when
weaknesses develop in that key factor, every
individual loan within the concentration is
affected. The directorate should evaluate the
additional risk involved in various concentra-
tions and determine which concentrations should
be avoided or limited. The lending policy also
should establish thresholds for acceptable con-
centrations of credit and require that all concen-
trations be reviewed and reported to the board
on a periodic basis.

Institutions that have effective controls to
manage and reduce undue concentrations over
time need not refuse credit to sound borrowers
simply because of the borrower’s industry or
geographic location. This principle applies to
prudent loan renewals and rollovers, as well as

1. See SR-06-17 and SR-01-17. See also, SR-20-12, for
more information on the allowance for credit losses.
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to new extensions of credit that are underwritten
in a sound manner. (See the “Concentrations of
Credit” section for further details.)

Consumer and equal credit opportunity laws.
Compliance with the many consumer-related
statutes and regulations requires complex and
detailed policies and procedures that should be
addressed in a separate policy. However, the
loan policy should require adherence to the
Federal Reserve’s Regulation B, 12 CFR 202,
which implements the Equal Credit Opportunity
Act. This regulation prohibits creditors from
discriminating against loan applicants on the
basis of age, race, color, religion, national ori-
gin, sex, marital status, or receipt of income
from public assistance programs. As additional
prohibitions are added under the regulation, they
should be incorporated into the policy. Also, the
loan policy should include a requirement that
the bank give applicants a written notification of
rejection of a loan application, a statement of the
applicant’s rights under the Equal Credit Oppor-
tunity Act, and a statement either of the reasons
for rejection or of the applicant’s right to such
information.

Credit files. Obtaining and maintaining com-
plete and accurate information on every relevant
detail of a borrower’s financial condition is
essential to approving credit in a safe and sound
manner. The loan policy should establish what
information will be required from the borrower
during the application process and what infor-
mation the borrower will be required to submit
while the credit remains outstanding. Credit files
should be maintained on all borrowing relation-
ships, regardless of size, with the exception of
the latitude provided by the Interagency Policy
Statement on Documentation of Loans. A cur-
rent credit file should provide the loan officer,
loan committee, and internal and external
reviewers with all information necessary to
analyze the credit before it is granted and to
monitor and evaluate the credit during its life.
Such information should (1) identify the bor-
rower’s business or occupation; (2) document
the borrower’s past and current financial condi-
tion; (3) state the purposes of all loans granted to
the borrower, the sources of repayment, and the
repayment programs; and (4) identify the collat-
eral and state its value and the source of the
valuation.

Credit files should include all financial state-
ments, credit reports, collateral-inspection docu-

ments, reference letters, past loan applications,
memoranda, correspondence, and appraisals. In
many cases, particularly those involving real
estate loans, appraisals and other collateral docu-
mentation may be maintained in a separate
collateral file.

Documentation requirements will vary accord-
ing to the type of loan, borrower, and collateral.
For example, a bank may not require financial
statements from borrowers whose loans are fully
secured by certificates of deposit it issues. In a
more general sense, information requirements
between amortizing consumer loans and com-
mercial or real estate loans vary greatly. More
specific examples of the types and frequency of
financial information often obtained for various
types of credit are detailed in the following
paragraphs.

For many consumer installment and residen-
tial mortgage loan borrowers, the borrowers’
financial information generally is collected only
at the time of loan application. The underwriting
process for these types of loans emphasizes
factors such as the borrower’s income and job
stability, credit history, and debt load, as well as
the loan-to-value requirements for obtained
collateral.

In factoring and other asset-backed lending
activities, while financial information is a sig-
nificant part of the underwriting process, collat-
eral is the key component of the lending deci-
sion. Close monitoring of the collateral’s
existence, value, and marketability are essential
to sound underwriting of these types of loans.

For typical commercial, commercial real
estate, and agricultural loans, significant empha-
sis is placed on the financial strength, profit-
ability, and cash flow of the core business for
loan repayment. Close monitoring of the busi-
ness’s financial condition and profitability
throughout the life of the loan is key to the
sound administration of these types of credits.
Other pertinent information requirements, such
as collateral-inspection documentation for agri-
cultural credits or lease/rental information for
income-producing commercial real estate cred-
its, may also be necessary to properly administer
these loans. As part of the sound underwriting
process for these loans, a bank may include
loan covenants requiring the business to main-
tain financial soundness, submit periodic finan-
cial statements, and provide other needed
information.

As a practice, a bank should not ask for
information it does not need to adequately
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underwrite and monitor the quality of its loans.
With proper use of loan covenants, a bank can
protect its right to receive additional or more
frequent information if a borrower’s financial
condition deteriorates or collateral values decline.
When determining the financial and other infor-
mation to request from the borrower, bankers
should consider the requirements of the under-
writing process for particular types of loans and
the repayment risks. A bank’s loan policy should
clearly delineate the type and frequency of such
information requirements.

The lending policy also should define the
financial-statement requirements for businesses
and individuals at various borrowing levels.
Specifically, requirements for audited, unaudited,
annual, or interim balance sheets; income and
cash-flow statements; statements of changes in
capital accounts; and supporting notes and sched-
ules should be included, as appropriate. In addi-
tion, the lending policy should require external
credit checks as appropriate, at the inception of
the loan and during periodic updates. The loan
policy should be written so that credit-data
exceptions would be a violation of the policy.

Distribution by category. Limitations based on
aggregate percentages of total loans in commer-
cial, real estate, consumer, or other categories
are common. Aggregate percentages for loans to
deposits, assets, and capital (with regard to
concentrations of credit) would provide guid-
ance for effective portfolio management. Such
policies are beneficial but should allow for
deviations, with the approval by the board or a
board committee. This allows credit to be dis-
tributed in response to the community’s chang-
ing needs. During times of heavy loan demand
in one category, an inflexible loan-distribution
policy would cause that category to be slighted
in favor of another.

Exceptions to the loan policy. A lending policy
should require loan officers to present credits
they believe are fundamentally sound and wor-
thy of consideration, even though they may not
conform with the bank’s written lending policy
or procedures. The reason for the exception
should be detailed in writing and submitted for
approval to a designated authority. The direc-
tors’ loan committee or a similar body should
review and approve all exceptions at reasonable
intervals. The frequency of exceptions granted
may indicate a lessening of underwriting stan-
dards on the one hand, or a need to adjust the

policy to allow flexibility within safe and sound
parameters on the other. The underlying reasons
behind frequently granted exceptions should be
assessed, and appropriate recommendations
should be made accordingly.

Financing other real estate. If the bank wants to
finance a parcel of other real estate that it owns,
special accounting rules may apply. Conse-
quently, the lending policy should include an
outline of certain provisions of Financial
Accounting Standards Board (FASB) Statement
No. 66, “Accounting for Sales of Other Real
Estate.”

Geographic limits. A bank’s trade area should
be clearly delineated and consistent with defined
Community Reinvestment Act (CRA) criteria.
Loan officers and directors should be fully
aware of specific geographic limitations for
lending purposes. The bank’s defined trade area
should not be so large that, given its resources,
the bank cannot properly and adequately moni-
tor and administer its credits. A sound loan
policy restricts or discourages loan approval for
customers outside the trade area. The bank’s
primary trade area should be distinguished from
any secondary trade area, which is especially
important for new banks. Specific restrictions or
exceptions should be listed separately.

Lender liability. Banking organizations must be
careful that their actions to make, administer,
and collect loans—including assessing and con-
trolling environmental liability—cannot be con-
strued as taking an active role in the manage-
ment or day-to-day operations of the borrower’s
business. Such actions could lead to potential
liability under the Comprehensive Environmen-
tal Response, Compensation, and Liability Act
(CERCLA). (See the “Environmental Liability”
subsection.)

Limitation on aggregate outstanding loans.
Banks should establish guidelines limiting the
total amount of loans outstanding in relation to
other balance-sheet accounts. This type of con-
trol over the loan portfolio usually is expressed
relative to deposits and total assets. In setting
such limitations, various factors, such as the
credit demands of the community, the volatility
of deposits, and the credit risks involved, must
be considered.
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Loan authority. The lending policy should
establish limits for all lending officers and ensure
controls are in place to monitor compliance with
the bank’s legal lending limit. An individual
officer’s lending limit is usually based on his or
her experience, tenure, and past adherence to the
bank’s loan policy. Lending limits also should
be set for group authority, thereby allowing a
combination of officers or a committee to
approve larger loans than the members would be
permitted to approve individually. The loan
policy should describe the manner in which
loans will be approved and ultimately reported
to the board of directors, as well as the fre-
quency of any loan committee meetings, as
applicable.

Loan pricing. Interest rates on loans should be
sufficient to cover (1) the cost of the funds
loaned, (2) the bank’s loan services (including
general overhead), and (3) probable losses—
while providing for a reasonable profit margin.
In setting interest rates a bank considers the
costs for its various loan products. Periodic
review allows rates to be adjusted in response to
changes in costs, competitive factors, or risks of
a particular type of extension of credit. Specific
guidelines for other relevant factors, such as
compensating-

balance requirements and fees on commitments,
are also germane to pricing credit.

Loan purchases and sales. 1f sufficient loan
demand exists, lending within the bank’s trade
area is safer and less expensive than purchasing
paper from a dealer or a correspondent bank.
Direct lending promotes customer relationships,
serves the credit needs of customers, and devel-
ops additional business. Occasionally, a bank
may not be able to advance a loan to a customer
for the full amount requested because of indi-
vidual state lending limitations or other reasons.
In such situations, the bank may extend credit to
a customer up to its internal or legal lending
limit and sell a participation to a correspondent
bank for the amount exceeding the bank’s lend-
ing limit or the amount it wishes to extend
on its own. Generally, such sales arrangements
are established before the credit is ultimately
approved. These sales should be on a nonre-
course basis by the bank, and the originating and
purchasing banks should share in the risks and
contractual payments on a pro rata basis. Selling
or participating out portions of loans to accom-

modate the credit needs of customers promotes
goodwill and enables a bank to retain customers
who might otherwise seek credit elsewhere.

Conversely, many banks purchase loans or
participate in loans originated by others. In some
cases, such transactions are conducted with
affiliates or members of a chain-banking orga-
nization, with the goal of benefiting the whole
organization. A purchasing bank may also wish
to supplement its loan portfolio when loan
demand is weak. In still other cases, a bank may
purchase or participate in a loan to accommo-
date an unrelated originating bank with which it
has an ongoing business relationship.

Purchasing or selling loans, if done properly,
can have a legitimate role in a bank’s overall
asset and liability management and can contrib-
ute to the efficient functioning of the financial
system. In addition, these activities help a bank
diversify its risks and improve its liquidity.

Banks should avoid purchases of loans that
generate unacceptable concentrations of credit.
Such concentrations may arise solely from the
bank’s purchases, or they may arise when loans
or participations purchased are aggregated with
loans originated and retained by the purchasing
bank. The policy should state the limits (1) for
the aggregate amount of loans purchased from
and sold to any one outside source and (2) of all
loans purchased and sold. It should also estab-
lish limits for the aggregate amount of loans to
particular types of industries. The extent of
contingent liability, holdback and reserve
requirements, and the manner in which loans
will be handled and serviced should be clearly
defined. In addition, the policy should require
that loans purchased from another source be
evaluated in the same manner as loans origi-
nated by the bank itself. Guidelines should be
established for the type and frequency of credit
and other information the bank needs to obtain
from the originating institution to keep itself
continually updated on the status of the credit.
Guidelines should also be established for sup-
plying complete and regularly updated credit
information to the purchasers of loans originated
and sold by the bank.

Prohibition on asset purchases or sales. The
Dodd-Frank Act amended the Federal Deposit
Insurance Act (FDIA) to impose a prohibition
on asset purchases and between an IDI and an
executive officer, director, or principal share-
holder of the IDI, and any related interest of
such person, unless the transaction is on market
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terms. In addition, if the asset purchase or sale
represents more than 10 percent of the IDI's
capital stock and surplus, the transaction must
be approved in advance by a majority of the
members of the board of directors of the IDI
who do not have an interest in the transaction.
See section 18(z) of the FDIA, as amended by
the Dodd-Frank Act, section 615(a).

Loans to employees, officers, directors, princi-
pal shareholders, and their related interests.
Loans to insiders are strictly defined in federal
statutes and require close supervision to ensure
compliance. Federal and state statutes provide
the basis for defining insider loans, and they
specify requirements and limitations that should
be incorporated in the policy. (See the Federal
Reserve’s Regulation O, 12 CFR 215.)

The policy should ensure, through a system of
controls over authority and funding, that trans-
actions and extensions of credit to insiders are
legally permissible and that they are made on
substantially the same terms and conditions as
those prevailing at the time for comparable
transactions with other borrowers. Furthermore,
the policy should contain guidelines for loans to
employees who are not subject to the provisions
of Regulation O.

Maximum maturities. Loans should be granted
with realistic repayment plans, with the maturity
related to the anticipated source of repayment,
the purpose of the loan, and the useful life of the
collateral. For term loans, a lending policy
should state the maximum number of months
over which loans may be amortized. Specific
procedures should be developed for situations
requiring balloon payments and modification of
original loan terms. If the bank requires a
cleanup (out-of-debt) period for lines of credit, it
should be stated explicitly.

Maximum ratio of loan amount to collateral
value. The loan policy should set forth proce-
dures for ordering, preparing, and reviewing
appraisals for real or personal property pledged
as collateral. The bank’s lending policy should
outline guidelines for appraisals or internal evalu-
ations, including regulatory requirements, and,
in the case of renewals or extensions, procedures
for possible reappraisals or re-evaluations.
Acceptable types of appraisals or evaluations
should be outlined. Circumstances requiring the
use of in-house staff appraisers instead of fee
appraisers should be identified. Maximum loan-

to-value ratios and the methods of valuation to
be used for various types of collateral should be
detailed. (See the “Real Estate Loans” and “Real
Estate Construction Loans” sections for further
details.)

The maximum ratio of loan amount to the
market value of pledged securities is restricted
by the Federal Reserve’s Regulation U,
12 CFR 221. The lending policy should set forth
margin requirements for all types of securities
acceptable as collateral. Margin requirements
should be related to the marketability of the
security, that is, whether it is actively traded,
over the counter, or closely held. The policy also
should assign responsibility and set a frequency
for periodic pricing of the collateral.

Prohibitions against tying arrangements. The
most common types of tying arrangements are
those where a bank product or consideration for
a bank product is conditioned upon obtaining
another product from the bank or an affiliate.
Section 106 of the Bank Holding Company Act
Amendments of 1970 generally prohibits a bank
from tying a product or service to any of its
other products or services, including those
offered by its affiliates.? Examiners should ascer-
tain that member banks have not extended credit
voluntarily or involuntarily based on impermis-
sible tying arrangements.

Types of loans. The lending policy should state
the types of loans management considers desir-
able or prohibited. It also should set forth
guidelines for extensions-of-credit types such as
commercial loans; real estate loans; secured and
unsecured loans; and off-balance-sheet activi-
ties, such as letters of credit and loan commit-
ments. The decision about the types of loans
granted should be based on the expertise of the
lending officers, the deposit structure of the
bank, and the community’s anticipated credit
demands. Credits involving complex structures
or repayment arrangements, or loans secured by
collateral that requires more-than-normal moni-
toring, should be avoided unless the bank has
the personnel, policies, controls, and systems
necessary to administer such advances properly.
Types of credits that have caused an abnormal
loss to the bank should be identified, scrutinized,
and controlled within the framework of stated
policy. A bank also should consider its overall

2. For more information, see this manual’s section entitled,
“Regulation Y: Prohibitions Against Tying Arrangements.”
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exposure to term lending relative to its stable
funds.

Continued rigorous credit-risk assessment dur-
ing favorable economic conditions. Internal pro-
cesses and requirements for loan-underwriting
decisions should be consistent with the nature,
size, and complexity of the banking organiza-
tion’s activities and with the institution’s lend-
ing policies. Any departures therefrom can have
serious consequences for institutions of all sizes.
Departures can be evident in three pivotal and
related areas:

1. An undue reliance on optimistic outlooks for
prospective borrowers and for continued
favorable economic and financial market
conditions. A long and continuing economic
expansion can lead banks to more frequently
base their decision to lend on a very optimis-
tic assessment of the borrower’s operating
prospects. Timely principal repayment may
often be based on the assumption that the
borrower will have ready access to financial
markets in the future. Such reliance, espe-
cially if across a significant volume of loans,
is not consistent with sound credit-risk man-
agement. Undue reliance on continued favor-
able economic conditions can be demon-
strated by—

e dependence on very rapid growth in a
borrower’s revenue as the “most likely”
case;

e heavy reliance on favorable collateral

appraisals and valuations that may not be

sustainable over the longer term;

greater willingness to make loans without

scheduled amortization before the loan’s

final maturity; or

* ready willingness to waive violations of
key covenants, release collateral, or guar-
antee requirements, or even to restructure
loan agreements, without corresponding
concessions on the part of the borrower on
the assumption that a favorable environ-
ment will allow the borrower to recover
quickly.

Among the adverse effects of undue reli-
ance on a favorable economy is the possibil-
ity of delay in properly identifying problem
loans. Timely identification of problem loans
is critical for providing a full awareness of
the institution’s risk position, informing man-

agement and directors of that position, taking
steps to mitigate risk, and properly assessing
the adequacy of the allowance for credit
losses and capital.?

Underlying a banking organization’s (BO)
overly optimistic assessment of a borrower’s
prospects may be an overreliance on its
continued ready access to financial markets
on favorable terms. Examples of overreliance
include the following:

explicit reliance on future, public market
debt or equity offerings or on other sources
of refinancing as the ultimate source of
principal repayment, which presumes that
market liquidity and the appetite for such
instruments will be favorable at the time
that the facility is to be repaid

e ambiguous or poorly supported BO analy-
sis of the repayment sources of the loan’s
principal (This results in an implicit reli-
ance, for repayment, on some realization of
the implied market valuation of the bor-
rower (for example, through refinancing,
asset sales, or some form of equity infu-
sion) and presumes, as above, that markets
will be receptive to such transactions at the
time that the facility is to be repaid.)
measuring a borrower’s leverage (for exam-
ple, debt-to-equity) based solely on the
market capitalization of the firm without
regard to “book” equity, and thereby
implicitly assuming that currently unreal-
ized appreciation in the value of the firm
can be readily realized if needed

e more generally, extending bank loans with
a risk profile that more closely resembles
that of an equity investment and under
circumstances in which additional bank
credit or default are the borrower’s only
resort if favorable expectations are not met

As a result of this overreliance, some bank-
ing organizations may find themselves with a
potentially significant concentration of credit
exposure that is at risk to a possible reversal
in financial markets. Turmoil in financial
markets, however, may contribute to signifi-

3. With respect to these issues, see SR-98-25, “Sound
Credit Risk Management and the Use of Internal Credit Risk
Rating Systems at Large Banking Organizations.” As dis-
cussed therein, the Federal Reserve’s guidance on credit-risk
management and mitigation covers both loans and other forms
of on- and off-balance-sheet credit exposure.
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cant liquidity pressures in some sectors of the
economy and prevent ready access to finan-
cial markets by certain borrowers. Moreover,
there is no assurance that any such market
turmoil will quickly resolve itself. Under
these circumstances, a borrower’s ability to
raise new funds in public debt or equity
markets to repay maturing bank loans is far
from guaranteed.

. Insufficient consideration of stress testing.
An institution’s lending policies should pre-
scribe meaningful stress testing of the pro-
spective borrower’s ability to meet its obli-
gations. Failure to recognize the potential for
adverse events—whether specific to the bor-
rower or its industry (for example, a change
in the regulatory climate or the emergence of
new competitors) or to the economy as a
whole (for example, a recession)—can prove
costly to a banking organization.

Mechanical reliance on threshold financial
ratios (and the “cushion” they imply) is
generally not sufficient, particularly for com-
plex loans and loans to leveraged borrowers
or others that must perform exceptionally
well to meet their financial obligations suc-
cessfully. Scenario analysis specific to the
borrower, its industry, and its business plan is
critical to identify the key risks of a loan.
Such analysis should have a significant influ-
ence on both the decision to extend credit at
all and, if credit is extended, on decisions on
appropriate loan size, repayment terms, col-
lateral or guarantee requirements, financial
covenants, and other elements of the loan’s
structure.

When properly conducted, meaningful
stress testing includes assessing the effect on
the borrower when the following situations
or events occur:

» unexpected reductions or reversals in rev-
enue growth, including shocks to revenue
of the type (or types) and magnitude that
would normally be experienced during a
recession

unfavorable movements in market interest
rates, especially for firms with high debt
burdens

unplanned increases in capital expendi-
tures due to technological obsolescence or
competitive factors

deterioration in the value of collateral,
guarantees, or other potential sources of
principal repayment

adverse developments in key product or
input markets

reversals in or reduced access by the bor-
rower to public debt and equity markets

Proper stress testing typically incorporates an
evaluation of the borrower’s alternatives for
meeting its financial obligations under each
scenario, including asset sales, access to
alternative funding or refinancing, or ability
to raise new equity. In particular, the evalu-
ation should focus not only on the borrower’s
ability to meet near-term interest obligations,
but also on its ability to repay the principal of
the obligation.

. Weakening of key internal controls in the

lending process. An institution’s lending pol-
icy should require the use of adequate inter-
nal controls within the lending process.
Internal controls such as loan review or
credit audit are critical for maintaining proper
incentives for bank staff to be rigorous and
disciplined in their credit analysis and lend-
ing decisions. A bank’s credit analyses, loan
terms and structures, credit decisions, and
internal rating assignments should be reviewed
in detail by experienced and independent
loan-review staff. These reviews provide both
motivation for better credit discipline within
an institution and greater comfort for
examiners—and management—that internal
policies are being followed and the institu-
tion continues to adhere to sound lending
practice.

Economic prosperity and relatively low
levels of problem loans and credit losses
should not encourage institutions to dramati-
cally or suddenly reduce staff resources or
portfolio coverage for the loan-review func-
tion. Likewise, thorough reviews of indi-
vidual loans should continue. When eco-
nomic prosperity and relatively low levels of
problem loans and credit losses exist, there
may be increasing internal pressure within
the institution to reduce loan-review staff, to
conduct more limited loan portfolio reviews,
and to perform less thorough reviews of
individual loans. Although some useful effi-
ciencies may be desired, the danger is that
the scope and depth of loan-review activities
may be reduced beyond prudent levels over a
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longer horizon. If reduced too far, the integ-
rity of the lending process and the discipline
of identifying unrealistic assumptions and
discerning problem loans in a timely fashion
may deteriorate, particularly as a result of a
downturn in a credit cycle.

Other. Management should establish appropriate
policies, procedures, and information systems to
ensure that the impact of the bank’s lending
activities on its interest-rate exposure is care-
fully analyzed, monitored, and managed. In this
regard, consideration should also be given to
off-balance-sheet instruments that may be asso-
ciated with lending arrangements, including com-
mitments, letters of credit, or swaps. (See this
manual’s section on “Contingent Claims from
Off-Balance-Sheet Credit Activities” for further
details.)

Under the provisions of the Financial Institu-
tions Reform, Recovery, and Enforcement Act
of 1989 (FIRREA) and the Federal Deposit
Insurance Corporation Improvement Act of 1991
(FDICIA), a financial institution is required to
develop, adopt, and maintain policies, proce-
dures, and guidelines consistent with safe and
sound banking practices. The federal banking
agencies have issued interagency guidelines
based on the provisions. Taken together, these
guidelines should strengthen supervision of
financial institutions and provide guidance in
developing and maintaining policies:

* Regulation H—subpart E, 12 CFR 208.50-51

* Regulation Y—subpart G, 12 CFR 225.61-67

e Uniform Standards of Professional Appraisal
Practice promulgated by the Appraisal Stan-
dards Board of the Appraisal Foundation

* Interagency Appraisal and Evaluation Guide-
lines (See SR-10-16.)

e Interagency Policy Statement for Loan and
Lease Losses (See SR-06-17.)

* Interagency Policy Statement on Supervisory
Initiatives/Credit Availability (See SR-93-30.)

* Interagency Policy Statement on Documenta-
tion of Loans (See SR-93-26.)

e Regulation Y, section 225.7 “Tying Restric-
tions” (12 CFR 225.7.)

An institution’s policies and procedures as they
relate to interagency statements should be
reviewed as part of the examination of the
institution’s overall lending activities.

GUIDANCE ON PRIVATE STUDENT
LOANS WITH GRADUATED
REPAYMENT TERMS AT
ORIGINATION

Interagency* guidance® was issued on Janu-
ary 29, 2015, to provide financial institutions
with principles applicable to private student
loans that have graduated repayment terms.
Financial institutions that originate private stu-
dent loans may offer borrowers graduated repay-
ment terms in addition to fixed amortizing terms
at the time of loan origination. Graduated repay-
ment terms are structured to provide for lower
initial monthly payments that gradually increase.
Refer to SR-15-2/CA-15-1 and its attachment.

Loan agreements include a grace period® to
help with the post-education transition, the agen-
cies and the State Liaison Committee recognize
that students leaving higher education programs
may prefer more flexibility to transition into the
labor market because of a number of factors,
such as competitive job markets, traditionally
low entry-level salaries, and higher student debt
loads. Graduated repayment terms may align
borrowers’ income levels with loan repayment
requirements, provide flexibility to repay the
debt sooner if borrowers’ incomes increase more
quickly than projected, and help long-term prob-
ability of full repayment.

Financial institutions that originate private
student loans with graduated repayment terms
should prudently underwrite the loans in a
manner consistent with safe and sound lending
practices. Financial institutions should provide
disclosures that clearly communicate the timing
and the amount of payments to facilitate a
borrower’s understanding of the loan’s terms
and features.

4. The agencies consist of the Board of Governors of the
Federal Reserve System, Consumer Financial Protection
Bureau, Federal Deposit Insurance Corporation, National
Credit Union Administration, and Office of the Comptroller of
the Currency.

5. In implementing this guidance, the agencies will exam-
ine financial institutions consistent with their respective
authorities.

6. A grace period is the allotted amount of time during
which borrowers are not expected to make payments on
student loans after initially leaving higher education programs
or dropping below half-time enrollment status.
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PROHIBITIONS AGAINST TYING
ARRANGEMENTS

Among other things, section 106 of the Bank
Holding Company Act Amendments of 1970
(section 106) prohibits a bank from conditioning
the availability or price of one product on a
requirement that the customer also obtain another
product from the bank or an affiliate of the
bank.” The statute is intended to prevent banks
from using their ability to offer bank products in
a coercive manner to gain a competitive advan-
tage in markets for other products and services.
Although section 106 prohibits banks from
imposing certain types of tying arrangements on
their customers, the statute also expressly per-
mits banks to engage in other forms of tying and
authorizes the Board to grant additional excep-
tions to the statute’s prohibitions by regulation
or order. For more information on section 106,
see this manual’s section, “Regulation Y: Prohi-
bitions Against Tying Arrangements.”

LOAN ADMINISTRATION

Loan administration is a term that refers to
several aspects of lending. It can be used to
describe the entire credit-granting process, as
well as the monitoring of various lending activ-
ities, such as ensuring that loans remain ade-
quately collateralized, properly graded, and
appropriately serviced (administered). The ser-
vicing of an extension of credit involves tasks
ranging from obtaining current financial infor-
mation to sending out renewal notices and
preparing loan agreements. In addition to facili-
tating the entire lending process, the individual
tasks also serve as controls (checks and bal-
ances) over the lending activities. Given the
wide breadth of responsibilities that the loan-
administration function encompasses, its orga-
nizational structure varies with the size and
sophistication of the bank. In larger banks,
responsibilities for the various components of
loan administration are usually assigned to dif-
ferent departments, while in smaller institutions,
a few individuals might handle several of the
functional areas. For example, a large bank’s
independent credit department may be respon-
sible for analyzing borrowers’ financial informa-
tion, making a determination or recommenda-
tion as to the quality of the loan (its risk rating

7. 12 US.C. 1972.

or grade), or obtaining/following up on credit-
related information and documentation. On the
other hand, smaller banks may assign each of
these tasks to individual loan officers.

Examiners will encounter many different
organizational structures for loan administra-
tion. Therefore, when considering the safety and
soundness of a bank, they should determine
whether it has effective and appropriate internal
controls in place. The assessment of loan admin-
istration and related internal controls involves
evaluating the bank’s operations by reviewing
the—

» efficiency and effectiveness of loan-

administration operations;

ability of the different components to safe-

guard assets, primarily loans and leases;

adequacy of the management information sys-
tems and the accuracy of their reporting;

e adequacy and accuracy of its loan-review
function (discussed in the next subsection);
and

* compliance with prescribed management poli-
cies and procedures as well as applicable
statutes and regulations.

For the components of loan administration to
function appropriately, management must under-
stand and demonstrate that it recognizes the
importance of controls. This includes not only
establishing appropriate policies and procedures
but also enforcing them and ensuring that the
bank’s organizational structure is suitable for its
size and complexity. Managers should empha-
size integrity and ethical values, as well as hire
competent staff. In addition, the following fac-
tors positively influence loan-administration
control:

* aboard of directors and/or senior management

that takes an active role in monitoring lending

policies and practices

a reporting system that provides the bank with

the information needed to manage the lending

function and make sound credit decisions

* a well-defined lending-approval and -review
system that includes established credit limits;
limits and controls over the types of loans
made and their minimum collateral require-
ments (for example, loan-to-collateral-value
ratios); limits on maturities of loans; and
policies on interest rates, pricing, and fee
charges
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* an independent loan-review function that iden-
tifies and evaluates existing and potential
problem loans in a timely manner

 an independent reporting system that notifies
appropriate personnel when financial informa-
tion, insurance policies, or other loan docu-
mentation needs to be obtained

* a system of procedures that correct documen-
tation exceptions

Loan administration is responsible for miti-
gating the operational risks associated with loan-
related transactions, such as approving credit,
disbursing loan proceeds, receiving loan pay-
ments, recording accrued interest and fee income,
posting to subsidiary ledgers, and reconciling
subsidiary and general ledgers. Typically,
employees working with these types of activities
have the capability to transfer funds between
accounts on the bank’s and the customer’s
behalf, which opens up an area of potential
abuse. Additional potential areas for unethical
employee behavior include the maintenance of
loan notes and related documentation, as well as
the credit and collateral files on borrowers. The
bank must ensure it has adequate controls in
place to avoid any improprieties; controls might
include having separate departments for loan
activities within a large organizational structure
or rotating and/or segregating loan duties in
smaller community banks. Some specific issues
related to these responsibilities are described
below.

Applications and Loan-Approval
Process

The bank should have written policies and
procedures for obtaining and reviewing loan
applications and for ensuring sufficient borrower
information (both financial and collateral-related)
is required and analyzed in support of the loan
approval. Approvals should be made in accor-
dance with the bank’s written guidelines and
should also address the disbursal of loan pro-
ceeds. Additional issues that bank policies and
procedures should address include—

e the requirement that loan commitments be in
writing;

* requirements for letters of credit;

e the requirement for an annual review of bor-
rowers, including a reassessment of the appro-
priateness of credit lines; and

¢ the requirement for a process for extending or
renewing loans and credit lines.

Exceptions to the bank’s written policies and
procedures should reflect the appropriate level
of approval and should be documented in writ-
ing.

Account Records

Bank staff should compare the approved terms
for new and renewed extensions of credit
(amount, maturity, interest rate, payment sched-
ule) to the note or loan agreement for accuracy.
The former should then be compared with the
trial balance, if it is automated. If a manual
system is used, the approved amount of the
extension of credit should be checked against
deposit tickets to ensure the correct amount was
transferred to the borrower’s account. Adjust-
ments to loan accounts or accrued interest
receivable accounts should be checked and tested
by an individual independent of the loan-
processing area. Subsidiary records should be
routinely reconciled with the appropriate gen-
eral ledger accounts.

Payments

Regardless of the type of payment, principal,
interest, or fee, certain controls are necessary to
ensure the effectiveness of operations, as well as
the safeguarding of bank assets. An individual
who cannot originate loan entries should per-
form an independent test of interest, commis-
sions, and fee computations to confirm their
accuracy. Payment notices should be prepared
by someone other than a loan teller. In addition,
loan officers should be prohibited from process-
ing loan payments. Payments received by mail,
tellers, or other departments should be separate
from the loan-recording function. Supervisory
approvals should be required for processing
payments that are less than the amount contrac-
tually due, pertain to delinquent loans, are
received irregularly, or involve waiving late
fees. Collection notices should also be handled
by someone not associated with loan processing.
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Credit File Documentation

The bank should establish and maintain credit
files for all borrowers. The bank’s written loan
policy should detail the minimum acceptable
amount of information to be included in a
borrower’s credit file. The credit file should
contain information on the extension of credit
that identifies its purpose, source of repayment,
repayment terms, and disposition of loan pro-
ceeds. Additionally, information should be on
file relating to and/or analyzing the borrower’s
financial condition, including tax returns as
appropriate; collateral, its valuation and related
hazard insurance; the loan officer’s contact with
the borrower; and other pertinent documents,
such as guarantor information, loan agreements,
and loan covenant check sheets. Banks should
maintain this information to support their evalu-
ation of the borrower’s creditworthiness and to
leave a paper trail for auditors. The bank should
also implement a file documentation tickler
system to help bank personnel obtain updated
information on borrowers, thereby facilitating
continuous assessment and monitoring of credit
risk.

Collateral Records

Banks should maintain appropriate documenta-
tion on collateral received from and released to
borrowers, which should be consistent with the
underlying loan agreements. Negotiable collat-
eral, such as stock certificates, should be main-
tained under dual control in a fireproof vault.
The receiving and releasing of collateral to
customers should be handled by individuals
other than those who make entries in the collat-
eral register. The bank should issue a receipt to
customers for each item of collateral it is hold-
ing in safekeeping. Signed customer receipts
should be obtained and filed after the collateral
is released.

Management Information Systems

Management information systems, an increas-
ingly important component of the loan admin-
istration function, allow a bank to manage its
lending decisions more efficiently and effec-
tively. Whether the bank uses a computerized or
manual system to manage its loan portfolio, the

following types of information should be readily
available and routinely reviewed by management:

e total loans and commitments

* loans in excess of existing credit limits

¢ new extensions of credit, credit renewals, and
restructured credits

a listing of all delinquent and/or nonaccrual
loans

credits adversely graded or requiring special
attention

credits to insiders and their related interests
e credits not in compliance with bank policies
as well as applicable statutes and regulations
specific lending activity aspects, including
automated financial statement spreads of bor-
rowers and analyses of the bank’s credit
exposure by type, geographic areas, collateral,
and large employers

CREDIT RISK REVIEW SYSTEMS

An effective credit risk review function is inte-
gral to the safe and sound operation of every
insured depository institution. The internal credit
risk review function should not be merely an
after-the-fact, loan-by-loan review, but a pro-
cess to detect weaknesses in the various levels
of an institution’s credit approval and monitor-
ing system. This manual’s section, “Credit Risk
Review Systems,” provides more information
on practices and principles for developing and
maintaining a credit risk review function con-
sistent with safe and sound credit risk manage-
ment practice. See also SR-20-13.

Examination Scope Guidance

An effective loan review function can greatly
assist examiners in their review of the bank’s
loan portfolio. The examination process should
evaluate the internal loan-review function by
assessing the scope and depth of the review and
the quality of the output. While examiners
should not rely entirely on the bank’s findings,
they can limit the scope of their loan examina-
tion by developing a comfort level with the
bank’s internal loan-review function. To deter-
mine the reliability, if any, of the internal
loan-review function, examiners should assess
the adequacy of management’s ability to iden-
tify problem loans. Two issues should be evalu-
ated in this regard: timeliness and accuracy. The
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first issue deals with the ability of loan review to
distinguish a problem loan and/or borrower
from a nonproblem one when it initially becomes
a problem. The second issue deals with the
accuracy of loan review in identifying the
severity of the problem. The Extent that exam-
iners rely on an internal loan-review function
depends upon their comfort level with the bank
in the aforementioned regard.

The examiner will be able to determine the
degree to which the bank’s loan review function
can be relied upon by reviewing prior examina-
tion criticisms, as well as management’s response
to them, and a sufficient sample of the bank’s
portfolio. Whether the borrower being reviewed
as a part of the sampling process is a pass or
nonpass credit, examiners should consider nar-
rowing the scope of the pass credits included in
the loan examination if they concur with the
bank’s risk ratings. However, examiners still
should continue their analysis of all “nonpass”
credits due to their importance to the adequacy
of the ALLL.

NONACCRUAL LOANS

Loans and lease-financing receivables are to be
placed on nonaccrual status if (1) principal or
interest has been in default for 90 days or more,
unless the loan is both well secured and in the
process of collection; (2) payment in full of
principal or interest is not expected; or (3) they
are maintained on a cash basis because the
financial condition of the borrower has
deteriorated.

Definition of “well secured” and “in the process
of collection”—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 proce-
dures, or (2) in appropriate circumstances,
through collection efforts not involving legal
action, which are reasonably expected to result
in repayment of the debt or in its restoration to
a current status in the near future. For the
purposes of applying the above third test for
nonaccrual status, the date on which an asset

reaches nonaccrual status is determined by its
contractual terms that 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. If the principal or interest
on an asset becomes due and remains unpaid for
90 days or more on a date that falls between
report dates, the asset should be placed in
nonaccrual status as of the date it becomes 90
days past due. It should remain in nonaccrual
status until it meets the following exception
criteria for restoration to accrual status described
below. (Any state statute, regulation, or rule that
imposes more stringent standards for nonaccrual
of interest should take precedence over this
instruction.)

Exceptions—A loan does not need to be placed
on nonaccrual status if (1) the criteria for accrual
of income under the interest method specified in
Accounting Standards Council (ASC) Sub-
topic 310-30, Receivables—Loans and Debt
Securities Acquired with Deteriorated Credit
Quality (formerly AICPA Statement of Posi-
tion 03-3, “Accounting for Certain Loans or
Debt Securities Acquired in a Transfer”), are
met for a purchased impaired loan or debt
security accounted for in accordance with that
subtopic, regardless of whether the loan or debt
security had been maintained in nonaccrual
status by its seller; (2) the criteria for amortiza-
tion specified in AICPA Practice Bulletin No. 6
are met with respect to a loan or other debt
instrument accounted for in accordance with
that Practice Bulletin that was acquired at a
discount from an unaffiliated third party, includ-
ing those that the seller has maintained on non-
accrual status; or (3) the loan is a consumer loan
or secured by a one- to four-family residential
property. However, the bank may elect to carry
these loans on a nonaccrual status. Also, if a
bank has a significant consumer or residential
mortgage loan portfolio in relation to its total
loans and tier 1 capital, a thorough review of the
delinquency status should be performed to ensure
that the bank has not materially misstated its
financial condition and earnings.

Treatment of Cash Payments and Criteria for
the Cash-Basis Treatment of Income—When a
bank places a loan on nonaccrual status, it must
consider how to account for subsequent pay-
ments. When the collectibility of the remaining
book balance of a loan on nonaccrual status is
uncertain, any payments received must be
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applied to reduce the recorded investment in the
asset or principal to the extent necessary to
eliminate such doubt. Placing an asset on non-
accrual status does not require a charge-off, in
whole or in part, of the asset’s principal. How-
ever, any identified losses must be charged off.

When a loan is on nonaccrual status, some
or all of the cash interest payments received
may be treated as interest income on a cash
basis, as long as the remaining recorded balance
of the asset after the charge-off, if any, is
deemed fully collectible.® A bank’s determina-
tion of the collectibility of an asset’s remaining
book balance must be supported by a current,
well-documented credit evaluation of the bor-
rower’s financial condition and repayment
prospects.

When recognition of interest income on a
cash basis is appropriate, the amount of income
recognized should be limited to what would
have been accrued on the loan’s remaining book
balance at the contractual rate. Any cash interest
payments received over this limit (and not
applied to reduce the loan’s remaining book
balance) should be recorded as recoveries of
prior charge-offs until these charge-offs have
been fully recovered. (A bank should have a
well-defined policy governing the treatment of
interest income and the charge-off of accrued
interest receivables.)

Treatment of Previously Accrued But Uncol-
lected Interest—When a bank places a loan on
nonaccrual status, its policy should address an
appropriate treatment of previously accrued but
uncollected interest. One method is to reverse all
previously accrued but uncollected interest
against appropriate income and balance-sheet
accounts. For interest accrued in the current
accounting period, the entry is made directly
against the interest income account. For prior
accounting periods, if accrued-interest provi-
sions to the ALLL were not made, the amount of

8. An asset in nonaccrual status that is subject to the cost
recovery method required by former AICPA Practice Bulletin
No. 6 or ASC Subtopic 325-40, Investments—Other—
Beneficial Interests in Securitized Financial Assets (formerly
Emerging Issues Task Force Issue No. 99-20, “Recognition of
Interest Income and Impairment on Purchased Beneficial
Interests and Beneficial Interests That Continue to Be Held by
a Transferor in Securitized Financial Assets”), should follow
that method for reporting purposes. In addition, when a
purchased impaired loan or debt security that is accounted for
in accordance with ASC Subtopic 310-30 has been placed on
nonaccrual status, the cost recovery method should be used,
when appropriate.

accrued but uncollected interest should be
charged against current earnings. Also for prior
accounting periods when provisions to the ALLL
for possible loss of interest had been made, the
bank generally reverses the accrued but uncol-
lected interest by charging the ALLL to the
extent of those specific provisions. Generally
accepted accounting principles do not require
the write-off of previously accrued interest if
principal and interest are ultimately protected
by sound collateral values. A bank is expected
to have a well-defined policy, subject to exam-
iner review, governing the write-off of accrued
interest.

Treatment of Multiple Extensions of Credit to
One Borrower—As a general rule, nonaccrual
status for an asset should be determined by
assessing its collectibility, repayment ability,
and performance. Thus, when one loan to a
borrower is placed in nonaccrual status, a bank
does not automatically have to place all of that
borrower’s other extensions of credit in non-
accrual status. The bank should evaluate its
other extensions of credit to that borrower to
determine if one or more of them also should be
placed in nonaccrual status.

Restoration to Accrual Status—As a general
rule, a nonaccrual loan may be restored to
accrual status when (1) its principal and interest
are no longer past due and unpaid, and the bank
expects repayment of the remaining principal
and interest, or (2) when it otherwise becomes
well secured and in the process of collection.
Before restoring a loan to accrual status, the
bank should consider the borrower’s prospects
for continuing future contractual payments. If
reasonable doubt exists, reinstatement may not
be appropriate.

To meet the first test, the bank must have
received payment of the past-due principal and
interest, unless (1) the loan has been formally
restructured and qualifies for accrual status under
the restructured terms; (2) the asset is a pur-
chased impaired loan or debt security accounted
for in accordance with ASC Subtopic 310-30
and it meets the criteria for accrual of income
under the interest method specified therein; or
(3) the asset has been acquired at a discount (due
to uncertainty about the amounts or timing of
future cash flows) from an unaffiliated third
party and meets the amortization criteria (that is,
accretion of discount) specified in AICPA Prac-
tice Bulletin No. 6 or the borrower has resumed
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paying contractual interest and principal pay-
ments on the loan, even if the past-due amount
has not been brought fully current. These loans
may be returned to accrual status provided two
criteria are met: (1) all principal and interest
amounts contractually due (including arrear-
ages) are reasonably assured of repayment within
a reasonable period, and (2) the borrower has a
sustained period of repayment performance (gen-
erally a minimum of six months) in accordance
with the contractual terms.

Until the loan is restored to accrual status,
cash payments received must be treated accord-
ing to the criteria stated above. In addition, after
a formal restructuring, if the loan that has been
returned to accrual status later meets the criteria
for placement in nonaccrual status (as a result of
past-due status based on its modified terms or
for any other reason), the asset must be placed
on nonaccrual status.

Treatment of Nonaccrual Loans with Partial
Charge-Offs—GAAP and regulatory reporting
requirements do not explicitly address whether
partial charge-offs associated with a nonaccrual
loan (that has not been formally restructured)
must be fully recovered before a loan can be
restored to accrual status.

According to Call Report instructions, resto-
ration to accrual status is permitted when (1) the
loan has been brought fully current with respect
to principal and interest and (2) the bank expects
the loan’s full contractual balance (including
any amounts charged off), plus interest, will be
fully collectible under the terms of the loan.
Thus, to return a partially charged-off loan that
has been brought fully current to accrual status,
the bank should determine if it expects to
receive the full amount of principal and interest
called for by the loan’s terms.

When the contractual principal and interest of
a loan have been brought fully current, and the
borrower’s financial condition and repayment
prospects have improved so that the full con-
tractual principal (including any amounts charged
off) and interest is expected to be repaid, the
loan may be restored to accrual status with-
out having to first recover the charge-off.
Conversely, this treatment would be inappro-
priate when the charge-off indicates continuing
doubt about the collectibility of principal or
interest.

The reasons for restoring a partially charged-
off loan to accrual status must be documented.
These actions should be supported by a current,

well-documented credit evaluation of the bor-
rower’s financial condition and prospects for
full repayment of contractual principal (includ-
ing any amounts charged off) and interest. This
documentation will be subject to review by
examiners.

Examiner Review—Some states have promul-
gated regulations or adopted policies for non-
accrual of interest on delinquent loans that may
differ from the above procedures. In these cases,
the bank should comply with the more restric-
tive policy. The examiner should ensure that the
bank is complying with such guidelines. In all
cases, each bank should formulate its own
policies to ensure that net income is not being
overstated. These policies are subject to exam-
iner review.

RESTRUCTURED OR
RENEGOTIATED “TROUBLED” DEBT

In a “troubled-debt restructuring,” a bank grants
a borrower concessions for economic or legal
reasons related to a borrower’s financial diffi-
culties that it would not otherwise consider.
Renegotiated “troubled” debt includes (1) the
transfer from the borrower to the bank of real
estate, receivables from third parties, other assets,
or an equity interest in the borrower in full or
partial satisfaction of the loan; (2) modification
of loan terms, such as a reduction of the stated
interest rate, principal, or accrued interest, or an
extension of the maturity date for new debt with
similar risk; or (3) a combination of the above.
A loan extended or renewed at a stated rate
equal to the current interest rate for new debt
with similar risk is not considered renegotiated
debt. For further information, see the instruc-
tions for the Reports of Condition and Income;
and ASC Subtopic 310-40, Receivables
Troubled Debt Restructurings by Creditors (for-
merly FASB Statement No. 15, “Accounting by
Debtors and Creditors for Troubled Debt Restruc-
turings,” as amended by FASB Statement
No. 114, “Accounting by Creditors for Impair-
ment of a Loan”). All loans whose terms have
been modified in a troubled debt restructuring
must be evaluated for impairment under ASC
topic 310, “Receivables.” Under ASC Topic 310,
a measuring of impairment on a troubled loan
using the present value of future cash flows
should be discounted at the effective interest rate
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of the original loan (that is, before the
restructuring).’

A bank should develop a policy for renegoti-
ated troubled debt to ensure that such items are
identified, monitored, and properly accounted
for and controlled. These restructurings should
occur infrequently. If not, the bank is probably
experiencing significant problems. Before
troubled-debt concessions are made to a bor-
rower, it is a good practice to have the transac-
tions receive prior approval of the board of
directors or a board committee. All these trans-
actions should be reported to the board of
directors upon enactment.

Bankers may be involved in formally restruc-
turing loans when borrowers experience finan-
cial difficulties or in light of the borrower’s
condition and repayment prospects.!® These
actions, if consistent with prudent lending prin-
ciples and supervisory practices, can improve a
bank’s collection prospects. GAAP and regula-
tory reporting requirements provide a reporting
framework that may alleviate some of the lend-
er’s concerns about working constructively with
borrowers experiencing financial difficulties.

The interagency policy statement on credit
availability, issued March 1, 1991, clarifies a
number of supervisory policies on restructured-
loan issues. Two of these clarifications indicate
that when certain criteria are met, (1) nonaccrual
assets can be restored to accrual status when
subject to formal restructurings in accordance
with ASC Subtopic 310-40 and (2) restructur-
ings that yield a market rate of interest would

9. FASB 118 amended FASB 114 to allow creditors to use
existing methods for recognizing interest income on impaired
loans. This statement also clarifies the existing accounting for
in-substance foreclosure. Under the impairment standard and
related amendments to FASB 15, a collateral-dependent real
estate loan (that is, a loan for which repayment is expected to
be provided solely by the underlying collateral) would be
reported as OREO only if the lender has taken possession of
the collateral. For other collateral-dependent real estate loans,
loss recognition would be based on the fair value of the
collateral if foreclosure is probable. However, these loans
would no longer be reported as OREO. Rather, they would
remain in the loan category. In light of the significance of
these changes to accounting standards, the Federal Reserve
is reevaluating regulatory disclosure and nonaccrual require-
ments and expects to issue revised policies at a later date. (See
SR-93-30 (FIS).) FASB 15 is also amended by FASB state-
ments 71, 111, 121, 141, 145, and 149. (See FASB’s current
text.)

10. For further guidance on loan restructuring and workout
arrangements, refer to the Statement on Working with Mort-
gage Borrowers that was issued by the Federal Reserve and
the other federal financial institution regulatory agencies (see
SR-07-6).

not have to be included in restructured loan
amounts reported in the years following the
restructuring. These clarifications, which are
consistent with GAAP, have been fully incorpo-
rated into the instructions for the Reports of
Condition and Income (Call Reports).

Restructurings

A loan or other debt instrument that has been
formally restructured to ensure repayment and
performance need not be maintained in non-
accrual status. In deciding whether to return an
asset to accruing status, payment performance
that had been sustained for a reasonable time
before the restructuring may be considered. For
example, a loan may have been restructured, in
part, to reduce the amount of the borrower’s
contractual payments. It may be that the amount
and frequency of payments under the restruc-
tured terms do not exceed those of the payments
that the borrower had made over a sustained
period within a reasonable time before the
restructuring. In this situation, if the lender is
reasonably assured of repayment and perfor-
mance according to the modified terms, the loan
can be immediately restored to accrual status.

A period of sustained performance, whether
before or after the date of the restructuring, is
very important in determining whether there is
reasonable assurance of repayment and
performance. In certain circumstances, other
information may be sufficient to demonstrate an
improvement in the borrower’s condition or in
economic conditions that may affect the bor-
rower’s ability to repay. This information may
reduce the need to rely on the borrower’s
performance to date in assessing repayment
prospects. For example, if the borrower has
obtained substantial and reliable sales, lease, or
rental contracts or if other important develop-
ments are expected to significantly increase the
borrower’s cash flow and debt-service capacity
and strength, then the borrower’s commitment
to repay may be sufficient. A preponderance of
such evidence may be sufficient to warrant
returning a restructured loan to accrual status.
The restructured terms must reasonably ensure
performance and full repayment.

It is imperative that the reasons for restoring
restructured debt to accrual status be docu-
mented. A restoration should be supported by a
current, well-documented evaluation of the bor-
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rower’s financial condition and prospects for
repayment. This documentation will be reviewed
by examiners.

The formal restructuring of a loan or other
debt instrument should be undertaken in ways
that will improve the likelihood that the credit
will be repaid in full in accordance with reason-
ably restructured repayment terms. A restruc-
tured loan may not be restored to accrual status
unless there is reasonable assurance of repay-
ment and performance under its modified terms
in accordance with a reasonable repayment
schedule. Regulatory reporting requirements and
GAAP do not require a banking organization
that restructures a loan to grant excessive con-
cessions, forgive principle, or take other steps
not commensurate with the borrower’s ability to
repay to use the reporting treatment specified
in ASC Subtopic 310-40 (formerly FASB State-
ment No. 15). Furthermore, the restructured
terms may include prudent contingent payment
provisions that permit an institution to obtain
appropriate recovery of concessions granted in
the restructuring, if the borrower’s condition
substantially improves.

Moreover, while restructured debt that quali-
fies for accrual status and yields a market rate of
interest must be disclosed as a troubled debt in
the year of the restructuring, it need not be
disclosed in subsequent years.

Reporting Guidance on Loan Fees
and Interest

The accounting standards for nonrefundable fees
and costs associated with lending, committing to
lend, and purchasing a loan or group of loans are
set forth in ASC Subtopic 310-20, Receivables—
Nonrefundable Fees and Other Costs (formerly
FASB Statement No. 91, “Accounting for Non-
refundable Fees and Costs Associated with Origi-
nating or Acquiring Loans and Initial Direct
Cost of Leases”). In general, this statement says
loan-origination fees should be deferred and
recognized over the life of the related loan as an
adjustment of yield. The statement applies to all
types of loans, as well as to debt securities (but
not to loans or securities carried at fair value if
the changes in fair value are included in earn-
ings), and to all types of lenders. For further
information, see the instructions for preparing
the Call Report.

PROBLEM ASSET DISPOSAL
THROUGH EXCHANGES

Financial institutions explore strategies to
dispose of or reduce nonperforming assets and
other real estate owned (OREQO). Some of these
strategies include so-called “asset exchanges,”
whereby third parties or marketing agents have
offered to purchase problem assets from institu-
tions and replace them with performing assets.
Such transactions, if properly executed with
reputable counterparties and when they are
subjected to the appropriate level of due
diligence, may achieve the objective of reduc-
ing nonperforming assets on financial institu-
tions” balance sheets. Other less structured
transactions may present significant risk to
institutions and could compromise their safety
and soundness.

The guidance in this section highlights the
potential risks associated specifically with trans-
actions which may reduce problem assets in the
short term, but where a lack of appropriate,
up-front due diligence may result in heightened
risks over the longer term. In addition, inappro-
priate assumptions used in determining the fair
value of the purchased assets may result in
institutions being required to recognize losses
shortly after inception of the transaction.

Third parties or marketing agents may offer to
purchase problem assets from institutions and
replace them with performing assets to help
institutions diversify their loan portfolios. Insti-
tutions may perceive that asset exchange trans-
actions offer the potential to increase interest
income, reduce the level of real estate concen-
trations, enhance liquidity, and reduce the stress
on capital. Nevertheless, these transactions may
pose significant risks. Sellers could be exchang-
ing problem assets for purportedly performing
assets (acquired assets) that were recorded at
values in excess of fair value. See SR-11-15.

Risk-Management Considerations

Asset exchanges may expose institutions to
significant risks, which management should
assess before entering into such transactions.
Management should focus not only on the imme-
diate or short-term benefits of a transaction, but
should determine its long-term effect on the
institution’s balance sheet and loss exposure.
Management should also determine how these
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risks align with the institution’s overall risk-
management strategy.

In undertaking due diligence on these types of
transactions, management should assess the risks
and provide evidence of its analysis, taking into
account—

the reported benefits to the institution from the
transfer. This assessment should address
whether the transaction would actually enable
the institution to transfer significant risk asso-
ciated with the problem assets.
* the economic costs and benefits of the trans-
action. This should include the economic
benefits accruing to the marketing agent; the
marketing agent’s responsibilities and liabili-
ties; and the loss position, including recourse,
of each participant if either the ceded assets or
acquired assets do not perform as anticipated.
the servicing responsibilities attached to the
acquired assets. If the institution assumes
servicing responsibilities for the acquired
assets, the institution should evaluate and
show evidence that it has the capacity and
infrastructure in place, as well as appropriate
risk controls, to service the acquired assets.

* the transaction’s compliance with the risk-

tolerance and risk-mitigation policies estab-

lished by the institution’s board of directors,
including the overall strategy for managing or
reducing problem assets.

the appropriate accounting treatment in accor-

dance with U.S. generally accepted accounting

principles (GAAP). Specific issues with regard
to the appropriate accounting treatment include,
but are not limited to, the following:

— When specific loans are identified for
inclusion in exchange transactions and the
institution decides to sell the loans, they
should be transferred to a “held-for-sale”
account at the lower of cost or fair value
with losses recognized through earnings.
Any reduction in value should be reflected
as a write-down of the recorded invest-
ment resulting in a new cost basis. The
sale of these loans should occur at an
appropriate fair value.

— Newly acquired assets should be recorded
at an appropriate fair value.

a review of the marketing agent. This should

include, but not be limited to, an assessment

of the agent’s financial strength, including its
ability to provide credit enhancement if it is
required in the transaction.

e the relationship between the marketing agent
and any entity providing services for the
transaction, with particular attention paid to
possible cross-ownership or other related-
party relationships.

* an independent valuation by a reputable and
experienced third-party valuation expert of the
assets being acquired. The party that performs
the valuation should be independent of the
marketing agent and the institution selling the
performing assets. The use of outside resources
does not relieve management of its responsi-
bility to ensure that fair-value estimates are
measured in accordance with GAAP.!' Man-
agement should sufficiently understand the
bases for the measurement and valuation tech-
niques used by outside parties to determine
the appropriateness of these techniques, the
underlying inputs and assumptions, and the
resulting fair-value measurements.'?

e the acquiring institution’s experience, skills,
personnel, and risk-management capabilities
to manage the newly acquired assets, espe-
cially if the assets are in business segments or
geographical areas that are different from the
institution’s own.

Supervisory Responsibilities

It is not necessary to scope a specific review of
these transactions into routine examination
activities, particularly when there is no evidence
that a bank has engaged in such transactions.
Reserve Banks nevertheless should be aware of
indications of possible asset exchange transac-
tions as part of their routine monitoring of
financial institutions between examinations.
Examiners should hold ongoing discussions with
an institution’s management as part of the super-
vision process if examiners become aware that
the institution is considering these types of
transactions. Monitoring activities should focus
on financial statement changes commonly asso-
ciated with asset exchanges, internal risk-
management reports, and other documents
received on a routine basis. Indicators that asset

11. Fair-value measurements are determined based on
assumptions that market participants would use in valuing the
assets. This should include a risk premium reflecting the
amount market participants would demand because of the risk
(uncertainty) in the cash flows.

12. Examples of significant inputs and assumptions include,
but are not limited to, default probabilities, current loan-to-
value ratios, loss severities, and prepayment speeds.
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exchanges might have taken place include—

e asset sales at (or very near) book values, with
either no loss recognized or a gain on recovery
of a prior write-down recognized. It is unusual
for a third party to buy problem assets at
higher than the selling institution’s book value
at the time of the sale.

e board minutes showing discussion of strate-
gies designed to achieve material reductions
in problem assets.

* material loan sales and purchases involving
the same counterparty, on or around the same
date.

* significant reductions in the institution’s non-
performing loan totals without attendant losses.
The motivation for asset exchanges is to
reduce problem assets, but this may be diffi-
cult to do in the current economic environ-
ment without realizing significant losses.

 purchase of a large portfolio of loans that are
outside the institution’s traditional markets
and/or are inconsistent with the institution’s
business strategies or lending and investment
policies.

* purchase at (or near) par of a large portfolio of
loans that, while currently performing, have
high-risk characteristics (e.g., are outside gen-
erally accepted underwriting standards for this
type of credit) that indicate they may not
continue to perform in accordance with their
contractual terms.

e large net loan or asset growth during a short
period. Because asset exchanges nearly always
involve an institution purchasing more assets
than it is selling, it is common for the balance
sheet to grow rapidly as a result of the asset
exchange transaction.

Supervisory Actions

If examiners observe an institution engaging in
asset exchanges, they should determine whether
the appropriate risk-management measures have
been considered and if management has used
appropriate valuations in accordance with GAAP.
Important findings should be noted in the exami-
nation report and, as appropriate, plans for
remedial action discussed with management.
Given the concern regarding both safety-and-
soundness issues as well as the appropriate
valuation practices, Reserve Banks should con-
tact the appropriate Board staft analyst to dis-
cuss the asset exchange transaction.

TRANSFER OF LOW-QUALITY
LOANS OR OTHER ASSETS

Section 23A of the Federal Reserve Act (FRA),
12 U.S.C. 37l1c, prohibits bank purchases of
low-quality assets from an affiliate. In addition
to the statutory provisions of section 23A, the
Board approved the issuance of Regulation W,
which became effective April 1, 2003, imple-
menting changes to sections 23A and 23B of the
FRA.

Low-quality loans include those classified or
specially mentioned at the most recent exami-
nation or loans that would most likely be clas-
sified or specially mentioned if subjected to a
review. In addition, low-quality loans include
30-day past-due loans, nonaccrual loans, loans
on which the terms have been renegotiated
because of a borrower’s poor financial condi-
tion, and any other loans the examiner believes
are questionable. Other assets of questionable
quality include depreciated or subinvestment-
grade securities and other real estate. A low-
quality asset shall not be acceptable as collateral
for a loan or extension of credit to, or guarantee,
acceptance, or letter of credit issued on behalf of
an affiliate. Furthermore, a low-quality asset
cannot be involved in a loan participation or an
asset swap.

The transfer of low-quality loans or other
assets from one depository institution to another
may raise supervisory concerns. These transfers
may be made to avoid detection and classifica-
tion during regulatory examinations and may be
accomplished through participation, purchases/
sales, and asset swaps with other affiliated or
nonaffiliated financial institutions. Examiners
should be alert to situations in which an institu-
tion’s intention appears to be concealing low-
quality assets to avoid examiners’ scrutiny and
possible classification.

During bank examinations, examiners are
requested to identify situations when low-
quality assets have been transferred between the
institution being examined and another deposi-
tory institution. The transfer of assets to avoid
supervisory review is a highly improper and
unsound banking practice and, if an affiliate is
involved, is a violation of section 23A of the
Federal Reserve Act. If necessary, it should be
addressed through formal supervisory enforce-
ment action.

Any transfers of low-quality or questionable
assets should be brought to the attention of
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Reserve Bank supervisory personnel. In turn,
these individuals should notify the local offices
of primary federal and state regulators (if appli-
cable) of the other depository institutions
involved in the transaction. For example, Reserve
Banks should notify the primary federal and
state regulators (if applicable) of any depository
institution to which a state member bank or
holding company is transferring or has trans-
ferred low-quality loans. Reserve Banks should
also notify the primary federal and state regula-
tors (if applicable) of any depository institution
from which a state member bank or holding
company is acquiring or has acquired low-
quality loans. This procedure applies to transfers
involving savings and loan associations, savings
banks, and commercial banking organizations.

If the examiner determines a permissible
transfer of assets was undertaken, he or she
should ensure the assets have been properly
recorded at fair market value on the books of the
acquiring institution. If the transfer involved the
parent holding company or a nonbank affiliate,
the examiner should determine if the transaction
also was recorded properly on the affiliate’s
books.!3

Whenever asset transfers occur, examiners
should determine whether the assets in question
were independently and completely evaluated
for conformance with bank policy and proce-
dures. Examiners should be guided by the
inspection procedures outlined in section 2020.7.2
of the Bank Holding Company Supervision
Manual and the examination procedures in sec-
tion 6070.3 of this manual.

ENVIRONMENTAL LIABILITY

Banks may be liable for cleaning up hazardous
substance contamination under both federal and
state environmental liability statutes. This liabil-
ity can arise through a bank’s ownership or
acquisition of real estate, in its role as a creditor,
or in a fiduciary role. Banks may also be
exposed to environmental liability indirectly
through the increased possibility that a bor-
rower’s creditworthiness may be impaired by a
liability to pay for cleanup of contaminated
property, even if the property does not secure
bank debt.

The Comprehensive Environmental Response,
Compensation and Liability Act (CERCLA), the

13. See section 6070.1 of this manual.

federal superfund statute, authorizes the Envi-
ronmental Protection Agency (EPA) to clean up
hazardous waste sites and to recover costs asso-
ciated with the cleanup from entities specified in
the statute. While the superfund statute is the
primary federal law dealing with hazardous
substance contamination, numerous other fed-
eral and state statutes establish environmental
liability that could place banks at risk.

CERCLA defines who is subject to liability
for the costs of cleaning up hazardous substance
contamination. The definition includes “. .. the
owner and operator of a vessel or a facility, (or)
any person who at the time of disposal of any
hazardous substance owned or operated any
facility at which such hazardous substances
were disposed of....”!* Under the statute, a
person or entity that transports or arranges to
transport hazardous substances can also be held
liable for cleaning up contamination.

The superfund statute imposes a standard of
strict liability, which means the government
does not have to prove that the owners or
operators knew about or caused the hazardous
substance contamination in order for them to be
liable for the cleanup costs. Moreover, liability
under the statute is joint and several, which
allows the government to seek recovery of the
entire cost from any individual party that is
liable for those costs under CERCLA.

CERCLA provides an exemption for secured
creditors in the definition of “owner and opera-
tor” by stating that these terms do not include
“...a person, who, without participating in the
management of a vessel or facility, holds indicia
of ownership primarily to protect his security
interest in the vessel or facility.”!> However, this
exception has not provided banks with an effec-
tive defense from liability because courts have
limited its applicability. Specifically, courts have
held that some lenders’ actions to protect their
security interests have resulted in the bank
“participating in the management of a vessel or
facility,” thereby voiding the exemption. Addi-
tionally, once the title to a foreclosed property
passes to the bank, some courts have held that
the exemption no longer applies and that the
bank is liable under the superfund statute as an
“owner” of the property. Under some circum-
stances, CERCLA may exempt landowners who
acquire property without knowing about exist-
ing conditions (the “innocent landowner

14. CERCLA, section 107(a).
15. CERCLA, section 101(20)(A).
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defense”). However, the courts have applied a
stringent standard to qualify for this defense.
Since the statute provides little guidance as to
what constitutes the appropriate timing and
degree of due diligence to successfully employ
this exemption, banks should exercise caution
before relying on it.

Overview of Environmental Hazards

Environmental risk can be characterized as
adverse consequences that result from generat-
ing or handling hazardous substances or from
being associated with the aftermath of
contamination.

Hazardous substance contamination is most
often associated with industrial or manufactur-
ing processes that involve chemicals as ingredi-
ents or waste products. For years, these types of
hazardous substances were frequently disposed
of in landfills or dumped on industrial sites.
However, hazardous substances are also found
in many other lines of business. The following
examples demonstrate the diverse sources of
hazardous substances, but by no means cover
them all:

e farmers and ranchers (fuel, fertilizers, herbi-
cides, insecticides, and feedlot runoff)

* dry cleaners (various cleaning solvents)

 service station and convenience store opera-
tors (underground storage tanks)

» fertilizer and chemical dealers and applicators
(storage and transportation of chemicals)

e lawn care businesses (application of lawn
chemicals)

e trucking firms (transportation of substances
such as fuel or chemicals)

Environmental liability has had the greatest
impact on the real estate industry. Not only has
land itself been contaminated with toxic sub-
stances, construction methods for projects such
as commercial buildings have used materials
that have been subsequently determined to be
hazardous—resulting in significant declines in
project values. For example, asbestos was com-
monly used in commercial construction from the
1950s to the late 1970s. Asbestos has since been
found to be a health hazard and now, in many
cases, must be removed or its effects abated by
enclosing or otherwise sealing off the contami-
nated areas.

Another common source of hazardous sub-
stance contamination is underground storage
tanks. Leaks from these tanks not only contami-
nate the surrounding ground, but often flow into
ground water and travel a significant distance
from the original contamination site. As con-
tamination spreads to other sites, cleanup costs
escalate.

Effect on Banks—A bank may encounter losses
from environmental liability through direct own-
ership, lending and trust activities, or mergers or
acquisitions of borrowers. The greatest risk to a
bank is the possibility of being held solely liable
for costly environmental cleanups. Under the
doctrine of joint and several liability, a bank
may find itself solely responsible for cleaning up
a contaminated site at a cost that exceeds any
outstanding loan balance or property value.

Direct Ownership
A bank may be held liable for the cleanup of

hazardous substance contamination in situations
when it—

takes title to property through foreclosure or
acquires property to satisfy debts previously
contracted;

e owns or acquires for future expansion prem-
ises that have been contaminated by hazard-
ous substances; or

* owns, acquires, or merges with another entity
involved in activities that might result in a
finding of environmental liability.

Lending Activity—While real estate loans pres-
ent the greatest risk, almost any type of loan,
unsecured or secured, can expose a bank to the
effects of environmental liability. A borrower
who is required to pay for the cleanup of a
contaminated property may be unable to provide
the necessary funds both to remove contami-
nated materials and to service the debt. Even if
the bank does not have a security interest in the
borrower’s real estate, it must be aware that
significant cleanup costs could threaten the bor-
rower’s solvency and net worth (and jeopardize
the collection of working-capital or equipment
loans). If the loan is secured by the contami-
nated real estate, the bank may find that the
property value has declined dramatically,
depending on the degree of contamination. In
determining whether to foreclose, the bank must

Commercial Bank Examination Manual

April 2020
Page 21



2010.1

Loan Portfolio Management

compare the estimated cleanup costs against the
value of the collateral. In many cases, this
estimated cost has been well in excess of the
outstanding loan balance, and the bank has
elected to abandon its security interest in the
property and charge off the loan. This situation
occurs because some courts have not allowed
banks that have foreclosed on a property to avail
themselves of the secured-creditor exemption.
These rulings have been based on a strict read-
ing of the superfund statute that provides the
exemption to “security interests” only.

A bank may also expose itself to environmen-
tal liability in its role as a secured or unsecured
creditor if it involves bank personnel or contrac-
tors engaged by the bank in day-to-day manage-
ment of the facility or takes actions designed to
make the contaminated property salable, possi-
bly resulting in further contamination.

Bank Premises—Banks may also be exposed to
environmental liability for property held as bank
premises. A review of historical uses of proper-
ties to be acquired for relocation or future
expansion should provide insight into the like-
lihood that contamination may have occurred
and whether additional steps may be warranted.

Mergers and Acquisitions of Borrowers—Bor-
rowers may face environmental risk through the
activities of subsidiaries or by merging with or
acquiring other companies whose activities result
in environmental liability. Some courts have
held that for the purposes of determining liabil-
ity under the superfund statute, the corporate
veil may not protect parent companies that
participate in the day-to-day operations of their
subsidiaries from environmental liability and
court-imposed cleanup costs. Additionally, bor-
rowers and, ultimately, banks can be held liable
for contamination that occurred before they
owned or used the real estate.

Protection Against Environmental

Liability

Banks may avoid or mitigate potential environ-
mental liability by having sound policies and
procedures designed to identify, assess, and
control environmental liability. The following
discussion briefly describes methods that banks
may employ to minimize potential environmen-
tal liability.

Loan policies and procedures should address
methods for identifying potential environmental
problems relating to credit requests. The loan
policy should describe an appropriate degree of
due diligence investigation required for credit
requests. Borrowers in high-risk industries or
localities should be investigated more strin-
gently than borrowers in low-risk industries or
localities.

After a loan is granted, periodic credit analy-
sis of the borrower’s ability to repay should
include an assessment of environmental risk. If
the credit is secured by real property collateral,
the bank should remain aware of the property’s
uses and the potential environmental risk asso-
ciated with those uses. Even if the credit is not
secured by real property, periodic credit reviews
should determine whether repayment prospects
may be jeopardized by any activities that might
expose the borrower to environmental liability.

The first step in identifying environmental
risk is an environmental review. These reviews
may be performed by loan officers or others.
They typically identify past uses of the property;
evaluate regulatory compliance, if applicable;
and identify potential problems. The reviewer
should interview persons familiar with present
and past uses of the facility and property, review
relevant records and documents, and inspect
the site.

When the environmental review reveals pos-
sible hazardous substance contamination, an
environmental assessment or audit may be
required. Environmental assessments are made
by personnel trained in identifying potential
environmental hazards and provide a more thor-
ough inspection of the facility and property.
Environmental audits differ markedly from
environmental assessments because independent
environmental engineers are employed to inves-
tigate the property in great detail. Engineers test
for hazardous substance contamination, which
might require collecting and analyzing air
samples, surface soil samples, or subsurface soil
samples or drilling wells to sample ground
water.

Other measures some banks use to help iden-
tify and minimize environmental liability to the
bank include obtaining indemnities from bor-
rowers for any cleanup costs incurred by the
bank and writing affirmative covenants into loan
agreements (and attendant default provisions)
that require the borrower to comply with all
applicable environmental regulations. Although
these measures may provide some aid in identi-
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fying and minimizing potential environmental
liability, their effectiveness depends on the finan-
cial strength of the borrower and does not
represent a substitute for environmental reviews,
assessments, and audits.

Banks must be careful that any policies and
procedures undertaken to assess and control
environmental liability cannot be construed as
taking an active role in the management or
day-to-day operations of the borrower’s busi-
ness. Some activities that courts could consider
active participation in the management of the
borrower’s business and that could subject the
bank to potential liability include—

e having bank employees serve as members of
the borrower’s board of directors or actively
participate in board decisions,

e assisting in day-to-day management and
operating decisions, and

* actively determining management changes.

These considerations are especially important
when the bank is actively involved in loan
workouts or debt restructuring.

LOAN PROBLEMS

The failure of directors to establish a sound
lending policy, require management to establish
adequate written procedures, and monitor and
administer the lending function within estab-
lished guidelines has resulted in substantial
problems for many institutions. Loan problems
may be caused by a number of factors affecting
the bank or its borrowers. For a discussion of the
indicators of troubled commercial real estate
loans, see the real estate loan sections of this
manual. The major sources and causes of prob-
lem credits are explained below.

Competition—Competition among banks for size
and community influence may result in compro-
mising credit principles and making or acquiring
unsound loans. The ultimate cost of unsound
loans always outweighs temporary gains in
growth and influence.

Complacency—The following items manifest
complacency and should always be guarded
against:

¢ lack of adequate supervision of long-term and
familiar borrowers

* dependence on oral information the borrower
furnished in lieu of reliable and verifiable
financial data

* optimistic interpretation of known credit weak-
nesses based on past survival of recurrent
hazards and distress

e ignorance or disregard of warning signs about
the borrower, economy, region, industry, or
other related factors

Compromise of credit principles. For various
reasons, bank management may grant loans
carrying undue risks or unsatisfactory terms,
with full knowledge of the violation of sound
credit principles. The reasons management may
compromise basic credit principles include
timidity in dealing with individuals with domi-
nating personalities or influential connections,
friendships, or personal conflicts of interest.
Self-dealing, salary incentives, and bonuses
based on loan portfolio growth, as well as
competitive pressures, may also lead to a com-
promise of credit principles.

Failure to obtain or enforce repayment agree-
ments. Loans granted without a clear repayment
agreement are, at the very least, a departure
from fundamental banking principles. These
loans are likely to become significant problems.
A more common problem, but just as undesir-
able, occurs when the bank and borrower agree
on repayment or progressive liquidation of a
loan, but the bank fails to collect the principal
payments when and how it should. A study of
loan losses will show that, in many cases,
amortization never equaled the principal pay-
ments the borrower agreed to make. Good
lending and good borrowing both require con-
sistent liquidation.

Incomplete credit information. Complete credit
information is necessary to make a reasonable
and accurate determination of a borrower’s finan-
cial condition and repayment capacity. Ade-
quate and comparative financial statements,
operating statements, and other pertinent statis-
tical data should be available. Other essential
information, such as the purpose of the borrow-
ing and the intended plan and repayment source,
progress reports, inspections, and memoranda of
outside information and loan conferences, should
be contained in the bank’s credit files. The lack
of adequate credit information can limit man-
agement’s ability to react quickly and effec-
tively when problems develop.
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Lack of supervision. Many loans that are sound
at their inception develop into problems and
losses because of ineffective supervision. This
lack of supervision usually results from a lack of
knowledge about the borrower’s affairs over the
lifetime of the loan.

Overlending. In one sense, overlending could
come under the heading of technical incompe-
tence. However, overlending is a weakness found
in some lenders that are otherwise competent.
Loans beyond the borrower’s reasonable capac-
ity to repay are unsound. Nowhere are technical
competence and credit judgment more important
than in determining a sound borrower’s safe,
maximum loan level.

Poor selection of risks. When banks are willing
to assume more-than-normal risk levels, they
often experience serious loan problems. The
following general loan types may fall within the
category of poor risk selection:

loans in which the bank advances an excessive
proportion of the required capital relative to
the borrower’s equity investment
loans based more on the expectation of suc-
cessfully completing a business transaction
than on the existing net worth and repayment
capacity
loans for the speculative purchase of securities
or goods
loans collateralized by marketable assets car-
ried without adequate margins of security
loans made for other benefits, such as control
of large deposit balances in the bank, instead
of sound net worth, collateral, or repayment
capacity
* loans secured solely by the nonmarketable
stock of a local corporation, made in conjunc-
tion with loans directly to that corporation
(The bank may consider itself forced to finance
the corporation far beyond warranted limits to
avoid loss on a loan that relies on the corpo-
ration’s stock.)
* loans predicated on collateral of uncertain
liquidation value (A moderate amount of these
loans, when recognized by bank management
as subject to inherent weakness, may cause
few problems. However, the bank can encoun-
ter trouble if this practice becomes the rule.)

Revenue-driven lending. The loan portfolio is
usually a bank’s most important revenue-
producing asset. The earnings factor, however,

must never compromise sound credit judgment
and allow credits carrying undue risks or unsat-
isfactory repayment terms to be granted. Unsound
loans usually cost far more than the revenue
they produce.

Self-Dealing. Self-dealing is found in many
serious problem banks. Self-dealing often takes
the form of an overextension of credit on an
unsound basis to directors or principal share-
holders, or to their related interests, who have
improperly used their positions to obtain funds
in the form of unjustified loans (or sometimes as
fees, salaries, or payments for goods or ser-
vices). Officers, who hold their positions at the
pleasure of the board, may be pressured to
approve loan requests by insiders that, coming
from customers, would have been rejected. In
that situation, management may attempt to
defend unsound loans or other self-dealing prac-
tices by bank insiders.

Technical incompetence. All able and experi-
enced bankers should possess the technical abil-
ity to analyze financial statements and to obtain
and evaluate other credit information. When this
ability is absent, unwarranted losses are certain
to develop. Credit incompetence of management
should be discussed promptly with the board of
directors.

INSIDER LENDING

The Federal Reserve Board’s Regulation O
(12 CFR 215) implements many of the laws
pertaining to extensions of credit by banks to
their insiders. Regulation O was issued pursuant
to sections 22(g) and 22(h) of the Federal
Reserve Act. Regulation O is designed to miti-
gate the potential for conflicts of interest and
self-dealing by individuals who may be in a
position to influence a bank’s lending decisions.
For more information, see this manual’s section,
“Regulation O: Loans to Executive Officers,
Directors, and Principal Shareholders of Mem-
ber Banks.”

EXAMINATION OF THE LENDING
FUNCTION

Banks are expected to clearly delineate their
lending objectives, policies, and procedures in
writing. Lending practices are then expected to

November 2020
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adhere to policies and procedures, with excep-
tions properly justified and documented. The
complexity and scope of a bank’s lending policy
and procedures should be appropriate to the
bank’s size and the nature of its activities, and
they should be consistent with prudent banking
practices and relevant regulatory requirements.

Historically, examiners have primarily identi-
fied loan-portfolio-management concerns through
a detailed review of credits and credit documen-
tation. This approach remains valid, but it must
be combined with a full evaluation of a bank’s
lending objectives, policy, and procedures.
Therefore, the scope of each examination should
encompass a review of the bank’s lending policy
and procedures and an assessment of how lend-
ing practices adhere to the policy and procedures.

When conducting a review of loan portfolio
management, examiners should pay particular
attention to management’s approach to and
handling of the following:

* monitoring of lending practices by individual
lending officers

* identification of concentrations of credit

* documentation of credit and collateral
exceptions

* identification of problem credits

e accounting for nonaccrual loans and for
renegotiated and restructured loans

* collection of past-due loans

In addition, examiners should be aware of any
evidence of self-dealing in lending transactions.

An examiner’s final assessment of a bank’s
lending function should consider the adequacy
of internal policy and procedures, the effective-
ness of management oversight and control, and
the overall quality of the loan portfolio. More-
over, consideration should be given to all perti-
nent internal and external factors, including the
continuity of management; bank’s historical
lending experience; and current and projected
economic condition for the bank’s market area,
particularly for any industries in which the bank
has concentrations of credit.

Supervisors and examiners should watch for
indications of insufficiently rigorous risk assess-
ment. In particular, examiners should be alert to
circumstances indicating excessive reliance on
strong economic conditions and robust financial
markets, such as (1) borrowers whose financial
capacity is inadequate to service their debts or
(2) inadequate stress testing. Examiners also
should be attentive when reviewing an institu-

tion’s assessment and monitoring of credit risk
to ensure that undue reliance on favorable con-
ditions does not lead the institution to delay
recognition of emerging weaknesses in some
loans.'®

If examiners observe significant and undue
reliance on favorable assumptions about borrow-
ers or the economy and about financial markets
more generally—or observe that this reliance
has slowed the institution’s recognition of loan
problems—they should carefully consider down-
grading, under the applicable supervisory rating
framework, an institution’s risk-management,
management, or asset-quality ratings (or all
three). If those assumptions are deemed suffi-
ciently significant to the institution, examiners
should also consider downgrading its capital
adequacy rating. Similarly, if supervisors or
examiners find that loan-review activities or
other internal-control and risk-management pro-
cesses have been weakened by staff turnover,
failure to commit sufficient resources, or inad-
equate training, such findings should be consid-
ered in supervisory ratings as well.

When developing their findings, examiners
should review internal risk-management loan-
review systems, conduct sufficient loan reviews,
and perform transaction testing of the lending
function to determine accurately the quality of
bank loan portfolios and other credit exposures.
If deficiencies in lending practices or credit
discipline are indicated as a result of the pre-
examination risk assessment or of performing
the examination, sufficient supervisory resources
should be committed to in-depth reviews, includ-
ing transaction testing. Adequate, in-depth
reviews and transaction testing should be per-
formed to ensure that the Reserve Bank achieves
a full understanding of the nature, scope, and
implications of the deficiencies.

Important findings should be noted in the
examination or report. Plans for remedial actions
should be discussed with bank management and
the boards of directors, as appropriate. In addi-
tion, any identified weaknesses or deficiencies
that could adversely affect affiliated insured
depository institutions should be conveyed to
the insured institution’s primary federal or state
SUpervisor.

16. Examiners should recognize that an increase in classi-
fied or special-mention loans is not per se an indication of lax
lending standards. Examiners should review and consider the
nature of such increases and surrounding circumstances as
they reach their conclusions about the asset quality and risk
management of an institution.
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Examination procedures are available on the
Examination Documentation (ED) modules page
on the Board’s website. See the following ED
modules for examination procedures:

* Loan Portfolio Review

e Loan Operations Review
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Section 2011.1

An effective credit risk review function is inte-
gral to the safe and sound operation of every
insured depository institution. In May 2020, the
Office of the Comptroller of the Currency, the
Federal Reserve Board, the Federal Deposit
Insurance Corporation, and the National Credit
Union Administration (collectively, the agen-
cies) issued guidance for credit risk review. See
85 Federal Register 33,278 (June 1, 2020) and
SR-20-13, “Interagency Guidance on Credit Risk
Review Systems.” To assist institutions in the
creation and operation of such functions, the
guidance for credit risk review describes a broad
set of practices and principles for developing
and maintaining a credit risk review function
consistent with safe and sound credit risk-
management practices and the Interagency
Guidelines Establishing Standards for Safety
and Soundness (safety and soundness guide-
lines).! However, the guidance for credit risk
review does not establish any requirements or
rules, nor does it mandate implementation of a
specific system or prescribe specific actions with
which institutions must comply.

The guidance discusses sound management of
credit risk, a system of independent, ongoing
credit review, and appropriate communication
regarding the performance of the institution’s
loan portfolio to its management and board of
directors. This guidance for credit risk review is
relevant to all institutions supervised by the
agencies and replaces attachment 1 of the 2006
Interagency Policy Statement on the Allowance
for Loan and Lease Losses. The nature of credit
risk review systems typically varies based on an
institution’s size, complexity, loan types, risk
profile, and risk-management practices. The
remainder of this section conveys the Inter-
agency Guidance on Credit Risk Review Sys-
tems with the exception of some references that
were removed because they do not pertain to
institutions for which the Federal Reserve is the
primary regulator.

1. For state member banks, see 12 CFR part 208, appen-
dix D-1.

INTERAGENCY GUIDANCE ON
CREDIT RISK REVIEW SYSTEMS

Introduction

The safety and soundness guidelines underscore
the critical importance of credit risk review and
set safety and soundness standards for insured
depository institutions to establish a system for
independent, ongoing credit risk review, and for
appropriate communication to their manage-
ment and boards of directors.? The credit review
guidance, which aligns with the safety and
soundness guidelines, is appropriate for all insti-
tutions and describes a broad set of practices
that can be used either within a dedicated unit or
across multiple units throughout an institution to
form a credit risk review system that is consis-
tent with safe and sound lending practices.? This
manual section presents guidance which out-
lines principles that an institution should con-
sider in developing and maintaining an effective
credit risk review system.

Overview of Credit Risk Review
Systems

The nature of credit risk review systems varies
based on an institution’s size, complexity, loan
types, risk profile, and risk-management prac-
tices.* For example, in smaller or less complex

2. For foreign banking organization branches, agencies, or
subsidiaries not operating under single governance in the
United States, the U.S. risk committee would serve in the role
of the board of directors for purposes of this guidance.

3. For purposes of this guidance, regulated institutions are
those supervised by the following agencies: The Board of
Governors of the Federal Reserve System (Board), the Federal
Deposit Insurance Corporation (FDIC), the National Credit
Union Administration (NCUA), and the Office of the Comp-
troller of the Currency (OCC).

4. The credit risk review function is not intended to be
performed by an institution’s internal audit function. How-
ever, as discussed in the agencies’ March 2003 Interagency
Policy Statement on the Internal Audit Function and its
Outsourcing (2003 policy statement), some institutions coor-
dinate the internal audit function with several risk monitoring
functions, such as the credit risk review function. The 2003
policy statement states that coordination of credit risk review
with the internal audit function can facilitate the reporting of
material risk and control issues to the audit committee,
increase the overall effectiveness of these monitoring func-
tions, better utilize available resources, and enhance the
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institutions, a credit risk review system may
include qualified members of the staff, including
loan officers, other officers, or directors, who are
independent of the credits being assessed. In
larger or more complex institutions, a credit risk
review system may include components of a
dedicated credit risk review function that are
independent of the institution’s lending func-
tion.> A credit risk review system may also
include various responsibilities assigned to credit
underwriting, loan administration, a problem
loan workout group, or other organizational
units of an institution. Among other responsi-
bilities, these groups may administer the internal
problem loan reporting process, maintain the
integrity of the credit risk rating process, con-
firm that timely and appropriate changes are
made to risk ratings, and support the quality of
information used to estimate the allowance for
credit losses (ACL) or the allowance for loan
and lease losses (ALLL), as applicable. Addi-
tionally, some or all of the credit risk review
function may be performed by a qualified third
party.

Regardless of the structure, an effective credit
risk review system accomplishes the following
objectives:

Promptly identifies loans with actual and
potential credit weaknesses so that timely
action can be taken to strengthen credit quality
and minimize losses.

Appropriately validates and, if necessary,
adjusts risk ratings, especially for those loans

institution’s ability to comprehensively manage risk. However,
an effective internal audit function maintains the ability to
independently audit the credit risk review function. (The
NCUA was not an issuing agency of the 2003 policy state-
ment.)

5. Credit risk review may be referred to as loan review,
credit review, asset quality review, or another name as chosen
by an institution. The role of, expectations for, and scope of
credit risk review as discussed in this guidance are distinct
from the roles, expectations, and scope of work performed by
other groups within an institution that are also responsible for
monitoring, managing, and reporting credit risk. Examples
may be those involved with lending functions, independent
risk management, loan work outs, and accounting. Each
institution indicates in its own policies and procedures the
specific roles and responsibilities of these different groups,
including separation of duties. A credit risk review unit, or
individuals serving in that role, can rely on information
provided by other units in developing its own independent
assessment of credit risk in loan portfolios, but the credit risk
review unit critically evaluates such information to maintain
its own view, as opposed to relying exclusively on such
information.

with potential or well-defined credit weak-

nesses that may jeopardize repayment.

Identifies relevant trends that affect the quality

of the loan portfolio and highlights segments

of those portfolios that are potential problem
areas.

Assesses the adequacy of and adherence to

internal credit policies and loan administra-

tion procedures and monitors compliance with
applicable laws and regulations.

Evaluates the activities of lending personnel

and management, including compliance with

lending policies and the quality of their loan
approval, monitoring, and risk assessment.

* Provides management and the board of direc-
tors with an objective, independent, and timely
assessment of the overall quality of the loan
portfolio.

* Provides management with accurate and timely
credit quality information for financial and
regulatory reporting purposes, including the
determination of an appropriate ACL or ALLL,
as applicable.

Credit Risk Rating (or Grading)
Framework

The foundation for any effective credit risk
review system is accurate and timely risk ratings
to assess credit quality and identify or confirm
problem loans. An effective credit risk rating
framework includes the monitoring of indi-
vidual loans and retail credit portfolios, or
segments thereof, with similar risk characteris-
tics. An effective framework also provides
important information on the collectability of
each portfolio for use in the determination of an
appropriate ACL or ALLL, as applicable. Fur-
ther, an effective framework generally places
primary reliance on the lending staff to assign
accurate and timely risk ratings and identify
emerging loan problems. However, given the
importance of the credit risk rating framework,
the lending personnel’s assignment of risk rat-
ings is typically subject to review by qualified
and independent: (1) peers, managers, or loan
committee(s); (2) part-time or full-time employ-
ee(s); (3) internal departments staffed with credit
review specialists; or (4) external credit review
consultants. A risk rating review that is indepen-
dent of the lending function and approval pro-
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cess can provide a more objective assessment of
credit quality.©

An effective credit risk rating framework
includes the following attributes:

* a formal credit risk rating system in which the
ratings reflect the risk of default and credit
losses, and for which a written description of
the credit risk framework is maintained,
including a discussion of the factors used to
assign appropriate risk ratings to individual
loans and retail credit portfolios, or segments
thereof, with similar risk characteristics;’
identification or grouping of loans that war-
rant the special attention of management or
other designated “watch lists” of loans that
management is more closely monitoring;®
clear explanation of why particular loans war-
rant the special attention of management or
have received an adverse risk rating;
evaluation of the effectiveness of approved
workout plans;

a method for communicating direct, periodic,
and timely information to the institution’s
senior management and the board of directors
or appropriate board committee on the status
of loans identified as warranting special atten-
tion or adverse classification, and the actions
taken by management to strengthen the credit
quality of those loans; and

6. Small or rural institutions that have few resources or
employees may adopt modified credit risk review procedures
and methods to achieve a proper degree of independence. For
example, in the review process, such an institution may use
qualified members of the staff, including loan officers, other
officers, or directors, who are not involved with originating or
approving the specific credits being assessed and whose
compensation is not influenced by the assigned risk ratings. It
is appropriate to employ such modified procedures when more
robust procedures and methods are impractical. Institution
management and the board, or a board committee, should
have reasonable confidence that the personnel chosen will be
able to conduct reviews with the needed independence despite
their position within the loan function.

7. A bank or savings association may have a credit risk
rating framework that differs from the framework for loan
classifications used by the federal banking agencies. Such
banks and savings associations should maintain documenta-
tion that translates their risk ratings into the regulatory
classification framework used by the federal banking agen-
cies. This documentation will enable examiners to reconcile
the totals for the various loan classifications or risk ratings
under the institution’s system to the federal banking agencies’
categories contained in the Uniform Agreement on the Clas-
sification and Appraisal of Securities Held by Depository
Institutions Attachment 1 - Classification Definitions
(SR-13-18).

8. In addition to loans designated as “watch list,” this
identification typically includes loans rated special mention,
substandard, doubtful, or loss.

e evaluation of the institution’s historical loss
experience for each of the groups of loans
with similar risk characteristics into which it
has segmented its loan portfolio.®

Elements of an Effective Credit Risk
Review System

An effective credit risk review system starts
with a written credit risk review policy that is
reviewed and typically approved at least annu-
ally by the institution’s board of directors or
appropriate board committee to evidence its
support of, and commitment to, maintaining an
effective system.!® Effective policies include a
description of the overall risk rating framework
and establish responsibilities for loan review
based on the portfolio being assessed. An effec-
tive credit risk review policy addresses the
following elements, described in more detail
below: the qualifications and independence of
credit risk review personnel; the frequency,
scope, and depth of reviews; the review of
findings and follow-up; and communication and
distribution of results.

Qualifications of Credit Risk Review
Personnel

An effective credit risk review function is staffed
with personnel who are qualified based on their
level of education, experience, and extent of
formal credit training. Qualified personnel are
knowledgeable in both sound lending practices
and the institution’s lending guidelines for the
types of loans offered by the institution. The
level of experience and expertise for all person-
nel involved in the credit risk review process is
expected to be commensurate with the nature of
the risk and complexity of the portfolios. In
addition, qualified credit risk review personnel
possess knowledge of relevant laws, regulations,
and supervisory guidance.

9. In particular, institutions with large and complex loan
portfolios typically maintain records of their historical loss
experience for credits in each of the categories in their risk
rating framework. For banks and savings associations, these
categories are either those used by, or those that can be
translated into those used by, the federal banking agencies.

10. See 12 CFR part 208, appendix D-1 (Board).
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Independence of Credit Risk Review
Personnel

An effective credit risk review system incorpo-
rates both the initial identification of emerging
problem loans by loan officers and other line
staff, and an assessment of loans by personnel
independent of the credit approval process. Plac-
ing primary responsibility on loan officers, risk
officers, and line staff is important for continu-
ous portfolio analysis and prompt identification
and reporting of problem loans. Because of
frequent contact with borrowers, loan officers
and line staff can usually identify potential
problems before they become apparent to oth-
ers. However, institutions should be careful to
avoid over-reliance on loan officers and line
staff for identification of problem loans. An
independent assessment of risk is achieved when
personnel who perform the loan review do not
have control over the loan and are not part of or
influenced by individuals associated with the
loan approval process.

While a larger institution may establish a
separate department staffed with credit review
specialists, cost and volume considerations may
not justify such a system in a smaller institution.
For example, in the review process, smaller
institutions may use an independent committee
of outside directors or qualified members of the
staff, including loan officers, other officers, or
directors, who are not involved with originating
or approving the specific credits being assessed
and whose compensation is not influenced by
the assigned risk ratings. Whether or not the
institution has a dedicated credit risk review
department, it is prudent for the credit risk
review function to report directly to the institu-
tion’s board of directors or a committee thereof,
consistent with safety and soundness standards.
Senior management may be responsible for
appropriate administrative functions provided
such an arrangement does not compromise the
independence of the credit risk review function.

The institution’s board of directors, or a
committee thereof, may outsource the credit risk
review function to an independent third party.'!
However, the responsibility for maintaining a
sound credit risk review system remains with
the institution’s board of directors. In any case,
institution personnel who are independent from

11. For supervisory guidance related to outside service
providers, refer to SR-23-4, “Interagency Guidance on Third-
Party Relationships: Risk Management.”

the lending function typically assess risks,
develop the credit risk review plan, and verify
appropriate follow-up of findings. Outsourcing
of the credit risk review function to the institu-
tion’s external auditor may raise additional inde-
pendence considerations.!?

Frequency of Reviews

An effective credit risk review system provides
for review and evaluation of an institution’s
significant loans, loan products, or groups of
loans typically annually, on renewal, or more
frequently when internal or external factors
indicate a potential for deteriorating credit qual-
ity or the existence of one or more other risk
factors. The credit risk review function can also
provide useful continual feedback on the effec-
tiveness of the lending process in order to
identify any emerging problems. Ongoing or
periodic review of an institution’s loan portfolio
is particularly important to the estimation of
ACLs or the ALLL because loss expectations
may change as the credit quality of a loan
changes. Use of key risk indicators or perfor-
mance metrics by credit risk review manage-
ment can support adjustments to the frequency
and scope of reviews.

Scope of Reviews

Comprehensive and effective reviews cover all
segments of the loan portfolio that pose signifi-
cant credit risk or concentrations, and other
loans that meet certain institution-specific crite-
ria. A properly designed scope considers the
current market conditions or other external fac-
tors that may affect a borrower’s current or
future ability to repay the loan. Establishment of
an appropriate review scope also helps ensure
that the sample of loans selected for review, or
portfolio segments selected for review, is repre-
sentative of the portfolio as a whole and pro-
vides reasonable assurance that any credit qual-
ity deterioration or unfavorable trends are
identified. An effective credit risk review func-
tion also considers industry standards for credit
risk review coverage consistent with the institu-
tion’s size, complexity, loan types, risk profile,
and risk-management practices and helps to
verify whether the review scope is appropriate.

12. See note 4.
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The institution’s board of directors or appropri-
ate board committee typically approves the scope
of the credit risk review on an annual basis or
whenever significant interim changes are made
in order to adequately assess the quality of the
current portfolio. An effective scope of credit
risk review is risk-based and typically includes

¢ loans over a predetermined size;

e a sufficient sample of smaller loans, new
loans, and new loan products;

* loans with higher risk indicators, such as low
credit scores, high credit lines, or those credits
approved as exceptions to policy;

* segments of loan portfolios, including retail,
with similar risk characteristics, such as those
related to borrower risk (e.g., credit history),
transaction risk (e.g., product and/or collateral
type), or other risk factors as appropriate;

e segments of the loan portfolio experiencing
rapid growth;

» exposures from non-lending activities that
also pose credit risk;

* past due, nonaccrual, renewed, and restruc-
tured loans;

* loans previously adversely classified and loans
designated as warranting the special attention
of the institution’s management;'3

* loans to insiders or related parties (for more
information see Regulation O, 12 CFR 215
and this manual’s section on Regulation O);

¢ loans to affiliates (for more information see
Regulation W, 12 CFR 223 and this manual’s
sections on Regulation W); and

¢ loans constituting concentrations of credit risk
and other loans affected by common repay-
ment factors.

Depth of Transaction or Portfolio
Reviews

Loans and portfolio segments selected for review
are typically evaluated for

e credit quality, soundness of underwriting and
risk identification, borrower performance, and
adequacy of the sources of repayment;

— when applicable, this evaluation includes
the appropriateness of automated under-
writing and credit scoring, including pru-
dent use of overrides as well as the effec-
tiveness of account management strategies,

13. See note 8.

collections, and portfolio management

activities in managing credit risk;
reasonableness of assumptions;
creditworthiness of guarantors or sponsors;

« sufficiency of credit and collateral documen-
tation;

e proper lien perfection;

e proper approvals consistent with internal
policies;

e adherence to loan agreement covenants;

e adequacy of, and compliance with, internal
policies and procedures (such as those related
to nonaccrual and classification or risk rating
policies), laws, and regulations;

e the appropriateness of credit loss estimation

for those credits with significant weaknesses

including the reasonableness of assumptions
used, and the timeliness of charge-offs; and
the accuracy of risk ratings and the appropri-
ateness and timeliness of the identification of
problem loans by loan officers.

Review of Findings and Follow-Up

An important activity of an effective credit risk
review system is the discussion of the review
findings, including all noted deficiencies, iden-
tified weaknesses, and any existing or planned
corrective actions (including time frames for
correction) with appropriate loan officers, depart-
ment managers, and senior management. An
effective system includes processes for all noted
deficiencies and weaknesses that remain unre-
solved beyond the scheduled time frames for
correction to be promptly reported to senior
management and the board of directors or appro-
priate board committee.

It is important to resolve risk rating differ-
ences between loan officers and loan review
personnel according to a pre-arranged process.
That process may include formal appeals proce-
dures and arbitration by an independent party or
may require default to the assigned classification
or risk rating that indicates lower credit quality.
If credit risk review personnel conclude that a
loan or loan portfolio is of a lower credit quality
than is perceived by the portfolio management
staff, the lower classification or risk rating
typically prevails unless internal parties identify
additional information sufficient to obtain the
concurrence of the independent reviewer or
arbiter on the higher credit quality classification
or risk rating.
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Communication and Distribution of
Results

Personnel involved in the credit risk review
process typically prepare a list of all loans (and
portfolio segments) reviewed, the date of review,
and a summary analysis that substantiates the
risk ratings assigned to the loans reviewed.
Effective communication also typically involves
providing results of the credit risk reviews to the
board of directors or appropriate board commit-
tee quarterly.'* Comprehensive reporting includes

14. An effective credit risk review system provides for
informing the board of directors or appropriate board com-
mittee more frequently than quarterly when material adverse

comparative trends that identify significant
changes in the overall quality of the loan port-
folio, the adequacy of, and adherence to, inter-
nal policies and procedures, the quality of under-
writing and risk identification, compliance with
laws and regulations, and management’s response
to substantive criticisms or recommendations.
Such comprehensive reporting provides the
board of directors or appropriate board commit-
tee with insight into the portfolio and the respon-
siveness of management and facilitates timely
corrective action of deficiencies.

trends are noted. When an institution conducts loan file
reviews less frequently than quarterly, the board or appropri-
ate board committee will typically receive results on other
credit risk review activities quarterly.
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Section 2012.1

The allowance for loan and lease losses (ALLL)
is presented on the balance sheet as a contra-
asset account that reduces the amount of the
loan portfolio reported on the balance sheet. The
purpose of the ALLL is to reflect estimated
credit losses within a bank’s portfolio of loans
and leases. Estimated credit losses are estimates
of the current amount of loans that are probable
that the bank will be unable to collect given the
facts and circumstances since the evaluation
date (generally the balance sheet date). That is,
estimated credit losses represent net charge-offs
that are likely to be realized for a loan or group
of loans as of the evaluation date.

All federally insured depository institutions
must maintain an ALLL, except for federally
insured branches and agencies of foreign banks.
A bank determines the appropriate balance or
level of the ALLL at least each quarter, periodi-
cally validating its methodology for estimating
the ALLL (see SR-11-7), and by evaluating the
collectibility of its loan and lease portfolio,
including any accrued and unpaid interest.
Increases or decreases to the ALLL are to be
made through charges (debits) or credits to the
“provision for loan and lease losses” (provi-
sion), an expense account on the bank’s Con-
solidated Report of Income or income state-
ment, and not through transfers from retained
earnings or any segregation of retained earnings
or other components of equity capital.

When there is information available to con-
firm that specific loans, or portions thereof, are
uncollectible, these amounts should be promptly
charged off against the ALLL. Under no circum-
stances can loan or lease losses be charged
directly to “retained earnings” and capital. Any
subsequent recoveries on loans or leases previ-
ously charged off must be credited to the ALLL,
provided, however, that the total amount cred-
ited to the allowance as recoveries of an indi-
vidual loan (which may include amounts repre-
senting principal, interest, and fees) is limited to
the amount previously charged off against the
ALLL on that loan. Any amounts collected in
excess of this limit should be recognized as
income.

To illustrate these concepts, assume that Bank
A has a loan and lease portfolio totaling
$100 million at the end of year 1 and an ALLL
of $1.25 million; thus, its net carrying amount
for the loan portfolio on the balance sheet is
$98.75 million. Based on its most recent analy-

sis, Bank A has determined that an ALLL of
$1.5 million is necessary to cover its estimated
credit losses as of the end of the fourth quarter.
Therefore, in the fourth quarter of year 1, Bank
A should record a provision for $250,000, deb-
iting this expense and crediting the ALLL for
this amount to bring the ALLL to the appropri-
ate level of $1.5 million. Assume further that
during the first quarter of year 2, Bank A
identifies $750,000 in uncollectible loans. It
must charge off this amount against the ALLL
by debiting the ALLL and crediting the indi-
vidual loans for a total of $750,000. Also
assume that in the same first quarter of year 2,
Bank A receives $100,000 in cash recoveries on
previously charged-off loans. These recoveries
must be credited to the ALLL in that quarter.
Thus, in the first quarter of year 2, Bank A’s
ALLL, which began the year at $1.5 million,
will have been reduced $850,000 ($1,500,000 —
$750,000 + $100,000 = $850,000). However,
management’s ALLL analysis for the first quar-
ter of year 2 indicates that an ALLL of $1.2 mil-
lion is appropriate. To bring the recorded ALLL
to this level, Bank A must make a debit to the
provision for loan and lease losses of $350,000
($850,000 + $350,000 = $1.2 million).

While the overall responsibility for maintain-
ing the ALLL at an appropriate level rests with
the bank’s senior management and board of
directors, the appropriateness of the ALLL and
management’s analysis of it are subject to exam-
iner review. The examiner should make every
effort to fully understand a bank’s methods for
determining the needed balance of its ALLL.
During the process of conducting the examina-
tion, the examiner should take these methods
into account when making a final determination
on the appropriateness (adequacy) of the bal-
ance of the ALLL. The examiner may confer
with bank management and any outside accoun-
tant or auditor that has advised management on
its ALLL-review policies or practices.

If the examiner concludes that the reported
ALLL level is not appropriate or determines that
the ALLL evaluation process is based on the
results of an unreliable loan review system or is
otherwise deficient, recommendations for cor-
recting these deficiencies, including any exam-
iner concerns regarding an appropriate level for
the ALLL, should be noted in the report of
examination. The examiner’s comments should
cite any departures from generally accepted
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accounting principles (GAAP) and any contra-
ventions of the following 2006 Interagency
Policy Statement on the Allowance for Loan and
Lease Losses as well as the 2001 policy state-
ment (see “ALLL Methodologies and Documen-
tation”). Additional supervisory action may also
be taken based on the magnitude of the observed
shortcomings in the ALLL process, including
the materiality of any error in the reported
amount of the ALLL.

INTERAGENCY POLICY STATEMENT
ON THE ALLOWANCE FOR LOAN
AND LEASE LOSSES

This 2006 policy statement! revises and replaces
the 1993 policy statement on the ALLL. It
reiterates key concepts and requirements included
in generally accepted accounting principles
(GAAP) and existing ALLL supervisory guid-
ance.? The principal sources of guidance on
accounting for impairment in a loan portfolio
under GAAP are Statement of Financial
Accounting Standards No. 5, “Accounting for
Contingencies” (FAS 5), and Statement of Finan-
cial Accounting Standards No. 114, “Account-
ing by Creditors for Impairment of a Loan”
(FAS 114). In addition, the Financial Account-
ing Standards Board Viewpoints article that is
included in Emerging Issues Task Force Topic
D-80 (EITF D-80), “Application of FASB State-
ments No. 5 and No. 114 to a Loan Portfolio,”
presents questions and answers that provide
specific guidance on the interaction between
these two FASB statements and may be helpful
in applying them.

In July 1999, the banking agencies and the
Securities and Exchange Commission (SEC)
issued a Joint Interagency Letter to Financial
Institutions. The letter stated that the banking

1. This policy statement was adopted on December 13,
2006, by, and applies to, all depository institutions (institu-
tions), except U.S. branches and agencies of foreign banks,
that are supervised by the Board of Governors of the Federal
Reserve System, the Office of the Comptroller of the Cur-
rency, and the Federal Deposit Insurance Corporation (the
banking agencies). U.S. branches and agencies of foreign
banks continue to be subject to any separate guidance that has
been issued by their primary supervisory agency.

2. As discussed more fully below in the “Nature and
Purpose of the ALLL” section, this policy statement and the
ALLL generally do not address loans carried at fair value or
loans held for sale. In addition, this policy statement provides
only limited guidance on “purchased impaired loans.”

agencies and the SEC agreed on the following
important aspects of loan loss allowance
practices:

* Arriving at an appropriate allowance involves
a high degree of management judgment and
results in a range of estimated losses.

* Prudent, conservative—but not excessive—
loan loss allowances that fall within an accept-
able range of estimated losses are appropriate.
In accordance with GAAP, an institution
should record its best estimate within the
range of credit losses, including when man-
agement’s best estimate is at the high end of
the range.

e Determining the allowance for loan losses is
inevitably imprecise, and an appropriate
allowance falls within a range of estimated
losses.

* An ‘“‘unallocated” loan loss allowance is
appropriate when it reflects an estimate of
probable losses, determined in accordance
with GAAP, and is properly supported.

» Allowance estimates should be based on a
comprehensive, well-documented, and consis-
tently applied analysis of the loan portfolio.

* The loan loss allowance should take into
consideration all available information exist-
ing as of the financial statement date, includ-
ing environmental factors such as industry,
geographical, economic, and political factors.

In July 2001, the banking agencies issued the
Policy Statement on Allowance for Loan and
Lease Losses Methodologies and Documenta-
tion for Banks and Savings Institutions (2001
Policy Statement). The policy statement is
designed to assist institutions in establishing a
sound process for determining an appropriate
ALLL and documenting that process in accor-
dance with GAAP.3 (See “ALLL Methodologies
and Documentation.”)

In March 2004, the agencies also issued the
Update on Accounting for Loan and Lease
Losses. This guidance provided reminders of
longstanding supervisory guidance as well as a

3. See “ALLL Methodologies and Documentation” for the
2001 Policy Statement. The SEC staff issued parallel guidance
in July 2001, which is found in Staff Accounting Bulletin No.
102, “Selected Loan Loss Allowance Methodology and Docu-
mentation Issues” (SAB 102), which has been codified as
Topic 6.L. in the SEC’s Codification of Staff Accounting
Bulletins. Both SAB 102 and the codification are available on
the SEC’s website.
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listing of the existing allowance guidance that
institutions should continue to apply.

Nature and Purpose of the ALLL

The ALLL represents one of the most significant
estimates in an institution’s financial statements
and regulatory reports. Because of its signifi-
cance, each institution has a responsibility for
developing, maintaining, and documenting a
comprehensive, systematic, and consistently
applied process for determining the amounts of
the ALLL and the provision for loan and lease
losses (PLLL). To fulfill this responsibility, each
institution should ensure controls are in place to
consistently determine the ALLL in accordance
with GAAP, the institution’s stated policies and
procedures, management’s best judgment, and
relevant supervisory guidance. As of the end of
each quarter, or more frequently if warranted,
each institution must analyze the collectibility of
its loans and leases held for investment* (here-
after referred to as “loans’) and maintain an
ALLL at a level that is appropriate and deter-
mined in accordance with GAAP. An appropri-
ate ALLL covers estimated credit losses on
individually evaluated loans that are determined
to be impaired as well as estimated credit losses
inherent in the remainder of the loan and lease
portfolio. The ALLL does not apply, however,
to loans carried at fair value, loans held for sale,5
off-balance-sheet credit exposures® (for example,
financial instruments such as off-balance-sheet

4. Consistent with the American Institute of Certified
Public Accountants’ (AICPA) Statement of Position 01-6,
“Accounting by Certain Entities (Including Entities With
Trade Receivables) That Lend to or Finance the Activities of
Others,” loans and leases held for investment are those loans
and leases that the institution has the intent and ability to hold
for the foreseeable future or until maturity or payoff.

5. See “Interagency Guidance on Certain Loans Held for
Sale” (March 26, 2001) for the appropriate accounting and
reporting treatment for certain loans that are sold directly from
the loan portfolio or transferred to a held-for-sale account.
Loans held for sale are reported at the lower of cost or fair
value. Declines in value occurring after the transfer of a loan
to the held-for-sale portfolio are accounted for as adjustments
to a valuation allowance for held-for-sale loans and not as
adjustments to the ALLL.

6. Credit losses on off-balance-sheet credit exposures should
be estimated in accordance with FAS 5. Any allowance for
credit losses on off-balance-sheet exposures should be reported
on the balance sheet as an “other liability,” and not as part of
the ALLL.

loan commitments, standby letters of credit, and
guarantees), or general or unspecified business
risks.

For purposes of this policy statement, the
term estimated credit losses means an estimate
of the current amount of loans that it is probable
the institution will be unable to collect given
facts and circumstances since the evaluation
date. Thus, estimated credit losses represent net
charge-offs that are likely to be realized for a
loan or group of loans. These estimated credit
losses should meet the criteria for accrual of a
loss contingency (that is, through a provision to
the ALLL) set forth in GAAP.” When available
information confirms that specific loans, or por-
tions thereof, are uncollectible, these amounts
should be promptly charged off against the
ALLL. For “purchased impaired loans,”® GAAP
prohibits “carrying over” or creating an ALLL
in the initial recording of these loans. However,
if, upon evaluation subsequent to acquisition, it
is probable that the institution will be unable to
collect all cash flows expected at acquisition on
a purchased impaired loan (an estimate that
considers both timing and amount), the loan

7. FAS 5 requires the accrual of a loss contingency when
information available prior to the issuance of the financial
statements indicates it is probable that an asset has been
impaired at the date of the financial statements and the amount
of loss can be reasonably estimated. These conditions may be
considered in relation to individual loans or in relation to
groups of similar types of loans. If the conditions are met,
accrual should be made even though the particular loans that
are uncollectible may not be identifiable. Under FAS 114, an
individual loan is impaired when, based on current informa-
tion 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. It is implicit in these conditions that it
must be probable that one or more future events will occur
confirming the fact of the loss. Thus, under GAAP, the
purpose of the ALLL is not to absorb all of the risk in the loan
portfolio, but to cover probable credit losses that have already
been incurred.

8. A purchased impaired loan is defined as a loan that an
institution has purchased, including a loan acquired in a
purchase business combination, that has evidence of deterio-
ration of credit quality since its origination and for which it is
probable, at the purchase date, that the institution will be
unable to collect all contractually required payments. When
reviewing the appropriateness of the reported ALLL of an
institution with purchased impaired loans, examiners should
consider the credit losses factored into the initial investment in
these loans when determining whether further deterioration—
for example, decreases in cash flows expected to be collected—
has occurred since the loans were purchased. The bank’s
consolidated reports of condition and income and the disclo-
sures in the bank’s financial statements may provide useful
information for examiners in reviewing these loans. Refer to
the AICPA’s Statement of Position 03-3, “Accounting for
Certain Loans or Debt Securities Acquired in a Transfer,” for
further guidance on the appropriate accounting.
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should be considered impaired for purposes of
applying the measurement and other provisions
of FAS 5 or, if applicable, FAS 114.

Estimates of credit losses should reflect con-
sideration of all significant factors that affect the
collectibility of the portfolio as of the evaluation
date. For loans within the scope of FAS 114 that
are individually evaluated and determined to be
impaired,® these estimates should reflect consid-
eration of one of the standard’s three impair-
ment measurement methods as of the evaluation
date: (1) the present value of expected future
cash flows discounted at the loan’s effective
interest rate,!0 (2) the loan’s observable market
price, or (3) the fair value of the collateral if the
loan is collateral dependent.

An institution may choose the appropriate
FAS 114 measurement method on a loan-by-
loan basis for an individually impaired loan,
except for an impaired collateral-dependent loan.
The agencies require impairment of a collateral-
dependent loan to be measured using the fair
value of collateral method. As defined in FAS
114, a loan is collateral dependent if repayment
of the loan is expected to be provided solely by
the underlying collateral. In general, any portion
of the recorded investment in a collateral-
dependent loan (including any capitalized accrued
interest, net deferred loan fees or costs, and
unamortized premium or discount) in excess of
the fair value of the collateral that can be
identified as uncollectible, and is therefore
deemed a confirmed loss, should be promptly
charged off against the ALLL."

All other loans, including individually evalu-
ated loans determined not to be impaired under
FAS 114, should be included in a group of loans
that is evaluated for impairment under FAS 5.12

9. FAS 114 does not specify how an institution should
identify loans that are to be evaluated for collectibility nor
does it specify how an institution should determine that a loan
is impaired. An institution should apply its normal loan review
procedures in making those judgments. Refer to the ALLL
interpretations for further guidance.

10. The “effective interest rate” on a loan is the rate of
return implicit in the loan (that is, the contractual interest rate
adjusted for any net deferred loan fees or costs and any
premium or discount existing at the origination or acquisition
of the loan).

11. For further information, refer to the illustration in
Appendix B of the 2001 Policy Statement in the section
“ALLL Methodologies and Documentation.”

12. An individually evaluated loan that is determined not to
be impaired under FAS 114 should be evaluated under FAS 5
when specific characteristics of the loan indicate that it is
probable there would be estimated credit losses in a group of
loans with those characteristics. For further guidance, refer to

While an institution may segment its loan port-
folio into groups of loans based on a variety of
factors, the loans within each group should have
similar risk characteristics. For example, a loan
that is fully collateralized with risk-free assets
should not be grouped with uncollateralized
loans. When estimating credit losses on each
group of loans with similar risk characteristics,
an institution should consider its historical loss
experience on the group, adjusted for changes in
trends, conditions, and other relevant factors
that affect repayment of the loans as of the
evaluation date.

For analytical purposes, an institution should
attribute portions of the ALLL to loans that it
evaluates and determines to be impaired under
FAS 114 and to groups of loans that it evaluates
collectively under FAS 5. However, the ALLL is
available to cover all charge-offs that arise from
the loan portfolio.

Responsibilities of the Board of
Directors and Management

Appropriate ALLL Level

Each institution’s management is responsible
for maintaining the ALLL at an appropriate
level and for documenting its analysis according
to the standards set forth in the 2001 policy
statement. Thus, management should evaluate
the ALLL reported on the balance sheet as of the
end of each quarter or more frequently if war-
ranted, and charge or credit the PLLL to bring
the ALLL to an appropriate level as of each
evaluation date. The determination of the
amounts of the ALLL and the PLLL should be
based on management’s current judgments about
the credit quality of the loan portfolio, and
should consider all known relevant internal and
external factors that affect loan collectibility as
of the evaluation date. Management’s evalua-
tion is subject to review by examiners. An
institution’s failure to analyze the collectibility
of the loan portfolio and maintain and support
an appropriate ALLL in accordance with GAAP
and supervisory guidance is generally an unsafe
and unsound practice.

In carrying out its responsibility for maintain-
ing an appropriate ALLL, management is
expected to adopt and adhere to written policies

the frequently asked questions (FAQs) that were distributed
with this policy statement.
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and procedures that are appropriate to the size of
the institution and the nature, scope, and risk of
its lending activities. At a minimum, these
policies and procedures should ensure that—

e the institution’s process for determining an
appropriate level for the ALLL is based on a
comprehensive, well-documented, and consis-
tently applied analysis of its loan portfolio.!'3
The analysis should consider all significant
factors that affect the collectibility of the
portfolio and should support the credit losses
estimated by this process.

the institution has an effective loan review
system and controls (including an effective
loan classification or credit grading system)
that identify, monitor, and address asset qual-
ity problems in an accurate and timely man-
ner.'* To be effective, the institution’s loan
review system and controls must be
responsive to changes in internal and external
factors affecting the level of credit risk in the
portfolio.

the institution has adequate data capture and
reporting systems to supply the information
necessary to support and document its esti-
mate of an appropriate ALLL.

the institution evaluates any loss estimation
models before they are employed and modi-
fies the models’ assumptions, as needed, to
ensure that the resulting loss estimates are
consistent with GAAP. To demonstrate this
consistency, the institution should document
its evaluations and conclusions regarding the
appropriateness of estimating credit losses
with the models or other estimation tools. The
institution should also document and support
any adjustments made to the models or to the
output of the models in determining the esti-
mated credit losses.

13. As noted in the 2001 Policy Statement, an institution
with less complex lending activities and products may find it
more efficient to combine a number of procedures while
continuing to ensure that the institution has a consistent and
appropriate ALLL methodology. Thus, much of the support-
ing documentation required for an institution with more
complex products or portfolios may be combined into fewer
supporting documents in an institution with less complex
products or portfolios.

14. Loan review and loan classification or credit grading
systems are discussed in this manual’s section, “Credit Risk
Review Systems.” In addition, state member banks should
refer to the asset quality standards in the Interagency Guide-
lines Establishing Standards for Safety and Soundness, which
were adopted by the Federal Reserve Board (see Appendix
D-1, 12 CFR 208).

e the institution promptly charges off loans, or
portions of loans, that available information
confirms to be uncollectible.

the institution periodically validates the ALLL
methodology. This validation process should
be done by a party who is independent of the
institution’s credit approval and ALLL esti-
mation processes, of the ALLL methodology
and its application in order to confirm its
effectiveness. See SR 11-7 for more informa-
tion. A party who is independent of these
processes could be the internal audit staff, a
risk management unit of the institution, an
external auditor (subject to applicable auditor
independence standards), or another con-
tracted third party from outside the institution.
One party need not perform the entire analysis
as the validation can be divided among vari-
ous independent parties.

The board of directors is responsible for over-
seeing management’s significant judgments and
estimates pertaining to the determination of an
appropriate ALLL. This oversight should include
but is not limited to—

reviewing and approving the institution’s writ-
ten ALLL policies and procedures at least
annually;

reviewing management’s assessment and jus-
tification that the loan review system is sound
and appropriate for the size and complexity of
the institution;

reviewing management’s assessment and jus-
tification for the amounts estimated and
reported each period for the PLLL and the
ALLL; and

requiring management to periodically validate
and, when appropriate, revise the ALLL
methodology.

For purposes of the Consolidated Reports of
Condition and Income for a Bank (Call Report),
an appropriate ALLL (after deducting all loans
and portions of loans confirmed loss) should
consist only of the following components (as
applicable),'> the amounts of which take into
account all relevant facts and circumstances as
of the evaluation date:

15. A component of the ALLL that is labeled ‘“‘unallo-
cated” is appropriate when it reflects estimated credit losses
determined in accordance with GAAP and is properly sup-
ported and documented.
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* For loans within the scope of ASC Topic 310,
Receivables (formerly FAS 114, “Accounting
by Creditors for Impairment of a Loan’") that
are individually evaluated and found to be
impaired, the associated ALLL should be
based upon one of the three impairment mea-
surement methods specified in FAS 114.1¢

* For all other loans, including individually
evaluated loans determined not to be impaired
under FAS 114,'7 the associated ALLL should
be measured under ASC Subtopic 450-20,
Contingencies—Loss Contingencies (formerly
FAS 5, “Accounting for Contingencies”) and
should provide for all estimated credit losses
that have been incurred on groups of loans
with similar risk characteristics.
For estimated credit losses from transfer risk
on cross-border loans, the impact to the ALLL
should be evaluated individually for impaired
loans under FAS 114 or evaluated on a group
basis under FAS 5. See this policy statement’s
attachment for further guidance on consider-
ations of transfer risk on cross-border loans.

For estimated credit losses on accrued interest

and fees on loans that have been reported as

part of the respective loan balances on the
institution’s balance sheet, the associated

ALLL should be evaluated under FAS 114 or

FAS 5 as appropriate, if not already included

in one of the preceding components.

Because deposit accounts that are overdrawn
(that is, overdrafts) must be reclassified as loans
on the balance sheet, overdrawn accounts should
be included in one of the first two components
above, as appropriate, and evaluated for esti-
mated credit losses.

Determining the appropriate level for the
ALLL is inevitably imprecise and requires a
high degree of management judgment. Manage-
ment’s analysis should reflect a prudent, conser-
vative, but not excessive ALLL that falls within
an acceptable range of estimated credit losses.
When a range of losses is determined, institu-
tions should maintain appropriate documenta-
tion to support the identified range and the
rationale used for determining the best estimate
from within the range of loan losses.

It is essential that institutions maintain effec-
tive loan review systems. An effective loan

16. As previously noted, the use of the fair value of
collateral method is required for an individually evaluated
loan that is impaired if the loan is collateral dependent.

17. See note 12.

review system should work to ensure the accu-
racy of internal credit classification or grading
systems and, thus, the quality of the information
used to assess the appropriateness of the ALLL.
The complexity and scope of an institution’s
ALLL evaluation process, loan review system,
and other relevant controls should be appropri-
ate for the size of the institution and the nature
of its lending activities. The evaluation process
should also provide for sufficient flexibility to
respond to changes in the factors that affect the
collectibility of the portfolio.

Credit losses that arise from the transfer risk
associated with an institution’s cross-border lend-
ing activities require special consideration. In
particular, for banks with cross-border lending
exposure, management should determine that
the ALLL is appropriate to cover estimated
losses from transfer risk associated with this
exposure over and above any minimum amount
that the Interagency Country Exposure Review
Committee requires to be provided in the Allo-
cated Transfer Risk Reserve (or charged off
against the ALLL). These estimated losses
should meet the criteria for accrual of a loss
contingency set forth in GAAP. (See the attach-
ment for factors to consider.)

Factors to Consider in the Estimation of
Credit Losses

Estimated credit losses should reflect consider-
ation of all significant factors that affect the
collectibility of the portfolio as of the evaluation
date. Normally, an institution should determine
the historical loss rate for each group of loans
with similar risk characteristics in its portfolio
based on its own loss experience for loans in
that group. While historical loss experience
provides a reasonable starting point for the
institution’s analysis, historical losses—or even
recent trends in losses—do not by themselves
form a sufficient basis to determine the appro-
priate level for the ALLL. Management also
should consider those qualitative or environmen-
tal factors that are likely to cause estimated
credit losses associated with the institution’s
existing portfolio to differ from historical loss
experience, including but not limited to—

 changes in lending policies and procedures,
including changes in underwriting standards
and collection, charge-off, and recovery prac-

November 2020
Page 6

Commercial Bank Examination Manual



Allowance for Loan and Lease Losses

2012.1

tices not considered elsewhere in estimating
credit losses;

e changes in international, national, regional,
and local economic and business conditions
and developments that affect the collectibility
of the portfolio, including the condition of
various market segments;'8

e changes in the nature and volume of the
portfolio and in the terms of loans;

» changes in the experience, ability, and depth

of lending management and other relevant

staff;

changes in the volume and severity of past due

loans, the volume of nonaccrual loans, and the

volume and severity of adversely classified or
graded loans;!?

changes in the quality of the institution’s loan

review system;

changes in the value of underlying collateral

for collateral-dependent loans;

the existence and effect of any concentrations

of credit, and changes in the level of such

concentrations; and

the effect of other external factors such as

competition and legal and regulatory require-

ments on the level of estimated credit losses in
the institution’s existing portfolio.

In addition, changes in the level of the ALLL
should be directionally consistent with changes
in the factors, taken as a whole, that evidence
credit losses, keeping in mind the characteristics
of an institution’s loan portfolio. For example, if
declining credit quality trends relevant to the
types of loans in an institution’s portfolio are
evident, the ALLL level as a percentage of the
portfolio should generally increase, barring
unusual charge-off activity. Similarly, if improv-
ing credit quality trends are evident, the ALLL
level as a percentage of the portfolio should
generally decrease.

Measurement of Estimated Credit Losses

FAS 5. When measuring estimated credit losses
on groups of loans with similar risk character-
istics in accordance with FAS 5, a widely used

18. Credit loss and recovery experience may vary signifi-
cantly depending upon the stage of the business cycle. For
example, an over reliance on credit loss experience during a
period of economic growth will not result in realistic estimates
of credit losses during a period of economic downturn.

19. For banks, adversely classified or graded loans are
loans rated “Substandard” (or its equivalent) or worse under
its loan classification system.

method is based on each group’s historical net
charge-off rate adjusted for the effects of the
qualitative or environmental factors discussed
previously. As the first step in applying this
method, management generally bases the histori-
cal net charge-off rates on the ‘“annualized”
historical gross loan charge-offs, less recoveries,
recorded by the institution on loans in each
group.

Methodologies for determining the historical
net charge-off rate on a group of loans with
similar risk characteristics under FAS 5 can
range from the simple average of, or a determi-
nation of the range of, an institution’s annual net
charge-off experience to more complex tech-
niques, such as migration analysis and models
that estimate credit losses.?? Generally, institu-
tions should use at least an ‘“‘annualized” or
twelve-month average net charge-off rate that
will be applied to the groups of loans when
estimating credit losses. However, this rate could
vary. For example, loans with effective lives
longer than twelve months often have workout
periods over an extended period of time, which
may indicate that the estimated credit losses
should be greater than that calculated based
solely on the annualized net charge-off rate for
such loans. These groups may include certain
commercial loans as well as groups of adversely
classified loans. Other groups of loans may have
effective lives shorter than twelve months, which
may indicate that the estimated credit losses
should be less than that calculated based on the
annualized net charge-off rate.

Regardless of the method used, institutions
should maintain supporting documentation for
the techniques used to develop the historical loss
rate for each group of loans. If a range of

20. Annual charge-off rates are calculated over a specified
time period (for example, three years or five years), which can
vary based on a number of factors including the relevance of
past periods’ experience to the current period or point in the
credit cycle. Also, some institutions remove loans that become
adversely classified or graded from a group of nonclassified or
nongraded loans with similar risk characteristics in order to
evaluate the removed loans individually under FAS 114 (if
deemed impaired) or collectively in a group of adversely
classified or graded loans with similar risk characteristics
under FAS 5. In this situation, the net charge-off experience
on the adversely classified or graded loans that have been
removed from the group of nonclassified or nongraded loans
should be included in the historical loss rates for that group of
loans. Even though the net charge-off experience on adversely
classified or graded loans is included in the estimation of the
historical loss rates that will be applied to the group of
nonclassified or nongraded loans, the adversely classified or
graded loans themselves are no longer included in that group
for purposes of estimating credit losses on the group.
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historical loss rates is developed instead for a
group of loans, institutions should maintain
documentation to support the identified range
and the rationale for determining which rate is
the best estimate within the range of loss rates.
The rationale should be based on management’s
assessment of which rate is most reflective of
the estimated credit losses in the current loan
portfolio.

After determining the appropriate historical
loss rate for each group of loans with similar
risk characteristics, management should
consider those current qualitative or
environmental factors that are likely to cause
estimated credit losses as of the evaluation date
to differ from the group’s historical loss experi-
ence. Institutions typically reflect the overall
effect of these factors on a loan group as an
adjustment that, as appropriate, increases or
decreases the historical loss rate applied to the
loan group. Alternatively, the effect of these
factors may be reflected through separate
standalone adjustments within the FAS 5
component of the ALLL.?! Both methods are
consistent with GAAP, provided the adjust-
ments for qualitative or environmental factors
are reasonably and consistently determined, are
adequately documented, and represent estimated
credit losses. For each group of loans, an
institution should apply its adjusted historical
loss rate, or its historical loss rate and separate
standalone adjustments, to the recorded invest-
ment in the group when determining its
estimated credit losses.

Management must exercise significant judg-
ment when evaluating the effect of qualitative
factors on the amount of the ALLL because data
may not be reasonably available or directly
applicable for management to determine the
precise impact of a factor on the collectibility of
the institution’s loan portfolio as of the evalua-
tion date. Accordingly, institutions should sup-
port adjustments to historical loss rates and
explain how the adjustments reflect current infor-
mation, events, circumstances, and conditions in
the loss measurements. Management should
maintain reasonable documentation to support
which factors affected the analysis and the
impact of those factors on the loss measurement.

21. An overall adjustment to a portion of the ALLL that is
not attributed to specific segments of the loan portfolio is
often labeled “unallocated.” Regardless of what a component
of the ALLL is labeled, it is appropriate when it reflects
estimated credit losses determined in accordance with GAAP
and is properly supported.

Support and documentation includes descrip-
tions of each factor, management’s analysis of
how each factor has changed over time, which
loan groups’ loss rates have been adjusted, the
amount by which loss estimates have been
adjusted for changes in conditions, an explana-
tion of how management estimated the impact,
and other available data that supports the rea-
sonableness of the adjustments. Examples of
underlying supporting evidence could include,
but are not limited to, relevant articles from
newspapers and other publications that describe
economic events affecting a particular geo-
graphic area, economic reports and data, and
notes from discussions with borrowers.

There may be times when an institution does
not have its own historical loss experience upon
which to base its estimate of the credit losses in
a group of loans with similar risk characteristics.
This may occur when an institution offers a new
loan product or when it is a newly established
(that is, de novo) institution. If an institution has
no experience of its own for a loan group,
reference to the experience of other enterprises
in the same lending business may be appropri-
ate, provided the institution demonstrates that
the attributes of the group of loans in its port-
folio are similar to those of the loan group in the
portfolio providing the loss experience. An insti-
tution should only use another enterprise’s expe-
rience on a short-term basis until it has devel-
oped its own loss experience for a particular
group of loans.

FAS 114. When determining the FAS 114 com-
ponent of the ALLL for an individually
impaired loan,?? an institution should consider
estimated costs to sell the loan’s collateral, if
any, on a discounted basis, in the measurement
of impairment if those costs are expected to
reduce the cash flows available to repay or oth-
erwise satisfy the loan. If the institution bases
its measure of loan impairment on the present
value of expected future cash flows discounted
at the loan’s effective interest rate, the esti-
mates of these cash flows should be the institu-

22. Asnoted in FAS 114, some individually impaired loans
have risk characteristics that are unique to an individual
borrower and the institution will apply the measurement
methods on a loan-by-loan basis. However, some impaired
loans may have risk characteristics in common with other
impaired loans. An institution may aggregate those loans and
may use historical statistics, such as average recovery period
and average amount recovered, along with a composite
effective interest rate as a means of measuring impairment of
those loans.

April 2011
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tion’s best estimate based on reasonable and
supportable assumptions and projections. All
available evidence should be considered in
developing the estimate of expected future cash
flows. The weight given to the evidence should
be commensurate with the extent to which the
evidence can be verified objectively. The likeli-
hood of the possible outcomes should be con-
sidered in determining the best estimate of
expected future cash flows.

Analyzing the Overall Measurement of the
ALLL

Institutions also are encouraged to use ratio
analysis as a supplemental tool for evaluating the
overall reasonableness of the ALLL. Ratio
analysis can be useful in identifying divergent
trends (compared with an institution’s peer group
and its own historical experience) in the
relationship of the ALLL to adversely classified
or graded loans, past due and nonaccrual loans,
total loans, and historical gross and net charge-
offs. Based on such analysis, an institution may
identify additional issues or factors that previ-
ously had not been considered in the ALLL
estimation process, which may warrant adjust-
ments to estimated credit losses. Such adjust-
ments should be appropriately supported and
documented.

While ratio analysis, when used prudently, can
be helpful as a supplemental check on the
reasonableness of management’s assumptions
and analyses, it is not a sufficient basis for
determining the appropriate amount for the
ALLL. In particular, because an appropriate
ALLL is an institution-specific amount, such
comparisons do not obviate the need for a
comprehensive analysis of the loan portfolio and
the factors affecting its collectibility. Further-
more, it is inappropriate for the board of directors
or management to make adjustments to the
ALLL when it has been properly computed and
supported under the institution’s methodology
for the sole purpose of reporting an ALLL that
corresponds to the peer group median, a target
ratio, or a budgeted amount. Institutions that have
high levels of risk in the loan portfolio or are
uncertain about the effect of possible future
events on the collectibility of the portfolio should
address these concerns by maintaining higher

equity capital and not by arbitrarily increasing
the ALLL in excess of amounts supported under
GAAP.?3

Estimated Credit Losses in Credit Related
Accounts

Typically, institutions evaluate and estimate
credit losses for off-balance-sheet credit expo-
sures at the same time that they estimate credit
losses for loans. While a similar process should
be followed to support loss estimates related to
off-balance-sheet exposures, these estimated
credit losses are not recorded as part of the
ALLL. When the conditions for accrual of a loss
under FAS 5 are met, an institution should
maintain and report as a separate liability
account, an allowance that is appropriate to
cover estimated credit losses on off-balance-
sheet loan commitments, standby letters of credit,
and guarantees. In addition, recourse liability
accounts (that arise from recourse obligations on
any transfers of loans that are reported as sales
in accordance with GAAP) should be reported
in regulatory reports as liabilities that are sepa-
rate and distinct from both the ALLL and the
allowance for credit losses on off-balance-sheet
credit exposures.

When accrued interest and fees are reported
separately on an institution’s balance sheet from
the related loan balances (that is, as other
assets), the institution should maintain an appro-
priate valuation allowance, determined in accor-
dance with GAAP, for amounts that are not
likely to be collected unless management has
placed the underlying loans in nonaccrual status
and reversed previously accrued interest and
fees.?*

23. It is inappropriate to use a “standard percentage” as the
sole determinant for the amount to be reported as the ALLL on
the balance sheet. Moreover, an institution should not simply
default to a peer ratio or a “standard percentage” after
determining an appropriate level of ALLL under its method-
ology. However, there may be circumstances when an insti-
tution’s ALLL methodology and credit risk identification
systems are not reliable. Absent reliable data of its own,
management may seek data that could be used as a short-term
proxy for the unavailable information (for example, an indus-
try average loss rate for loans with similar risk characteris-
tics). This is only appropriate as a short-term remedy until the
institution creates a viable system for estimating credit losses
within its loan portfolio.

24. See the Call Report instructions for further guidance on
placing a loan in nonaccrual status.
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Responsibilities of Examiners

Examiners should assess the credit quality of an
institution’s loan portfolio, the appropriateness
of its ALLL methodology and documentation,
and the appropriateness of the reported ALLL in
the institution’s regulatory reports. In their
review and classification or grading of the loan
portfolio, examiners should consider all signifi-
cant factors that affect the collectibility of the
portfolio, including the value of any collateral.
In reviewing the appropriateness of the ALLL,
examiners should do the following:

* Consider the effectiveness of board oversight
as well as the quality of the institution’s loan
review system and management in identify-
ing, monitoring, and addressing asset quality
problems. This will include a review of the
institution’s loan review function and credit
grading system. Typically, this will involve
testing a sample of the institution’s loans. The
sample size generally varies and will depend
on the nature or purpose of the examination.?®
Evaluate the institution’s ALLL policies and
procedures and assess the methodology that
management uses to arrive at an overall esti-
mate of the ALLL, including whether man-
agement’s assumptions, valuations, and judg-
ments appear reasonable and are properly
supported. If a range of credit losses has been
estimated by management, evaluate the rea-
sonableness of the range and management’s
best estimate within the range. In making
these evaluations, examiners should ensure
that the institution’s historical loss experience
and all significant qualitative or environmen-
tal factors that affect the collectibility of the
portfolio (including changes in the quality of
the institution’s loan review function and the
other factors previously discussed) have been
appropriately considered and that manage-
ment has appropriately applied GAAP, includ-
ing FAS 114 and FAS 5.

25. In an examiner’s review of an institution’s loan review
system, the examiner’s loan classifications or credit grades
may differ from those of the institution’s loan review system.
If the examiner’s evaluation of these differences indicates
problems with the loan review system, especially when the
loan classification or credit grades assigned by the institution
are more liberal than those assigned by the examiner, the
institution would be expected to make appropriate adjust-
ments to the assignment of its loan classifications or credit
grades to the loan portfolio and to its estimated credit losses.
Furthermore, the institution would be expected to improve its
loan review system.

* Review management’s use of loss estimation
models or other loss estimation tools to ensure
that the resulting estimated credit losses are in
conformity with GAAP.

* Review the appropriateness and reasonable-
ness of the overall level of the ALLL. In
some instances this may include a quantita-
tive analysis (for example, using the types of
ratio analysis previously discussed) as a pre-
liminary check on the reasonableness of the
ALLL. This quantitative analysis should
demonstrate whether changes in the key
ratios from prior periods are reasonable
based on the examiner’s knowledge of the
collectibility of loans at the institution and its
current environment.

* Review the ALLL amount reported in the
institution’s regulatory reports and financial
statements and ensure these amounts reconcile
to its ALLL analyses. There should be no
material differences between the consolidated
loss estimate, as determined by the ALLL
methodology, and the final ALLL balance
reported in the financial statements. Inquire
about reasons for any material differences
between the results of the institution’s ALLL
analyses and the institution’s reported ALLL
to determine whether the differences can be
satisfactorily explained.

* Review the adequacy of the documentation
and controls maintained by management to
support the appropriateness of the ALLL.

* Review the interest and fee income accounts
associated with the lending process to ensure
that the institution’s net income is not mate-
rially misstated.?¢

As noted in the “Responsibilities of the Board
of Directors and Management” section of this
policy statement, when assessing the appropri-
ateness of the ALLL, it is important to recognize
that the related process, methodology, and under-
lying assumptions require a substantial degree
of management judgment. Even when an insti-
tution maintains sound loan administration and
collection procedures and an effective loan
review system and controls, its estimate of credit
losses is not a single precise amount due to the

26. As noted previously, accrued interest and fees on loans
that have been reported as part of the respective loan balances
on the institution’s balance sheet should be evaluated for
estimated credit losses. The accrual of the interest and fee
income should also be considered. Refer to GAAP and the
Call Report instructions for further guidance on income
recognition.
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wide range of qualitative or environmental fac-
tors that must be considered.

An institution’s ability to estimate credit losses
on specific loans and groups of loans should
improve over time as substantive information
accumulates regarding the factors affecting
repayment prospects. Therefore, examiners
should generally accept management’s esti-
mates when assessing the appropriateness of the
institution’s reported ALLL, and not seek adjust-
ments to the ALLL, when management has—

¢ maintained effective loan review systems and
controls for identifying, monitoring, and
addressing asset quality problems in a timely
manner;

e analyzed all significant qualitative or environ-
mental factors that affect the collectibility of
the portfolio as of the evaluation date in a
reasonable manner;

e established an acceptable ALLL evaluation
process for both individual loans and groups
of loans that meets the GAAP requirements
for an appropriate ALLL; and

e incorporated reasonable and properly sup-
ported assumptions, valuations, and judg-
ments into the evaluation process.

If the examiner concludes that the reported
ALLL level is not appropriate or determines that
the ALLL evaluation process is based on the
results of an unreliable loan review system or is
otherwise deficient, recommendations for cor-
recting these deficiencies, including any exam-
iner concerns regarding an appropriate level for
the ALLL, should be noted in the report of
examination. The examiner’s comments should
cite any departures from GAAP and any contra-
ventions of this policy statement and the 2001
policy statement, as applicable. Additional super-
visory action may also be taken based on the
magnitude of the observed shortcomings in the
ALLL process, including the materiality of any
error in the reported amount of the ALLL.

ALLL Level Reflected in Regulatory
Reports

The agencies believe that an ALLL established
in accordance with this policy statement and the

2001 policy statement, as applicable, falls within
the range of acceptable estimates determined in
accordance with GAAP. When the reported
amount of an institution’s ALLL is not appro-
priate, the institution will be required to adjust
its ALLL by an amount sufficient to bring the
ALLL reported on its Call Report to an appro-
priate level as of the evaluation date. This
adjustment should be reflected in the current
period provision or through the restatement of
prior period provisions, as appropriate in the
circumstances.

Attachment to the Policy
Statement—International Transfer
Risk Considerations

With respect to international transfer risk, an
institution with cross-border exposures should
support its determination of the appropriateness
of its ALLL by performing an analysis of the
transfer risk, commensurate with the size and
composition of the institution’s exposure to each
country. Such analyses should take into consid-
eration the following factors, as appropriate:

the institution’s loan portfolio mix for each

country (for example, types of borrowers, loan

maturities, collateral, guarantees, special credit
facilities, and other distinguishing factors);
the institution’s business strategy and its debt
management plans for each country;

each country’s balance of payments position;

each country’s level of international reserves;

e each country’s established payment perfor-
mance record and its future debt servicing
prospects;

e each country’s socio-political situation and its
effect on the adoption or implementation of
economic reforms, in particular those affect-
ing debt servicing capacity;

e each country’s current standing with multilat-

eral and official creditors;

the status of each country’s relationships with

other creditors, including institutions; and

 the most recent evaluations distributed by the
banking agencies’ Interagency Country Expo-
sure Review Committee.

Commercial Bank Examination Manual

November 2020
Page 11



Allowance for Loan and Lease Losses
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Effective date November 2020

Section 2012.3

METHODOLOGY

1. Assess the methodology used in determin-
ing the appropriate allowance for loan and
lease losses (ALLL) and consider whether it
includes portfolio segmentation and impair-
ment analysis for individually evaluated
loans. (Refer to ASC Subtopic 450-20 and
ASC Topic 310.) Determine whether the
complexity and scope of the ALLL evalua-
tion process and loan review system are
appropriate given the institution’s risk pro-
file and complexity of lending activities.
Consider the following:

 the effectiveness of the loan review
system and controls

the ability of internal data-capture and
loan-reporting systems to provide robust
and meaningful information regarding
portfolio risks
* management’s ability to evaluate loss-
estimation models before they are imple-
mented (when applicable) and to modify
model assumptions as needed
the methodology is based on a compre-
hensive, adequately documented, and
consistently applied analysis of the loan
and lease portfolio
* management promptly charges off loans,
or portions of loans, that are uncollectible
* an independent third party periodically
reviews and validates the ALLL meth-
odology
2. Evaluate the criteria management uses to
select loans for individual evaluation under
ASC Topic 310, such as
* loans or relationships above a dollar
threshold. If management uses a dollar
threshold, assess the threshold in rela-
tion to average loan balances, concen-
trations, or other factors that would
cause the loans to be more significant to
the institution;
¢ loans or relationships on the Watch List
or adversely classified Substandard or
Doubtful. If selection criteria do not
include loans rated Substandard or
Doubtful, assess the rationale for the
decision; and

* loans or relationships past due or on
nonaccrual status.

3. Determine the methodology used by man-
agement to measure impairment on loans
(within the scope of ASC Topic 310) that
are individually evaluated and determined
to be impaired, and consider whether man-
agement maintains supporting documenta-
tion for the assumptions and estimates used.
Consider whether the methodology used is
based on

» the present value of expected future
cash flows for individually evaluated
impaired loans that are not collateral
dependent;
observable market price for individually
evaluated impaired loans that are not
collateral dependent; or

* the fair value of collateral method.!

4. Evaluate the reasonableness of and support
for management’s assumptions, valuations,
and judgments used in the analysis of those
loans individually evaluated for impairment
under ASC Topic 310 and determined to be
impaired.

5. Determine how management treats?

* loans individually evaluated for impair-
ment under ASC Topic 310 that are
determined not to be impaired; and
individually evaluated loans determined
to be impaired that are measured with
zero impairment (i.e., no allowance is
established when measured for impair-
ment under ASC Topic 310).

6. Determine the basis for evaluating groups
of loans under ASC Subtopic 450-20.3

1. For Call Report purposes, the impairment of an impaired
collateral-dependent loan must be measured using the fair
value of collateral method.

2. Examiners should determine that management is appro-
priately defining impaired loans (i.e., where collection of the
full principal and interest is not expected per original contrac-
tual terms). If a loan is evaluated under ASC Topic 310 but is
not impaired by definition, it should be included in the ASC
Subtopic 450-20 evaluation. Once a loan is determined to be
impaired and is measured for impairment under ASC Topic
310, it cannot be included in a group of loans collectively
assessed for impairment under ASC Subtopic 450-20, even if
no ASC Topic 310 allowance is established.

3. Adjustments for qualitative or environmental factors,
which may be positive or negative, are typically made to
reflect current conditions and expectations as of the balance
sheet date if not otherwise captured in historical loss analysis.
The granularity of segmentation and the method used to
calculate loss rates would affect the amount of adjustment, if
any, necessary to appropriately estimate credit losses in a
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* Ensure that assets are adequately strati-
fied into groups based on one or more
risk characteristics.

Evaluate the historical loss-rate calcula-

tion for each segment.

e Review the time period and the calcu-

lation method (e.g., simple average,

weighted average) for reasonableness
and consistency.

Consider the effect of new loan products

or newly expanded markets.*

* Consider how segmentation methods
and historical loss-rate calculations
reflect qualitative or environmental fac-
tors necessary to reflect current condi-
tions and expectations.

7. Determine whether management considers
relevant qualitative and environmental fac-
tors and maintains documentation sufficient
to support material adjustments. Appropri-
ate documentation generally addresses mate-
rial factors that are likely to cause estimated
losses to differ from historical losses. Quali-
tative or environmental factors may include,
but are not limited to

 changes in lending policies and proce-
dures, such as underwriting standards
and collection, charge-off, and recovery
practices;

 changes in national and local economic
business conditions and developments,
including the condition of various mar-
ket segments;’

¢ changes in the nature and volume of the
portfolio and in the terms of loans;

* changes in the experience, ability, and
depth of lending management and staff;

* changes in the volume and severity of
past due and adversely classified loans
and in the volume of nonaccrual loans;

« changes in the quality of the loan review
system;

* changes in the value of underlying col-
lateral for collateral-dependent loans;

¢ the existence, level, and effect of con-
centrations of credit; and

segment as of the evaluation date. For example, a loss rate
calculated using a simple five-year average may require a
larger adjustment in response to changes in the credit cycle
than would a loss rate calculated using a recently weighted
quarterly average.

4. Historical loss rates for a general segment may not be
accurate for new products or loans in a new market that are
included in the general segment.

5. Credit loss and recovery experience may vary signifi-
cantly depending on the business cycle.

¢ the effect of external factors, such as
competition or legal and regulatory
requirements.

8. Determine how management estimates credit
losses on a group of loans with similar risk
characteristics when the institution does not
have any loss experience of its own for such
a loan group.®

9. Confirm that management does not include
loans measured for impairment under ASC
310 in the estimated credit losses under
ASC Subtopic 450-20, even if the ASC
Topic 310 impairment measurement
was zero.

10. If the ALLL includes an wunallocated
amount, determine whether it conforms to
generally accepted accounting principles and
is properly documented and supported.

11. Where appropriate, determine whether the
assessment of an appropriate level for the
ALLL includes an estimate of losses from
transfer risk associated with cross-border
lending activities.

12. Determine whether the ALLL evaluation
process is completed at least quarterly and
evaluate the documentation maintained to
support management’s assumptions, valua-
tions, and judgments.”

LEVEL OF THE ALLL

13. Evaluate the level of the ALLL or allow-
ances for credit loss (ACL) for loans and
leases.

14. Determine whether the ALLL or ACL for
loans and leases is appropriate based on a
review of the institution’s methodology
coupled with examination findings as they
relate to

¢ loan classifications and internal watch
list ratings;

« effectiveness and reliability of the loan
review system;

¢ level and trend of past due and nonac-
crual loans;

* historical recovery of loan charge-offs;

6. An institution may not have a loss history if the product
is new or the institution is a de novo organization.

7. Refer to the 2001 Final Interagency Policy Statement on
ALLL Methodologies and Documentation for Banks and
Savings Institutions; and the 2006 Interagency Policy State-
ment on ALLL.

November 2020
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¢ lending policies and procedures, such as
underwriting, collection, and charge-off
and recovery practices; and

¢ changes in the business cycle that neces-
sitate qualitative or environmental fac-
tor adjustments to historical loss rates.

15. Consider reviewing applicable ratios as a
preliminary check on the reasonableness of
the ALLL or ACL for loans and leases.®

¢ Evaluate trends compared to historical
experience (e.g., the relationship of the
ALLL or ACL) for loans and leases to
adversely classified or graded loans,
past due and nonaccrual loans, total
loans, and historical gross and net
charge-offs.

* Analyze changes in key ratios from
prior periods, assess the directional con-
sistency of the ALLL or ACL for loans
and leases in relation to these changes,
and assess the appropriateness and rea-
sonableness of the ALLL or ACL for
loans and leases based on the collect-

8. Ratio analysis can be a supplemental check on the
reasonableness of management’s assumptions and analysis.
However, sole use of ratio analysis is insufficient for deter-
mining an appropriate level for the ALLL or ACL for loans
and leases.

ability of the institution’s loan portfolio
in the current environment.

16. If the institution’s loan review system is

effective and the methodology for determin-
ing an appropriate ALLL or ACL for loans
and leases is acceptable, compare the result
of the institution’s methodology to the actual
ALLL or ACL for loans and leases balance.
Ensure that the ALLL or ACL amount for
loans and leases reported in the institution’s
regulatory reports and financial statements
reconciles to the ALLL or ACL analysis for
loans and leases. Assess the reasons for
material differences.

17. Assess management’s estimated credit losses,

and, if necessary, consider the need for
additional provision expenses based on
examination findings. Consider whether

* the loan review system is substantially
inaccurate;

e the institution is lending in stressed
market conditions;

e credit administration and underwriting
weaknesses have not been timely iden-
tified or addressed; or

e examination results reflect significant
loan quality deterioration.
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Effective date October 2023

Section 2013.1

OVERVIEW AND APPLICABILITY

In June 2020, the Office of the Comptroller of
the Currency, the Board of Governors of the
Federal Reserve System, the Federal Deposit
Insurance Corporation, and the National Credit
Union Administration (collectively, the agen-
cies) issued an interagency policy statement on
allowances for credit losses (ACLs) (hereafter
“policy statement”).! The agencies issued the
policy statement in response to changes to U.S.
generally accepted accounting principles (GAAP)
as promulgated by the Financial Accounting
Standards Board (FASB) in Accounting Stan-
dards Update (ASU) 2016-13, Financial
Instruments—Credit Losses (Topic 326): Mea-
surement of Credit Losses on Financial Instru-
ments and subsequent amendments issued since
June 2016. These updates are codified in
Accounting Standards Codification (ASC)
Topic 326, Financial Instruments—Credit Losses
(FASB ASC Topic 326).

The policy statement on ACLs describes the
measurement of expected credit losses under the
current expected credit losses (CECL) method-
ology and the accounting for impairment on
available-for-sale debt securities in accordance
with FASB ASC Topic 326; the design, docu-
mentation, and validation of expected credit loss
estimation processes, including the internal con-
trols over these processes; the maintenance of
appropriate ACLs; the responsibilities of boards
of directors and management; and examiner
reviews of ACLs.

FASB ASC Topic 326 replaces the incurred
loss methodology for financial assets measured
at amortized cost, net investments in leases, and
certain off-balance-sheet credit exposures, and
modifies the accounting for impairment on
available-for-sale debt securities. FASB ASC
Topic 326 applies to all banks, savings associa-
tions, credit unions, and financial institution
holding companies (collectively, institutions),
regardless of size, that file regulatory reports for
which the reporting requirements conform to
GAAP? The agencies are maintaining confor-

1. See 88 Fed. Reg. 25,479 (April 27, 2023) and SR-20-12,
“Interagency Policy Statement on Allowances for Credit
Losses.”

2. See section 37(a) of the Federal Deposit Insurance Act.
Under these statutory provisions, the accounting principles
applicable to reports or statements required to be filed by all
insured depository institutions with the federal banking agen-

mance with GAAP and consistency with FASB
ASC Topic 326 through the issuance of the
policy statement on ACLs.3

The agencies have issued guidelines establish-
ing standards for safety and soundness, includ-
ing operational and managerial standards that
address such matters as internal controls and
information systems, an internal audit system,
loan documentation, credit underwriting, asset
quality, and earnings that should be appropriate
for an institution’s size, complexity, and risk
profile.# The principles described in the policy
statement are consistent with these guidelines.

The policy statement becomes applicable to
an institution upon that institution’s adoption of
FASB ASC Topic 326.° The following policy
statements are no longer effective for an insti-
tution upon its adoption of FASB ASC Topic 326:
the December 2006 Interagency Policy State-
ment on the Allowance for Loan and Lease
Losses;® the July 2001 Policy Statement on
Allowance for Loan and Lease Losses Method-
ologies and Documentation for Banks and Sav-
ings Institutions.” The agencies will rescind the

cies (the Office of the Comptroller of the Currency (OCC), the
Board of Governors of the Federal Reserve System (Board),
and the Federal Deposit Insurance Corporation (FDIC)).

3. If the agencies determine that a particular accounting
principle within GAAP, including a private company account-
ing alternative, is inconsistent with the statutorily specified
supervisory objectives, those agencies may prescribe an
accounting principle for regulatory reporting purposes that is
no less stringent than GAAP. In such a situation, an institution
would not be permitted to use that particular private company
accounting alternative or other accounting principle within
GAAP for regulatory reporting purposes.

4. See Appendix D to 12 CFR pt. 208 which was adopted
by the Board for depository institutions pursuant to section 39
of the Federal Deposit Insurance Act. See 12 U.S.C. 1831p-1.

5. As noted in ASU 2019-10, FASB ASC Topic 326 is
effective for fiscal years beginning after December 15, 2019,
including interim periods within those fiscal years, for public
business entities that meet the definition of a Securities
Exchange Commission (SEC) filer, excluding entities eligible
to be small reporting companies as defined by the SEC. FASB
ASC Topic 326 is effective for all other entities for fiscal years
beginning after December 15, 2022, including interim periods
within those fiscal years. For all entities, early application of
FASB ASC Topic 326 is permitted as set forth in ASU
2016-13.

6. See SR-06-17. The final policy statement does not affect
Attachment 1 to the December 2006 Interagency Policy
Statement on the Allowance for Loan and Lease Losses.
Attachment 1 has been revised through a separate interagency
notice published in 85 Fed. Reg. 33,278 (June 1, 2020). See
also SR-20-13, “Interagency Guidance on Credit Risk Review
Systems.”

7. See SR-01-17.
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ALLL Policy Statements once FASB ASC
Topic 326 is effective for all institutions.

The agencies issued this Interagency Policy
Statement on Allowances for Credit Losses to
promote consistency in the interpretation and
application of FASB Accounting Standards
Update 2016-13, Financial Instruments—Credit
Losses (Topic 326): Measurement of Credit
Losses on Financial Instruments as well as the
amendments issued since June 2016.%8 These
updates are codified in ASC Topic 326, Finan-
cial Instruments—Credit Losses (FASB ASC
Topic 326). FASB ASC Topic 326 applies to all
institutions, regardless of size, that file regula-
tory reports for which the reporting require-
ments conform to U.S. GAAP.®

INTERAGENCY POLICY STATEMENT
ON ALLOWANCES FOR CREDIT
LOSSES

Purpose

The principles described in this policy statement
are consistent with GAAP, applicable regulatory

8. The FASB issued Accounting Standards Update
(ASU) 2016-13 on June 16, 2016. The following updates were
published after the issuance of ASU 2016-13: ASU 2018-19—
Codification Improvements to Topic 326, Financial
Instruments—Credit Losses; ASU 2019-04—Codification
Improvements to Topic 326, Financial Instruments—Credit
Losses, Topic 815, Derivatives and Hedging, and Topic 825,
Financial  Instruments;  ASU  2019-05—Financial
Instruments—Credit Losses (Topic 326): Targeted Transition
Relief; ASU 2019-10—Financial Instruments—Credit Losses
(Topic 326), Derivatives and Hedging (Topic 815), and Leases
(Topic 842): Effective Dates; ASU 2019-11—Codification
Improvements to Topic 326, Financial Instruments—Credit
Losses and ASU 2022-02—Financial Institutions—Credit
Losses (Topic 326): Troubled Debt Restructurings and Vintage
Disclosures. Additionally, institutions may refer to FASB
Staff Q&A-Topic 326, No. 1, Whether the Weighted-Average
Remaining Maturity Method is an Acceptable Method to
Estimate Expected Credit Losses, and FASB Staff Q&A-
Topic 326, No. 2, Developing an Estimate of Expected Credit
Losses on Financial Assets.

9. U.S. branches and agencies of foreign banking organi-
zations may choose to, but are not required to, maintain ACLs
on a branch or agency level. These institutions should refer to
the instructions for the FFIEC 002, Report of Assets and
Liabilities of U. S. Branches and Agencies of Foreign Banks;
SR-95-4, “Allowance for Loan and Lease Losses for
U.S. Branches and Agencies of Foreign Banking Organiza-
tions”; and SR-95-42, “Allowance for Loan and Lease Losses
for U.S. Branches and Agencies of Foreign Banking Organi-
zations.”

reporting requirements,'® safe and sound bank-
ing practices, and the agencies’ codified guide-
lines establishing standards for safety and sound-
ness.!!

The operational and managerial standards
included in those guidelines, which address such
matters as internal controls and information
systems, an internal audit system, loan documen-
tation, credit underwriting, asset quality, and
earnings, should be appropriate for an institu-
tion’s size and the nature, scope, and risk of its
activities.

SCOPE

This policy statement describes the CECL meth-
odology for determining the ACLs applicable to
loans held-for-investment, net investments in
leases, and held-to-maturity debt securities
accounted for at amortized cost.'? It also
describes the estimation of the ACL for an
available-for-sale debt security in accordance
with FASB ASC Subtopic 326-30. This policy
statement does not address or supersede existing
agency requirements or guidance regarding
appropriate due diligence in connection with the
purchase or sale of assets or determining whether
assets are permissible to be purchased or held by
institutions.!3

10. For FDIC-insured depository institutions, section 37(a)
of the Federal Deposit Insurance Act (12 U.S.C. 1831n(a))
states that, in general, the accounting principles applicable to
the Consolidated Reports of Condition and Income (Call
Report) “shall be uniform and consistent with generally
accepted accounting principles.”

11. FDIC-insured depository institutions should refer to the
Interagency Guidelines Establishing Standards for Safety and
Soundness adopted by their primary federal regulator pursuant
to section 39 of the Federal Deposit Insurance Act
(12 US.C. 1831p-1): For state member banks, see Appen-
dix D to 12 CFR pt. 208.

12. FASB ASC Topic 326 defines the amortized cost basis
as the amount at which a financing receivable or investment is
originated or acquired, adjusted for applicable accrued inter-
est, accretion, or amortization of premium, discount, and net
deferred fees or costs, collection of cash, write-offs, foreign
exchange, and fair value hedge accounting adjustments.

13. See the final guidance attached to SR-12-15, “Investing
in Securities without Reliance on Nationally Recognized
Statistical Rating Organization Ratings.” Under the Federal
Reserve Act (12 US.C. 335) and the Federal Reserve’s
Regulation H (12 CFR 208.21), state member banks are
subject to the same limitations and conditions with respect to
the purchasing, selling, underwriting, and holding of invest-
ment securities and stock as national banks under the National
Banking Act (12 U.S.C. 24 (Seventh)). Therefore, when
investing in securities, state member banks must comply with
the provisions of the National Banking Act and the OCC
regulations in 12 CFR pt. 1.
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The CECL methodology described in FASB
ASC Topic 326 applies to financial assets mea-
sured at amortized cost, net investments in
leases, and off-balance-sheet credit exposures
(collectively, financial assets) including

financing receivables, such as loans held-for-
investment;

overdrawn deposit accounts (i.e., overdrafts)
that are reclassified as held-for-investment
loans;

* held-to-maturity debt securities;

receivables that result from revenue transac-
tions within the scope of Topic 606 on rev-
enue from contracts with customers and
Topic 610 on other income, which applies, for
example, to the sale of foreclosed real estate;
reinsurance recoverables that result from insur-
ance transactions within the scope of Topic 944
on insurance;

receivables related to repurchase agreements
and securities lending agreements within the
scope of Topic 860 on transfers and servicing;
net investments in leases recognized by a
lessor in accordance with Topic 842 on leases;
and

e off-balance-sheet credit exposures, including
off-balance-sheet loan commitments, standby
letters of credit, and financial guarantees not
accounted for as insurance, and other similar
instruments except for those within the scope
of Topic 815 on derivatives and hedging.

The CECL methodology does not apply to the
following financial assets:

e financial assets measured at fair value through
net income, including those assets for which
the fair value option has been elected;

* available-for-sale debt securities;'4

¢ loans held-for-sale;

* policy loan receivables of an insurance entity;

* loans and receivables between entities under
common control; and

* receivables arising from operating leases.

14. Refer to FASB ASC Subtopic 326-30, Financial
Instruments—Credit Losses—Available-for-Sale Debt Securi-
ties (FASB ASC Subtopic 326-30).

MEASUREMENT OF ACLs FOR
LOANS, LEASES, HELD-TO-
MATURITY DEBT SECURITIES, AND
OFF-BALANCE-SHEET CREDIT
EXPOSURES

Overview of ACLs

An ACL is a valuation account that is deducted
from, or added to, the amortized cost basis of
financial assets to present the net amount
expected to be collected over the contractual
term of the assets.!5 In estimating the net amount
expected to be collected, management should
consider the effects of past events, current con-
ditions, and reasonable and supportable fore-
casts on the collectibility of the institution’s
financial assets.!® FASB ASC Topic 326 requires
management to use relevant forward-looking
information and expectations drawn from rea-
sonable and supportable forecasts when estimat-
ing expected credit losses.

ACLs are evaluated as of the end of each
reporting period. The methods used to deter-
mine ACLs generally should be applied consis-
tently over time and reflect management’s cur-
rent expectations of credit losses. Changes to
ACLs resulting from these periodic evaluations
are recorded through increases or decreases to
the related provisions for credit losses (PCLs).
When available information confirms that spe-
cific loans, securities, other assets, or portions
thereof, are uncollectible, these amounts should
be promptly written off against the related
ACLs."7

15. Consistent with FASB ASC Topic 326, an institution’s
determination of the contractual term should reflect the
financial asset’s contractual life adjusted for prepayments, and
renewal and extension options that are not unconditionally
cancellable by the institution. For more information, see the
“Contractual Term of a Financial Asset” section in this policy
statement.

16. Recoveries are a component of management’s estima-
tion of the net amount expected to be collected for a financial
asset. Expected recoveries of amounts previously written off
or expected to be written off that are included in ACLs may
not exceed the aggregate amounts previously written off or
expected to be written off. In some circumstances, the ACL
for a specific portfolio or loan may be negative because the
amount expected to be collected, including expected recover-
ies, exceeds the financial asset’s amortized cost basis.

17. Consistent with FASB ASC Topic 326, this policy
statement uses the verbs “write off” and “written off”” and the
noun “write-off.” These terms are used interchangeably with
“charge off,” “charged off,” and “charge-off,” respectively, in
the agencies’ regulations, guidance, and regulatory reporting
instructions.
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Estimating appropriate ACLs involves a high
degree of management judgment and is inher-
ently imprecise. An institution’s process for
determining appropriate ACLs may result in a
range of estimates for expected credit losses. An
institution should support and record its best
estimate within the range of expected credit
losses.

Collective Evaluation of Expected
Losses

FASB ASC Topic 326 requires expected losses
to be evaluated on a collective, or pool, basis
when financial assets share similar risk charac-
teristics. Financial assets may be segmented
based on one characteristic, or a combination of
characteristics.

Examples of risk characteristics relevant to
this evaluation include, but are not limited to

internal or external credit scores or credit
ratings;

risk ratings or classifications;
financial asset type;
collateral type;

* size;

effective interest rate;

* term;

geographical location;
industry of the borrower; and
* vintage.

Other risk characteristics that may be relevant
for segmenting held-to-maturity debt securities
include issuer, maturity, coupon rate, yield, pay-
ment frequency, source of repayment, bond
payment structure, and embedded options.

FASB ASC Topic 326 does not prescribe a
process for segmenting financial assets for col-
lective evaluation. Therefore, management should
exercise judgment when establishing appropri-
ate segments or pools. Management should
evaluate financial asset segmentation on an ongo-
ing basis to determine whether the financial
assets in the pool continue to share similar risk
characteristics. If a financial asset ceases to
share risk characteristics with other assets in its
segment, it should be moved to a different
segment with assets sharing similar risk charac-
teristics if such a segment exists.

If a financial asset does not share similar risk
characteristics with other assets, expected credit

losses for that asset should be evaluated indi-
vidually. Individually evaluated assets should
not be included in a collective assessment of
expected credit losses.

Estimation Methods for Expected
Credit Losses

FASB ASC Topic 326 does not require the use
of a specific loss estimation method for purposes
of determining ACLs. Various methods may be
used to estimate the expected collectibility of
financial assets, with those methods generally
applied consistently over time. The same loss
estimation method does not need to be applied
to all financial assets. Management is not pre-
cluded from selecting a different method when it
determines the method will result in a better
estimate of ACLs.

Management may use a loss-rate method,'s
probability of default/loss given default (PD/
LGD) method, roll-rate method, discounted cash
flow method, a method that uses aging sched-
ules, or another reasonable method to estimate
expected credit losses. The selected method(s)
should be appropriate for the financial assets
being evaluated, consistent with the institution’s
size and complexity.

Contractual Term of a Financial Asset

FASB ASC Topic 326 requires an institution to
measure estimated expected credit losses over
the contractual term of its financial assets, con-
sidering expected prepayments. Renewals, exten-
sions, and modifications are excluded from the
contractual term of a financial asset for purposes
of estimating the ACL unless the renewal and
extension options are part of the original or
modified contract and are not unconditionally
cancellable by the institution. If such renewal or
extension options are present, management must
evaluate the likelihood of a borrower exercising
those options when determining the contractual
term.

18. Various loss-rate methods may be used to estimate
expected credit losses under the current expected credit loss
methodology. These include the weighted-average-remaining-
maturity method, vintage analysis, and the snapshot or open
pool method.
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Historical Loss Information

Historical loss information generally provides a
basis for an institution’s assessment of expected
credit losses. Historical loss information may be
based on internal information, external informa-
tion, or a combination of both. Management
should consider whether the historical loss infor-
mation may need to be adjusted for differences
in current asset specific characteristics such as
differences in underwriting standards, portfolio
mix, or when historical asset terms do not reflect
the contractual terms of the financial assets
being evaluated as of the reporting date.
Management should then consider whether
further adjustments to historical loss informa-
tion are needed to reflect the extent to which
current conditions and reasonable and support-
able forecasts differ from the conditions that
existed during the historical loss period. Adjust-
ments to historical loss information may be
quantitative or qualitative in nature and should
reflect changes to relevant data (such as changes
in unemployment rates, delinquency, or other
factors associated with the financial assets).

Reasonable and Supportable Forecasts

When estimating expected credit losses, FASB
ASC Topic 326 requires management to con-
sider forward-looking information that is both
reasonable and supportable and relevant to
assessing the collectibility of cash flows. Rea-
sonable and supportable forecasts may extend
over the entire contractual term of a financial
asset or a period shorter than the contractual
term. FASB ASC Topic 326 does not prescribe
a specific method for determining reasonable
and supportable forecasts nor does it include
bright lines for establishing a minimum or
maximum length of time for reasonable and
supportable forecast period(s). Judgment is nec-
essary in determining an appropriate period(s)
for each institution. Reasonable and supportable
forecasts may vary by portfolio segment or
individual forecast input. These forecasts may
include data from internal sources, external
sources, or a combination of both. Management
is not required to search for all possible infor-
mation nor incur undue cost and effort to collect
data for its forecasts. However, reasonably avail-
able and relevant information should not be
ignored in assessing the collectibility of cash

flows. Management should evaluate the appro-
priateness of the reasonable and supportable
forecast period(s) each reporting period, consis-
tent with other inputs used in the estimation of
expected credit losses.

Institutions may develop reasonable and sup-
portable forecasts by using one or more eco-
nomic scenarios. FASB ASC Topic 326 does not
require the use of multiple economic scenarios;
however, institutions are not precluded from
considering multiple economic scenarios when
estimating expected credit losses.

Reversion

When the contractual term of a financial asset
extends beyond the reasonable and supportable
period, FASB ASC Topic 326 requires reverting
to historical loss information, or an appropriate
proxy, for those periods beyond the reasonable
and supportable forecast period (often referred
to as the reversion period). Management may
revert to historical loss information for each
individual forecast input or based on the entire
estimate of loss.

FASB ASC Topic 326 does not require the
application of a specific reversion technique or
use of a specific reversion period. Reversion to
historical loss information may be immediate,
occur on a straight-line basis, or use any sys-
tematic, rational method. Management may
apply different reversion techniques depending
on the economic environment or the financial
asset portfolio. Reversion techniques are not
accounting policy elections and should be evalu-
ated for appropriateness each reporting period,
consistent with other inputs used in the estima-
tion of expected credit losses.

FASB ASC Topic 326 does not specify the
historical loss information that is used in the
reversion period. This historical loss informa-
tion may be based on long-term average losses
or on losses that occurred during a particular
historical period(s). Management may use mul-
tiple historical periods that are not sequential.
Management should not adjust historical loss
information for existing economic conditions or
expectations of future economic conditions for
periods beyond the reasonable and supportable
period. However, management should consider
whether the historical loss information may
need to be adjusted for differences in current
asset specific characteristics, such as differences
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in underwriting standards, portfolio mix, or
when historical asset terms do not reflect the
contractual terms of the financial assets being
evaluated as of the reporting date.

Qualitative Factor Adjustments

The estimation of ACLs should reflect consid-
eration of all significant factors relevant to the
expected collectibility of the institution’s finan-
cial assets as of the reporting date. Management
may begin the expected credit loss estimation
process by determining its historical loss infor-
mation or obtaining reliable and relevant histori-
cal loss proxy data for each segment of financial
assets with similar risk characteristics. Histori-
cal credit losses (or even recent trends in losses)
generally do not, by themselves, form a suffi-
cient basis to determine the appropriate levels
for ACLs.

Management should consider the need to
qualitatively adjust expected credit loss esti-
mates for information not already captured in
the loss estimation process. These qualitative
factor adjustments may increase or decrease
management’s estimate of expected credit losses.
Adjustments should not be made for information
that has already been considered and included in
the loss estimation process.

Management should consider the qualitative
factors that are relevant to the institution as of
the reporting date, which may include, but are
not limited to

e the nature and volume of the institution’s
financial assets;

* the existence, growth, and effect of any con-
centrations of credit;

* the volume and severity of past due financial
assets, the volume of nonaccrual assets, and
the volume and severity of adversely classi-
fied or graded assets;!?

19. For banks and savings associations, adversely classi-
fied or graded loans are loans rated “substandard” (or its
equivalent) or worse under the institution’s loan classification
system. For credit unions, adversely graded loans are loans
included in the more severely graded categories under the
institution’s credit grading system, i.e., those loans that tend to
be included in the credit union’s “watch lists.” Criteria related
to the classification of an investment security may be found in
the interagency policy statement Uniform Agreement on the
Classification and Appraisal of Securities Held by Depository
Institutions issued by the FDIC, Board, and OCC in Octo-
ber 2013. See SR-13-18.

* the value of the underlying collateral for loans
that are not collateral-dependent;2°

e the institution’s lending policies and proce-

dures, including changes in underwriting stan-

dards and practices for collections, write-offs,

and recoveries;

the quality of the institution’s credit review

function;

* the experience, ability, and depth of the insti-

tution’s lending, investment, collection, and

other relevant management and staff;

the effect of other external factors, such as the

regulatory, legal, and technological environ-

ments; competition; and events, such as natu-

ral disasters; and

actual and expected changes in international,

national, regional, and local economic and

business conditions and developments in which

the institution operates that affect the collect-

ibility of financial assets.?!

Management may consider the following addi-
tional qualitative factors specific to held-to-
maturity debt securities as of the reporting
date:?2

 the effect of recent changes in investment
strategies and policies;

» the existence and effect of loss allocation

methods, the definition of default, the impact

of performance and market value triggers, and

credit and liquidity enhancements associated

with debt securities;

the effect of structural subordination and col-

lateral deterioration on tranche performance

of debt securities;

the quality of underwriting for any collateral

backing debt securities; and

the effect of legal covenants associated with

debt securities.

20. See the “Collateral-Dependent Financial Assets” sec-
tion of this policy statement for more information on collateral-
dependent loans.

21. Changes in economic and business conditions and
developments included in qualitative factor adjustments are
limited to those that affect the collectibility of an institution’s
financial assets and are relevant to the institution’s financial
asset portfolios. For example, an economic factor for current
or forecasted unemployment at the national or state level may
indicate a strong job market based on low national or state
unemployment rates, but a local unemployment rate, which
may be significantly higher, for example, because of the actual
or forecasted loss of a major local employer may be more
relevant to the collectibility of an institution’s financial assets.

22. This list is not all-inclusive, and all of the factors listed
may not be relevant to all institutions.

November 2020
Page 6

Commercial Bank Examination Manual


https://www.federalreserve.gov/supervisionreg/srletters/sr1318.htm

Allowance for Credit Losses

2013.1

Changes in the level of an institution’s ACLs
may not always be directionally consistent with
changes in the level of qualitative factor adjust-
ments due to the incorporation of reasonable and
supportable forecasts in estimating expected
losses. For example, if improving credit quality
trends are evident throughout an institution’s
portfolio in recent years, but management’s
evaluation of reasonable and supportable fore-
casts indicates expected deterioration in credit
quality of the institution’s financial assets during
the forecast period, the ACL as a percentage of
the portfolio may increase.

Collateral-Dependent Financial Assets

FASB ASC Topic 326 describes a collateral-
dependent asset as a financial asset for which the
repayment is expected to be provided substan-
tially through the operation or sale of the col-
lateral when the borrower, based on manage-
ment’s assessment, is experiencing financial
difficulty as of the reporting date. For regulatory
reporting purposes, the ACL for a collateral-
dependent loan is measured using the fair value
of collateral, regardless of whether foreclosure
is probable.?3

When estimating the ACL for a collateral-
dependent loan, FASB ASC Topic 326 requires
the fair value of collateral to be adjusted to
consider estimated costs to sell if repayment or
satisfaction of the loan depends on the sale of
the collateral. ACL adjustments for estimated
costs to sell are not appropriate when the repay-
ment of a collateral-dependent loan is expected
from the operation of the collateral.

The fair value of collateral securing a
collateral-dependent loan may change over time.
If the fair value of the collateral as of the ACL
evaluation date has decreased since the previous

23. The agencies, at times, prescribe specific regulatory
reporting requirements that fall within a range of acceptable
practice under GAAP. These specific reporting requirements,
such as the requirement for institutions to apply the practical
expedient in ASC 326-20-35-5 for collateral-dependent loans,
regardless of whether foreclosure is probable, have been
adopted to achieve safety and soundness and other public
policy objectives and to ensure comparability among institu-
tions. The regulatory reporting requirement to apply the
practical expedient for collateral-dependent financial assets is
consistent with the agencies’ long-standing practice for
collateral-dependent loans, and it continues to be limited to
collateral-dependent loans. It does not apply to other financial
assets such as held-to-maturity debt securities that are
collateral-dependent.

ACL evaluation date, the ACL should be
increased to reflect the additional decrease in the
fair value of the collateral. Likewise, if the fair
value of the collateral has increased as of the
ACL evaluation date, the increase in the fair
value of the collateral is reflected through a
reduction in the ACL. Any negative ACL that
results is capped at the amount previously writ-
ten off. Changes in the fair value of collateral
described herein should be supported and docu-
mented through recent appraisals or evalua-
tions.>*

Purchased Credit-Deteriorated Assets

FASB ASC Topic 326 introduces the concept of
purchased credit-deteriorated (PCD) assets. PCD
assets are acquired financial assets that, at acqui-
sition, have experienced more-than-insignificant
deterioration in credit quality since origination.
FASB ASC Topic 326 does not provide a
prescriptive definition of more-than-insignificant
credit deterioration. The acquiring institution’s
management should establish and document a
reasonable process to consistently determine
what constitutes a more-than-insignificant dete-
rioration in credit quality.

‘When recording the acquisition of PCD assets,
the amount of expected credit losses as of the
acquisition date is added to the purchase price of
the financial assets rather than recording these
losses through PCLs. This establishes the amor-
tized cost basis of the PCD assets. Any differ-
ence between the unpaid principal balance of the
PCD assets and the amortized cost basis of the
assets as of the acquisition date is the non-credit
discount or premium. The initial ACL and
non-credit discount or premium determined on a
collective basis at the acquisition date are allo-
cated to the individual PCD assets.

After acquisition, ACLs for PCD assets should
be adjusted at each reporting date with a corre-
sponding debit or credit to the PCLs to reflect
management’s current estimate of expected credit
losses. The non-credit discount recorded at acqui-
sition will be accreted into interest income over

24. For more information on regulatory expectations related
to the use of appraisals and evaluations, see the “Interagency
Appraisal and Evaluation Guidelines” (SR-10-16) published
on December 10, 2010. Insured depository institutions should
also refer to the interagency regulations on appraisals adopted
by their primary federal regulator. For state member banks,
see 12 CFR pts. 208 and 225.
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the remaining life of the PCD assets on a
level-yield basis.

Financial Assets with Collateral
Maintenance Agreements

Institutions may have financial assets that are
secured by collateral (such as debt securities)
and are subject to collateral maintenance agree-
ments requiring the borrower to continuously
replenish the amount of collateral securing the
asset. If the fair value of the collateral declines,
the borrower is required to provide additional
collateral as specified by the agreement.

FASB ASC Topic 326 includes a practical
expedient for financial assets with collateral
maintenance agreements where the borrower is
required to provide collateral greater than or
equal to the amortized cost basis of the asset and
is expected to continuously replenish the collat-
eral. In those cases, management may elect the
collateral maintenance practical expedient and
measure expected credit losses for these quali-
fying assets based on the fair value of the
collateral.?> If the fair value of the collateral is
greater than the amortized cost basis of the
financial asset and management expects the
borrower to replenish collateral as needed, man-
agement may record an ACL of zero for the
financial asset when the collateral maintenance
practical expedient is applied. Similarly, if the
fair value of the collateral is less than the
amortized cost basis of the financial asset and
management expects the borrower to replenish
collateral as needed, the ACL is limited to the
difference between the fair value of the collat-
eral and the amortized cost basis of the asset as
of the reporting date when applying the collat-
eral maintenance practical expedient.

Accrued Interest Receivable

FASB ASC Topic 326 includes accrued interest
receivable in the amortized cost basis of a
financial asset. As a result, accrued interest
receivable is included in the amounts for which

25. For example, an institution enters into a reverse repur-
chase agreement with a collateral maintenance agreement.
Management may not need to record the expected credit
losses at each reporting date as long as the fair value of the
security collateral is greater than the amortized cost basis of
the reverse repurchase agreement. Refer to ASC 326-20-55-46
for more information.

ACLs are estimated. Generally, any accrued
interest receivable that is not collectible is writ-
ten off against the related ACL.

FASB ASC Topic 326 permits a series of
independent accounting policy elections related
to accrued interest receivable that alter the
accounting treatment described in the preceding
paragraph. These elections are made upon adop-
tion of FASB ASC Topic 326 and may differ by
class of financing receivable or major security-
type level. The available accounting policy elec-
tions?¢ are

* management may elect not to measure ACLs
for accrued interest receivable if uncollectible
accrued interest is written off in a timely
manner. Management should define and docu-
ment its definition of a timely write-off.

* management may elect to write off accrued
interest receivable by either reversing interest
income, recognizing the loss through PCLs, or
through a combination of both methods.

* management may elect to separately present
accrued interest receivable from the associ-
ated financial asset in its regulatory reports
and financial statements, if applicable. The
accrued interest receivable is presented net of
ACLs (if any).

Financial Assets with Zero Credit
Loss Expectations

There may be certain financial assets for which
the expectation of credit loss is zero after
evaluating historical loss information, making
necessary adjustments for current conditions
and reasonable and supportable forecasts, and
considering any collateral or guarantee arrange-
ments that are not free-standing contracts. Fac-
tors to consider when evaluating whether expec-
tations of zero credit loss are appropriate may
include, but are not limited to

¢ a long history of zero credit loss;
* a financial asset that is fully secured by cash
or cash equivalents;

26. The accounting policy elections related to accrued
interest receivable that are described in this paragraph also
apply to accrued interest receivable for an available-for-sale
debt security that, for purposes of identifying and measuring
an impairment, exclude the applicable accrued interest from
both the fair value and amortized cost basis of the securities.
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* high credit ratings from rating agencies with
no expected future downgrade;?’

e principal and interest payments that are guar-
anteed by the U.S. government;

* The issuer, guarantor, or sponsor can print its
own currency and the currency is held by
other central banks as reserve currency; and

* The interest rate on the security is recognized
as a risk-free rate.

A loan that is fully secured by cash or cash
equivalents, such as certificates of deposit issued
by the lending institution, would likely have
zero credit loss expectations. Similarly, the guar-
anteed portion of a U.S. Small Business Admin-
istration (SBA) loan or security purchased on
the secondary market through the SBA’s fiscal
and transfer agent would likely have zero credit
loss expectations if these financial assets are
unconditionally guaranteed by the U.S. govern-
ment. Examples of held-to-maturity debt secu-
rities that may result in expectations of zero
credit loss include U.S. Treasury securities as
well as mortgage-backed securities issued and
guaranteed by the Government National Mort-
gage Association, the Federal Home Loan Mort-
gage Corporation, and the Federal National
Mortgage Association. Assumptions related to
zero credit loss expectations should be included
in the institution’s ACL documentation.

Estimated Credit Losses for
Off-Balance-Sheet Credit Exposures

FASB ASC Topic 326 requires that an institu-
tion estimate expected credit losses for off-
balance-sheet credit exposures within the scope
of FASB ASC Topic 326 over the contractual
period during which the institution is exposed to
credit risk. The estimate of expected credit
losses should take into consideration the likeli-
hood that funding will occur as well as the
amount expected to be funded over the esti-
mated remaining contractual term of the off-
balance-sheet credit exposures. Management
should not record an estimate of expected credit
losses for off-balance-sheet exposures that are
unconditionally cancellable by the issuer.

27. Management should not rely solely on credit rating
agencies but should also make its own assessment based on
third party research, default statistics, and other data that may
indicate a decline in credit rating.

Management must evaluate expected credit
losses for off-balance-sheet credit exposures as
of each reporting date. While the process for
estimating expected credit losses for these expo-
sures is similar to the one used for on-balance-
sheet financial assets, these estimated credit
losses are not recorded as part of the ACLs
because cash has not yet been disbursed to fund
the contractual obligation to extend credit.
Instead, these loss estimates are recorded as a
liability, separate and distinct from the ACLs.?8
The amount needed to adjust the liability for
expected credit losses for off-balance-sheet credit
exposures as of each reporting date is reported
in net income.

MEASUREMENT OF THE ACL FOR
AVAILABLE-FOR-SALE DEBT
SECURITIES

FASB ASC Subtopic 326-30, Financial
Instruments—Credit Losses—Available-for-Sale
Debt Securities (FASB ASC Subtopic 326-30)
describes the accounting for expected credit
losses associated with available-for-sale debt
securities. Credit losses for available-for-sale
debt securities are evaluated as of each reporting
date when the fair value is less than amortized
cost. FASB ASC Subtopic 326-30 requires credit
losses to be calculated individually, rather than
collectively, using a discounted cash flow
method, through which management compares
the present value of expected cash flows with
the amortized cost basis of the security. An ACL
is established, with a charge to the PCL, to
reflect the credit loss component of the decline
in fair value below amortized cost. If the fair
value of the security increases over time, any
ACL that has not been written off may be
reversed through a credit to the PCL. The ACL
for an available-for-sale debt security is limited
by the amount that the fair value is less than the
amortized cost, which is referred to as the fair
value floor.

If management intends to sell an available-
for-sale debt security or will more likely than
not be required to sell the security before recov-
ery of the amortized cost basis, the security’s
ACL should be written off and the amortized

28. The ACL associated with off-balance-sheet credit expo-
sures is included in the “Allowance for credit losses on
off-balance-sheet credit exposures” in Schedule RC-G—Other
Liabilities in the Call Report.
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cost basis of the security should be written down
to its fair value at the reporting date with any
incremental impairment reported in income.

A change during the reporting period in the
non-credit component of any decline in fair
value below amortized cost on an available-for-
sale debt security is reported in other compre-
hensive income, net of applicable income taxes.?®

When evaluating impairment for available-
for-sale debt securities, management may evalu-
ate the amortized cost basis including accrued
interest receivable, or may evaluate the accrued
interest receivable separately from the remain-
ing amortized cost basis. If evaluated separately,
accrued interest receivable is excluded from
both the fair value of the available-for-sale debt
security and its amortized cost basis.3¢

DOCUMENTATION STANDARDS

For financial and regulatory reporting purposes,
ACLs and PCLs must be determined in accor-
dance with GAAP. ACLs and PCLs should be
well documented, with clear explanations of the
supporting analyses and rationale. Sound poli-
cies, procedures, and control systems should be
appropriately tailored to an institution’s size and
complexity, organizational structure, business
environment and strategy, risk appetite, financial
asset characteristics, loan administration proce-
dures, investment strategy, and management
information systems.3! Maintaining, analyzing,
supporting, and documenting appropriate ACLs
and PCLs in accordance with GAAP is consis-
tent with safe and sound banking practices.
The policies and procedures governing an
institution’s ACL processes and the controls
over these processes should be designed, imple-
mented, and maintained to reasonably estimate
expected credit losses for financial assets and
off-balance-sheet credit exposures as of the

29. Non-credit impairment on an available-for-sale debt
security that is not required to be recorded through the ACL
should be reported in other comprehensive income as described
in ASC 326-30-35-2.

30. The accounting policy elections described in the
“Accrued Interest Receivable” section of this policy statement
apply to accrued interest receivable recorded for an available-
for-sale debt security if an institution excludes applicable
accrued interest receivable from both the fair value and
amortized cost basis of the security for purposes of identifying
and measuring impairment.

31. Management often documents policies, procedures,
and controls related to ACLs in accounting or credit risk
management policies, or a combination thereof.

reporting date. The policies and procedures
should describe management’s processes for
evaluating the credit quality and collectibility of
financial asset portfolios, including reasonable
and supportable forecasts about changes in the
credit quality of these portfolios, through a
disciplined and consistently applied process that
results in an appropriate estimate of the ACLs.
Management should review and, as needed,
revise the institution’s ACL policies and proce-
dures at least annually, or more frequently if
necessary.

An institution’s policies and procedures for
the systems, processes, and controls necessary
to maintain appropriate ACLs should address,
but not be limited to

e processes that support the determination and
maintenance of appropriate levels for ACLs
that are based on a comprehensive, well-
documented, and consistently applied analysis
of an institution’s financial asset portfolios
and off-balance-sheet credit exposures. The
analyses and loss estimation processes used
should consider all significant factors that
affect the credit risk and collectibility of the
financial asset portfolios;

* the roles, responsibilities, and segregation of
duties of the institution’s senior management
and other personnel who provide input into
ACL processes, determine ACLs, or review
ACLs. These departments and individuals may
include accounting, financial reporting, trea-
sury, investment management, lending, spe-
cial asset or problem loan workout teams,
retail collections and foreclosure groups, credit
review, model risk management, internal audit,
and others, as applicable. Individuals with
responsibilities related to the estimation of
ACLs should be competent and well-trained,
with the ability to escalate material issues;
processes for determining the appropriate his-
torical period(s) to use as the basis for esti-
mating expected credit losses and approaches
for adjusting historical credit loss information
to reflect differences in asset specific charac-
teristics as well as current conditions and
reasonable and supportable forecasts that are
different from conditions existing in the his-
torical period(s);

processes for determining and revising the

appropriate techniques and periods to revert to

historical credit loss information when the
contractual term of a financial asset or off-
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balance-sheet credit exposure extends beyond
the reasonable and supportable forecast
period(s);
processes for segmenting financial assets for
estimating expected credit losses and periodi-
cally evaluating the segments to determine
whether the assets continue to share similar
risk characteristics;
data capture and reporting systems that supply
the quality and breadth of relevant and reliable
information necessary, whether obtained inter-
nally or externally, to support and document
the estimates of appropriate ACLs for regula-
tory reporting requirements and, if applicable,
financial statement and disclosure require-
ments;
the description of the institution’s systematic
and logical loss estimation process(es) for
determining and consolidating expected credit
losses to ensure that the ACLs are recorded in
accordance with GAAP and regulatory report-
ing requirements. This may include, but is not
limited to

— management’s judgments, accounting pol-
icy elections, and application of practical
expedients in determining the amount of
expected credit losses;

— the process for determining when a loan is
collateral-dependent;

— the process for determining the fair value
of collateral, if any, used as an input when
estimating the ACL, including the basis
for making any adjustments to the market
value conclusion and how costs to sell, if
applicable, are calculated;

— the process for determining when a finan-
cial asset has zero credit loss expectations;

— the process for determining expected credit
losses when a financial asset has a collat-
eral maintenance provision; and

— adescription of and support for qualitative
factors that affect collectibility of financial
assets;

procedures for validating and independently

reviewing the loss estimation process as well

as any changes to the process from prior
periods;

policies and procedures for the prompt write-

off of financial assets, or portions of financial

assets, when available information confirms
the assets to be uncollectible, consistent with
regulatory reporting requirements; and

e the systems of internal controls used to con-

firm that the ACL processes are maintained
and periodically adjusted in accordance with

GAAP and interagency guidelines establish-
ing standards for safety and soundness.

Internal control systems for the ACL estima-
tion processes should

e provide reasonable assurance regarding the
relevance, reliability, and integrity of data and
other information used in estimating expected
credit losses;

e provide reasonable assurance of compliance
with laws, regulations, and the institution’s
policies and procedures;

 provide reasonable assurance that the institu-
tion’s financial statements are prepared in
accordance with GAAP, and the institution’s
regulatory reports are prepared in accordance
with the applicable instructions;

e include a well-defined and effective loan
review and grading process that is consistently
applied and identifies, measures, monitors,
and reports asset quality problems in an accu-
rate, sound and timely manner. The loan
review process should respond to changes in
internal and external factors affecting the level
of credit risk in the portfolio; and

e include a well-defined and effective process
for monitoring credit quality in the debt secu-
rities portfolio.

ANALYZING AND VALIDATING THE
OVERALL MEASUREMENT OF ACLs

To ensure that ACLs are presented fairly, in
accordance with GAAP and regulatory reporting
requirements, and are transparent for regulatory
examinations, management should document its
measurements of the amounts of ACLs reported
in regulatory reports and financial statements, if
applicable, for each type of financial asset (e.g.,
loans, held-to-maturity debt securities, and
available-for-sale debt securities) and for off-
balance-sheet credit exposures. This documen-
tation should include ACL calculations, qualita-
tive adjustments, and any adjustments to the
ACLs that are required as part of the internal
review and challenge process. The board of
directors, or a committee thereof, should review
management’s assessments of and justifications
for the reported amounts of ACLs.

Various techniques are available to assist
management in analyzing and evaluating the
ACLs. For example, comparing estimates of
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expected credit losses to actual write-offs in
aggregate, and by portfolio, may enable man-
agement to assess whether the institution’s loss
estimation process is sufficiently designed.??
Further, comparing the estimate of ACLs to
actual write-offs at the financial asset portfolio
level allows management to analyze changing
portfolio characteristics, such as the volume of
assets or increases in write-off rates, which may
affect future forecast adjustments. Techniques
applied in these instances do not have to be
complex to be effective but, if used, should be
commensurate with the institution’s size and
complexity.

Ratio analysis may also be useful for evalu-
ating the overall reasonableness of ACLs. Ratio
analysis assists in identifying divergent or emerg-
ing trends in the relationship of ACLs to other
factors, such as adversely classified or graded
loans, past due and nonaccrual loans, total loans,
historical gross write-offs, net write-offs, and
historic delinquency and default trends for secu-
rities.

Comparing the institution’s ACLs to those of
peer institutions may provide management with
limited insight into management’s own ACL
estimates. Management should apply caution
when performing peer comparisons as there may
be significant differences among peer institu-
tions in the mix of financial asset portfolios,
reasonable and supportable forecast period
assumptions, reversion techniques, the data used
for historical loss information, and other factors.

When used prudently, comparisons of esti-
mated expected losses to actual write-offs, ratio
analysis, and peer comparisons can be helpful as
a supplemental check on the reasonableness of
management’s assumptions and analyses.
Because appropriate ACLs are institution-
specific estimates, the use of comparisons does
not eliminate the need for a comprehensive
analysis of financial asset portfolios and the
factors affecting their collectibility.

When an appropriate expected credit loss
framework has been used to estimate expected
credit losses, it is inappropriate for the board of
directors or management to make further adjust-

32. Institutions using models in the loss estimation process
may incorporate a qualitative factor adjustment in the estimate
of expected credit losses to capture the variance between
modeled credit loss expectations and actual historical losses
when the model is still considered predictive and fit for use.
Institutions should monitor this variance, as well as changes to
the variance, to determine if the variance is significant or
material enough to warrant further changes to the model.

ments to ACLs for the sole purpose of reporting
ACLs that correspond to a peer group median, a
target ratio, or a budgeted amount. Additionally,
neither the board of directors nor management
should further adjust ACLs beyond what has
been appropriately measured and documented in
accordance with FASB ASC Topic 326.

After analyzing ACLs, management should
periodically validate the loss estimation process,
and any changes to the process, to confirm that
the process remains appropriate for the institu-
tion’s size, complexity, and risk profile. The
validation process should include procedures for
review by a party with appropriate knowledge,
technical expertise, and experience who is inde-
pendent of the institution’s credit approval and
ACL estimation processes. A party who is
independent of these processes could be from
internal audit staff, a risk management unit of
the institution independent of management super-
vising these processes, or a contracted third-
party. One party need not perform the entire
analysis as the validation may be divided among
various independent parties.33

RESPONSIBILITIES OF THE BOARD
OF DIRECTORS

The board of directors, or a committee thereof,
is responsible for overseeing management’s sig-
nificant judgments and estimates used in deter-
mining appropriate ACLs. Evidence of the board
of directors’ oversight activities is subject to
review by examiners. These activities should
include, but are not limited to

retaining experienced and qualified manage-
ment to oversee all ACL and PCL activities;
reviewing and approving the institution’s writ-
ten loss estimation policies, including any
revisions thereto, at least annually;
reviewing management’s assessment of the
loan review system and management’s con-
clusion and support for whether the system is
sound and appropriate for the institution’s size
and complexity;

33. Engaging the institution’s external auditor to perform
the validation process described in this paragraph when the
external auditor also conducts the institution’s independent
financial statement audit, may impair the auditor’s indepen-
dence under applicable auditor independence standards and
prevent the auditor from performing an independent audit of
the institution’s financial statements.
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reviewing management’s assessment of the
effectiveness of processes and controls for
monitoring the credit quality of the investment
portfolio;

reviewing management’s assessments of and
justifications for the estimated amounts reported
each period for the ACLs and the PCLs;
requiring management to validate, and, when
appropriate, revise loss estimation methods
periodically;

approving the internal and external audit plans
for the ACLs, as applicable; and

reviewing any identified audit findings and
monitoring resolution of those items.

RESPONSIBILITIES OF
MANAGEMENT

Management is responsible for maintaining
ACLs at appropriate levels and for documenting
its analyses in accordance with the concepts and
requirements set forth in GAAP, regulatory
reporting requirements, and this policy state-
ment. Management should evaluate the ACLs
reported on the balance sheet as of the end of
each period, and debit or credit the related PCLs
to bring the ACLs to an appropriate level as of
each reporting date. The determination of the
amounts of the ACLs and the PCLs should be
based on management’s current judgments about
the credit quality of the institution’s financial
assets and should consider known and expected
relevant internal and external factors that sig-
nificantly affect collectibility over reasonable
and supportable forecast periods for the institu-
tion’s financial assets as well as appropriate
reversion techniques applied to periods beyond
the reasonable and supportable forecast periods.
Management’s evaluations are subject to review
by examiners.

In carrying out its responsibility for maintain-
ing appropriate ACLs, management should adopt
and adhere to written policies and procedures
that are appropriate to the institution’s size and
the nature, scope, and risk of its lending and
investing activities. These policies and proce-
dures should address the processes and activities
described in the “Documentation Standards”
section of this policy statement.

Management fulfills other responsibilities that
aid in the maintenance of appropriate ACLs.
These activities include, but are not limited to

e establishing and maintaining appropriate gov-
ernance activities for the loss estimation pro-
cess(es). These activities may include review-
ing and challenging the assumptions used in
estimating expected credit losses and design-
ing and executing effective internal controls
over the credit loss estimation method(s);
periodically performing procedures that com-
pare credit loss estimates to actual write-offs,
at the portfolio level and in aggregate, to
confirm that amounts recorded in the ACLs
were sufficient to cover actual credit losses.
This analysis supports that appropriate ACLs
were recorded and provides insight into the
loss estimation process’s ability to estimate
expected credit losses. This analysis is not
intended to reflect the accuracy of manage-
ment’s economic forecasts;
periodically validating the loss estimation pro-
cess(es), including changes, if any, to confirm
it is appropriate for the institution; and
e engaging in sound risk management of third
parties involved in ACL estimation pro-
cess(es), if applicable, to ensure that the loss
estimation processes are commensurate with
the level of risk, the complexity of the third-
party relationship and the institution’s organi-
zational structure.3*

Additionally, if an institution uses loss esti-
mation models in determining expected credit
losses, management should evaluate the models
before they are employed and modify the model
logic and assumptions, as needed, to help ensure
that the resulting loss estimates are consistent
with GAAP and regulatory reporting require-
ments.>> To demonstrate such consistency, man-
agement should document its evaluations and
conclusions regarding the appropriateness of
estimating credit losses with models. When used
for multiple purposes within an institution, mod-
els should be specifically adjusted and validated
for use in ACL loss estimation processes. Man-
agement should document and support any
adjustments made to the models, the outputs of

34. Guidance on third party service providers may be
found in SR-23-4, “Interagency Guidance on Third-Party
Relationships: Risk Management.”

35. See the interagency statement titled, “Guidance on
Model Risk Management,” (SR-11-7). The statement also
addresses the incorporation of vendor products into an insti-
tution’s model risk management framework following the
same principles relevant to in-house models.
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the models, and compensating controls applied
in determining the estimated expected credit
losses.

EXAMINER REVIEW OF ACLs

Examiners are expected to assess the appropri-
ateness of management’s loss estimation pro-
cesses and the appropriateness of the institu-
tion’s ACL balances as part of their supervisory
activities. The review of ACLs, including the
depth of the examiner’s assessment, should be
commensurate with the institution’s size, com-
plexity, and risk profile. As part of their super-
visory activities, examiners generally assess the
credit quality and credit risk of an institution’s
financial asset portfolios, the adequacy of the
institution’s credit loss estimation processes, the
adequacy of supporting documentation, and the
appropriateness of the reported ACLs and PCLs
in the institution’s regulatory reports and finan-
cial statements, if applicable. Examiners may
consider the significant factors that affect col-
lectibility, including the value of collateral secur-
ing financial assets and any other repayment
sources. Supervisory activities may include
evaluating management’s effectiveness in assess-
ing credit risk for debt securities (both prior to
purchase and on an on-going basis). In review-
ing the appropriateness of an institution’s ACLs,
examiners may

 evaluate the institution’s ACL policies and
procedures and assess the loss estimation
method(s) used to arrive at overall estimates
of ACLs, including the documentation sup-
porting the reasonableness of management’s
assumptions, valuations, and judgments. Sup-
porting activities may include, but, are not
limited to
— evaluating whether management has appro-
priately considered historical loss informa-
tion, current conditions, and reasonable
and supportable forecasts, including sig-
nificant qualitative factors that affect the
collectibility of the financial asset port-
folios;
assessing loss estimation techniques,
including loss estimation models, if appli-
cable, as well as the incorporation of
qualitative adjustments to determine
whether the resulting estimates of expected

credit losses are in conformity with GAAP
and regulatory reporting requirements; and
— evaluating the adequacy of the documen-
tation and the effectiveness of the controls
used to support the measurement of the
ACLs;
assess the effectiveness of board oversight as
well as management’s effectiveness in identi-
fying, measuring, monitoring, and controlling
credit risk. This may include, but is not
limited to, a review of underwriting standards
and practices, portfolio composition and
trends, credit risk review functions, risk rating
systems, credit administration practices, invest-
ment securities management practices, and
related management information systems and
reports;
review the appropriateness and reasonable-
ness of the overall level of the ACLs relative
to the level of credit risk, the complexity of
the institution’s financial asset portfolios, and
available information relevant to assessing
collectibility, including consideration of cur-
rent conditions and reasonable and support-
able forecasts. Examiners may include a quan-
titative analysis (e.g., using management’s
results comparing expected write-offs to actual
write-offs as well as ratio analysis) to assess
the appropriateness of the ACLs. This quanti-
tative analysis may be used to determine the
reasonableness of management’s assump-
tions, valuations, and judgments and under-
stand variances between actual and estimated
credit losses. Loss estimates that are consis-
tently and materially over or under predicting
actual losses may indicate a weakness in the
loss forecasting process;
review the ACLs reported in the institution’s
regulatory reports and in any financial state-
ments and other key financial reports to deter-
mine whether the reported amounts reconcile
to the institution’s estimate of the ACLs. The
consolidated loss estimates determined by the
institution’s loss estimation method(s) should
be consistent with the final ACLs reported in
its regulatory reports and financial statements,
if applicable;
verify that models used in the loss estimation
process, if any, are subject to initial and
ongoing validation activities. Validation activi-
ties include evaluating and concluding on the
conceptual soundness of the model, including
developmental evidence, performing ongoing
monitoring activities, including process veri-
fication and benchmarking, and analyzing
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model output.3® Examiners may review model
validation findings, management’s response to
those findings, and applicable action plans to
remediate any concerns, if applicable. Exam-
iners may also assess the adequacy of the
institution’s processes to implement changes
in a timely manner; and

» review the effectiveness of the institution’s
third-party risk management framework asso-
ciated with the estimation of ACLs, if appli-
cable, to assess whether the processes are
commensurate with the level of risk, the
complexity and nature of the relationship, and
the institution’s organizational structure. Exam-
iners may determine whether management
monitors material risks and deficiencies in
third-party relationships, and takes appropri-
ate action as needed.??

When assessing the appropriateness of ACLs,
examiners should recognize that the processes,
loss estimation methods, and underlying assump-
tions an institution uses to calculate ACLs
require the exercise of a substantial degree of
management judgment. Even when an institu-
tion maintains sound procedures, controls, and
monitoring activities, an estimate of expected
credit losses is not a single precise amount and
may result in a range of acceptable outcomes for
these estimates. This is a result of the flexibility
FASB ASC Topic 326 provides institutions in
selecting loss estimation methods and the wide
range of qualitative and forecasting factors that
are considered.

36. See SR-11-7.
37. See SR-23-4.

Management’s ability to estimate expected
credit losses should improve over the contrac-
tual term of financial assets as substantive infor-
mation accumulates regarding the factors affect-
ing repayment prospects. Examiners generally
should accept an institution’s ACL estimates
and not seek adjustments to the ACLs, when
management has provided adequate support for
the loss estimation process employed, and the
ACL balances and the assumptions used in the
ACL estimates are in accordance with GAAP
and regulatory reporting requirements. It is inap-
propriate for examiners to seek adjustments to
ACLs for the sole purpose of achieving ACL
levels that correspond to a peer group median, a
target ratio, or a benchmark amount when man-
agement has used an appropriate expected credit
loss framework to estimate expected credit
losses.

If the examiner concludes that an institution’s
reported ACLs are not appropriate or determines
that its ACL evaluation processes or loss esti-
mation method(s) are otherwise deficient, these
concerns should be noted in the report of exami-
nation and communicated to the board of direc-
tors and senior management.?® Additional super-
visory action may be taken based on the
magnitude of the shortcomings in ACLs, includ-
ing the materiality of any errors in the reported
amounts of ACLs.

38. Each agency has formal and informal communication
channels for sharing supervisory information with the board
of directors and management depending on agency practices
and the nature of the information being shared. These chan-
nels may include, but are not limited to, institution specific
supervisory letters, letters to the industry, transmittal letters,
visitation findings summary letters, targeted review conclu-
sion letters, or official examination or inspection reports.
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Examination Procedures
Effective date November 2020

Section 2013.3

METHODOLOGY

procedures for an independent third party

. Determine the methodology or methodolo-
gies used to measure the expected collect-
ability of loans, and consider whether man-
agement maintains supporting documen-
tation for the assumptions and estimates
used. Methodologies include

¢ Joss-rate;

* weighted-average-remaining-maturity
(WARM);

e probability of default/loss given default
(PD/LGD);

e roll-rate;

e discounted cash flow;

¢ a method that uses aging schedules;

* fair value of the collateral (required for all
collateral-dependent loans); and

e another reasonable method to estimate
expected credit losses.

. Assess the methodology or methodologies
used in determining an appropriate allow-
ance for credit loss (ACL) for loans and
leases. Determine whether the complexity
and scope of the ACL evaluation process
for loans and leases and the loan review
system are appropriate given the institu-
tion’s risk profile and complexity of lending
activities. Consider whether management
provides for the following:

e an effective loan review system and con-
trols;

e data-capture and loan-reporting systems
that provide meaningful information
regarding portfolio risks to support and
document the estimates of an appropriate
ACL for loans and leases for regulatory
reporting requirements and, if applicable,
financial statement and disclosure require-
ments;

* resources to appropriately evaluate loss-
estimation models before they are imple-
mented (when applicable) and to modify
model assumptions as needed;

e processes that support the determination
and maintenance of an appropriate level
for the ACL for loans and leases that are
based on a comprehensive, well-
documented, and consistently applied
analysis of the loan and lease portfolio
and off-balance-sheet credit exposures;

to review and validate the ACL method-
ology for loans and leases;

processes for determining the appropriate
historical period(s) to use as the basis for
estimating expected credit losses and
approaches for adjusting historical credit
loss information to reflect differences in
loan specific characteristics, as well as
current conditions and reasonable and
supportable forecasts that are different
from conditions existing in the historical
period(s);

* procedures to incorporate relevant inter-
nal and external factors that significantly
affect collectability over reasonable and
supportable forecast periods as well as to
apply appropriate reversion techniques to
periods beyond reasonable and support-
able forecast periods;

processes for determining and revising
the appropriate techniques and periods to
revert to historical credit loss information
when the contractual term of loans and
leases or off-balance-sheet credit expo-
sures extends beyond the reasonable and
supportable forecast period(s);

processes for segmenting the loan and
lease portfolio for estimating expected
credit losses and periodically evaluating
the segments to determine whether the
loans and leases continue to share similar
risk characteristics; and

policies and procedures for the prompt
write-off of loans and leases, or portions
of loans and leases, when available infor-
mation confirms the loans and leases to be
uncollectible, consistent with regulatory
reporting requirements.

. Evaluate the criteria management uses to

segment loans by similar risk characteris-
tics. Generally accepted accounting prin-
ciples (GAAP) require expected losses to be
evaluated collectively when loans share
similar risk characteristics. If a loan does
not share similar risk characteristics with
other loans, expected credit losses for that
loan should be evaluated individually.
Examples of risk characteristics include but
are not limited to
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internal or external credit scores or credit

ratings;

risk ratings or classifications;

¢ loan type;

collateral type;

e size;

effective interest rate;

* term;

¢ geographical location;

* borrower industry; and

* vintage.

4. Evaluate the policies and procedures for the
ACL for loans and leases, and assess the
loss estimation method(s) used to arrive at
estimates of the ACL for loans and leases,
including the documentation supporting
management’s assumptions, valuations, and
judgments. Determine whether manage-
ment appropriately considers historical loss
information, current conditions, and reason-
able and supportable forecasts that are rel-
evant to assessing the collectability of cash
flows, including significant qualitative fac-
tors that affect the collectability of the loan
and lease portfolio.

5. Determine the basis for evaluating groups
of loans under ASC Subtopic 326-20
(CECL).!

» Evaluate the calculation of historical loss
rates for each segment.?

» Review the time period and the method of
calculation (e.g., simple average, weighted
average) for reasonableness and consis-
tency.?

 Consider whether the historical loss infor-

mation may need to be adjusted for dif-
ferences in current loan specific charac-
teristics, such as differences in
underwriting standards, portfolio mix, or
when historical credit terms do not reflect
the contractual terms of the loans being
evaluated as of the reporting date.

1. Adjustments to historical loss information may be posi-
tive or negative, quantitative or qualitative, and are supported
by relevant data (e.g., changes in unemployment rates, delin-
quency, or other factors associated with the loans).

2. The granularity of segmentation and the method used to
calculate loss rates affects the amount of adjustment, if any,
necessary to appropriately estimate credit losses in a segment
as of the evaluation date. For example, a loss rate calculated
using a simple five-year average may require a larger adjust-
ment in response to changes in the credit cycle than would a
loss rate calculated using a recently weighted quarterly
average.

3. Historical loss information may be based on internal
information, external information, or a combination of both.

 Consider the effect of new loan products
or newly expanded markets.*

* Consider how segmentation methods and
historical loss-rate calculations reflect the
extent to which current conditions and
reasonable and supportable forecasts dif-
fer from the conditions that existed during
the historical loss period.

» Consider management’s process for evalu-
ating contractual terms of loans, consid-
ering expected prepayments.>

6. Determine whether management considered
all significant factors relevant to the expected
collectability of the loan and lease portfolio
as of the reporting date and maintains docu-
mentation sufficient to support all material
adjustments. Appropriate documentation
generally addresses all material factors that
are relevant to the institution at the report-
ing date.® Qualitative or environmental fac-
tors may include

e the nature and volume of the loans and
leases;

* the existence, growth, and effect of con-
centrations of credit;

* the volume and severity of past due loans,
the volume of nonaccrual loans, and the
volume and severity of adversely classi-
fied or graded loans;

e the value of the underlying collateral for
loans that are not collateral-dependent;
the institution’s lending policies and pro-
cedures, including changes in underwrit-
ing standards and collections, charge-off,
and recovery practices;
the quality of the institution’s credit
review system;

4. Historical loss rates for new products or loans in a new
market may not be reliable given lack of seasoning or market
awareness.

5. Renewals, extensions, and modifications are excluded
from the contractual term of a loan for purposes of estimating
the ACL for loans and leases unless there is a reasonable
expectation of executing a troubled debt restructuring or the
renewal and extension options are part of the original or
modified contract and are not unconditionally cancellable by
the institution.

6. Historical credit losses (or even recent trends in losses)
generally do not, by themselves, form a sufficient basis to
determine the appropriate level of the ACL for loans and
leases. Management should consider the need to qualitatively
adjust expected credit loss estimates for information not
already captured in the loss estimation process. These quali-
tative factor adjustments may increase or decrease manage-
ment’s estimate of expected credit losses. Adjustments should
not be made for information that has already been considered
and included in the loss estimation process.
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10.

11.

12.

* the experience, ability, and depth of the
lending, collection, and other relevant
management and staff;

¢ the effect of other external factors, such
as the regulatory, legal, and technological
environments; competition; and events,
such as natural disasters; and

e actual and expected changes in interna-
tional, national, regional, and local eco-
nomic and business conditions and devel-
opments in which the institution operates
that affect the collectability of the loan
and lease portfolio.

Determine how management estimates credit

losses on a group of loans with similar risk

characteristics when the institution does not

have loss experience of its own for such a

loan group.”

. Confirm that loans evaluated individually

are not included in a collective assessment
of expected credit losses.

. When the contractual term of a loan or lease

extends beyond the reasonable and support-
able period, determine whether manage-
ment reverts to historical loss information,
or an appropriate proxy, for those periods
beyond the reasonable and supportable fore-
cast period (often referred to as the rever-
sion period).

If the ACL for loans and leases includes an
unallocated amount, determine whether it
conforms to GAAP and is properly docu-
mented and supported.

Where appropriate, determine whether the
assessment of an appropriate level for the
ACL for loans and leases includes an esti-
mate of losses from transfer risk associated
with cross-border lending activities.
Determine whether the ACL evaluation pro-
cess for loans and leases is completed at
least quarterly, and evaluate the documen-
tation maintained to support management’s
assumptions, valuations, and judgments.

LEVEL OF THE ACL

13.

14.

Evaluate the level of the ALLL or ACL for
loans and leases.

Determine whether the ALLL or ACL for
loans and leases is appropriate based on a

16.

17.

review of the institution’s methodology
coupled with examination findings as they
relate to

* loan classifications and internal watch list
ratings;

effectiveness and reliability of the loan
review system;

level and trend of past due and nonaccrual
loans;

historical recovery of loan charge-offs;
lending policies and procedures, such as
underwriting, collection, and charge-off
and recovery practices; and

changes in the business cycle that neces-
sitate qualitative or environmental factor
adjustments to historical loss rates.

. Consider reviewing applicable ratios as a

preliminary check on the reasonableness of
the ALLL or ACL for loans and leases.®

e Evaluate trends compared to historical
experience (e.g., the relationship of the
ALLL or ACL) for loans and leases to
adversely classified or graded loans, past
due and nonaccrual loans, total loans, and
historical gross and net charge-offs.
Analyze changes in key ratios from prior
periods, assess the directional consistency
of the ALLL or ACL for loans and leases
in relation to these changes, and assess
the appropriateness and reasonableness of
the ALLL or ACL for loans and leases
based on the collectability of the institu-
tion’s loan portfolio in the current envi-
ronment.

If the institution’s loan review system is
effective and the methodology for determin-
ing an appropriate ALLL or ACL for loans
and leases is acceptable, compare the result
of the institution’s methodology to the actual
ALLL or ACL for loans and leases balance.
Ensure that the ALLL or ACL amount for
loans and leases reported in the institution’s
regulatory reports and financial statements
reconciles to the ALLL or ACL analysis for
loans and leases. Assess the reasons for
material differences.

Assess management’s estimated credit losses,
and, if necessary, consider the need for
additional provision expenses based on
examination findings. Consider whether

8. Ratio analysis can be a supplemental check on the

reasonableness of management’s assumptions and analysis.
However, sole use of ratio analysis is insufficient for deter-
mining an appropriate level for the ALLL or ACL for loans
and leases.

7. An institution may not have a loss history if the product
is new or the institution is a de novo organization.
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ALLL Methodologies and Documentation

Effective date May 2007

Section 2014.1

OVERVIEW

A supplemental interagency Policy Statement
on Allowance for Loan and Lease Losses Meth-
odologies and Documentation for Banks and
Savings Institutions' was issued by the Federal
Financial Institutions Examination Council
(FFIEC) on July 2, 2001.2 The policy statement
clarifies the agencies’ expectations for documen-
tation that supports the ALLL methodology.
Additionally, the statement emphasizes the need
for appropriate ALLL policies and procedures,
which should include an effective loan-review
system. The guidance also provides examples of
appropriate supporting documentation, as well
as illustrations on how to implement this guid-
ance. The policy statement, by its terms, applies
only to depository institutions insured by the
Federal Deposit Insurance Corporation. Exam-
iners should apply the policy during the exami-
nation of state member banks and their subsid-
iaries. (See SR-01-17.)

The guidance requires that a financial institu-
tion’s ALLL methodology be in accordance
with generally accepted accounting principles
(GAAP) and all outstanding supervisory guid-
ance. An ALLL methodology should be system-
atic, consistently applied, and auditable. The
methodology should be validated periodically
and modified to incorporate new events or
findings, as needed. The guidance specifies that
management, under the direction of the board of
directors, should implement appropriate proce-
dures and controls to ensure compliance with
the institution’s ALLL policies and procedures.
Institution management should (1) segment the
portfolio to evaluate credit risks; (2) select loss
rates that best reflect the probable loss; and
(3) be responsive to changes in the organization,
the economy, or the lending environment by
changing the methodology, when appropriate.
Furthermore, supporting information should be
included on summary schedules, whenever fea-
sible. Under this policy, institutions with less
complex loan products or portfolios, such as
community banks, may use a more streamlined
approach to implement this guidance.

1. See 66 Fed. Reg. 35629-35639 (July 6, 2001).

2. The guidance was developed in consultation with Secu-
rities and Exchange Commission staff, who are issuing paral-
lel guidance in the form of Staff Accounting Bulletin No. 102.

The policy statement is consistent with the
Federal Reserve’s long-standing policy to pro-
mote strong internal controls over an institu-
tion’s ALLL process. In this regard, the new
policy statement recognizes that determining an
appropriate allowance involves a high degree of
management judgment and is inevitably impre-
cise. Accordingly, an institution may determine
that the amount of loss falls within a range. In
accordance with GAAP, an institution should
record its best estimate within the range of credit
losses.

The policy statement is provided below. Some
wording has been slightly modified for this
manual, as indicated by asterisks or text enclosed
in brackets. Some footnotes have also been
renumbered.

2001 POLICY STATEMENT ON
ALLL METHODOLOGIES
AND DOCUMENTATION

Boards of directors of banks * * * are respon-
sible for ensuring that their institutions have
controls in place to consistently determine the
allowance for loan and lease losses (ALLL) in
accordance with the institutions’ stated policies
and procedures, generally accepted accounting
principles (GAAP), and ALLL supervisory guid-
ance.> To fulfill this responsibility, boards of
directors instruct management to develop and
maintain an appropriate, systematic, and consis-
tently applied process to determine the amounts
of the ALLL and provisions for loan losses.
Management should create and implement suit-
able policies and procedures to communicate the
ALLL process internally to all applicable per-
sonnel. Regardless of who develops and imple-
ments these policies, procedures, and underlying
controls, the board of directors should assure
themselves that the policies specifically address
the institution’s unique goals, systems, risk pro-
file, personnel, and other resources before
approving them. Additionally, by creating an
environment that encourages personnel to fol-

3. The actual policy statement includes a bibliography that
lists applicable ALLL GAAP guidance, interagency state-
ments, and other reference materials that may assist in
understanding and implementing an ALLL in accordance with
GAAP. See the appendix for additional information on apply-
ing GAAP to determine the ALLL.
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low these policies and procedures, management
improves procedural discipline and compliance.

The determination of the amounts of the
ALLL and provisions for loan and lease losses
should be based on management’s current judg-
ments about the credit quality of the loan port-
folio, and should consider all known relevant
internal and external factors that affect loan
collectibility as of the reporting date. The
amounts reported each period for the provision
for loan and lease losses and the ALLL should
be reviewed and approved by the board of
directors. To ensure the methodology remains
appropriate for the institution, the board of
directors should have the methodology periodi-
cally validated and, if appropriate, revised. Fur-
ther, the audit committee* should oversee and
monitor the internal controls over the ALLL-
determination process.®

The [Federal Reserve and other] banking
agencies® have long-standing examination poli-
cies that call for examiners to review an institu-
tion’s lending and loan-review functions and
recommend improvements, if needed. Addition-
ally, in 1995 and 1996, the banking agencies
adopted interagency guidelines establishing stan-
dards for safety and soundness, pursuant to
section 39 of the Federal Deposit Insurance Act
(FDI Act).” The interagency asset-quality guide-
lines and [this guidance will assist] an institution
in estimating and establishing a sufficient ALLL
supported by adequate documentation, as required
under the FDI Act. Additionally, the guidelines
require operational and managerial standards
that are appropriate for an institution’s size and
the nature and scope of its activities.

For financial-reporting purposes, including
regulatory reporting, the provision for loan and
lease losses and the ALLL must be determined

4. All institutions are encouraged to establish audit com-
mittees; however, at small institutions without audit commit-
tees, the board of directors retains this responsibility.

5. Institutions and their auditors should refer to Statement
on Auditing Standards No. 61, “Communication with Audit
Committees” (as amended by Statement on Auditing Stan-
dards No. 90, “Audit Committee Communications”), which
requires certain discussions between the auditor and the audit
committee. These discussions should include items, such as
accounting policies and estimates, judgments, and uncertain-
ties that have a significant impact on the accounting informa-
tion included in the financial statements.

6. The [other] banking agencies are the Federal Deposit
Insurance Corporation, the Office of the Comptroller of the
Currency, and the Office of Thrift Supervision.

7. Institutions should refer to the guidelines for state
member banks, appendix D to part 208.

in accordance with GAAP. GAAP requires that
allowances be well documented, with clear
explanations of the supporting analyses and
rationale.® This [2001] policy statement describes
but does not increase the documentation require-
ments already existing within GAAP. Failure to
maintain, analyze, or support an adequate ALLL
in accordance with GAAP and supervisory guid-
ance is generally an unsafe and unsound bank-
ing practice.”

This guidance [the 2001 policy statement]
applies equally to all institutions, regardless of
the size. However, institutions with less com-
plex lending activities and products may find it
more efficient to combine a number of proce-
dures (e.g., information gathering, documenta-
tion, and internal-approval processes) while con-
tinuing to ensure the institution has a consistent
and appropriate methodology. Thus, much of the
supporting documentation required for an insti-
tution with more complex products or portfolios
may be combined into fewer supporting docu-
ments in an institution with less complex prod-
ucts or portfolios. For example, simplified docu-
mentation can include spreadsheets, checklists,
and other summary documents that many insti-
tutions currently use. Illustrations A and C
provide specific examples of how less complex
institutions may determine and document por-
tions of their loan-loss allowance.

Documentation Standards

Appropriate written supporting documentation
for the loan-loss provision and allowance facili-
tates review of the ALLL process and reported
amounts, builds discipline and consistency into
the ALLL-determination process, and improves

8. The documentation guidance within this [2001] policy
statement is predominantly based upon the GAAP guidance
from Financial Accounting Standards Board (FASB) State-
ment No. 5 and No. 114 (FAS 5 and FAS 114, respectively);
Emerging Issues Task Force Topic No. D-80 (EITF Topic
D-80 and attachments), “Application of FASB Statements No.
5 and No. 114 to a Loan Portfolio” (which includes the
Viewpoints article—an article issued in 1999 by FASB staff
providing guidance on certain issues regarding the ALLL,
particularly on the application of FAS 5 and FAS 114 and how
these statements interrelate); Chapter 7, “Credit Losses,” the
American Institute of Certified Public Accountants’ (AICPA)
Audit and Accounting Guide, Banks and Savings Institutions,
2000 edition (AICPA Audit Guide); and the Securities and
Exchange Commission’s (SEC) Financial Reporting Release
No. 28 (FRR 28).

9. Failure to maintain adequate supporting documentation
does not relieve an institution of its obligation to record an
appropriate ALLL.
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the process for estimating loan and lease losses
by helping to ensure that all relevant factors are
appropriately considered in the ALLL analysis.
An institution should document the relationship
between the findings of its detailed review of the
loan portfolio and the amount of the ALLL and
the provision for loan and lease losses reported
in each period.!?

At a minimum, institutions should maintain
written supporting documentation for the follow-
ing decisions, strategies, and processes:

e policies and procedures—

— over the systems and controls that main-
tain an appropriate ALLL and

— over the ALLL methodology

* loan-grading system or process

e summary or consolidation of the ALLL
balance

e validation of the ALLL methodology

e periodic adjustments to the ALLL process

Policies and Procedures

Financial institutions utilize a wide range of
policies, procedures, and control systems in
their ALLL process. Sound policies should be
appropriately tailored to the size and complexity
of the institution and its loan portfolio.

In order for an institution’s ALLL methodol-
ogy to be effective, the institution’s written
policies and procedures for the systems and
controls that maintain an appropriate ALLL
should address but not be limited to—

* the roles and responsibilities of the institu-
tion’s departments and personnel (including
the lending function, credit review, financial
reporting, internal audit, senior management,
audit committee, board of directors, and oth-
ers, as applicable) who determine, or review,
as applicable, the ALLL to be reported in the
financial statements;

* the institution’s accounting policies for loans,
[leases, and their loan losses], including the
policies for charge-offs and recoveries and for
estimating the fair value of collateral, where
applicable;

10. This position is fully described in the SEC’s FRR 28, in
which the SEC indicates that the books and records of public
companies engaged in lending activities should include docu-
mentation of the rationale supporting each period’s determi-
nation that the ALLL and provision amounts reported were
adequate.

« the description of the institution’s systematic
methodology, which should be consistent with
the institution’s accounting policies for deter-
mining its ALLL;'"" and

* the system of internal controls used to ensure
that the ALLL process is maintained in accor-
dance with GAAP and supervisory guidance.

An internal-control system for the ALLL-
estimation process should—

¢ include measures to provide assurance regard-
ing the reliability and integrity of information
and compliance with laws, regulations, and
internal policies and procedures;

reasonably assure that the institution’s finan-
cial statements (including regulatory reports)
are prepared in accordance with GAAP and
ALLL supervisory guidance;'? and

e include a well-defined loan-review process

containing—

— an effective loan-grading system that is
consistently applied, identifies differing
risk characteristics and loan-quality prob-
lems accurately and in a timely manner,
and prompts appropriate administrative
actions;

— sufficient internal controls to ensure that
all relevant loan-review information is
appropriately considered in estimating
losses. This includes maintaining appro-
priate reports, details of reviews per-
formed, and identification of personnel
involved; and

— clear formal communication and coordina-
tion between an institution’s credit-
administration function, financial-reporting
group, management, board of directors,
and others who are involved in the ALLL-
determination or -review process, as appli-
cable (e.g., written policies and proce-

11. Further explanation is presented in the “Methodology”
section that appears below.

12. In addition to the supporting documentation require-
ments for financial institutions, as described in interagency
asset-quality guidelines, public companies are required to
comply with the books and records provisions of the Securi-
ties Exchange Act of 1934 (Exchange Act). Under sections
13(b)(2)—(7) of the Exchange Act, registrants must make and
keep books, records, and accounts, which, in reasonable
detail, accurately and fairly reflect the transactions and dispo-
sitions of assets of the registrant. Registrants also must
maintain internal accounting controls that are sufficient to
provide reasonable assurances that, among other things, trans-
actions are recorded as necessary to permit the preparation of
financial statements in conformity with GAAP. See also SEC
Staff Accounting Bulletin No. 99, Materiality.
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dures, management reports, audit programs,
and committee minutes).

Methodology

An ALLL methodology is a system that an
institution designs and implements to reason-
ably estimate loan and lease losses as of the
financial statement date. It is critical that ALLL
methodologies incorporate management’s cur-
rent judgments about the credit quality of the
loan portfolio through a disciplined and consis-
tently applied process.

An institution’s ALLL methodology is influ-
enced by institution-specific factors, such as an
institution’s size, organizational structure, busi-
ness environment and strategy, management
style, loan-portfolio characteristics, loan-
administration procedures, and management
information systems. However, there are certain
common elements an institution should incorpo-
rate in its ALLL methodology. A summary
of common elements is provided in [the
appendix].'3

Documentation of ALLL Methodology in
Written Policies and Procedures

An institution’s written policies and procedures
should describe the primary elements of the
institution’s ALLL methodology, including port-
folio segmentation and impairment measure-
ment. In order for an institution’s ALLL meth-
odology to be effective, the institution’s written
policies and procedures should describe the
methodology—

* for segmenting the portfolio:

— how the segmentation process is per-
formed (i.e., by loan type, industry, risk
rates, etc.),

— when a loan-grading system is used to
segment the portfolio:

e the definitions of each loan grade,
e a reconciliation of the internal loan
grades to supervisory loan grades, and
* the delineation of responsibilities for the
loan-grading system.
* for determining and measuring impairment
under FAS 114:

13. Also, refer to paragraph 7.05 of the AICPA Audit
Guide.

— the methods used to identify loans to be
analyzed individually;

— for individually reviewed loans that are
impaired, how the amount of any impair-
ment is determined and measured,
including—
 procedures describing the impairment-

measurement techniques available and

steps performed to determine which tech-
nique is most appropriate in a given
situation.

— the methods used to determine whether
and how loans individually evaluated under
FAS 114, but not considered to be indi-
vidually impaired, should be grouped with
other loans that share common character-
istics for impairment evaluation under
FAS 5.

e for determining and measuring impairment

under FAS 5—

— how loans with similar characteristics are
grouped to be evaluated for loan collect-
ibility (such as loan type, past-due status,
and risk);

— how loss rates are determined (e.g., his-
torical loss rates adjusted for environmen-
tal factors or migration analysis) and what
factors are considered when establishing
appropriate time frames over which to
evaluate loss experience; and

— descriptions of qualitative factors (e.g.,
industry, geographical, economic, and
political factors) that may affect loss rates
or other loss measurements.

The supporting documents for the ALLL may be
integrated in an institution’s credit files, loan-
review reports or worksheets, board of directors’
and committee meeting minutes, computer
reports, or other appropriate documents and
files.

ALLL Under FAS 114

An institution’s ALLL methodology related to
FAS 114 loans begins with the use of its normal
loan-review procedures to identify whether a
loan is impaired as defined by the accounting
standard. Institutions should document—

* the method and process for identifying loans
to be evaluated under FAS 114 and

* the analysis that resulted in an impairment
decision for each loan and the determination
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of the impairment-measurement method to be
used (i.e., present value of expected future
cash flows, fair value of collateral less costs to
sell, or the loan’s observable market price).

Once an institution has determined which of
the three available measurement methods to use
for an impaired loan under FAS 114, it should
maintain supporting documentation as follows:

* When using the present-value-of-expected-
future-cash-flows method—

— the amount and timing of cash flows,

— the effective interest rate used to discount
the cash flows, and

— the basis for the determination of cash
flows, including consideration of current
environmental factors and other informa-
tion reflecting past events and current
conditions.

e When using the fair-value-of-collateral
method—

— how fair value was determined, including
the use of appraisals, valuation assump-
tions, and calculations,

— the supporting rationale for adjustments to
appraised values, if any,

— the determination of costs to sell, if appli-
cable, and

— appraisal quality, and the expertise and
independence of the appraiser.
* When using the observable-market-price-of-a-
loan method—
— the amount, source, and date of the
observable market price.

[lustration A describes a practice used by a
small financial institution to document its FAS
114 measurement of impairment using a com-
prehensive worksheet.'* [Examples 1 and 2
provide examples of applying and documenting
impairment-measurement methods under FAS
114. Some loans that are evauluated individu-
ally for impairment under FAS 114 may be fully
collateralized and therefore require no ALLL.
Example 3 presents an institution whose loan
portfolio includes fully collateralized loans. It
describes the documentation maintained by that
institution to support its conclusion that no
ALLL was needed for those loans.]

14. The [referenced] illustrations are presented to assist
institutions in evaluating how to implement the guidance
provided in this document. The methods described in the
illustrations may not be suitable for all institutions and are not
considered required processes or actions. For additional
descriptions of key aspects of ALLL guidance, a series of
[numbered examples is provided. These examples were
included in appendix A of the policy statement as questions
and answers. The wording of the examples has been slightly
modified for this format.]

Ilustration A

Documenting an ALLL Under
FAS 114

Comprehensive worksheet for the impairment-
measurement process

A small institution utilizes a comprehensive
worksheet for each loan being reviewed indi-
vidually under FAS 114. Each worksheet
includes a description of why the loan was
selected for individual review, the impairment-
measurement technique used, the measurement
calculation, a comparison to the current loan
balance, and the amount of the ALLL for that
loan. The rationale for the impairment-
measurement technique used (e.g., present value
of expected future cash flows, observable mar-
ket price of the loan, fair value of the collateral)
is also described on the worksheet.

Example 1: ALLL Under FAS 114—
Measuring and Documenting Impairment

Facts. Approximately one-third of Institution
A’s commercial loan portfolio consists of large-
balance, nonhomogeneous loans. Due to their
large individual balances, these loans meet the
criteria under Institution A’s policies and proce-
dures for individual review for impairment under
FAS 114. Upon review of the large-balance
loans, Institution A determines that certain of
the loans are impaired as defined by FAS 114.

Analysis. For the commercial loans reviewed
under FAS 114 that are individually impaired,
Institution A should measure and document the
impairment on those loans. For those loans that
are reviewed individually under FAS 114 and
considered individually impaired, Institution A
must use one of the methods for measuring
impairment that is specified by FAS 114 (that is,
the present value of expected future cash flows,
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the loan’s observable market price, or the fair
value of collateral).

An impairment-measurement method other
than the methods allowed by FAS 114 cannot be
used. For the loans considered individually
impaired under FAS 114, under the circum-
stances described above, it would not be appro-
priate for Institution A to choose a measurement
method not prescribed by FAS 114. For exam-
ple, it would not be appropriate to measure loan
impairment by applying a loss rate to each loan
based on the average historical loss percentage
for all of its commercial loans for the past five
years.

Institution A should maintain, as sufficient,
objective evidence, written documentation to
support its measurement of loan impairment
under FAS 114. If it uses the present value of
expected future cash flows to measure impair-
ment of a loan, it should document (1) the
amount and timing of cash flows, (2) the effec-
tive interest rate used to discount the cash flows,
and (3) the basis for the determination of cash
flows, including consideration of current envi-
ronmental factors'S and other information
reflecting past events and current conditions. If
Institution A uses the fair value of collateral to
measure impairment, it should document (1) how
it determined the fair value, including the use of
appraisals, valuation assumptions and calcula-
tions; (2) the supporting rationale for adjust-
ments to appraised values, if any, and the
determination of costs to sell, if applicable;
(3) appraisal quality; and (4) the expertise and
independence of the appraiser. Similarly, Insti-
tution A should document the amount, source,
and date of the observable market price of a
loan, if that method of measuring loan impair-
ment is used.

Example 2: ALLL Under FAS 114—
Measuring Impairment for a
Collateral-Dependent Loan

Facts. Institution B has a $10 million loan
outstanding to Company X that is secured by
real estate, which Institution B individually
evaluates under FAS 114 due to the loan’s size.
Company X is delinquent in its loan payments
under the terms of the loan agreement. Accord-
ingly, Institution B determines that its loan to

15. Question 16 in Exhibit D-80A of EITF Topic D-80 and
[its] attachments indicates that environmental factors include
existing industry, geographical, economic, and political factors.

Company X is impaired, as defined by FAS 114.
Because the loan is collateral dependent, Insti-
tution B measures impairment of the loan based
on the fair value of the collateral. Institution B
determines that the most recent valuation of the
collateral was performed by an appraiser 18
months ago and, at that time, the estimated value
of the collateral (fair value less costs to sell) was
$12 million.

Institution B believes that certain of the
assumptions that were used to value the collat-
eral 18 months ago do not reflect current market
conditions and, therefore, the appraiser’s valua-
tion does not approximate current fair value of
the collateral. Several buildings, which are com-
parable to the real estate collateral, were recently
completed in the area, increasing vacancy rates,
decreasing lease rates, and attracting several
tenants away from the borrower. Accordingly,
credit-review personnel at Institution B adjust
certain of the valuation assumptions to better
reflect the current market conditions as they
relate to the loan’s collateral.'® After adjusting
the collateral-valuation assumptions, the credit-
review department determines that the current
estimated fair value of the collateral, less costs
to sell, is $8 million. Given that the recorded
investment in the loan is $10 million, Institution
B concludes that the loan is impaired by $2 mil-
lion and records an allowance for loan losses of
$2 million.

Analysis. Institution B should maintain docu-
mentation to support its determination of the
allowance for loan losses of $2 million for the
loan to Company X. It should document that it
measured impairment of the loan to Company X
by using the fair value of the loan’s collateral,
less costs to sell, which it estimated to be
$8 million. This documentation should include
(1) the institution’s rationale and basis for the
$8 million valuation, including the revised valu-
ation assumptions it used; (2) the valuation
calculation; and (3) the determination of costs to
sell, if applicable. Because Institution B arrived
at the valuation of $8 million by modifying an
earlier appraisal, it should document its ratio-
nale and basis for the changes it made to the
valuation assumptions that resulted in the col-

16. When reviewing collateral-dependent loans, Institution
B may often find it more appropriate to obtain an updated
appraisal to estimate the effect of current market conditions on
the appraised value instead of internally estimating an
adjustment.
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lateral value declining from $12 million 18months
ago to $8 million in the current period.!”

Example 3: ALLL Under FAS 114—Fully
Collateralized Loans

Facts. Institution C has $10 million in loans that
are fully collateralized by highly rated debt
securities with readily determinable market val-
ues. The loan agreement for each of these loans
requires the borrower to provide qualifying
collateral sufficient to maintain a loan-to-value
ratio with sufficient margin to absorb volatility
in the securities’ market prices. Institution C’s
collateral department has physical control of the
debt securities through safekeeping arrange-
ments. In addition, Institution C perfected its
security interest in the collateral when the funds
were originally distributed. On a quarterly basis,
Institution C’s credit-administration function
determines the market value of the collateral for
each loan using two independent market quotes
and compares the collateral value to the loan
carrying value. If there are any collateral defi-
ciencies, Institution C notifies the borrower and
requests that the borrower immediately remedy
the deficiency. Due in part to its efficient opera-
tion, Institution C has historically not incurred
any material losses on these loans. Institution C
believes these loans are fully collateralized and
therefore does not maintain any ALLL balance
for these loans.

Analysis. To adequately support its determina-
tion that no allowance is needed for this group

17. In accordance with the FFIEC’s Federal Register
notice, Implementation Issues Arising from FASB No. 114,
“Accounting by Creditors for Impairment of a Loan,” pub-
lished February 10, 1995 (60 Fed. Reg. 7966, February 10,
1995), impaired, collateral-dependent loans must be reported
at the fair value of collateral, less costs to sell, in regulatory
reports. This treatment is to be applied to all collateral-
dependent loans, regardless of type of collateral.

of loans, Institution C must maintain the follow-
ing documentation:

¢ The management summary of the ALLL must
include documentation indicating that, in
accordance with the institution’s ALLL pol-
icy, (1) Institution C has verified the collateral
protection on these loans, (2) no probable loss
has been incurred, and (3) no ALLL is
necessary.

* The documentation in Institution C’s loan files
must include (1) the two independent market
quotes obtained each quarter for each loan’s
collateral amount, (2) the documents evidenc-
ing the perfection of the security interest in the
collateral and other relevant supporting docu-
ments, and (3) Institution C’s ALLL policy,
including guidance for determining when a
loan is considered “fully collateralized,” which
would not require an ALLL. Institution C’s
policy should require the following factors to
be considered and fully documented:

— volatility of the market value of the
collateral

— recency and reliability of the appraisal or
other valuation

— recency of the institution’s or third party’s
inspection of the collateral

— historical losses on similar loans

— confidence in the institution’s lien or
security position including appropriate—

e type of security perfection (e.g., physi-
cal possession of collateral or secured
filing);

» filing of security perfection (i.e., correct
documents and with the appropriate
officials);

* relationship to other liens; and

e other factors as appropriate for the loan
type.

ALLL Under FAS 5

Segmenting the Portfolio

For loans evaluated on a group basis under FAS
5, management should segment the loan port-
folio by identifying risk characteristics that are
common to groups of loans. Institutions typi-
cally decide how to segment their loan port-

folios based on many factors, which vary with
their business strategies as well as their infor-
mation system capabilities. Smaller institutions
that are involved in less complex activities often
segment the portfolio into broad loan categories.
This method of segmenting the portfolio is
likely to be appropriate in only small institutions
offering a narrow range of loan products. Larger
institutions typically offer a more diverse and
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complex mix of loan products. Such institutions
may start by segmenting the portfolio into major
loan types but typically have more detailed
information available that allows them to further
segregate the portfolio into product-line seg-
ments based on the risk characteristics of each
portfolio segment. Regardless of the segmenta-
tion method used, an institution should maintain
documentation to support its conclusion that the
loans in each segment have similar attributes or
characteristics.

As economic and other business conditions
change, institutions often modify their business
strategies, which may result in adjustments to
the way in which they segment their loan
portfolio for purposes of estimating loan losses.
Illustration B presents an example in which an
institution refined its segmentation method to
more effectively consider risk factors and main-
tains documentation to support this change.

Illustration B

Documenting Segmenting Practices

Documenting a refinement in a segmentation
method

An institution with a significant portfolio of
consumer loans performed a review of its ALLL
methodology. The institution had determined its
ALLL based upon historical loss rates in the
overall consumer portfolio. The ALLL method-
ology was validated by comparing actual loss
rates (charge-offs) for the past two years to the
estimated loss rates. During this process, the

institution decided to evaluate loss rates on an
individual-product basis (e.g., auto loans, unse-
cured loans, or home equity loans). This analy-
sis disclosed significant differences in the loss
rates on different products. With this additional
information, the methodology was amended in
the current period to segment the portfolio by
product, resulting in a better estimation of the
loan losses associated with the portfolio. To
support this change in segmentation practice,
the credit-review committee records contain the
analysis that was used as a basis for the change
and the written report describing the need for the
change.

Institutions use a variety of documents to
support the segmentation of their portfolios.
Some of these documents include—

* loan trial balances by categories and types of
loans,

* management reports about the mix of loans in
the portfolio,

* delinquency and nonaccrual reports, and

* a summary presentation of the results of an
internal or external loan-grading review.

Reports generated to assess the profitability of a
loan-product line may be useful in identifying
areas in which to further segment the portfolio.

Estimating Loss on Groups of Loans

Based on the segmentation of the loan portfolio,
an institution should estimate the FAS 5 portion
of its ALLL. For those segments that require an
ALLL, '8 the institution should estimate the loan

18. An example of a loan segment that does not generally
require an ALLL is loans that are fully secured by deposits

and lease losses, on at least a quarterly basis,
based upon its ongoing loan-review process and
analysis of loan performance. The institution
should follow a systematic and consistently
applied approach to select the most appropriate
loss-measurement methods and support its con-
clusions and rationale with written documenta-
tion. Regardless of the methods used to measure
losses, an institution should demonstrate and
document that the loss-measurement methods
used to estimate the ALLL for each segment are
determined in accordance with GAAP as of the
financial statement date.!®

One method of estimating loan losses for
groups of loans is through the application of loss
rates to the groups’ aggregate loan balances.
Such loss rates typically reflect the institution’s
historical loan-loss experience for each group of
loans, adjusted for relevant environmental fac-
tors (e.g., industry, geographical, economic, and
political factors) over a defined period of time. If
an institution does not have loss experience of

maintained at the lending institution.
19. Refer to paragraph 8(b) of FAS 5.
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its own, it may be appropriate to reference the
loss experience of other institutions, provided
that the institution demonstrates that the attributes
of the loans in its portfolio segment are similar
to those of the loans included in the portfolio of
the institution providing the loss experience.?’
Institutions should maintain supporting docu-
mentation for the technique used to develop
their loss rates, including the period of time over
which the losses were incurred. If a range of loss
is determined, institutions should maintain docu-
mentation to support the identified range and the
rationale used for determining which estimate is
the best estimate within the range of loan losses.
An example of how a small institution performs
a comprehensive historical loss analysis is pro-
vided as the first item in Illustration C.

Before employing a loss-estimation model, an
institution should evaluate and modify, as
needed, the model’s assumptions to ensure that
the resulting loss estimate is consistent with
GAAP. In order to demonstrate consistency with
GAAP, institutions that use loss-estimation mod-
els typically document the evaluation, the con-
clusions regarding the appropriateness of
estimating loan losses with a model or other
loss-estimation tool, and the support for adjust-
ments to the model or its results.

In developing loss measurements, institutions
should consider the impact of current environ-
mental factors and then document which factors
were used in the analysis and how those factors

20. Refer to paragraph 23 of FAS 5.

affected the loss measurements. Factors that
should be considered in developing loss mea-
surements include the following:?!

e levels of and trends in delinquencies and
impaired loans

e levels of and trends in charge-offs and
recoveries

e trends in volume and terms of loans

e effects of any changes in risk-selection and
underwriting standards, and other changes in
lending policies, procedures, and practices

e experience, ability, and depth of lending man-

agement and other relevant staff

national and local economic trends and

conditions

e industry conditions

effects of changes in credit concentrations

For any adjustment of loss measurements
for environmental factors, the institution should
maintain sufficient, objective evidence to
support the amount of the adjustment and to
explain why the adjustment is necessary to
reflect current information, events, circum-
stances, and conditions in the loss measurements.

The second item in illustration C provides an
example of how an institution adjusts its com-
mercial real estate historical loss rates for
changes in local economic conditions. Exam-
ple 4 provides an example of maintaining sup-

21. Refer to paragraph 7.13 in the AICPA Audit Guide.

Hlustration C
Documenting the Setting of Loss Rates
Comprehensive loss analysis in a small institution

A small institution determines its loss rates
based on loss rates over a three-year historical
period. The analysis is conducted by type of
loan and is further segmented by originating
branch office. The analysis considers charge-
offs and recoveries in determining the loss rate.
The institution also considers the loss rates for
each loan grade and compares them to historical
losses on similarly rated loans in arriving at the
historical loss factor. The institution maintains
supporting documentation for its loss-factor
analysis, including historical losses by type of

loan, originating branch office, and loan grade
for the three-year period.

Adjustment of loss rates for changes in local
economic conditions

An institution develops a factor to adjust loss
rates for its assessment of the impact of changes
in the local economy. For example, when ana-
lyzing the loss rate on commercial real estate
loans, the assessment identifies changes in recent
commercial building occupancy rates. The insti-
tution generally finds the occupancy statistics to
be a good indicator of probable losses on these
types of loans. The institution maintains docu-
mentation that summarizes the relationship
between current occupancy rates and its loss
experience.
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porting documentation for adjustments to
portfolio-segment loss rates for an environmen-
tal factor related to an economic downturn in the
borrower’s primary industry. Example 5 describes
one institution’s process for determining and
documenting an ALLL for loans that are not
individually impaired but have characteristics
indicating there are loan losses on a group basis.

Example 4: ALLL Under FAS 5—
Adjusting Loss Rates

Facts. Institution D’s lending area includes a
metropolitan area that is financially dependent
upon the profitability of a number of manufac-
turing businesses. These businesses use highly
specialized equipment and significant quantities
of rare metals in the manufacturing process. Due
to increased low-cost foreign competition, sev-
eral of the parts suppliers servicing these manu-
facturing firms declared bankruptcy. The foreign
suppliers have subsequently increased prices,
and the manufacturing firms have suffered from
increased equipment maintenance costs and
smaller profit margins. Additionally, the cost of
the rare metals used in the manufacturing pro-
cess increased and has now stabilized at double
last year’s price. Due to these events, the manu-
facturing businesses are experiencing financial
difficulties and have recently announced down-
sizing plans.

Although Institution D has yet to confirm an
increase in its loss experience as a result of these
events, management knows that it lends to a
significant number of businesses and individuals
whose repayment ability depends upon the long-
term viability of the manufacturing businesses.
Institution D’s management has identified par-
ticular segments of its commercial and con-
sumer customer bases that include borrowers
highly dependent upon sales or salary from the
manufacturing businesses. Institution D’s man-
agement performs an analysis of the affected
portfolio segments to adjust its historical loss
rates used to determine the ALLL. In this
particular case, Institution D has experienced
similar business and lending conditions in the
past that it can compare to current conditions.

Analysis. Institution D should document its
support for the loss-rate adjustments that result
from considering these manufacturing firms’
financial downturns. It should document its
identification of the particular segments of its

commercial and consumer loan portfolio for
which it is probable that the manufacturing
business’ financial downturn has resulted in loan
losses. In addition, it should document its analy-
sis that resulted in the adjustments to the loss
rates for the affected portfolio segments. As part
of its documentation, Institution D should main-
tain copies of the documents supporting the
analysis, including relevant newspaper articles,
economic reports, economic data, and notes
from discussions with individual borrowers.

Since Institution D has had similar situations
in the past, its supporting documentation should
also include an analysis of how the current
conditions compare to its previous loss experi-
ences in similar circumstances. As part of its
effective ALLL methodology, a summary should
be created of the amount and rationale for the
adjustment factor, which management presents
to the audit committee and board for their
review and approval prior to the issuance of the
financial statements.

Example 5: ALLL Under FAS 5—
Estimating Losses on Loans Individually
Reviewed for Impairment but Not
Considered Individually Impaired

Facts. Institution E has outstanding loans of
$2 million to Company Y and $1 million to
Company Z, both of which are paying as agreed
upon in the loan documents. The institution’s
ALLL policy specifies that all loans greater than
$750,000 must be individually reviewed for
impairment under FAS 114. Company Y’s finan-
cial statements reflect a strong net worth, good
profits, and ongoing ability to meet debt-service
requirements. In contrast, recent information
indicates Company Z’s profitability is declining
and its cash flow is tight. Accordingly, this loan
is rated substandard under the institution’s loan-
grading system. Despite its concern, manage-
ment believes Company Z will resolve its prob-
lems and determines that neither loan is
individually impaired as defined by FAS 114.
Institution E segments its loan portfolio to
estimate loan losses under FAS 5. Two of its
loan portfolio segments are Segment 1 and
Segment 2. The loan to Company Y has risk
characteristics similar to the loans included in
Segment 1, and the loan to Company Z has risk
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characteristics similar to the loans included in
Segment 2.22

In its determination of the ALLL under FAS 5,
Institution E includes its loans to Company Y
and Company Z in the groups of loans with
similar characteristics (i.e., Segment 1 for Com-
pany Y’s loan and Segment 2 for Company Z’s
loan). Management’s analyses of Segment 1 and
Segment 2 indicate that it is probable that each
segment includes some losses, even though the
losses cannot be identified to one or more
specific loans. Management estimates that the
use of its historical loss rates for these two
segments, with adjustments for changes in
environmental factors, provides a reasonable
estimate of the institution’s probable loan losses
in these segments.

22. These groups of loans do not include any loans that
have been individually reviewed for impairment under FAS
114 and determined to be impaired as defined by FAS 114.

Analysis. Institution E should adequately docu-
ment an ALLL under FAS 5 for these loans that
were individually reviewed for impairment but
are not considered individually impaired. As
part of its effective ALLL methodology, Institu-
tion E documents the decision to include its
loans to Company Y and Company Z in its
determination of its ALLL under FAS 5. It
should also document the specific characteristics
of the loans that were the basis for grouping
these loans with other loans in Segment 1 and
Segment 2, respectively. Institution E maintains
documentation to support its method of estimat-
ing loan losses for Segment 1 and Segment 2,
including the average loss rate used, the analysis
of historical losses by loan type and by internal
risk rating, and support for any adjustments to
its historical loss rates. The institution also
maintains copies of the economic and other
reports that provided source data.

Consolidating the Loss Estimates

To verify that ALLL balances are presented
fairly in accordance with GAAP and are audit-
able, management should prepare a document
that summarizes the amount to be reported in the
financial statements for the ALLL. The board
of directors should review and approve this
summary.

Common elements in such summaries

include—

the estimate of the probable loss or range of
loss incurred for each category evaluated (e.g.,
individually evaluated impaired loans, homo-
geneous pools, and other groups of loans that
are collectively evaluated for impairment);

the aggregate probable loss estimated using
the institution’s methodology;

* a summary of the current ALLL balance;

 the amount, if any, by which the ALLL is to
be adjusted;>* and

23. Subsequent to adjustments, there should be no material
differences between the consolidated loss estimate, as deter-
mined by the methodology, and the final ALLL balance
reported in the financial statements.

* depending on the level of detail that supports
the ALLL analysis, detailed subschedules of
loss estimates that reconcile to the summary

schedule. ) o
Illustration D describes how an institution docu-

ments its estimated ALLL by adding compre-
hensive explanations to its summary schedule.

Generally, an institution’s review and approval
process for the ALLL relies upon the data
provided in these consolidated summaries. There
may be instances in which individuals or com-
mittees that review the ALLL methodology and
resulting allowance balance identify adjust-
ments that need to be made to the loss estimates
to provide a better estimate of loan losses. These
changes may be due to information not known at
the time of the initial loss estimate (e.g., infor-
mation that surfaces after determining and
adjusting, as necessary, historical loss rates, or
a recent decline in the marketability of property
after conducting a FAS 114 valuation based
upon the fair value of collateral). It is impor-
tant that these adjustments are consistent with
GAAP and are reviewed and approved by
appropriate personnel. Additionally, the sum-
mary should provide each subsequent reviewer
with an understanding of the support behind
these adjustments. Therefore, management
should document the nature of any adjustments
and the underlying rationale for making the
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changes. This documentation should be pro-
vided to those making the final determination
of the ALLL amount. Example 6 addresses
the documentation of the final amount of the
ALLL.

lustration D
Summarizing Loss Estimates

Descriptive comments added to the consolidated
ALLL summary schedule

To simplify the supporting documentation pro-
cess and to eliminate redundancy, an institution
adds detailed supporting information to its sum-
mary schedule. For example, this institution’s
board of directors receives, within the body of
the ALLL summary schedule, a brief descrip-
tion of the institution’s policy for selecting loans
for evaluation under FAS 114. Additionally, the
institution identifies which FAS 114 impairment-
measurement method was used for each indi-
vidually reviewed impaired loan. Other items on
the schedule include a brief description of the
loss factors for each segment of the loan port-
folio, the basis for adjustments to loss rates, and
explanations of changes in ALLL amounts from
period to period, including cross-references to
more detailed supporting documents.

Example 6: Consolidating the Loss
Estimates—Documenting the Reported
ALLL

Facts. Institution F determines its ALLL using
an established systematic process. At the end of
each period, the accounting department prepares
a summary schedule that includes the amount of
each of the components of the ALLL, as well as
the total ALLL amount, for review by senior
management, the credit committee, and, ulti-
mately, the board of directors. Members of
senior management and the credit committee

meet to discuss the ALLL. During these discus-
sions, they identify changes that are required by
GAAP to be made to certain of the ALLL
estimates. As a result of the adjustments made
by senior management, the total amount of the
ALLL changes. However, senior management
(or its designee) does not update the ALLL
summary schedule to reflect the adjustments or
reasons for the adjustments. When performing
their audit of the financial statements, the inde-
pendent accountants are provided with the origi-
nal ALLL summary schedule that was reviewed
by senior management and the credit committee,
as well as a verbal explanation of the changes
made by senior management and the credit
committee when they met to discuss the loan-
loss allowance.

Analysis. Institution F’s documentation prac-
tices supporting the balance of its loan-loss
allowance, as reported in its financial state-
ments, are not in compliance with existing
documentation guidance. An institution must
maintain supporting documentation for the loan-
loss allowance amount reported in its financial
statements. As illustrated above, there may be
instances in which ALLL reviewers identify
adjustments that need to be made to the loan-
loss estimates. The nature of the adjustments,
how they were measured or determined, and the
underlying rationale for making the changes to
the ALLL balance should be documented.
Appropriate documentation of the adjustments
should be provided to the board of directors (or
its designee) for review of the final ALLL
amount to be reported in the financial state-
ments. For institutions subject to external audit,
this documentation should also be made avail-
able to the independent accountants. If changes
frequently occur during management or credit
committee reviews of the ALLL, management
may find it appropriate to analyze the reasons
for the frequent changes and to reassess the
methodology the institution uses.

Validating the ALLL Methodology

An institution’s ALLL methodology is consid-
ered valid when it accurately estimates the
amount of loss contained in the portfolio. Thus,
the institution’s methodology should include
procedures that adjust loss-estimation methods

to reduce differences between estimated losses
and actual subsequent charge-offs, as necessary.

To verity that the ALLL methodology is valid
and conforms to GAAP and supervisory guid
ance, an institution’s directors should establish
internal-control policies, appropriate for the size
of the institution and the type and complexity of
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its loan products. These policies should include
procedures for a review, by a party who is
independent of the ALLL-estimation process, of
the ALLL methodology and its application in
order to confirm its effectiveness.

In practice, financial institutions employ
numerous procedures when validating the rea-
sonableness of their ALLL methodology and
determining whether there may be deficiencies
in their overall methodology or loan-grading
process. Examples are—

e areview of trends in loan volume, delinquen-
cies, restructurings, and concentrations;

a review of previous charge-off and recovery
history, including an evaluation of the timeli-
ness of the entries to record both the charge-
offs and the recoveries;

a review by a party that is independent of the
ALLL-estimation process (this often involves
the independent party reviewing, on a test
basis, source documents and underlying
assumptions to determine that the established
methodology develops reasonable loss
estimates); and

an evaluation of the appraisal process of the
underlying collateral. (This may be accom-
plished by periodically comparing the appraised
value to the actual sales price on selected
properties sold.)

Supporting Documentation for the
Validation Process

Management usually supports the validation
process with the workpapers from the ALLL-
review function. Additional documentation often
includes the summary findings of the indepen-
dent reviewer. The institution’s board of direc-
tors, or its designee, reviews the findings and
acknowledges its review in its meeting minutes.
If the methodology is changed based upon the
findings of the validation process, documenta-
tion that describes and supports the changes
should be maintained.

Appendix—Application of GAAP

[This appendix was designated appendix B in
the policy statement.] An ALLL recorded pur-
suant to GAAP is an institution’s best estimate
of the probable amount of loans and lease-
financing receivables that it will be unable to

collect based on current information and events.?*
A creditor should record an ALLL when the
criteria for accrual of a loss contingency as set
forth in GAAP have been met. Estimating the
amount of an ALLL involves a high degree of
management judgment and is inevitably impre-
cise. Accordingly, an institution may determine
that the amount of loss falls within a range. An
institution should record its best estimate within
the range of loan losses.?>

Under GAAP, Statement of Financial Account-
ing Standards No. 5, “Accounting for Contin-
gencies” (FAS 5), provides the basic guidance
for recognition of a loss contingency, such as the
collectibility of loans (receivables), when it is
probable that a loss has been incurred and the
amount can be reasonably estimated. Statement
of Financial Accounting Standards No. 114,
“Accounting by Creditors for Impairment of a
Loan” (FAS 114) provides more specific guid-
ance about the measurement and disclosure of
impairment for certain types of loans.?¢ Specifi-
cally, FAS 114 applies to loans that are identi-
fied for evaluation on an individual basis. Loans
are considered impaired when, based on current
information and events, it is probable that the
creditor will be unable to collect all interest and
principal payments due according to the contrac-
tual terms of the loan agreement.

For individually impaired loans, FAS 114
provides guidance on the acceptable methods to
measure impairment. Specifically, FAS 114 states
that when a loan is impaired, a creditor should
measure impairment based on the present value
of expected future principal and interest cash
flows discounted at the loan’s effective interest

24. This appendix provides guidance on the ALLL and
does not address allowances for credit losses for off-balance-
sheet instruments (e.g., loan commitments, guarantees, and
standby letters of credit). Institutions should record liabilities
for these exposures in accordance with GAAP. Further guid-
ance on this topic is presented in the American Institute of
Certified Public Accountants’ Audit and Accounting Guide,
Banks and Savings Institutions, 2000 edition (AICPA Audit
Guide). Additionally, this appendix does not address allow-
ances or accounting for assets or portions of assets sold with
recourse, which is described in Statement of Financial
Accounting Standards No. 140, “Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of
Liabilities—a Replacement of FASB Statement No. 1257
(FAS 140).

25. Refer to FASB Interpretation No. 14, “Reasonable
Estimation of the Amount of a Loss,” and Emerging Issues
Task Force Topic No. D-80, “Application of FASB Statements
No. 5 and No. 114 to a Loan Portfolio” (EITF Topic D-80).

26. EITF Topic D-80 includes additional guidance on the
requirements of FAS 5 and FAS 114 and how they relate to
each other.***
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rate, except that as a practical expedient, a
creditor may measure impairment based on a
loan’s observable market price or the fair value
of collateral, if the loan is collateral dependent.
When developing the estimate of expected future
cash flows for a loan, an institution should

consider all available information reflecting past
events and current conditions, including the
effect of existing environmental factors. The
following illustration provides an example of an
institution estimating a loan’s impairment when
the loan has been partially charged off.

Illustration

Interaction of FAS 114 with an
Adversely Classified Loan, Partial
Charge-Off, and the Overall ALLL

An institution determined that a collateral-
dependent loan, which it identified for evalua-
tion, was impaired. In accordance with FAS 114,
the institution established an ALLL for the
amount that the recorded investment in the loan
exceeded the fair value of the underlying collat-
eral, less costs to sell.

Consistent with relevant regulatory guidance,
the institution classified as “Loss,” the portion

of the recorded investment deemed to be the
confirmed loss and classified the remaining
recorded investment as “Substandard.” For this
loan, the amount classified “Loss” was less than
the impairment amount (as determined under
FAS 114). The institution charged off the “Loss”
portion of the loan. After the charge-off, the
portion of the ALLL related to this “Substan-
dard” loan (1) reflects an appropriate measure of
impairment under FAS 114, and (2) is included
in the aggregate FAS 114 ALLL for all loans
that were identified for evaluation and individu-
ally considered impaired. The aggregate FAS 114
ALLL is included in the institution’s overall
ALLL.

Large groups of smaller-balance homoge-
neous loans that are collectively evaluated for
impairment are not included in the scope of
FAS 114.%7 Such groups of loans may include,
but are not limited to, credit card, residential
mortgage, and consumer installment loans. FAS
5 addresses the accounting for impairment of
these loans. Also, FAS 5 provides the account-
ing guidance for impairment of loans that are
not identified for evaluation on an individual
basis and loans that are individually evaluated
but are not individually considered impaired.
Institutions should ensure that they do not layer
their loan-loss allowances. Layering is the inap-
propriate practice of recording in the ALLL
more than one amount for the same probable
loan loss. Layering can happen when an institu-
tion includes a loan in one segment, determines
its best estimate of loss for that loan either
individually or on a group basis (after taking
into account all appropriate environmental fac-
tors, conditions, and events), and then includes
the loan in another group, which receives an
additional ALLL amount.?®

27. In addition, FAS 114 does not apply to loans measured
at fair value or at the lower of cost or fair value, leases, or debt
securities.

28. According to the Federal Financial Institutions Exami-
nation Council’s Federal Register notice, Implementation
Issues Arising from FASB Statement No. 114, “Accounting

While different institutions may use different
methods, there are certain common elements
that should be included in any loan-loss allow-
ance methodology. Generally, an institution’s
methodology should—

e include a detailed analysis of the loan port-
folio, performed on a regular basis;

consider all loans (whether on an individual or
group basis);

identify loans to be evaluated for impairment
on an individual basis under FAS 114 and
segment the remainder of the portfolio into
groups of loans with similar risk characteris-
tics for evaluation and analysis under FAS 5;
consider all known relevant internal and
external factors that may affect loan
collectibility;

* be applied consistently but, when appropriate,
be modified for new factors affecting
collectibility;

consider the particular risks inherent in differ-
ent kinds of lending;

by Creditors for Impairment of a Loan,” published Febru-
ary 10, 1995, institution-specific issues should be reviewed
when estimating loan losses under FAS 114. This analysis
should be conducted as part of the evaluation of each
individual loan reviewed under FAS 114 to avoid potential
ALLL layering.

November 2002
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consider current collateral values (less costs to
sell), where applicable;

require that analyses, estimates, reviews, and
other ALLL methodology functions be
performed by competent and well-trained
personnel;

be based on current and reliable data;

be well documented, in writing, with clear
explanations of the supporting analyses and
rationale; and

include a systematic and logical method to
consolidate the loss estimates and ensure the
ALLL balance is recorded in accordance with
GAAP>

29. Refer to paragraph 7.05 of the AICPA Audit Guide.

A systematic methodology that is properly
designed and implemented should result in an
institution’s best estimate of the ALLL. Accord-
ingly, institutions should adjust their ALLL
balance, either upward or downward, in each
period for differences between the results of the
systematic determination process and the unad-
justed ALLL balance in the general ledger.3?

30. Institutions should refer to the guidance on materiality
in SEC Staff Accounting Bulletin No. 99, Materiality.
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ALLL Estimation Practices for Loans Secured by Junior Liens

Effective date April 2012

Section 2015.1

The federal banking agencies' issued, in January
2012, “Interagency Supervisory Guidance on
Allowance for Loan and Lease Losses Estima-
tion Practices for Loans and Lines of Credit
Secured by Junior Liens on 1-4 Family Resi-
dential Properties.” The guidance was issued to
address the allowance for loan and lease losses
(ALLL) estimation practices for junior-lien loans
and lines of credit (collectively, junior liens).
(See SR-12-3.)

Domestic banking organizations that are
supervised by the Federal Reserve are reminded
to consider all credit quality indicators relevant
to their junior liens. Generally, this information
should include the delinquency status of senior
liens associated with the institution’s junior
liens and whether the senior lien has been
modified. Institutions should ensure that during
the ALLL estimation process, sufficient infor-
mation is gathered to adequately assess the
probable loss incurred within junior-lien
portfolios.

Based on the rapid growth in home equity
lending during the 2003-2007 timeframe, a
significant volume of home equity lines of credit
(HELOC:s) will be approaching the end of their
draw periods within the next several years and
will either convert to amortized loans or will
start having principal due as a balloon payment.
An institution with a significant number of
HELOCs should ensure that its ALLL method-
ology appropriately captures the elevated bor-
rower default risk associated with any upcoming
payment shocks.

This 2012 ALLL guidance applies to institu-
tions of all sizes. The guidance states that an
institution should use reasonably available tools
to determine the payment status of senior liens
associated with its junior liens, such as credit
reports, third-party services, or, in certain cases,
a proxy. It is expected that large, complex
institutions would find most tools reasonably
available and would use proxies in limited
circumstances.

The guidance does not add or modify existing
regulatory reporting requirements issued by the
agencies or current generally accepted account-
ing principles (GAAP). This guidance reiterates

1. The federal banking agencies are the Board of Gover-
nors of the Federal Reserve System (Federal Reserve Board),
the Federal Deposit Insurance Corporation (FDIC), the Office
of the Comptroller of the Currency (OCC), and the National
Credit Union Administration (NCUA).

key concepts included in GAAP and existing
supervisory guidance related to the ALLL. (See,
for example, SR-01-17 and SR-06-17 and their
attachments. See also sections 2070.1 and
2072.1.)

Institutions also are reminded to follow appro-
priate risk-management principles in managing
junior-lien loans and lines of credit, including
the May 2005 “Interagency Credit Risk Man-
agement Guidance for Home Equity Lending.”
(See SR-05-11 and section 2090.1.)

ALLL ESTIMATION PRACTICES FOR
LOANS AND LINES OF CREDIT

SECURED BY JUNIOR LIENS ON 1-4
FAMILY RESIDENTIAL PROPERTIES

Amidst continued uncertainty in the economy
and the housing market, federally regulated
financial institutions are reminded to monitor all
credit quality indicators relevant to credit port-
folios, including junior liens. While the follow-
ing guidance specifically addresses junior liens,
it contains principles that apply to estimating the
ALLL for all types of loans. Institutions also are
reminded to follow appropriate risk-management
principles in managing junior-lien loans and
lines of credit, including those in the May 2005
“Interagency Credit Risk Management Guid-
ance for Home Equity Lending.”

The December 2006 “Interagency Policy
Statement on the Allowance for Loan and Lease
Losses” (IPS) states: “Estimates of credit losses
should reflect consideration of the significant
factors that affect the collectibility of the port-
folio as of the evaluation date.”

The “Interagency Credit Risk Management
Guidance for Home Equity Lending” states:
“Financial institutions should establish an appro-
priate ALLL and hold capital commensurate
with the riskiness of portfolios. In determining
the ALLL adequacy, an institution should con-
sider how the interest-only and draw features of
HELOCs during the lines’ revolving period
could affect the loss curves for the HELOC
portfolio. Those institutions engaging in pro-
grammatic subprime home equity lending or
institutions that have higher risk products are
expected to recognize the elevated risk of the
activity when assessing capital and ALLL
adequacy.”
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While the 2012 ALLL guidance specifically
addresses junior liens, it contains principles that
apply to estimating the ALLL for all types of
loans.

Responsibilities of Management

Consideration of All Significant Factors

Institutions should ensure that during the ALLL
estimation process sufficient information is gath-
ered to adequately assess the probable loss
incurred within junior-lien portfolios. Generally,
this information should include the delinquency
status of senior liens associated with the insti-
tution’s junior liens and whether the senior lien
loan has been modified. Institutions with signifi-
cant holdings of junior liens should gather and
analyze data on the associated senior-lien loans
it owns or services. When an institution does not
own or service the associated senior-lien loans,
it should use reasonably available tools to deter-
mine the payment status of the senior-lien loans.
Such tools include obtaining credit reports or
data from third-party services to assist in match-
ing an institution’s junior liens with its associ-
ated senior liens. Additionally, an institution
may, as a proxy, use the relevant performance
data on similar senior liens it owns or services.
An institution with an insignificant volume of
junior-lien loans and lines of credit may use
judgment when determining what information
about associated senior liens not owned or
serviced is reasonably available.

Institutions with significant holdings of junior
liens should also periodically refresh other credit
quality indicators the organization has deemed
relevant about the collectibility of its junior
liens, such as borrower credit scores and com-
bined loan-to-value ratios (CLTVs), which
include both the senior and junior liens. An
institution should refresh relevant credit quality
indicators as often as necessary considering
economic and housing market conditions that
affect the institution’s junior-lien portfolio. As
noted in SR-06-17, “changes in the level of the
ALLL should be directionally consistent with
changes in the factors, taken as a whole, that
evidence credit losses.” For example, if declin-
ing credit quality trends in the factors relevant to
either junior liens or their associated senior-lien
loans are evident, the ALLL level as a percent-
age of the junior-lien portfolio should generally

increase, barring unusual charge-off activity.
Similarly, if improving credit quality trends are
evident, the ALLL level as a percentage of the
junior-lien portfolio should generally decrease.

Institutions routinely gather information for
credit-risk management purposes, but some may
not fully use that information in the allowance
estimation process. Institutions should consider
all reasonably available and relevant informa-
tion in the allowance estimation process, includ-
ing information obtained for credit-risk manage-
ment purposes. Financial Accounting Standards
Board Accounting Standards Codification (ASC)
Topic 450 states that losses should be accrued
by a charge to income if information available
prior to issuance of the financial statements
indicates that it is probable that an asset has
been impaired. The 2006 IPS states, “...esti-
mates of credit losses should reflect consider-
ation of all significant factors.” (See SR-06-17
and its attachment.) Consequently, it is consid-
ered inconsistent with both GAAP and supervi-
sory guidance to fail to gather and consider
reasonably available and relevant information
that would significantly affect management’s
judgment about the collectibility of the portfolio.?

Adequate Segmentation

Institutions normally segment their loan port-
folio into groups of loans based on risk charac-
teristics as part of the ALLL estimation process.
Institutions with significant holdings of junior
liens should ensure adequate segmentation within
their junior-lien portfolio to appropriately esti-
mate the allowance for high-risk segments within
this portfolio. A lack of segmentation can result
in an allowance established for the entire junior-
lien portfolio that is lower than what the allow-
ance would be if high-risk loans were segre-
gated and grouped together for evaluation in one
or more separate segments. The following credit
quality indicators may be appropriate for use in
identifying high-risk junior-lien portfolio
segments:

2. “Portfolio” refers to loans collectively evaluated for
impairment under ASC Topic 450; this supervisory guidance
may also be applicable to junior-lien loans that are subject to
measurement for impairment under ASC Subtopic 310-10,
Receivables - Overall (formerly Statement of Financial
Accounting Standards No. 114, Accounting by Creditors for
Impairment of a Loan) and ASC Subtopic 310-30, Loans and
Debt Securities Acquired with Deteriorated Credit Quality
(formerly AICPA Statement of Position 03-3, Accounting for
Certain Loans or Debt Securities Acquired in a Transfer).

April 2012
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delinquency and modification status of an
institution’s junior liens

delinquency and modification status of senior-
lien loans associated with an institution’s
junior liens

current borrower credit score
current CLTV

origination channel

documentation type

property type (for example, investor owned or
owner-occupied)

geographic location of property

origination vintage

e HELOCs where the borrower is making only
the minimum payment due

¢ HELOCSs where current information and con-
ditions indicate that the borrower will be
subject to payment shock

In particular, institutions should ensure their
ALLL methodology adequately incorporates the
elevated borrower default risk associated with
payment shocks due to (1) rising interest rates
for adjustable rate junior liens, including
HELOCs,?* or (2) HELOCs converting from
interest-only to amortizing loans. If the default
rate of junior liens that have experienced pay-
ment shock is higher than the default rate of
junior liens that have not experienced payment
shock, an institution should determine whether
it has a significant number of junior liens
approaching their conversion to amortizing loans
or approaching an interest rate adjustment date.
If so, to ensure the institution’s estimate of
credit losses is not understated, it would be
necessary to adjust historical default rates on
these junior liens to incorporate the effect of
payment shocks that, based on current informa-
tion and conditions, are likely to occur.

Adequate segmentation of the junior-lien port-
folio by risk factors should facilitate an institu-
tion’s ability to track default rates and loss
severity for high-risk segments and its ability to
appropriately incorporate these data into the
allowance estimation process.

3. Forecasts of future interest rate increases should not be
included in the determination of the ALLL. However, if rates
have risen since the last rate adjustment, the effect of the
increase on the amount of the payment at the next rate
adjustment should be considered.

Qualitative or Environmental Factor
Adjustments

As noted in SR-06-17, institutions should adjust
a loan group’s historical loss rate for the effect
of qualitative or environmental factors that are
likely to cause estimated credit losses as of the
evaluation date to differ from the group’s his-
torical loss experience. Institutions typically
reflect the overall effect of these factors on a
loan group as an adjustment that, as appropriate,
increases or decreases the historical loss rate
applied to the loan group. Alternatively, the
effect of these factors may be reflected through
separate standalone adjustments within the ASC
Subtopic 450-20 component of the ALLL.

When an institution uses qualitative or envi-
ronmental factors to estimate probable losses
related to individual high-risk segments within
the junior-lien portfolio, any adjustment to the
historical loss rate or any separate standalone
adjustment should be supported by an analysis
that relates the adjustment to the characteristics
of and trends in the individual risk segments. In
addition, changes in the allowance allocation for
junior liens should be directionally consistent
with changes in the factors taken as a whole that
evidence credit losses on junior liens, keeping in
mind the characteristics of the institution’s
junior-lien portfolio.

Charge-Off and Nonaccrual Policies

Banking institutions should ensure that their
charge-off policy on junior liens is in accor-
dance with the June 2000 Uniform Retail Credit
Classification and Account Management Policy.
(See SR-00-8 and the appendix of section
2130.1.) As stated in SR-06-17, “when avail-
able information confirms that specific loans, or
portions thereof, are uncollectible, these amounts
should be promptly charged off against the
ALLL.”

Institutions also should ensure that income-
recognition practices related to junior liens are
appropriate. Consistent with GAAP and regula-
tory guidance, institutions are expected to have
revenue recognition practices that do not result
in overstating income. Placing a junior lien on
nonaccrual, including a current junior lien, when
payment of principal or interest in full is not
expected is one appropriate method to ensure
that income is not overstated. An institution’s
income-recognition policy should incorporate
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management’s consideration of all reasonably
available information including, for junior liens,
the performance of the associated senior liens as
well as trends in other credit quality indicators.
The policy should require that consideration of
these factors takes place before foreclosure on
the senior lien or delinquency of the junior lien.
The policy should also explain how manage-
ment’s consideration of these factors affects
income recognition prior to foreclosure on the
senior lien or delinquency of the junior lien to
ensure income is not overstated.

Responsibilities of Examiners

To the extent an institution has significant hold-
ings of junior liens, examiners should assess the
appropriateness of the institution’s ALLL meth-
odology and documentation related to these
loans, and the appropriateness of the level of the
ALLL established for this portfolio. As noted in
SR-06-17, for analytical purposes, an institution
should attribute portions of the ALLL to loans
that it individually evaluates and determines to
be impaired under ASC Subtopic 310-10 and to
groups of loans that it evaluates collectively
under ASC Subtopic 450-20. However, the
ALLL is available to cover all charge-offs that
arise from the loan portfolio.

Consistent with SR-06-17, in their review of
the junior-lien portfolio, examiners should con-
sider all significant factors that affect the col-
lectibility of the portfolio. Examiners should
take the following steps when reviewing the
appropriateness of an institution’s allowance
that is established for junior liens:

 Evaluate the institution’s ALLL policies and

procedures and assess the methodology that
management uses to arrive at an overall esti-
mate of the ALLL for junior liens. This should
include whether all significant qualitative or
environmental factors that affect the collect-
ibility of the portfolio (including those factors
previously discussed) have been appropriately
considered in accordance with GAAP.

* Review management’s use of loss estimation
models or other loss estimation tools to ensure
that the resulting estimated credit losses are in
conformity with GAAP.

* Review management’s support for any quali-
tative or environmental factor adjustments to
the allowance related to junior liens. Examin-
ers should ensure that all relevant qualitative
or environmental factors were considered and
adjustments to historical loss rates for specific
risk segments within the junior-lien portfolio
are supported by an analysis that relates the
adjustment to the characteristics of and trends
in the individual risk segments.

e Review the interest income accounts associ-
ated with junior liens to ensure that the
institution’s net income is not overstated.

If the examiner concludes that the reported
ALLL for junior liens is not appropriate or
determines that the ALLL evaluation process is
deficient, recommendations for correcting these
deficiencies, including any examiner concerns
regarding an appropriate level for the ALLL,
should be noted in the report of examination.
Examiners should cite any departures from
GAAP and regulatory guidance, as applicable.
Additional supervisory action may also be taken
based on the magnitude of the observed short-
comings in the ALLL process.

April 2012
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Examination Objectives
Effective date April 2012

Section 2015.2

The examination objectives for an institution
that has significant holdings of loans secured by
junior liens are as follows:

1.

To evaluate the appropriateness of the insti-
tution’s methodology and documentation of
the allowance for loan and lease losses
(ALLL) related to these loans.

To ascertain whether the institution’s poli-
cies, practices, procedures, and internal con-
trols regarding the ALLL estimation prac-
tices for loans secured by junior liens are
sufficient.

To determine whether the level of the ALLL
is reasonable and adequate for the institu-
tion’s volume of such loans outstanding.

4. To evaluate if the institution has fully con-

sidered and accounted for all significant quali-
tative or environmental factors that affect the
collectability of such loans.

. To ascertain whether the portfolio has been

properly accounted in accordance with gener-
ally accepted accounting principles and whether
all applicable supervisory and regulatory guid-
ance, as well as statutory and regulatory require-
ments, have been adhered to.
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Examination Procedures .
Effective date April 2012 Section 2015.3

. To the extent an institution has significant

holdings of loans secured by junior liens,

assess the appropriateness of the institution’s

a. allowance for loan and lease loss (ALLL)
methodology and documentation related
to these loans, and

b. ALLL level established for this portfolio.
. During the examination’s review of the of the
junior-lien portfolio, consider all significant
qualitative or environmental factors that affect
the collectibility of the junior-lien portfolio
and whether they have been appropriately
considered in accordance with generally
accepted accounting principles (GAAP).

. Perform the following steps when reviewing

the appropriateness of the institution’s ALLL

that is established for junior liens:

a. Evaluate the institution’s ALLL policies
and procedures and assess the methodol-
ogy that management uses to arrive at an
overall estimate of the ALLL for junior
liens.

b. Review management’s use of loss-
estimation models or other loss-estimation
tools to ensure that the resulting estimated

credit losses are in conformity with GAAP.

c. Review management’s support for any
qualitative or environmental factor adjust-
ments to the ALLL related to junior liens.
Ensure that all relevant qualitative or envi-
ronmental factors were considered and
adjustments to historical loss rates for
specific risk segments within the junior-
lien portfolio are supported by an analysis
that relates the adjustment to the charac-
teristics of and trends in the individual
risk segments.

d. Review the interest income accounts asso-

ciated with junior liens to ensure that the
institution’s net income is not overstated.

. Provide comments in the examination report

when the ALLL for junior liens is not appro-
priate or if the ALLL evaluation process is
deficient. Include recommendations for cor-
recting these deficiencies and any concerns
regarding an appropriate level for the ALLL.

. Cite in the examination report any departures

from GAAP and regulatory guidance, as
applicable.
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Effective date October 2011

Section 2025.1

This section sets forth the June 29, 2011, “Inter-
agency Supervisory Guidance of Counterparty
Credit Risk Management” issued by the federal
banking agencies.! The guidance discusses the
critical aspects of effective management of coun-
terparty credit risk (CCR), and it sets forth
sound practices and supervisory expectations for
the development of an effective CCR-
management framework. CCR is the risk that
the counterparty to a transaction could default or
deteriorate in creditworthiness before the final
settlement of a transaction’s cash flows. Unlike
the credit risk for a loan, when only the lending
banking organization faces the risk of loss, CCR
creates a bilateral risk of loss because the market
value of a transaction can be positive or negative
to either counterparty. The future market value
of the exposure and the counterparty’s credit
quality are uncertain and may vary over time as
underlying market factors change.

This CCR guidance is intended for use by
banking organizations,? especially those with
large derivatives portfolios, in setting their risk-
management practices as well as by supervisors
as they assess and examine such institutions’
management of CCR. For other banking orga-
nizations without large derivatives portfolios,
risk managers and supervisors should apply this
guidance as appropriate, given the size, nature,
and complexity of the CCR risk profile of the
banking organization, although this guidance
would generally not apply to community bank-
ing organizations.

CCR is a multidimensional form of risk,
affected by both the exposure to a counterparty
and the credit quality of the counterparty, both
of which are sensitive to market-induced changes.
It is also affected by the interaction of these
risks—for example, the correlation® between an

1. The Board of Governors of the Federal Reserve System
(FRB), the Office of the Comptroller of the Currency (OCC),
the Federal Deposit Insurance Corporation (FDIC). The for-
mer Office of Thrift Supervision (OTS) also participated in
developing this guidance.

2. For the purposes of this CCR guidance, unless otherwise
indicated, the term banking organizations is intended to refer
to state member banks, state nonmember banks, national
banks, federal savings associations, state-chartered savings
associations, bank holding companies, and savings and loan
holding companies. The U.S. branches and agencies of foreign
banks are also considered to be banking organizations for
purposes of this guidance.

3. In this guidance, “correlation” refers to any form of
linear or nonlinear interrelationship or dependence between
factors.

exposure and the credit spread of the counter-
party, or the correlation of exposures among the
banking organization’s counterparties. Construct-
ing an effective CCR-management framework
requires a combination of risk-management tech-
niques from the credit-, market-, and operational-
risk disciplines.

This guidance reinforces sound governance of
CCR-management practices, through prudent
board and senior management oversight, man-
agement reporting, and risk-management func-
tions. The guidance also elaborates on the sound
practices for an effective CCR-management
framework and associated characteristics of
adequate systems infrastructure. It also covers
risk-control functions, such as counterparty lim-
its, margin practices, validating and backtesting
models and systems, managing close-outs,* man-
aging central counterparty exposures, and con-
trolling legal and operational risks arising from
derivatives activities.

CCR-management guidelines and supervisory
expectations are delineated in various individual
and interagency policy statements and guid-
ance,” which remain relevant and applicable.
This guidance offers further explanation and
clarification, particularly in light of develop-
ments in CCR management. However, this guid-
ance is not all-inclusive, and banking organiza-
tions should reference sound practices for CCR
management, such as those advanced by indus-
try, policymaking, and supervisory forums.° (See
SR 11-10.)

4. A close-out is the process undertaken by a banking
organization following default of a counterparty to fully
collect on all items due from that counterparty.

5. See, for example, the FFIEC “Supervisory Policy State-
ment on Investment Securities and End-User Derivatives
Activities,” 63 Fed. Reg. 20191, April 23, 1998. Federal
Reserve examination guidance on CCR is contained in
SR-99-3, section 2126.3 of the Bank Holding Company
Supervision Manual and section 2020.1 of the Trading and
Capital-Markets Activities Manual.

6. Industry, policymaking, and supervisory groups include,
but are not limited to, the Counterparty Risk Management
Policy Group (CRMPG), Committee on Payment and Settle-
ment Systems (CPSS), International Swaps and Derivatives
Association (ISDA), Institute of International Finance (IIF),
Group of Thirty (G30), Group of Twenty Finance Ministers
and Central Bank Governors (G-20), International Organiza-
tion of Securities Commissions (IOSCO), Senior Supervisors
Group (SSG), and Basel Committee on Banking Supervision
(BCBS). Documents produced by all of these groups were
drawn upon in developing this guidance.
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Counterparty Credit-Risk Management

GOVERNANCE

Board and Senior Management
Responsibilities

The board of directors or a designated board-
level committee (board) should clearly articulate
the banking organization’s risk tolerance for
CCR by approving relevant policies, including a
framework for establishing limits on individual
counterparty exposures and concentrations of
exposures. Senior management should establish
and implement a comprehensive risk-
measurement and management framework con-
sistent with this risk tolerance that provides for
the ongoing monitoring, reporting, and control
of CCR exposures.

Senior management should adhere to the
board’s established risk tolerance and should
establish policies and risk-management guide-
lines appropriately. At a minimum, policies
should outline CCR-management standards that
are in conformance with this guidance. More
specifically, they should address the subjects
discussed in this document, such as risk mea-
surement and reporting, risk-management tools,
and processes to manage legal and operational
risk. Policies should be detailed and contain a
clear escalation process for review and approval
of policy exceptions, especially those pertaining
to transaction terms and limits.

Management Reporting

Banking organizations should report counter-
party exposures to the board and senior manage-
ment at a frequency commensurate with the
materiality of exposures and the complexity of
transactions. Reporting should include concen-
tration analysis and CCR stress-testing results to
allow for an understanding of exposures and
potential losses under severe market conditions.
Reports should also include an explanation of
any measurement weaknesses or limitations that
may influence the accuracy and reliability of the
CCR risk measures.

Senior management should have access to
timely, accurate, and comprehensive CCR report-
ing metrics, including an assessment of signifi-
cant issues related to the risk-management
aspects discussed in this guidance. They should
review CCR reports at least monthly, with data
that are no more than three weeks old. It is

general practice for institutions to report the
following:

total counterparty credit risk aggregated on a
firm-wide basis and at significant legal entities
e counterparties with the largest exposures, along
with detail on their exposure amounts
* exposures to central counterparties (CCPs)
* significant concentrations, as outlined in this
guidance
 exposures to weak or problem counterparties
» growth in exposures over time; as a sound
practice, metrics should capture quarterly or
monthly changes, supplemented (where rel-
evant) by year-over-year trend data
exposures from over-the-counter (OTC) deriva-
tives; when they are material, additional
product-class breakouts (for example, tradi-
tional lending, securities lending) should be
included
 a sufficiently comprehensive range of CCR
metrics, as discussed in the CCR metrics
section
a qualitative discussion of key risk drivers of
exposures or conditions or factors that would
fundamentally change the risk profile of CCR;
an example would be assessment of changes
in credit underwriting terms and whether they
remain prudent

Risk-Management Function and
Internal Audit

Risk Management

A banking organization’s board and senior man-
agement should clearly delineate the respective
roles of business lines versus risk management,
both in terms of initiating transactions that have
CCR and of ongoing CCR management. The
board and senior management should ensure
that the risk-management functions have adequate
resources, are fully independent from CCR-
related trading operations (in both activity and
reporting), and have sufficient authority to
enforce policies and to escalate issues to senior
management and the board (independent of the
business line).

Internal Audit

The board should direct internal audit to regu-
larly assess the adequacy of the CCR-
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management framework as part of the regular
audit plan. Such assessments should include
credit-line approval processes, credit ratings,
and credit monitoring. Such an assessment
should opine on the adequacy of the CCR
infrastructure and processes, drawing where
appropriate from individual business line reviews
or other internal and external audit work. (See
the relevant section of this guidance regarding
the role of CCR model validation or review.)
The board should review annual reports from
internal audit and model validation or review,
assessing the findings and confirming that man-
agement has taken appropriate corrective actions.

RISK MEASUREMENT
CCR Metrics

Given the complexity of CCR exposures (par-
ticularly regarding OTC derivatives), banking
organizations should employ a range of risk-
measurement metrics to promote a comprehen-
sive understanding of CCR and how it changes
in varying environments. Metrics should be
commensurate with the size, complexity, liquid-
ity, and risk profile of the CCR portfolio. Bank-
ing organizations typically rely on certain met-
rics as a primary means of monitoring, with
secondary metrics used to create a more robust
view of CCR exposures. Banking organizations
should apply these metrics to single counter-
party exposures, groups of counterparties (for
example, by internal rating, industry, geographi-
cal region), and the consolidated CCR portfolio.
Banking organizations should assess their larg-
est exposures, for instance their top 20 expo-
sures, using each primary metric.

Major dealers and large, sophisticated bank-
ing organizations with substantial CCR expo-
sure should measure and assess

e current exposure (both gross and net of col-
lateral);

¢ forward-looking exposure (that is, potential
exposure);

* stressed exposure (broken out by market-risk
factors and/or by scenario);

* aggregate and stressed credit valuation adjust-
ment (CVA) as well as CVA factor sensitivities;

e additional relevant risk measures, such as (for
credit derivatives) jump-to-default risk on the
reference obligor, and economic capital usage;

* the largest exposures by individual business

line and product types; and
e correlation risks, such as wrong-way risk, as
well as the credit quality of collateral.

Refer to this section’s Appendix A for defini-
tions of basic metrics and descriptions of their
purposes.

Aggregation of Exposures

Banking organizations should have the capacity
to measure their exposure at various levels of
aggregation (for example, by business line, legal
entity, or consolidated by industry). Systems
should be sufficiently flexible to allow for timely
aggregation of all CCR exposures (that is, OTC
derivatives, securities financing transactions
(SFTs), and other presettlement exposures), as
well as aggregation of other forms of credit risk
to the same counterparty (for example, loans,
bonds, and other credit risks). The following are
sound CCR-aggregation principles:

» Counterparty-level current exposure and poten-
tial exposure should be calculated daily, based
on the previous day’s position data and any
exchange of collateral.

» For each organizational level of aggregation,
all trades should be included.

» There should be sufficient flexibility to aggre-
gate exposure at varying levels of granularity,
including industries, regions, families of prod-
ucts (for example, OTC derivatives, SFTs), or
other groupings to identify concentrations.

* While banking organizations are not required
to express all forms of risk in a common
metric or basis, management should be able to
view the various forms of exposures to a given
counterparty in a single report and/or system.
Specifically, this could include current out-
standing exposure across different categories
(e.g., current exposure for OTC derivatives
and drawn-down lines of commitment for
loans). Exposure reports should also include
the size of settlement and clearing lines.

¢ Banking organizations should be consistent in
their choice of currency and exchange rate,
and take into account the validity and legal
enforceability of any netting agreements they
may have with a counterparty.

¢ Management should understand the specific
approach used to aggregate exposures for any
given risk measure, in order to properly assess
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the results. For instance, some measures of
risk (such as current exposure) may be readily
added together, while others (such as potential
exposure) are less meaningful when they are
added to form an aggregate view of risk.
Internal capital adequacy models should incor-
porate CCR.

Concentrations

Concentrated exposures are a significant con-
cern, as CCR can contribute to sudden increases
in credit exposure, which in turn can result in
unexpectedly large losses in the event of coun-
terparty default. Accordingly, banking organiza-
tions should have enterprise-wide processes to
effectively identify, measure, monitor, and con-
trol concentrated exposures on both a legal
entity and enterprise-wide basis.

Concentrations should be identified using both
quantitative and qualitative means. An exposure
or group of related exposures (for example,
firms in the same industry), should be consid-
ered a concentration in the following circum-
stances: exposures (individually or collectively)
exceed risk-tolerance levels established to ensure
appropriate diversification; deterioration of the
exposure could result in material loss; or dete-
rioration could result in circumstances that are
detrimental to the banking organization’s repu-
tation. All credit exposures should be consid-
ered as part of concentration management,
including loans, OTC derivatives, names in
bespoke and index CDO credit tranches, secu-
rities settlements, and money market transac-
tions such as fed funds sold. Total credit expo-
sures should include the size of settlement and
clearing lines or other committed lines.

CCR-concentration management should iden-
tify, quantify, and monitor the following:

* Individual counterparties with large potential
exposures, when those exposures are driven
by a single market factor or transaction type.
In these circumstances, banking organizations
should supplement statistical measures of
potential exposure with other measures, such
as stress tests, that identify such concentra-
tions and provide an alternative view of risks
associated with close-outs.

* Concentrations of exposures to individual legal
entities, as well as concentrations across affili-
ated legal entities at the parent entity level, or

in the aggregate for all related entities.
Concentrations of exposures to industries or
other obligor groupings.
* Concentrations of exposures to geographic
regions or country-specific groupings sensi-
tive to similar macroeconomic shocks.
Concentrations across counterparties when
potential exposure is driven by the same or
similar risk factors. For both derivatives and
SFTs, banking organizations should under-
stand the risks associated with crowded trades,”
where close-out risk may be heightened under
stressed market conditions.
Collateral concentrations, including both risk
concentrations with a single counterparty and
risks associated with portfolios of counterpar-
ties. Banking organizations should consider
concentrations of noncash collateral for all
product lines covered by collateral agree-
ments,? including collateral that covers a single
counterparty exposure and portfolios of
counterparties.”

Collateral concentrations involving special

purpose entities (SPEs).  Collateral-

concentration risk is particularly important for

SPEs, because the collateral typically repre-

sents an SPE’s paying capacity.

* Banking organizations should consider the
full range of credit risks in combination with
CCR to manage concentration risk, including
risks from on- and off-balance-sheet activities,
contractual and noncontractual risks, contin-
gent and noncontingent risks, as well as under-
writing and pipeline risks.

Stress Testing

Banking organizations with significant CCR
exposures should maintain a comprehensive
stress-testing framework, which is integrated
into the banking organization’s CCR manage-

7. For purposes of this guidance, a “crowded trade” is a
large balance of open trading positions in a given asset or
group of assets relative to its daily trading volume, when other
market participants have similar positions that would need to
be liquidated should any adverse price change occur. Coinci-
dent sale of these assets by a large number of market
participants could lead to significant price declines and
dramatic increases in uncollateralized exposures.

8. Banking organizations should also track concentrations
in volatile currencies.

9. This analysis is particularly important with repo-style
transactions and other forms of SFTs for which the ability of
market participants to liquidate large collateral positions may
be difficult during periods of market turbulence.
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ment. The framework should inform the bank-
ing organization’s day-to-day exposure and con-
centration management, and it should identify
extreme market conditions that could exces-
sively strain the financial resources of the bank-
ing organization. Regularly, but no less than
quarterly, senior management should evaluate
stress-test results for evidence of potentially
excessive risk and take risk-reduction strategies
as appropriate.

The severity of factor shocks should be con-
sistent with the purpose of the stress test. When
evaluating solvency under stress, factor shocks
should be severe enough to capture historical
extreme market environments and/or extreme-
but-plausible stressed market conditions. The
impact of such shocks on capital resources and
earnings should be evaluated. For day-to-day
portfolio monitoring, hedging, and management
of concentrations, banking organizations should
also consider scenarios of lesser severity and
higher probability. When conducting stress test-
ing, risk managers should challenge the strength
of assumptions made about the legal enforce-
ability of netting and the ability to collect and
liquidate collateral.

A sound stress-testing framework should
include the following:

e Measurement of the largest counterparty-level
impacts across portfolios, material concentra-
tions within segments of a portfolio (such as
industries or regions), and relevant portfolio-
and counterparty-specific trends.

e Complete trade capture and exposure aggre-
gation across all forms of trading (not just
OTC derivatives) at the counterparty-specific
level, including transactions that fall outside
of the main credit system. The time frame
selected for trade capture should be commen-
surate with the frequency with which stress
tests are conducted.

» Stress tests, at least quarterly, of principal
market-risk factors on an individual basis (for
example, interest rates, foreign exchange, equi-
ties, credit spreads, and commodity prices) for
all material counterparties. Banking organiza-
tions should be aware that some counterpar-
ties may be material on a consolidated basis,
even though they may not be material on an
individual legal-entity basis.

¢ Assessment of nondirectional risks (for exam-
ple, yield-curve exposures and basis risks)
from multifactor stress-testing scenarios. Mul-
tifactor stress tests should, at a minimum, aim

to address separate scenarios: severe eco-
nomic or market events; significant decrease
in broad market liquidity; and the liquidation
of a large financial intermediary of the bank-
ing organization, factoring in direct and indi-
rect consequences.

Consideration, at least quarterly, of stressed

exposures resulting from the joint movement

of exposures and related counterparty credit-
worthiness. This should be done at the
counterparty-specific and counterparty-group

(for example, industry and region) level, and

in aggregate for the banking organization.

When CVA methodologies are used, banking

organizations should ensure that stress testing

sufficiently captures additional losses from
potential defaults.!©

* Basic stress testing of CVA to assess perfor-
mance under adverse scenarios, incorporating
any hedging mismatches.

e Concurrent stress testing of exposure and
noncash collateral for assessing wrong-way
risk.

* Identification and assessment of exposure lev-
els for certain counterparties (for example,
sovereigns and municipalities), above which
the banking organization may be concerned
about willingness to pay.

e Integration of CCR stress tests into firm-wide
stress tests.!!

Credit Valuation Adjustments

CVA refers to adjustments to transaction valua-
tion to reflect the counterparty’s credit quality.
CVA is the fair-value adjustment to reflect CCR
in valuation of derivatives. As such, CVA is the
market value of CCR and provides a market-
based framework for understanding and valuing
the counterparty credit risk embedded in deriva-
tive contracts. CVA may include only the adjust-
ment to reflect the counterparty’s credit quality
(a one-sided CVA or just CVA), or it may
include an adjustment to reflect the banking
organization’s own credit quality. The latter is a
two-sided CVA, or CVA plus a debt valuation
adjustment (DVA). For the evaluation of the

10. Exposure testing should include single-factor, multifac-
tor, and material nondirectional risks.

11. CCR stress testing should be consistent with overall
banking-organization-wide stress testing and follow the prin-
ciples set forth in the “Principles for Sound Stress Testing
Practices and Supervision” issued by the Risk Management
and Modeling Group of the Basel Committee in May 2009.
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credit risk due to probability of default of
counterparties, a one-sided CVA is typically
used. For the evaluation of the value of deriva-
tives transactions with a counterparty or the
market risk of derivatives transactions, a two-
sided CVA should be used.

Although CVA is not a new concept, its
importance has grown, partly because of a
change in accounting rules that requires banking
organizations to recognize the earnings impact
of changes in CVA.!? During the 2007-2009
financial crisis, a large portion of CCR losses
were because of CVA losses rather than actual
counterparty defaults.!> As such, CVA has
become more important in risk management, as
a mechanism to value, manage, and make appro-
priate hedging decisions, to mitigate banking
organizations’ exposure to the mark-to-market
(MTM) impact of CCR.'* The following are
general standards for CVA measurement and use
of CVA for risk-management purposes:

* CVA calculations should include all products
and counterparties, including margined
counterparties.

The method for incorporating counterparty

credit quality into CVA should be reasonable

and subject to ongoing evaluation. CVA should
reflect the fair value of the counterparty credit
risk for OTC derivatives, and inputs should be
based on current market prices when possible.

— Credit spreads should be reflected in the
calculation where available, and banking
organizations should not overly rely on
non-market-based probability of default
estimates when calculating CVA.

— Banking organizations should attempt to
map credit quality to name-specific spreads
rather than spreads associated with broad
credit categories.

— Any proxy spreads should reasonably cap-
ture the idiosyncratic nature of the coun-

12. See the Financial Accounting Standards Board’s
accounting literature pertinent to CVA in Accounting Stan-
dards Codification (ASC) Topic 820 (formerly FAS Statement
157). In addition, other transaction fair-value adjustments
should be conducted—for example, those involving a banking
organization’s own credit risk or differences in funding costs
based on whether transactions are collateralized or not.

13. Basel Committee on Banking Supervision, “Strength-
ening the Resilience of the Banking Sector—Consultative
Document,” December 2009.

14. An accurate measure of CVA is critical to prudent
risk-taking, as part of effectively understanding the risk-
reward tradeoff in a given derivatives transaction. The more
comprehensively CVA is measured, the more transparent the
economics of a given transaction.

terparty and the liquidity profile.
— The term structure of credit spreads should
be reflected in the CVA calculation.

e The CVA calculation should incorporate
counterparty-specific master netting agree-
ments and margin terms; for example, the
CVA calculation should reflect margin thresh-
olds or minimum transfer amounts stated in
legal documents.

* Banking organizations should identify the cor-
relation between a counterparty’s creditwor-
thiness and its exposure to the counterparty,
and seek to incorporate the correlation into
their respective CVA calculation.

Management of CVA

CVA management should be consistent with
sound risk-management practices for other mate-
rial MTM risks. These practices should include
the following:

* Business units engaged in trades related to
CVA management should have independent
risk-management functions overseeing their
activities.

Systems that produce CVA risk metrics should

be subject to the same controls as used for

other MTM risks, including independent vali-
dation or review of all risk models, including
alternative methodologies.'s

* Upon transaction execution, CVA costs should
be allocated to the business unit that originates
the transaction.

— As a sound practice, the risk of CVA
should be incorporated into the risk-
adjusted return calculation of a given
business.

— CVA cost allocation provides incentive for
certain parties to make prudent risk-taking
decisions and motivates risk-takers to sup-
port risk mitigation, such as requiring
strong collateral terms.

* Banking organizations should measure sensi-
tivities to changes in credit- and market-risk
factors to determine the material drivers of
MTM changes. On a regular basis, but no less
frequently than quarterly, banking organiza-
tions should ensure that CVA MTM changes

15. Liquidity in credit markets has varied significantly over
time. As liquidity conditions change, banking organizations
should calculate CVA using methodologies appropriate to the
market pricing information available for each counterparty
and transaction type.
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are sufficiently explained by these risk factors
(for example, through profit and loss attribu-
tion for sensitivities and backtesting for value
at risk (VaR)).

Banking organizations hedging CVA MTM
should gauge the effectiveness of hedges
through measurements of basis risk or other
types of mismatches. In this regard, it is
particularly important to capture nonlineari-
ties, such as the correlation between market
and credit risk, and other residual risks that
may not be fully offset by hedging.

CVA VaR

Banking organizations with material CVA should
measure the risk of associated loss on an ongo-
ing basis. In addition to stress tests of the CVA,
banking organizations may develop VaR models
that include CVA to measure potential losses.
While these models are currently in the early
stages of development, they may prove to be
effective tools for risk-management purposes.
An advantage of CVA VaR over more tradi-
tional CCR risk measures is that it captures the
variability of the CCR exposure, the variability
of the counterparty’s credit spread, and the
dependency between them.

Developing VaR models for CVA is signifi-
cantly more complicated than developing VaR
models for a banking organization’s market-risk
positions. In developing a CVA VaR model, a
banking organization should match the percen-
tile and time horizon for the VaR model to those
appropriate for the management of this risk, and
include all significant risks associated with
changes in the CVA. For example, banking
organizations may use the same percentile for
CVA VaR as they use for market-risk VaR (for
example, the 95th or 99th percentile). However,
the time horizon for CVA VaR may need to be
longer than for market risk (for example, one
quarter or one year) because of the potentially
illiquid nature of CVA. The following are impor-
tant considerations in developing a CVA VaR
model:

All material counterparties covered by CVA
valuation should be included in the VaR
model.

* A CVA VaR calculation that keeps the expo-
sure or the counterparty probability of default
static is not adequate. It will not only omit the
dependence between the two variables, but

also the risk arising from the uncertainty of
the fixed variable.

¢ CVA VaR should incorporate all forms of
CVA hedging. Banking organizations and
examiners should assess the ability of the VaR
measure to accurately capture the types of
hedging used by the banking organization.

Wrong-Way Risk

Wrong-way risk occurs when the exposure to a
particular counterparty is positively correlated
with the probability of default of the counter-
party itself. Specific wrong-way risk arises when
the exposure to a particular counterparty is
positively correlated with the probability of
default of the counterparty itself because of the
nature of the transactions with the counterparty.
General wrong-way risk arises when the prob-
ability of default of counterparties is positively
correlated with general market-risk factors.
Wrong-way risk is an important aspect of CCR
that has caused major losses at banking organi-
zations. Accordingly, a banking organization
should have a process to systematically identify,
quantify, and control both specific and general
wrong-way risk across its OTC derivative and
SFT portfolios.!® To prudently manage wrong-
way risk, banking organizations should

* maintain policies that formally articulate tol-
erance limits for both specific and general
wrong-way risk, an ongoing wrong-way risk
identification process, and the requirements
for escalation of wrong-way risk analysis to
senior management;

maintain policies for identifying, approving,
and otherwise managing situations when there
is a legal connection between the counterparty
and the underlying exposure or the associated
collateral'” (banking organizations should gen-
erally avoid such transactions because of their
increased risk);

16. A standard way of quantifying general wrong-way risk
is to design and apply stress scenarios that detect wrong-way
risk in the portfolio, record counterparty exposures most
affected by the scenarios, and assess whether the creditwor-
thiness of such counterparties is also negatively affected by
the scenario.

17. Examples of this situation are single-name credit deriva-
tives when there is a legal relationship between the counter-
party and the reference entity underlying the transaction, and
financing transactions when the counterparty pledges an
affiliate’s security as collateral.
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» perform wrong-way risk analysis for OTC
derivatives, at least at the industry and regional
levels; and

 conduct wrong-way risk analysis for SFTs on
broad asset classes of securities (for example,
government bonds, and corporate bonds).

SYSTEMS INFRASTRUCTURE
CONSIDERATIONS

Banking organizations should ensure that sys-
tems infrastructure keeps up with changes in the
size and complexity of their CCR exposures,
and the OTC derivatives market in general.
Systems should capture and measure the risk of
transactions that may be subject to CCR as a
fundamental part of the CCR-management
framework.

Banking organizations should have strong
operational processes across all derivatives
markets, consistent with supervisory and indus-
try recommendations.!® Management should
strive for a single comprehensive CCR-
exposure measurement platform.!® If not cur-
rently possible, banking organizations should
minimize the number of system platforms and
methodologies, as well as manual adjustments
to exposure calculations. When using multiple
exposure measurement systems, management
should ensure that transactions whose future
values are measured by different systems are
aggregated conservatively.

To maintain a systems infrastructure that
supports adequate CCR management, banking
organizations should take the following actions:

Data Integrity and Reconciliation

* Deploy adequate operational resources to sup-
port reconciliations and related analytical and
remediation processes.

18. Examples are recommendations made by the Senior
Supervisors Group (a group comprised of senior financial
supervisors from ten countries) and the Counterparty Risk
Management Policy Group (a group that consists of major,
internationally active commercial and investment banks, which
works to promote enhanced practices in counterparty credit
and market-risk management).

19. A single platform may, in practice, contain a number of
separate systems and models. These would be considered a
cohesive framework if they are operationally stable and
accurate in risk estimation, particularly with regard to proper
reflection of collateral and netting. A common programming
language for these systems facilitates an effective measure-
ment framework.

* Reconcile positions and valuations with
counterparties.

— Large counterparties should perform fre-
quent reconciliations of positions and valu-
ations (daily if appropriate).?°

— For smaller portfolios with nondealer coun-
terparties where there are infrequent trades,
large dealers should ensure the data integ-
rity of trade and collateral information on
a regular (but not necessarily daily) basis,
reconciling their portfolios according to
prevailing industry standards.

* Reconcile exposure data in CCR systems with
the official books and records of the financial
institution.

e Maintain controls around obligor names at the

point of trade entry, as well as reviews of

warehoused credit data, to ensure that all
exposures to an obligor are captured under the
proper name and can be aggregated accordingly.

Maintain quality control over transfer of trans-

action information between trade capture sys-

tems and exposure measurement systems.

* Harmonize netting and collateral data across

systems to ensure accurate collateral calls and

reflection of collateral in all internal systems.

Banking organizations should maintain a

robust reconciliation process to ensure that

internal systems have terms that are consistent
with those formally documented in agree-
ments and credit files.

Remediate promptly any systems weaknesses

that raise questions about the appropriateness

of the limits structure. If there are a significant

number of limit excesses, this may be a

symptom of system weaknesses, which should

be identified and promptly remediated.

* Eliminate or minimize backlogs of uncon-
firmed trades.

Automation and Tracking

e Automate legal and operational information,
such as netting and collateral terms. Banking
organizations should be able to adjust expo-
sure measurements, taking into account the
enforceability of legal agreements.

* Automate processes to track and manage legal
documentation, especially when there is a
large volume of legal agreements.

20. Large dealer counterparties should perform portfolio
reconciliation on a daily basis, as set forth in relevant industry
standards, such as the ISDA’s “Collateralised Portfolio Rec-
onciliation Best Operational Practices” (January 2010).
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* Increase automation of margin processes?!
and continue efforts to expand automation of
OTC derivatives post-trade processing. This
should include automation of trade confirma-
tions to reduce the lag between trade execu-
tion and legal execution.

* Maintain systems that track and monitor
changes in credit terms and have triggers for
relevant factors, such as net asset value, credit
rating, and cross-default.

e Maintain default monitoring processes and
systems.

Add-Ons

For large derivatives market participants, certain
trades may be difficult to capture in exposure-
measurement systems, and are therefore mod-
eled outside of the main measurement sys-
tem(s). The resulting exposures, commonly
referred to as add-ons, are then added to the
portfolio potential-exposure measure. In limited
cases, the use of conservative add-on method-
ologies may be suitable, if the central system
cannot reflect the risk of complex financial
products. However, overreliance on add-on meth-
odologies may distort exposure measures. To
mitigate measurement distortions, banking orga-
nizations should take the following steps:

* Review the use of add-on methodologies at
least annually. Current or planned significant
trading activity should trigger efforts to
develop appropriate modeling and systems,
prior to or concurrent with these growth plans.

» Establish growth limits for products with
material activities that continue to rely on
add-ons. Once systems are improved to meet a
generally accepted industry standard of trade
capture, these limits can be removed.

21. Banking organizations should consider the recommen-
dations in the “Standards of Electronic Exchange of OTC
Derivative Margin Calls,” issued by the ISDA’s Collateral
Committee on November 12, 2009.

RISK MANAGEMENT
Counterparty Limits

Meaningful limits on exposures are an integral
part of a CCR-management framework, and
these limits should be formalized in CCR poli-
cies and procedures. For limits to be effective, a
banking organization should incorporate these
limits into an exposure monitoring system inde-
pendent of relevant business lines. It should
perform ongoing monitoring of exposures against
such limits, to ascertain conformance with these
limits, and have adequate risk controls that
require action to mitigate limit exceptions.
Review of exceptions should include escalation
to a managerial level that is commensurate with
the size of the excess or nature of mitigation
required. A sound limit system should include
the following:

 Establishment and regular review of counter-
party limits by a designated committee. Fur-
ther, a banking organization should have a
process to escalate limit approvals to higher
levels of authority, depending on the size of
counterparty exposures, credit quality, and
tenor.
Establishment of potential future exposure
limits, as well as limits based on other metrics.
It is a sound practice to limit the market risk
arising through CVA, with a limit on CVA or
CVA VaR. However, such limits do not elimi-
nate the need to limit counterparty credit
exposure with a measure of potential future
exposure.
Individual CCR limits should be based on
peak exposures rather than expected exposures.
— Peak exposures are appropriate for indi-
vidual counterparty limit monitoring pur-
poses because they represent the risk tol-
erance for exposure to a single counterparty.
— Expected exposure is an appropriate mea-
sure for aggregating exposures across
counterparties in a portfolio credit model,
or for use within CVA.
» Consideration of risk factors such as the credit
quality of the counterparty, tenor of the trans-
actions, and the liquidity of the positions or
hedges.
Sufficiently automated monitoring processes
to provide updated exposure measures at least
daily.
e Monitoring of intraday trading activity for
conformance with exposure limits and excep-
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tion policies. Such controls and procedures
can include intraday-limit monitoring, trade
procedures and systems that assess a trade’s
impact on limit utilization prior to execution,
limit warning triggers at specific utilization
levels, and restrictions by credit-risk manage-
ment on allocation of full limits to the busi-
ness lines.

Margin Policies and Practices

Collateral is a fundamental CCR mitigant.
Indeed, significant stress events have high-
lighted the importance of sound margining prac-
tices. With this in mind, banking organizations
should ensure that they have adequate margin
and collateral “‘haircut”?? guidelines for all
products with CCR.?* Accordingly, banking
organizations should take the following actions:

* Maintain CCR policies that address margin
practices and collateral terms, including, but
not limited to

— processes to establish and periodically
review minimum haircuts;

— processes to evaluate the volatility and
liquidity of the underlying collateral. Banks
should strive to ensure that haircuts on
collateral do not decline during periods of
low volatility; and

— controls to mitigate the potential for a
weakening of credit standards from com-
petitive pressure.

Set guidelines for cross-product margining.

Banking organizations offer cross-product-

margining arrangements to clients to reduce

required margin amounts. Guidelines to con-
trol risks associated with cross-product mar-
gining would include limiting the set of eli-
gible transactions to liquid exposures and
having procedures to resolve margin disputes.
* Maintain collateral-management policies and
procedures to control, monitor, and report
— the extent to which collateral agreements
expose a banking organization to collat-

22. A haircut is the difference between the market value of
an asset being used as collateral for a loan and the amount of
money that a lender will advance against the asset.

23. See the guidelines issued by ISDA, the Securities
Industry and Financial Markets Association (SIFMA), and the
Managed Funds Association (MFA), including the “Market
Review of OTC Derivative Bilateral Collateralization Prac-
tices (Release 2.0)” (March 2010), and “Best Practices for
Collateral Management” (June 30, 2010).

eral risks, such as the volatility and liquid-
ity of the securities held as collateral;

— concentrations of less liquid or less mar-
ketable collateral asset classes;

— the risks of re-hypothecation or other rein-
vestment of collateral (both cash and non-
cash) received from counterparties, includ-
ing the potential liquidity shortfalls
resulting from the reuse of such collateral;
and

— the CCR associated with the decision
whether to require posted margin to be
segregated. Organizations should perform
a legal analysis concerning the risks of
agreeing to allow cash to be commingled
with a counterparty’s own cash and of
allowing a counterparty to rehypothecate
securities pledged as margin.

e Maintain policies and processes for monitor-
ing margin agreements involving third-party
custodians. As with bilateral counterparties,
banking organizations should
— 1identify the location of the account to

which collateral is posted or from which it
is received;

— obtain periodic account statements or other
assurances that confirm the custodian is
holding the collateral in conformance with
the agreement; and

— understand the characteristics of the
account where the collateral is held (for
example, whether it is in a segregated
account) and the legal rights of the
counterparty or any third-party custodian
regarding this collateral.

Validation of Models and Systems

A banking organization should validate its CCR
models initially and on an ongoing basis.
Validation of models should include an evalua-
tion of the conceptual soundness and
developmental evidence supporting a given
model; an ongoing monitoring process that
includes verification of processes and
benchmarking; and an outcomes-analysis
process that includes backtesting. Validation
should identify key assumptions and potential
limitations, and it should assess their possible
impact on risk metrics. All components of
models should be subject to validation along
with their combination in the CCR system.
Evaluating the conceptual soundness involves
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assessing the quality of the design and construc-
tion of the CCR models and systems, including
documentation and empirical evidence that sup-
ports the theory, data, and methods used.

Ongoing monitoring confirms that CCR sys-
tems continue to perform as intended. This
generally involves process verification, an assess-
ment of model data integrity and systems opera-
tion, and benchmarking to assess the quality of
a given model. Benchmarking is a valuable
diagnostic tool in identifying potential weak-
nesses. Specifically, it is the comparison of a
banking organization’s CCR model estimates
with those derived using alternative data, meth-
ods, or techniques. Benchmarking can also be
applied to particular CCR model components,
such as parameter-estimation methods or pricing
models. Management should investigate the
source of any differences in output, and deter-
mine whether benchmarking gaps indicate weak-
ness in the banking organization’s models.

Outcomes analysis compares model outputs
to actual results during a sample period not used
in model development. This is generally accom-
plished using backtesting. It should be applied
to components of CCR models (for example, the
risk-factor distribution and pricing model), the
risk measures, and projected exposures. While
there are limitations to backtesting, especially
for testing the longer time-horizon predictions
of a given CCR model, it is an essential com-
ponent of model validation. Banking organiza-
tions should have a process for the resolution of
observed model deficiencies detected by back-
testing. This should include further investigation
to determine the problem and appropriate course
of action, including changing a given CCR
model.

If the validation of CCR models and infra-
structure systems is not performed by staff that
is independent from the developers of the mod-
els, then an independent review should be con-
ducted by technically competent personnel to
ensure the adequacy and effectiveness of the
validation. The scope of the independent review
should include validation procedures for all
components, the role of relevant parties, and
documentation of the model and validation pro-
cesses. This review should document its results,
what action was taken to resolve findings, and
its relative timeliness.

Senior management should be notified of
validation and review results and should take
appropriate and timely corrective actions to
address deficiencies. The board should be

apprised of summary results, especially unre-
solved deficiencies. In support of validation
activities, internal audit should review and test
models and systems validation as well as overall
systems infrastructure as part of their regular
audit cycle.

For more information on validation, please
see this section’s Appendix B.

Close-Out Policies and Practices

Banking organizations should have the ability to
effectively manage counterparties in distress,
including execution of a close-out. Policies and
procedures outlining sound practices for manag-
ing a close-out should include the following:

¢ Requirements for hypothetical close-out simu-

lations at least once every two years for one of

the banking organization’s most complex
counterparties.

Standards for the speed and accuracy with

which the banking organization can compile

comprehensive counterparty exposure data and
net cash outflows. Operational capacity to

aggregate exposures within four hours is a

reasonable standard.

* The sequence of critical tasks, and decision-
making responsibilities, needed to execute a
close-out.

* Requirements for periodic review of documen-
tation related to counterparty terminations,
and confirmation that appropriate and current
agreements that specify the definition of events
of default and the termination methodology
that will be used are in place.

— Banking organizations should take correc-
tive action if documents are not current,
active, and enforceable.

— Management should document their deci-
sion to trade with counterparties that are
either unwilling or unable to maintain
appropriate and current documentation.

Established close-out methodologies that are
practical to implement, particularly with large
and potentially illiquid portfolios. Dealers
should consider using the ““close-out amount”™
approach for early termination upon default in
interdealer relationships.?*

24. Only for a definition of close-out amount approach, see
the Counterparty Risk Management Policy Group III's report,
“Containing Systemic Risk: Road to Reform” (August 6,
2008), pp. 122-125. Also, ISDA has published a closeout
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* A requirement that the banking organization
transmit immediate instructions to its appro-
priate transfer agent(s) to deactivate collateral
transfers, contractual payments, or other auto-
mated transfers contained in “‘standard settle-
ment instructions”” for counterparties or prime
brokers that have defaulted on the contract or
for counterparties or prime brokers that have
declared bankruptcy.

MANAGING CENTRAL
COUNTERPARTY EXPOSURES

A central credit counterparty (CCP) facilitates
trades between counterparties in one or more
financial markets by either guaranteeing trades
or novating contracts, and typically requires all
participants to be fully collateralized on a daily
basis. The CCP thus effectively bears most of
the counterparty credit risk in transactions,
becoming the buyer for every seller and the
seller to every buyer. Well-regulated and
soundly managed CCPs can be an important
means of reducing bilateral counterparty
exposure in the OTC derivatives market. How-
ever, CCPs also concentrate risk within a single
entity. Therefore, it is important that banking
organizations centrally clear through regulated
CCPs with sound risk-management processes
and strong financial resources sufficient to meet
their obligations under extreme stress
conditions.

To manage CCP exposures, banking organi-
zations should regularly, but no less frequently
than annually, review the individual CCPs to
which they have exposures. This review should
include performing and documenting due dili-
gence on each CCP, applying current supervi-
sory or industry standards?® (and any subsequent
standards) as a baseline to assess the CCP’s
risk-management practices.

For each CCP, an evaluation of its risk-
management framework should, at a
minimum, include membership require-
ments, guarantee fund contributions, margin-

amount protocol to aid in the adoption of the close-out amount
approach.

25. For instance, see “‘Recommendations for Central Coun-
terparties,” a consultative report issued by the Committee on
Payment and Settlement Systems and the Technical Commit-
tee of the International Organization of Securities Commis-
sions under the auspices of the Bank for International Settle-
ments (March 2004).

ing practices, default-sharing protocols, and
limits of liability.

* Banking organizations should also consider
the soundness of the CCP’s policies and
procedures, including procedures for handling
the default of a clearing member, obligations
at post-default auctions, and post-default
assignment of positions.

* Banking organizations should also maintain
compliance with applicable regulatory require-
ments, such as ensuring contingent loss expo-
sure remains within a banking organization’s
legal lending limit.

LEGAL AND OPERATIONAL RISK
MANAGEMENT

Banking organizations should ensure proper con-
trol of, and access to, legal documentation and
agreements. In addition, it is important that
systems used to measure CCR incorporate accu-
rate legal terms and provisions. The accessibil-
ity and accuracy of legal terms is particularly
critical in close-outs, when there is limited time
to review the collateral and netting agreements.
Accordingly, banking organizations should

* Have a formal process for negotiating legal
agreements. As a best practice, the process
would include approval steps and responsibili-
ties of applicable departments.

e At least annually, conduct a review of the

legal enforceability of collateral and netting

agreements for all relevant jurisdictions.

Maintain policies on when it is acceptable to

trade without a master agreement,’® using

metrics such as trading volume or the coun-
terparty’s risk profile.

— Trading without a master agreement may
be acceptable in cases of minimal volume
or when trading in jurisdictions where
master agreements are unenforceable. As
applicable, policies should outline required
actions to undertake and monitor transac