
Cash Accounts
Effective date March 2011 Section 2000.1

Cash accounts include U.S. and foreign coin and
currency on hand and in transit, clearings, and
cash items.

CASH

Every bank maintains a certain amount of U.S.
currency and some may have foreign currency
on hand. To avoid having excess nonearning
assets and to minimize exposure to misappro-
priation and robbery, each bank should establish
a policy to maintain cash balances at the mini-
mum levels necessary to serve its customers.
The amount will vary from bank to bank
depending on anticipated needs of customers
and the availability of replenishment monies,
with a reasonable allowance made for unusual
demands.

Foreign currency may not be included in cash
positions for management purposes when the
amounts are not significant. However, the coin
and currency of other countries are foreign-
currency assets, as are loans or nostro accounts,
and should be included in the foreign-currency
positions.

CLEARINGS

Clearings are checks, drafts, notes, and other
items that a bank has cashed or received for
deposit that are drawn on other local banks and
cleared directly with them. These items can
usually be exchanged more efficiently among
local banks than through correspondent banks or
the Federal Reserve System. Many communities
with two or more banks have formally organized
clearinghouse associations, which have adopted
rules governing members in the exchange of
checks. Clearinghouse associations often extend
their check-exchange arrangements to other
nearby cities and towns. In most banks, clear-
ings will be found in the department responsible
for processing checks.

Proof and transit were once two separate
functions in a bank: the proving of work (proof)
and the sending of out-of-town cash items (tran-
sit) for collection. Most banks have now com-
bined these two functions. Proof and transit may
be performed by any combination of tellers or
proof clerks, a separate proof and transit depart-

ment, a check-processing department, an out-
clearing department, or some other department
that is characteristic of the area of the country
where the bank operates. The functions may be
centralized or decentralized, manual or auto-
mated, depending on the size of the bank and the
volume of transactions. The volume of clearings
may be so great that the bank’s proof operations
are conducted after time deadlines for trans-
action posting or courier delivery. In these cases,
daily clearings customarily are determined as of
a specific cutoff time. Checks processed to that
time are carried in one day’s totals, and checks
processed after that time are carried in the
following day’s totals. However, no matter who
performs the function or how large the bank, the
objectives of a proof and transit system are the
same:

• to forward items for collection so that funds
are available as soon as possible

• to distribute all incoming checks and deposits
to their destinations

• to establish whether deposit totals balance
with the totals shown on deposit tickets

• to prove the totals of general ledger entries
and other transactions

• to collect data for computing the individual
customer’s service charges and determining
the availability of the customer’s funds

• to accomplish the assigned functions at the
lowest possible cost

CASH ITEMS

Cash items are checks or other items in the
process of collection that are payable in cash
upon presentation. A separate control of all cash
items is usually maintained on the bank’s gen-
eral ledger and, if applicable, on the interna-
tional division general ledger. The ledger is
supported by a subsidiary record of individual
amounts and other pertinent data. Cash items
and the related records are usually in the custody
of one employee at each banking office.

In their normal daily operations, banks have
an internal charge, on the general ledger, to total
demand deposits not charged to individual
accounts because of insufficient funds, computer
misreads, or other problems. Commonly known
as return items or rejected or unposted debits,
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these items may consist of checks received in
the ordinary course of business, loan-payment
debits, and other debit memos. In some banks,
return items are separated by the bookkeepers
and an entry is made reclassifying them to a
separate asset account entitled ‘‘bookkeepers’
return items.’’ Other banks do not use a separate
asset account; instead, the bookkeepers include
the items in a subsidiary control account in the
individual demand deposit ledgers. In that case,
the account would have a debit balance and
would be credited when the bank processes
items for posting or returns the checks to their
source.

Since bookkeepers’ return items are usually
processed and posted to an individual account or
returned to their source on the next business day,
the balance of the bookkeepers’ return items
account should represent the total of only one
day’s returned items.

When data processing systems are used, the
common practice is to post all properly encoded
debit items, regardless of whether an overdraft is
created. The resulting preliminary overdraft list,
together with the items charged, is subsequently
reviewed by bank employees, and unapproved
items are reversed and separated as bookkeep-
ers’ return items. The total of the resulting final
overdraft list becomes the final overdraft figure
shown on the general ledger. The examination
of overdrafts is discussed in ‘‘Deposit Accounts,’’
section 3000.1. The examination of international
overdrafts is discussed in ‘‘Due from Banks,’’
‘‘Borrowed Funds,’’ and ‘‘International—Foreign
Exchange,’’ sections 2010.1, 3010.1, and 7100.1,
respectively.

Several types of cash items should be consid-
ered ‘‘cash items not in the process of collec-
tion’’ and shown in an appropriate ‘‘other assets’’
account. Some examples are (1) items that are
payable upon presentation but which the bank
has elected to accumulate and periodically for-
ward to the payor, such as Series EE bonds or
food stamps; (2) items that are not immediately
payable in cash upon presentation; and (3) items
that were not paid when presented and require

further collection effort.
In addition to those items carried in the

separate ‘‘cash items’’ account on the general
ledger, most banks will have several sources of
internal float in which irregular cash items can
be concealed. Such items include any memo-
randa slips; checks drawn on the bank; checks
returned by other banks; checks of directors,
officers, employees, and their interests; checks
of affiliates; debits purporting to represent cur-
rency or coin shipments; notes, usually past due;
and all aged and unusual items of any nature that
might involve fictitious entries, manipulations,
or uncollectible accounts.

CURRENCY TRANSACTIONS

The reporting of currency and foreign transac-
tions as covered in 31 CFR 1010 requires
financial institutions to maintain records that
might be useful in criminal, tax, or regulatory
investigations. The regulation also seeks to iden-
tify persons who attempt to avoid payment of
taxes through transfers of cash to or from
foreign accounts. The examination procedures
for determining compliance with the regulation
require the examiner to ascertain the quality of
the bank’s auditing procedures and operating
standards relating to financial recordkeeping.1
Examiners also determine the adequacy of writ-
ten policies and bank training programs. The
Bank Secrecy Act/Anti-Money Laundering Exami-
nation Manual is to be used in checking com-
pliance and for reporting apparent violations in
the reporting of currency and foreign transac-
tions. Any violations noted should be listed with
appropriate comments in the report of examina-
tion. Inadequate compliance could result in a
cease-and-desist order to effect prompt compli-
ance with the statute.

1. Section 208.63 of Regulation H establishes procedures
to ensure that state member banks establish and maintain
procedures reasonably designed to ensure and monitor com-
pliance with the regulation.

2000.1 Cash Accounts
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Cash Accounts
Examination Objectives
Effective date May 1996 Section 2000.2

1. To determine if the policies, practices, pro-
cedures, and internal controls regarding ‘‘cash
accounts’’ are adequate.

2. To determine if bank officers and employees
are operating in conformance with the estab-
lished guidelines.

3. To determine the scope and adequacy of the
audit function.

4. To determine compliance with laws and
regulations.

5. To initiate corrective action when policies,
practices, procedures, or internal controls are
deficient or when violations of laws or regu-
lations have been noted.
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Cash Accounts
Examination Procedures
Effective date March 2011 Section 2000.3

1. If selected for implementation, complete or
update the cash accounts section of the
internal control questionnaire.

2. Based on the evaluation of internal controls
and the work performed by internal or
external auditors, determine the scope of the
examination.

3. Test for compliance with policies, practices,
procedures and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also obtain a listing of
any deficiencies noted in the latest review
done by internal or external auditors from
the examiner assigned to that area of exami-
nation, and determine if appropriate correc-
tions have been made.

4. Scan the general ledger cash accounts for
any unusual items or abnormal fluctuations.
Investigate any such items and document
any apparent noncompliance with policies,
practices and procedures for later review
with appropriate management personnel.

5. Obtain teller settlement sheet recap or simi-
lar document as of the examination date and
agree to the general ledger. Scan for reason-
ableness and conformity to bank
policy.

6. Obtain detailed listings of cash items,
including any bank items which are car-
ried in the general ledger under ‘‘other
assets,’’ agree listings to general ledger bal-
ances and scan for propriety and conformity
to bank policy.

7. Test compliance with Regulation H
(12 CFR 208) by—
a. selecting teller and banking office cash-

balance sheets and determining that
balances are within currency limits
established;

b. selecting bait money and agreeing serial
numbers to applicable records;

c. reviewing documentation showing train-
ing sessions held since the preceding
examination;

d. performing any visual inspections deemed
appropriate;

e. analyzing the bank’s system of security
and protection against external crimes
(Guidance for this analysis is provided in
the internal control questionnaire in this
section of the manual.); and

f. determining, through discreet corrobora-
tive inquiry of responsible bank officials
and review of documentation, whether a
security program that equals or exceeds
the standards prescribed by Regulation H
(12 CFR 208.61(c)) is in effect and that
the annual compliance report and any
other reports requested by the Federal
Reserve System have been filed.

8. Review compliance with recordkeeping
requirements and currency and foreign trans-
action reports. (See 31 CFR 1010.)

9. Review tellers’ over and short accounts for
recurring patterns and any large or unusual
items and follow up as considered neces-
sary. Investigate differences centered in any
one teller or banking office. Determine
whether corrective action has been taken, if
required.

10. Determine, by discreet corroborative inquiry
of responsible bank officials and review of
documentation, whether defalcations and/or
mysterious disappearances of cash since the
preceding examination have been properly
reported pursuant to current requirements of
the Board of Governors.

11. Review foreign-currency control ledgers
and dollar book value equivalents for the
following:
a. accuracy of calculations and booking

procedures
b. unusual fluctuations
c. concentrations
d. unusual items

12. Review international division revaluation
calculations and procedures.

13. Review the following items with appropri-
ate management personnel (or prepare a
memo to other examining personnel for
their use in reviewing with management):
a. internal-control exceptions and deficien-

cies in, or noncompliance with, written
policies, practices and procedures

b. uncorrected audit deficiencies
c. violations of law
d. inaccurate booking of U.S. dollar book

value equivalents for foreign currencies
e. inaccurate revaluation calculations and

procedures performed by cash-account
operations staff

14. Prepare comments on deficiencies or
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violations of law noted above for inclusion
in the examination report.

15. Update the workpapers with any informa-
tion that will facilitate future examinations.

2000.3 Cash Accounts: Examination Procedures
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Cash Accounts
Internal Control Questionnaire
Effective date March 2011 Section 2000.4

Review the bank’s internal-control policies, prac-
tices, and procedures for cash accounts. The
bank’s system should be documented com-
pletely and concisely and should include, where
appropriate, narrative descriptions, flow charts,
copies of forms used, and other pertinent infor-
mation. Items marked with an asterisk require
substantiation by observation or testing.

CASH ON HAND

*1. Do all tellers, including relief tellers, have
sole access to their own cash supply, and
are all spare keys kept under dual control?

*2. Do tellers have their own vault cubicle or
controlled cash drawer in which to store
their cash supply?

3. When a teller is leaving for vacation or for
any other extended period of time, is that
teller’s total cash supply counted?

4. Is each teller’s cash verified periodically
on a surprise basis by an officer or other
designated official (if so, is a record of
such count retained)?

*5. Are cash drawers or teller cages provided
with locking devices to protect the cash
during periods of the teller’s absence?

6. Is a specified limit in effect for each
teller’s cash?

*7. Is each teller’s cash checked daily to an
independent control from the proof or
accounting control department?

8. Are teller differences cleared daily?
9. Is an individual, cumulative over and short

record maintained for all persons han-
dling cash, and is the record reviewed by
management?

10. Does the teller prepare and sign a daily
proof sheet detailing currency, coin, and
cash items?

*11. Are large teller differences required to be
reported to a responsible official for
clearance?

12. Is there a policy against allowing teller
‘‘kitties’’?

*13. Are teller transactions identified through
use of a teller stamp?

*14. Are teller transfers made by tickets or
blotter entries which are verified and
initialed by both tellers?

15. Are maximum amounts established for
tellers’ cashing checks or allowing with-
drawal from time deposit accounts without
officer approval?

16. Does the currency at each location include
a supply of bait money?

17. Are tellers provided with operational guide-
lines on check-cashing procedures and
dollar limits?

18. Is a record maintained showing amounts
and denominations of reserve cash?

*19. Is reserve cash under dual custody?
*20. Are currency shipments—

a. prepared and sent under dual control
and

b. received and counted under dual control?
*21. If the bank uses teller machines—

a. is the master key controlled by some-
one independent of the teller function,

b. is the daily proof performed by some-
one other than the teller, and

c. are keys removed by the teller during
any absence?

*22. Is dual control maintained over mail
deposits?

23. Is the night depository box under a dual
lock system?

24. Is the withdrawal of night deposits made
under dual control?

25. Regarding night depository transactions—
a. are written contracts in effect;
b. are customers provided with lockable

bags; and
c. are the following procedures completed

with two employees present:
• opening of the bags
• initial recording of bag numbers,

envelope numbers, and depositors’
names in the register

• counting and verification of the
contents

*26. Regarding vault control—
a. is a register maintained which is signed

by the individuals opening and closing
the vault;

b. are time-clock settings checked by a
second officer;

c. is the vault under dual control; and
d. are combinations changed periodically

and every time there is a change in
custodianship?
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27. Are tellers prohibited from processing their
own checks?

*28. Are tellers required to clear all checks
from their funds daily?

*29. Are tellers prevented from having access
to accounting department records?

*30. Are teller duties restricted to teller
operations?

CASH-DISPENSING MACHINES

*31. Is daily access to the automated teller
machine (ATM) made under dual control?

*32. When maintenance is being performed on
a machine, with or without cash in it, is a
representative of the bank required to be in
attendance?

*33. Are combinations and keys to the machines
controlled (if so, indicate controls)?

34. Do the machines and the related system
have built-in controls that—

a. limit the amount of cash and number of
times dispensed during a specified
period (if so, indicate detail) and

b. capture the card if the wrong PIN (per-
sonal identification number) is consecu-
tively used?

35. Does the machine automatically shut down
after it experiences recurring errors?

36. Is lighting around the machine provided?

37. Does the machine capture cards of other
banks or invalid cards?

38. If the machine is operated ‘‘off line,’’ does
it have negative-file capability for present
and future needs, which includes lists of
lost, stolen, or other undesirable cards
which should be captured?

39. Is use of an ATM by an individual cus-
tomer in excess of that customer’s past
history indicated on MIS reports reviewed
for suspicious activity by bank manage-
ment (for example, three uses during past
three days as compared with a history of
one use per month)?

40. Have safeguards been implemented at the
ATM to prevent, during use, the disclosure
of a customer’s PIN by others observing
the PIN pad?

41. Are ‘‘fish-proof’’ receptacles provided for
customers to dispose of printed receipts,
rather than insecure trash cans, etc.?

42. Does a communication interruption between

an ATM and the central processing unit
trigger the alarm system?

43. Are alarm devices connected to all auto-
mated teller machines?

44. For on-line operations, are all messages to
and from the central processing unit and
the ATM protected from tapping, message
insertion, modification of message or sur-
veillance by message encryption (scram-
bling techniques)? (One recognized encryp-
tion formula is the National Bureau of
Standards Algorithm.)

*45. Are PINs mailed separately from cards?

*46. Are bank personnel who have custody of
cards prohibited from also having custody
of PINs at any stage (issuance, verifica-
tion, or reissuance)?

47. Are magnetic stripe cards encrypted
(scrambled) using an adequate algorithm
(formula) including a total message
control?

48. Are encryption keys, i.e., scramble plugs,
under dual control of personnel not asso-
ciated with operations or card issuance?

*49. Are captured cards under dual control of
persons not associated with bank operation
card issuance or PIN issuance?

*50. Are blank plastics and magnetic stripe
readers under dual control?

51. Are all cards issued with set expiration
dates?

52. Are transaction journals provided that
enable management to determine every
transaction or attempted transaction at the
ATM?

CASH ITEMS

*53. Are returned items handled by someone
other than the teller who originated the
transaction?

54. Does an officer or other designated indi-
vidual review the disposition of all cash
items over a specified dollar limit?

55. Is a daily report made of all cash items,
and is it reviewed and initialed by the
bank’s operations officer or other desig-
nated individual?

56. Is there a policy requiring that all cash
items uncollected for a period of 30 days
be charged off?

2000.4 Cash Accounts: Internal Control Questionnaire
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57. Do the bank’s present procedures forbid
the holding of overdraft checks in the
cash-item account?

58. Are all cash items reviewed at least
monthly at an appropriate level of
management?

*59. Are cash items recommended for charge-
off reviewed and approved by the board
of directors, a designated committee
thereof, or an officer with no operational
responsibilities?

PROOF AND TRANSIT

60. Are individuals working in the proof and
transit department precluded from work-
ing in other departments of the bank?

61. Is the handling of cash letters such that—
a. they are prepared and sent on a daily

basis;
b. they are photographed before they leave

the bank;
c. copy of proof or hand-run tape is prop-

erly identified and retained;
d. records of cash letters sent to correspon-

dent banks are maintained with identi-
fication of the subject bank, date, and
amount; and

e. remittances for cash letters are received
by employees independent of those who
send out the cash letters?

62. Are all entries to the general ledger either
originated or approved by the proof
department?

63. Are all entries prepared by the general
ledger and/or customer accounts depart-
ment reviewed by responsible supervisory
personnel other than the person preparing
the entry?

64. Are errors detected by the proof operator
in proving deposits corrected by another
employee or designated officer?

65. Are all postings to the general ledger and
subsidiary ledgers supported by source
documents?

66. Are returned items—
*a. handled by an independent section of

the department or delivered unopened
to personnel not responsible for pre-
paring cash letters or handling cash,

b. reviewed periodically by responsible
supervisory personnel to determine that
items are being handled correctly by

this section and are clearing on a
timely basis,

*c. scrutinized for employee items, and
d. reviewed for large or repeat items?

67. Are holdover items—
a. appropriately identified in the general

ledger,
*b. handled by an independent section of

the department, and
c. reviewed periodically by responsible

supervisory personnel to determine that
items are clearing on a timely basis?

68. Does the proof and transit department
maintain a procedures manual describing
the key operating procedures and func-
tions within the department?

*69. Are items reported missing from cash
letter promptly traced and a copy sent for
credit?

*70. Is there a formal system to ensure that
work distributed to proof machine opera-
tors is formally rotated?

71. Are proof machine operators prohibited
from—
a. filing checks or deposit slips or
b. preparing deposit account statements?

72. Are proof machine operators instructed to
report unusually large deposits or with-
drawals to a responsible officer (if so, over
what dollar amount $ )?

REGULATION H (12 CFR 208)—
COMPLIANCE QUESTIONNAIRE

73. Has a security officer been designated by
the board of directors in accordance with
Regulation H (12 CFR 208.61(b))?

74. Has a security program been developed
and implemented in accordance with Regu-
lation H (12 CFR 208.61(c))?

75. Does the bank have security devices that
give a general level of protection and that
are at least equivalent to the minimum
requirements of Regulation H?

76. Has the installation, maintenance, and
operation of security devices considered
the operating environment of each office
and the requirements of Regulation H (12
CFR 206.61(c))?

77. Does the security officer report at least
annually to the bank’s board of directors
on the administration and effectiveness of

Cash Accounts: Internal Control Questionnaire 2000.4
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the security program in accordance with
Regulation H (12 CFR 206.61(d))?

31 CFR 1010—COMPLIANCE
QUESTIONNAIRE

78. Is the bank in compliance with the
financial recordkeeping and reporting regu-
lations?

INTERNATIONAL DIVISION

*79. Are foreign-currency control ledgers and
dollar-book-value equivalents posted
accurately?

*80. Is each foreign currency revalued at least
monthly, and are profit and loss entries
passed on to the appropriate income
accounts?

*81. Are revaluation calculations, including the
rates used, periodically reviewed for accu-

racy by someone other than the foreign-
currency tellers?

*82. Does the internal auditor periodically
review for accuracy revaluation calcu-
lations, including the verification of
rates used and the resulting general ledger
entries?

CONCLUSION

83. Is the foregoing information considered an
adequate basis for evaluating internal con-
trol in that there are no significant defi-
ciencies in areas not covered in this ques-
tionnaire that impair any controls? Explain
negative answers briefly, and indicate any
additional examination procedures deemed
necessary.

84. Based on a composite evaluation as evi-
denced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate). A separate evalua-
tion should be made for each area, i.e.,
cash on hand, cash items, etc.

2000.4 Cash Accounts: Internal Control Questionnaire
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Due from Banks
Effective date April 2008 Section 2010.1

Banks maintain deposits in other banks to facili-
tate the transfer of funds. Those bank assets,
known as ‘‘due from bank deposits’’ or ‘‘corre-
spondent bank balances’’1 are a part of the
primary, uninvested funds of every bank. A
transfer of funds between banks may result from
the collection of cash items and cash letters, the
transfer and settlement of securities transac-
tions, the transfer of participating loan funds, the
purchase or sale of federal funds, and many
other causes.

In addition to deposits kept at the Federal
Reserve Bank and with correspondent banks, a
bank may maintain interest-bearing time depos-
its with international banks. Those deposits are a
form of investment, and relevant examination
considerations are included in ‘‘Investment
Securities and End-User Activities,’’ section
2020.1, and ‘‘International—Due from Banks—
Time,’’ section 7070.1.

Banks also use other banks to provide certain
services that can be performed more economi-
cally or efficiently by another facility because of
its size or geographic location. These services
include processing of cash letters, packaging
loan agreements, performing EDP services, col-
lecting out-of-area items, providing safekeeping
for bank and customer securities, exchanging
foreign currency, and providing financial advice
in specialized loan areas. When the service is
one way, the receiving bank usually maintains a
minimum balance at the providing bank to
compensate in full or in part for the services
received.

DEPOSITS WITH OTHER
DEPOSITORY INSTITUTIONS

Section 206.3 of Regulation F (12 CFR 206)
requires FDIC-insured depository institutions to
adopt written policies and procedures to address
the risk arising from exposure to a correspon-
dent, and to prevent excessive exposure to any
individual correspondent. These policies and
procedures should take into account the finan-
cial condition of a correspondent and the size,

form, and maturity of the exposure. Sec-
tion 206.4(a) of Regulation F stipulates that any
FDIC-insured depository institution must limit
its interday credit exposure to an individual
correspondent that is not ‘‘adequately capital-
ized’’2 to 25 percent of the institution’s total
capital.3 For a more detailed discussion of Regu-
lation F, refer to sections 2015.1–.4 and SR-93-
36 (‘‘Examiner Guidelines for Regulation F—
Interbank Liabilities’’).

BALANCES WITH FEDERAL
RESERVE BANKS

All state member banks are required by Regu-
lation D (12 CFR 204) to keep reserves equal to
specified percentages of the deposits on their
books. These reserves are maintained in the
form of vault cash or deposits with the Federal
Reserve Bank. The Federal Reserve Bank moni-
tors the deposits of each bank to determine that
reserves are kept at required levels. The reserves
provide the Federal Reserve System with a
means of controlling the nation’s money supply.
Changes in the level of required reserves affect
the availability and cost of credit in the econ-
omy. The examiner must determine that the
information supplied to the Federal Reserve
Bank for computing reserves is accurate.

The Monetary Control Act of 1980 enables a
nonmember financial institution to borrow from
the Reserve Bank’s discount window on the
same terms and conditions as member banks.
For member banks, loan transactions are usually
effected through their reserve account. For non-
member banks, the Reserve Bank typically
requires the institution to open a special account
called a clearing account. The loan transactions
are then processed through the clearing account.
However, in some instances, the Reserve Bank
may allow a nonmember institution to process
discount loan transactions through the account
of a member bank. In most of these isolated

1. Balances due from such institutions include all interest-
bearing and non-interest-bearing balances, whether in the
form of demand, savings, or time balances, including certifi-
cates of deposit, but excluding certificates of deposit held in
trading accounts.

2. See section 206.5(a) of Regulation F for the capital
ratios necessary for a correspondent bank to be considered
adequately capitalized.

3. The Board may waive this requirement if the primary
federal supervisor of the insured institution advises the Board
that the institution is not reasonably able to obtain necessary
services, including payment-related services and placement of
funds, without incurring exposure to a correspondent in excess
of the otherwise applicable limit.
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cases, a transaction of a nonmember institution
is being processed through the account of the
bank with which the nonmember institution has
a correspondent relationship.

Under the reserve account charge agreements
used by most Federal Reserve Banks, the
member bank’s reserve account may be charged
if the nonmember bank defaults on the loan
processed through the member bank’s account.
Since member banks may not act as the guarantor
of the debts of another, member banks may only
legally enter into revocable reserve account
charge agreements. Revocable agreements allow
the member bank, at its option, to revoke the
charge and thus avoid liability for the debt of the
nonmember correspondent. In contrast, irrevo-
cable charge agreements constitute a binding
guarantee of the nonmember correspondent’s
debt and generally cannot be entered into by a
member bank. Banks that enter into revocable
charge agreements should establish written
procedures to ensure their ability to make
prudent, timely decisions.

DEPOSIT BROKERS

On the asset side of the balance sheet, examiners
should review the activities of banks that place
deposits through money brokers. These banks
should have sufficient documentation to, among
other things, verify the amounts and terms of
individual deposits and the names of depository
institutions in which the deposits are placed.
Banks should also be able to demonstrate that
they have exercised appropriate credit judgment
with respect to each depository institution in
which they have placed funds. Deficiencies in
this area could constitute an unsafe or unsound
banking practice. A more detailed discussion of
brokered deposits is included in ‘‘Deposit
Accounts,’’ sections 3000.1–3000.3 of this
manual.

DUE FROM FOREIGN BANKS

Due from foreign banks demand or nostro
accounts are handled in the same manner as due
from domestic bank accounts, except that the
balances due are generally denominated in for-
eign currency.

A bank must be prepared to make and receive
payments in foreign currencies to meet the needs

of its international customers. This can be
accomplished by maintaining accounts (nostro
balances) with banks in foreign countries in
whose currencies receipts and payments are
made.

Nostro balances may be compared with an
inventory of goods and must be supervised in
the same manner. For example, payment to
import goods manufactured in Switzerland to
the United States can be made through a U.S.
bank’s Swiss franc account with another bank in
Switzerland. Upon payment in Switzerland, the
U.S. bank will credit its nostro account with the
Swiss bank and charge its U.S. customer’s dollar
account for the appropriate amount in dollars.
Conversely, exporting U.S. goods to Switzerland
results in a debit to the U.S. bank’s Swiss
correspondent account. The first transaction
results in an outflow of the U.S. bank’s ‘‘inven-
tory’’ of Swiss francs, while the second transac-
tion results in an inflow of Swiss francs. The
U.S. bank must maintain adequate balances in its
nostro accounts to meet unexpected needs and to
avoid overdrawing those accounts for which
interest must be paid. However, the bank should
not maintain excessive idle nostro balances that
do not earn interest, causing a loss of income.

The U.S. bank also runs risks by being either
long or short in a particular foreign currency or
by maintaining undue gaps. Losses could result
if that currency appreciates or depreciates sig-
nificantly or if the bank must purchase or
borrow the currency at a higher rate.

Excessive nostro overages and shortages can
be avoided by entering into spot and forward
exchange contracts to buy or sell such nostro
inventories. Those contracts are discussed in
‘‘International—Foreign Exchange,’’ section
7100.1. However, all foreign-currency transac-
tions, except over-the-counter cash trades, are
settled through nostro accounts. Therefore, the
volume of activity in those accounts may be
substantial, and the accounts must be properly
controlled.

In addition, an account service known as a
payable-through account is being marketed by
U.S. banks, Edge corporations, and the U.S.
branches and agencies of foreign banks to for-
eign banks that otherwise would not have the
ability to offer their customers access to the U.S.
banking system. This account service, referred
to by other names such as pass-through accounts
and pass-by accounts, involves a U.S. banking
entity’s opening of a deposit account for the
foreign bank. Policies and procedures should be
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developed to guard against the possible improper
or illegal use of payable-through account facili-
ties by foreign banks and their customers.

Examination procedures relating to this area are
part of the FFIEC Bank Secrecy Act/Anti-Money
Laundering Examination Manual.

Due from Banks 2010.1
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Due from Banks
Examination Objectives
Effective date May 1996 Section 2010.2

1. To determine if the policies, practices, pro-
cedures, and internal controls regarding due
from banks are adequate.

2. To determine if bank officers and employees
are operating in conformance with the estab-
lished guidelines.

3. To determine that all due from accounts are
reasonably stated and represent funds on
deposit with other banks.

4. To evaluate the credit quality of banks with
whom demand accounts are maintained.

5. To determine the scope and adequacy of the
audit coverage.

6. To determine compliance with laws, rulings,
and regulations.

7. To initiate corrective action when policies,
practices, procedures, or internal controls are
deficient or when violations of law, rulings,
or regulations have been noted.

Commercial Bank Examination Manual May 1996
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Due From Banks
Examination Procedures
Effective date May 2007 Section 2010.3

1. If selected for implementation, complete or
update the Due From Banks Internal Con-
trol Questionnaire.

2. Determine the scope of the examination,
based on the evaluation of internal controls
and the work performed by internal/external
auditors.

3. Test for compliance with policies, practices,
procedures and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also, obtain a listing of
any deficiencies noted in the latest review
done by internal/external auditors from
the examiner assigned ‘‘Internal Control,’’
and determine if corrections have been
accomplished.

4. Scan the most recent bank-prepared recon-
cilements for any unusual items and deter-
mine that closing balances listed on recon-
cilements agree with the general ledger and
with the balance shown on the cut-off state-
ment if one has been obtained.

5. If the bank’s policy for charge-off of old
open items provides for exceptions in
extenuating circumstances, review excepted
items and determine if charge-off is
appropriate.

6. If the bank has no policy for charge-off of
old open items, review any items which are
large or unusual or which have been out-
standing for over two months, along with
related correspondence, and determine if
charge-off is appropriate.

7. Test the bank’s calculation of its Federal
Reserve requirement and determine that
reports are accurate and complete by:
a. Performing a limited review of a sample

of line items if the bank has effective
operating procedures and has an audit
program covering the required reports.

b. Performing a detailed review of all line
items if the bank has not established
operating procedures or does not have an
audit program covering the required
reports.

8. Confer with the examiner assigned to check
for compliance with the laws and regula-
tions relating to insider loans at correspon-
dent banks and loans to insiders of corre-
spondent banks (Regulation O and 12 USC
1972(2)) and either provide a list, or verify

a bank supplied list, of correspondent banks.
(This effort should be coordinated with the
examiner assigned to ‘‘Deposit Accounts’’
to avoid duplication of work.)

9. Review the maximum deposit balance
established for each due from bank account
and determine if the maximum balance:
a. Is established after consideration of com-

pensating balance requirements resulting
from commitments or credit lines made
available to the bank or its holding
company. Coordinate this effort with
examiner assigned ‘‘Bank-Related Orga-
nizations.’’

b. Appears to be related to loans of execu-
tive officers or directors or to loans
which have been used to acquire stock
control of the bank under examination.
• If such due from accounts are detected,

provide full details of the account to
the examiner assigned to check for
compliance with the law relating to
loans to insiders of correspondent
banks (12 USC 1972(2)).

10. Determine the existence of any concentra-
tions of assets with other banks. Include
correspondent accounts, time deposits and
any federal funds sold in computation. For
concentrations exceeding 25 percent of the
bank’s capital structure, forward the infor-
mation to examiners assigned ‘‘Concentra-
tions of Credit’’ for possible inclusion in the
report of examination.

Note: Procedures 11 through 21 apply to
due from foreign banks—demand (nostro
accounts).

11. Obtain or prepare a trial balance (including
local currency book values) of due from
foreign banks—demand by bank customer
and:
a. Agree or reconcile balances to depart-

ment controls and the general ledger.
b. Review reconciling items for reasonable-

ness.
12. Using the appropriate sampling technique,

select demand account banks for
examination.

13. Prepare credit line sheets to include:
a. Customer’s aggregate due from banks—

demand liability in foreign currency

Commercial Bank Examination Manual May 2007
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amount and local currency equivalent.
b. Amount of customer’s line designated by

the bank.
c. Frequency of recent overdrawn nostro

accounts.

(Overdrawn nostro accounts as they relate
to foreign exchange activities are discussed
in the International—Foreign Exchange sec-
tion. Also, the examiner assigned ‘‘Bor-
rowed Funds’’ must obtain (or prepare) a
listing of overdrawn nostro accounts for
inclusion in the borrowing section of the
report of examination.)

d. Past compliance with customer’s line
limitation as determined from review of
liability ledger records.

14. Obtain from the examiner assigned
‘‘International—Loan Portfolio Manage-
ment,’’ schedules on the following, if they
are applicable to the due from foreign
banks—demand:
a. Delinquencies.
b. Miscellaneous loan debit and credit sus-

pense accounts.
c. Criticized shared national credits.
d. Interagency Country Exposure Review

Committee credits.
e. Loans criticized during the previous

examination.
f. Information on directors, officers and

their interests, as contained in statements
required under Regulation O (12 CFR
215).

g. Specific guidelines in the bank policy
relating to due from banks—demand.

h. Current listing of due from foreign
banks—demand approved customer
lines.

i. Any useful information resulting from
the review of the minutes of the loan
and discount committee or any similar
committee.

j. Reports furnished to the board of directors.
15. Review the information received and per-

form the following for:
a. Miscellaneous loan debit and credit sus-

pense accounts:
• Discuss with management any large or

old items.
• Perform additional procedures as

deemed appropriate.
b. Interagency Country Exposure Review

Committee Credits:
• Compare the schedule to the trial bal-

ance to determine which due from
foreign banks—demand deposits are
portions of Interagency Country Expo-
sure Review Committee credits.

• For each due from foreign bank—
demand deposit so identified, tran-
scribe appropriate information to
line sheets and forward the informa-
tion to the examiner assigned
‘‘International—Loan Portfolio Man-
agement.’’

c. Loans criticized during the previous
examination (due from foreign banks—
demand portion):
• Determine the disposition of the due

from foreign banks—demand so criti-
cized by transcribing:
— Current balance and payment

status, or
— Date the deposit was paid and the

source of repayment.
16. Transcribe or compare information from the

above schedules to credit line sheets, where
appropriate, and indicate any cancelled
bank lines.

17. Prepare credit line cards for any due from
foreign banks—demand not in the sample
which, based on information derived from
the above schedules, requires in-depth re-
view.

18. Obtain liability and other information on
common borrowers from examiners as-
signed to cash items, overdrafts and loan
areas and together decide who will review
the borrowing relationship. Pass or retain
completed credit line cards.

19. Obtain credit files for all due from foreign
banks—demand for whom credit line cards
were prepared and complete credit line
cards where appropriate. To analyze the
loans, perform the procedures set forth in
step 14 of the International—Due From
Banks–Time section.

20. By reviewing appropriate bank records,
determine that:
a. Profit or losses resulting from revalua-

tion adjustment on net open positions
spot are passed properly to the respective
due from foreign bank—demand
(nostro) account (usually monthly).

b. At the delivery of the ‘‘swap’’ forward
contract, proper entries are made to the
respective due from foreign bank—
demand (nostro) and swap adjustment
accounts.
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21. Determine compliance with laws, regula-
tions and rulings pertaining to due from
foreign banks—demand activities by per-
forming the following for:
a. Reportingof ForeignExchangeActivities:
• Determine that ForeignCurrencyForms
FC-1, FC-2, FC-1a and FC-2a, as
required, are submitted to the Depart-
ment of the Treasury under the provi-
sions of 31 CFR 128.

• Check that copies of those forms are
forwarded by each state member bank
to the Federal Reserve at each filing
time specified in 31 CFR 128.

Note: Due from foreign banks—demand
(nostro) deposits will be reviewed, dis-
cussed with appropriate bank officers, and
prepared in suitable report form by the
examiner assigned ‘‘International—Due
From Banks–Time’’, if the bank maintains
international due from banks—time and/or
call money deposits.

22. Forward list of due from banks accounts to
the examiner assigned to ‘‘Investment
Securities’’ and to ‘‘Loan Portfolio
Management.’’

23. Consult with the examiner assigned ‘‘Asset/
Liability Management’’ and provide the
following, if requested:
a. A listing, by maturity and amount, of due

from banks—time deposits.
b. The amounts of due from banks—

demand deposits that exceed the required
reserve balance at the Federal Reserve
Bank and that exceed the working bal-
ances at correspondent banks.

24. Discuss with appropriate officer(s) and pre-
pare in suitable report form of:
a. Cancelled due from foreign banks—

demand deposit lines that are unpaid.
b. Violationsof laws, regulationsand rulings.
c. Internal control exceptions and deficien-

cies, or noncompliance with written pol-
icies, practices and procedures.

d. Any i tems to be considered for
charge-off.

e. Uncorrected audit deficiencies.
f. Due from foreign banks—demand depos-

its not supported by current and com-
plete financial information.

g. Due from foreign banks—demand depos-
its on which documentation is deficient.

h. Concentrations.
i. Criticized loans (portions applicable to

due from foreign banks—demand
deposits).

j. Due from foreign banks—demand depos-
its which for any other reason are
questionable as to quality and ultimate
collection.

k. Other matters regarding condition of the
department.

25. Update the workpapers with any informa-
tion that will facilitate future examinations.
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Due From Banks
Internal Control Questionnaire
Effective date March 1984 Section 2010.4

Review the bank’s internal controls, policies,
practices and procedures for due from bank
accounts. The bank’s system should be docu-
mented in a complete and concise manner and
should include, where appropriate, narrative
descriptions, flowcharts, copies of forms used
and other pertinent information. Items marked
with an asterisk require substantiation by obser-
vation or testing.

POLICIES FOR DUE FROM BANK
DOMESTIC AND FOREIGN—
DEMAND ACCOUNTS

1. Has the board of directors, consistent with
its duties and responsibilities, adopted
written policies for due from bank accounts
that:
a. Provide for periodic reviewandapproval

of balances maintained in each such
account?

b. Indicate person(s) responsible for mon-
itoring balances and the application of
approved procedures?

c. Establish levels of check-signing
authority?

d. Indicate officers responsible for approval
of transfers between correspondent
banks and procedures for documenting
such approval?

e. Indicate the supervisor responsible for
regular review of reconciliations and
reconciling items?

f. Indicate that all entries to the accounts
are to be approved by an officer or
appropriate supervisor and that such
approval will be documented?

g. Establish time guidelines for charge-off
of old open items?

2. Are the policies for due from bank accounts
reviewed at least annually by the board or
the board’s designee to determine their
adequacy in light of changing conditions?

BANK RECONCILEMENTS

3. Are bank reconcilements prepared
promptly upon receipt of the statements?

*4. Are bank statements examined for any

sign of alteration and are payments or paid
drafts compared with such statements by
the persons who prepare bank reconcile-
ments (if so, skip question 5)?

*5. If the answer to question 4 is no, are bank
statements and paid drafts or payments
handled before reconcilement only by per-
sons who do not also:
a. Issue drafts or official checks and pre-

pare, add or post the general or subsid-
iary ledgers?

b. Handle cash and prepare, add or
post the general ledger or subsidiary
ledgers?

*6. Are bank reconcilements prepared by per-
sons who do not also:
a. Issue drafts or official checks?
b. Handle cash?
c. Prepare general ledger entries?

7. Concerning bank reconcilements:
a. Are amounts of paid drafts or repay-

ments compared or tested to entries on
the ledgers?

b. Are entries or paid drafts examined or
reviewed for any unusual features?

c. Whenever a delay occurs in the clear-
ance of deposits in transit, outstanding
drafts and other reconciling items, are
such delays investigated?

d. Is a record maintained after an item has
cleared regarding the follow-up and
reason for any delay?

e. Are follow-up and necessary adjusting
entries directed to the department orig-
inating or responsible for the entry for
correction with subsequent review of
the resulting entries by the person
responsible for reconcilement?

f. Is a permanent record of the account
reconcilement maintained?

g. Are records of the account reconcile-
ments safeguarded against alteration?

h. Are all reconciling items clearly
described and dated?

i. Are details of account reconcilement
reviewed and approved by an officer or
supervisory employee?

j. Does the person performing reconcile-
ments sign and date them?

k. Are reconcilement duties for foreign

Commercial Bank Examination Manual March 1994
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demand accounts rotated on a formal
basis?

DRAFTS

8. Are procedures in effect for the handling
of drafts so that:
*a. All unissued drafts are maintained

under dual control?
b. All drafts are prenumbered?
c. A printer’s certificate is received with

each supply of new prenumbered
drafts?

d. A separate series of drafts is used for
each bank?

e. Drafts are never issued payable to
cash?

f. Voided drafts are adequately cancelled
to prevent possible reuse?

*g. A record of issued and voided drafts is
maintained?

*h. Drafts outstanding for an unreason-
able period of time (perhaps six months
or more) are placed under special
controls?

i. All drafts are signed by an authorized
employee?

*j. The employees authorized to sign
drafts are prohibited from doing so
before a draft is completely filled out?

*k. If a check-signing machine is used,
controls are maintained to prevent its
unauthorized use?

FOREIGN CASH LETTERS

9. Is the handling of foreign cash letters such
that:
a. They are prepared and sent on a daily

basis?
b. They are copied or photographed prior

to leaving the bank?
c. A copy of proof or hand run tape is

properly identified and retained?
d. Records of foreign cash letters sent to

correspondent banks are maintained,
identifying the subject bank, date and
amount?

FOREIGN RETURN ITEMS

10. Are there procedures for the handling of
return items so that:

*a. They are delivered unopened and
reviewed by someone who is not
responsible for preparation of cash
letters?

b. All large unusual items or items on
which an employee is listed as maker,
payee or endorser are reported to an
officer?

c. Items reported missing from cash let-
ters are promptly traced and a copy
sent for credit?

FOREIGN EXCHANGE
ACTIVITIES

*11. Are persons handling and reconciling due
from foreign bank—demand accounts
excluded from performing foreign ex-
change and position clerk functions?

*12. Is there a daily report of settlements made
and other receipts and payments of foreign
currency affecting the due from foreign
bank—demand accounts?

*13. Is each due from foreign bank—-demand
foreign currency ledger revalued monthly
and are appropriate profit or loss entries
passed to applicable subsidiary ledgers
and the general ledger?

*14. Does an officer not preparing the calcula-
tions review revaluations of due from
foreign bank—demand ledgers, including
the verification of rates used and the
resulting general ledger entries?

OTHER—FOREIGN

*15. Are separate dual currency general ledger
or individual subsidiary accounts main-
tained for each due from foreign bank—
demand account, indicating the foreign
currency balance and a U.S. dollar (or
local currency) equivalent balance?

16. Do the above ledger or individual subsid-
iary accounts clearly reflect entry and
value dates?

17. Are the above ledger or individual sub-
sidiary accounts balanced to the general
ledger on a daily basis?

18. Does international division management
receive a daily trial balance of due from
foreign bank—demand customer balances
by foreign currency and U.S. dollar (or
local currency) equivalents?
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OTHER

19. Is a separate general ledger account or
individual subsidiary account maintained
for each due from bank account?

20. Are overdrafts of domestic and foreign
due from bank accounts properly recorded
on the bank’s records and promptly re-
ported to the responsible officer?

21. Are procedures for handling the Federal
Reserve account established so that:
a. The account is reconciled on a daily

basis?
b. Responsibility is assigned for assuring

that the required reserve is maintained?
c. Figures supplied to the Federal Reserve

for use in computing the reserve require-

ment are reviewed to ensure they do not
include asset items ineligible for meet-
ing the reserve requirement, and that
all liability items are properly classified
as required by Regulation D and its
interpretations?

22. Does the foregoing information constitute
an adequate basis for evaluating internal
control in that there are no significant
deficiencies in areas not covered in this
questionnaire that impair any controls?
Explain negative answers briefly and indi-
cate any additional examination proce-
dures deemed necessary.

23. Based on a composite evaluation, as
evidenced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate).
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Interbank Liabilities
Effective date May 2006 Section 2015.1

It is important for a federally insured depository
institution1 (bank) to control and limit the risk
exposures posed to it by another domestic bank
(whether or not that institution is an insured
depository institution) or foreign bank with
which it does business (referred to as acorre-
spondent). These exposures may include all
extensions of credit to a correspondent; deposits
or reverse repurchase agreements with a corre-
spondent; guarantees, acceptances, or standby
letters of credit on behalf of a correspondent;
purchases or acceptance as collateral of
correspondent-issued securities; and all similar
transactions. A bank needs to develop internal
procedures to evaluate and control the risk
exposures to the bank from its correspondents.
Such procedures would help prevent a situation
whereby the failure of a single correspondent
could trigger the failure of a federally insured
depository institution having claims on the failed
correspondent. (See SR-93-36.)

A bank’s principal sources of exposure to its
correspondent tend to arise from two types of
activity. First, banks may become exposed when
obtaining services from (such as check-collection
services), or providing services to, their corre-
spondents. Second, exposure may arise when
banks engage in transactions with correspon-
dents in the financial markets. Each type of
exposure has its own characteristics and its own
risks.

Correspondent banking services are the pri-
mary source of interbank exposure for the
majority of banks, particularly small and medium-
sized banks. In connection with check-collection
services and other trade- or payment-related
correspondent services, banks often maintain
balances with their correspondents in order to
settle transactions and compensate the correspon-
dents for the services provided. These balances
give rise to exposure to the correspondents.
Although correspondent services are in some
cases provided on a fee basis, many correspon-
dents may prefer compensating-balance arrange-
ments, as these balances provide the correspon-
dents with a stable source of funding. Also,
some banks may prefer to pay for services with

‘‘soft charges’’ in the form of balances instead
of ‘‘hard charges’’ in the form of fees.

Exposure to a correspondent may be signifi-
cant, particularly when a bank uses one corre-
spondent for all of its check collections and
other payment services; loans excess reserve
account balances (federal, or fed, funds) to the
correspondent,2 or engages in other banking
transactions with correspondents.3 This expo-
sure may increase when interest rates fall, as
higher levels of compensating balances may be
required to provide adequate compensation to
the correspondent.

Money-center banks and large regional banks
may have significant exposure to correspon-
dents4 through their activities in interbank mar-
kets, such as the securities, swap, and foreign-
exchange markets. Interbank transactions that
call for performance in the future (such as
swaps, foreign-exchange contracts, and over-the-
counter options) give rise to exposure to the
correspondents that act as counterparties5 in
such transactions. In addition to credit risk, such
transactions may involve interest-rate risk,

1. A federally insured depository institution refers to a
bank, as defined in section 3 of the Federal Deposit Insurance
Act (12 USC 1813), and includes a federally insured national
bank, state bank, District bank, or savings association, and a
federally insured branch of a foreign bank.

2. In the fed funds market, a loan of fed funds is often
referred to as a sale. Borrowing of fed funds is referred to as
a purchase.

3. Although a bank’s primary correspondent often will
borrow (purchase) fed funds as principal directly from the
bank, a correspondent may act as agent to place the funds with
another institution. In such agency arrangements, a bank may
provide its correspondent with a preapproved list of institu-
tions with which the correspondent may place the funds.
When a correspondent is acting as the bank’s agent in placing
fed funds, the bank’s exposure would be to the ultimate
purchaser of the funds, not to the correspondent placing the
funds on its behalf.

Generally, fed funds loans are unsecured. A bank may also
provide funds to a correspondent through transactions known
asreverse repurchase agreements, in which the bank provides
funds to the correspondent by buying an asset, generally a
government security. The correspondent agrees that it will
repurchase the asset from the bank at the expiration of a set
period, generally overnight, at a repurchase price calculated to
compensate the bank for the use of its funds. Unlike fed funds
loans, these transactions are essentially secured transactions.

4. Although the depository institutions that are parties to
transactions in the interbank markets discussed above gener-
ally are referred to ascounterparties, the termcorrespondent
is used in this discussion to denote any domestic depository
institution or a foreign bank to which a bank is exposed. The
term correspondent does not include a commonly controlled
correspondent, as defined in section 206.2(b) of Regulation F.

5. In other banking transactions, such as foreign-exchange,
money market, and other permissible transactions, activi-
ties, or contractual arrangements, the other party to the
transaction is referred to as the counterparty rather than as the
correspondent.
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foreign-exchange risk, and settlement risk. Settle-
ment risk is the risk that a counterparty will fail
to make a payment or delivery in a timely
manner. Settlement risk may arise from unse-
cured transactions in the government securities,
foreign-exchange, or other markets, and it may
result from operational, liquidity, or credit
problems.

Lending limits prohibit national banks from
lending amounts equal to more than 15 percent
of a national bank’s unimpaired capital and
surplus to a single borrower on an unsecured
basis (12 USC 84(a)(1)); these limits also pro-
hibit a national bank from lending an additional
10 percent on a secured basis (12 USC 84(a)(2)).
The national bank lending limits apply only to
‘‘ loans and extensions of credit,’’ and the limits
do not include most off-balance-sheet transac-
tions that may provide significant sources of
exposure to correspondents. Additionally, the
national bank lending limits do not apply to
overnight fed funds loans, a significant source of
short-term exposure to correspondents. State
limits generally do not apply to a broader range
of transactions than the national bank limits,
although some states include fed funds transac-
tions within their limits.

State-chartered banks generally are subject to
lending limits under state law. Almost all states
impose lending limits on the banks they charter.
Most of these limits are patterned on the national
bank lending limits, although the specific per-
centages or transactions covered vary. The state
limits generally do not apply to a broader range
of off-balance-sheet transactions, although some
states include fed funds transactions within their
limits. A number of states, however, exclude
interbank transactions from their lending limits
entirely.

LIMITS ON INTERBANK
LIABILITIES

Regulation F, Limitations on Interbank Liabili-
ties (12 CFR 206), implemented section 308
of the Federal Deposit Insurance Corporation
Improvement Act of 1991 (FDICIA), which
amended section 23 of the Federal Reserve Act
(12 USC 371b-2). Section 23, as amended,
requires the Board of Governors of the Federal
Reserve System (the Board) to prescribe stan-
dards to limit the risks posed by exposure of
banks to other domestic depository institutions

and foreign banks. Regulation F sets forth these
standards. All depository institutions insured by
the FDIC are subject to the Federal Reserve
Board’ s Regulation F.6 Regulation F was first
adopted in 1992 and has remained substantially
the same, except for the technical amendments
adopted by the Board on September 10, 2003.
(See 68 Fed. Reg. 53,283.) Regulation F con-
sists of two primary parts: (1) prudential stan-
dards that apply to exposures generally (sec-
tion 206.3) and (2) special rules that apply to
credit exposure under certain circumstances (sec-
tion 206.4).

The ‘‘ Prudential Standards’’ section requires
depository institutions to develop and adopt
internal policies and procedures to evaluate and
control all types of exposures to correspondents
with which they do business.7 Policies and
procedures are to be established and maintained
to prevent excessive exposure to any individual
correspondent in relation to the condition of the
correspondent. The ‘‘ Prudential Standards’’ sec-
tion requires a bank to adopt internal exposure
limits when the financial condition of the corre-
spondent and the form or maturity of the expo-
sure create a significant risk that payments will
not be made in full or on time. This section also
provides that a bank shall structure the transac-
tions of a correspondent or monitor exposures to
a correspondent such that the bank’s exposure
ordinarily does not exceed its internal limits.

The ‘‘ Credit Exposure’’ section provides that
a bank’s internal limit on interday credit expo-
sure to an individual correspondent may not be
more than 25 percent of the exposed bank’s total
capital, unless the bank can demonstrate that its
correspondent is at least ‘‘ adequately capital-
ized,’’ as defined in section 206.5(a) of the rule.
No limit is specified for credit exposure to
correspondents that are at least adequately capi-
talized, but prudential standards are required for
all correspondents, regardless of capital level.
The term correspondent includes both domesti-
cally chartered depository institutions that are
FDIC insured and foreign banks; the term does
not include a commonly controlled correspondent.

6. Correspondent is defined in section 206.2(c) of Regula-
tion F to mean a U.S. depository institution or a foreign bank
to which a bank has exposure, but does not include commonly
controlled correspondents.

7. Banks had to have the internal policies and procedures in
place on June 19, 1993.
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Prudential Standards

Standards for Selecting Correspondents

Banks are to address the risk arising from
exposure to a correspondent, taking into account
the financial condition of the correspondent and
the size, form, and maturity of its exposure to
the correspondent. Banks must adopt internal
policies and procedures that evaluate the credit
and liquidity risks, including operational risks,
in selecting correspondents and terminating those
relationships. Depository institutions are permit-
ted to adopt flexible policies and procedures in
order to permit resources to be allocated in a
manner that will result in real reductions in risk.
The policies and procedures must be reviewed
annually by the bank’s board of directors, but
individual correspondent relationships need not
be approved by the board. Examiners should
determine that the policies and procedures
adopted by the board provide for a determina-
tion of the credit, liquidity, and operational risks
of a correspondent when the relationship with
the correspondent is established and as it is
maintained.8 Additionally, if the bank has sig-
nificant operational risk—such as relying on a
correspondent for extensive data processing—
that exposure could also lead to liquidity prob-
lems. This exposure may not be an issue for
institutions that are not operationally dependent
on any particular correspondent. Many banks
may also address this exposure elsewhere in
their operational procedures.

A bank’s policies and procedures should pro-
vide for periodic review of the financial condi-
tion of any correspondent to which the bank has
significant exposure. This review should evalu-
ate whether the size and maturity of the expo-
sure is commensurate with the correspondent’ s

financial condition.9 Factors bearing on the finan-
cial condition of the correspondent include, but
are not necessarily limited to, (1) the capital
level of the correspondent, (2) the level of
nonaccrual and past-due loans and leases, and
(3) the level of earnings.

Examiners should determine that a bank has
periodically reviewed the financial condition of
any correspondent to which the bank has sig-
nificant exposure. The frequency of these reviews
will depend on the size and maturity of the
exposure and the condition of the correspon-
dent. For example, the policies of many banks
provide for an extensive annual review of a
correspondent’ s financial condition; such poli-
cies may also provide for less extensive interim
reviews under some circumstances, such as
when exposure to a correspondent is very high
or when a correspondent has experienced finan-
cial difficulty. A bank need not require periodic
review of the financial condition of all corre-
spondents. For example, periodic reviews would
not be necessary for a correspondent to which
the bank has only insignificant levels of expo-
sure, such as small balances maintained for
clearing purposes.10 Significant levels of expo-
sure should reflect those amounts that a prudent
bank believes deserve analysis for risk of loss.

A bank may base its review of the financial
condition of a correspondent on publicly avail-
able information, such as bank Call Reports,
financial statements or reports, Uniform Bank
Performance Reports, or annual reports, or the
bank may use financial information obtained
from a rating service. A bank generally is not
required to obtain nonpublic information to use
as the basis for its analysis and review of the
financial condition of a correspondent.11 For

8. Liquidity risk and operational risk are terms used in the
definition of exposure. Liquidity risk is the risk that payment
will be delayed for some period of time. For example, a bank
is subject to the liquidity risk that a payment due from a failed
correspondent will not be made on time; the bank’s credit risk
may be a lesser amount due to later distributions from the
correspondent’ s receiver. Liquidity risk is included in the
definition of exposure.

Operational risk is the risk that a correspondent’ s opera-
tional problems may prevent it from making payments,
thereby creating liquidity risks for other banks. For example,
a computer failure at a correspondent that a bank relies on for
extensive data processing support may prevent the correspon-
dent from making payments, and thus may create liquidity
problems for the bank and other banks as well. Operational
risk is also included in the definition of exposure.

9. Because exposure to a Federal Reserve Bank or Federal
Home Loan Bank poses minimal risk to a respondent, Federal
Reserve Banks and Federal Home Loan Banks are not
included in the definition of correspondent.

10. Other forms of exposure that generally would not be
considered significant include (1) a collecting bank’s risk that
a check will be returned, (2) an originating bank’s risk that an
automated clearinghouse (ACH) debit transfer will be returned
or its settlement reversed, (3) a receiving bank’s remote risk
that settlement for an automated credit transfer could be
reversed, or (4) a credit card transaction. In these types of
transactions, the amounts involved are generally small, and
the exposed bank usually has prompt recourse to other parties.

11. A bank is required to obtain nonpublic information to
evaluate a correspondent’ s condition for those foreign banks
for which no public financial statements are available. In these
limited circumstances, the bank would need to obtain financial
information for its review (including information obtained
directly from the correspondent).
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correspondents with which a bank has a signifi-
cant relationship, a bank may have considerable
nonpublic information, such as information on
the quality of management, general portfolio
composition, and similar information, but such
information is not always available and is not
required.

Regardless of whether public or nonpublic
sources of information are used, a bank may rely
on another party, such as a bank rating agency,
its bank holding company, or another correspon-
dent, to assess the financial condition of or select
a correspondent, provided that the board of
directors has reviewed and approved the general
assessment or selection criteria used by that
party. Examiners should ascertain that the bank
reviews and approves the assessment criteria
used by such other parties. Additionally, when a
bank relies on its bank holding company to
select and monitor correspondents—or relies on
a correspondent, such as a bankers’ bank, to
choose other correspondents with which to place
the bank’s federal funds or other deposits—
examiners should ensure that the bank has
reviewed and approved the selection criteria
used.

Internal Limits on Exposure

When the financial condition of the correspon-
dent and the form or maturity of the exposure
represent a significant risk that payments will
not be made in full or in a timely manner, a
bank’s policies and procedures must limit its
exposure to the correspondent, either by the
establishment of internal limits or by other
means. Limits are to be consistent with the risks
undertaken, considering the financial condition
and the form and maturity of the exposure to the
correspondent. Limits may specify fixed expo-
sure amounts, or they may be more flexible and
be based on factors such as the monitoring of
exposure and the financial condition of the
correspondent. Different limits may be set for
different forms of exposure, different products,
and different maturities.

When a bank has exposure to a correspondent
that has a deteriorating financial condition,
examiners should determine if the bank took
that deterioration into account when it evaluated
the correspondent’ s creditworthiness. The exam-
iner should also evaluate if the bank’s level of
exposure to the correspondent was appropriate.

Examiners need to determine that the bank’s

policy and procedural limits are consistent with
the risk undertaken, given the maturity of the
exposure and the condition of the correspon-
dent. Inflexible dollar limits may not be neces-
sary in all cases. As stated earlier, limits can be
flexible and be based on factors such as the level
of the bank’s monitoring of its exposure and the
condition of the correspondent. For example, a
bank may choose not to establish a specific limit
on exposure to a correspondent when the bank is
able to ascertain account balances with the
correspondent on a daily basis, because such
balances could be reduced rapidly if necessary.
In appropriate circumstances, a bank may estab-
lish limits for longer-term exposure to a corre-
spondent, while not setting limits for interday
(overnight) or intraday (within the day) expo-
sure. Generally, banks do not need to set one
overall limit on their exposure to a correspon-
dent. Banks may prefer instead to set separate
limits for different forms of exposure, products,
or maturities. A bank’s evaluation of its overall
facility with a correspondent should take into
account utilization levels and procedures for
further limiting or monitoring overall exposure.

When a bank has established internal limits
for its significant exposure, examiners should
ensure that the bank either (1) has procedures to
monitor its exposure to remain within estab-
lished limits or (2) structures transactions with
the correspondent to ensure that the exposure
ordinarily remains within the bank’s established
internal limits. While some banks may monitor
actual overall exposure, others may establish
individual lines for significant sources of expo-
sure, such as federal funds sales. For such banks,
the examiner should ensure that the bank has
established procedures to ensure that exposure
generally remains within the established lines.
In some instances, a bank may accomplish this
objective by establishing limits on exposure that
are monitored by a correspondent, such as for
sales of federal funds through the correspondent
as agent.

When a bank monitors its exposures, the
appropriate level of monitoring will depend on
(1) the type and volatility of the exposure,
(2) the extent to which the exposure approaches
the bank’s internal limits for the correspondent,
and (3) the condition of the correspondent.
Generally, monitoring may be conducted retro-
spectively. Examples of retrospective monitor-
ing include checking close-of-business balances
at a correspondent for the prior day or obtaining
daily balance records from a correspondent at
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the end of each month. Thus, banks are not
expected to monitor exposure to correspondents
on a real-time basis.

The purpose of requiring banks to monitor or
structure their transactions that are subject to
limits is to ensure that the bank’s exposure
generally remains within established limits.
However, occasional excesses over limits may
result from factors such as unusual market
disturbances, unusual favorable market moves,
or other unusual increases in activity or opera-
tional problems. Unusual late incoming wires or
unusually large foreign cash letters (interna-
tional pouch) would be considered examples of
activities that could lead to excesses over inter-
nal limits and that would not be considered
impermissible under the rule. Examiners should
verify that banks have established appropriate
procedures to address any excesses over internal
limits.

A bank’s internal policies and procedures
must address intraday exposure. However, as
with other exposure of longer maturities (i.e.,
interday or longer), the rule does not necessarily
require that limits be established on intraday
exposure. Examiners should expect to see such
limits or frequent monitoring of balances only if
the size of the intraday exposure and the condi-
tion of the correspondent indicate a significant
risk that payments will not be made as contem-
plated. Examiners should keep in mind that
intraday exposure may be difficult for a bank to
actively monitor and limit. Consequently, like
interday exposure, intraday exposure may be
monitored retrospectively. In addition, smaller
banks may limit their focus on intraday expo-
sure to being aware of the range of peak intraday
exposure to particular institutions and the effect
that exposure may have on the bank. For exam-
ple, a bank may receive reports on intraday
balances from a correspondent on a monthly
basis and would only need to take actions to
limit or more actively monitor such exposure if
the bank becomes concerned about the size of
the intraday exposure relative to the condition of
the correspondent.

Credit Exposure

A bank’s internal policies and procedures must
limit overnight credit exposure to an individual
correspondent to not more than 25 percent of the
exposed bank’s total capital, unless the bank can

demonstrate that its correspondent is at least
adequately capitalized.12 The credit exposure of
a bank to a correspondent shall consist of the
bank’s assets and off-balance-sheet items that
are (1) subject to capital requirements under the
capital adequacy guidelines of the bank’s pri-
mary federal supervisor and (2) involve claims
on the correspondent or capital instruments
issued by the correspondent.13 Credit exposure
therefore includes items such as deposit bal-
ances with a correspondent, fed funds sales, and
credit-equivalent amounts of interest-rate and
foreign-exchange-rate contracts and other off-
balance-sheet transactions. Credit exposure does
not include settlement of transactions, transac-
tions conducted in an agency or similar capacity
where losses will be passed back to the principal
or other party, and other sources of exposure that
are not covered by the capital adequacy guide-
lines or that do not involve exposure to a
correspondent.14 A bank may exclude the fol-
lowing from the calculation of credit exposure
to a correspondent: (1) transactions, including
reverse repurchase agreements, to the extent that
the transactions are secured by government
securities or readily marketable collateral; (2) the
proceeds of checks and other cash items depos-

12. Total capital is the total of a bank’s tier 1 and tier 2
capital calculated according to the risk-based capital guide-
lines of the bank’s primary federal supervisor. For an insured
branch of a foreign bank organized under the laws of a country
that subscribes to the principles of the Basel Capital Accord,
total capital means total tier 1 and tier 2 capital as calculated
under the standards of that country. For an insured branch of
a foreign bank organized under the laws of a country that does
not subscribe to the principles of the Basel Capital Accord,
total capital means total tier 1 and tier 2 capital as calculated
under the provisions of the accord. The limit on credit
exposure of the insured branch of a foreign bank is based on
the foreign bank’s total capital, as defined in this section, not
on the imputed capital of the branch.

For purposes of Regulation F, an adequately capitalized
correspondent is a correspondent with a total risk-based
capital ratio of 8.0 percent or greater, a tier 1 risk-based capi-
tal ratio of 4.0 percent or greater, and a leverage ratio of
4.0 percent or greater. The leverage ratio does not apply to
correspondents that are foreign banks. See section 206.5(e) for
definitions of these terms.

13. A bank is required to include with its own credit
exposure 100 percent of the credit exposure of any subsidiary
that the bank is required to consolidate on its bank Call
Report. This provision generally captures the credit exposure
of any majority-owned subsidiary of the bank. Therefore,
none of a minority-owned subsidiary’ s exposure and all of a
majority-owned subsidiary’ s exposure would be included in
the parent bank’s exposure calculation.

14. For example, when assets of a bank, such as securities,
are held in safekeeping by a correspondent, there is no
exposure to the correspondent, even though the securities
themselves may be subject to a capital charge.
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ited in an account at a correspondent that are not
yet available for withdrawal, (3) quality assets
on which the correspondent is secondarily liable,
or obligations of the correspondent on which a
creditworthy obligor in addition to the corre-
spondent is available; (4) exposure that results
from the merger with or acquisition of another
bank for one year after that merger or acquisi-
tion is consummated; and (5) the portion of the
bank’s exposure to the correspondent that is
covered by federal deposit insurance. (See sec-
tion 206.4(d) for a more detailed discussion of
these exclusions.) This regulatory limit on credit
exposure should be implemented as part of the
bank’s policies and procedures required under
the ‘‘ Prudential Standards’’ section. Regula-
tion F does not impose regulatory limits for
‘‘ credit exposure’’ to adequately or well-
capitalized correspondents.

Quarterly monitoring of capital is only
required for correspondents to which a bank’s
potential credit exposure is more than 25 percent
of its total capital.15 If the internal systems of a
bank ordinarily limit credit exposure to a corre-
spondent to 25 percent or less of the exposed
bank’s total capital, no monitoring of the corre-
spondent’ s capital would be necessary, although
periodic reviews of the correspondent’ s finan-
cial condition may be required under the ‘‘ Pru-
dential Standards’’ section if exposure to the
correspondent is significant. Every effort should
be made to allow banks to use existing risk-
monitoring and -control systems and practices
when these systems and practices effectively
maintain credit exposure within the prescribed
limits. For smaller institutions, it is relatively
easy to determine how their measure of expo-
sure compares with the definition of credit
exposure in Regulation F because these institu-
tions have relatively simple types of exposure.
Examiners should remember that the regulation
emphasizes appropriate levels of exposure based
on the exposed bank’s analysis of the credit-
worthiness of its correspondents. Accordingly,
for those correspondents that the bank has not
demonstrated are at least adequately capitalized,
this limit should be viewed as a maximum

credit-exposure level rather than as a safe-
harbor level of credit exposure.

Examiners should ensure that the bank has in
place policies and procedures that ensure the
quarterly monitoring of the capital of its domes-
tic correspondents. This quarterly schedule
allows the bank to pick up information from the
correspondent’ s most recent bank Call Report,
financial statement, or bank rating report. Cur-
rently, it is difficult to obtain information on the
risk-based capital levels of a correspondent.
Regulation F requires that a bank must be able
to demonstrate only that its correspondent’ s
capital ratios qualify it as at least adequately
capitalized.

A bank is not limited to a single source of
information for capital ratios. A bank may rely
on capital information obtained from a corre-
spondent, a bank rating agency, or another
reliable source of information. Further, examin-
ers should anticipate that most banks will receive
information on their correspondent’ s capital
ratios either directly from the correspondents or
from a bank rating agency. The standard used in
the rule is based solely on capital ratios and does
not require disclosure of CAMELS ratings. For
foreign bank correspondents, monitoring fre-
quency should be related to the frequency with
which financial statements or other regular
reports are available. Although such information
is available quarterly for some foreign banks,
financial statements for many foreign banks are
generally available only on a semiannual basis.

Information on risk-based capital ratios may
not be available for many foreign bank corre-
spondents. As with domestic correspondents,
however, examiners should anticipate that in
most instances the correspondent will provide
the information to the banks with which it does
business.

A bank’s internal policies and procedures
should limit overnight credit exposure to a
correspondent to not more than 25 percent of the
exposed bank’s total capital, unless the bank can
demonstrate that its correspondent is at least
adequately capitalized, as defined by the rule.
However, examiners should not necessarily
expect banks to have formal limits on credit
exposure to a correspondent for which the bank
does not maintain quarterly capital information
or that is a less than adequately capitalized
correspondent if the banks’ policies and proce-
dures effectively limit credit exposure to an
amount below the 25 percent limit of total
capital. Such situations include those in which

15. Because information on risk-based capital ratios for
banks is generally based on the bank Call Report, a bank
would be justified in relying on the most recently available
reports based on Call Report data. While there may be a
significant lag in such data, Call Reports are useful for
monitoring trends in the condition of a correspondent—
especially when a bank follows the data on a continuing basis.
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only small balances are maintained with the
correspondent or in which the correspondent has
only been approved for a limited relationship.
Although in many cases it will be necessary for
a bank to establish formal internal limits to meet

the regulatory limit, the provisions of sec-
tion 206.3 (prudential standards) concerning
excesses over internal limits also apply to limits
established for the purpose of controlling credit
exposure under section 206.4 of Regulation F.
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Interbank Liabilities
Examination Objectives
Effective date May 2006 Section 2015.2

The following examination objectives should be
considered when examiners are (1) evaluating
the bank’s interbank liabilities with respect to
its credit exposures to correspondents and
(2) assessing the bank’s compliance with Regu-
lation F.

1. To determine if the policies, practices, pro-
cedures, and internal controls for interbank
liabilities adequately address the risks posed
by the bank’s exposure to other domestic
depository institutions and foreign banks.

2. To determine if bank officers and employees
are operating in compliance with the policies
and procedures established by the bank.

3. To determine if the financial condition of
correspondents to which the bank has signifi-
cant exposure—significant both in the size
and maturity of the exposure and the finan-
cial condition of the correspondent—is
reviewed periodically.

4. To determine if internal limits on exposure
(1) have been established where necessary
and (2) are consistent with the risk undertaken.

5. To determine if (1) exposure ordinarily
remains within the established internal limits
and (2) appropriate procedures have been
established to address excesses over internal
limits.

6. To determine that a bank’s credit exposure to
less than adequately capitalized correspon-
dents is not more than 25 percent of the
exposed bank’s total capital. (Note that Regu-
lation F places greater emphasis on maintain-
ing appropriate levels of exposure based on a
bank’s analysis of the creditworthiness of its
correspondents as opposed to merely staying
within regulatory established limits.)

7. To determine if those correspondents to which
the bank has credit exposure exceeding
25 percent of total capital are monitored
quarterly to ensure that such correspondents
remain at least adequately capitalized.

8. To reach agreement with the board of direc-
tors and senior management to initiate cor-
rective action when policies, procedures, or
internal controls are deficient, or when there
are violations of laws or regulations.
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Interbank Liabilities
Examination Procedures
Effective date May 2006 Section 2015.3

Examiners should obtain or prepare the infor-
mation necessary to perform the appropriate
procedural steps.

1. If selected for implementation, complete or
update the ‘‘Interbank Liabilities’’ section of
the internal control questionnaire.

2. On the basis of an evaluation of the bank’s
internal controls, determine the scope of the
examination.

3. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the remaining examina-
tion procedures.

4. Request bank files relating to its exposure to
its correspondents, as exposure is defined
in Regulation F and applied and used in
the ‘‘Prudential Standards’’ section of the
regulation.
a. Request documentation demonstrating that

the bank has periodically reviewed the
financial condition of any correspondent
to which the depository institution has
significant exposure. Factors bearing on
the financial condition of the correspon-
dent that should be addressed by the bank
(depository institution) include the capital
level of the correspondent, the level of
nonaccrual and past-due loans and leases,
the level of earnings, and other factors
affecting the financial condition of the
correspondent.

b. Request that the bank provide information
indicating its level of exposure to each
correspondent, as measured by the bank’s
internal control systems (for smaller banks,
this information may include correspon-
dent statements and a list of securities
held in the investment portfolio).

c. Determine if the frequency of the bank’s
reviews of its correspondents’ financial
condition is adequate for those correspon-
dents to which the bank has very large or
long maturities or for correspondents in
deteriorating condition.

d. If a bank relies on another party (such as
a bank rating agency, its bank holding
company, or another correspondent) to
provide financial analysis of a correspon-
dent, determine if the bank’s board of
directors has reviewed and approved

the assessment criteria used by the other
party.

e. When the bank relies on its bank holding
company or on a correspondent, such as a
bankers’ bank, to select and monitor cor-
respondents or to choose other correspon-
dents with which to place the depository
institution’s federal funds, ensure that the
bank’s board of directors has reviewed
and approved the selection criteria used.

f. If the bank is exposed to a correspondent
that has experienced deterioration in its
financial condition, ascertain whether the
bank has taken the deterioration into
account in its evaluation of the credit-
worthiness of the correspondent and of
the appropriate level of exposure to the
correspondent.

g. When the bank has established internal
limits for significant exposure, determine
that the bank either monitors its exposure
or structures transactions with the corre-
spondent to ensure that exposure ordi-
narily remains within the bank’s internal
limits for the risk undertaken.

h. If the bank chooses to set separate limits
for different forms of exposure, products,
or maturities and does not set an overall
internal limit on exposure to a correspon-
dent, review information on actual inter-
day exposure to determine if the aggregate
exposure (especially for less than ade-
quately capitalized correspondents or
financially deteriorating correspondents)
is consistent with the risk undertaken.

i. When a bank monitors its exposures, deter-
mine if the level of monitoring of signifi-
cant exposure (especially for less than
adequately capitalized correspondents or
financially deteriorating correspondents)
is adequate, commensurate with the type
and volatility of exposure, the extent to
which the exposure approaches the bank’s
internal limits, and the condition of the
correspondent.

j. Determine if the bank had any occasional
excesses in exposure over its internal
limits. If so, verify that the bank used
appropriate and adequate procedures to
address such excesses.

k. If the size of intraday exposure to a
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correspondent and the condition of the
correspondent indicate a significant risk
that payments will not be made in full or
in a timely manner, verify that the bank
has established intraday limits consistent
with the risk undertaken and that it has
monitored its intraday exposure.

5. Request and review a list of the correspon-
dent transaction files for all domestic deposi-
tory institutions and foreign banks to which
the bank regularly has credit exposure (as
defined in section 206.4 of Regulation F)
exceeding 25 percent of the bank’s total
capital during a specified time interval.
(Where appropriate, every effort should be
made to allow banks to use existing risk-

monitoring and -control systems and prac-
tices when these systems and practices effec-
tively maintain credit exposure within the
prescribed limits). Review the bank’s files
to—
a. verify that the correspondent’ s capital lev-

els are monitored quarterly;
b. verify that these correspondents are at

least adequately capitalized, in compli-
ance with Regulation F; and

c. determine that the credit exposure to those
correspondents that are at risk of dropping
below the adequately capitalized capital
levels could be reduced to 25 percent or
less of the bank’s total capital in a timely
manner.
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Interbank Liabilities
Internal Control Questionnaire
Effective date May 2006 Section 2015.4

Review the bank’s internal controls, policies,
practices, and procedures for interbank liabili-
ties and compliance with the Board’s Regula-
tion F. The bank’s system should be documented
completely and concisely and should include,
where appropriate, narrative descriptions, flow
charts, copies of forms used, and other pertinent
information. When identifying and resolving
any existing deficiencies, examiners should seek
the answers to the following key questions.

PRUDENTIAL STANDARDS

1. Has the bank developed written policies and
procedures to evaluate and control its expo-
sure to all of its correspondents?

2. Have the written policies and procedures
been reviewed and approved by the board of
directors annually?

3. Do the written policies and procedures
adequately address the bank’s exposure(s)
to a correspondent, including credit risk,
liquidity risk, operational risk, and settle-
ment risk?

4. Has the bank adequately evaluated its intra-
day exposure? Does the bank have signifi-
cant exposure to its correspondent from
operational risks, such as extensive reliance
on a correspondent for data processing? If
so, has the bank addressed these operational
risks?

5. Do the bank’s written policies and proce-
dures establish criteria for selecting a cor-
respondent or terminating that relationship?

6. Do the bank’s written policies and proce-
dures require a periodic review of the finan-
cial condition of a correspondent whenever
the size and maturity of exposure is consid-
ered significant in relation to the financial
condition of the correspondent?

7. When exposure is considered significant, is
the financial condition of a correspondent
periodically reviewed?

8. Does the periodic review of a correspon-
dent’s financial condition include—
a. the level of capital?
b. the level of nonaccrual and past-due

loans and leases?
c. the level of earnings?
d. other factors affecting the financial con-

dition of the correspondent?

9. If a party other than bank management
conducts the financial analysis of or selects
a correspondent, has the bank’s board of
directors reviewed and approved the gen-
eral assessment and selection criteria used
by that party?

10. If the financial condition of a correspon-
dent, or the form or maturity of the bank’s
exposure to that correspondent, creates sig-
nificant risk, do the bank’s written policies
and procedures establish internal limits or
other procedures, such as monitoring, to
control exposure?

11. Are the bank’s internal limits or controls
appropriate for the level of its risk exposure
to correspondents? If no internal limits have
been established, is this appropriate based
on the financial condition of a correspon-
dent and the size, form, and maturity of the
bank’s exposure? What are your reasons for
this conclusion?

12. When internal limits for significant expo-
sure to a correspondent have been set, has
the bank established procedures and struc-
tured its transactions with the correspondent
to ensure that the exposure ordinarily
remains within the bank’s established inter-
nal limits?

13. If not, is actual exposure to a correspondent
monitored to ensure that the exposure ordi-
narily remains within the bank’s established
internal limits?

14. Is the level (frequency) of monitoring per-
formed appropriate for—
a. the type and volatility of the exposure?
b. the extent to which the exposure

approaches the bank’s internal limits?
c. the financial condition of the correspon-

dent?
15. Are transactions and monitoring reports on

exposure reviewed for compliance with
internal policies and procedures? If so, by
whom and how often?

16. Do the bank’s written policies and proce-
dures address deterioration in a correspon-
dent’s financial condition with respect to—
a. the periodic review of the correspon-

dent’s financial condition?
b. appropriate limits on exposure?
c. the monitoring of the exposure, or the

structuring of transactions with the cor-
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respondent, to ensure that the exposure
remains within the established internal
limits?

Are these measures appropriate and realistic?
17. Do the bank’s written procedures establish

guidelines to address excesses over its
internal limits? (Such excesses could include
unusual late incoming wires, unusually large
foreign cash letters (international pouch),
unusual market moves, or other unusual
increases in activity or operational prob-
lems.) Are the procedures appropriate?

CREDIT-EXPOSURE LIMITS

1. Do the bank’s written policies and proce-
dures effectively limit overnight credit expo-

sure to 25 percent or less of the bank’s total
capital, if a correspondent is less than ade-
quately capitalized?

2. If credit exposure is not limited to 25 percent
or less of the bank’s total capital, does the
bank—
a. obtain quarterly information to determine

its correspondent’ s capital levels (if so,
determine the source of the information)?

b. monitor its overnight credit exposure to
its correspondents (if so, determine the
frequency)?
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Correspondent Concentration Risks
Effective date October 2010 Section 2016.1

This interagency guidance reminds institutions
of supervisory expectations on sound practices
for managing risks associated with funding and
credit concentrations arising from correspondent
relationships (correspondent concentration risk).1

The guidance highlights the need for institutions
to identify, monitor, and manage correspondent
concentration risk on a standalone and
organization-wide basis and to take into account
exposures to the correspondents’ affiliates as
part of their prudent risk-management practices.
Institutions also should be aware of their affili-
ates’ exposures to correspondents as well as the
correspondents’ subsidiaries and affiliates. The
guidance also reinforces the supervisory view
that financial institutions should perform appro-
priate due diligence on all credit exposures to,
and funding transactions with, other financial
institutions. See SR-10-10 and its attachments.
Also see 75Fed. Reg. 23764, May 4, 2010.

INTERAGENCY GUIDANCE ON
CORRESPONDENT
CONCENTRATION RISKS

A financial institution’s2 relationship with a
correspondent3 may result in credit (asset) and
funding (liability) concentrations. On the asset
side, a credit concentration represents a signifi-
cant volume of credit exposure that a financial
institution has advanced or committed to a
correspondent. On the liability side, a funding
concentration exists when an institution depends
on one or a few correspondents for a dispropor-
tionate share of its total funding.

The Federal Reserve4 realizes some concen-

trations meet certain business needs or purposes,
such as a concentration arising from the need to
maintain large ‘‘due from’’ balances to facilitate
account clearing activities. However, correspon-
dent concentrations represent a lack of diversi-
fication, which adds a dimension of risk that
management should consider when formulating
strategic plans and internal risk limits.

The Federal Reserve considers credit expo-
sures greater than 25 percent of total capital5 as
concentrations. While a liability concentration
threshold has not been established, the Federal
Reserve has seen instances where funding expo-
sures as low as 5 percent of an institution’s total
liabilities have posed an elevated liquidity risk
to the recipient institution.

These levels of credit and funding exposures
are not firm limits but indicate an institution has
concentration risk with a correspondent. Such
relationships warrant robust risk-management
practices, particularly when aggregated with
other similarly sized funding concentrations, in
addition to meeting the minimum regulatory
requirements specified in applicable regulations.
Financial institutions should identify, monitor,
and manage both asset and liability correspon-
dent concentrations and implement procedures
to perform appropriate due diligence on all
credit exposures to and funding transactions
with correspondents, as part of their overall
risk-management policies and procedures.

This guidance does not supplant or amend
applicable regulations, such as the Board’sLimi-
tations on Interbank Liabilities (Regulation F).6
This guidance clarifies that financial institutions
should consider taking actions beyond the mini-
mum requirements established in Regulation F
to identify, monitor, and manage correspondent
concentration risks in order to maintain risk-
management practices consistent with safe and
sound operations, especially when there are
rapid changes in market conditions or in a
correspondent’s financial condition.

1. See, for example, section 2015.1 or SR-93-36.
2. This guidance applies to all banks and their subsidiaries,

bank holding companies and their nonbank subsidiaries,
savings associations and their subsidiaries, and savings and
loan holding companies and their subsidiaries that are super-
vised by the Board of Governors of the Federal Reserve
System.

3. Unless the context indicates otherwise, references to
‘‘correspondent’’ include the correspondent’s holding com-
pany, subsidiaries, and affiliates. A correspondent relationship
results when a financial organization provides another finan-
cial organization a variety of deposit, lending, or other
services.

4. The interagency guidance references, collectively, the
Agencies, meaning the Board of Governors of the Federal
Reserve System (Board), the Federal Deposit Insurance Cor-
poration (FDIC), the Office of the Comptroller of the Cur-
rency (OCC), and the Office of Thrift Supervision (OTS).

5. For purposes of this guidance, the term ‘‘total capital’’
means the total risk-based capital as reported for commercial
banks and thrifts in the Report of Condition and the Thrift
Financial Report, respectively.

6. 12 CFR 206. All depository institutions insured by the
FDIC are subject to the Board’s Regulation F.
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Identifying Correspondent
Concentrations

Institutions should implement procedures for
identifying correspondent concentrations. For
prudent risk-management purposes, these proce-
dures should encompass the totality of the insti-
tutions’ aggregate credit and funding concentra-
tions to each correspondent on a standalone
basis, as well as take into account exposures to
each correspondent organization as a whole.7 In
addition, the institution should be aware of
exposures of its affiliates to the correspondent
and its affiliates.

Credit Concentrations

Credit concentrations can arise from a variety of
assets and activities. For example, an institution
could have due from bank accounts, federal
funds sold on a principal basis and direct or
indirect loans to, or investments in, a correspon-
dent. In identifying credit concentrations for
risk-management purposes, institutions should
aggregate all exposures, including but not lim-
ited to

• due from bank accounts (demand deposit
accounts (DDA) and certificates of deposit
(CD));

• federal funds sold on a principal basis;
• the over-collateralized amount on repurchase

agreements;
• the under-collateralized portion of reverse

repurchase agreements;
• net current credit exposure on derivatives

contracts;
• unrealized gains on unsettled securities trans-

actions;
• direct or indirect loans to, or for the benefit of,

the correspondent;8 and
• investments, such as trust preferred securities,

subordinated debt, and stock purchases, in the
correspondent.

Funding Concentrations

Depending on its size and characteristics, a
concentration of credit for a financial institution
may be a funding exposure for the correspon-
dent. The primary risk of a funding concentra-
tion is that an institution will have to replace
those advances on short notice. This risk may be
more pronounced if the funds are credit sensi-
tive or if the financial condition of the party
advancing the funds has deteriorated.

The percentage of liabilities or other measure-
ments that may constitute a concentration of
funding is likely to vary depending on the type
and maturity of the funding and the structure of
the recipient’ s sources of funds. For example, a
concentration in overnight unsecured funding
from one source might raise different concentra-
tion issues and concerns than unsecured term
funding, assuming compliance with covenants
and diversification with short- and long-term
maturities. Similarly, concerns arising from con-
centrations in long-term unsecured funding typi-
cally increase as these instruments near matu-
rity.

Calculating Credit and Funding
Concentrations

When identifying credit and funding concentra-
tions for risk-management purposes, institutions
should calculate both gross and net exposures to
the correspondent on a standalone basis and on
a correspondent organization-wide basis as part
of their prudent risk-management practices.
Exposures are reduced to net positions to the
extent that the transactions are secured by the
net realizable proceeds from readily marketable
collateral or are covered by valid and enforce-
able netting agreements. Appendix A and appen-
dix B contain examples, which are provided for
illustrative purposes only.

Monitoring Correspondent
Relationships

Prudent management of correspondent concen-
tration risks includes establishing and maintain-
ing written policies and procedures to prevent
excessive exposure to any correspondent in
relation to the correspondent’ s financial condi-
tion. For risk-management purposes, institu-

7. Financial institutions should identify and monitor all
direct or indirect relationships with their correspondents.
Institutions should take into account exposures of their affili-
ates to correspondents and how those relationships may affect
the institution’ s exposure. While each financial institution is
responsible for monitoring its own credit and funding expo-
sures, institution holding companies, if any, should manage
their organizations’ concentration risk on a consolidated basis.

8. Exclude loan participations purchased without recourse
from a correspondent, its holding company, or an affiliate.
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tions’ procedures and frequency for monitoring
correspondent relationships may be more or less
aggressive depending on the nature, size, and
risk of the exposure.

In monitoring correspondent relationships for
risk-management purposes, institutions should
specify internal parameters relative to what
information, ratios, or trends will be reviewed
for each correspondent on an ongoing basis. In
addition to a correspondent’ s capital, level of
problem loans, and earnings, institutions may
want to monitor other factors, which could
include but are not limited to

• deteriorating trends in capital or asset quality.
• reaching certain target ratios established by

management (for example, aggregate of non-
accrual and past due loans and leases as a
percentage of gross loans and leases).

• increasing level of other real estate owned.
• attaining internally specified levels of volatile

funding sources such as large CDs or brokered
deposits.

• experiencing a downgrade in its credit rating,
if publicly traded.

• being placed under a public enforcement
action.

For prudent risk-management purposes, institu-
tions should implement procedures that ensure
ongoing, timely reviews of correspondent rela-
tionships. Institutions should use these reviews
to conduct comprehensive assessments that con-
sider their internal parameters and are commen-
surate with the nature, size, and risk of their
exposure. Institutions should increase the fre-
quency of their internal reviews when appropri-
ate, as even well-capitalized institutions can
experience rapid deterioration in their financial
condition, especially in economic downturns.

Institutions’ procedures also should establish
documentation requirements for the reviews con-
ducted. In addition, the procedures should specify
when relationships that meet or exceed internal
criteria are to be brought to the attention of the
board of directors or the appropriate manage-
ment committee.

Managing Correspondent
Concentrations

Institutions should establish prudent internal
concentration limits, as well as ranges or toler-

ances for each factor being monitored for each
correspondent. Institutions should develop plans
for managing risk when these internal limits,
ranges, or tolerances are met or exceeded, either
on an individual or collective basis. Contin-
gency plans should provide a variety of actions
that could be considered relative to changes in
the correspondent’ s financial condition. How-
ever, contingency plans should not rely on
temporary deposit insurance programs for miti-
gating concentration risk.

Prudent risk management of correspondent
concentration risks should include procedures
that provide for orderly reductions of correspon-
dent concentrations that exceed internal param-
eters over a reasonable timeframe that is com-
mensurate with the size, type, and volatility of
the risk in the exposure. Such actions could
include, but are not limited to

• reducing the volume of uncollateralized/
uninsured funds.

• transferring excess funds to other correspon-
dents after conducting appropriate reviews of
their financial condition.

• requiring the correspondent to serve as agent
rather than as principal for federal funds sold.

• establishing limits on asset and liability pur-
chases from, and investments in, correspon-
dents.

• specifying reasonable timeframes to meet tar-
geted reduction goals for different types of
exposures.

Examiners will review correspondent relation-
ships during examinations to ascertain whether
an institution’ s policies and procedures appro-
priately identify and monitor correspondent con-
centrations. Examiners also will review the
adequacy and reasonableness of institutions’
contingency plans to manage correspondent con-
centrations.

Performing Appropriate Due
Diligence

Financial institutions that maintain credit expo-
sures in, or provide funding to, other financial
institutions should have effective risk-
management programs for these activities. For
this purpose, credit or funding exposures may
include but are not limited to due from bank
accounts; federal funds sold as principal; direct
or indirect loans (including participations and
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syndications); trust preferred securities; subor-
dinated debt; and stock purchases of the corre-
spondent.

An institution that maintains or contemplates
entering into any credit or funding transactions
with another financial institution should have
written investment, lending, and funding poli-
cies and procedures, including appropriate lim-
its, that govern these activities. In addition,

these procedures should ensure that the institu-
tion conducts an independent analysis of credit
transactions prior to committing to engage in the
transactions. The terms for all such credit and
funding transactions should strictly be on an
arm’s-length basis; conform to sound invest-
ment, lending, and funding practices; and avoid
potential conflicts of interest.

APPENDIX A

Calculating Respondent Credit Exposures on an Organization-Wide Basis

Respondent Bank’s Gross Credit Exposure to a Correspondent, its Holding Company, and Affiliates

Due from DDA with correspondent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000,000
Due from DDA with correspondent’ s two affiliated insured depository institutions

(IDIs) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000
CDs issued by correspondent bank . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000
CDs issued by one of correspondent’ s two affiliated IDIs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Federal funds sold to correspondent on a principal basis . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,500,000
Federal funds sold to correspondent’ s affiliated IDIs on a principal basis . . . . . . . . . . . . . . . 2,500,000
Reverse repurchase agreements . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,750,000
Net current credit exposure on derivatives1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Direct and indirect loans to, or for benefit of, a correspondent, its holding company,

or affiliates . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500,000
Investments in the correspondent, its holding company, or affiliates . . . . . . . . . . . . . . . . . . . . . 2,500,000

Gross Credit Exposure . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $117,500,000
Total Capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000,000
Gross Credit Concentration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 118%

Respondent Bank’s Net Credit Exposure to a Correspondent, its Holding Company, and Affiliates

Due from DDA (less checks/cash not available for withdrawal and federal deposit
insurance (FDI))2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 17,850,000

Due from DDA with correspondent’ s two affiliated IDIs (less FDI)2 . . . . . . . . . . . . . . . . . . . . 500,000
CDs issued by correspondent bank (less FDI) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750,000
CDs issued by one of correspondent’ s two affiliated IDIs (less FDI) . . . . . . . . . . . . . . . . . . . . 250,000
Federal funds sold on a principal basis . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,500,000
Federal funds sold to correspondent’ s affiliated IDIs on a principal basis . . . . . . . . . . . . . . . 2,500,000
Under-collateralized amount on reverse repurchase agreements (less the current

market value of government securities or readily marketable collateral pledged)3 . . . 100,000
Uncollateralized net current derivative position1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Direct and indirect loans to, or for benefit of, a correspondent, its holding company,

or affiliates . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500,000
Investments in the correspondent, its holding company, or affiliates . . . . . . . . . . . . . . . . . . . . . 2,500,000

Net Credit Exposure . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 80,500,000
Total Capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000,000
Net Credit Concentration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 81%
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APPENDIX A—continued

Calculating Correspondent Funding Exposures on an Organization-Wide Basis

Correspondent’ s Gross Funding Exposure to a Respondent Bank

Due to DDA with respondent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000,000
Correspondent’ s two affiliated IDIs’ due to DDA with respondent . . . . . . . . . . . . . . . . . . . . . . . 1,000,000
CDs sold to respondent bank . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000
CDs sold to respondent from one of correspondent’ s two affiliated IDIs . . . . . . . . . . . . . . . . 500,000
Federal funds purchased from respondent on a principal basis . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,500,000
Federal funds sold to correspondent’ s affiliated IDIs on a principal basis . . . . . . . . . . . . . . . 2,500,000
Repurchase Agreements . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000

Gross Funding Exposure . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 107,500,000
Total Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,350,000,000
Gross Funding Concentration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.96%

Correspondent’ s Net Funding Exposure to a Respondent, its Holding Company, and Affiliates

Due to DDA with respondent (less checks and cash not available for withdrawal
and FDI)2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 17,850,000

Correspondent’ s two affiliated IDIs’ due to DDA with respondent (less FDI)2 . . . . . . . . . 500,000
CDs sold to correspondent (less FDI) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750,000
One of correspondent’ s two affiliated IDIs’ CDs sold to respondent (less FDI)2 . . . . . . . 250,000
Federal funds purchased from respondent on a principal basis . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,500,000
Federal funds sold to correspondent’ s affiliated IDIs on a principal basis . . . . . . . . . . . . . . . 2,500,000
Under-collateralized amount of repurchase agreements relative to the current market

value of government securities or readily marketable collateral pledged3 . . . . . . . . . . . . 150,000

Net Funding Exposure . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 73,500,000
Total Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,350,000,000
Net Funding Concentration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.44%

Note: Respondent bank has $1 billion in total assets, comprising 10 percent of total assets or $100 million in total capital and
90 percent of total assets or $900 million in total liabilities. The correspondent has $1.5 billion in total assets, comprising
10 percent of total assets or $1.15 million in total capital and 90 percent of total assets or $1.35 billion in total liabilities.

1. There are five derivative contracts with a mark-to-market fair value position as follows: Contract 1 ($100,000), Contract
2 + $400,000, Contract 3 ($50,000), Contract 4 +$150,000, and Contract 5 ($150,000), subtotal of $250,000 fair value for the
derivative contracts. Subtracting the pledged collateral’ s fair value of $200,000 leaves a subtotal of $50,000 or a net
uncollateralized position of $50,000.

2. While temporary deposit insurance programs may provide certain transaction accounts with higher levels of federal deposit
insurance coverage, institutions should not rely on such programs for mitigating concentration risk.

3. Government securities means obligations of, or obligations fully guaranteed as to principal and interest by, the U.S.
government or any department, agency, bureau, board, commission, or establishment of the United States, or any corporation
wholly owned, directly or indirectly, by the United States.
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APPENDIX B

Calculating Respondent Credit Exposures on a Correspondent-Only Basis

Respondent Bank’s Gross Credit Exposure to a Correspondent

Due from DDA with correspondent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000,000
Due from DDA with correspondent’ s two affiliated IDIs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0
CDs issued by correspondent bank . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000
CDs issued by one of correspondent’ s two affiliated IDIs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0
Federal funds sold to correspondent on a principal basis . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,500,000
Federal funds sold to correspondent’ s affiliated IDIs on a principal basis . . . . . . . . . . . . . . . 0
Reverse repurchase agreements . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,750,000
Net current credit exposure on derivatives1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Direct and indirect loans to, or for benefit of, a correspondent, its holding company,

or affiliates . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500,000
Investments in the correspondent, its holding company, or affiliates . . . . . . . . . . . . . . . . . . . . . 2,500,000

Gross Credit Exposure . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $113,500,000
Total Capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000,000
Gross Credit Concentration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 114%

Respondent Bank’s Net Credit Exposure to a Correspondent

Due from DDA (less checks/cash not available for withdrawal and FDI)2 . . . . . . . . . . . . . . $ 17,850,000
Due from DDA with correspondent’ s two affiliated IDIs (less FDI)2 . . . . . . . . . . . . . . . . . . . . 0
CDs issued by correspondent bank (less FDI) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750,000
CDs issued by one of correspondent’ s two affiliated IDIs (less FDI) . . . . . . . . . . . . . . . . . . . . 0
Federal funds sold on a principal basis . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,500,000
Federal funds sold to correspondent’ s affiliated IDIs on a principal basis . . . . . . . . . . . . . . . 0
Under-collateralized amount on reverse repurchase agreements (less the current

market value of government securities or readily marketable collateral pledged)3 . . . 100,000
Uncollateralized net current derivative position1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Direct and indirect loans to, or for benefit of, a correspondent, its holding company,

or affiliates . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500,000
Investments in the correspondent, its holding company, or affiliates . . . . . . . . . . . . . . . . . . . . . 2,500,000

Net Credit Exposure . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 77,250,000
Total Capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000,000
Net Credit Concentration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 77%
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APPENDIX B—continued

Calculating Correspondent Funding Exposures on a Correspondent-Only Basis

Correspondent’ s Gross Funding Exposure to a Respondent

Due to DDA with respondent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000,000
Correspondent’ s two affiliated IDIs’ due to DDA with respondent . . . . . . . . . . . . . . . . . . . . . . . 0
CDs sold to respondent bank . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000
CDs sold to respondent from one of correspondent’ s two affiliated IDIs . . . . . . . . . . . . . . . . 0
Federal funds purchased from respondent on a principal basis . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,500,000
Federal funds sold to correspondent’ s affiliated IDIs on a principal basis . . . . . . . . . . . . . . . 0
Repurchase agreements . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000

Gross Funding Exposure . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 103,500,000
Total Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,350,000,000
Gross Funding Concentration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.67%

Correspondent’ s Net Funding Exposure to a Respondent

Due to DDA with respondent (less checks and cash not available for withdrawal
and FDI)2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 17,850,000

Correspondent’ s two affiliated IDIs’ due to DDA with respondent (less FDI)2 . . . . . . . . . 0
CDs sold to correspondent (less FDI) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750,000
One of correspondent’ s two affiliated IDIs’ CDs sold to respondent (less FDI)2 . . . . . . . 0
Federal funds purchased from respondent on a principal basis . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,500,000
Federal funds sold to correspondent’ s affiliated IDIs on a principal basis . . . . . . . . . . . . . . . 0
Under-collateralized amount on repurchase agreements (less the current market value

of government securities or readily marketable collateral pledged)3 . . . . . . . . . . . . . . . . . . 100,000

Net Funding Exposure . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 70,200,000
Total Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,350,000,000
Net Funding Concentration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.20%

Note: Respondent bank has $1 billion in total assets, comprising 10 percent of total assets or $100 million in total capital and
90 percent of total assets or $900 million in total liabilities. The correspondent has $1.5 billion in total assets, comprising
10 percent of total assets or $1.15 million in total capital and 90 percent of total assets or $1.35 billion in total liabilities.

1. There are five derivative contracts with a mark-to-market fair value position as follows: Contract 1 ($100,000), Contract
2 + $400,000, Contract 3 ($50,000), Contract 4 +$150,000, and Contract 5 ($150,000), subtotal of $250,000 fair value. Adding
the collateral’ s fair value of $200,000 leaves a subtotal of $450,000 or a net uncollateralized position of $50,000.

2. While temporary deposit insurance programs may provide certain transaction accounts with higher levels of federal deposit
insurance coverage, institutions should not rely on such programs for mitigating concentration risk.

3. Government securities means obligations of, or obligations fully guaranteed as to principal and interest by, the U.S.
government or any department, agency, bureau, board, commission, or establishment of the United States, or any corporation
wholly owned, directly or indirectly, by the United States.
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Investment Securities and End-User Activities
Effective date October 2013 Section 2020.1

This section provides guidance on the manage-
ment of a depository institution’s investment
and end-user activities. The guidance applies to
(1) all securities in held-to-maturity and available-
for-sale accounts,1 (2) all certificates of deposit
held for investment purposes, and (3) all deriva-
tive contracts not held in trading accounts (end-
user derivative contracts). 1a The section dis-
cusses securities used for investment purposes,
including money market instruments, fixed- and
floating-rate notes and bonds, structured notes,
mortgage pass-through and other asset-backed
securities (ABS), and mortgage-derivative
products.

National banks (in accordance with 12 CFR
1) and state member banks are to make assess-
ments of a security’s creditworthiness to deter-
mine whether it’s investment-grade. 1b The sec-
tion emphasizes bank-eligible investments—
securities that meet an ‘‘investment grade’’ test—
whereby the issuer of a security has an adequate
capacity to meet its financial commitments under
the security for the projected life of the asset or
exposure. An issuer has an adequate capacity to
meet financial commitments if (1) the risk of
default by the obligor is low and (2) the full and
timely repayment of principal and interest is
expected. A bank is expected to assess credit
risk in an investment security based on the
bank’s risk profile and for the size and complex-
ity of the instrument. 1b1 Generally, investment
securities are expected to have good to very
strong credit quality. In the case of structured
securities, this determination may be influenced
more by the quality of the underlying collateral,
the expected cash flows, and the structure of the
security itself than by the condition of the issuer.
While banks are no longer able to rely solely on
external ratings, they can be used to support the
credit risk due diligence processes of the bank.
Banks are expected to conduct an appropriate

level of due diligence to understand the inherent
risks of a security and determine that it is a
permissible investment. The extent of the due
diligence should be sufficient to support the
institution’s conclusion that a security meets the
‘‘investment-grade’’ standards. The depth of the
due diligence should be a function of the secu-
rity’s credit quality, the complexity of the struc-
ture, and the size of the investment. Third-party
analytics may be part of this analysis. The
bank’s management, however, remains respon-
sible for the investment decision and should
ensure that prospective third parties are indepen-
dent, reliable, and qualified. The board of direc-
tors should oversee management to make sure
that appropriate decisionmaking processes are in
place. 1b2

Investments in securities and stock by state
member banks are required under the Federal
Reserve Act and Regulation H to comply with
12 CFR 1. They also should meet the supervi-
sory expectations set forth in the OCC’s invest-
ment guidance, ‘‘OCC Guidance on Due Dili-
gence Requirements in Determining Whether
Securities Are Eligible for Investment’’ (see
section 2022.1), and the guidance set forth in
SR-12-15. In addition, state member banks are
expected to continue to meet long-established
supervisory expectations for risk-management
processes to ensure that the credit risk of the
bank, including the credit risk of the investment
portfolio, is effectively identified, measured,
monitored, and controlled. Investments by state
member banks must also comply with applica-
ble state law.

Many of these expectations are set forth in the
1998 interagency ‘‘Supervisory Policy State-
ment on Investment Securities and End-User
Derivatives Activities.’’ See SR-98-12 (‘‘FFIEC
Policy Statement on Investment Securities and
End-User Derivatives Activities’’), which pro-
vides risk-management standards for the securi-
ties investment activities of banks and savings
associations. SR-98-12 and the policy statement
emphasize the importance of an institution con-
ducting a thorough credit-risk analysis before
and periodically after the acquisition of a secu-
rity. Such analysis allows an institution to under-
stand and effectively manage the risks within its
investment portfolio, including credit risk, and
is an essential element of a sound investment

1. Refer to Statement of FASB Accounting Standards
Codification Section 320-10-35, Investments-Debt and Equity
Securities-Subsequent Measurement (formerly FAS 115,
‘‘Accounting for Certain Investments in Debt and Equity
Securities’’).

1a. Derivatives, in general, are financial contracts whose
values are derived from the value of one or more underlying
assets, interest rates, exchange rates, commodities, or financial
or commodity indexes.

1b. For the OCC’s final rules, see 77 Fed. Reg. 35253 (June
13, 2012); for its guidance, see 77 Fed. Reg. 35259 (June 13,
2012) and OCC Bulletin 2012-18 (June 26, 2012).

1b1. See 77 Fed. Reg. 35254 (June 13, 2012). 1b2. See 77 Fed. Reg. 35259 (June 13, 2012).
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portfolio risk-management framework. These
supervisory expectations include criteria that
institutions can use in meeting the requirements
within 12 CFR 1. State member banks should
follow these expectations when deciding whether
to invest in securities.

An institution’s maintenance of timely infor-
mation about market risk-measurement systems
is discussed within this section, including the
information on the current carrying values of its
securities and derivative holdings. This includes
an institution’s use of internal models and its
need to validate the models. (See SR-11-7.)
Swaps, futures, and options and other end-user
derivative instruments used for non-trading pur-
poses are discussed.

Institutions must ensure that their invest-
ment and end-user activities are permissible and
appropriate within established limitations and
restrictions on bank holdings of these instru-
ments. Institutions should also employ sound
risk-management practices consistently across
these varying product categories, regardless of
their legal characteristics or nomenclature. This
section provides examiners with guidance on—

• the permissibility and appropriateness of secu-
rities holdings by state member banks;

• sound risk-management practices and internal
controls used by banking institutions in their
investment and end-user activities;

• the review of securities and derivatives
acquired by the bank’s international division
and overseas branches for its own account as
well as the bank’s foreign equity investments
that are held either directly or through Edge
Act corporations;

• banking agency policies on certain high-risk
mortgage-derivative products; and

• unsuitable investment practices.

LIMITATIONS AND RESTRICTIONS
ON SECURITIES HOLDINGS

Many states extend the investment authority that
is available to national banks to their chartered
banks—often by direct reference. The security
investments of national banks are governed in
turn by the seventh paragraph of 12 USC 24 (12
USC 24 (Seventh)) and by the investment secu-
rities regulations of the Office of the Comptrol-
ler of the Currency (OCC), 12 CFR 1. These

standards also apply to federal branches of
foreign banks. If state law permits, pursuant to
12 USC 335, state member banks are subject to
the same limitations and conditions for purchas-
ing, selling, dealing in, and underwriting invest-
ment securities and stocks as national banks
under 12 USC 24 (Seventh). 1b3 To determine
whether an obligation qualifies as a permissible
investment for state member banks, and to
calculate the limits with respect to the purchase
of such obligations, refer to the OCC’s invest-
ment securities regulation at 12 CFR 1. (See also
section 2022.1, ‘‘OCC Guidance on Due Dili-
gence Requirements in Determining Whether
Securities Are Eligible for Investment,’’ and
section 208.21(b) of Regulation H (12 CFR
208.21(b)).)

Under 12 USC 24, ‘‘investment securities’’
are defined as ‘‘marketable obligations, evidenc-
ing indebtedness . . . in the form of bonds, notes
and/or debentures commonly known as invest-
ment securities under such further definition of
the ‘investment securities’ as may be by regu-
lation prescribed by the Comptroller of the
Currency.’’ Nothing contained in this provision
of the statute authorizes the purchase by the
association (national bank) for its own account
of any shares of stock of any corporation. The
OCC’s investment securities regulation (at 12
CFR 1) defines investment security as a market-
able debt obligation that is investment grade and
not predominately speculative in nature. Invest-
ment grade means the issuer of a security has an
adequate capacity to meet financial commit-
ments under the security for the projected life of
the asset or exposure. An issuer has an adequate
capacity to meet financial commitments if the
risk of default by the obligor is low and the full
and timely repayment of principal and interest is
expected.

Marketable means that the security—

• is registered under the Securities Act of 1933,
15 USC 77a et seq.;

• is a municipal revenue bond exempt from
registration under the Securities Act of 1933,
15 USC 77c(a)(2);

• is offered and sold pursuant to Securities and
Exchange Commission Rule 144A, 17 CFR
230.144A, and investment grade; or

1b3. References to a ‘‘bank’’ in this section mean a state
member bank and a national bank, unless stated otherwise.
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• can be sold with reasonable promptness at a
price that corresponds reasonably to its fair
value.

Bank-Eligible Securities

The OCC’s investment securities regulation, 12
CFR 1.2, identifies five basic types of invest-
ment securities (Types I, II, III, IV, and V) and

establishes limitations on a bank’s investment in
those types of securities based on the percentage
of capital and surplus that such holdings repre-
sent. For calculating concentration limits, the
term ‘‘capital and surplus’’ includes a bank’s tier
1 and tier 2 capital and the balance of a bank’s
allowance for loan and lease losses not included
in tier 2 capital. Table 2 summarizes bank-
eligible securities and their investment limita-
tions.

Table 2—Summary of Investment-Type Categories

Type Category Characteristics Limitations

Type I securities • U.S. government obligations and
obligations issued, insured, or guar-
anteed by a U.S. department or
agency, if backed by the full faith
and credit of the U.S. government

• general obligations of a state of the
U.S. or any political subdivision
thereof

• municipal bonds, if the bank is well
capitalized,* other than Types II,
III, IV, or V securities

The bank may deal in, underwrite,
purchase, and sell Type I securities
for its own account. The amount of
Type I securities that the bank may
deal in, underwrite, purchase, and
sell is not limited to a specified
percentage of the bank’s capital
and surplus.

With respect to all municipal secu-
rities, a member bank that is well
capitalized* may deal in, under-
write, purchase, and sell any munici-
pal bond for its own account with-
out any limit tied to the bank’s
capital and surplus.

continued

* subject to the statutory prompt-corrective-action standards (12 USC 1831o)
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Type Category Characteristics Limitations

Type II securities • obligations issued by a state, or a
political subdivision or agency of a
state for housing, university, or dor-
mitory purposes that would not
qualify as a Type I municipal secu-
rity

• obligations of international and
multilateral development banks

• other obligations that a national
bank is authorized to deal in, under-
write, purchase, and sell for the
bank’s own account as listed in 12
USC 24 (Seventh), other than
Type I securities

• other securities the OCC deter-
mines to be eligible as Type II
securities

The bank may deal in, underwrite,
purchase, and sell Type II securities
for its own account, provided the
aggregate par value of Type II secu-
rities issued by any one obligor held
by the bank does not exceed 10
percent of the bank’s capital and
surplus. When applying this limita-
tion, the bank is to take account of
Type II securities that the bank is
legally committed to purchase or to
sell in addition to the bank’s existing
holdings.

The bank may not hold Type II secu-
rities issued by any one obligor with
an aggregate par value exceeding 10
percent of the bank’s capital and
surplus. However, if the proceeds of
each issue are to be used to acquire
and lease real estate and related facili-
ties to economically and legally sepa-
rate industrial tenants, and if each
issue is payable solely from and
secured by a first lien on the revenues
to be derived from rentals paid by the
lessee under net noncancellable leases,
the bank may apply the 10 percent
investment limitation separately to
each issue of a single obligor.

continued
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Type Category Characteristics Limitations

Type III securities • an investment security that does
not qualify as Type I, II, IV, or V
security; examples of Type III secu-
rities include—
— corporate bonds, and
— municipal bonds that do not

satisfy the definition of Type I
securities in 12 CFR 1.2 (j) or
the definition of Type II secu-
rities in 12 CFR 1.2 (k)

The bank may purchase and sell
Type III securities for its own
account, provided the aggregate par
value of Type III securities issued
by any one obligor held by the
bank does not exceed 10 percent of
the bank’s capital and surplus. In
applying this limitation, a national
bank shall take account of Type III
securities that the bank is legally
committed to purchase or to sell in
addition to the bank’s existing hold-
ings.

The bank may not hold Type III
securities issued by any one obligor
with an aggregate par value exceed-
ing 10 percent of the bank’s capital
and surplus. However, if the pro-
ceeds of each issue are to be used
to acquire and lease real estate and
related facilities to economically
and legally separate industrial ten-
ants, and if each issue is payable
solely from and secured by a first
lien on the revenues to be derived
from rentals paid by the lessee
under net noncancellable leases, the
bank may apply the 10 percent
investment limitation separately to
each issue of a single obligor.

continued
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Type Category Characteristics Limitations

Type IV securities • a small business-related security as
defined in section 3(a)(53)(A) of
the Securities Exchange Act of
1934, 15 USC 78c(a)(53)(A), that
is fully secured by interests in a
pool of loans to numerous obligors

• commercial mortgage-related secu-
rity that is offered or sold pursuant
to section 4(5) of the Securities Act
of 1933, 15 USC 77d(5), that is
investment grade, or a commercial
mortgage-related security as
described in section 3(a)(41) of the
Securities Exchange Act of 1934
that represents ownership of a
promissory note or certificate of
interest or participation that is
directly secured by a first lien on
one or more parcels of real estate
upon which one or more commer-
cial structures are located and that
is fully secured by interests in a
pool of loans to numerous obligors

• a residential mortgage-related secu-
rity that is offered and sold pursu-
ant to section 4(5) of the Securities
Act of 1933, 15 USC 77d(5), that is
investment grade, or a residential
mortgage-related security as
described in section 3(a)(41) of the
Securities Exchange Act of 1934,
15 USC 78c(a)(41)) that does not
otherwise qualify as a Type I secu-
rity

The bank may purchase and sell Type
IV securities for its own account. The
amount of the Type IV securities that
a bank may purchase and sell is not
limited to a specified percentage of
the bank’s capital and surplus.

Type V securities • a security that is—
— investment grade;
— marketable;
— not a Type IV security; and
— fully secured by interests in a

pool of loans to numerous obli-
gors and in which a national
bank could invest directly

The bank may purchase and sell Type
V securities for its own account pro-
vided that the aggregate par value of
Type V securities issued by any one
issuer held by the bank does not
exceed 25 percent of the bank’s capi-
tal and surplus. In applying this limi-
tation, a national bank shall take
account of Type V securities that the
bank is legally committed to pur-
chase or to sell in addition to the
bank’s existing holdings.
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Type I securities are those debt instruments
that national and state member banks can deal
in, underwrite, purchase, and sell for their own
accounts without limitation. Type I securities
are obligations of the U.S. government or its
agencies; general obligations of states and
political subdivisions; municipal bonds (includ-
ing municipal revenue bonds) other than a Type
II, III, IV, or V security by a bank that is well
capitalized; and mortgage-related securities. A
bank may purchase Type I securities for its own
account subject to no limitations, other than the
exercise of prudent banking judgment. (See 12
USC 24 (Seventh) and 15 USC 78(c)(a).)

Type II securities are those debt instruments that
national and state member banks may deal in,
underwrite, purchase, and sell for their own
account subject to a 10 percent limitation of a
bank’s capital and surplus for any one obligor.
Type II investments include obligations issued
by the International Bank for Reconstruction
and Development, the Inter-American Develop-
ment Bank, the Asian Development Bank, the
Tennessee Valley Authority, and the U.S. Postal
Service, as well as obligations issued by any
state or political subdivision for housing, uni-
versity, or dormitory purposes that do not qualify
as a Type I security and other issuers specifi-
cally identified in 12 USC 24 (Seventh).

Type III securities is a residual securities cate-
gory consisting of all types of investment secu-
rities not specifically designated to another secu-
rity ‘‘type’’ category and that do not qualify as a
Type I security. The bank may purchase and sell
Type III securities for its own account, provided
the aggregate par value of Type III securities
issued by any one obligor held by the bank does
not exceed 10 percent of the bank’s capital and
surplus for any one obligor. In applying this
limitation, the bank must take account of Type
III securities that the bank is legally committed
to purchase or to sell in addition to the bank’s
existing holdings.

Type IV securities. A bank may purchase and
sell Type IV securities for its own account. The
amount of securities that a bank may purchase
and sell is not limited to a specified percentage
of the bank’s capital and surplus. Type IV
securities include the following ABS that are
fully secured by interests in pools of loans made
to numerous obligors:

• investment-grade residential mortgage-related
securities that are offered or sold pursuant to
section 4(5) of the Securities Act of 1933 (15
USC 77d(5))

• residential mortgage-related securities as
described in section 3(a)(41) of the Securities
Exchange Act of 1934 (15 USC 78c(a)(41))
that are rated in one of the two highest
investment-grade rating categories

• investment-grade commercial mortgage secu-
rities offered or sold pursuant to section 4(5)
of the Securities Act of 1933 (15 USC 77d(5))

• commercial mortgage securities as described
in section 3(a)(41) of the Securities Exchange
Act of 1934 (15 USC 78c(a)(41)) that are
rated in one of the two highest investment-
grade rating categories

• investment-grade, small-business-loan securi-
ties as described in section 3(a)(53)(A) of the
Securities Exchange Act of 1934 (15 USC
78c(a)(53)(A))

For all Type IV commercial and residential
mortgage securities and for Type IV small-
business-loan securities, there is no limitation
on the amount a bank can purchase or sell for its
own account. In addition to being able to pur-
chase and sell Type IV securities, subject to the
above limitation, a bank may deal in those Type
IV securities that are fully secured by Type I
securities.

Type V securities consist of all ABS that are not
Type IV securities. Specifically, they are defined
as marketable, investment-grade securities that
are not Type IV and are ‘‘fully secured by
interests in a pool of loans to numerous obligors
and in which a bank could invest directly.’’ Type
V securities include securities backed by auto
loans, credit card loans, home equity loans, and
other assets. Also included are residential and
commercial mortgage securities as described in
section 3(a)(41) of the Securities Exchange Act
of 1934 (15 USC 78c(a)(41)) that are investment
grade. A bank may purchase or sell Type V
securities for its own account provided the
aggregate par value of Type V securities issued
by any one issuer held by the bank does not
exceed 25 percent of the bank’s capital and
surplus. In applying this limitation, the bank
must take account of Type V securities that the
bank is legally committed to purchase or to sell
in addition to the bank’s existing holdings.
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Additional Limitations

Securities Held Based on Estimates of
Obligor’s Performance

Notwithstanding the definition of ‘‘investment
security’’ and ‘‘investment grade,’’ a bank may
treat a debt security as an investment security
under the rule if it does not meet those defini-
tions, provided that the security is marketable
and the bank concludes, on the basis of esti-
mates that the bank reasonably believes are
reliable, that the obligor will be able to satisfy its
obligations under that security. However, the
aggregate value of such securities based on
‘‘reliable estimate’’ may not exceed 5 percent of
the bank’s capital and surplus. This activity
must conform with the safety-and-soundness
practices required by 12 CFR 1.5 (discussed
below).

As shown in Table 2, there are separate Type
I, II, III, IV, and V limits. In the extreme,
however, banks can lend 15 percent of their
capital to a corporate borrower, buy the
borrower’s corporate bonds amounting to another
10 percent of capital and surplus (Type III
securities), and purchase the borrower’s ABS up
to an additional 25 percent of capital (Type V
securities), for a total exposure of 50 percent of
the bank’s capital and surplus. This could be
expanded even further if the borrower also
issued highly rated Type IV securities, upon
which there is no investment limitation. How-
ever, an exposure to any one issuer of 25 percent
or more should be considered a credit concen-
tration, and banks are expected to justify why
exposures in excess of 25 percent do not entail
an undue concentration.

Pooled Investments

A bank may purchase and sell for its own
account investment company shares provided
that—

a. the portfolio of the investment company
consists exclusively of assets that the bank
may purchase and sell for its own account,
and

b. the bank’s holdings of investment company
shares do not exceed the limitations in 12
CFR 1.4(e).

Other Issues

The OCC may determine that a national bank
may invest in an entity that is exempt from
registration as an investment company under
section 3(c)(1) of the Investment Company Act
of 1940, provided that the portfolio of the entity
consists exclusively of assets that a national
bank may purchase and sell for its own account
and that investments made under this authority
comply with safe-and-sound practices under
section 1.5 of the rule and applicable published
OCC precedent. These investments also must
be—

a. marketable and investment grade, or
b. satisfy the requirements of 12 CFR 1.3(i)

(securities held based on estimates of obli-
gor’s performance). A bank may treat a debt
security as an investment security if the
security is marketable and the bank can
conclude, on the basis of estimates that the
bank reasonably believes are reliable, that the
obligor will be able to satisfy its obligations
under that security.

Safe-and-Sound Banking Practices

As set forth in section 1.5, a bank shall adhere to
safe-and-sound banking practices and the spe-
cific requirements of this part when conducting
the investment activities permitted under the
rule. As stated in section 1.5, the bank is to
consider, as appropriate, the interest rate, credit,
liquidity, price, foreign exchange, transaction,
compliance, strategic, and reputation risks pre-
sented by a proposed activity, and the particular
activities undertaken by the bank, which must
be appropriate for that bank.

When conducting these activities, the bank
shall determine that there is adequate evidence
that an obligor possesses resources sufficient to
provide for all required payments on its obliga-
tions, or, in the case of securities deemed to be
investment securities on the basis of reliable
estimates of an obligor’s performance, that the
bank reasonably believes that the obligor will be
able to satisfy the obligation.

The bank must maintain records that are
available for examination purposes and are
adequate to demonstrate that it meets the require-
ments of this part (12 CFR 1). The bank may
store the information in any manner that can be
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readily retrieved and reproduced in a readable
form.

Reservation of Authority

In addition to the investment securities dis-
cussed in 12 USC 24 (Seventh), the OCC may
determine, on a case-by-case basis, that a national
bank may acquire an investment security other
than an investment security of a type set forth in
this part, provided the OCC determines that the
bank’s investment is consistent with 12 USC 24
(Seventh) and with safe-and-sound banking prac-
tices. (See 73 Fed. Reg. 22235, April 24, 2008,
and 12 CFR 1.1 for more information.) A state
member bank should consult the Board for a
determination with respect to the application of
12 USC 24 (Seventh), with respect to issues not
addressed in 12 CFR 1. The provisions of 12
CFR 1 do not provide authority for a state
member bank to purchase securities of a type or
amount that the bank is not authorized to pur-
chase under applicable state law. (See 12 CFR
208.21(b).)

Municipal Revenue Bonds

Upon enactment of the Gramm-Leach-Bliley
Act (the GLB Act), most state member banks
were authorized to deal in, underwrite, purchase,
and sell municipal revenue bonds (12 USC 24
(Seventh)). Effective March 13, 2000, these
activities (involving Type I securities) could be
conducted by well-capitalized 1b4 banks, without
limitation as to the level of these activities
relative to the bank’s capital. As a result of the
GLB Act amendment, municipal revenue bonds
are the equivalent of Type I securities for
well-capitalized state member banks. 1b5 (See
SR-01-13.)

The expanded municipal revenue bond author-
ity under the GLB Act necessitates heightened
awareness by banks, examiners, and supervisory
staff of the particular risks of municipal revenue

bond underwriting, dealing, and investment
activities. Senior management of a state member
bank has the responsibility to ensure that the
bank conducts municipal securities underwrit-
ing, dealing, and investment activities in a safe
and sound manner, in compliance with applica-
ble laws and regulations. Sound risk-management
practices are critical. State member banks
engaged in municipal securities activities should
maintain written policies and procedures gov-
erning these activities and make them available
to examiners upon request.

Prudent municipal securities investment
involves considering and adopting risk-
management policies, including appropriate limi-
tations, on the interest-rate, liquidity, price,
credit, market, and legal risks in light of the
bank’s appetite and tolerance for risk. Histori-
cally, municipal revenue bonds have had higher
default rates than municipal general obligation
bonds. The risks of certain industrial develop-
ment revenue bonds have been akin to the risks
of corporate bonds. Therefore, when bondhold-
ers are relying on a specific project or private-
sector obligation for repayment, banks should
conduct a credit analysis, using their normal
credit standards, to identify and evaluate the
source of repayment before purchasing the
bonds. Banks must also perform periodic credit
analyses of those securities that remain in the
bank’s investment portfolio. Prudent banking
practices require that management adopt appro-
priate exposure limits for individual credits and
on credits that rely on a similar repayment
source; these limits help ensure adequate risk
diversification. Furthermore, examiners and other
supervisory staff should be aware of the extent
to which state laws place further restrictions on
municipal securities activities but should defer
to state banking regulators on questions of legal
authority under state laws and regulations.

For underwriting and dealing activities, the
nature and extent of due diligence should be
commensurate with the degree of risk posed and
the complexity of the proposed activity. Bank
dealer activities should be conducted subject to
the types of prudential limitations described
above but should also be formulated in light of
the reputational risk that may accompany under-
writing and dealing activities. Senior manage-
ment and the board of directors should establish
credit-quality and position-risk guidelines, includ-
ing guidelines for concentration risk.

A bank serving as a syndicate manager would
be expected to conduct extensive due diligence

1b4. See the prompt corrective action at 12 USC 1831o and
see subpart D of the Federal Reserve’s Regulation H (12 CFR
208).

1b5. The OCC published final amendments to its invest-
ment securities regulation (12 CFR 1) on July 2, 2001 (66 Fed.

Reg. 34784), and further amended this regulation on June 13,
2012 (77 Fed. Reg. 35257). State member banks must comply
with the requirements of 12 CFR 1 with respect to investments
in municipal and other securities.
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to mitigate its underwriting risk. Due diligence
should include an assessment of the creditwor-
thiness of the issuer and a full analysis of
primary and any contingent sources of repay-
ment. Offering documents should be reviewed
for their accuracy and completeness, as well as
for full disclosure of all of the offering’s rel-
evant risks.
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CLASSIFICATION AND APPRAISAL
OF SECURITIES

This supervisory guidance2 (2013 Securities
Classification Guidance) outlines principles
related to the proper classification of securities
without relying on ratings issued by nationally
recognized statistical rating organizations (exter-
nal credit ratings) and applies to state member
banks and, in principle, to all institutions super-
vised by the Federal Reserve. Section 939A of
the Dodd-Frank Wall Street Reform and Con-
sumer Protection Act of 2010 requires each
federal agency to remove references to, and
requirements of reliance on, external credit rat-
ings in any regulation issued by the agency that
requires the assessment of the creditworthiness
of a security or money market instrument. There-
fore, in 2012, the OCC revised its investment
security regulations (12 CFR 1) to remove
reliance on external credit ratings. Investment in
securities and stock by state member banks are
required under the Federal Reserve Act (12 USC
335) and Regulation H (12 CFR 208.21) to
comply with the OCC investment security regu-
lations.

The OCC investment security regulations
require an institution to monitor investment
credit quality through an analytical review of the
obligor rather than solely through external credit
ratings. Credit quality monitoring provides an
opportunity for management to determine
whether a security continues to be investment
grade or if it has deteriorated and thus requires
classification. The 2013 Securities Classification
Guidance clarifies the classification standards
for securities held by an institution and includes
illustrated examples that demonstrate when a
security is investment grade and when it is not
investment grade. See SR-13-18.

UNIFORM AGREEMENT ON THE
CLASSIFICATION AND APPRAISAL
OF SECURITIES HELD BY
DEPOSITORY INSTITUTIONS
(AGREEMENT)

This joint Agreement3 applies creditworthiness
standards to the classification of securities and
removes the reliance on credit ratings as a
determinant of classification.4 Specific examples
are illustrated to demonstrate the appropriate
application of these standards to the classifica-
tion of securities. This Agreement should be
used by depository institutions to assist and
facilitate the classification of investment
securities.

I. The Classification of Assets in
Depository Institutions

The agencies’ longstanding asset classification
definitions have not changed and are provided as
an attachment to the Agreement. This Agree-
ment clarifies how the unique characteristics
exhibited by investment securities are to be
interpreted within these classification categories.

II. The Appraisal of Securities in
Depository Institutions

Fundamental credit analysis is central to under-
standing the risk associated with all assets and
should be applied to investment securities as
part of a pre-purchase and ongoing due dili-
gence process, as discussed in regulatory guid-
ance. Depository institutions are expected to
perform an assessment of creditworthiness that

2. The October 29, 2013, ‘‘Uniform Agreement on the
Classification and Appraisal of Securities Held by Depository
Institutions’’ was issued by the Board of Governors of the
Federal Reserve System, the Federal Deposit Insurance Cor-
poration, and the Office of the Comptroller of the Currency
(OCC) (the agencies).

3. The agencies are issuing this joint Agreement to
depository institutions to revise the 2004 Uniform Agreement
on the Classification of Assets and Appraisal of Securities
Held by Banks and Thrifts (2004 Agreement).

4. For the OCC’s final rules, see 77 Fed. Reg. 35253 (June
13, 2012). For the OCC’s guidance, see 77 Fed. Reg. 35259
(June 13, 2012), OCC Bulletin 2012-18, and OCC Bulletin
2012-26. For the Board, refer to SR letter 12-15, ‘‘Investing in
Securities without Reliance on Nationally Recognized Statis-
tical Rating Organization Ratings.’’ For the FDIC, see Per-
missible Investments for Federal and State Savings Associa-
tions: Corporate Debt Securities, 77 Fed. Reg. 43151 (July 24,
2012) and ‘‘Guidance on Due Diligence Requirements for
Savings Associations in Determining Whether a Corporate
Debt Security Is Eligible for Investment,’’ 77 Fed. Reg. 43155
(July 24, 2012).
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is not solely reliant on external credit ratings
provided by a Nationally Recognized Statistical
Rating Organizations (NRSRO). Such an assess-
ment may include internal-risk analyses and a
risk rating framework, third-party research and
analytics (which could include NRSRO credit
ratings), default statistics, and other sources of
data as appropriate for the particular security.
The depth of analysis should be a function of the
security’s risk characteristics, including its size,
nature, and complexity. Individual security analy-
sis should form the basis of any classification
determination.

A. Investment Grade Debt Securities

A security is investment grade if the issuer of
the security has an adequate capacity to meet
financial commitments for the life of the asset.5

An issuer has adequate capacity to meet its
financial commitments if the risk of default is
low, and the full and timely repayment of
principal and interest is expected.6 A ‘‘pass’’
rating may be supported by an appropriate credit
analysis that documents the quality of an invest-
ment grade security, as well as ongoing analyses

that demonstrate the obligor’s continued repay-
ment capacity. Therefore, investment-grade secu-
rities will generally not be classified. However,
examiners may use discretion to classify a
security when justified by available credit-risk
information.

B. Sub-investment Grade Debt Securities

Securities that do not meet the investment grade
standard, as defined in applicable regulations,
and for which the timely repayment of principal
and interest is not certain, have investment
characteristics that are distinctly or predomi-
nantly speculative and are generally subject to
classification. For investment securities, the clas-
sification should be based on the instrument’s
worth as an earning asset assuming it is held to
maturity. Therefore, the phrase ‘‘liquidation of
the debt’’ in the classification definitions is
synonymous with ‘‘payment of the obligation in
full.’’ Accordingly, if payment of the obligation
in full is in question, it is no longer investment
grade and management should classify the
security.

A Doubtful classification is appropriate when
an asset has experienced significant credit dete-
rioration and decline in fair value, but estimation
of impairment involves significant uncertainty
because of various pending factors. These fac-
tors could include uncertain financial data that
may not permit the accurate forecasting of
future cash flows or estimating recovery value.
The use of the Doubtful classification is an
interim measure until information becomes avail-
able to substantiate a more appropriate treatment.

C. Classification and Assessment of
Other Types of Debt Securities

Some securities with equity-like risk and return
profiles can have highly speculative perfor-
mance characteristics. When determining clas-
sification examiners should evaluate such hold-
ings based upon an assessment of each
instrument’s facts and circumstances. This
Agreement does not apply to securities held in
trading accounts that are measured at fair value
with changes in fair value recognized in current
earnings and regulatory capital.7

5. To determine whether a security to be acquired for
investment must be investment grade and the applicable
definition of ‘‘investment grade,’’ a bank or savings associa-
tion should consult the regulations of its appropriate federal
banking agency, e.g., national banks should look to the OCC’s
rules at 12 CFR 1. For state-chartered financial institu-
tions, the term ‘‘investment grade’’ may be defined differently
across laws and regulations issued by each state, and therefore
may be subject to restrictions on investments that are more
stringent than those in 12 CFR 1. In addition, for
corporate investments, federal and state savings associations
are required to determine if the security meets the investment
permissibility standards under 12 CFR 362 of the FDIC
Rules and Regulations. 12 CFR 362 requires that the
issuer has adequate capacity to meet all financial commit-
ments under the security for the projected life of the invest-
ment. This standard is consistent with the one adopted by the
OCC for national banks defined in 12 CFR 1, which was
revised to replace the previous definition of ‘‘investment
grade.’’ State and federal savings associations had to comply
with the FDIC’s final rule on January 1, 2013. See 77 Fed.

Reg. 43151 (July 24, 2012). Under the Federal Reserve Act
(12 USC 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 investment securities and
stock as national banks under the National Banking Act (12
USC 24 (Seventh)) and may only invest in securities to the
extent permitted under applicable state law.

6. See, e.g., 12 CFR 1.2(d). Generally, assets that defer
payments, even if allowed for in the instrument’s contracts, do
not meet the ‘‘full and timely’’ repayment standard for
investment grade and typically should be classified. 7. For more information, please refer to the Glossary
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D. Classification of Securities with
Credit Deterioration

Depository institutions should continually assess
whether securities meet the investment grade
standard. Throughout the term of an investment
security, its credit-risk profile can decline and
improve as credit conditions change. Similarly,
an institution’s analysis should consider how
potential adverse economic conditions can nega-
tively affect an individual security. An institu-
tion’s management expertise and the sophistica-
tion of its risk management and due diligence
processes should be commensurate with the
complexity of its investment portfolio holdings.

For securities already owned:

Depository institutions should classify a secu-
rity to accurately reflect its credit-risk profile.
For example, a security may meet the criteria
for an investment grade rating at purchase
and, therefore, be considered a ‘‘pass’’ secu-
rity. However, as credit conditions deteriorate
and ongoing analysis confirms a weakened
repayment capacity, the security should be
downgraded to Substandard or Doubtful. In
situations where the credit condition subse-
quently improves, the facts and circumstances
supported by current analysis may warrant an
upgrade to ‘‘pass.’’ An upgrade is only appro-
priate following a period of sustained perfor-
mance. If the security incurs credit losses,8

but subsequent analysis shows that all future
contractual payments will be received, the
security may warrant an upgrade to ‘‘pass.’’
Notwithstanding this possibility, securities
with realized credit losses do not conform to
the investment grade standard and may be
subject to restrictions under the agencies’

permissible investment regulations or rules
governing transfers to affiliates. In situations
where credit losses are incurred and analysis
does not support the full payment of future
contractual amounts, the security cannot be
upgraded to ‘‘pass.’’

For potential purchases:

Depository institutions may not purchase
investment securities that fail to meet the
investment-grade standard as defined by appli-
cable regulations. If pre-purchase analysis
reveals previous credit losses in a security
under consideration, regardless of its current
performance or projected payment analysis,
the security does not, and cannot, meet the
investment-grade standard.9 In contrast, if a
security experienced credit deterioration and
downgrades in the past, but did not sustain
actual credit losses, the security’s current and
projected payment performance may indicate
that the security could meet the investment-
grade criteria once more. If it is offered for
sale at this point and has a history of sustained
performance, this security would be consid-
ered eligible for purchase by a depository
institution.

III. Classification Approach
Illustrations

Table 3 that follows outlines examples of how
the agencies would apply the uniform classifi-
cation approach to specific situations. Examin-
ers may use discretion to assess credit risk and
assign a classification based on current informa-
tion, independent of any assigned credit rating.

section of the FFIEC Instructions for Preparation of Consoli-
dated Reports of Condition and Income, which can be found
at the following URL: www.fdic.gov/regulations/resources/
call/.

8. Credit losses can occur throughout various stages of a
security’s existence and will depend on a variety of factors,
that is, the type of instrument, the ability of the underlying
payment source (for example, issuer, underlying asset, and
obligors), and the existence of guarantees or credit enhance-
ments. For corporate and municipal obligations, credit losses
may represent payment defaults that the issuer does not have
the financial capacity to cure. In the case of structured finance
products, if a particular class of securities or tranches is no
longer fully supported by cash flows from underlying assets,
credit losses represent the deficiencies between remaining
available cash flow and the principal and interest require-
ments.

9. One exception to this rule is a security that has
undergone a court-supervised legally binding restructure,
which has performed for a sustained period following the
restructure. This scenario is discussed further in Table 3.
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Table 3—Classification Approach Examples

Description of Scenario Currently Owned Potential Purchase1

• Credit deterioration caused con-
cerns about potential loss that led to
a Substandard classification.

• Credit deterioration is considered
temporary.

• Subsequently, the credit condition
improved and prior concerns no lon-
ger exist.

• No actual credit losses were sus-
tained.

• Security has performed as agreed to
date and is expected to perform to
maturity.

Upgrade to ‘‘pass.’’ Eligible for purchase as
investment grade.

• Credit deterioration caused con-
cerns about potential loss that led to
a Substandard classification.

• An other-than-temporary impair-
ment (OTTI) charge is recognized in
earnings; however, all contractual
payments were received.

• Subsequent to adverse classification
/OTTI determination, the credit con-
dition improved and prior concerns
no longer exist.

• Current analysis shows that all future
contractual payments will be
received.

Upgrade to ‘‘pass.’’ Eligible for purchase as
investment grade.

• Credit deterioration caused con-
cerns about potential loss that led to
a Substandard classification.

• An OTTI charge is recognized in
earnings; however, contractual pay-
ments are received after recognition
of the OTTI charge.

• Subsequently, credit conditions
remain weak and analysis shows
that not all contractual payments are
expected to be received.

Substandard classification
remains until issuer dem-
onstrates adequate capac-
ity to repay.

Not eligible for purchase as
long as current credit condi-
tions remain.
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Description of Scenario Currently Owned Potential Purchase1

• Credit deterioration caused con-
cerns about potential loss that led to
a Substandard classification.

• Credit losses actually incurred.
• A court supervised a legally binding

restructure of the obligation.
• The issuer demonstrated perfor-

mance, after the restructure, in
accordance with the court approved
plan over an appropriate time period.
Current analysis shows that all
future contractual payments will be
received.

Upgrade to ‘‘pass’’ after a
period of satisfactory per-
formance.

Eligible for purchase as
investment grade subsequent
to the restructure.

• Credit deterioration caused con-
cerns about potential loss that led to
a Substandard classification.

• Credit losses actually incurred.
• Subsequently, the credit condition

improved and prior concerns no lon-
ger exist.

• Subsequent analysis shows that all
future contractual payments will be
received.

• Previously incurred credit losses
may or may not be recovered.

Substandard classification
remains until issuer dem-
onstrates adequate capac-
ity to repay based on sus-
tained period of
performance. May be
upgraded to ‘‘pass’’ but is
not investment grade; con-
sidered a nonconforming
investment.

Not eligible for purchase;
does not meet the criteria
for investment grade due to
credit losses.

• Credit deterioration caused con-
cerns about potential loss that led to
a Substandard classification.

• Credit losses actually incurred.
• Subsequently, credit condition sta-

bilization may, or may not, be evi-
dent.

• Subsequent analysis shows that not
all future contractual payments will
be received; or analysis does not
clearly show no future risk of loss.

Classification remains as
long as credit analysis indi-
cates future potential
losses. Determine appro-
priate classification based
on credit analysis.

Not eligible for purchase;
does not meet the criteria
for investment grade due to
credit losses.

1. Depository institutions contemplating an investment pur-
chase are not expected to be knowledgeable of the classifica-
tion and impairment accounting treatment by the seller.

However, all salient information leading to investment-grade
determination should be gathered and analyzed before a
purchase is consummated.

Note to the Agreement: Any upgrade in classification should follow a sustained period of
performance and be based on improvement in credit condition and an analysis that supports that all
future contractual payments will be received. Generally, the performance period should cover
multiple payments as determined by the security’s payment structure: monthly, quarterly, annually.

* * * *
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CLASSIFICATION OF ASSETS IN
EXAMINATIONS

Classification units are designated as Substan-
dard, Doubtful, and Loss. The following defini-
tions apply to assets adversely classified for
supervisory purposes:
• A Substandard asset is inadequately protected

by the current sound worth and paying capac-
ity of the obligor or of the collateral pledged,
if any. Assets so classified must have a well-
defined weakness or weaknesses that jeopar-
dize the liquidation of the debt. They are
characterized by the distinct possibility that
the institution will sustain some loss if the
deficiencies are not corrected.

• An asset classified Doubtful has all the weak-
nesses inherent in one classified Substandard,
with the added characteristic that the weak-
nesses make collection or liquidation in full,
on the basis of currently existing facts, condi-
tions, and values, highly questionable and
improbable.

• Assets classified Loss are considered uncol-
lectible and of such little value that their
continuance as bankable assets is not war-
ranted. This classification does not mean that
the asset 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 clas-
sified Loss should be promptly charged off.

FOREIGN DEBT SECURITIES

The Interagency Country Exposure Review
Committee (ICERC) assigns transfer-risk rat-
ings for cross-border exposures. Examiners
should use the guidelines in this uniform agree-
ment rather than ICERC transfer-risk ratings in
assigning security classifications, except when
the ICERC ratings result in a more-severe clas-
sification.

CREDIT-RISK-MANAGEMENT
FRAMEWORK FOR SECURITIES

When an institution has developed an accurate,
robust, and documented credit-risk-management
framework to analyze its securities holdings,
examiners may choose to depart from the gen-

eral debt security classification guidelines in
favor of individual asset review in determining
whether to classify those holdings. A robust
credit-risk-management framework entails
appropriate pre-acquisition credit due diligence
by qualified staff that grades a security’s credit
risk based on an analysis of the repayment
capacity of the issuer and the structure and
features of the security. It also involves the
ongoing monitoring of holdings to ensure that
risk ratings are reviewed regularly and updated
in a timely fashion when significant new infor-
mation is received.

The credit analysis of securities should vary
based on the structural complexity of the secu-
rity, the type of collateral, and external ratings.
The credit-risk-management framework should
reflect the size, complexity, quality, and risk
characteristics of the securities portfolio; the
risk appetite and policies of the institution; and
the quality of its credit-risk-management staff,
and should reflect changes to these factors over
time. Policies and procedures should identify
the extent of credit analysis and documentation
required to satisfy sound credit-risk-management
standards.

TRANSFERS OF LOW-QUALITY
SECURITIES AND ASSETS

The purchase of low-quality assets by a bank
from an affiliated bank or nonbank affiliate is a
violation of section 23A of the Federal Reserve
Act and Regulation W. The transfer of low-
quality securities from one depository institution
to another may be done to avoid detection and
classification dur-ing regulatory examinations;
this type of transfer may be accomplished
through participations, purchases or sales, and
asset swaps with other affiliated or nonaffiliated
financial institutions. Broadly defined, low-
quality securities include depreciated or sub-
investment-quality securities. Situations in which
an institution appears to be concealing low-
quality securities to avoid examination scrutiny
and possible classification represent an unsafe
and unsound activity.

Any situations involving the transfer of low-
quality or questionable securities should be
brought to the attention of Reserve Bank super-
visory personnel who, in turn, should notify the
local office of the primary federal regulator of
the other depository institution involved in the

2020.1 Investment Securities and End-User Activities

October 2013 Commercial Bank Examination Manual

Page 12



transaction. For example, if an examiner deter-
mines that a state member bank or holding
company has transferred or intends to transfer
low-quality securities to another depository
institution, the Reserve Bank should notify the
recipient institution’s primary federal regulator
of the transfer. The same notification require-
ment holds true if an examiner determines that a
state member bank or holding company has
acquired or intends to acquire low-quality secu-
rities from another depository institution. This
procedure applies to transfers involving savings
associations and savings banks, as well as com-
mercial banking organizations.

Situations may arise when transfers of secu-
rities are undertaken for legitimate reasons. In

these cases, the securities should be properly
recorded on the books of the acquiring institu-
tion at their fair value on the date of transfer. If
the transfer was with the parent holding com-
pany or a nonbank affiliate, the records of the
affiliate should be reviewed as well.

PERMISSIBLE STOCK HOLDINGS

The purchase of securities convertible into stock
at the option of the issuer is prohibited (12 CFR
1.6). Other than as specified in table 4, banks are
prohibited from investing in stock.
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Table 4—Permitted Stock Holdings by Member Banks*

Type of stock Authorizing statute and limitation

Federal Reserve Bank Federal Reserve Act, sections 2 and 9 (12 USC 282 and 321) and
Regulation I (12 CFR 209). Subscription must equal 6 percent of
the bank’s capital and surplus, 3 percent paid in.

Safe deposit corporation 12 USC 24. 15 percent of capital and surplus.

Corporation holding bank
premises

Federal Reserve Act, section 24A (12 USC 371(d)). 100 percent of
capital stock. Limitation includes total direct and indirect invest-
ment in bank premises in any form (such as loans). Maximum
limitation may be exceeded with permission of the Federal
Reserve Bank for state member banks and the Comptroller of the
Currency for national banks.

Small business investment
company

Small Business Investment Act of August 21, 1958, section 302(b)
(15 USC 682(b)). Banks are prohibited from acquiring shares of
such a corporation if, upon making the acquisition, the aggregate
amount of shares in small business investment companies then
held by the bank would exceed 5 percent of its capital and surplus.

Edge Act and agreement
corporations and
foreign banks

Federal Reserve Act, sections 25 and 25A (12 USC 601 and 618).
The aggregate amount of stock held in all such corporations may
not exceed 10 percent of the member bank’s capital and surplus.
Also, the member bank must possess capital and surplus of
$1 million or more before acquiring investments pursuant to
section 25.

Bank service company Bank Service Corporation Act of 1958, section 2 (12 USC 1861
and 1862). (Redesignated as Bank Service Company Act.) 10 per-
cent of paid in and unimpaired capital and surplus. Limitation
includes total direct and indirect investment in any form. No
insured banks shall invest more than 5 percent of their total assets.

Federal National Mortgage
Corporation

National Housing Mortgage Association Act of 1934, sec-
tion 303(f) (12 USC 1718(f)). No limit.

Bank’s own stock 12 USC 83. Shares of the bank’s own stock may not be acquired
or taken as security for loans, except as necessary to prevent loss
from a debt previously contracted in good faith. Stock so acquired
must be disposed of within six months of the date of acquisition.

Corporate stock acquired
through debt previously
contracted (DPC) transaction

Case law has established that stock of any corporation debt may be
acquired to prevent loss from a debt previously contracted in good
faith. See Oppenheimer v. Harriman National Bank & Trust Co. of
the City of New York, 301 US 206 (1937). However, if the stock
is not disposed of within a reasonable time period, it loses its status
as a DPC transaction and becomes a prohibited holding under
12 USC 24(7).

Operations subsidiaries 12 CFR 250.141. Permitted if the subsidiary is to perform, at
locations at which the bank is authorized to engage in business,
functions that the bank is empowered to perform directly.
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Type of stock Authorizing statute and limitation

State housing corporation
incorporated in the state
in which the bank is located

12 USC 24. 5 percent of its capital stock, paid in and unimpaired,
plus 5 percent of its unimpaired surplus fund when considered
together with loans and commitments made to the corporation.

Agricultural credit
corporation

12 USC 24. 20 percent of capital and surplus unless the bank owns
over 80 percent. No limit if the bank owns 80 percent or more.

Government National
Mortgage Association

12 USC 24. No limit.

Student Loan Marketing
Association

12 USC 24. No limit.

Bankers’ banks 12 USC 24. 10 percent of capital stock and paid-in and unimpaired
surplus. Bankers’ banks must be insured by the FDIC, owned
exclusively by depository institutions, and engaged solely in
providing banking services to other depository institutions and
their officers, directors, or employees. Ownership shall not result in
any bank’s acquiring more than 5 percent of any class of voting
securities of the bankers’ bank.

Mutual funds 12 USC 24(7). Banks may invest in mutual funds as long as the
underlying securities are permissible investments for a bank.

Community development
corporation

Federal Reserve Act, section 9, paragraph 23 (12 USC 338a). Up
to 10 percent of capital stock and surplus1 subject to 12 CFR
208.22.

* This information precedes November 2004.
1. Section 208.2(d) of Regulation H defines ‘‘capital stock

and surplus’’ to mean tier 1 and tier 2 capital included in a
member bank’s risk-based capital and the balance of a
member bank’s allowance for loan and lease losses not

included in its tier 2 capital for calculation of risk-based

capital, based on the bank’s most recent consolidated Report
of Condition and Income. Section 9 of the Federal Reserve
Act (12 USC 338a) provides that the Board has the authority

under this law to approve public-welfare or other such
investments, up to the sum of 5 percent of paid-in and
unimpaired capital stock and 5 percent of unimpaired surplus,
unless the Board determines by order that the higher amount
will pose no significant risk to the affected deposit insurance
fund, and the bank is adequately capitalized. In no case may
the aggregate of such investments exceed 10 percent of the
bank’s combined capital stock and surplus.

LIMITED EQUITY INVESTMENTS

Investing in the equity of nonfinancial compa-
nies and lending to private-equity-financed com-
panies (that is, companies financed by private
equity) have emerged as increasingly important
sources of earnings and business relationships at
a number of banking organizations (BOs). In
this guidance, the term private equity refers to
shared-risk investments outside of publicly
quoted securities and also covers activities such
as venture capital, leveraged buyouts, mezza-
nine financing, and holdings of publicly quoted
securities obtained through these activities. While
private equity securities can contribute substan-

tially to earnings, these activities can give rise to
increased volatility of both earnings and capital.
The supervisory guidance in SR-00-9 on private
equity investments and merchant banking activi-
ties is concerned with a BO’s proper risk-
focused management of its private equity invest-
ment activities so that these investments do not
adversely affect the safety and soundness of the
affiliated insured depository institutions.

An institution’s board of directors and senior
management are responsible for ensuring that the
risks associated with private equity activities do
not adversely affect the safety and soundness of
the banking organization or any other affiliated
insured depository institutions. To this end,
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sound investment and risk-management prac-
tices and strong capital positions are critical
elements in the prudent conduct of these
activities.

Legal and Regulatory Authority

Depository institutions are able to make limited
equity investments under the following statutory
and regulatory authorities:

• Depository institutions may make equity
investments through small business invest-
ment corporations (SBICs). Investments made
by SBIC subsidiaries are allowed up to a total
of 50 percent of a portfolio company’s out-
standing shares, but can only be made in com-
panies defined as a small business, accord-
ing to SBIC rules. A bank’s aggregate
investment in the stock of SBICs is limited to
5 percent of the bank’s capital and surplus.

• Under Regulation K, which implements sec-
tions 25 and 25A of the Federal Reserve Act
(FRA) and section 4(c)(13) of the Bank Hold-
ing Company Act of 1956 (BHC Act), a
depository institution may make portfolio
investments in foreign companies, provided
the investments do not in the aggregate exceed
25 percent of the tier 1 capital of the bank
holding company. In addition, individual
investments must not exceed 19.9 percent of a
portfolio company’s voting shares or 40 per-
cent of the portfolio company’s total equity.10

Equity investments made under the authori-
ties listed above may be in publicly traded
securities or privately held equity interests. The
investment may be made as a direct investment
in a specific portfolio company, or it may be
made indirectly through a pooled investment
vehicle, such as a private equity fund.11 In
general, private equity funds are investment
companies, typically organized as limited part-
nerships, that pool capital from third-party
investors to invest in shares, assets, and owner-
ship interests in companies for resale or other
disposition. Private-equity-fund investments may

provide seed or early-stage investment funds to
start-up companies or may finance changes in
ownership, middle-market business expansions,
and mergers and acquisitions.

Oversight by the Board of Directors
and Senior Management

Equity investment activities require the active
oversight of the board of directors and senior
management of the depository institution that is
conducting the private equity investment activi-
ties. The board should approve portfolio objec-
tives, overall investment strategies, and gen-
eral investment policies that are consistent with
the institution’s financial condition, risk profile,
and risk tolerance. Portfolio objectives should
address the types of investments, expected busi-
ness returns, desired holding periods,
diversification parameters, and other elements
of sound investment-management oversight.
Board-approved objectives, strategies, policies,
and procedures should be documented and
clearly communicated to all the personnel
involved in their implementation. The board
should actively monitor the performance and
risk profile of equity investment business lines
in light of the established objectives, strate-
gies, and policies.

The board also should ensure that there is an
effective management structure for conducting
the institution’s equity activities, including
adequate systems for measuring, monitoring,
controlling, and reporting on the risks of equity
investments. The board should approve policies
that specify lines of authority and responsibility
for both acquisitions and sales of investments.
The board should also approve (1) limits on
aggregate investment and exposure amounts;
(2) the types of investments (for example, direct
and indirect, mezzanine financing, start-ups, seed
financing); and (3) appropriate diversification-
related aspects of equity investments such as
industry, sector, and geographic concentrations.

For its part, senior management must ensure
that there are adequate policies, procedures, and
management information systems for managing
equity investment activities on a day-to-day and
longer-term basis. Management should set clear
lines of authority and responsibility for making
and monitoring investments and for managing
risk. Management should ensure that an institu-
tion’s equity investment activities are conducted
by competent staff whose technical knowledge

10. Shares of a corporation held in trading or dealing
accounts or under any other authority are also included in the
calculation of a depository institution’s investment. Portfolio
investments of $25 million or less can be made without prior
notice to the Board. See Regulation K for more detailed
information.

11. For additional stock holdings that state member banks
are authorized to hold, see table 4.
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and experience are consistent with the scope of
the institution’s activities.

Management of the Investment
Process

Depository institutions engaging in equity invest-
ment activities should have a sound process for
executing all elements of investment manage-
ment, including initial due diligence, periodic
reviews of holdings, investment valuation, and
realization of returns. This process requires
appropriate policies, procedures, and manage-
ment information systems, the formality of which
should be commensurate with the scope, com-
plexity, and nature of an institution’s equity
investment activities. The supervisory review
should be risk-focused, taking into account the
institution’s stated tolerance for risk, the ability
of senior management to govern these activities
effectively, the materiality of activities in com-
parison to the institution’s risk profile, and the
capital position of the institution.

Depository institutions engaging in equity
investment activities require effective policies
that (1) govern the types and amounts of invest-
ments that may be made, (2) provide guidelines
on appropriate holding periods for different
types of investments, and (3) establish param-
eters for portfolio diversification. Investment
strategies and permissible types of investments
should be clearly identified. Portfolio-
diversification policies should identify factors
pertinent to the risk profile of the investments
being made, such as industry, sector, geo-
graphic, and market factors. Policies establish-
ing expected holding periods should specify the
general criteria for liquidation of investments
and guidelines for the divestiture of an under-
performing investment. Decisions to liquidate
underperforming investments are necessarily
made on a case-by-case basis considering all
relevant factors. Policies and procedures, how-
ever, should require more frequent review and
analysis for investments that are performing
poorly or that have been in a portfolio for a
considerable length of time, as compared with
the other investments overall.

Policies and Limits

Policies should identify the aggregate exposure
that the institution is willing to accept, by type

and nature of investment (for example, direct or
indirect, industry sectors). The limits should
include funded and unfunded commitments. For-
mal and clearly articulated hedging policies and
strategies should identify limits on hedged
exposures and permissible hedging instruments.

Procedures

Management and staff compensation play a
critical role in providing incentives and control-
ling risks within a private equity business line.
Clear policies should govern compensation
arrangements, including co-investment struc-
tures and staff sales of portfolio company
interests.

Institutions have different procedures for
assessing, approving, and reviewing invest-
ments based on the size, nature, and risk profile
of an investment. The procedures used for direct
investments may be different than those used for
indirect investments made through private equity
funds. For example, different levels of due
diligence and senior management approvals may
be required. When constructing management
infrastructures for conducting these investment
activities, management should ensure that oper-
ating procedures and internal controls appropri-
ately reflect the diversity of investments.

The potential diversity in investment practice
should be recognized when conducting supervi-
sory reviews of the equity investment process.
The supervisory focus should be on the appro-
priateness of the process employed relative to
the risk of the investments made and on the
materiality of this business line to the overall
soundness of the depository institution, as well
as the potential impact on affiliated depository
institutions. The procedures employed should
include the following:

• Investment analysis and approvals, including
well-founded analytical assessments of invest-
ment opportunities and formal investment-
approval processes.
The methods and types of analyses conducted
should be appropriately structured to adequately
assess the specific risk profile, industry
dynamics, management, specific terms and
conditions of the investment opportunity, and
other relevant factors. All elements of the
analytical and approval processes, from initial
review through the formal investment deci-
sion, should be documented and clearly
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understood by the staff conducting these
activities.

The evaluation of existing and potential
investments in private equity funds should
involve an assessment of the adequacy of a
fund’s structure. Consideration should be
given to the (1) management fees, (2) carried
interest and its computation on an aggregate
portfolio basis,12 (3) sufficiency of capital
commitments that are provided by the general
partners in providing management incentives,
(4) contingent liabilities of the general partner,
(5) distribution policies and wind-down pro-
visions, and (6) performance benchmarks and
return-calculation methodologies.

• Investment-risk ratings.
Internal risk ratings should assign each invest-
ment a rating based on factors such as the
nature of the company, strength of manage-
ment, industry dynamics, financial condition,
operating results, expected exit strategies, mar-
ket conditions, and other pertinent factors.
Different rating factors may be appropriate for
indirect investments and direct investments.

• Periodic and timely investment strategy and
performance (best, worst, and probable case
assessment) reviews of equity investments,
conducted at the individual and portfolio
levels.
Management should ensure that periodic and
timely review of the institution’s equity invest-
ments takes place at both individual-investment
and portfolio levels. Depending on the size,
complexity, and risk profile of the investment,
reviews should, when appropriate, include
factors such as—
— the history of the investment, including

the total funds approved;
— commitment amounts, principal-cash-

investment amounts, cost basis, carrying
value, major-investment cash flows, and
supporting information including valua-
tion rationales and methodologies;

— the current actual percentage of ownership
in the portfolio company on both a diluted
and undiluted basis;

— a summary of recent events and current
outlook;

— the recent financial performance of port-
folio companies, including summary com-
pilations of performance and forecasts,

historical financial results, current and
future plans, key performance metrics, and
other relevant items;

— internal investment-risk ratings and rating-
change triggers;

— exit strategies, both primary and contin-
gent, and expected internal rates of return
upon exit; and

— other pertinent information for assessing
the appropriateness, performance, and
expected returns of investments.

Portfolio reviews should include an aggre-
gation of individual investment-risk and per-
formance ratings; an analysis of appropriate
industry, sector, geographic, and other perti-
nent concentrations; and total portfolio valu-
ations. Portfolio reports that contain the cost
basis, carrying values, estimated fair values,
valuation discounts, and other factors summa-
rizing the status of individual investments are
integral tools for conducting effective port-
folio reviews. Reports containing the results
of all reviews should be available to supervi-
sors for their inspection.

Given the inherent uncertainties in equity
investment activities, institutions should
include in their periodic reviews consideration
of the best case, worst case, and probable case
assessments of investment performance. These
reviews should evaluate changes in market
conditions and the alternative assumptions
used to value investments—including expected
and contingent exit strategies. Major assump-
tions used in valuing investments and fore-
casting performance should be identified.
These assessments need not be confined to
quantitative analyses of potential losses, but
may also include qualitative analyses. The
formality and sophistication of investment
reviews should be appropriate for the overall
level of risk the depository institution incurs
from this business line.

• Assessment of the equity investment valuation
and accounting policies and the procedures
used, their impact on earnings, and the extent
of their compliance with generally accepted
accounting principles (GAAP).
Valuation and accounting policies and proce-
dures can have a significant impact on the
earnings of institutions engaged in equity
investment activities. Many equity invest-
ments are made in privately held companies,
for which independent price quotations are
either unavailable or not available in sufficient
volume to provide meaningful liquidity or a

12. The carried interest is the share of a partnership’s
return that is received by the general partners or investment
advisers.
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market valuation. Valuations of some equity
investments may involve a high degree of
judgment on the part of management or the
skillful use of peer comparisons. Similar cir-
cumstances may exist for publicly traded
securities that are thinly traded or subject to
resale and holding-period restrictions, or when
the institution holds a significant block of a
company’s shares. It is of paramount impor-
tance that an institution’s policies and proce-
dures on accounting and valuation methodolo-
gies for equity investments be clearly
articulated.

Under GAAP, equity investments held by
investment companies, held by broker-dealers,
or maintained in the trading account are
reported at fair value, with any unrealized
appreciation or depreciation included in earn-
ings and flowing to tier 1 capital. For some
holdings, fair value may reflect adjustments
for liquidity and other factors.

Equity investments that are not held in
investment companies, by broker-dealers, or
in the trading account and that have a readily
determinable fair value (quoted market price)
are generally reported as available-for-sale
(AFS). They are marked to market with unre-
alized appreciation or depreciation recognized
in GAAP-defined ‘‘comprehensive income’’
but not earnings. Appreciation or depreciation
flows to equity, but, for regulatory capital
purposes only, depreciation is included in tier
1 capital.13 Equity investments without read-
ily determinable fair values generally are held
at cost, subject to write-downs for impair-
ments to the value of the asset. Impairments of
value should be promptly and appropriately
recognized and written down.

In determining fair value, the valuation
methodology plays a critical role. Formal
valuation and accounting policies should be
established for investments in public compa-
nies; direct private investments; indirect fund
investments; and, where appropriate, other
types of investments with special characteris-
tics. When establishing valuation policies,
institutions should consider market condi-
tions, taking account of lockout provisions,
the restrictions of Securities and Exchange
Commission Rule 144, liquidity features, the

dilutive effects of warrants and options, and
industry characteristics and dynamics.

Accounting and valuation of equity invest-
ments should be subject to regular periodic
review. In all cases, valuation reviews should
produce documented audit trails that are avail-
able to supervisors and auditors. These reviews
should assess the consistency of the method-
ologies used in estimating fair value.

Accounting and valuation treatments should
be assessed in light of their potential for
abuse, such as through the inappropriate man-
agement or manipulation of reported earnings
on equity investments. For example, high
valuations may produce overstatements of
earnings through gains and losses on invest-
ments reported at ‘‘fair value.’’ On the other
hand, inappropriately understated valuations
can provide vehicles for smoothing earnings
by recognizing gains on profitable invest-
ments when an institution’s earnings are oth-
erwise under stress. While reasonable people
may disagree on valuations given to illiquid
private equity investments, institutions should
have rigorous valuation procedures that are
applied consistently.

Increasingly, equity investments are contrib-
uting to an institution’s earnings. The poten-
tial impact of these investments on the com-
position, quality, and sustainability of overall
earnings should be appropriately recognized
and assessed by both management and
supervisors.

• A review of assumed and actual equity-
investment exit strategies and the extent of
their impact on the returns and reported
earnings.
The principal means of exiting an equity
investment in a privately held company include
initial public stock offerings, sales to other
investors, and share repurchases. An institu-
tion’s assumptions on exit strategies can sig-
nificantly affect the valuation of the invest-
ment. Management should periodically review
investment exit strategies, with particular focus
on larger or less-liquid investments.

• Policies and procedures governing the sale,
exchange, transfer, or other disposition of
equity investments.
Policies and procedures to govern the sale,
exchange, transfer, or other disposition of the
institution’s investments should state clearly
the levels of management or board approval
required for the disposition of investments.

• Internal methods for allocating capital based

13. Under the risk-based capital rule, supplementary (tier
2) capital may include up to 45 percent of pretax unrealized
holding gains (that is, the excess, if any, of the fair value over
historical cost) on AFS equity securities with readily deter-
minable fair values.
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on the risk inherent in the equity investment
activities, including the methods for identify-
ing all material risks and their potential
impact on the safety and soundness of the
institution.
Consistent with SR-99-18, depository institu-
tions that are conducting material equity
investment activities should have internal
methods for allocating economic capital.
These methods should be based on the risk
inherent in the equity investment activities,
including the identification of all material risks
and their potential impact on the institution.
Organizations that are substantially engaged in
these investment activities should have strong
capital positions supporting their equity invest-
ments. The economic capital that organizations
allocate to their equity investments should be
well in excess of the current regulatory
minimums applied to lending activities. The
amount of percentage of capital dedicated to
the equity investment business line should be
appropriate to the size, complexity, and
financial condition of the institution. Assess-
ments of capital adequacy should cover not
only the institution’s compliance with regula-
tory capital requirements and the quality of
regulatory capital, but should also include an
institution’s methodologies for internally
allocating economic capital to this business
line.

Internal Controls

An adequate system of internal controls, with
appropriate checks and balances and clear audit
trails, is critical to conducting equity investment
activities effectively. Appropriate internal con-
trols should address all the elements of the
investment-management process. The internal
controls should focus on the appropriateness of
existing policies and procedures; adherence to
policies and procedures; and the integrity and
adequacy of investment valuations, risk identi-
fication, regulatory compliance, and manage-
ment reporting. Any departures from policies
and procedures should be documented and
reviewed by senior management, and this docu-
mentation should be available for examiner
review.

As with other financial activities, the assess-
ments of an organization’s compliance with
both written and implied policies and proce-
dures should be independent of line decision-

making functions to the fullest extent possible.
When fully independent reviews are not pos-
sible in smaller, less-complex institutions, alter-
native checks and balances should be estab-
lished. These alternatives may include random
internal audits, reviews by senior management
who are independent of the function, or the use
of outside third parties.

Documentation

Documentation of key elements of the invest-
ment process, including initial due diligence,
approval reviews, valuations, and dispositions,
is an integral part of any private equity invest-
ment internal control system. This documenta-
tion should be accessible to supervisors.

Legal Compliance

An institution’s internal controls should focus
on compliance with all federal laws and regula-
tions that are applicable to the institution’s
investment activities. Regulatory compliance
requirements, in particular, should be incorpo-
rated into internal controls so managers outside
of the compliance or legal functions understand
the parameters of permissible investment
activities.

To ensure compliance with federal securities
laws, institutions should establish policies, pro-
cedures, and other controls addressing insider
trading. A ‘‘restricted list’’ of securities for
which the institution has inside information is
one example of a widely used method for
controlling the risk of insider trading. In addi-
tion, control procedures should be in place to
ensure that appropriate reports are filed with
functional regulators.

The limitations in sections 23A and 23B of
the FRA, which deal with transactions between
a depository institution and its affiliates, are
presumed by the Gramm-Leach-Bliley Act (GLB
Act) to apply to certain transactions between a
depository institution and any portfolio com-
pany in which an affiliate of the institution owns
at least a 15 percent equity interest. This own-
ership threshold is lower than the ordinary
definition of an affiliate, which is typically
25 percent.
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Compensation

Often, key employees in the private equity
investment units of banking organizations may
co-invest in the direct or fund investments made
by the unit. These co-investment arrangements
can be an important incentive and risk-control
technique, and they can help to attract and retain
qualified management. However, ‘‘cherry pick-
ing,’’ or selecting only certain investments for
employee participation while excluding others,
should be discouraged.

The employees’ co-investment may be funded
through loans from the depository institution or
its affiliates, which, in turn, would hold a lien
against the employees’ interests. The adminis-
tration of the compensation plan should be
appropriately governed pursuant to formal agree-
ments, policies, and procedures. Among other
matters, policies and procedures should address
the terms and conditions of employee loans and
the sales of participants’ interests before the
release of the lien.

Disclosure of Equity Investment
Activities

Given the important role that market discipline
plays in controlling risk, institutions should
ensure that they adequately disclose the infor-
mation necessary for the markets to assess the
institution’s risk profile and performance in this
business line. Indeed, it is in the institution’s
interest, as well as that of its creditors and
shareholders, to publicly disclose information
about earnings and risk profiles. Institutions are
encouraged to disclose in public filings informa-
tion on the type and nature of investments,
portfolio concentrations, returns, and their con-
tributions to reported earnings and capital.
Supervisors should fully review and use these
disclosures, as well as periodic regulatory reports
filed by publicly held banking organizations, as
part of the information they review routinely.
The following topics are relevant for public
disclosure, though disclosures on each of these
topics may not be appropriate, relevant, or
sufficient in every case:

• the size of the portfolio
• the types and nature of investments (for exam-

ple, direct or indirect, domestic or interna-
tional, public or private, equity or debt with
conversion rights)

• initial cost, carrying value, and fair value of
investments and, when applicable, compari-
sons to publicly quoted share values of port-
folio companies

• the accounting techniques and valuation meth-
odologies, including key assumptions and
practices affecting valuation and changes in
those practices

• the realized gains (or losses) arising from
sales and unrealized gains (or losses)

• insights regarding the potential performance
of equity investments under alternative mar-
ket conditions

Lending to or Engaging in Other
Transactions with Portfolio
Companies

Additional risk-management issues may arise
when a depository institution or an affiliate lends
to or has other business relationships with (1) a
company in which the depository institution or
an affiliate has invested (that is, a portfolio
company), (2) the general partner or manager of
a private equity fund that has also invested in a
portfolio company, or (3) a private-equity-
financed company in which the banking institu-
tion does not hold a direct or indirect ownership
interest but which is an investment or portfolio
company of a general partner or fund manager
with which the banking organization has other
investments. Given the potentially higher-than-
normal risk attributes of these lending relation-
ships, institutions should devote special atten-
tion to ensuring that the terms and conditions of
such relationships are at arm’s length and are
consistent with the lending policies and proce-
dures of the institution. Similar issues may arise
in the context of derivatives transactions with or
guaranteed by portfolio companies and general
partners. Lending and other business transac-
tions between an insured depository institution
and a portfolio company that meet the definition
of an affiliate must be negotiated on an arm’s-
length basis, in accordance with section 23B of
the FRA.

When a depository institution lends to a
private-equity-financed company in which it has
no equity interest but in which the borrowing
company is a portfolio investment of private
equity fund managers or general partners with
which the institution may have other private-
equity-related relationships, care must be taken
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to ensure that the extension of credit is con-
ducted on reasonable terms. In some cases,
lenders may wrongly assume that the general
partners or another third party implicitly guar-
antees or stands behind such credits. Reliance on
implicit guarantees or comfort letters should not
substitute for reliance on a sound borrower that
is expected to service its debt with its own
resources. As with any type of credit extension,
absent a written contractual guarantee, the credit
quality of a private equity fund manager, general
partner, or other third party should not be used to
upgrade the internal credit-risk rating of the
borrower company or to prevent the classifica-
tion or special mention of a loan.

When an institution lends to a portfolio com-
pany in which it has a direct or an indirect
interest, implications arise under sections 23A
and 23B of the FRA, which govern credit-
related transactions and asset purchases between
a depository institution and its affiliates. Section
23A applies to transactions between a deposi-
tory institution and any company in which the
institution’s holding company or shareholders
own at least 25 percent of the company’s voting
shares. The GLB Act extends this coverage by
establishing a presumption that a portfolio com-
pany is an affiliate of a depository institution if
the financial holding company (FHC) uses the
merchant banking authority of the GLB Act to
own or control more than 15 percent of the
equity of the company. Institutions should obtain
the assistance of counsel in determining whether
such issues exist or would exist if loans were
extended to a portfolio company, general part-
ner, or manager. Supervisors, including examin-
ers, should ensure that the institution has con-
ducted a proper review of these issues to avoid
violations of law or regulations.

INVESTMENT SECURITIES’ RISKS

Market Risk

Market risk is the exposure of an institution’s
financial condition to adverse movements in the
market rates or prices of its holdings before such
holdings can be liquidated or expeditiously off-
set. It is measured by assessing the effect of
changing rates or prices on either the earnings or
economic value of an individual instrument, a
portfolio, or the entire institution. Although
many banking institutions focus on carrying

values and reported earnings when assessing
market risk at the institutional level, other mea-
sures focusing on total returns and changes in
economic or fair values better reflect the poten-
tial market-risk exposure of institutions, port-
folios, and individual instruments. Changes in
fair values and total returns directly measure the
effect of market movements on the economic
value of an institution’s capital and provide
significant insights into their ultimate effects on
the institution’s long-term earnings. Institutions
should manage and control their market risks
using both an earnings and an economic-value
approach, and at least on an economic or fair-
value basis.

When evaluating capital adequacy, examiners
should consider the effect of changes in market
rates and prices on the economic value of the
institution by evaluating any unrealized losses in
an institution’s securities or derivative positions.
This evaluation should assess the ability of the
institution to hold its positions and function as a
going concern if recognition of unrealized losses
would significantly affect the institution’s capi-
tal ratios. Examiners also should consider the
impact that liquidating positions with unrealized
losses may have on the institution’s prompt-
corrective-action capital category.

Market-risk limits should be established for
both the acquisition and ongoing management
of an institution’s securities and derivative hold-
ings and, as appropriate, should address expo-
sures for individual instruments, instrument
types, and portfolios. These limits should be
integrated fully with limits established for the
entire institution. At the institutional level, the
board of directors should approve market-risk
exposure limits that specify percentage changes
in the economic value of capital and, when
applicable, in the projected earnings of the
institution under various market scenarios. Simi-
lar and complementary limits on the volatility of
prices or fair value should be established at the
appropriate instrument, product-type, and port-
folio levels, based on the institution’s willing-
ness to accept market risk. Limits on the vari-
ability of effective maturities may also be
desirable for certain types of instruments or
portfolios.

The scenarios an institution specifies for
assessing the market risk of its securities and
derivative products should be sufficiently rigor-
ous to capture all meaningful effects of any
options. For example, in assessing interest-rate
risk, scenarios such as 100, 200, and 300 basis
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point parallel shifts in yield curves should be
considered as well as appropriate nonparallel
shifts in structure to evaluate potential basis,
volatility, and yield curve risks.

Accurately measuring an institution’s market
risk requires timely information about the cur-
rent carrying and market values of its securities
and derivative holdings. Accordingly, institu-
tions should have market-risk measurement sys-
tems commensurate with the size and nature of
these holdings. Institutions with significant hold-
ings of highly complex instruments should
ensure that they have independent means to
value their positions. Institutions using internal
models to measure risk should validate the
models according to the standards in SR-11-7.
This should include a periodic review of all
elements of the modeling process, including its
assumptions and risk-measurement techniques.
Institutions relying on third parties for market-
risk measurement systems and analyses should
fully understand the assumptions and techniques
used by the third party.

Institutions should evaluate the market-risk
exposures of their securities and derivative posi-
tions and report this information to their boards
of directors regularly, not less frequently than
each quarter. These evaluations should assess
trends in aggregate market-risk exposure and the
performance of portfolios relative to their estab-
lished objectives and risk constraints. They also
should identify compliance with board-approved
limits and identify any exceptions to established
standards. Examiners should ensure that institu-
tions have mechanisms to detect and adequately
address exceptions to limits and guidelines.
Examiners should also determine that manage-
ment reporting on market risk appropriately
addresses potential exposures to basis risk, yield
curve changes, and other factors pertinent to the
institution’s holdings. In this connection, exam-
iners should assess an institution’s compliance
with broader guidance for managing interest-
rate risk in a consolidated organization.

Complex and illiquid instruments often involve
greater market risk than broadly traded, more
liquid securities. Often, this higher potential
market risk arising from illiquidity is not cap-
tured by standardized financial-modeling tech-
niques. This type of risk is particularly acute for
instruments that are highly leveraged or that are
designed to benefit from specific, narrowly
defined market shifts. If market prices or rates
do not move as expected, the demand for these
instruments can evaporate. When examiners

encounter such instruments, they should review
how adequately the institution has assessed its
potential market risks. If the risks from these
instruments are material, the institution should
have a well-documented process for stress test-
ing their value and liquidity assumptions under a
variety of market scenarios.

Liquidity Risk

Banks face two types of liquidity risk in their
securities and derivative activities: risks related
to specific products or markets and risks related
to the general funding of their activities. The
former, market-liquidity risk, is the risk that an
institution cannot easily unwind or offset a
particular position at or near the previous market
price because of inadequate market depth or
disruptions in the marketplace. The latter,
funding-liquidity risk, is the risk that the bank
will be unable to meet its payment obligations
on settlement dates. Since neither type of liquid-
ity risk is unique to securities and derivative
activities, management should evaluate these
risks in the broader context of the institution’s
overall liquidity.

When specifying permissible securities and
derivative instruments to accomplish established
objectives, institutions should take into account
the size, depth, and liquidity of the markets for
specific instruments, and the effect these char-
acteristics may have on achieving an objective.
The market liquidity of certain types of instru-
ments may make them entirely inappropriate for
achieving certain objectives. Moreover, institu-
tions should consider the effects that market risk
can have on the liquidity of different types of
instruments. For example, some government-
agency securities may have embedded options
that make them highly illiquid during periods of
market volatility and stress, despite their high
credit rating. Accordingly, institutions should
clearly articulate the market-liquidity character-
istics of instruments to be used in accomplishing
institutional objectives.

Operating and Legal Risks

Operating risk is the risk that deficiencies in
information systems or internal controls will
result in unexpected loss. Some specific sources
of operating risk include inadequate procedures,
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human error, system failure, or fraud. Inaccu-
rately assessing or controlling operating risks is
one of the more likely sources of problems
facing institutions involved in securities and
derivative activities.

Adequate internal controls are the first line of
defense in controlling the operating risks involved
in an institution’s securities and derivative
activities. Of particular importance are internal
controls to ensure that persons executing trans-
actions are separated from those individuals
responsible for processing contracts, confirming
transactions, controlling various clearing
accounts, approving the accounting methodol-
ogy or entries, and performing revaluations.

Institutions should have approved policies,
consistent with legal requirements and internal
policies, that specify documentation require-
ments for transactions and formal procedures for
saving and safeguarding important documents.
Relevant personnel should fully understand the
requirements. Examiners should also consider
the extent to which institutions evaluate and
control operating risks through internal audits,
stress testing, contingency planning, and other
managerial and analytical techniques.

An institution’s operating policies should
establish appropriate procedures to obtain and
maintain possession or control of instruments
purchased. Institutions should ensure that trans-
actions consummated orally are confirmed as
soon as possible. As noted earlier in this section,
banking organizations should, to the extent pos-
sible, seek to diversify the firms used for their
safekeeping arrangements to avoid concentra-
tions of assets or other types of risk.

Legal risk is the risk that contracts are not
legally enforceable or documented correctly.
This risk should be limited and managed through
policies developed by the institution’s legal
counsel. At a minimum, guidelines and pro-
cesses should be in place to ensure the enforce-
ability of counterparty agreements. Examiners
should determine whether an institution is
adequately evaluating the enforceability of its
agreements before individual transactions are
consummated. Institutions should also ensure
that the counterparty has sufficient authority to
enter into the transaction and that the terms of
the agreement are legally sound. Institutions
should further ascertain that their netting agree-
ments are adequately documented, have been
executed properly, and are enforceable in all
relevant jurisdictions. Institutions should know
relevant tax laws and interpretations governing

the use of netting instruments.

An institution’s policies should also provide
conflict-of-interest guidelines for employees who
are directly involved in purchasing securities
from and selling securities to securities dealers
on behalf of their institution. These guidelines
should ensure that all directors, officers, and
employees act in the best interest of the institu-
tion. The board of directors may wish to adopt
policies prohibiting these employees from
engaging in personal securities transactions with
the same securities firms the institution uses
without the specific prior approval of the board.
The board of directors may also wish to adopt a
policy applicable to directors, officers, and
employees that restricts or prohibits them from
receiving gifts, gratuities, or travel expenses
from approved securities dealer firms and their
personnel.

INTERNATIONAL DIVISION
INVESTMENTS

The same types of instruments exist in interna-
tional banking as in domestic banking. Securi-
ties and derivative contracts may be acquired by
a bank’s international division and overseas
branches for its own account, and foreign equity
investments may be held by the bank directly or
through Edge Act corporations. The investments
held by most international divisions are predomi-
nately securities issued by various governmental
entities of the countries in which the bank’s
foreign branches are located. These investments
are held for a variety of purposes:

• They are required by various local laws.

• They are used to meet foreign reserve
requirements.

• They result in reduced tax liabilities.

• They enable the bank to use new or increased
re-discount facilities or benefit from greater
deposit or lending authorities.

• They are used by the bank as an expression of
‘‘goodwill’’ toward a country.

The examiner should be familiar with the
applicable sections of Regulation K (12 CFR
211) governing a member bank’s international
investment holdings, as well as other regulations
discussed in this section. Because of the man-
datory investment requirements of some coun-
tries, securities held cannot always be as ‘‘liq-
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uid’’ and ‘‘readily marketable’’ as required in
domestic banking. However, the amount of a
bank’s ‘‘mandatory’’ holdings will normally be
a relatively small amount of its total investments
or capital funds.

A bank’s international division may also hold
securities strictly for investment purposes; these
are expected to provide a reasonable rate of
return commensurate with safety considerations.
As with domestic investment securities, the
bank’s safety must take precedence, followed by
liquidity and marketability. Securities held by
international divisions are considered to be liq-
uid if they are readily convertible into cash at
their approximate carrying value. They are mar-
ketable if they can be sold in a very short time at
a price commensurate with yield and quality.
Speculation in marginal foreign securities to
generate more favorable yields is an unsound
banking practice and should be discouraged.

Banks are generally prohibited from investing
in stocks. However, a number of exceptions
(detailed earlier in this section) are often appli-
cable to the international division. For example,
the bank may, under section 24A of the Federal
Reserve Act (12 USC 371d), hold stock in
overseas corporations that hold title to foreign
bank premises. Both stock and other securities
holdings are permissible under certain circum-
stances and in limited amounts under section
211.4 of Regulation K—Permissible Activities
and Investments of Foreign Branches of Mem-
ber Banks (12 CFR 211). Other sections of
Regulation K permit the bank to make equity
investments in Edge Act and agreement corpo-
rations and in foreign banks, subject to certain
limitations.

Standard & Poor’s, Moody’s, and other pub-
lications from U.S. rating-services rate Canadian
and other selected foreign securities that are
authorized for U.S. commercial bank investment
purposes under 12 USC 24 (Seventh). However,
in many other countries, securities-rating ser-
vices are limited or nonexistent. When they do
exist, the ratings are only indicative and should
be supplemented with additional information on
legality, credit soundness, marketability, and
foreign-exchange and country-risk factors. The
opinions of local attorneys are often the best
source of determining whether a particular for-
eign security has the full faith and credit backing
of a country’s government.

Sufficient analytical data must be provided to
the bank’s board of directors and senior man-
agement so they can make informed judgments

about the effectiveness of the international divi-
sion’s investment policy and procedures. The
institution’s international securities and deriva-
tive contracts should be included on all board
and senior management reports detailing domes-
tic securities and derivative contracts received.
These reports should be timely and sufficiently
detailed to allow the board of directors and
senior management to understand and assess the
credit, market, and liquidity risks facing the
institution and its securities and derivative
positions.

ACCOUNTING FOR SECURITIES
PORTFOLIOS

A single class of a financial instrument that
can meet trading, investment, or hedging objec-
tives may have a different accounting treatment
applied to it, depending on management’s
purpose for holding it. Therefore, an examiner
reviewing investment or trading activities should
be familiar with the different accounting
methods to ensure that the particular accounting
treatment being used is appropriate for the
purpose of holding a financial instrument
and the economic substance of the related
transaction.

The accounting principles that apply to secu-
rities portfolios, including trading accounts, and
to derivative instruments are complex and have
evolved over time—both with regard to authori-
tative standards and related banking practices.
Examiners should consult the sources of gener-
ally accepted accounting principles (GAAP);
FASB ASC 320, Investments—Debt and Equity
Securities; and the reporting requirements in the
bank Call Report (referred to in this section) for
more detailed guidance in these areas.

Examiners should be aware that accounting
practices in foreign countries may differ from
the accounting principles followed in the United
States. Nevertheless, foreign institutions are
required to submit regulatory reports prepared in
accordance with U.S. banking agency regulatory
reporting instructions, which incorporate GAAP.

Treatment under FASB ASC TOPIC 320,
formerly FASB Statement No. 115

In May 1993, the Financial Accounting Stan-
dards Board issued Statement of Financial
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Accounting Standards No. 115, ‘‘Accounting for
Certain Investments in Debt and Equity Securi-
ties.’’14 FASB 115 supersedes FASB 12,
‘‘Accounting for Certain Marketable Securi-
ties,’’ and related interpretations. It also amends
other standards, including FASB 65, ‘‘Account-
ing for Certain Mortgage-Banking Activities,’’
to eliminate mortgage-backed securities from
that statement’s scope. FASB 115 addresses
investments in equity securities that have read-
ily determinable fair values and all invest-
ments in debt securities.15 The accounting
standard was effective for fiscal years begin-
ning after December 15, 1993, for regulatory
reporting and financial reporting purposes. It
was to be initially applied as of the beginning of
an institution’s fiscal year and cannot be applied
retroactively to prior years’ financial state-
ments. Investments subject to the standard are
to be classified in three categories and
accounted for as follows:

• Held-to-maturity account. Debt securities that
the institution has the positive intent and
ability to hold to maturity are classified as
held-to-maturity securities and reported at
amortized cost.

• Trading account. Debt and equity securities
that are bought and held principally for the
purpose of selling them in the near term are
classified as trading securities and reported at
fair value, with unrealized gains and losses
included in earnings. Trading generally reflects
active and frequent buying and selling, and

trading securities are generally used with the
objective of generating profits on short-term
differences in price.

• Available-for-sale account. Debt and equity
securities not classified as either held-to-
maturity securities or trading securities are
classified as available-for-sale securities and
reported at fair value, with unrealized gains
and losses excluded from earnings and reported
as a net amount in a separate component of
shareholders’ equity.

Under FASB 115, mortgage-backed securities
that are held for sale in conjunction with
mortgage-banking activities should be reported
at fair value in the trading account. The standard
does not apply to loans, including mortgage
loans, that have not been securitized.

Upon the acquisition of a debt or equity
security, an institution must place the security
into one of the above three categories. At each
reporting date, the institution must reassess
whether the balance-sheet designation continues
to be appropriate. Proper classification of secu-
rities is a key examination issue. (See SR-94-25
and SR-93-72; see also SR-96-32.)

FASB 115 recognizes that certain changes in
circumstances may cause the institution to
change its intent to hold a certain security to
maturity without calling into question its intent
to hold other debt securities to maturity in the
future. Thus, the sale or transfer of a held-to-
maturity security due to one of the following
changes in circumstances will not be viewed
as inconsistent with its original balance-sheet
classification:

• evidence of a significant deterioration in the
issuer’s creditworthiness

• a change in tax law that eliminates or reduces
the tax-exempt status of interest on the debt
security (but not a change in tax law that
revises the marginal tax rates applicable to
interest income)

• a major business combination or major dispo-
sition (such as the sale of a segment) that
necessitates the sale or transfer of held-to-
maturity securities to maintain the institu-
tion’s existing interest-rate risk position or
credit-risk policy

• a change in statutory or regulatory require-
ments that significantly modifies either what
constitutes a permissible investment or the
maximum level of investments in certain kinds
of securities, thereby causing an institution to

14. FASB 115 does not apply to investments in equity
securities accounted for under the equity method or to
investments in consolidated subsidiaries. This statement does
not apply to institutions whose specialized accounting prac-
tices include accounting for substantially all investments in
debt and equity securities at market value or fair value, with
changes in value recognized in earnings (income) or in the
change in net assets. Examples of those institutions are
brokers and dealers in securities, defined-benefit pension
plans, and investment companies.

15. FASB 115 states that the fair value of an equity security
is readily determinable if sales prices or bid-asked quotations
are currently available on a securities exchange registered
with the SEC or in the over-the-counter market, provided that
those prices or quotations for the over-the-counter market are
publicly reported by the FINRA Automated Quotations sys-
tems or by the National Quotation Bureau, Inc. Restricted
stock does not meet that definition.

The fair value of an equity security traded only in a foreign
market is readily determinable if that foreign market is of a
breadth and scope comparable to one of the U.S. markets
referred to above. The fair value of an investment in a mutual
fund is readily determinable if the fair value per share (unit)
is determined and published and is the basis for current
transactions.
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dispose of a held-to-maturity security
• a significant increase by the regulator in the

industry’s capital requirements that causes the
institution to downsize by selling held-to-
maturity securities

• a significant increase in the risk weights of
debt securities used for regulatory risk-based
capital purposes

Furthermore, FASB 115 recognizes that other
events that are isolated, nonrecurring, and
unusual for the reporting institution and could
not have been reasonably anticipated may cause
the institution to sell or transfer a held-to-
maturity security without necessarily calling
into question its intent to hold other debt secu-
rities to maturity. However, all sales and trans-
fers of held-to-maturity securities must be dis-
closed in the footnotes to the financial statements.

An institution must not designate a debt
security as held-to-maturity if the institution has
the intent to hold the security for only an
indefinite period. Consequently, a debt security
should not, for example, be designated as held-
to-maturity if the banking organization or other
company anticipates that the security would be
available to be sold in response to—

• changes in market interest rates and related
changes in the security’s prepayment risk,

• needs for liquidity (for example, due to the
withdrawal of deposits, increased demand for
loans, surrender of insurance policies, or pay-
ment of insurance claims),

• changes in the availability of and the yield on
alternative investments,

• changes in funding sources and terms, or
• changes in foreign-currency risk.

According to FASB 115, an institution’s asset-
liability management may take into consider-
ation the maturity and repricing characteristics
of all investments in debt securities, including
those held to maturity or available for sale,
without tainting or casting doubt on the stan-
dard’s criterion that there be a ‘‘positive intent
to hold until maturity.’’16 However, securities

should not be designated as held-to-maturity if
they may be sold. Further, liquidity can be
derived from the held-to-maturity category by
the use of repurchase agreements that are des-
ignated as financings, but not sales.

Transfers of a security between investment
categories should be accounted for at fair value.
FASB 115 requires that at the date of the
transfer, the security’s unrealized holding gain
or loss must be accounted for as follows:

• For a security transferred from the trading
category, the unrealized holding gain or loss at
the date of the transfer will have already been
recognized in earnings and should not be
reversed.

• For a security transferred into the trading
category, the unrealized holding gain or loss at
the date of the transfer should be recognized
in earnings immediately.

• For a debt security transferred into the
available-for-sale category from the held-to-
maturity category, the unrealized holding gain
or loss at the date of the transfer should be
recognized in a separate component of share-
holders’ equity.

• For a debt security transferred into the held-
to-maturity category from the available-for-
sale category, the unrealized holding gain or
loss at the date of the transfer should continue
to be reported in a separate component of
shareholders’ equity but should be amortized
over the remaining life of the security as an
adjustment of its yield in a manner consistent
with the amortization of any premium or
discount.

Transfers from the held-to-maturity category
should be rare, except for transfers due to the
changes in circumstances that were discussed
above. Transfers from the held-to-maturity
account not meeting the exceptions indicated
above may call into question management’s
intent to hold other securities to maturity.
According to the standard, transfers into or from
the trading category should also be rare.

FASB 115 requires that institutions deter-
mine whether a decline in fair value below the
amortized cost for individual securities in the
available-for-sale or held-to-maturity accounts
is ‘‘other than temporary’’ (that is, whether this

16. In summary, under FASB 115, sales of debt securities
that meet either of the following two conditions may be
considered as ‘‘maturities’’ for purposes of the balance-sheet
classification of securities: (i) The sale of a security occurs
near enough to its maturity date (or call date if exercise of the
call is probable)—for example, within three months—that
interest-rate risk has been substantially eliminated as a pricing
factor. (ii) The sale of a security occurs after the institution has

already collected at least 85 percent of the principal outstand-
ing at acquisition from either prepayments or scheduled
payments.
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decline results from permanent impairment).
For example, if it is probable that the investor
will be unable to collect all amounts due accord-
ing to the contractual terms of a debt security
that was not impaired at acquisition, an other-
than-temporary impairment should be consid-
ered to have occurred. If the decline in fair value

is judged to be other than temporary, the cost
basis of the individual security should be written
down to its fair value, and the write-down
should be accounted in earnings as a realized
loss. This new cost basis should not be written
up if there are any subsequent recoveries in fair
value.
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Investment Securities and End-User Activities
Examination Objectives
Effective date November 1995 Section 2020.2

1. To determine if policies, practices, proce-
dures, and internal controls regarding invest-
ments are adequate.

2. To determine if bank officers are operating in
conformance with the established guidelines.

3. To determine the scope and adequacy of the
audit function.

4. To determine the overall quality of the

investment portfolio and how that quality
relates to the soundness of the bank.

5. To determine compliance with laws and
regulations.

6. To initiate corrective action when policies,
practices, procedures or internal controls are
deficient or when violations of laws or regu-
lations have been noted.
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Investment Securities and End-User Activities
Examination Procedures
Effective date October 2013 Section 2020.3

1. If used, answer the questions in section
2020.4, the ‘‘Investment Securities and
End-User Activities’’ internal control
questionnaire.

2. On the basis of an evaluation of internal
controls and the work performed by internal
or external auditors, determine the scope of
the examination.

3. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the following exami-
nation procedures. Also, obtain a listing of
any deficiencies noted in the latest review
conducted by internal or external auditors,
and determine if any corrections have been
accomplished. Determine the extent and
effectiveness of investment-policy supervi-
sion by—

a. reviewing the abstracted minutes of meet-
ings of the board of directors or appro-
priate committees;

b. determining that proper authorizations
have been made for investment officers
or committees;

c. determining any limitations or restric-
tions on delegated authorities;

d. evaluating the sufficiency of analytical
data used by the board or investment
committee;

e. reviewing the reporting methods used by
department supervisors and internal
auditors to ensure compliance with
established policy; and

f. preparing a memo for the examiner who
is assigned ‘‘Duties and Responsibilities
of Directors’’ and the examiner who is in
charge of the international examination,
if applicable, stating conclusions on the
effectiveness of directors’ supervision of
the domestic or international division
investment policy. All conclusions should
be documented.

4. Obtain the following:

a. Trial balances of investment-account
holdings and money market instruments,
such as commercial paper, banker’s
acceptances, negotiable certificates of
deposit, securities purchased under agree-
ments to resell, and federal funds sold.
Identify any depository instruments
placed through money brokers.

b. A list of any assets carried in loans, and
a list of discounts on which interest is
exempt from federal income taxes and
which are carried in the investment
account on Call Reports.

c. A list of open purchase and sale
commitments.

d. A schedule of all securities, forward
placement contracts, futures contracts,
contracts on exchange-traded puts and
calls, option contracts on futures puts and
calls, and standby contracts purchased or
sold since the last examination.

e. A maturity schedule of securities sold
under repurchase agreements.

f. A list of pledged assets and secured
liabilities.

g. A list of the names and addresses of all
securities dealers doing business with the
bank.

h. A list of the bank’s personnel authorized
to trade with dealers.

i. A list of all U.S. government–guaranteed
loans that are recorded and carried as an
investment-account security.

j. For international division and overseas
branches, a list of investments—
• held to comply with various foreign

governmental regulations requiring
such investments;

• used to meet foreign reserve require-
ments;

• required as stock exchange guarantees
or used to enable the bank to provide
securities services;

• representing investment of surplus
funds;

• used to obtain telephone and telex
services;

• representing club and school member-
ships;

• acquired through debts previously
contracted;

• representing minority interests in non-
affiliated companies;

• representing trading-account securi-
ties;

• representing equity interests in Edge
Act and agreement corporations and
foreign banks;

• representing portfolio investments made
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pursuant to Regulation K; and
• held for other purposes.

5. Using updated data available from reports
of condition, UBPR printouts, and invest-
ment adviser and correspondent bank
portfolio-analysis reports, obtain or prepare
an analysis of investment and money mar-
ket holdings that includes—
a. a month-by-month schedule of par, book,

and market values of issues maturing in
one year;

b. schedules of par, book, and market val-
ues of holdings in the investment port-
folio (schedules should be indexed by
maturity date, and individual schedules
should be detailed by maturity dates over
the following time periods: over one
through five years, over five through
10 years, and over 10 years);

c. value totals of holdings by obligor or
industry; related obligors or industries;
geographic distribution; yield; and spe-
cial characteristics, such as moral obli-
gations, conversion, or warrant features;

d. par-value schedules of type I, II, III, and
IV investment holdings, by those legally
defined types; and

e. for the international division, a list of
international investment holdings
(foreign-currency amounts and U.S. dol-
lar equivalents) to include—
• descriptions of securities held (par,

book, and market values),
• names of issuers,
• issuers’ countries of domicile,
• interest rates, and
• pledged securities.

6. Review the reconcilement of investment
and money market account (or accounts)
trial balances to the general-ledger control
account (or accounts).

7. Using either an appropriate sampling tech-
nique or the asset-coverage method, select
from the trial balance (or balances) the
international investments, municipal invest-
ments, and money market holdings for
examination. If transaction volume permits,
include all securities purchased since the
last general examination in the population
of items to be reviewed.

8. Perform the following procedures for each
investment and money market holding
selected in step 7:
a. Check appropriate legal opinions or pub-

lished data outlining legal status.

b. If market prices are provided to the bank
by an independent party (excluding
affiliates and securities dealers selling
investments to the bank) or if they are
independently tested as a documented
part of the bank’s audit program, accept
those prices. If the independence of the
prices cannot be established, test market
values by reference to one of the follow-
ing sources:
• published quotations, if available
• appraisals by outside pricing services,

if performed
c. If market prices are provided by the bank

and cannot be verified by reference to
published quotations or other sources,
test those prices by using the ‘‘compara-
tive yield method’’ to calculate approxi-
mate yield to maturity:

approximate yield to maturity =

annual interest +
par value 2 book value

number of years to maturity

1⁄2 (bank-provided market price + par value)

• Compare the bank-provided market
price and the examiner-calculated
approximate yield to maturity with an
independent publicly offered yield or
market price for a similar type of
investment with similar rating,
trading-volume, and maturity or call
characteristics.

• Investigate market-value variances in
excess of 5 percent.

d. For investments and money market
obligations in the sample that are rated,
compare the ratings provided with the
most recent published ratings.

Before continuing, refer to steps 16
through 18. They should be performed in
conjunction with steps 9 through 15. Inter-
national division holdings should be
reviewed with domestic holdings to ensure
compliance, when combined, with applica-
ble legal requirements.

9. To the extent practical under the circum-
stances, perform credit analyses of—
a. the obligors on securities purchased under

agreements to resell, when the readily
marketable value of the securities is not
sufficient to satisfy the obligation;

b. all international investments, nonrated
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securities, and money market instru-
ments selected in step 7 or acquired since
the last examination;

c. all previously detailed or currently known
speculative issues;

d. all defaulted issues; and
e. any issues in the current Interagency

Country Exposure Review Committee
credit schedule obtained from the inter-
national loan portfolio manager by—
• comparing the schedule with the for-

eign securities trial balance obtained in
step 4 to ascertain which foreign secu-
rities are to be included in Interagency
Country Exposure Review Committee
credits;

• for each security so identified, tran-
scribing the following appropriate
information to a separate examiner’s
line sheet or a related examiner’s credit
line sheet:
— amount (and U.S. dollar equivalent

if a foreign currency) to include
par, book, and fair values

— how and when acquired
— maturity date (or dates)
— default date, if appropriate
— any pertinent comments; and

• returning the schedule and the appro-
priate examiner’s line sheet (or
sheets) to the examiner who is
assigned ‘‘International—Loan Port-
folio Management.’’

10. Review the most recent reports of examina-
tion of the bank’s Edge Act and agree-
ment corporation affiliates and foreign sub-
sidiaries to determine their overall
conditions. Also, compile data on Edge Act
and agreement corporations and foreign
subsidiaries necessary for the commercial
report of examination (that is, asset criti-
cisms, transfer risk, and other material
examination findings). Review portfolio
investments made by Edge and agreement
corporations under Regulation K for
compliance with the investment limita-
tions in Regulation K.

11. Review the asset quality and the liquidity of
all investment securities. Debt securities
that have nontemporary impairments should
be classified according to the October 29,
2014, interagency Uniform Agreement on
the Classification and Appraisal of Securi-
ties Held by Depository Institutions. (See
SR-13-18.) Classify speculative and

defaulted issues according to the sub-
investment-quality debt securities category
of the agreement. No preferential treatment
should be given to defaulted municipal
securities. Comments to be included in the
examination report are—
a. a description of the issue;
b. how and when each issue was acquired;
c. the default date, if appropriate;
d. the date up to which interest was paid;
e. the credit assessment or determinations

at the time of acquisition; and
f. other comments supporting the classifi-

cation.
12. Review the bank’s investment-security

maturity program.
a. Review the maturity schedules.

• Compare the book values and the fair
values and, after considering the gain
or loss on year-to-date sales, determine
if the costs of selling intermediate and
long-term issues appear prohibitive.

• Determine if recent acquisitions show
a trend toward lengthened or shortened
maturities. Discuss such trends with
management, particularly with regard
to investment objectives approved by
the investment committee.

b. Review the pledged asset and secured
liability schedules and isolate pledged
securities by maturity segment. Then
determine the fair value of securi-
ties pledged in excess of net secured
liabilities.

c. Review the schedule of securities sold
under repurchase agreement and
determine—
• whether financing for securities pur-

chases is provided by repurchase agree-
ment by the securities dealer who origi-
nally sold the security to the bank;

• whether funds acquired through the
sale of securities under agreement to
repurchase are invested in money mar-
ket assets, or if short-term repurchase
agreements are being used to fund
longer-term, fixed-rate assets;

• the extent of matched asset repo and
liability repo maturities and the overall
effect on liquidity resulting from
unmatched positions;

• whether the interest rate paid on secu-
rities sold under agreement to repur-
chase is appropriate relative to current
money market rates; and
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• whether the repurchase agreement is
at the option of the buying or selling
bank.

d. Review the list of open purchase and sale
commitments and determine the effect of
their completion on maturity scheduling.

e. Submit investment portfolio information
regarding the credit quality and practical
liquidity of the investment portfolio to
the examiner who is assigned to review
the ‘‘Asset/Liability Management.’’

13. Consult with the examiner responsible for
the asset/liability management analysis to
determine what information is needed to
assess the bank’s sensitivity to interest-rate
fluctuations and its ability to meet short-
term funding requirements. If requested,
compile the information using bank records
or other appropriate sources. See section
6000.1, ‘‘Instructions for the Report of
Examination,’’ for factors to be taken into
account when compiling this information.
Information which may be required to be
furnished includes—
a. the fair value of unpledged government

and federal-agency securities maturing
within one year;

b. the fair value of other unpledged govern-
ment and federal-agency securities which
would be sold without loss;

c. the fair value of unpledged municipal
securities maturing within one year;

d. the book value of money market instru-
ments, such as banker’s acceptances,
commercial paper, and certificates of
deposit (provide amounts for each cate-
gory); and

e. commitments to purchase and sell secu-
rities, including futures, forward, and
standby contracts. (Provide a description
of the security contract, the purchase or
sales price, and the settlement or expira-
tion date.)

14. Determine whether the bank’s investment
policies and practices are satisfactorily bal-
ancing earnings and risk considerations.
a. Use UBPR or average Call Report data

to calculate investments as a percentage
of total assets, and use average yields on
U.S. government and nontaxable invest-
ments to—
• compare r e su l t s w i th pee r-g roup

statistics,
• determine the reasons for significant

variances from the norm, and

• determine if trends are apparent and
the reasons for such trends.

b. Calculate current market depreciation as
a percentage of gross capital funds.

c. Review the analysis of municipal and
corporate issues by rating classification
and—
• determine the total in each rating class

and the total of nonrated issues,
• determine the total of nonrated invest-

ment securities issued by obligors
located outside of the bank’s service
area (exclude U.S. government–
guaranteed issues), and

• review acquisitions since the prior
examination and ascertain reasons for
trends that may suggest a shift
in the rated quality of investment
holdings.

d. Review coupon rates or yields (when
available) and compare those recently
acquired investments and money market
holdings with coupon rates or yields that
appear high or low with similarly
acquired instruments of analogous types,
credit assessments or determinations, or
maturity characteristics. (Discuss
significant rate or yield variances with
management.)

e. Review the schedule of securities,
futures, forward, and standby contracts
purchased and sold since the last
examination, and determine whether the
volume of trading is consistent with pol-
icy objectives. (If the bank does not have
a separate trading account, determine
whether such an account should be
established, including appropriate
recordkeeping and controls.)

f. If the majority of sales resulted in gains,
determine if profit-taking is consistent
with stated policy objectives or is moti-
vated by anxiety for short-term income.

g. Determine whether the bank has dis-
counted or has plans to discount future
investment income by selling interest
coupons in advance of interest-payment
dates.

h. Review the list of commitments to pur-
chase or sell investments or money mar-
ket investments. (Determine the effect of
completion of these contracts on future
earnings.)

15. Review the bank’s federal income tax posi-
tion and
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a. determine, by discussion with appropri-
ate officer(s), if the bank is taking advan-
tage of procedures to minimize tax lia-
bility in view of other investment
objectives;

b. review or compute actual and budgeted—

• tax-exempt holdings as a percentage of
total assets and

• applicable income taxes as a percent-
age of net operating income before
taxes; and

c. discuss with management the tax impli-
cations of losses resulting from securities
sales.

16. Determine that proper risk diversification
exists within the portfolio by—

a. reviewing totals of holdings by single
obligor or industry, related obligors or
industries, geographic distribution, yields,
and securities that have special charac-
teristics (include individual due from
bank accounts from the list received
from the bank or from the examiner
assigned ‘‘Due from Banks’’ and all
money market instruments) and—

• detail, as concentrations, all holdings
equaling 25 percent or more of capital
funds and

• list all holdings equaling at least
10 percent but less than 25 percent of
capital funds and submit that informa-
tion to the examiner assigned ‘‘Loan
Portfolio Management’’ (These hold-
ings will be combined with any addi-
tional advances in the lending areas.)
and

b. performing a credit analysis of all non-
rated holdings determined to be a con-
centration if not performed in step 9.

17. If the bank is engaged in financial futures,
exchange-traded puts and calls, forward
placement, or standby contracts, determine
if—

a. the policy is specific enough to outline
permissible contract strategies and their
relationships to other banking activities;

b. recordkeeping systems are sufficiently
detailed to permit a determination of
whether operating personnel have

acted in accordance with authorized
objectives;

c. the board of directors or its designee has
established specific contract position
limits and reviews contract positions at
least monthly to ascertain conformance
with those limits;

d. gross and net positions are within autho-
rized positions and limits, and if trades
were executed by persons authorized to
trade futures; and

e. the bank maintains general-ledger memo-
randum accounts or commitment regis-
ters which, at a minimum, include—

• the type and amount of each contract,

• the maturity date of each contract,

• the current market price and cost of
each contract, and

• the amount held in margin accounts:

— All futures contracts and forward
and standby and options contracts
are revalued on the basis of fair
value each month-end.

— Securities acquired as the result of
completed contracts are valued at
fair value upon settlement.

— Fee income received by the bank
on standby contracts is accounted
for properly.

— Financial reports disclose futures,
forwards, options, and standby
activity.

— The bank has instituted a system
for monitoring credit-risk exposure
in forward and standby contract
activity.

— The bank’s internal controls, man-
agement reports, and audit proce-
dures are adequate to ensure adher-
ence to policy.

18. If the bank is engaged in financial futures,
forward placement, options, or standby con-
tracts, determine if the contracts have a
reasonable correlation to the bank’s busi-
ness needs (including gap position) and
capacity to fulfill its obligations under the
contracts by—

a. comparing the contract commitment and
maturity dates to anticipated offset,

b. reporting significant gaps to the examiner
assigned ‘‘Asset/Liability Management’’
(refer to step 13),
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c. comparing the amounts of outstanding
contracts to the amounts of the antici-
pated offset,

d. ascertaining the extent of the correlation
between expected interest-rate move-
ments on the contracts and the antici-
pated offset, and

e. determining the effect of the loss recog-
nition on future earnings, and, if sig-
nificant, reporting it to the examiner
assigned ‘‘Analytical Review and
Income and Expense.’’

19. On the basis of pricings, ratings, and credit
analyses performed above, and using the
investments selected in step 7 or from lists
previously obtained, test for compliance
with applicable laws and regulations by—
a. determining if the bank holds type II or

III investments that are predominantly
speculative in nature or securities that
are not marketable (12 CFR 1.3(b));

b. reviewing the recap of investment
securities by legal types, as defined by
12 CFR 1, on the basis of the legal
restrictions of 12 USC 24 and competent
legal opinions, as follows:
• If a type II or III security is readily

marketable, and if the purchaser’s judg-
ment was based on evidence of the
obligor’s ability to perform, determine
if the par value of such securities
issued by a single obligor, which the
bank owns or is committed to pur-
chase, exceeds 10 percent of the bank’s
capital funds (12 CFR 1.5(a) and
1.7(a)).

• If the holding of a type II or III
security was based on a reliable esti-
mate of the obligor’s ability to per-
form, determine if the aggregate par
value of such issues exceeds 5 percent
of the bank’s capital funds (12 CFR
1.5(b) and 1.7(b));

c. for those investment securities that are
convertible into stock or which have
stock purchase warrants attached—
• determining if the book value has been

written down to an amount that repre-
sents the fair value of the security,
independent of the conversion or war-
rant provision and

• determining if the fair values of other
securities that have been ruled eligible
for purchase are within specified capi-
tal limitations;

d. reviewing pledge agreements and secured
liabilities and determining that—
• proper custodial procedures have been

followed,
• eligible securities are pledged,
• securities pledged are sufficient to

secure the liability that requires
securing,

• Treasury Tax and Loan Remittance
Options and Note Options are properly
secured, and

• private deposits are not being secured;
(Information needed to perform the

above steps will be contained in the
pledge agreement; Treasury circulars 92,
Treasury Tax and Loan Accounts (12
CFR 203), and 176, Depositories and
Fiscal Agents of the Federal Government
(12 CFR 202), as amended.)

e. reviewing accounting procedures to
determine that—
• investment premiums are being extin-

guished by maturity or call dates,
• premium amortization is charged to

operating income,
• accretion of discount is included in

current income for banks required to
use accrual accounting for reporting
purposes,

• accretion of bond discount requires a
concurrent accrual of deferred income
tax payable, and

• securities gains or losses are reported
net of applicable taxes and net gains or
losses are reflected in the period in
which they are realized;

f. determining if securities purchased under
agreement to resell are in fact securities
(not loans), are eligible for investment
by the bank, and are within prescribed
limits (12 USC 24 and 12 CFR 1). If not,
determine whether the transaction is
within applicable state legal lending
limits;

g. reviewing securities sold under agree-
ment to repurchase and determining
whether they are, in fact, deposits (Regu-
lation D, 12 CFR 204.2(a)(1));

h. determining that securities and money
market investments held by foreign
branches comply with section 211.3 of
Regulation K—Foreign Branches of
Member Banks (12 CFR 211.3) as to—
• acquiring and holding securities (sec-

tion 211.3(b)(3)) and
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• underwriting, distributing, buying, and
selling obligations of the national gov-
ernment of the country in which the
branch is located (section 211.3(b)(4));
and
(Further considerations relating to the

above are contained in other sections of
Regulation K. Also review any applica-
ble sections of Regulation T—Credit by
Brokers and Dealers (12 CFR 220) and
Regulation X—Borrowers of Securities
Credit (12 CFR 224). Edge Act and
agreement corporations are discussed in
the Bank-Related Organizations section.

i. determining that the bank’s equity
investments in foreign banks comply
with the provisions of section 25 of the
Federal Reserve Act and section 211.5 of
Regulation K as to—
• investment limitations and
• investment procedures.

20. Test for compliance with other laws and
regulations as follows:
a. Review lists of affiliate relationships and

lists of directors and principal officers
and their interests.
• Determine if the bank is an affiliate of

a firm that primarily is engaged in
underwriting or selling securities (12
USC 377).

• Determine if directors or officers are
engaged in or employed by firms that
are engaged in similar activities (12
USC 78, 377, and 378). (It is an
acceptable practice for bank officers to
act as directors of securities companies
not doing business in the United States,
the stock of which is owned by the
bank as authorized by the Board of
Governors of the Federal Reserve
System.)

• Review the list of federal funds sold,
securities purchased under agreements
to resell, interest-bearing time depos-
its, and commercial paper, and deter-
mine if the bank is investing in money
market instruments of affiliated banks
or firms (section 23A, Federal Reserve
Act, and 12 USC 371(c)).

• Determine if transactions involving
affiliates, insiders, or their interests
have terms that are less favorable to
the bank than transactions involving
unrelated parties (sections 23A and 22,
Federal Reserve Act, and 12 USC

371c, 375, 375a, and 375b).
b. Determine if Federal Reserve stock

equals 6 percent of the subject bank’s
booked capital and surplus accounts
(Regulation I, 12 CFR 209—Issuance
and Cancellation of Federal Reserve
Stock).

c. Review the nature and duration of
federal-funds sales to determine if term
federal funds are being sold in an amount
exceeding the limit imposed by state
legal lending limits.

21. With regard to potential unsafe and unsound
investment practices and possible violations
of the Securities Exchange Act of 1934,
review the list of securities purchased and/
or sold since the last examination and—
a. determine if the bank engages one

securities dealer or salesperson for virtu-
ally all transactions. If so—
• evaluate the reasonableness of the

relationship on the basis of the dealer’s
location and reputation and

• compare purchase and sale prices to
independently established market prices
as of trade dates, if appropriate;

b. determine if investment-account securi-
ties have been purchased from the bank’s
own trading department. If so—
• independently establish the market

price as of trade date,
• review trading-account purchase and

sale confirmations and determine if the
security was transferred to the invest-
ment portfolio at market price, and

• review controls designed to prevent
dumping; and

c. determine if the volume of trading
activity in the investment portfolio
appears unwarranted. If so—
• review investment-account daily led-

gers and transaction invoices to deter-
mine if sales were matched by a like
amount of purchases,

• determine whether the bank is financ-
ing a dealer’s inventory,

• compare purchase and sale prices with
independently established market prices
as of trade dates, if appropriate. The
carrying value should be determined
by the market value of the securities as
of the trade date, and

• cross-reference descriptive details on
investment ledgers and purchase con-
firmations to the actual bonds or safe-
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keeping receipts to determine if the
bonds delivered are those purchased.

22. Discuss with appropriate officer(s) and pre-
pare report comments on—
a. defaulted issues;
b. speculative issues;
c. incomplete credit information;
d. absence of legal opinions;
e. s ign i f i can t changes in matur i ty

scheduling;
f. shifts in the rated quality of holdings;
g. concentrations;
h. u n b a l a n c e d e a r n i n g s a n d r i s k

considerations;
i. unsafe and unsound investment practices;
j. apparent violations of laws, rulings, and

regulations and the potential personal
liability of the directorate;

k. significant variances from peer-group
statistics;

l. market-value depreciation, if significant;
m. weaknesses in supervision;
n. policy deficiencies; and
o. material problems being encountered by

the bank’s Edge Act and agreement
corporation affiliates, and other related
international concerns, that could affect
the condition of the bank.

23. The following guidelines are to be imple-
mented while reviewing securities partici-
pations, purchases/sales, swaps, or other
transfers. The guidelines are designed to
ensure that securities transfers involving
state member banks, bank holding compa-
nies, other holding companies, and nonbank
affiliates are carefully evaluated to deter-
mine if they were carried out to avoid
classification and to determine the effect of
the transfer on the condition of the institu-
tion. In addition, the guidelines are designed
to ensure that the primary regulator of the
other financial institution involved in the
transfer is notified.
a. Investigate any situations in which secu-

rities were transferred before the date of
examination to determine if any were
transferred to avoid possible criticism
during the examination.

b. Determine whether any of the securities
transferred were nonperforming at the
time of transfer, classified at the previ-
ous examination, depreciated or sub-
investment-grade, or for any other reason
were considered to be of questionable
quality.

c. Review the bank’s policies and proce-
dures to determine whether or not secu-
rities purchased by the bank are given an
independent, complete, and adequate
credit evaluation. If the bank is a holding
company subsidiary or a member of a
chain-banking organization, review secu-
rities purchases or participations from
affiliates or other known members of the
chain to determine if the securities pur-
chases are given an arm’s-length and
independent credit evaluation by the pur-
chasing bank.

d. Determine whether or not any bank pur-
chases of securities from an affiliate are
in conformance with section 23A of the
Federal Resrve Act and Regulation W,
which generally prohibits purchases of
low-quality assets from an affiliate.

e. Determine that any securities purchased
by the bank are properly reflected on its
books at fair market value (fair market
value should at a minimum reflect both
the rate of return being earned on such
assets and an appropriate risk premium).
Determine that appropriate write-offs are
taken on any securities sold by the bank
at less than book value.

f. Determine that transactions involving
transfers of low-quality securities to the
parent holding company or a nonbank
affiliate are properly reflected at fair
market value on the books of both the
bank and the holding company affiliate.

g. If poor-quality securities were trans-
ferred to or from another financial insti-
tution for which the Federal Reserve is
not the primary regulator, prepare a
memorandum to be submitted to the
Reserve Bank supervisory personnel. The
Reserve Bank will then inform the local
office of the primary federal regulator of
the other institution involved in the trans-
fer. The memorandum should include the
following information, as applicable:
• name of originating and receiving

institutions
• type of securities involved and type of

transfer (e.g., participation, purchase/
sale, swap)

• date(s) of transfer
• total number and dollar amount of

securities transferred
• status of the securities when trans-

ferred (e.g., credit quality determina-
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tion, depreciation, nonperforming, clas-
sified, etc.)

• any other information that would be
helpful to the other regulator.

24. Reach a conclusion regarding the quality of
department management. Communicate your
conclusion to the examiner assigned ‘‘Man-
agement Assessment’’ and the examiner

who is in charge of the international exami-
nation, if applicable.

25. Update the workpapers with any informa-
tion that will facilitate future examination.
If the bank has overseas branches, indicate
those securities requiring review during the
next overseas examination and the reasons
for the review.
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Investment Securities and End-User Activities
Internal Control Questionnaire
Effective date October 2013 Section 2020.4

Review the bank’s internal controls, policies,
practices, and procedures regarding purchases,
sales, and servicing of the investment portfolio.
The bank’s system should be documented in a
complete, concise manner and should include,
where appropriate, narrative descriptions, flow
charts, copies of forms used, and other pertinent
information. Items marked with an asterisk
require substantiation by observation or testing.

POLICIES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten investment securities policies, includ-
ing when-issued securities, futures, and
forward placement contracts, that outline—
a. objectives,
b. permissible types of investments,
c. diversification guidelines to prevent

undue concentration,
d. maturity schedules,
e. limitation on quality ratings,
f. policies regarding exceptions to stan-

dard policy, and
g. valuation procedures and frequency?

2. Are investment policies reviewed at least
annually by the board to determine if they
are compatible with changing market
conditions?

3. Are securities designated at time of pur-
chase as to whether they are investments
for the portfolio or trading account?

4. Have policies been established governing
the transfer of securities from the trading
account to the investment-securities
account?

5. Have limitations been imposed on the
investment authority of officers?

*6. Do security transactions require dual
authorization?

7. If the bank has due from commercial
banks or other depository institutions time,
federal funds sold, commercial paper,
securities purchased under agreements to
resell, or any other money market type of
investment—
a. is purchase or sale authority clearly

defined,
b. are purchases or sales reported to the

board of directors or its investment
committee,

c. are maximums established for the
amount of each type of asset,

d. are maximums established for the
amount of each type of asset that may
be purchased from or sold to any one
bank,

e. do money market investment policies
outline acceptable maturities, and

f. have credit standards and review proce-
dures been established?

CUSTODY OF SECURITIES

*8. Do procedures preclude the custodian of
the bank securities from—
a. having sole physical access to securities;
b. preparing release documents without

the approval of authorized persons;
c. preparing release documents not subse-

quently examined or tested by a second
custodian; and

d. performing more than one of the fol-
lowing transactions: (1) execution of
trades, (2) receipt or delivery of secu-
rities, (3) receipt and disbursement of
proceeds?

*9. Are securities physically safeguarded to
prevent loss or unauthorized removal or
use?

10. Are securities, other than bearer securities,
held only in the name or nominee of the
bank?

11. When a negotiable certificate of deposit is
acquired, is the certificate safeguarded in
the same manner as any other negotiable
investment instrument?

RECORDS

12. Do subsidiary records of investment
securities show all pertinent data describ-
ing the security; its location; pledged or
unpledged status; changes in fair-market
value; amortized cost (cost to purchase net
of premium amortization or discount accre-
tion); premium amortization; discount
accretion; and interest earned, collected,
and accrued? Do the subsidiary records
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confirm and verify that the investment
securities are accounted for, recorded, and
reported in accordance with the bank’s
Call Report and its instructions?

*13. Is the preparation and posting of subsidi-
ary records performed or reviewed by
persons who do not also have sole custody
of securities?

*14. Are subsidiary records reconciled at least
monthly to the appropriate general-ledger
accounts, and are reconciling items inves-
tigated by persons who do not also have
sole custody of securities?

15. For international-division investments, are
entries for U.S. dollar carrying values of
foreign currency–denominated securities
rechecked at inception by a second
person?

PURCHASES, SALES, AND
REDEMPTIONS

*16. Is the preparation and posting of security
and open contractual commitments pur-
chase, sale, and redemption records per-
formed or reviewed by persons who do not
also have sole custody of securities or
authorization to execute trades?

*17. Are supporting documents, such as brokers’
confirmations and account statements for
recorded purchases and sales checked or
reviewed subsequently by persons who do
not also have sole custody of securities or
authorization to execute trades?

*18. Are purchase confirmations compared to
delivered securities or safekeeping receipts
to determine if the securities delivered are
the securities purchased?

FUTURES CONTRACTS, FORWARD
PLACEMENT CONTROLS

19. Do futures and forward contract policies—
a. outline specific strategies, and
b. relate permissible strategies to other

banking activities?
20. Are the formalized procedures used by the

trader—
a. documented in a policies and proce-

dures manual and
b. approved by the board or an appropriate

board committee?

21. Are the bank’s futures commission mer-
chant(s) and/or forward brokers—
a. notified in writing to trade with only

those persons authorized as traders and
b. notified in writing of revocation of

trading authority?
22. Has the bank established futures and for-

ward trading limits—
a. for individual traders,
b. for total outstanding contracts,
c. which are endorsed by the board or an

appropriate board committee, and
d. the basis of which is fully explained?

23. Does the bank obtain prior written approval
detailing amount of, duration, and reason—
a. for deviations from individual limits

and
b. for deviations from gross trading limits?

24. Are these exceptions subsequently submit-
ted to the board or an appropriate board
committee for ratification?

25. Does the trader prepare a prenumbered
electronic or paper trade ticket?

26. Does the electronic or paper trade ticket
contain all of the following information:
a. trade date
b. purchase or sale
c. contract description
d. quantity
e. price
f. reason for trade
g. reference to the position being matched

(immediate or future case settlement)
h. signature of trader

27. Are the accounting records maintained and
controlled by persons who cannot initiate
trades?

28. Are accounting procedures documented in
a procedures manual?

29. Are all incoming trade confirmations—
a. received by someone independent

of the trading and recordkeeping
functions and

b. verified to the electronic or paper trade
tickets by this independent party?

30. Does the bank maintain general-ledger
control accounts disclosing, at a
minimum—
a. futures or forward contracts memo-

randa accounts,
b. deferred gains or losses, and
c. margin deposits?

31. Are futures and forward contracts
activities—
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a. supported by detailed subsidiary records
and

b. agreed daily to general-ledger controls
by someone who is not authorized to
prepare general-ledger entries?

32. Do periodic statements received from
futures commission merchants reflect—
a. trading activity for the period,
b. open positions at the end of the period,
c. market value of open positions,
d. unrealized gains and losses, and
e. cash balances in accounts?

33. Are all of these periodic statements—
a. received by someone independent of

both the trading and recordkeeping
functions and

b. reconciled to all of the bank’s account-
ing records?

34. Are the market prices reflected on the
statements—
a. verified with listed prices from a pub-

lished source and
b. used to recompute gains and losses?

35. Are daily reports of unusual increases in
trading activity reviewed by senior
management?

36. Are weekly reports prepared for an
appropriate board committee which
reflect—
a. all trading activity for the week,
b. open positions at the end of the week,
c. market value of open positions,
d. unrealized gains and losses,
e. total trading limits outstanding for the

bank, and
f. total trading limits for each authorized

trader?
37. Is the futures and forward contracts port-

folio valued to market (fair market) value?
38. Are revaluation prices provided by per-

sons or sources totally independent of the
trading function?

OTHER

39. Does the board of directors receive regular
reports on domestic and international-
division investment securities which
include—

a. valuations,

b. maturity distributions,

c. average yield, and

d. reasons for holding and benefits received
(international-division and overseas
holdings only)?

40. Are purchases, exchanges, and sales of
securities and open contractual commit-
ments ratified by action of the board of
directors or its investment committee and
thereby made a matter of record in the
minutes?

CONCLUSION

41. Is the foregoing information an adequate
basis for evaluating internal control in
that there are no significant deficiencies
in areas not covered in this questionnaire
that impair any controls? Explain nega-
tive answers briefly and indicate any
additional examination procedures deemed
necessary.

42. Based on a composite evaluation, as
evidenced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate).
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Investing in Securities without Reliance on Ratings of Nationally
Recognized Statistical Rating Organizations
Effective date April 2013 Section 2022.1

On November 15, 2012, state member banks
were advised, effective January 1, 2013, that
they may no longer rely solely on credit ratings
issued by nationally recognized statistical rating
organizations (NRSROs) or external credit rat-
ings to determine whether a particular security is
an ‘‘investment security’’ that is permissible for
investment by a state member bank. Under the
regulations of the Office of the Comptroller of
the Currency (OCC), securities qualify for invest-
ment by national banks only if they are deter-
mined by the bank to be ‘‘investment grade’’
and not predominantly speculative in nature.
(See SR-12-15 and its attachment.) The basic
sound risk-management principles of this policy
and other referenced guidance that follows also
applies to bank holding companies (BHCs) and
savings and loan holding companies (SLHCs).
They should manage and control their risk
exposures on a consolidated basis and give
recognition to the legal distinctions and poten-
tial obstacles to the cash movements among
their financial institution subsidiaries. Since a
BHC’s structure can include national banks,
state member banks, and other financial institu-
tion subsidiaries, the referenced statutory, regu-
latory, and supervisory guidance is provided.

Under the Federal Reserve Act (12 USC 335)
and the Federal Reserve (FR)’s Regulation H
(12 CFR 208.21), state member banks are sub-
ject to the same limitations and conditions with
respect to the purchasing, selling, underwriting,
and holding of investment securities and stock
as national banks under the National Banking
Act (12 USC 24 (Seventh)). Therefore, when
investing in securities, state member banks must
comply with the provisions of the National
Banking Act and the OCC’s regulations in 12
CFR part 1. In addition to this federal require-
ment, a state member bank may purchase, sell,
underwrite, or hold securities and stock only to
the extent permitted under applicable state law.

National banks are to assess a security’s
creditworthiness to determine if it is ‘‘invest-
ment grade.’’ A security meets the ‘‘investment
grade’’ test only if the issuer has an adequate
capacity to meet its financial commitments under
the security for the projected life of the asset or
exposure. Under this definition, the issuer has an
adequate capacity to meet financial commit-
ments if (1) the risk of default by the obligor is

low and (2) the full and timely repayment of
principal and interest is expected.1 National
banks are expected to consider a number of
factors, to the extent appropriate in making this
determination. While a national bank may con-
tinue to take into account external credit ratings
and assessments as a valuable source of infor-
mation, the bank is expected to supplement
these ratings with a degree of due diligence
processes and additional analyses appropriate
for the bank’s risk profile and for the size and
complexity of the instrument.2

The OCC issued guidance, effective January
1, 2013 (OCC investment guidance), to clarify
regulatory expectations with respect to invest-
ment purchase decisions and ongoing portfolio
due diligence processes. See appendix 1 below.
The guidance clarifies that generally, investment
securities are expected to have good to very
strong credit quality. In the case of structured
securities, this determination may be influenced
more by the quality of the underlying collateral,
the cash flow rules, and the structure of the
security itself than by the condition of the issuer.

The OCC also expects national banks to
conduct an appropriate level of due diligence to
understand the inherent risks of a security and
determine that it is a permissible investment.
The extent of the due diligence should be
sufficient to support the institution’s conclusion
that a security meets the ‘‘investment-grade’’
standards. The depth of the due diligence should
be a function of the security’s credit quality, the
complexity of the structure, and the size of the
investment. Third-party analytics may be part of
this analysis, although the national bank’s man-
agement remains responsible for the investment
decision and should ensure that prospective
third parties are independent, reliable, and quali-
fied. The guidance also sets forth an expectation
that the board of directors should oversee man-
agement to make sure appropriate decisionmak-
ing processes are in place.3

Investment in securities and stock by state
member banks are required under the Federal
Reserve Act and Regulation H to comply with
the revised 12 CFR part 1 and should meet the
supervisory expectations set forth in the OCC’s

1. See 77 Fed. Reg. 35257 (June 13, 2012).
2. See 77 Fed. Reg. 35254 (June 13, 2012).
3. See 77 Fed. Reg. 35259 (June 13, 2012).
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investment guidance and this FR guidance. In
addition, state member banks are expected to
continue to meet long-established supervisory
expectations for risk-management processes to
ensure that the credit risk of the bank, including
the credit risk of the investment portfolio, is
effectively identified, measured, monitored, and
controlled.

APPENDIX 1—OCC GUIDANCE ON
DUE DILIGENCE REQUIREMENTS IN
DETERMINING WHETHER
SECURITIES ARE ELIGIBLE FOR
INVESTMENT

The guidance below was issued by the Office of
the Comptroller of the Currency (OCC) on June
13, 2012, and is being included for ease of
reference. The official guidance was published
in the Federal Register (77 Fed. Reg. 35259),
and is available as an attachment to OCC
Bulletin 2012-18. As discussed in SR-12-15, the
Federal Reserve also expects that state member
banks (SMBs) will meet the supervisory expec-
tations set forth in the OCC guidance as this
guidance provides further clarification to the
OCC rule with which SMBs must comply. (See
12 CFR part 1, and 77 Fed. Reg. 35253, June
13, 2012.)

Purpose

The OCC has issued final rules to revise the
definition of ‘‘investment grade,’’ as that term is
used in 12 CFR parts 1 and 160 in order to
comply with section 939A of the Dodd-Frank
Act. Institutions, effective January 1, 2013, are
to ensure that existing investments comply with
the revised ‘‘investment grade’’ standard, as
applicable based on investment type, and safety
and soundness practices described in 12 CFR
1.5 and this guidance. This implementation
period also will provide management with time
to evaluate and amend existing policies and
practices to ensure new purchases comply with
the final rules and guidance. National banks that
have established due diligence review pro-
cesses, and that have not relied exclusively on
external credit ratings, should not have difficulty
establishing compliance with the new standard.

The OCC is issuing this guidance (Guidance)
to clarify steps national banks ordinarily are

expected to take to demonstrate they have prop-
erly verified their investments meet the newly
established credit-quality standards under 12
CFR part 1 and steps national banks are expected
to take to demonstrate they are in compliance
with due diligence requirements when purchas-
ing investment securities and conducting ongo-
ing reviews of their investment portfolios. The
standards below describe how national banks
may purchase, sell, deal in, underwrite, and hold
securities consistent with the authority con-
tained in 12 USC 24 (Seventh). The activities of
national banks must be consistent with safe and
sound banking practices, and this Guidance
reminds national banks of the supervisory risk-
management expectations associated with per-
missible investment portfolio holdings under
parts 1 and 160.

Background

Parts 1 and 160 provide standards for determin-
ing whether securities have appropriate credit
quality and marketability characteristics to be
purchased and held by national banks. These
requirements also establish limits on the
amount of investment securities an institution
may hold for its own account. As defined in 12
CFR part 1, an ‘‘investment security’’ must be
‘‘investment grade.’’ For the purpose of part 1,
‘‘investment grade’’ securities are those where
the issuer has an adequate capacity to meet the
financial commitments under the security for
the projected life of the investment. An issuer
has an adequate capacity to meet financial
commitments if the risk of default by the obli-
gor is low and the full and timely repayment of
principal and interest is expected. Generally,
securities with good to very strong credit qual-
ity will meet this standard. In the case of a
structured security (that is, a security that relies
primarily on the cash flows and performance of
underlying collateral for repayment, rather than
the credit of the entity that is the issuer), the
determination that full and timely repayment of
principal and interest is expected may be influ-
enced more by the quality of the underlying
collateral, the cash flow rules, and the structure
of the security itself than by the condition of
the issuer.

National banks must be able to demonstrate
that their investment securities meet applicable
credit-quality standards. This Guidance pro-
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vides criteria that national banks can use in
meeting part 1 credit-quality standards and that
national banks can use in meeting due diligence
requirements.

Determining Whether Securities Are
Permissible Prior to Purchase

The OCC’s elimination of references to credit
ratings in its regulations, in accordance with the
Dodd-Frank Act, does not substantively change
the standards institutions should use when decid-
ing whether securities are eligible for purchase
under part 1. The OCC’s investment securities
regulations generally require a national bank to
determine whether or not a security is ‘‘invest-
ment grade’’ in order to determine whether
purchasing the security is permissible. Invest-
ments are considered ‘‘investment grade’’ if
they meet the regulatory standard for credit
quality. To meet this standard, a national bank
must be able to determine that the security has
(1) low risk of default by the obligor and (2) the
expectation of full and timely repayment of
principal and interest over the expected life of
the investment.

For national banks, Type I securities, as
defined in part 1, generally are government
obligations and are not subject to investment
grade criteria for determining eligibility to pur-
chase. Typical Type I obligations include U.S.
Treasuries, agencies, municipal government gen-
eral obligations, and for well-capitalized institu-
tions, municipal revenue bonds. While Type I
obligations do not have to meet the investment
grade criteria to be eligible for purchase, all
investment activities should comply with safe
and sound banking practices as stated in 12 CFR
1.5 and in previous regulatory guidance. Under
OCC rules, Treasury and agency obligations do
not require individual credit analysis, but bank
management should consider how those securi-
ties fit into the overall purpose, plans, and risk
and concentration limitations of the investment
policies established by the board of directors.
Municipal bonds should be subject to an initial
credit assessment and then ongoing review con-
sistent with the risk characteristics of the bonds
and the overall risk of the portfolio.

Financial institutions should be well acquainted
with fundamental credit analysis, as this is
central to a well-managed loan portfolio. The
foundation of a fundamental credit analysis-

character, capacity, collateral, and covenants-
applies to investment securities just as it does to
the loan portfolio. Accordingly, the OCC expects
national banks to conduct an appropriate level of
due diligence to understand the inherent risks
and determine that a security is a permissible
investment. The extent of the due diligence
should be sufficient to support the institution’s
conclusion that a security meets the investment
grade standards. This may include consideration
of internal analyses, third party research and
analytics including external credit ratings, inter-
nal risk ratings, default statistics, and other
sources of information as appropriate for the
particular security. Some institutions may have
the resources to do most or all of the analytical
work internally. Some, however, may choose to
rely on third parties for much of the analytical
work. While analytical support may be del-
egated to third parties, management may not
delegate its responsibility for decisionmaking
and should ensure that prospective third parties
are independent, reliable, and qualified. The
board of directors should oversee management
to assure that an appropriate decisionmaking
process is in place.

The depth of the due diligence should be a
function of the security’s credit quality, the
complexity of the structure, and the size of the
investment. The more complex a security’s
structure, the more credit-related due diligence
an institution should perform, even when the
credit quality is perceived to be very high.
Management should ensure it understands the
security’s structure and how the security may
perform in different default environments, and
should be particularly diligent when purchasing
structured securities.4 The OCC expects national
banks to consider a variety of factors relevant to
the particular security when determining whether
a security is a permissible and sound invest-
ment. The range and type of specific factors an
institution should consider will vary depending
on the particular type and nature of the securi-
ties. As a general matter, a national bank will
have a greater burden to support its determina-
tion if one factor is contradicted by a finding
under another factor.

The following matrix provides examples of
factors for national banks to consider as part of

4. For example, a national bank should be able to demon-
strate an understanding of the effects on cash flows of a
structured security assuming varying default levels in the
underlying assets.
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a robust credit-risk assessment framework for
designated types of instruments. The types of
securities included in the matrix require a credit-
focused pre-purchase analysis to meet the invest-
ment grade standard or safety and soundness

standards. Again, the matrix is provided as a
guide to better inform the credit-risk assessment
process. Individual purchases may require more
or less analysis dependent on the security’s risk
characteristics, as previously described.

Key factors Corporate
bonds

Municipal
government

general
obligations

Revenue
bonds

Structured
securities

Confirm spread to U.S. Treasuries is consistent
with bonds of similar credit quality X X X X

Confirm risk of default is low and consistent
with bonds of similar credit quality X X X X

Confirm capacity to pay and assess operating
and financial performance levels and trends
through internal credit analysis and/or other
third party analytics, as appropriate for the
particular security X X X X

Evaluate the soundness of a municipal’s bud-
getary position and stability of its tax rev-
enues. Consider debt profile and level of
unfunded liabilities, diversity of revenue
sources, taxing authority, and management
experience X

Understand local demographics/economics.
Consider unemployment data, local employ-
ers, income indices, and home values X X

Assess the source and strength of revenue
structure for municipal authorities. Consider
obligor’s financial condition and reserve lev-
els, annual debt service and debt coverage
ratio, credit enhancement, legal covenants,
and nature of project X

Understand the class or tranche and its relative
position in the securitization structure X

Assess the position in the cash flow waterfall X

Understand loss allocation rules, specific defini-
tion of default, the potential impact of per-
formance and market value triggers, and
support provided by credit and/or liquidity
enhancements X

Evaluate and understand the quality of the
underwriting of the underlying collateral as
well as any risk concentrations X

Determine whether current underwriting is
consistent with the original underwriting
underlying the historical performance of the
collateral and consider the effect of any
changes X
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Key factors Corporate
bonds

Municipal
government

general
obligations

Revenue
bonds

Structured
securities

Assess the structural subordination and
determine if adequate given current under-
writing standards X

Analyze and understand the impact of collateral
deterioration on tranche performance and
potential credit losses under adverse eco-
nomic conditions X

Additional Guidance on Structured
Securities Analysis

The creditworthiness assessment for an invest-
ment security that relies on the cash flows and
collateral of the underlying assets for repayment
(i.e., a structured security) is inherently different
from a security that relies on the financial
capacity of the issuer for repayment. Therefore,
a financial institution should demonstrate an
understanding of the features of a structured
security that would materially affect its perfor-
mance and that its risk of loss is low even under
adverse economic conditions. Management’s
assessment of key factors, such as those pro-
vided in this guidance, will be considered a
critical component of any structured security
evaluation. Existing OCC guidance, including
OCC Bulletin 2002-19, ‘‘Supplemental Guid-
ance, Unsafe and Unsound Investment Portfolio
Practices,’’ states that it is unsafe and unsound to
purchase a complex high-yield security without
an understanding of the security’s structure and
performing a scenario analysis that evaluates
how the security will perform in different default
environments. Policies that specifically permit
this type of investment should establish appro-
priate limits, and prepurchase due diligence
processes should consider the impact of such
purchases on capital and earnings under a vari-
ety of possible scenarios. The OCC expects
institutions to understand the effect economic
stresses may have on an investment’s cash
flows. Various factors can be used to define the
stress scenarios. For example, an institution
could evaluate the potential impact of changes
in economic growth, stock market movements,
unemployment, and home values on default and
recovery rates. Some institutions have the
resources to perform this type of analytical work
internally. Generally, analyses of the application

of various stress scenarios to a structured secu-
rity’s cash flow are widely available from third
parties. Many of these analyses evaluate the
performance of the security in a base case and a
moderate and severe stress case environment.
Even under severe stress conditions, the stress
scenario analysis should determine that the risk
of loss is low and full and timely repayment of
principal and interest is expected.

Maintaining an Appropriate and
Effective Portfolio Risk-Management
Framework

The OCC has had a long-standing expectation
that national banks implement a risk-management
process to ensure credit risk, including credit
risk in the investment portfolio, is effectively
identified, measured, monitored, and controlled.
The 1998 Interagency Supervisory Policy State-
ment on Investment Securities and End-User
Derivatives Activities (Policy Statement) con-
tains risk-management standards for the invest-
ment activities of banks and savings associa-
tions.5 The Policy Statement emphasizes the
importance of establishing and maintaining risk
processes to manage the market, credit, liquid-
ity, legal, operational, and other risks of invest-
ment securities. Other previously issued guid-
ance that supplements OCC investment standards
are OCC 2009-15, ‘‘Risk Management and Les-
sons Learned’’ (which highlights lessons learned
during the market disruption and re-emphasizes
the key principles discussed in previously issued
OCC guidance on portfolio risk management);
OCC 2004-25, ‘‘Uniform Agreement on the
Classification of Securities’’ (which describes

5. On April 23, 1998, the FRB, FDIC, NCUA, and OCC
issued the ‘‘Supervisory Policy Statement on Investment
Securities and End-User Derivatives Activities.’’
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the importance of management’s credit-risk
analysis and its use in examiner decisions con-
cerning investment security risk ratings and
classifications); and OCC 2002-19, ‘‘Supplemen-
tal Guidance, Unsafe and Unsound Investment
Portfolio Practices’’ (which alerts banks to the
potential risk to future earnings and capital from
poor investment decisions made during periods
of low levels of interest rates and emphasizes
the importance of maintaining prudent credit,
interest rate, and liquidity risk-management prac-
tices to control risk in the investment portfolio).

National banks must have in place an appro-
priate risk-management framework for the level
of risk in their investment portfolios. Failure to
maintain an adequate investment portfolio risk-
management process, which includes understand-
ing key portfolio risks, is considered an unsafe
and unsound practice.

Having a strong and robust risk-management
framework appropriate for the level of risk in an
institution’s investment portfolio is particularly
critical for managing portfolio credit risk. A key
role for management in the oversight process is
to translate the board of directors’ tolerance for
risk into a set of internal operating policies and
procedures that govern the institution’s invest-
ment activities. Policies should be consistent
with the organization’s broader business strate-
gies, capital adequacy, technical expertise, and
risk tolerance. Institutions should ensure that
they identify and measure the risks associated
with individual transactions prior to acquisition
and periodically after purchase. This can be
done at the institutional, portfolio, or individual
instrument level. Investment policies also should
provide credit-risk concentration limits. Such
limits may apply to concentrations relating to a
single or related issuer, a geographical area, and
obligations with similar characteristics. Safety-
and-soundness principles warrant effective con-
centration risk-management programs to ensure
that credit exposures do not reach an excessive
level.

The aforementioned risk-management poli-
cies, principles, and due diligence processes
should be commensurate with the complexity of
the investment portfolio and the materiality of
the portfolio to the financial performance and
capital position of the institution. Investment
review processes, following the pre-purchase
analysis, may vary from institution to institution
based on the individual characteristics of the
portfolio, the nature and level of risk involved,
and how that risk fits into the overall risk profile
and operation of the institution. Investment
portfolio reviews may be risk-based and focus
on material positions or specific groups of invest-
ments or stratifications to enable analysis and
review of similar risk positions.

As with pre-purchase analytics, some institu-
tions may have the resources necessary to do
most or all of their portfolio reviews internally.
However, some may choose to rely on third
parties for much of the analytical work. Third-
party vendors offer risk analysis and data bench-
marks that could be periodically reviewed against
existing portfolio holdings to assess credit-
quality changes over time. Holdings where cur-
rent financial information or other key analytical
data is unavailable should warrant more fre-
quent analysis. High-quality investments gener-
ally will not require the same level of review as
investments further down the credit-quality spec-
trum. However, any material positions or con-
centrations should be identified and assessed in
more depth and more frequently, and any system
should ensure an accurate and timely risk assess-
ment and reporting process that informs the
board of material changes to the risk profile and
prompts action when needed. National banks
should have investment portfolio review pro-
cesses that effectively assess and manage the
risks in the portfolio and ensure compliance
with policies and risk limits. Institutions should
reference existing regulatory guidance for addi-
tional supervisory expectations for investment
portfolio risk-management practices.
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LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws 1 Regulations 2 Interpretations 3 Orders

State member banks are subject to
same limitations and conditions
for investments activities as
national banks

24 (Sev-
enth), 335

1, 208.21

Federal financial institution regula-
tory agencies to remove references
to, and requirements of reliance
on, external credit ratings in any
regulation that requires the assess-
ment of the creditworthiness of a
security or money market instru-
ment.

15 USC
780

Supervisory and risk expectations 1, 160

Safety and soundness practices 1.5

1. 12 USC, unless specifically stated otherwise.
2. 12 CFR, unless specifically stated otherwise.
3. Federal Reserve Regulatory Service reference.
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Counterparty Credit-Risk Management
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.1 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,2 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 correlation3 between an

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,4 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,5 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.6 (See
SR 11-10.)

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.

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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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

• 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

• 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;

• 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

• 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
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given risk measure, in order to properly assess
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,7
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,8 including collateral that covers a single
counterparty exposure and portfolios of
counterparties.9

• 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

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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into the banking organization’s CCR manage-
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:

• 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.

• 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.10

• Basic stress testing of CVA to assess perfor-
mance under adverse scenarios, incorporating
any hedging mismatches.

• 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.

• Integration of CCR stress tests into firm-wide
stress tests.11

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

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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adjustment (DVA). For the evaluation of the
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.12 During the 2007–2009
financial crisis, a large portion of CCR losses
were because of CVA losses rather than actual
counterparty defaults.13 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.14 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-
terparty and the liquidity profile.

— The term structure of credit spreads should
be reflected in the CVA calculation.

• 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.15

• 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

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.

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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frequently than quarterly, banking organiza-
tions should ensure that CVA MTM changes
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.16 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
collateral17 (banking organizations should gen-

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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erally avoid such transactions because of their
increased risk);

• 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.18 Management should
strive for a single comprehensive CCR-
exposure measurement platform.19 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.

• Reconcile positions and valuations with
counterparties.
— Large counterparties should perform fre-

quent reconciliations of positions and valu-
ations (daily if appropriate).20

— 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.

• 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

• 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.

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.

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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• Automate processes to track and manage legal
documentation, especially when there is a
large volume of legal agreements.

• Increase automation of margin processes21

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.

• 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.

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.

• Monitoring of intraday trading activity for

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.
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conformance with exposure limits and excep-
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’’22 guidelines for all
products with CCR.23 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-
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.

• Maintain policies and processes for monitor-
ing margin agreements involving third-party
custodians. As with bilateral counterparties,
banking organizations should
— identify 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.

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).
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Evaluating the conceptual soundness involves
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

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,
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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 standards25 (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-
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.

• 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,26 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-
tions without an executed master
agreement.2008), pp. 122–125. Also, ISDA has published a closeout

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).

26. The capital rules in the United States refer to master
agreements. These include the Federal Reserve’s ‘‘Risk-Based
Capital Standards: Advanced Capital Adequacy Framework—
Basel II,’’ 12 CFR 208, Appendix F, and 12 CFR 225,
Appendix G. For the FDIC, it is 12 CFR 325, Appendix D. For
the OCC, see 12 CFR Part 3, Appendix C.
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• Use commonly recognized dispute-resolution
procedures.27

— Banking organizations should seek to
resolve collateral disputes within recom-
mended time frames.

— Senior management should receive reports
listing material and aged disputes, as these
pose significant risk.

• Include netting of positions in risk-management
systems, only if there is a written legal review
(either internally or externally) that expresses
a high level of confidence that netting agree-
ments are legally enforceable.

• Maintain ongoing participation in both bilat-
eral and multilateral portfolio-compression
efforts. Where feasible, banking organizations
are encouraged to elect compression toler-
ances (such as post-termination factor sensi-
tivity changes and cash payments) that allow
the widest possible portfolio of trades to be
terminated.

• Adopt and implement appropriate novation
protocols.28

Legal Risk Arising from Counterparty
Appropriateness29

While a counterparty’s ability to pay should be
evaluated when assessing credit risk, credit
losses can also occur when a counterparty is
unwilling to pay, which most commonly occurs
when a counterparty questions the appropriate-
ness of a contract. These types of disputes pose
not only risk of a direct credit loss, but also risk
of litigation costs and/or reputational damage.
Banking organizations should maintain policies
and procedures to assess client and deal appro-
priateness. In addition, banking organizations
should

• Conduct initial and ongoing due diligence,
evaluating whether a client is able to under-
stand and utilize transactions with CCR as
part of assessing the client’s sophistication,

investment objectives, and financial condition.
— For example, although some clients may

be sophisticated enough to enter into a
standardized swap, they may lack the
sophistication to fully analyze the risks of
a complex OTC deal.

— Banking organizations should be particu-
larly careful to assess appropriateness of
complex, long-dated, off-market, illiquid,
or other transactions with higher reputa-
tional risk.

• Include appropriateness assessments in the
new-product approval process. Such assess-
ments should determine the types of counter-
parties acceptable for a new product, and what
level of counterparty sophistication is required
for any given product.

• Maintain disclosure policies for OTC deriva-
tive and other complex transactions to ensure
that risks are accurately and completely com-
municated to counterparties.

• Maintain guidelines for determination of
acceptable counterparties for complex deriva-
tives transactions.

CONCLUSION ON COUNTERPARTY
CREDIT-RISK MANAGEMENT

For relevant banking organizations, CCR man-
agement should be an integral component of the
risk-management framework. When considering
the applicability of specific guidelines and best
practices set forth in this guidance, a banking
organization’s senior management and supervi-
sors should consider the size and complexity of
its securities and trading activities. Banking
organizations should comprehensively evaluate
existing practices against the standards in this
guidance and implement remedial action as
appropriate. A banking organization’s CCR
exposure levels and the effectiveness of its CCR
management are important factors for a super-
visor to consider when evaluating a banking
organization’s overall management, risk man-
agement, and credit- and market-risk profile.

APPENDIX A: GLOSSARY

This glossary describes commonly used CCR
metrics. As discussed above, banking organiza-
tions should employ a suite of metrics commen-
surate with the size, complexity, liquidity, and

27. An example of such procedures would be the ISDA’s
‘‘2009 Dispute Resolution Protocol’’ (September 2009).

28. An example would be the ISDA’s novation protocol.
29. For guidance on counterparty appropriateness, see

section 4033.1 of this manual; section 2128.09 in the Bank
Holding Company Supervision Manual; section 2070 of the
Trading and Capital-Markets Activities Manual; and SR-07-5,
‘‘Interagency Statement on Sound Practices Concerning
Elevated Risk Complex Structured Finance Activities’’ (Janu-
ary 11, 2007).
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risk profile of the organization’s CCR portfolio.
Major broker-dealer banking organizations
should employ the full range of risk-measurement
metrics to enable a comprehensive understand-
ing of CCR and how it changes in varying
environments. Banking organizations of lesser
size and complexity should carefully consider
which of these metrics they need to track as part
of their exposure risk-management processes.
At a minimum, all banking organizations should
calculate current exposure and stress test their
CCR exposures. Definitions marked with an
asterisk (*) are from the Bank for International
Settlements.

Exposure Metrics

Current exposure is the larger of zero, or the
market value of a transaction or a portfolio of
transactions within a netting set with a counter-
party that would be lost upon the default of the
counterparty, assuming no recovery on the value
of those transactions in bankruptcy. Current
exposure is often also called replacement cost.
Current exposure may be reported gross or net of
collateral. Current exposure allows banking
organizations to assess their CCR exposure at
any given time—that is, the amount currently at
risk.

Jump-to-default (JTD) exposure is the change in
the value of counterparty transactions upon the
default of a reference name in CDS positions.
This allows banking organizations to assess the
risk of a sudden, unanticipated default before the
market can adjust.

Expected exposure is calculated as average expo-
sure to a counterparty at a date in the future.
This is often an intermediate calculation for
expected positive exposure or CVA. It can also
be used as a measure of exposure at a common
time in the future.

Expected positive exposure (EPE) is the weighted
average over time of expected exposures when
the weights are the proportion that an individual
expected exposure represents of the entire time
interval. Expected positive exposure is an
appropriate measure of CCR exposure when
measured in a portfolio credit-risk model.*

Peak exposure is a high percentile (typically

95 percent or 99 percent) of the distribution of
exposures at any particular future date before
the maturity date of the longest transaction in
the netting set. A peak exposure value is typi-
cally generated for many future dates up until
the longest maturity date of transactions in the
netting set. Peak exposure allows banking orga-
nizations to estimate their maximum potential
exposure at a specified future date, or over a
given time horizon, with a high level of confi-
dence. For collateralized counterparties, this
metric should be based on a realistic close-out
period, considering both the size and liquidity of
the portfolio. Banking organizations should con-
sider peak potential exposure when setting coun-
terparty credit limits.*

Expected shortfall exposure is similar to peak
exposure, but is the expected exposure condi-
tional on the exposure being greater than some
specified peak percentile. For transactions with
very low probability of high exposure, the
expected shortfall accounts for large losses that
may be associated with transactions with high-
tail risk.

Sensitivity to market risk factors is the change in
exposure because of a given market-risk-factor
change (for example, a position’s change in
price resulting from a 1 basis point change in
interest rates). It provides information on the
key drivers of exposure to specific counterpar-
ties and on hedging.

Stressed exposure is a forward-looking measure
of exposure based on predefined market-factor
movements (nonstatistically generated). These
can include single-factor market shocks, histori-
cal scenarios, and hypothetical scenarios. Stressed
exposure allows banking organizations to con-
sider their counterparty exposure under a severe
or stressed scenario. This serves as a supplemen-
tal view of potential exposure, and provides
banking organizations with additional informa-
tion on risk drivers. The best practice is to
compare stressed exposure to counterparty credit
limits.

CVA-Related Metrics

Credit valuation adjustment (CVA) is an adjust-
ment to the mid-market valuation (average of
the bid and asked price) of the portfolio of

2025.1 Counterparty Credit-Risk Management

October 2011 Commercial Bank Examination Manual
Page 14



trades with a counterparty. This adjustment
reflects the market value of the credit risk
resulting from any failure to perform on
contractual agreements with a counterparty.
This adjustment may reflect the market value of
the credit risk of the counterparty or the market
value of the credit risk of both the banking
organization and the counterparty. CVA is a
measure of the market value of CCR,
incorporating both counterparty creditworthi-
ness and the variability of exposure.*

CVA VaR is a measure of the variability of the
CVA mark-to-market value and is based on the
projected distributions of both exposures and
counterparty creditworthiness. CVA VaR pro-
vides banking organizations with an estimate of
the potential CVA mark-to-market loss, at a
certain confidence interval and over a given time
horizon.

CVA factor sensitivities is the mark-to-market
change in CVA resulting from a given market-
risk-factor change (for example, a position’s
change in price resulting from a 1 basis point
change in credit spreads). CVA factor sensitivi-
ties allow banking organizations to assess and
hedge the market value of the credit or market
risks to single names and portfolios and permit
banking organizations to monitor excessive build
ups in counterparty concentrations.

Stressed CVA is a forward-looking measure of
CVA mark-to-market value based on predefined
credit- or market-factor movements (nonstatisti-
cally generated). These can include single-
market-factor shocks, historical scenarios, and
hypothetical scenarios. Stressed CVA serves as
an informational tool and allows banking orga-
nizations to assess the sensitivity of their CVA
to a potential mark-to-market loss under defined
scenarios.

APPENDIX B: DETAIL ON MODEL
VALIDATION AND SYSTEMS
EVALUATION

A banking organization should validate its CCR
models, initially and on an ongoing basis. Vali-
dation should include three components: (1) an
evaluation of the conceptual soundness of rel-
evant models (including developmental evi-
dence); (2) an ongoing monitoring process that

includes verification of processes and bench-
marking; and (3) an outcomes-analysis process
that includes backtesting. The validation should
either be independent or subject to independent
review.

Validation is the set of activities designed to
give the greatest possible assurances of CCR
models’ accuracy and systems’ integrity. Vali-
dation should also identify key assumptions and
potential limitations and assess their possible
impact on risk metrics. CCR models have sev-
eral components:

• statistical models to estimate parameters,
including the volatility of risk factors and their
correlations

• simulation models to convert those parameters
into future distributions of risk factors

• pricing models that estimate value in simu-
lated scenarios

• calculations that summarize the simulation
results into various risk metrics

All components of each model should be
subject to validation, along with analysis of their
interaction in the CCR system. Validation should
be performed initially when a model first goes
into production. Ongoing validation is a means
of addressing situations where models have
known weaknesses and ensuring that changes in
markets, products, or counterparties do not cre-
ate new weaknesses. Senior management should
be notified of the validation results and should
take corrective actions in a timely manner when
appropriate.

A banking organization’s validation process
should be independent of the CCR model and
systems development, implementation, and
operation. Alternately, the validation should be
subject to independent review, whereby the
individuals who perform the review are not
biased in their assessment because of involve-
ment in the development, implementation, or
operation of the processes or products. Individu-
als performing the reviews should possess the
requisite technical skills and expertise to pro-
vide critical analysis, effective challenge, and
appropriate recommendations. The extent of
such reviews should be fully documented, suf-
ficiently thorough to cover all significant model
elements, and include additional testing of mod-
els or systems as appropriate. In addition, review-
ers should have the authority to effectively
challenge developers and model users, elevate
concerns or findings as necessary, and either
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have issues addressed in a prompt and substan-
tial manner or reject a model for use by the
banking organization.

Conceptual Soundness and
Developmental Evidence

The first component of validation is evaluating
conceptual soundness, which involves assessing
the quality of the design and construction of
CCR models. The evaluation of conceptual
soundness includes documentation and empiri-
cal evidence supporting the theory, data, and
methods used. The documentation should also
identify key assumptions and potential limita-
tions and assess their possible impact. A com-
parison to industry practice should be done to
identify areas where substantial and warranted
improvements can be made. All model compo-
nents are subject to evaluation, including sim-
plifying assumptions, parameter calibrations,
risk-factor diffusion processes, pricing models,
and risk metrics. Developmental evidence should
be reviewed whenever the banking organization
makes material changes in CCR models. Evalu-
ating conceptual soundness includes indepen-
dent evaluation of whether a model is appropri-
ate for its purpose and whether all underlying
assumptions, limitations, and shortcomings have
been identified and their potential impact
assessed.

Ongoing Monitoring, Process
Verification, and Benchmarking

The second component of model validation is
ongoing monitoring to confirm that the models
were implemented appropriately and continue to
perform as intended. This involves process veri-
fication, an assessment of models, and bench-
marking to assess the quality of the model.
Deficiencies uncovered through these activities
should be remediated promptly.

Process verification includes evaluating data
integrity and operational performance of the
systems supporting CCR measurement and
reporting. This should be performed on an
ongoing basis and includes

• the completeness and accuracy of the transac-
tion and counterparty data flowing through the
counterparty exposure systems;

• reliance on up-to-date reviews of the legal
enforceability of contracts and master netting
agreements that govern the use of netting and
collateral in systems measuring net exposures
and the accuracy of their representations in the
banking organization’s systems;

• the integrity of the market data used within the
banking organization’s models, both as cur-
rent values for risk factors and as sources for
parameter calibrations; and

• the operational performance of the banking
organization’s counterparty exposure calcula-
tion systems, including the timeliness of the
batch-run calculations, the consistent integra-
tion of data coming from different internal or
external sources, and the synchronization of
exposure, collateral management, and finance
systems.

‘‘Benchmarking’’ means comparing a bank-
ing organization’s CCR measures with those
derived using alternative data, methods, or tech-
niques. It can also be applied to particular model
components, such as parameter estimation meth-
ods or pricing models. It is an important comple-
ment to backtesting and is a valuable diagnostic
tool in identifying potential weaknesses. Differ-
ences between the model and the benchmark do
not necessarily indicate that the model is in error
because the benchmark itself is an alternative
prediction. It is important that a banking orga-
nization use appropriate benchmarks, or the
exercise will be compromised. As part of the
benchmarking exercise, the banking organiza-
tion should investigate the source of the differ-
ences and whether the extent of the differences
is appropriate.

Outcomes Analysis Including
Backtesting

The third component of validation is outcomes
analysis, which is the comparison of model
outputs to actual results during a sample period
not used in model development. Backtesting is
one form of out-of-sample testing. Backtesting
should be applied to components of a CCR
model, for example the risk factor distribution
and pricing model, as well as the risk measures
and projected exposures. Outcomes analysis
includes an independent evaluation of the design
and results of backtesting to determine whether
all material risk factors are captured and to
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assess the accuracy of the diffusion of risk
factors and the projection of exposures. While
there are limitations to backtesting, especially
for testing the longer horizon predictions of a
CCR model, banking organizations should incor-
porate it as an essential component of model
validation.

Typical examples of CCR models that require
backtesting are expected exposure, peak expo-
sure, and CVA VaR models. Backtesting of
models used for measurement of CCR is sub-
stantially different than backtesting VaR models
for market risk. Notably, CCR models are applied
to each counterparty facing the banking organi-
zation, rather than an aggregate portfolio. Fur-
thermore, CCR models should project the dis-
tribution over multiple dates and over long time
horizons for each counterparty. These complica-
tions make the interpretation of CCR backtest-
ing results more difficult than that for market
risk. Because backtesting is critical to providing
feedback on the accuracy of CCR models, it is
particularly important that banking organiza-
tions exert considerable effort to ensure that
backtesting provides effective feedback on the
accuracy of these models.

Key elements of backtesting include the follow-
ing activities:

• Backtesting programs should be designed to
evaluate the effectiveness of the models for
typical counterparties, key risk factors, key
correlations, and pricing models. Backtesting
results should be evaluated for reasonableness
as well as for statistical significance. This may
serve as a useful check for programming
errors or cases in which models have been
incorrectly calibrated.

• Backtesting should be performed over differ-
ent time horizons. For instance, the inclu-
sion of mean reversion parameters or similar
time varying features of a model can cause a
model to perform adequately over one time
horizon, but perform very differently over a
different time horizon. A typical large dealer
should, at a minimum, perform backtesting
over one day, one week, two weeks, one
month, and every quarter out to a year.
Shorter time periods may be appropriate for
transactions under a collateral agreement
when variation margin is exchanged
frequently, even daily, or for portfolios that
contain transactions that expire or mature in a
short time frame.

• Backtesting should be conducted on both real
counterparty portfolios and hypothetical port-
folios. Backtesting on fixed hypothetical port-
folios provides the opportunity to tailor back-
testing portfolios to identify whether particular
risk factors or correlations are modeled cor-
rectly. In addition, the use of hypothetical
portfolios is an effective way to meaningfully
test the predictive abilities of the counterparty
exposure models over long time horizons.
Banking organizations should have criteria for
their hypothetical portfolios. The use of real
counterparty portfolios evaluates whether the
models perform on actual counterparty expo-
sures, taking into account portfolio changes
over time.

It may be appropriate to use backtesting
methods that compare forecast distributions of
exposures with actual distributions. Some CCR
measures depend on the whole distribution of
future exposures rather than a single exposure
percentile—for example, expected exposure (EE)
and expected positive exposure (EPE). For this
reason, sole reliance on backtesting methods
that count the number of times an exposure
exceeds a unique percentile threshold may not
be appropriate.

Exception counting remains useful, espe-
cially for evaluating peak or percentile measures
of CCR, but these measures will not provide
sufficient insight for expected exposure
measures. Hence, banking organizations should
test the entire distribution of future exposure
estimates and not just a single percentile
prediction.

Banking organizations should have policies
and procedures in place that describe when
backtesting results will generate an investigation
into the source of observed backtesting deficien-
cies and when model changes should be initiated
as a result of backtesting.

Documentation

Adequate validation and review are contingent
on complete documentation of all material
aspects of CCR models and systems. This
should include all model components and
parameter estimation or calibration processes.
Documentation should also include the rationale
for all material assumptions underpinning its
chosen analytical frameworks, including the
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choice of inputs; distributional assumptions; and
weighting of quantitative and qualitative ele-
ments. Any subsequent changes to these
assumptions should also be documented and
justified.

The validation or independent review should
be fully documented. Specifically, this would
include results, the scope of work, conclusions
and recommendations, and responses to those
recommendations. This includes documentation
of each of the three components of model
validation, discussed above. Complete documen-
tation should be done initially and updated over
time to reflect ongoing changes and model
performance. Ability of the validation (or review)
to provide effective challenge should also be
documented.

Internal Audit

A banking organization should have an internal
audit function, independent of business-line man-

agement, which assesses the effectiveness of the
model validation process. This assessment should
ensure the following: proper validation proce-
dures were followed for all components of the
CCR model and infrastructure systems; required
independence was maintained by validators or
reviewers; documentation was adequate for the
model and validation processes; and results of
validation procedures are elevated, with timely
responses to findings. Internal audit should also
evaluate systems and operations that support
CCR. While internal audit may not have the
same level of expertise as quantitative experts
involved in the development and validation of
the model, they are particularly well suited to
evaluate process verification procedures. If any
validation or review work is outsourced, internal
audit should evaluate whether that work meets
the standards discussed in this section.
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Bank Dealer Activities
Effective date October 2007 Section 2030.1

A bank operates as a securities dealer when it
underwrites, trades, or deals in securities. These
activities may be administered in a separately
identifiable trading department or incorporated
within the overall treasury department. The
organizational structure will generally be a
function of the level of activity and the
importance of the activity as a product line. If a
repetitive pattern of short-term purchases and
sales demonstrates that the bank holds itself out
to other dealers or investors as a securities
dealer, the bank is trading, regardless of what
department or section of the bank is engaged in
the activity.

The authority under which a bank may
engage in securities trading and underwriting is
found in section 5136 of the Revised Statutes
(12 USC 24 (seventh)). That authority is
restricted by limitations on the percentage hold-
ing of classes of securities as found in 12 CFR
1.3. This regulation allows banks to deal,
underwrite, purchase, and sell (1) type I securi-
ties without limit and (2) type II securities
subject to a limit of 10 percent of capital and
unimpaired surplus per issue. Banks are
prohibited from underwriting or dealing in type
III securities for their own accounts. See sec-
tion 2020.1, ‘‘Investment Securities and End-
User Activities,’’ for further information on
types I, II, and III securities.

Banks are involved in three major types of
securities transactions. First, the bank, acting as
broker, buys and sells securities on behalf of a
customer. These are agency transactions in which
the agent (bank) assumes no substantial risk and
is compensated by a prearranged commission or
fee. A second type of securities transaction
banks frequently execute is a ‘‘riskless-principal’’
trade. Upon the order of an investor, the dealer
buys (or sells) securities through its own account,
with the purchase and sale originating almost
simultaneously. Because of the brief amount of
time the security is held in the dealer’s own
account, exposure to market risks is limited.
Profits result from dealer-initiated markup (the
difference between the purchase and sale prices).
Finally, as a dealer, the bank buys and sells
securities for its own account. This is termed a
principal transaction because the bank is acting
as a principal, buying or selling qualified secu-
rities through its own inventory and absorbing
whatever market gain or loss is made on
the transaction.

The volume of bank dealer activity and the
dealer’s capacity in the transaction are critical to
an examiner’s assessment regarding the exami-
nation scope and the required examiner resources
and expertise. Dealers engaging primarily in
agency or riskless-principal transactions are
merely accommodating customers’ investment
needs. Market risk will be nominal, and the key
examination concern will be operational risk
and efficiency. Active dealers generally carry
larger inventory positions and may engage in
some degree of proprietary trading. Their market-
risk profile may be moderate to high.

Bank dealers’ securities transactions involve
customers and other securities dealers. The word
‘‘customer,’’ as used in this section, means an
investor. Correspondent banks purchasing secu-
rities for an investment account would also be
considered a customer. Transactions with other
dealers are not considered customer transactions
unless the dealer is buying or selling for invest-
ment purposes.

The following subsections include general
descriptions of significant areas of bank trading
and underwriting activities. Foreign exchange is
covered in detail in the ‘‘International’’ sections
of this manual. Additional bank dealer activities,
particularly in derivative products, are exten-
sively covered in the Trading and Capital-
Markets Activities Manual. In addition, many
money-center banks and larger regional banks
have transferred dealing activities to separately
capitalized holding company subsidiaries (known
as underwriting affiliates). The Bank Holding
Company Supervision Manual contains a sepa-
rate section on nonbank subsidiaries engaged in
underwriting and dealing in bank-ineligible
securities.

OVERVIEW OF RISK

For bank dealer activities, risk is generally
defined as the potential for loss on an instrument
or portfolio. Significant risk can also arise from
operational weakness and inadequate controls.
Risk management is the process by which man-
agers identify, assess, and control all risks asso-
ciated with a financial institution’s activities.
The increasing complexity of the financial
industry and the range of financial instruments
banks use have made risk management more
difficult to accomplish and evaluate.
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The four fundamental elements for evaluating
the risk-management process for bank dealer
activities are—

• active board and management oversight,
• adequate risk-management policies and limits,
• appropriate risk measurement and manage-

ment information systems, and
• comprehensive internal controls and audit

procedures.

For risk management to be effective, an institu-
tion’s board and senior management must be
active participants in the process. They must
ensure that adequate policies and risk-tolerance
limits are developed for managing the risk in
bank dealer activities, and they must understand,
review, and approve these limits across all
established product lines. For policies and limits
to be effective and meaningful, risk measures,
reports, and management information systems
must provide management and the board with
the information and analysis necessary to make
timely and appropriate responses to changing
conditions. Risk management must also be sup-
ported by comprehensive internal controls and
audit procedures that provide appropriate checks
and balances to maintain an ongoing process of
identifying any emerging weaknesses in an
institution’s management of risk.1 At a mini-
mum, the effectiveness of the institution’s
policies, limits, reporting systems, and internal
controls must be reviewed annually.

In assessing the adequacy of the above ele-
ments at individual institutions, examiners should
consider the nature and volume of a bank’s
dealer activities and its overall approach toward
managing the various types of risks involved.
The sophistication or complexity of policies and
procedures used to manage risk depends on the
bank dealer’s chosen products, activities, and
lines of business. Accordingly, examiners should
expect risk-management activities to differ
among institutions.

As a financial institution’s product offerings
and geographic scope expand, examiners must
review the risk-management process not only by
business line, but on a global, consolidated

basis. In more sophisticated institutions, the role
of risk management is to identify the risks
associated with particular business activities
and to aggregate summary data into generic
components, ultimately allowing exposures to
be evaluated on a common basis. This method-
ology enables institutions to manage risks by
portfolio and to consider exposures in relation-
ship to the institution’s global strategy and risk
tolerance.

A review of the global organization may
reveal risk concentrations that are not readily
identifiable from a limited, stand-alone evalua-
tion of a branch, agency, Edge Act institution,
nonbank subsidiary, or head office. Consolidated
risk management also allows the institution to
identify, measure, and control its risks, while
giving necessary consideration to the break-
down of exposure by legal entity. Sometimes, if
applicable rules and laws allow, identified risks
at a branch or subsidiary may be offset by
exposures at another related institution. How-
ever, risk management across separate entities
must be done in a way that is consistent with the
authorities granted to each entity. Some finan-
cial institutions and their subsidiaries may not
be permitted to hold, trade, deal, or underwrite
certain types of financial instruments unless they
have received special regulatory approval.
Examiners should ensure that a financial insti-
tution only engages in those activities for which
it has received regulatory approval. Further-
more, examiners should verify that the activities
are conducted in accordance with any Board
conditions or commitments attached to the regu-
latory approval.

Ideally, an institution should be able to iden-
tify its relevant generic risks and should have
measurement systems in place to quantify and
control these risks. While it is recognized that
not all institutions have an integrated risk-
management system that aggregates all business
activities, the ideal management tool would
incorporate a common measurement denomina-
tor. Risk-management methodologies in the
marketplace and an institution’s scope of busi-
ness are continually evolving, making risk man-
agement a dynamic process. Nonetheless, an
institution’s risk-management system should
always be able to identify, aggregate, and con-
trol all risks posed by underwriting, trading, or
dealing in securities that could have a significant
impact on capital or equity.

Trading and market-risk limits should be
customized to address the nature of the products

1. Existing policies and examiner guidance on various
topics applicable to the evaluation of risk-management sys-
tems can be found in SR-93-69, ‘‘Examining Risk Manage-
ment and Internal Controls for Trading Activities of Banking
Organizations.’’ Many of the managerial and examiner prac-
tices contained in this document are fundamental and are
generally accepted as sound practices for trading activities.
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and any unique risk characteristics. Common
types of limits include earnings-at-risk limits,
stop-loss limits, limits on notional amounts
(both gross and duration-weighted), maturity
limits, and maturity-gap limits. The level of
sophistication needed within the limit matrix
will depend on the type of instrument involved
and the relative level of trading activity. Straight-
forward notional and tenor limits may be
adequate for most dealers; however, dealers
involved in a wide array of products and more
complex transactions will need stronger tools to
measure and aggregate risk across products.

In general, risk from trading and dealing
activities can be broken down into the following
categories:

• Market or price risk is the exposure of an
institution’s financial condition to adverse
movements in the market rates or prices of its
holdings before such holdings can be liqui-
dated or expeditiously offset. It is measured
by assessing the effect of changing rates or
prices on either the earnings or economic
value of an individual instrument, a portfolio,
or the entire institution.

• Funding-liquidity risk refers to the ability to
meet investment and funding requirements
arising from cash-flow mismatches.

• Market-liquidity risk refers to the risk of being
unable to close out open positions quickly
enough and in sufficient quantities at a reason-
able price.

• Credit risk is the risk that a counterparty to a
transaction will fail to perform according to
the terms and conditions of the contract, thus
causing the security to suffer a loss in cash-
flow or market value. Because securities settle-
ments are typically ‘‘delivery vs. payment’’
and settlement periods are relatively short,
securities transactions do not involve a signifi-
cant level of counterparty credit risk. Repur-
chase transactions, securities lending, and
money market transactions, however, involve
significantly higher levels of credit risk if not
properly controlled. As a result, credit risk is
discussed in greater detail in the subsections
addressing these products. Credit risk can also
arise from positions held in trading inventory.
Although U.S. government and agency secu-
rities do not generally involve credit risk,
other securities (for example, municipal and
corporate securities) carried in inventory can
decline in price due to a deterioration in credit
quality.

• Clearing or settlement risk is (1) the risk that
a counterparty who has received a payment or
delivery of assets defaults before delivery of
the asset or payment or (2) the risk that
technical difficulties interrupt delivery or
settlement despite the counterparty’s ability or
willingness to perform.

• Operations and systems risk is the risk of
human error or fraud, or the risk that systems
will fail to adequately record, monitor, and
account for transactions or positions.

• Legal risk is the risk that a transaction cannot
be consummated as a result of some legal
barrier, such as inadequate documentation, a
regulatory prohibition on a specific counter-
party, non-enforceability of bilateral and mul-
tilateral close-out netting, or collateral arrange-
ments in bankruptcy.

The Trading and Capital-Markets Activities
Manual contains a comprehensive discussion of
these risks, including examination objectives,
procedures, and internal control questionnaires
by risk category.

GOVERNMENT AND AGENCY
SECURITIES

The government securities market is dominated
by a number of investment banks, broker-
dealers, and commercial banks known as pri-
mary dealers in government securities. These
dealers make an over-the-counter market in
most government and federal-agency securities.
Primary dealers are authorized to deal directly
with the Open Market Desk of the Federal
Reserve Bank of New York. As market makers,
primary dealers quote bid-ask prices on a wide
range of instruments, and many publish daily
quotation sheets or provide live electronic data
feeds to larger customers or other dealers.

Government securities trading inventories are
generally held with the objective of making
short-term gains through market appreciation
and dealer-initiated markups. Common factors
that affect the markup differential include the
size of a transaction, the dealer efforts extended,
the type of customer (active or inactive), and the
nature of the security. Markups on government
securities generally range between 1⁄32 and 4⁄32 of
a point. Long-maturity issues or derivative prod-
ucts may have higher markups due to the higher
risk and potentially larger volatility that may be
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inherent in these products.
According to industry standards, payments

for and deliveries of U.S. government and most
agency securities are settled one business day
following the trade date, although government
dealers and customers can negotiate same-day
or delayed settlement for special situations.

When-Issued Trading

A significant potential source of risk to dealers
involves ‘‘when-issued’’ (WI) trading in govern-
ment securities. WI trading is the buying and
selling of securities in the one- to two-week
interim between the announcement of an offer-
ing and the security auction and settlement.
Although the vast majority of transactions settle
on the next business day, WI trading results in a
prolonged settlement period. This could increase
both the market risk and counterparty credit risk
associated with trading these instruments. The
prolonged settlement period also provides an
opportunity for a dealer to engage in a large
volume of off-balance-sheet trading without hav-
ing to fund the assets or cover the short posi-
tions. In essence, WI trading allows the dealers
to create securities. If the overall level of WI
trading is significant in relation to the size of the
issue, the resulting squeeze on the market could
increase volatility and risk. Given these poten-
tial risk characteristics, WI trading should be
subject to separate sublimits to cap the potential
exposure.

Short Sales

Another area of U.S. government securities
activity involves short-sale transactions. A short
sale is the sale of a security that the seller does
not own at the time of the sale. Delivery may
be accomplished by buying the security or by
borrowing the security. When the security deliv-
ered is borrowed, the short seller likely will
ultimately have to acquire the security in order
to satisfy its repayment obligation. The borrow-
ing transaction is collateralized by a security (or
securities) of similar value or cash (most likely
the proceeds of the short sale). Reverse repur-
chase transactions are also used to obtain the
security needed to make delivery on the security
sold short. Carrying charges on borrowed gov-
ernment securities should be deducted from the
short sale and purchase spread to determine net

profit. Short sales are conducted to (1) accom-
modate customer orders, (2) obtain funds by
leveraging existing assets, (3) hedge the market
risk of other assets, or (4) allow a dealer to profit
from a possible future decline in market price by
purchasing an equivalent security at a later date
at a lower price.

Government Securities Clearing

Securities-clearing services for the bulk of U.S.
government securities transactions and many
federal-agency securities transactions are pro-
vided by the Federal Reserve as part of its
electronic securities-transfer system. The vari-
ous Federal Reserve Banks will wire-transfer
most government securities between the book-
entry safekeeping accounts of the seller and
buyer. The Federal Reserve’s systems are also
used to facilitate security borrowings, loans, and
pledges.

Government Securities Act

In response to the failures of a number of
unregulated government securities dealers
between 1975 and 1985, Congress passed the
Government Securities Act of 1986 (GSA).
GSA established, for the first time, a federal
system for the regulation of the entire govern-
ment securities market, including previously
unregulated brokers and dealers. The primary
goal of GSA was to protect investors and ensure
the maintenance of a fair, honest, and liquid
market.

The GSA granted the Department of the
Treasury (Treasury) authority to develop and
implement rules for transactions in government
and agency securities effected by government
securities brokers or dealers (that is, securities
firms as well as other financial institutions), and
to develop and implement regulations relating to
the custody of government securities held by
depository institutions. The rules were intended
to prevent fraudulent and manipulative acts and
practices and to protect the integrity, liquidity,
and efficiency of the government securities mar-
ket. At the same time, the rules were designed to
preclude unfair discrimination among brokers,
dealers, and customers. Enforcement of the rules
for the GSA is generally carried out by an
institution’s primary regulatory organization.
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The rules for the GSA had the most
significant effect on those entities that were not
previously subject to any form of federal
registration and regulation. These entities
included not only firms registered as govern-
ment securities brokers or dealers but also firms
registered as brokers or dealers trading in other
securities and financial products. For the first
time, the government securities activities of
these entities were subject to the discipline of
financial responsibility, customer protection,
recordkeeping, and advertising requirements.
For nonbank dealers, this regulation is enforced
by a self-regulatory organization, the Financial
Industry Regulatory Authority (FINRA), which
conducts routine examinations under the
oversight of the Securities and Exchange Com-
mission (SEC).

The provisions of the GSA that had the most
significant effect on government securities bro-
kers and dealers (both bank and nonbank broker-
dealers) relate to hold-in-custody repurchase
agreement rules. Congress targeted this area
because of abuses that had resulted in customer
losses. Several requirements to strengthen cus-
tomer protection were imposed: (1) written
repurchase agreements must be in place, (2) the
risks of the transactions must be disclosed to the
customer, (3) specific repurchase securities must
be allocated to and segregated for the customer,
and (4) confirmations must be made and pro-
vided to the customer by the end of the day on
which a transaction is initiated and on any day
on which a substitution of securities occurs. For
a more detailed description of the rules for the
GSA requirements, see the procedures for the
examination of government securities activities
issued by the Board of Governors of the Federal
Reserve System, or 17 CFR 400–450 for the
actual text of the regulations.

Registration Exemptions

Most banks acting as government securities
brokers or dealers are required to file a form
known as a G-FIN. This form details the bank’s
capacity, the locations where government secu-
rities activities are performed, and the persons
responsible for supervision. However, cer-
tain bank government securities activities are
exempt from the filing requirements. Banks
handling only U.S. savings bond transactions or
submitting tender offers on original issue

U.S. Treasury securities are exempt from
registration.

Limited government securities brokerage
activities are also exempt from registration under
certain circumstances. Banks that engage in
fewer than 500 government securities transac-
tions annually (excluding savings bond transac-
tions and Treasury tender offers) are exempt.
Similarly, banks are exempt if they deal with a
registered broker-dealer under a ‘‘networking’’
arrangement, assuming they meet the following
conditions: (1) the transacting broker must be
clearly identified, (2) bank employees perform
only clerical or administrative duties and do not
receive transaction-based compensation, and
(3) the registered broker-dealer receives and
maintains all required information on each cus-
tomer. Exempt networking arrangements must
be fully disclosed to the customer. Finally, banks
are exempt from registration requirements if their
activities are limited to purchases and sales in a
fiduciary capacity or purchases and sales of
repurchase or reverse repurchase agreements.

The preceding exemptions provide relief from
registration, but exempt banks must comply (if
applicable) with regulations addressing custo-
dial holdings for customers (17 CFR 450).
Additionally, banks effecting repurchase/reverse
repurchase agreements must comply with
repurchase-transaction requirements detailed in
17 CFR 403.5(d).

MUNICIPAL SECURITIES

Municipal securities are debt obligations issued
by state and local governments and certain
agencies and authorities. There are two broad
categories of municipal bonds: general obliga-
tion bonds and revenue bonds. General obliga-
tion bonds (GOs) are backed by the full faith
and credit and taxing authority of the govern-
ment issuer. General obligation bonds are either
limited or unlimited tax bonds. Limited tax
bonds are issued by government entities whose
taxing authority is limited to some extent by law
or statute. For instance, a local government may
face restrictions on the level of property taxes it
can levy on property owners. State and local
entities may also issue special tax bonds, which
are supported by a specific tax. For instance, a
highway project may be financed by a special
gasoline tax levied to pay for the bonds. Unlim-
ited tax bonds are issued by government
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entities that are not restricted by law or statute in
the amount of taxes they can levy; however,
there may be some political limitations.

Municipal revenue bonds are backed by a
specific project or government authority, and
they are serviced by fees and revenues paid by
users of the government entity. Revenue bonds
are backed by public power authorities, non-
profit hospitals, housing authorities, transporta-
tion authorities, and other public and quasi-
public entities.

Effective March 13, 2000, well-capitalized
state member banks were authorized by the
Gramm-Leach-Bliley Act (GLB Act) to deal in,
underwrite, purchase, and sell municipal rev-
enue bonds without any limitations based on the
bank’s capital. (See 12 USC 24 (seventh).)
Previously, banks were limited to only under-
writing, dealing in, or investing in, without
limitation, general obligation municipal bonds
backed by the full faith and credit of an issuer
with general powers of taxation. Member banks
could invest in, but not underwrite or deal in,
municipal revenue bonds, but the purchases and
sales of such investment securities for any
obligor were limited to 10 percent of a member
bank’s capital and surplus. As a result of the
GLB Act amendment, municipal revenue bonds
are the equivalent of type I securities for well-
capitalized state member banks.2 (See SR-01-
13.) Banks that are not well capitalized may
engage in more limited municipal securities
activities relating to type II and type III securi-
ties. For example, banks may also deal in,
underwrite, or invest in revenue bonds that are
backed by housing, university, or dormitory
projects.

In addition to municipal bonds, state and local
governments issue obligations to meet short-
term funding needs. These obligations are nor-
mally issued in anticipation of some specific
revenue. The types of debt issued include tax-
anticipation notes (TANs), revenue-anticipation
notes (TRANs), grants-anticipation notes
(GANs), bond-anticipation notes (BANs),
commercial paper, and others.

Because of the large number and diverse
funding needs of state and local governments
(over 50,000 state and local governments have
issued debt in the United States), there is a wide
variety of municipal securities. Some municipal

security issues have complex structures that
require an increased level of technical expertise
to evaluate. As with all areas of banking, dealers
who invest in complex instruments are expected
to understand the characteristics of the instru-
ments and how these instruments might affect
their overall risk profile. While there are some
large issuers, like the states of New York and
California, most issuers are small government
entities that place modest amounts of debt.
Many of these issues are exempt from federal,
state, and local income taxes; these exemptions,
in part, determine the investor base for munici-
pal bonds.

The customer base for tax-exempt municipal
securities is investors who benefit from income
that is exempt from federal income tax. This
group includes institutional investors, such as
insurance companies, mutual funds, and retail
investors, especially individuals in high income-
tax brackets.

Credit Risk

Municipal securities activities involve differing
degrees of credit risk depending on the financial
capacity of the issuer. Larger issuers of munici-
pal securities are rated by nationally recognized
rating agencies (Moody’s, S&P, etc.). Other
municipalities achieve an investment-grade
rating through the use of credit enhancements,
usually in the form of a standby letter of credit
issued by a financial institution. Banks are also
involved in underwriting and placing nonrated
municipal securities. Nonrated issues are typi-
cally small and are placed with a limited number
of investors. Liquidity in the secondary market
is limited, and bank dealers rarely carry non-
rated issues in trading inventory.

Management should take steps to limit undue
concentrations of credit risk arising from
municipal-security underwriting and dealing.
Exposure to nonrated issuers should be approved
through the bank’s credit-approval process with
appropriate documentation to support the issu-
er’s financial capacity. Activity in nonrated
issues outside the bank’s target or geographic
market should also be avoided. In addition,

2. The Office of the Comptroller of the Currency published
final amendments to its investment securities regulation (12
CFR 1) on July 2, 2001. (See 66 Fed. Reg. 34784.)
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exposure should be aggregated on a consoli-
dated basis, taking into account additional credit
risk arising from traditional banking products
(loans, letters of credit, etc.).

Municipal Securities Rulemaking
Board

The Securities Act Amendments of 1975 (15 USC
78o-4) extended a comprehensive network of
federal regulation to the municipal securities
markets. Pursuant to the act, municipal securi-
ties brokers and dealers are required to register
with the SEC. The act also created a separate,
self-regulatory body, the Municipal Securities
Rulemaking Board (MSRB), to formulate work-
ing rules for the regulation of the municipal
securities industry. The Federal Reserve is
required to ensure compliance with those rules
as they apply to state member banks.

A bank engaged in the business of buying and
selling municipal securities must register with
the SEC as a municipal securities dealer if it is
involved in—

• underwriting or participating in a syndicate or
joint account for the purpose of purchasing
securities;

• maintaining a trading account or carrying
dealer inventory; or

• advertising or listing itself as a dealer in trade
publications, or otherwise holding itself out to
other dealers or investors as a dealer.

Generally, a bank that buys and sells municipal
securities for its investment portfolio or in a
fiduciary capacity is not considered a dealer.

If a bank meets the SEC’s criteria for regis-
tering as a municipal securities dealer, it must
maintain a separately identifiable department or
division involved in municipal securities dealing
that is under the supervision of officers desig-
nated by the bank’s board of directors. These
designated officers are responsible for municipal
securities dealer activities and should maintain
separate records.

The Federal Reserve conducts a separate
examination of the municipal securities dealer
activities in banks that engage in such activities.
This examination is designed to ensure compli-
ance with the rules and standards formulated by
the MSRB. For a complete description of the
activities of a municipal securities dealer and

detailed procedures performed by the Federal
Reserve examiners, see the Municipal Securities
Dealer Bank Examination Manual issued by the
Board of Governors of the Federal Reserve
System.

REPURCHASE AGREEMENTS
AND SECURITIES LENDING

Repurchase agreements (repos) play an impor-
tant role in the securities markets. A repo is the
simultaneous agreement to sell a security and
repurchase it at a later date. Reverse repos are
the opposite side of the transaction, securities
purchased with a later agreement to resell. From
the dealer’s perspective, a repo is a financing
transaction (liability), and a reverse repo is a
lending transaction (asset). Overnight repos are
a one-day transaction; anything else is referred
to as a ‘‘term repo.’’ Approximately 80 percent
of the repo market is overnight. Although any
security can be used in a repurchase transaction,
the overwhelming majority of transactions
involve government securities.

Securities dealers use repos as an important
source of liquidity. The majority of government
securities trading inventory will typically be
financed with repos. Reverse repos are used to
obtain securities to meet delivery obligations
arising from short positions or from the failure
to receive the security from another dealer.
Reverse repos also are an effective and low-risk
means to invest excess cash on a short-term
basis.

The repo rate is a money market rate that is
lower than the federal funds rate due to the
collateralized nature of the transaction. Oppor-
tunities also arise to obtain below-market-rate
financing. This situation arises when demand
exceeds supply for a specific bond issue and it
goes on ‘‘special.’’ Dealers who own the bond or
control it under a reverse repo transaction can
earn a premium by lending the security. This
premium comes in the form of a below-market-
rate financing cost on a repo transaction.

Many of the larger dealers also engage in
proprietary trading of a matched book, which
consists of a moderate to large volume of
offsetting repos and reverse repos. The term
‘‘matched book’’ is misleading as the book is
rarely perfectly matched. Although profit may
be derived from the capture of a bid/ask spread
on matched transactions, profit is more often
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derived from maturity mismatches. In a falling-
rate environment, traders lend long (reverse
repos) and borrow short (repos). It is more
difficult to profit in rising-rate environments
because of the shape of the yield curve, which is
usually upward-sloping. The overall size of the
matched book and the length of the maturity
mismatches will generally decline in a rising
environment. Matched books are also used to
create opportunities to control securities that
may go on special, resulting in potential profit
opportunities. Dealers engaging in matched-
book trading provide important liquidity to the
repo market.

Risk in a matched book should be minimized
by establishing prudent limits on the overall size
of the book, size of maturity mismatches, and
restrictions on the maximum tenor of instru-
ments. The overall risk of a matched book is
usually small in relation to other trading port-
folios. Maturity mismatches are generally short-
term, usually 30 to 60 days, but may extend up
to one year. Risk can be quickly neutralized
by extending the maturity of assets or liabilities.
Financial instruments (futures and forward rate
agreements) can also be used to reduce risk.

Securities dealers may also engage in ‘‘dollar-
roll’’ transactions involving mortgage-backed
securities, which are treated as secured financ-
ings for accounting purposes. The ‘‘seller’’ of
the security agrees to repurchase a ‘‘substan-
tially identical’’ security from the ‘‘buyer,’’ rather
than the same security. Many of the supervisory
considerations noted above for repurchase agree-
ments also apply to dollar-roll transactions.
However, if the security to be repurchased is not
substantially identical to the security sold, the
transaction generally should be accounted for as
a sale and not as a financing arrangement. The
accounting guidance for ‘‘substantially identi-
cal’’ is described in American Institute of Cer-
tified Public Accountants (AICPA) Statement of
Position 90-3, which generally requires debt
instruments to have the same primary obligor or
guarantor, the same form and type, the identical
contractual interest rate, the same maturity or
weighted average maturity, and other factors.

In addition, securities dealers may engage in
securities lending or borrowing transactions. In
substance, these transactions are very similar to
repo transactions except the transactions have
no stated maturity. The transactions are con-
ducted through open-ended ‘‘loan’’ agreements
that may be terminated on short notice by the
lender or borrower. Although lending transac-

tions have historically been centered in corpo-
rate debt and equity obligations, the market
increasingly involves loans of large blocks of
U.S. government and federal-agency securities.
To participate in this market, a bank may lend
securities held in its investment account or
trading account. Like repos, securities are lent to
cover fails (securities sold but not available for
delivery) and short sales. Collateral for the
transactions can consist of other marketable
securities or standby letters of credit; however,
the large majority of transactions are secured by
cash. Investors are willing to lend securities due
to the additional investment income that can be
earned by investing the cash collateral. When a
securities loan is terminated, the securities are
returned to the lender and the collateral to the
borrower.

Credit Risk

Since repurchase agreements and securities lend-
ing transactions are collateralized, credit risk is
relatively minor if properly controlled. Some
dealers have underestimated the credit risk
associated with the performance of the counter-
party and have not taken adequate steps to
ensure their control of the securities serving as
collateral. The market volatility of the securities
held as collateral can also add to the potential
credit risk associated with the transaction.

As an added measure of protection, dealers
require customers to provide excess collateral.
This excess is referred to as ‘‘margin.’’ The size
of the margin will be a function of the volatility
of the instrument serving as collateral and the
length of the transaction. In addition to initial
margin, term repos and security lending arrange-
ments require additional margin if the value of
the collateral declines below a specified level.
Excess margin is usually returned to the coun-
terparty if the value of the collateral increases. A
daily ‘‘mark-to-market’’ or valuation procedure
must be in place to ensure that calls for addi-
tional collateral are made on a timely basis. The
valuation procedures should be independent of
the trader and take into account the value of
accrued interest on debt securities. It is impor-
tant to point out that credit risk can arise from
both asset transactions (reverse repos and secu-
rities borrowed) and liability transactions (repos
and securities lent) because of market fluctua-
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tions in collateral provided and received. Deal-
ers should take steps to ensure that collateral
provided is not excessive.

Policies and procedures should be in place
to ensure transactions are conducted only with
approved counterparties. Credit-limit approvals
should be based on a credit analysis of the
borrower. An initial review should be per-
formed before establishing a relationship, with
periodic reviews thereafter. Credit reviews
should include an analysis of the bor-rower’s
financial statement, capital, management, earn-
ings, business reputation, and any other relevant
factors. Analyses should be performed in an
independent department of the lender institu-
tion, by persons who routinely perform credit
analyses. Analyses performed solely by the
person managing the repo or securities lending
programs are not sufficient. Credit and concen-
tration limits should take into account other
extensions of credit by other departments of the
bank or affiliates. Procedures should be estab-
lished to ensure that credit and concentration
limits are not exceeded without proper authori-
zation from management.

Other Uses and Implications of
Securities Lending

In addition to lending their own securities,
financial institutions have become increasingly
involved in lending customers’ securities held in
custody, safekeeping, trust, or pension accounts.
These activities are typically organized within
the bank’s trust department. Not all institutions
that lend securities or plan to do so have relevant
experience. Because the securities available for
lending often greatly exceed the demand, inex-
perienced lenders may be tempted to ignore
commonly recognized safeguards. Bankruptcies
of broker-dealers have heightened regulatory
sensitivity to the potential for problems in this
area.

Fees received on securities loans are divided
between the custodial institution and the cus-
tomer account that owns the securities. In situ-
ations involving cash collateral, part of the
interest earned on the temporary investment of
cash is returned to the borrower and the remain-
der is divided between the lender institution and
the customer account that owns the securities.

In addition to a review of controls, examiners

should take steps to ensure that cash collateral is
invested in appropriate instruments. Cash should
be invested in high-quality, short-term money
market instruments. Longer-term floating-rate
instruments may also be appropriate; however,
illiquid investments and products with custom-
ized features (for example, structured notes with
imbedded options) should be avoided. Several
banks have reported significant losses associated
with inappropriate investments in securities
lending areas.

Securities-Lending Capacity

Securities lending may be done in various
capacities and with differing associated liabili-
ties. It is important that all parties involved
understand in what capacity the lender institu-
tion is acting. The relevant capacities are
described below.

Principal

A lender institution offering securities from its
own account is acting as principal. A lender
institution offering customers’ securities on an
undisclosed basis is also considered to be acting
as principal.

Agent

A lender institution offering securities on behalf
of a customer-owner is acting as an agent. To be
considered a bona fide or ‘‘fully disclosed’’
agent, the lending institution must disclose the
names of the borrowers to the customer-owners
and the names of the customer-owners to the
borrowers (or give notice that names are avail-
able upon request). In all cases, the agent’s
compensation for handling the transaction should
be disclosed to the customer-owner. Undis-
closed agency transactions, that is, ‘‘blind bro-
kerage’’ transactions in which participants can-
not determine the identity of the contra party, are
treated as if the lender institution were the
principal.

Directed Agent

A lender institution that lends securities at the
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direction of the customer-owner is acting as a
directed agent. The customer directs the lender
institution in all aspects of the transaction,
including to whom the securities are loaned, the
terms of the transaction (rebate rate and maturity/
call provisions on the loan), acceptable collat-
eral, investment of any cash collateral, and
collateral delivery.

Fiduciary

A lender institution that exercises discretion in
offering securities on behalf of and for the
benefit of customer-owners is acting as a fidu-
ciary. For supervisory purposes, the under-
lying relationship may be as agent, trustee, or
custodian.

Finder

A finder brings together a borrower and a lender
of securities for a fee. Finders do not take
possession of the securities or collateral. Deliv-
ery of securities and collateral is directly between
the borrower and the lender, and the finder does
not become involved. The finder is simply a
fully disclosed intermediary.

MONEY MARKET INSTRUMENTS

In addition to bank-eligible securities activities,
banks may engage in a substantial volume of
trading in money market instruments. Federal
funds, banker’s acceptances, commercial paper,
and certificates of deposit are forms of money
market instruments. While these instruments
may be used as part of the overall funding
strategy, many firms actively engage in discre-
tionary or proprietary trading in these instru-
ments. As in matched-book repo activities, prof-
its from trading money market instruments are
derived from the bid/ask spread on matched
transactions and the net interest spread from
maturity mismatches.

This activity may result in overall money
market arbitrage. Arbitrage is the coordinated
purchase and sale of the same security or its
equivalent, for which there is a relative price
imbalance in the market. The objective of such
activity is to obtain earnings by taking advan-
tage of changing yield spreads. Arbitrage can

occur with items such as Eurodollar CDs, bank-
er’s acceptances, and federal funds, and with
financial instruments such as futures and
forwards.

Although the risk of money market trading is
relatively straightforward, the potential risk can
be significant based on the volume of trading
and size of the mismatches. Despite the potential
risk, these activities may offer attractive profit
opportunities if effectively controlled. Short-
term interest-rate markets are very liquid, and
risk can be quickly neutralized by changing the
maturity profile of either assets or liabilities.
Financial instruments (such as futures and for-
ward rate agreements) can also be an effective
tool to manage risk. Money market trading may
be managed as a separate product line or may be
integrated with trading in other interest-rate
products (such as swaps, caps, or floors). Exam-
iners should take steps to ensure that appropriate
limits are in place for money market trading,
including restrictions on aggregate notional size,
the size of maturity mismatches, and the maxi-
mum tenor of instruments.

Federal Funds

Commercial banks actively use the federal funds
market as a mechanism to manage fluctuations
in the size and composition of their balance
sheet. Federal funds are also an efficient means
to manage reserve positions and invest excess
cash on a short-term basis. Although transac-
tions are generally unsecured, they can also be
secured. The majority of transactions are con-
ducted overnight; however, term transactions
are also common. Federal funds trading will
often involve term transactions in an attempt to
generate positive net interest spread by varying
the maturities of assets and liabilities.

Banks have traditionally engaged in federal
funds transactions as principal, but an increasing
number of banks are conducting business as
agent. These agency-based federal funds trans-
actions are not reported on the agent’s balance
sheet. Dealer banks may also provide federal
funds clearing services to their correspondent
banks.

Banker’s Acceptances

Banker’s acceptances are time drafts drawn on
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and accepted by a bank. They are the customary
means of effecting payment for merchandise
sold in import-export transactions, as well as a
source of financing used extensively in interna-
tional trade. Banker’s acceptances are an obli-
gation of the acceptor bank and an indirect
obligation of the drawer. They are normally
secured by rights to the goods being financed
and are available in a wide variety of principal
amounts. Maturities are generally less than nine
months. Acceptances are priced like Treasury
bills, with a discount figured for the actual
number of days to maturity based on a 360-day
year. The bank can market acceptances to
the general public but must guarantee their
performance.

Commercial Paper

Commercial paper is a generic term that is used
to describe short-term, unsecured promissory
notes issued by well-recognized and generally
sound corporations. The largest issuers of com-
mercial paper are corporations, bank holding
companies, and finance companies, which use
the borrowings as a low-cost alternative to bank
financing. Commercial paper is exempt from
registration under the Securities Act of 1933 if it
meets the following conditions:

• prime quality and negotiable
• not ordinarily purchased by the general public
• issued to facilitate current operational busi-

ness requirements
• eligible for discounting by a Federal Reserve

Bank
• maturity does not exceed nine months

Actively traded commercial paper is ordi-
narily issued in denominations of at least
$100,000 and often in excess of $1 million.
Commercial paper issuers usually maintain
unused bank credit lines to serve as a source of
back-up liquidity or contingency financing, prin-
cipally in the form of standby letters of credit.
Major commercial paper issuers are rated by
nationally recognized rating agencies (Moody’s,
S&P, and others). Other issuers achieve higher
ratings through the use of a credit enhancement,
usually in the form of a standby letter of credit
issued by a financial institution.

Based on Supreme Court rulings, commercial
paper was considered a security for purposes of

the former Glass-Steagall Act. As a result, banks
were generally prohibited from underwriting
and dealing in commercial paper. Despite this
restriction, banks participated in this market in
an ‘‘agency capacity.’’ When establishing a
commercial paper dealership, many of the larger
banks pursued business through an aggressive
interpretation of an agency-transaction role. In
practice, bank dealers engage in riskless-principal
or best-efforts placement of commercial paper.
Taking this logic a step further, others actively
engage in competitive bidding and intraday
distribution of newly issued paper. Because the
paper settles on a same-day basis, the transac-
tions are never part of the official end-of-day
records of the bank. Although this technical
point has been the subject of discussion, the
practice has not been subject to regulatory
challenge.

Commercial paper may be issued as an
interest-bearing instrument or at a discount.
Market trades are priced at a current yield, net of
accrued interest due the seller or, if the commer-
cial paper was issued at a discount, at a discount
figured for the actual number of days to maturity
based on a 360-day year.

The sale of commercial paper issued by bank
affiliates must conform to legal restrictions and
avoid conflicts of interest. Each certificate
and confirmation should disclose the facts that
the commercial paper is not a deposit and is not
insured by the Federal Deposit Insurance
Corporation.

Certificates of Deposit

Negotiable certificates of deposit (CDs) issued
by money-center banks are actively traded in
denominations of $100,000 to $1 million. Inter-
est generally is calculated on a 360-day year and
paid at maturity. Secondary-market prices are
computed based on current yield, net of accrued
interest due the seller. Eurodollar CDs trade like
domestic CDs except their yields are usually
higher and their maturities are often longer.

Credit-Risk and Funding
Concentrations

In addition to market risk, money market policies
and guidelines should recognize the credit risk
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inherent in these products. Federal funds sold
and deposit placements are essentially unsecured
advances. To avoid undue concentrations of credit
risk, activity with these products should be
limited to approved counterparties. Limits should
be established for each prospective counterparty.
Tenor limits should also be considered to reduce
the potential for credit deterioration over the life
of the transaction. The size of limits should be
based on both anticipated activity and the coun-
terparty’s financial capacity to perform. The
credit analysis should be performed by qualified
individuals in a credit department that is inde-
pendent from the money market dealing func-
tion. In assessing the creditworthiness of other
organizations, institutions should not rely solely
on outside sources, such as standardized ratings
provided by independent rating agencies, but
should perform their own analysis of a counter-
party’s or issuer’s financial strength. At a mini-
mum, limits should be reassessed and credit
analyses updated annually. Once established,
limits should be monitored with exceptions
documented and approved by the appropriate
level of senior management. Exposure should
also be aggregated on a consolidated basis with
any other credit exposure arising from other
product areas. Exposure to foreign bank coun-
terparties should also be aggregated by country
of domicile to avoid country-risk concentra-
tions. The limit structure should be reviewed to
ensure compliance with the requirements of
Regulation F, Limitations on Interbank Liabili-
ties, which places prudent limits on credit expo-
sure to correspondent banks.

Maintaining a presence in the wholesale fund-
ing markets requires a strong reputation and
increases potential liquidity risk. The prolonged
use of a large volume of purchased funds to
support a money market trading operation could
also reduce the capacity to tap this market, if
needed, for core funding. Guidelines should be
in place to diversify sources of funding. Contin-
gency plans should include strategies to exit or
reduce the profile in these markets if the situa-
tion warrants.

OPERATIONS AND INTERNAL
CONTROLS

A bank dealer’s operational functions should be
designed to regulate the custody and movement
of securities and to adequately account for

trading transactions. Because of the dollar vol-
ume and speed of trading activities, opera-
tional inefficiencies can quickly result in major
problems.

Sound Practices for Front- and
Back-Office Operations

Bank dealer activities vary significantly among
financial institutions, depending on the size and
complexity of the trading products; trading,
back-office, and management expertise; and the
sophistication of systems. As a result, practices,
policies, and procedures in place in one insti-
tution may not be necessary in another. The
adequacy of internal controls requires sound
judgment on the part of the examiner. The
following is a list of policies and procedures that
should be reviewed:

• Every organization should have comprehen-
sive policies and procedures in place that
describe the full range of bank dealer activi-
ties performed. These documents, typically
organized into manuals, should at a minimum
address front- and back-office operations;
reconciliation guidelines and frequency;
revaluation and accounting guidelines;
descriptions of accounts; broker policies;
a code of ethics; and the risk-measurement
and -management methods, including a com-
prehensive limit structure.

• Every institution should have existing policies
and procedures to ensure the segregation of
duties among the trading, control, and pay-
ment functions.

• Revaluation sources should be independent
from the traders for accounting purposes, risk
oversight, and senior management reporting,
although revaluation of positions may be con-
ducted by traders to monitor positions.

• Trader and dealer telephone conversations
should be taped to facilitate the resolution of
disputes and to serve as a valuable source
of information to auditors, managers, and
examiners.

• Trade tickets and blotters (or their electronic
equivalents) should be timely and complete to
allow for easy reconciliation and for appropri-
ate position and exposure monitoring. The
volume and pace of trading may warrant
virtually simultaneous creation of these records
in some cases.
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• Computer hardware and software applications
must have the capacity to accommodate the
current and projected level of trading activity.
Appropriate disaster-recovery plans should be
tested regularly.

• Every institution should have a methodology
to identify and justify any off-market transac-
tions. Ideally, off-market transactions would
be forbidden.

• A clear institutional policy should exist for
personal trading. If such trading is permitted
at all, procedures should be established to
avoid even the appearance of conflicts of
interest.

• Every institution should ensure that the man-
agement of after-hours and off-premises trad-
ing, if permitted at all, is well documented so
that transactions are not omitted from the
automated blotter or the bank’s records.

• Every institution should ensure that staff is
both aware of and complies with inter-
nal policies governing the trader-broker
relationship.

• Every institution that uses brokers should
monitor the patterns of broker usage, be alert
to possible undue concentrations of business,
and review the list of approved brokers at least
annually.

• Every institution that uses brokers should
establish a policy that minimizes name sub-
stitutions of brokered transactions. All such
transactions should be clearly designated as
switches, and relevant credit authorities should
be involved.

• Every institution that uses brokers for foreign-
exchange transactions should establish a clear
statement forbidding the lending or borrowing
of brokers’ points as a method to resolve
discrepancies.

• Every organization should have explicit com-
pensation policies to resolve disputed trades
for all traded products. Under no circum-
stances should ‘‘soft-dollar’’ (the exchange of
services in lieu of dollar compensation) or
off-the-books compensation be permitted for
dispute resolution.

• Every institution should have know-your-
customer policies, and they should be under-
stood and acknowledged by trading and sales
staff.

• The designated compliance officer should per-
form a review of trading practices at least
annually. In institutions with a high level
of trading activity, interim reviews may be
warranted.

• The organization should have an efficient
confirmation-matching process that is fully
independent from the dealing function. Docu-
mentation should be completed and exchanged
as close to completion of a transaction as
possible.

• Auditors should review trade integrity and
monitoring on a schedule in accordance with
its appropriate operational-risk designation.

• Organizations that have customers who trade
on margin should establish procedures for
collateral valuation and segregated custody
accounts.

Fails

In some cases, a bank may not receive or deliver
a security by settlement date. ‘‘Fails’’ to deliver
for an extended time or a substantial number of
cancellations are sometimes characteristic of
poor operational control or questionable trading
activities.

Fails should be controlled by prompt report-
ing and follow-up procedures. The use of multi-
copy confirmation forms enables operational
personnel to retain and file a copy by settlement
date and should allow for prompt fail reporting
and resolution.

Revaluation

The frequency of independent revaluation should
be driven by the level of an institution’s trading
activity. Trading operations with high levels of
activity may need to perform daily revaluation;
however, it is important to note that independent
revaluations are less critical when inventory is
turning over quickly or end-of-day positions are
small. In these situations, the majority of profit
and loss is realized rather than unrealized. Only
unrealized profit and loss on positions carried in
inventory are affected by a revaluation. At a
minimum, every institution should conduct an
independent revaluation at the end of each
standard accounting period (monthly or quar-
terly). There will be situations when certain
securities will be difficult to price due to lack of
liquidity or recent trading activity. If manage-
ment relies on trader estimates in these situa-
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tions, a reasonableness test should be performed
by personnel who are independent from the
trading function. A matrix-pricing approach may
also be employed. This involves the use of
prices on similar securities (coupon, credit qual-
ity, and tenor) to establish market prices.

Control of Securities

Depository institutions need to adopt procedures
to ensure that ownership of securities is
adequately documented and controlled. While
this documentation and control once involved
taking physical possession of the securities either
directly or through a third-party custodian, the
securities markets are quickly moving to a
book-entry system. In this context, safekeeping
is more of a concept than a reality. As the
markets change, documenting the chain of own-
ership becomes the primary mechanism to pre-
vent losses arising from a counterparty default.
This documentation involves the matching of
incoming and outgoing confirmations and fre-
quent reconcilements of all accounts holding
securities (Federal Reserve, customer, custo-
dian, and other dealers). When the dealer holds
securities on behalf of its customers, similar
safeguards also need to be in place. Although
this documentation process can be burdensome,
it is necessary to protect a dealer’s interest in
securities owned or controlled. Many active
dealers have automated the reconcilement and
matching process. This reduces the potential for
human error and increases the likelihood that
exceptions can be uncovered and resolved
quickly.

Because of the relatively short periods of
actual ownership associated with repurchase
agreements, potential losses could be significant
if prudent safeguards are not followed. Signifi-
cant repo volume or matched-book trading
activities only heighten this concern. To further
protect their interests, dealers should enter into
written agreements with each prospective
repurchase-agreement counterparty. Although the
industry is moving toward standardized master
agreements, some degree of customization may
occur. The agreements should be reviewed by
legal counsel for their content and compliance
with established minimum documentation stan-
dards. In general, these agreements should
specify the terms of the transaction and the
duties of both the buyer and seller. At a mini-

mum, provisions should cover the following
issues:

• acceptable types and maturities of collateral
securities

• initial acceptable margin for collateral securi-
ties of various types and maturities

• margin maintenance, call, default, and sellout
provisions

• rights to interest and principal payments
• rights to substitute collateral
• individuals authorized to transact business on

behalf of the depository institution and its
counterparty

Written agreements should be in place before
commencing activities.

TRADING AND CAPITAL-
MARKETS ACTIVITIES MANUAL

The Trading and Capital-Markets Activities
Manual, developed by the Federal Reserve Sys-
tem, is a valuable tool to help examiners under-
stand the complex and often interrelated risks
arising from capital-markets activities. The prod-
ucts addressed in the previous subsections and
their associated risks are covered in greater
detail in the manual.

As noted in the preceding sections, and fur-
ther addressed in the Trading and Capital-
Markets Activities Manual, other trading instru-
ments could be included in the bank dealer or
money market trading operation. Financial
instruments such as futures and forward rate
agreements are often used to modify or hedge
the risk associated with cash instruments (dealer
inventory and money market positions). The
bank dealer may also be involved in other
instruments including asset-backed securities
(mortgage-backed and consumer-receivable-
backed). Other departments of the bank may
also use securities products as part of an unre-
lated trading activity. For example, interest-rate-
swap traders often use cash bonds to hedge or
modify market-risk exposure. In this capacity,
the swap desk would be a customer of the
government securities dealer. These overlaps in
product focus and usage make it critical for
examiners to understand the organizational struc-
ture and business strategies before establishing
examination scope.
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OTHER ISSUES

Intercompany Transactions

Examiners should review securities and
repurchase-agreement transactions with affili-
ates to determine compliance with sections 23A
and 23B of the Federal Reserve Act. Money
market transactions may also be subject to
limitations under section 23A; however, these
restrictions generally do not apply to trans-
actions between bank subsidiaries that are80
percent or more commonly owned by a bank
holding company. Intercompany transactions
between securities underwriting affiliates and
their bank affiliates should be carefully reviewed
to ensure compliance with Board operating stan-
dards and sections 23A and 23B.

Agency Relationships

Many dealer banks engage in securities transac-
tions only in an agency capacity. Acting as an
agent means meeting customers’ investment
needs without exposing the firm to the price risk
associated with dealing as principal. Risk is
relatively low as long as appropriate disclosures
are made and the bank does not misrepresent the
nature or risk of the security.

Agency-based federal funds transactions are
also becoming more common. By serving only
as an agent to facilitate the transaction, a bank
can meet its correspondent’s federal funds needs
without inflating the balance sheet and using
capital. Examiners should review agency-based
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money market transactions to ensure that the
transactions are structured in a manner that
insulates the bank from potential recourse, either
moral or contractual. If legal agreements are not
structured properly, the courts could conclude
that the agent bank was acting a principal. In this
situation, the loss could be recognized by the
agent bank, not its customer.

Although no single feature can determine
whether an agency relationship really exists, the
courts have recognized a variety of factors in
distinguishing whether the persons to whom
‘‘goods’’ were transferred were buyers or merely
agents of the transferor. Although some of these
distinguishing factors may not apply to federal-
funds transactions because they involve the
transfer of funds rather than material goods,
some parallels can be drawn. An agency rela-
tionship would appear to encompass, although
not necessarily be limited to, the following
elements:

• The agent bank must agree to act on behalf of
the seller of the federal funds (‘‘seller’’) and
not on its own behalf.

• The agent should fully disclose to all parties to
the transaction that it is acting as agent on
behalf of the seller and not on its own behalf.

• The seller, not the agent bank, must retain title
to the federal funds before their sale to a
purchasing institution.

• The seller, not the agent bank, must bear the
risk of loss associated with the federal-funds
sale.

• The agent bank’s authority in selling federal
funds and accounting for these sales to the
seller should be controlled by the seller or by
some guidelines to which the seller has agreed.
The agent bank should sell only to those banks
stipulated on a list of banks approved, re-
viewed, and confirmed periodically by the
seller bank.

• The agent bank should be able to identify the
specific parties (sellers and purchasers) to a
federal-funds sale and the amount of each
transaction for which the agent has acted.

• The agent bank’s compensation should gen-
erally be based on a predetermined fee sched-
ule or percentage rate (for example, a percent-
age based on the number or size of transactions).
The agent should generally not receive com-
pensation in the form of a spread over a
predetermined rate that it pays to the seller. (If
the agent bank’s compensation is in the form
of a spread over the rate it pays to the seller,

this situation would appear to be more analo-
gous to acting as a principal and suggests that
the transactions should be reported on the
‘‘agent’s’’ balance sheet.)

By structuring agency agreements to include
provisions that encompass these factors and by
conducting agency activities accordingly, agent
banks can lower the possibility that they would
be considered a principal in the event of a failure
of a financial institution that had purchased
funds through the agent. Generally, as a matter
of prudent practice, each bank acting as an agent
should have written agreements with principals
encompassing the above elements and have a
written opinion from legal counsel as to the
bona fide nature of the agency relationships.

Selling through an agent should not cause a
bank to neglect a credit evaluation of the ulti-
mate purchasers of these funds. Under the more
traditional mode of conducting federal-funds
transactions, banks sell their federal funds to
other banks, which in many instances are larger
regional correspondents. These correspondent
banks in turn may resell the federal funds to
other institutions. Since the correspondent is
acting as a principal in these sales, the banks
selling the funds to the correspondent are gen-
erally not concerned about the creditworthiness
of those purchasing the federal funds from the
correspondent/principal. Rather, the original sell-
ing banks need to focus solely on the credit-
worthiness of their correspondent banks, with
which they should be quite familiar.

However, when conducting federal-funds sales
through an agent, selling banks, in addition to
considering the financial condition of their agent,
should also subject the ultimate purchasing banks
to the same type of credit analysis that would be
considered reasonable and prudent if the seller
banks were lending directly to the ultimate
borrowers rather than through agents. Banks
selling federal funds through agents should not
relinquish their credit-evaluation responsibilities
to their agent banks.

REPORTING

Securities held for trading purposes and the
income and expense that results from trading
activities should be isolated by specific general
ledger or journal accounts. The balances
in those accounts should be included in the
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appropriate reporting categories for regulatory
reporting.

Instructions for the Consolidated Report of
Condition and Income (call report) require that
securities, derivative contracts, and other items
held in trading accounts be reported consistently
at market value, or at the lower of cost or market
value, with unrealized gains and losses recog-
nized in current income. For further detail, refer
to the glossary section of the call report instruc-
tions under ‘‘trading account.’’ With either
method, the carrying values of trading-security
inventories should be evaluated periodically
(monthly or quarterly), based on current market
prices. The increase or decrease in unrealized
appreciation or depreciation resulting from that
revaluation should be credited or charged to
income. Periodic independent revaluation is the
most effective means of measuring the trading
decisions of bank management.

For reporting purposes, the trading depart-
ment’s income should include not only revalu-
ation adjustments, but also profits and losses
from the sale of securities, and other items
related to the purchase and sale of trading
securities. Interest income from trading assets,
salaries, commissions, and other expenses should
be excluded from trading income for reporting
purposes; however, these items should be con-
sidered by management when evaluating the
overall profitability of the business.

When the lender institution is acting as a fully
disclosed agent, securities-lending activities need
not be reported on the call report. However,
lending institutions offering indemnification
against loss to their customer-owners should
report the associated contingent liability gross in
Schedule RC-L as ‘‘other significant commit-
ments and contingencies.’’

Recordkeeping and Confirmation
Rules

Regulation H contains rules establishing uni-
form standards for bank recordkeeping,
confirmation, and other procedures in executing
securities transactions for bank customers. The
regulation applies, in general, to those retail
commercial activities where the bank effects
securities transactions at the direction and for
the account of customers. The purpose of the
rules is to ensure that purchasers of securities
are provided adequate information concerning a

transaction and that adequate records and con-
trols are maintained for securities transactions.
Under the rules, banks are required to maintain
certain detailed records concerning securities
transactions, to provide written confirmations to
customers under certain circumstances, and to
establish certain written policies and proce-
dures. The requirements generally do not apply
to banks that make 200 or fewer securities
transactions a year for customers (exclusive of
transactions in U.S. government and agency
obligations) and to transactions subject to the
requirements of the MSRB.

Due Bills

A ‘‘due bill’’ is an obligation that results when
a firm sells a security or money market instru-
ment and receives payment, but does not deli-
ver the item sold. Due bills issued should be
considered as borrowings by the issuing firm,
and alternatively, due bills received should be
considered as lending transactions. Dealers
should not issue due bills as a means of obtain-
ing operating funds or when the underlying
security can be delivered at settlement. Custom-
ers of the dealer enter transactions with an
implicit understanding that securities transac-
tions will be promptly executed and settled
unless there is a clear understanding to the
contrary. Consequently, dealers should promptly
disclose the issuance of a due bill to a customer
when funds are taken but securities or money
market instruments are not delivered to the
customer. Such disclosure should reference the
applicable transaction; state the reason for the
creation of a due bill; describe any collateral
securing the due bill; and indicate that to the
extent the market value of the collateral is
insufficient, the customer may be an unsecured
creditor of the dealer.

Due bills that are outstanding for more than
three days and are unsecured could be construed
as funding and should be reported as ‘‘liabilities
for borrowed monies’’ on the call report. These
balances are subject to reserve requirements
imposed by Regulation D.

ESTABLISHING SCOPE

Obtaining an overview of the organization, man-
agement structure, products offered, and control

2030.1 Bank Dealer Activities

November 1995 Commercial Bank Examination Manual
Page 16



environment is a critical step in the examination
process. Based on this assessment, an examiner
should determine the appropriate resources and
skill level. In situations where an institution is
active in either the government or municipal
securities markets, it is essential to allocate
additional resources for GSA and MSRB com-

pliance. The assigned examiners should be
familiar with the provisions of GSA and
MSRB as well as with the related examination
procedures. For active proprietary trading units,
it is important to assign examiners who have a
reasonable working knowledge of the concepts
outlined in theTrading Activities Manual.
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Bank Dealer Activities
Examination Objectives
Effective date November 1995 Section 2030.2

1. To determine if the policies, practices, pro-
cedures, and internal controls regarding bank
dealer activities are adequate.

2. To determine if bank officers are operating in
conformance with the established guidelines.

3. To evaluate the trading portfolio for credit
quality and marketability.

4. To determine the scope and adequacy of the
audit compliance functions.

5. To determine compliance with applicable
laws and regulations.

6. To ensure investor protection.
7. To initiate corrective action when policies,

practices, procedures, or internal controls are
deficient or when violations of law or regu-
lations have been noted.
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Bank Dealer Activities
Examination Procedures
Effective date December 1985 Section 2030.3

1. If selected for implementation, complete or
update the Bank Dealer Activities section of
the Internal Control Questionnaire.

2. Based on the evaluation of internal controls
and the work performed by internal/
external auditors determine the scope of the
examination.

3. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also, obtain a listing of
any deficiencies noted in the latest review
done by internal/external auditors from
the examiner assigned ‘‘Internal Control,’’
and determine if corrections have been
accomplished.

4. Request that the bank provide the following
schedules:
a. An aged schedule of securities that have

been acquired as a result of underwriting
activities.

b. An aged schedule of trading account
securities and money market instruments
held for trading or arbitrage purposes.
Reflect commitments to purchase and
sell securities and all joint account
interests.

c. A schedule of short-sale transactions.
d. An aged schedule of due bills.
e. A list of bonds borrowed.
f. An aged schedule of ‘‘fails’’ to receive or

deliver securities on unsettled contracts.
g. A schedule of approved securities bor-

rowers and approved limits.
h. A schedule of loaned securities.
i. A schedule detailing account names

and/or account numbers of the following
customer accounts:
• Own bank trust accounts.
• Own bank permanent portfolio.
• Affiliated banks’ permanent portfolio
accounts.

• Personal accounts of employees of
other banks.

• Accounts of brokers or other dealers.
• Personal accounts of employees of
other brokers or dealers.

j. A list of all joint accounts entered into
since the last examination.

k. A list of underwriting since the last
examination and whether such securities

were acquired by negotiation or compet-
itive bid.

l. A l is t of a l l f inancia l advisory
relationships.

5. Agree balances of appropriate schedules to
general ledger and review reconciling items
for reasonableness.

6. Determine the extent and effectiveness of
trading policy supervision by:
a. Reviewing the abstracted minutes of

meetings of the board of directors and/or
of any appropriate committee.

b. Determining that proper authorization
for the trading officer or committee has
been made.

c. Ascertaining the limitations or restric-
tions on delegated authorities.

d. Evaluating the sufficiency of analytical
data used in the most recent board or
committee trading department review.

e. Reviewing the methods of reporting by
department supervisors and internal
auditors to ensure compliance with
established policy and law.

f. Reaching a conclusion about the effec-
tiveness of director supervision of the
bank’s trading policy. Prepare a memo
for the examiner assigned ‘‘Duties and
Responsibilities of Directors’’ stating
your conclusions. All conclusions should
be supported by factual documentation.

(Before continuing, refer to steps 14 and
15. They should be performed in conjunc-
tion with the remaining examination steps.)

7. Ascertain the general character of underwrit-
ing and direct placement activities and the
effectiveness of department management by
reviewing underwriter files and ledgers,
committee reports and offering statements
to determine:
a. The significance of underwriting activi-

ties and direct placements of type III
securities as reflected by the volume of
sales and profit or loss on operations.
Compare current data to comparable prior
periods.

b. Whether there is a recognizable pattern
in:
• The extent of analysis of material
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information relating to the ability of
the issuer to service the obligation.

• Rated quality of offerings.
• Point spread of profit margin for
unrated issues.

• Geographic distribution of issuers.
• Syndicate participants.
• Bank’s trust department serving as
corporate trustee, paying agent and
transfer agent for issuers.

• Trustee, paying agent and transfer agent
business being placed with institutions
that purchase a significant percentage
of the underwriter or private placement
offering.

c. The volume of outstanding bids. Com-
pare current data to comparable prior
periods.

d. The maturity, rated quality and geo-
graphic distribution of takedowns from
syndicate participations.

e. The extent of transfer to the bank’s own
or affiliated investment or trading port-
folios or to trust accounts and any poli-
cies relating to this practice.

8. Determine the general character of trading
account activities and whether the activities
are in conformance with stated policy by
reviewing departmental reports, budgets and
position records for various categories of
trading activity and determining:
a. The significance of present sales volume

compared to comparable prior periods
and departmental budgets.

b. Whether the bank’s objectives are
compatible with the volume of trading
activity.

9. Review customer ledgers, securities posi-
tion ledgers, transaction or purchase and
sales journals and analyze the soundness of
the bank’s trading practices by:
a. Reviewing a representative sample of

agency and contemporaneous principal
trades and determining the commission
and price mark-up parameters for vari-
ous sizes and types of transactions.

b. Selecting principal transactions that have
resulted in large profits and determining
if the transaction involved:
• ‘‘Buy-backs’’ of previously traded
securities.

• Own bank or affiliated bank portfolios.
• A security that has unusual quality and
maturity characteristics.

c. Reviewing significant inventory posi-

tions taken since the prior examination
and determining if:
• The quality and maturity of the inven-
tory position was compatible with pru-
dent banking practices.

• The size of the position was within
prescribed limits and compatible with
a sound trading strategy.

d. Determining the bank’s exposure on off-
setting repurchase transactions by:
• Reviewing the maturities of offsetting
re-po and reverse re-po agreements to
ascertain the existence, duration,
amounts and strategy used to manage
unmatched maturity ‘‘gaps’’ and
extended (over 30 days) maturities.

• Reviewing records since the last exam-
ination to determine the aggregate
amounts of:
— Matched repurchase transactions.
— Reverse re-po financing extended

to one or related firms(s).
• Performing credit analysis of signifi-
cant concentrations with any single or
related entity(ies).

• Reporting the relationship of those
concentrations to the examiners as-
signed ‘‘Concentration of Credits’’ and
‘‘Funds Management.’’

10. Determine the extent of risk inherent in
trading account securities which have been
in inventory in excess of 30 days and:
a. Determine the dollar volume in extended

holdings.
b. Determine the amounts of identifiable

positions with regard to issue, issuer,
yield, credit rating, and maturity.

c. Determine the current market value for
individual issues which show an internal
valuation mark-down of 10 percent or
more.

d. Perform credit analyses on the issuers of
non-rated holdings identified as signifi-
cant positions.

e. Perform credit analyses on those issues
with valuation write-downs considered
significant relative to the scope of trad-
ing operations.

f. Discuss plans for disposal of slow mov-
ing inventories with management and
determine the reasonableness of those
plans in light of current and projected
market trends.

11. Using an appropriate technique, select issues
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from the schedule of trading account inven-
tory. Test valuation procedures by:
a. Reviewing operating procedures and sup-

porting workpapers and determining if
prescribed valuation procedures are
being followed.

b. Comparing bank prepared market prices,
as of the most recent valuation date, to an
independent pricing source (use trade
date ‘‘bid’’ prices).

c. Investigating any price differences noted.
12. Using an appropriate technique, select trans-

actions from the schedule of short sales and
determine:
a. The degree of speculation reflected by

basis point spreads.
b. Present exposure shown by computing

the cost to cover short sales.
c. If transactions are reversed in a reason-

able period of time.
d. If the bank makes significant use of due-

bill transactions to obtain funds for its
banking business:
• Coordinate with the examiner assigned
‘‘Review of Regulatory Reports’’ to
determine if the bank’s reports of con-
dition reflect due bill transactions as
‘‘liabilities for borrowed money.’’

• Report amounts, duration, seasonal pat-
terns and budgeted projections for due
bills to the examiner assigned ‘‘Funds
Management.’’

13. If the bank is involved in agency-based
federal funds activity:
a. At the beginning or in advance of each

examination of a banking organization
which has been acting as an agent in the
purchase and sale of federal funds for
other institutions, examiners should
obtain certain information which will
help them determine the nature and extent
of this activity. The information should
include:
• A brief description of the various types
of agency relationships (i.e., involving
federal funds or other money market
activities) and the related transactions.

• For each type of agency relationship,
copies of associated forms, agency
agreements, documents, reports and
legal opinions. In addition, if the bank-
ing organization has documented its
analysis of the risks associated with
the activity, a copy of the analysis
should be requested by the examiner.

• For each type of agency relationship, a
summary of the extent of the activity
including:
— The number of institutions ser-

viced as principals.
— The size range of the institutions

(i.e., institutions serviced have
total assets ranging from $
to $ ).

— General location of sellers and pur-
chasers serviced under agency
relationships (i.e., New York State,
Midwest, etc.)

— Estimate of average daily volume
of federal funds or money market
instruments purchased and sold
under agency relationships and the
high and low volume over the
period since the last examination
inquiry (or sinceactivitywasbegun,
if more recent).

— Names of individuals in the bank
that are responsible for theseagency
relationships.

• A historical file of this information
should be maintained in order to deter-
mine the nature, extent and growth of
these activities over time.

b. Once the examination work in this area
has been started, the examiner should
attempt to discern any situation, activity
or deficiency in this area that might
suggest that an agency relationship does
notactually exist. A negative response to
the following examination guidelines sec-
tion dealing with agency agreements may
signal such a deficiency. In addition, any
other money market agency relationships
that involve new or unusual financial
transactions should be evaluated to de-
termine the nature of the risks involved
and compliance, to the extent applicable,
with the guidelines.

c. The examiner should determine that the
banking organization’s written policies,
procedures, and other documentation
associated with this activity are consis-
tent with the Federal Reserve System’s
Examination Guidelines. If the bank does
not have written policies the examiner
should strongly advise that they be
developed due to the complex nature of
this activity and the potential risks asso-
ciated with it.

d. After reviewing the policies, procedures,
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and appropriate documentation, the
examiner should be able to respond pos-
itively to the following questions:
• Banking organizations acting asagents
in the sale of federal funds1

— Has this form of activity been ap-
proved by the board of directors?

— Are the bank’s individual agency
arrangements and transactions:
• supported by written agency
agreements, and

• reviewed and approved by appro-
priate officers?

— Do the written agency agreements
that support this activity include
provisions indicating that (a nega-
tive answer may indicate that the
bank is not in fact an agent):
• the agent bank will be actingon
behalf of the original or princi-
pal seller of federal funds
(‘‘seller’’) in conducting these
activities and not on the agent
bank’s own behalf?

• the agency relationship will be
fully disclosed to all banks
involved in the transactions?

• the seller, and not the agent bank,
must retain legal title to the fed-
eral funds before they are sold to
a third party bank?

• the seller, and not the agent bank,
bears the risk of loss?

• the agent bank’s authority in sell-
ing federal funds and in account-
ing for this activity to the seller
should be controlled by the seller
or by standards to which it has
agreed? To implement this, does
the agreement or its attachments
include the following seller-
approved items:
1. lists of banks to whom the

agent may sell federal funds,2

and

2. limits on the amounts that
can be sold to these banks?

— Does the agent have a written opin-
ion from its legal counsel as to the
bona fide nature of the agency
relationship?

— Does the accounting and reporting
system of the agent bankenableit
to account for the federal funds
transactions on a period basis (i.e.,
at least weekly) to the sellers?
(Although more frequent account-
ing may not be required by the
sellers, the agent on any day should
have the capacity to identify for the
seller the banks to whom the sell-
er’s funds have been sold.)

— Does the agent’s accounting sys-
tem identifyeach bankwhich has
purchased federal funds from a
particular seller bank and include
(at least) the following information
for each bankin which the funds
are being invested?3
• information to clearly identify
the name and location of the
bank (or other entity)

• amount of federal funds sold and
amount of interest earned

• terms of transaction, and matu-
rity date

• lending limits agreed to
— Does the agent bank actually dis-

close to banks or other organiza-
tions that are part of these agency-
based transactions that it is acting
as agent?

— Is the agent bank’s compensation
in the form of a predetermined fee
schedule or percentage rate based,
for example, on the size of trans-
actions, as opposed to compensa-
tion in the form of a spread over
the rate that it pays to the seller
bank? (If the agent bank’s compen-
sation is in the form of a spread
over the rate it pays to the selling
bank, this situation would appear
to be more akin to acting as an
intermediary and suggests that the

1. Although it is conceivable that a purchaser could engage
an agent toobtain federal funds on its behalf, these guidelines
focus primarily on situations where the seller has engaged an
agent to sell federal funds on its behalf because the associated
risks of such transactions are borne by the sellers and their
agents.
2. Seller banks could conceivably design their lists of

approved banks to encompass a large number of financially
sound institutions and still be considered to be fulfilling this
supervisory requirement.

3. The entities referred to as ‘‘ultimate purchasers’’ or
‘‘ultimate borrowers’’ are those that have theresponsibility to
repaythe original seller bank, and not any intervening agents
that may pass on the federal funds to these purchasers.
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transactions should be reported on
its balance sheet.)

• Banking organizations that are in-
volved in agency-based federal funds
relationships assellers
— Does the bank support its trans-

actions with written agency
agreements?

— Does the seller bank evaluate the
credit worthiness of the ultimate
borrowers of federal funds and
establish limits for each and are
these limits periodically reviewed
at least every six months?3,4

— Does the bank periodically (i.e., at
least weekly) receive an account-
ing from the agent which includes
the following information foreach
bank to whom the seller bank’s
federal funds were sold?
• information to identify name and
location of bank

• amount of federal funds sold and
interest earned

• federal funds sales limits agreed
to (if the seller bank is a
principal)

— Is the bank’s management and
board of directors aware of and
have they approved the agency
relationship?

• Do internal and/or external auditors
periodically review the policies, proce-
dures, and internal controls associated
with this activity and the activity’s
impact on the earnings and financial
condition of the banking organization?
Is their evaluation reported to manage-
ment? (Applies to banks acting as
agentsin the sale of federal funds,and
those banks involved assellers of
federal funds.)

• In addition to the items considered
above, the examiner should determine
what the impact of these transactions
has been on the bank’s earnings and
financial condition. If the impact has
been negative, or if the answer to any
of the above questions is negative, the

examiner should discuss these matters
with bank management and seek reme-
dial action.

14. Analyze the effectiveness of operational
controls by reviewing recent cancellations
and fail items that are a week or more
beyond settlement date and determine:
a. The amount of extended fails.
b. The planned disposition of extended fails.
c. If the control system allows a timely,

productive follow-up on unresolved fails.
d. The reasons for cancellations.
e. The planned disposition of securities that

have been inventoried prior to the recog-
nition of a fail or a cancellation.

15. Determine compliance with applicable laws,
rulings, and regulations by performing the
following for:
a. 12 CFR 1.3—Eligible Securities:

• Review inventory schedules of under-
writing and trading accounts and
determine if issues whose par value is
in excess of 10 percent of the bank’s
captial and unimpaired surplus are
type I securities.

• Determine that the total par value of
type II investments does not exceed
10 percent of the bank’s capital and
unimpaired surplus, based on the
combination of holdings and perma-
nent portfolio positions in the same
securities.

• Elicit management’s comments and
review underwriting records on direct
placement of type III securities, and
determine if the bank is dealing in
type III securities for its own account
by ascertaining if direct placement
issues have been placed in own bank
or affiliated investment portfolios or if
underwriting proceeds were used to
reduce affiliate loans.

b. Section 23A of the Federal Reserve Act
(12 USC 371(c) and 375)—Preferential
Treatment: Obtain a list of domestic
affiliate relationships and a list of direc-
tors and principal officers and their busi-
ness interests from appropriate examin-
ers and determine whether transactions,
include securities clearance services,
involving affiliates, insiders or their
interests are on terms less favorable to
the bank than those transactions involv-
ing unrelated parties.

c. Regulation D (12 CFR 204.2)—Due Bills:

4. This requirement is intended to mean that seller banks
should conduct the type of credit analysis that would be
considered reasonable and prudent for a direct federal funds
activity (i.e., those federal funds activities not conducted
through agents).
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• Review outstanding due bills and
determine if:
— The customer was informed that a

due bill would be issued instead of
the purchased security.

— Safekeeping receipts are sent to
safekeeping customers only after
the purchased security has been
delivered.

• Review due bills outstanding over three
business days and determine if they are
collateralized or properly reserved.

• Review collateralized due bills and
determine if the liability is secured by
securities of the same type and of
comparable maturity and with a mar-
ket value at least equal to that of the
security that is the subject of the due
bill.

d. Regulation H (12 CFR 208.8(k))—
Recordkeeping and Confirmation Re-
quirements:If the bank effects securities
transactions at the direction and for the
account of customers, determine if it is
in compliance with this regulation by
substantiating Internal Control questions
24–35.

16. Test for unsafe and unsound practices and
possible violations of the Securities
Exchange Act of 1934 by:
a. Reviewing customer account schedules

of own bank and affiliated bank perma-
nent portfolios, trusts, other broker-
dealers, employees of own or other banks
and other broker-dealers. Use an appro-
priate technique to select transactions
and compare trade prices to indepen-
dently established market prices as of the
date of trade.

b. Reviewing transactions, including U.S.
government tender offer subscription
files, involving employees and directors
of own or other banks and determine if
the funds used in the transactions were
misused bank funds or the proceeds of
reciprocal or preferential loans.

c. Reviewing sales to affiliated companies
to determine that the sold securities were
not subsequently repurchased at an addi-
tional mark-up and that gains were not
recognized a second time.

d. Reviewing commercial paper sales jour-

nals or confirmations to determine if the
bank sells affiliate commercial paper. If
so, determine if:
• The bank sells affiliate-issued commer-
cial paper to institutions and finan-
cially sophisticated individuals only.

• Sales are generally denominated in
amounts of $25,000 or more.

• Each sale confirmation discloses that
the affiliate-issued commercial paper
is not an insured bank deposit.

e. Reviewing securities position records and
customer ledgers with respect to large
volume repetitive purchase and sales
transactions and:
• Independently testing market prices of
significant transactions which involve
the purchase and resale of the same
security to the same or related parties.

• Investigating the purchase of large
blocks of securities from dealer firms
just prior to month end and their sub-
sequent resale to the same firm just
after the beginning of the next month.

f. Reviewing lists of approved dealer firms
and determining that the approval of any
firm that handles a significant volume
of agency transactions is based on
competitive factors rather than deposit
relationships.

g. Reviewing customer complaint files
and determining the reasons for such
complaints.

17. Discuss with an appropriate officer and
prepare report comments concerning:
a. The soundness of trading objectives, pol-

icies and practices.
b. The degree of legal and market risk

assumed by trading operations.
c. The effectiveness of analytical, reporting

and control systems.
d. Violations of law.
e. Internal control deficiencies.
f. Apparent or potential conflicts of interest.
g. Other matters of significance.

18. Reach a conclusion regarding the quality of
department management and state your
conclusions on the management brief pro-
vided by the examiner assigned ‘‘Manage-
ment Assessment.’’

19. Update workpapers with any information
that will facilitate future examinations.
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Bank Dealer Activities
Internal Control Questionnaire
Effective date December 1985 Section 2030.4

Review the bank’s internal controls, policies,
practices and procedures regarding bank dealer
activities. The bank’s system should be docu-
mented in a complete, concise manner and
should include, where appropriate, narrative
descriptions, flowcharts, copies of forms used
and other pertinent information. Items marked
with an asterisk require substantiation by obser-
vation or testing.
This section applies to all bank dealer activ-

ities except those involving municipal securi-
ties, which are reviewed as part of a separate and
distinct Municipal Bond Dealer Examination.

SECURITIES UNDERWRITING
TRADING POLICIES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten securities underwriting/trading policies
that:
a. Outline objectives?
b. Establish limits and/or guidelines for:

• Price mark-ups?
• Quality of issues?
• Maturity of issues?
• Inventory positions (including when
issued (WI) positions)?

• Amounts of unrealized loss on inven-
tory positions?

• Length of time an issue will be car-
ried in inventory?

• Amounts of individual trades or
underwriter interests?

• Acceptability of brokers and syndi-
cate partners?

c. Recognize possible conflicts of interest
and establish appropriate procedures
regarding:
• Deposit and service relationships with
municipalities whose issues have
underwriting links to the trading
department?

• Deposit relationships with securities
firms handling significant volumes of
agency transactions or syndicate
participations?

• Transfers made between trading
account inventory and investment
portfolio(s)?

• The bank’s trust department acting as
trustee, paying agent, and transfer
agent for issues which have an under-
writing relationship with the trading
department?

d. State procedures for periodic, monthly
or quarterly, valuation of trading inven-
tories to market value or to the lower of
cost or market price?

e. State procedures for periodic indepen-
dent verification of valuations of the
trading inventories?

f. Outline methods of internal review and
reporting by department supervisors and
internal auditors to insure compliance
with established policy?

g. Identify permissible types of securities?

h. Ensure compliance with the rules of fair
practice that:

• Prohibit any deceptive, dishonest or
unfair practice?

• Adopt formal suitability checklists?

• Monitor gifts and gratuities?

• Prohibit materially false or mislead-
ing advertisements?

• Adopt a system to determine the
existence of possible control
relationships?

• Prohibit the use of confidential, non-
public information without written
approval of the affected parties?

• Prohibit improper use of funds held
on another’s behalf?

• Allocate responsibility for transac-
tions with own employees and em-
ployees of other dealers?

• Require disclosure on all new issues?

i. Provide for exceptions to standard
policy?

2. Are the underwriting/trading policies
reviewed at least quarterly by the board to
determine their adequacy in light of chang-
ing conditions?

3. Is there a periodic review by the board to
assure that the underwriting/trading depart-
ment is in compliance with its policies?
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OFFSETTING RESALE AND
REPURCHASE TRANSACTIONS

4. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten offsetting repurchase transaction poli-
cies that:
a. Limit the aggregate amount of offset-

ting repurchase transactions?
b. Limit the amounts in unmatched or

extended (over 30 days) maturity
transactions?

c. Determine maximum time gaps for
unmatched maturity transactions?

d. Determine minimumly acceptable
interest rate spreads for various matu-
rity transactions.

e. Determine the maximum amount of
funds to be extended to any single or
related firms through reverse re-po
transactions, involving unsold (through
forward sales) securities?

f. Require firms involved in reverse re-po
transactions to submit corporate resolu-
tions stating the names and limits of
individuals, who are authorized to
commit the firm?

g. Require submission of current financial
information by firms involved in
reverse re-po transactions?

h. Provide for periodic credit reviews and
approvals for firms involved in reverse
re-po transactions?

i. Specify types of acceptable offsetting
repurchase transaction collateral (if so,
indicate type ).

5. Are written collateral control procedures
designed so that:
a. Collateral assignment forms are used?
b. Collateral assignments of registered

securities are accompanied by powers
of attorney signed by the registered
owner?
• Registered securities are registered in
bank or bank’s nominee name when
they are assigned as collateral for
extended maturity (over 30 days)
reverse re-po transactions?

c. Funds are not disbursed until reverse
re-po collateral is delivered into the
physical custody of the bank or an
independent safekeeping agent?

d. Funds are only advanced against pre-

determined collateral margins or
discounts?
• If so, indicate margin or discount
percentage .

e. Collateral margins or discounts are
predicated upon:
• The type of security pledged as
collateral?

• Maturity of collateral?
• Historic and anticipated price volatil-
ity of the collateral?

• Maturi ty of the reverse re-po
agreements?

f. Maintenance agreements are required
to support predetermined collateral
margin or discount?

g. Maintenance agreements are structured
to allow margin calls in the event of
collateral price declines?

h. Collateral market value is frequently
checked to determine compliance with
margin and maintenance requirements
(if so, indicate frequency )?

CUSTODY AND MOVEMENT OF
SECURITIES

*6. Are the bank’s procedures such that per-
sons do not have sole custody of securities
in that:
a. They do not have sole physical access

to securities?
b. They do not prepare disposal docu-

ments that are not also approved by
authorized persons?

c. For the security custodian, supporting
disposal documents are examined or
adequately tested by a second
custodian?

d. No person authorizes more than one of
the following transactions: execution of
trades, receipt and delivery of securi-
ties, and collection or disbursement
of payment?

7. Are securities physically safeguarded to
prevent loss, unauthorized disposal or use?
And:
a. Are negotiable securities kept under

dual control?
b. Are securities counted frequently, on a

surprise basis, reconciled to the securi-
ties record, and the results of such
counts reported to management?
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c. Does the bank periodically test for
compliance with provisions of its insur-
ance policies regarding custody of
securities?

d. For securities in the custody of others:
• Are custody statements agreed peri-
odically to position ledgers and
any differences followed up to a
conclusion?

• Are statements received from brokers
and other dealers reconciled promptly,
and any differences followed up to a
conclusion?

• Are positions for which no statements
are received confirmed periodically,
and stale items followed up to a
conclusion?

8. Are trading account securities segregated
from other bank owned securities or secu-
rities held in safekeeping for customers?

*9. Is access to the trading securities vault
restricted to authorized employees?

10. Do withdrawal authorizations require
countersignature to indicate security count
verifications?

11. Is registered mail used for mailing securi-
ties, and are adequate receipt files main-
tained for such mailings (if registered mail
is used for some but not all mailings,
indicate criteria and reasons)?

12. Are prenumbered forms used to control
securit ies trades, movements and
payments?

13. If so, is numerical control of prenumbered
forms accounted for periodically by per-
sons independent of those activities?

14. Do alterations to forms governing the
trade, movement, and payment of securi-
ties require:
*a. Signature of the authorizing party?
b. Use of a change of instruction form?

15. With respect to negotiability of registered
securities:
a. Are securities kept in non-negotiable

form whenever possible?
b. Are all securities received, and not

immediately delivered, transferred to
the name of the bank or its nominee and
kept in non-negotiable form whenever
possible?

c. Are securities received checked for nego-
tiability (endorsements, signature, guar-
antee, legal opinion, etc.) and for com-
pleteness (coupons,warrants, etc.) before
they are placed in the vault?

RECORDS MAINTENANCE

16. Does the bank maintain:
a. Order tickets which include:

• Capacity as principal or agent?
• If order is firm or conditional?
• Terms, conditions or instructions and
modifications?

• Type of transaction (purchase or sale)?
• Execution price?
• Description of security?
• Date and time of order receipt?
• Date and time of execution?
• Dealer’s or customer’s name?
• Delivery and payment instructions?
• Terms, conditions, date and time of
cancellation of an agency order?

b. Customer confirmations:
• Bank dealer’s name, address and
phone number?

• Customer’s name?
• Designation of whether transaction
was a purchase from or sale to the
customer?

• Par value of securities?
• Description of securities, including at
a minimum:
— Name of issuer?
— Interest rate?
— Maturity date?
— Designation, if securities are sub-

ject to limited tax?
— Subject to redemption prior to

maturity (callable)?
— Designation, if revenue bonds and

the type of revenue?
— The name of any company or

person in addition to the issuer
who is obligated, directly or indi-
rectly, to pay debt service on
revenue bonds? (In the case of
more than one such obligor, the
phrase ‘‘multiple obligors’’ will
suffice.)

— Dated date, if it affects price or
interest calculations?

— First interest payment date, if other
than semi-annual?

— Designation, if securities are
‘‘fully registered’’ or ‘‘registered
as principal’’?

— Designation, if securities are
‘‘pre-refunded’’?
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— Designation, if securities have
been ‘‘called,’’ maturity date fixed
by call notice and amount of call
price?

— Denominations of bearer bonds,
if other than denominations of
$1,000 and $5,000 par value?

— Denominations of registered
bonds, if other than multiples of
$1,000 par value up to $100,000
par value?

— Denominations of municipal
notes?

• Trade date and time of execution, or a
statement that time of execution will
be furnished upon written request of
the customer?

• Settlement date?
• Yield and dollar price? Only the dol-
lar price need to be shown for secu-
rities traded at par.
— For transactions in callable secu-

rities effected on a yield basis, the
resulting price calculated to the
lowest of price to call premium,
par option (callable at par) or to
maturity, and if priced to pre-
mium call or par option, a state-
ment to that effect and the call or
option date and price used in the
calculation?

• Amount of accrued interest?
• Extended principal amount?
• Total dollar amount of transaction?
• The capacity in which the bank dealer
effected the transaction:
— As principal for own account?
— As agent for customer?
— As agent for a person other than

the customer?
— As agent for both the customer

and another person (dual agent)?
• If a transaction is effected as agent for
the customer or as dual agent:
— Either the name of the contra-

party or a statement that the in-
formation will be furnished upon
request?

— The source and amount of any
commission or other remunera-
tion to the bank dealer?

• Payment and delivery instructions?
• Special instructions, such as:
— ‘‘Ex-legal’’ (traded without legal

opinion)?

— ‘‘Flat’’ (traded without interest)?
— ‘‘In default’’ as to principal or

interest?
c. Dealer confirmations:

• Bank dealer’s name, address and tele-
phone number?

• Contra-party identification?
• Designation of purchase from or sale
to?

• Par value of securities?
• Description of securities, including at
a minimum:
— Name of issuer?
— Interest rate?
— Maturity date?
— Designation, if securities are lim-

ited tax?
— Subject to redemption prior to

maturity (callable)?
— Designation, if revenue bonds and

the type of revenue?
— Dated date, if it affects price or

interest calculations?
— First interest payment date, if other

than semi-annual?
— Designation, if securities are

‘‘fully registered’’ or ‘‘registered
as principal’’?

— Designation, if securities are
‘‘pre-refunded’’?

— Designation, if securities have
been ‘‘called,’’ maturity date fixed
by call notice and amount of call
price?

— Denominations of bearer bonds,
if other than denominations of
$1,000 and $5,000 par value?

— Denominations of registered
bonds, if other than multiples of
$1,000 par value up to $100,000
par value?

• CUSIP number, if assigned (effective
January 1, 1979)?

• Trade date?
• Settlement date?
• Yield to maturity and resulting dollar
price? Only the dollar price need be
shown for securities traded at par or
on a dollar basis.
— For transactions in callable secu-

rities effected on a yield basis, the
resulting price calculated to the
lowest of price to call premium,
par option (callable at par) or to
maturity?
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— If applicable, the fact that securi-
ties are priced to premium call or
par option and the call or option
date and price used in the
calculation?

• Amount of accrued interest?
• Extended principal amount?
• Total dollar amount of transaction?
• Payment and delivery instructions?
• Special instructions, such as:
— ‘‘Ex-legal’’ (traded without legal

opinion)?
— ‘‘Flat’’ (traded without interest)?
— ‘‘In default’’ as to principal or

interest?
d. Purchase and sale journals or blotters

which include:
• Trade date?
• Description of securities?
• Aggregate par value?
• Unit dollar price or yield?
• Aggregate trade price?
• Accrued interest?
• Name of buyer or seller?
• Name of party received from or
delivered to?

• Bond or note numbers?
• Indication if securities are in regis-
tered form?

• Receipts or disbursements of cash?
• Specific designation of ‘‘when issued’’
transactions?

• Transaction or confirmation numbers
recorded in consecutive sequence to
insure that transactions are not
omitted?

• Other references to documents of orig-
inal entry?

e. Short sale ledgers which include:
• Sale price?
• Settlement date?
• Present market value?
• Basis point spread?
• Description of collateral?
• Cost of collateral or cost to acquire
collateral?

• Carrying charges?
f. Security position ledgers, showing sep-

arately for each security positioned for
the bank’s own account:
• Description of the security?
• Posting date (either trade or settle-
ment date, provided posting date is
consistent with other records of orig-
inal entry)?

• Aggregate par value?
• Cost?
• Average cost?
• Location?
• Count differences classified by the
date on which they were discovered?

g. Securities transfer or validation ledgers
which include:
• Address where securities were sent?
• Date sent?
• Description of security?
• Aggregate par value?
• If registered securities:
— Present name of record?
— New name to be registered?

• Old certificate or note numbers?
• New certificate or note numbers?
• Date returned?

h. Securities received and delivered jour-
nals or tickets which include:
• Date of receipt or delivery?
• Name of sender and receiver?
• Description of security?
• Aggregate par value?
• Trade and settlement dates?
• Certificate numbers?

i. Cash or wire transfer receipt and dis-
bursement tickets which include:
• Draft or check numbers?
• Customer accounts debited or
credited?

• Notation of the original entry item
that initiated the transaction?

j. Cash or wire transfer journals which
additionally include:
• Draft or check reconcilements?
• Daily totals of cash debits and
credits?

• Daily proofs?
k. Fail ledgers which include:

• Description of security?
• Aggregate par value?
• Price?
• Fail date?
• Date included on fail ledger?
• Customer or dealer name?
• Resolution date?
• A distinction between a customer and
a dealer fail?

• Follow-up detail regarding efforts to
resolve the fail?

l. Securities borrowed and loaned ledgers
which include:
• Date of transaction?
• Description of securities?
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• Aggregate par value?
• Market value of securities?
• Contra-party name?
• Value at which security was loaned?
• Date returned?
• Description of collateral?
• Aggregate par value of collateral?
• Market value of collateral?
• Collateral safekeeping location?
• Dates of periodic valuations?

m.Records concerning written or oral put
options, guarantee and repurchase agree-
ments which include:
• Description of the securities?
• Aggregate par value?
• Terms and conditions of the option,
agreement or guarantee?

n. Customer account information which
includes:
• Customer’s name and residence or
principal business address?

• Whether customer is of legal age?
• Occupation?
• Name and address of employer? And:
— Whether customer is employed

by a securities broker or dealer or
by a municipal securities dealer?

• Name and address of beneficial owner
or owners of the account if other than
customer? And:
— Whether transactions are con-

firmed with such owner or
owners?

• Name and address of person(s) autho-
rized to transact business for a corpo-
rate, partnership or trusteed account?
And:
— Copy of powers of attorney, res-

olutions or other evidence of
authority to effect transactions for
such an account?

• With respect to borrowing or pledg-
ing securities held for the accounts of
customers:
— Written authorization from the

customer authorizing such
activities?

• Customer complaints including:
— Records of all written customer

complaints?
— Record of actions taken concern-

ing those complaints?
o. Customer and the bank dealer’s own

account ledgers which include:
• All purchases and sales of securities?

• All receipts and deliveries of
securities?

• All receipts and disbursements of
cash?

• All other charges or credits?
p. Records of syndicates’ joint accounts or

similar accounts formed for the pur-
chase of municipal securities which
include:
• Underwriter agreements? And:
— Description of the security?
— Aggregate par value of the issue?

• Syndicate or selling group agree-
ments? And:
— Participants’ names and percent-

ages of interest?
— Terms and conditions governing

the formation and operation of the
syndicate?

— Date of closing of the syndicate
account?

— Reconcilement of syndicate prof-
its and expenses?

• Additional requirements for syndi-
cate or underwriting managers which
include:
— All orders received for the pur-

chase of securities from the syn-
dicate or account, except bids at
other than the syndicate price?

— All allotments of securities and
the price at which sold?

— Date of settlement with the
issuer?

— Date and amount of any good
faith deposit made with the
issuer?

q. Files which include:
• Advertising and sales literature
• Prospectus delivery information?

r. Internal supervisory records which
include:
• Account reconcilement and follow-
up?

• Profit analysis by trader?
• Sales production reports?
• Periodic open position reports com-
puted on a trade date or when issued
basis?

• Reports of own bank credit exten-
sions used to finance the sale of
trading account securities?
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PURCHASE AND SALES
TRANSACTIONS

17. Are all transactions promptly confirmed in
writing to the actual customers or dealers?

18. Are confirmations compared or adequately
tested to purchase and sales memoranda
and reports of execution of orders, and any
differences investigated and corrected
(including approval by a designated respon-
sible employee)?
a. Are confirmations and purchase and

sale memoranda checked or adequately
tested for computation and terms by a
second individual?

19. Are comparisons received from other deal-
ers or brokers compared with confirma-
tions, and any differences promptly
investigated?
a. Are comparisons approved by a desig-

nated individual (if so, give name
)?

CUSTOMER AND DEALER
ACCOUNTS

20. Do account bookkeepers periodically trans-
fer to different account sections or other-
wise rotate posting assignments?

21. Are letters mailed to customers requesting
confirmation of changes of address?

22. Are separate customer account ledgers
maintained for:
• Employees?
• Affiliates?
• Own bank’s trust accounts?

23. Are customer inquiries and complaints
handled exclusively by designated individ-
uals who have no incompatible duties?

RECORDKEEPING AND
CONFIRMATION REQUIREMENTS
FOR CUSTOMER SECURITIES
TRANSACTIONS
(REGULATION H)

24. Are chronological records of original entry
containing an itemized daily record of
all purchases and sales of securities
maintained?

25. Do the original entry records reflect:

a. The account or customer for which
each such transaction was effected?

b. The description of the securities?
c. The unit and aggregate purchase or sale

price (if any)?
d. The trade date?
e. The name or other designation of the

broker-dealer or other person from
whom purchased or to whom sold?

If the bank has had an average of 200 or
more securities transactions per year for
customers over the prior three-calendar-
year period, exclusive of transactions in
U.S. government and federal agency obli-
gations, answer questions 26, 27 and 28.

26. Does the bank maintain account records
for each customer which reflect:
a. All purchases and sales of securities?
b. All receipts and deliveries of securities?
c. All receipts and disbursements of cash

for transactions in securities for such
account?

d. All other debits and credits pertaining
to transactions in securities?

27. Does the bank maintain a separate memo-
randum (order ticket) of each order to
purchase or sell securities (whether exe-
cuted or cancelled) which includes:
a. The account(s) for which the transac-

tion was effected?
b. Whether the transaction was a market

order, limit order, or subject to special
instructions?

c. The time the order was received by the
trader or other bank employee respon-
sible for affecting the transaction?

d. The time the order was placed with the
broker-dealer, or if there was no broker-
dealer, the time the order was executed
or cancelled?

e. The price at which the order was
executed?

f. The broker-dealer used?
28. Does the bank maintain a record of all

broker-dealers selected by the bank to
effect securities transactionsand theamount
of commissions paid or allocated to each
such broker during the calendar year?

29. Does the bank, subsequent to effecting a
securities transaction for a customer, mail
or otherwise furnish to such customer
either a copy of the confirmation of a
broker-dealer relating to the securities
transaction or a written trade confirmation
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of a broker-dealer relating to the securities
transaction or a written trade confirmation
prepared by the bank?

30. If customer notification is provided by
furnishing the customer with a copy of the
confirmation of a broker-dealer relating to
the transaction, and if the bank is to
receive remuneration from the customer or
any other source in connection with the
transaction, and the remuneration is not
determined pursuant to a written agree-
ment between the bank and the customer,
does the bank also provide a statement of
the source and amount of any remunera-
tion to be received?

31. If customer notification is provided by
furnishing the customer with a trade con-
firmation prepared by the bank, does the
confirmation disclose:
a. The name of the bank?
b. The name of the customer?
c. Whether the bank is acting as agent for

such customer, as principal for its own
account, or in any other capacity?

d. The date of execution and a statement
that the time of execution will be fur-
nished within a reasonable time upon
written request of such customer?

e. The identity, price and number of shares
of units (or principal amount in the case
of debt securities) of such securities
purchased or sold by such customer?

32. For transactions which the bank effects in
the capacity of agent, does the bank, in
addition to the above, disclose:
a. The amount of any remuneration

received or to be received, directly or
indirectly, by any broker-dealer from
such customer in connection with the
transaction?

b. The amount of any remuneration
received or to be received by the bank
from the customer and the source and
amount of any other remuneration to be
received by the bank in connection with
the transaction, unless remuneration
is determined pursuant to a written
agreement between the bank and the
customer?

c. The name of the broker-dealer used.
Where there is no broker-dealer, the
name of the person from whom the
security was purchased or to whom it
was sold, or the fact that such informa-

tion will be furnished within a reason-
able time upon written request?

33. Does the bank maintain the above records
and evidence of proper notification for a
period of at least three years?

34. Does the bank furnish the written notifica-
tion described above within five business
days from the date of the transaction, or if
a broker-dealer is used, within five busi-
ness days from the receipt by the bank of
the broker-dealer’s confirmation? If not,
does the bank use one of the alternative
procedures described in Regulation H?

35. Unless specifically exempted in Regula-
tion H, does the bank have established
written policies and procedures ensuring:
a. That bank officers and employees who

make investment recommendations or
decisions for the accounts of customers,
who particpate in the determination of
such recommendations or decisions, or
who, in connection with their duties,
obtain information concerning which
securities are being purchased or sold
or recommended for such action, report
to the bank, within 10 days after the end
of the calendar quarter, all transactions
in securities made by them or on their
behalf, either at the bank or elsewhere
in which they have a beneficial interest
(subject to certain exemptions)?

b. That in the above required report the
bank officers and employees identify
the securities purchased or sold and
indicate the dates of the transactions
and whether the transactions were pur-
chases or sales?

c. The assignment of responsibility for
supervision of all officers or employees
who (1) transmit orders to or place
orders with broker-dealers, or (2) exe-
cute transactions in securities for
customers?

d. The fair and equitable allocation of
securities and prices to accounts when
orders for the same security are re-
ceived at approximately the same time
and are placed for execution either
individually or in combination?

e. Where applicable, and where permissi-
ble under local law, the crossing of buy
and sell orders on a fair and equitable
basis to the parties to the transaction?
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OTHER

36. Are the preparation, additions, and posting
of subsidiary records performed and/or
adequately reviewed by persons who do
not also have sole custody of securities?

37. Are subsidiary records reconciled, at least
monthly, to the appropriate general ledger
accounts and are reconciling items ade-
quately investigated by persons who do
not also have sole custody of securities?

38. Are fails to receive and deliver under a
separate general ledger control?
a. Are fail accounts periodically recon-

ciled to the general ledger, and any
di fferences fo l lowed up to a
conclusion?

b. Are periodic aging schedules prepared
(if so, indicate frequency )?

c. Are stale fail items confirmed and fol-
lowed up to a conclusion?

d. Are stale items valued periodically and,
if any potential loss is indicated, is a
particular effort made to clear such
items or to protect the bank from loss
by other means?

39. With respect to securities loaned and bor-
rowed positions:

a. Are details periodically reconciled to
the general ledger, and any differences
followed up to a conclusion?

b. Are positions confirmed periodically (if
so, indicate frequency )?

40. Is the compensation of all department
employees limited to salary and a non-
departmentalized bonus or incentive plan?
a. Are sales representatives’ incentive pro-

grams based on sales volume and not
department income?

CONCLUSION

41. Is the foregoing information an adequate
basis for evaluating internal control in that
there are no significant deficiencies in
areas not covered in this questionnaire that
impair any controls? Explain negative
answers briefly, and indicate any addi-
tional examination procedures deemed
necessary.

42. Based on a composite evaluation, as evi-
denced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate).
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Loan Portfolio Management
Effective date April 2015 Section 2040.1

WHAT’S NEW IN THIS REVISED
SECTION?

Effective April 2015, this section is revised to
include interagency “Guidance on Private Stu-
dent Loans with Graduated Repayment Terms at
Origination.” Refer to SR-15-2/CA-15-1.

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

• 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

• 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;
• 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
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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
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
‘‘Internal Loan Review’’ subsection for the
requirements of a loan-review program.)
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 Losses1 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-

1. See section 2070.1 (SR-06-17) and section 2072.1 (SR-
01-17).
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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
to new extensions of credit that are underwritten
in a sound manner. (See section 2050 for further
details.)

Consumer and equal credit opportunity laws.
Compliance with the many consumer-related
laws, regulations, rulings, interpretations, and
policy statements 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 regula-
tion prohibits creditors from discriminating
against loan applicants on the basis of age, race,
color, religion, national origin, sex, marital sta-
tus, or receipt of income from public assistance
programs. As additional prohibitions are added
under the regulation, they should be incorpo-
rated into the policy statement. 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
borrower’s business or occupation; (2) docu-
ment the borrower’s past and current financial
condition; (3) state the purposes of all loans
granted to the borrower, the sources of repay-
ment, and the repayment programs; and (4) iden-
tify the collateral 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
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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
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
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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.

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. At a minimum, interest rates on
loans must 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. Policymakers must know these costs
before establishing rates. 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. If 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.
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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
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 sections 2090 and 2100 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. In a
tying arrangement, the extension of credit, pro-
vision of a service, or consideration for credit or
service generally is varied or conditioned upon a
customer’s obtaining or providing some addi-
tional product or service from or to the bank or
an affiliate. Section 106(b) 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. Certain tying
arrangements are permissible when the two
products tied are loans, deposits, or trust ser-
vices available from the same bank or when the
Board has determined that a particular tying
arrangement is permissible.2 To the extent pos-
sible, examiners should ascertain that member
banks have not extended credit voluntarily or
involuntarily based on impermissible 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

2. See SR-95-32.

2040.1 Loan Portfolio Management

April 2015 Commercial Bank Examination Manual

Page 6



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
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—

• dependence on very rapid growth in a
borrower’s revenue as the ‘‘most likely’’
case;

• 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. 2a

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

• 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-

2a. 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’’; SR-99-22,
‘‘Joint Interagency Letter on the Loan Loss Allowance’’; and
SR-99-18, ‘‘Assessing Capital Adequacy in Relation to Risk at
Large Banking Organizations and Others with Complex Risk
Profiles.’’ As discussed therein, the Federal Reserve’s guid-
ance on credit-risk management and mitigation covers both
loans and other forms of on- and off-balance-sheet credit
exposure.
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ized appreciation in the value of the firm
can be readily realized if needed

• 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-
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.

2. 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.

3. 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-
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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
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 sec-
tion 4110.1 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

• 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 and SR-94-35.)

• Interagency Guidance on Accounting for Dis-
position of Other Real Estate Owned (See
SR-93-42.)

• 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.)
• 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 2b guidance 2c 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 2d 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

2b. 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.

2c. In implementing this guidance, the agencies will exam-
ine financial institutions consistent with their respective
authorities.

2d. 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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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.

Principles for Private Student Loans
with Graduated Repayment Terms at
Origination

Financial institutions should consider the follow-
ing principles in their policies and procedures
for underwriting private student loans with
graduated repayment terms at origination: 2e

• Ensure orderly repayment. Private student
loans should have defined repayment periods
and promote orderly repayment over the life
of the loans. Graduated repayment terms
should ensure timely loan repayment and be
appropriately calibrated according to reason-
able industry and market standards based on
the amount of debt outstanding. Graduated
repayment terms should avoid negative amor-
tization or balloon payments.

• Avoid payment shock. 2f Graduated repayment
terms should result in monthly payments that
a borrower can meet in a sustained manner
over the life of the loan. Graduated increases
in a borrower’s monthly payment should begin
early in the repayment period and phase in the
amortization of the principal balance to limit
payment shock to the borrower.

• Align payment terms with a borrower’s income.
Graduated repayment terms should be based
on reasonable assumptions about the ability to
repay of the borrower and cosigner, if any.
Lender underwriting should include an assess-
ment of a borrower’s (and, if applicable, a
cosigner’s) ability to repay the highest amor-
tizing payment over the term of the loan.
Graduated repayment terms should not be
structured in a way that could mask delinquen-
cies or defer losses.

• Provide borrowers with clear disclosures.
Financial institutions that offer private student
loans with graduated repayment terms should
provide borrowers with disclosures in compli-
ance with all applicable laws and regulations.
For example, the Truth in Lending Act, as
implemented by Regulation Z, includes spe-
cific private student loan disclosure content
requirements. 2g Ensuring that disclosures
clearly communicate the timing and the
amount of payments facilitates borrowers’
understanding of their loans’ terms and fea-
tures.

• Comply with all applicable federal and state
consumer laws and regulations and reporting
standards. 2h Private student loans with gradu-
ated repayment terms must comply with all
applicable consumer protection laws. These
include, but are not limited to, the Electronic
Fund Transfer Act, the Equal Credit Opportu-
nity Act, federal and state prohibitions against
unfair, deceptive, or abusive acts or practices
(such as section 5 of the Federal Trade Com-
mission Act and sections 1031 and 1036 of the
Dodd-Frank Wall Street Reform and Con-
sumer Protection Act), the Truth in Lending
Act, and the regulations issued pursuant to
those laws.

• Contact borrowers before reset dates. Before
originating private students loans with gradu-
ated repayment terms, financial institutions
should develop processes for contacting bor-
rowers before the start of the repayment period
and before each payment reset date. These
contacts can help establish student debt as a
priority in borrowers’ payment hierarchies 2i

and aid borrowers in responding effectively to
payment increases and other potential repay-
ment challenges.

PROHIBITIONS AGAINST TYING
ARRANGEMENTS

Section 106(b) of the Bank Holding Company
Act Amendments of 1970 (12 USC 1972(b))
generally prohibits a bank from conditioning the
availability or price of one product or service
(the tying product) on a requirement that the

2e. In addition to offering graduated repayment terms at
origination, financial institutions may also offer graduated
repayment terms as well as other types of workout options to
borrowers experiencing financial difficulties, as addressed in
″Banking Agencies Encourage Financial Institutions to Work
with Student Loan Borrowers Experiencing Financial Diffi-
culties,″ issued July 25, 2013.

2f. Payment shock occurs when a borrower experiences a
significant increase in the amount of the monthly payment
after a reset date.

2g. 12 CFR 1026.46 and 12 CFR 1026.47.
2h. Reporting standards include, but are not limited to,

quarterly Consolidated Reports of Condition and Income.
2i. Payment hierarchy refers to the prioritization of a

borrower’s payment obligations.
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customer obtain another product or service (the
tied product) from the bank or an affiliate of the
bank. The central purpose of section 106(b) is to
prevent banks from using their market power in
banking products, including credit, to gain an
unfair competitive advantage in other products.
The restrictions of section 106(b) on banks are
broader than those of the antitrust laws, as no
proof of economic power in the tying-product
(or desired-product) market or anticompetitive
effects in the tied-product market are required
for a violation to occur. Although banks, like
their nonbank competitors, are subject to gen-
eral antitrust prohibitions on tying, section 106
was enacted because Congress concluded that
special restrictions were necessary given the
unique role of banks in the economy.

The intent behind section 106(b) is to affirm
the principles of fair competition by eliminating
the use of tying arrangements that have the
potential to suppress competition. A prohibited
tie-in can occur if a bank (1) varies the consid-
eration (that is, the amount charged) for a bank
product or service (the tying product) on the
condition that a customer obtain another product
or service (the tied product) from the bank or its
affiliate or (2) requires a customer to purchase
another product or service from the bank or any
of its affiliates as a condition for providing a
product or service to the customer.

Section 106(b) of the Bank Holding Company
Act Amendments has five restrictions that are
applicable to banks. The first two restrictions
prohibit conditions constituting traditional tying
arrangements; restrictions three and four pro-
hibit reciprocal-dealing arrangements; and the
fifth, with certain exceptions, prohibits an
exclusive-dealing arrangement. Exempted from
these prohibited conditional transactions are tra-
ditional bank products. Specifically, section
106(b) prohibits a bank, in any manner, from
fixing or varying the consideration for extending
credit, leasing or selling property of any kind, or
furnishing any service on the condition or
requirement that the customer—

• obtain additional credit, property, or service
from the bank, other than a loan, discount,
deposit, or trust service (a traditional bank
product);

• obtain additional credit, property, or service
from the bank’s parent holding company or
other subsidiaries;

• provide additional credit, property, or service
to the bank, other than those related to and

usually provided in connection with a loan,
discount, deposit, or trust service;

• provide additional credit, property, or service
to the bank’s parent holding company or any
of the holding company’s other subsidiaries;
or

• not obtain other credit, property, or service
from the competitors of the bank, the bank’s
parent holding company, or the holding
company’s other subsidiaries, except that the
lending bank may reasonably impose condi-
tions and requirements in a credit transaction
to ensure the soundness of the credit.

As stated above, section 106(b) prohibits
reciprocity arrangements. In a reciprocity
arrangement, a bank conditions the availability
of, or varies the consideration of, one product on
a customer’s provision of another product to the
bank or one of its affiliates. The statutory
prohibition on reciprocity arrangements con-
tains an exception intended to preserve tradi-
tional banking practices. The exception provides
that a bank may condition the availability of a
product or service on a customer’s providing to
the bank some product or service ‘‘related to and
usually provided in connection with’’ a loan,
discount, deposit, or trust service.3

Because a subsidiary of a bank is considered
to be part of the bank for most supervisory and
regulatory purposes under the federal banking
laws, the restrictions in section 106(b) generally
apply to tying arrangements imposed by a sub-
sidiary of a bank in the same manner that the
statute applies to the parent bank itself. Thus, a
subsidiary of a bank is generally prohibited from
conditioning the availability or price of a prod-
uct on a customer’s purchase of another product
from the subsidiary, its parent bank, or any
affiliate of its parent bank. Section 106(b) gen-
erally does not apply to tying arrangements
imposed by a nonbank affiliate of the bank.

Exceptions

Statutory Exception

There is a statutory exception to the anti-tying
restrictions. The statutory traditional-bank-
product exception of section 106(b) permits a

3. The 1997 Regulation Y revisions extended this statutory
exception to cover reciprocity requirements imposed by banks
that require customers to provide a ‘‘usually related’’ product
or service to an affiliate of the bank.
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bank to tie any product to a traditional bank
product (a loan, discount, deposit, or trust ser-
vice) offered by that bank, but not by any
affiliated bank or nonbank. For example, a bank
could condition the use of its messenger service
on a customer’s maintaining a deposit account at
the bank. Section 106(b) also grants the Board
the authority to prescribe exceptions by regula-
tion or order when it determines that an excep-
tion will not be contrary to the purposes of this
section.

Regulatory Exceptions

Traditional-bank-product exception. The
traditional-bank-product exception of Regula-
tion Y (12 CFR 225.7(b)(1)) permits a bank to
extend credit, lease or sell property, provide any
service, or fix or vary its consideration on the
condition that a customer obtain a traditional
bank product (a loan, discount, deposit, or trust
service) from an affiliate of the bank. This
regulatory exception is a limited extension of
the traditional-bank-product exception provided
in section 106(b) and is coextensive with the
statutory exception.

Combined-balance discount. On April 19, 1995
(effective May 26, 1995), the Board issued a
revised rule on the anti-tying provisions of
section 106 of the Bank Holding Company Act
Amendments of 1970.4 The rule established a
combined-balance discount safe harbor for a
banking organization offering varieties of ser-
vices to its customers and wishing to offer them
discounts based on the customers’ overall rela-
tionship with the bank or its holding company
and subsidiaries. A bank may vary the consid-
eration for any product or package of products
based on a customer’s maintaining a combined
minimum balance in certain products specified
by the bank (eligible products)5 if—

• the bank offers deposits, and all such deposits
are eligible products, and

• balances in deposits count at least as much as
nondeposit products toward the minimum
balance.

Board Staff Opinions on Exceptions to the
Anti-tying Restrictions

Offering insurance products in a combined-
balance discount program. A question was raised
as to whether insurance products may be
included among the products offered by a bank
as part of a combined-balance discount program
(eligible products) operated pursuant to the
Board’s safe harbor, if the program otherwise
meets the requirements of the safe harbor. If
insurance products are deemed to be eligible
products, it was also questioned whether the
principal amount of annuity products may be
counted towards the minimum balance, and
whether insurance premiums may be counted
towards the minimum balance for non-annuity
insurance products.

Board staff issued the following response to
the questions: To qualify for the Board’s safe
harbor, all deposits must be eligible products
under the combined-balance discount program,
and deposit balances must be weighed at least as
much as nondeposit products towards the mini-
mum balance.6 The Board’s requirement that
deposit balances be weighed at least as much as
nondeposit products towards the minimum bal-
ance was included in the safe harbor to allow
banks and their affiliates to price products they
include in a combined-balance program in an
economically rational way—while limiting the
bank’s ability to use product weighting to require
the purchase of certain nontraditional products.
This requirement specifically provides for the
inclusion of certain products with values that
could be greater than the typical retail deposit,
while allowing deposits to remain a viable way
for customers to reach the minimum balance.

On this basis, any financial products offered
by a bank or its affiliates, including insurance
products, may be properly included among the
eligible products in that bank’s combined-
balance discount program. The principal amount
of an annuity may be counted in determining the
size of the customer’s balance in eligible prod-
ucts, as may the premiums paid in a given policy

4. With the Board’s approval of the 1997 revisions to
Regulation Y, tie-in prohibitions were eliminated for BHCs
and their nonbank subsidiaries, except when electronic benefit
transfer services are provided. BHCs and their nonbank
subsidiaries are still subject to anti-tying restrictions with
respect to electronic benefit transfer services, as set forth in
7 USC 2016(h)(11).

5. Eligible products under the safe harbor are those ‘‘prod-
ucts specified by the bank’’ as part of the combined-balance
discount program. (See 12 CFR 225.7(b)(2).)

6. As previously noted, eligible products are those ‘‘prod-
ucts specified by the bank’’ as part of the combined-balance
discount program.
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year on non-annuity insurance products. The
principal amount of an annuity is closely analo-
gous to the principal amount of a deposit, as
both represent a customer’s initial cash invest-
ment with the relevant financial institution. Simi-
larly, insurance premiums are money actually
paid by the customer to the insurance underwriter.

Combined-balance discount—Members of a
household or family, taken together, may consti-
tute a ‘‘customer.’’ A BHC’s legal counsel raised
a question as to whether members of a house-
hold or family, taken together, may be consid-
ered a ‘‘customer’’ for purposes of the combined-
balance discount safe harbor set forth in section
225.7(b) of Regulation Y. The BHC desired to
offer its customers discounts on the products and
services of its subsidiary banks if a customer’s
household maintains a specific minimum bal-
ance with its banks and their affiliates. The
minimum balance would be computed by add-
ing the balances held by an individual customer
in products (both bank and nonbank) specified
by the company’s affiliated bank, including
deposits, to balances held in the same products
by all other members of that customer’s house-
hold.

Board staff noted that the safe harbor would
be available only if all deposits are eligible
products under the combined-balance discount
program and deposit balances are weighed at
least as much as nondeposit products towards
the minimum balance. Board staff also noted
that aggregating balances held at the BHC’s
affiliates by members of a family or household
would make it easier for customers to achieve
the minimum balance necessary to receive the
favorable pricing on bank products and services,
and thus appears to be pro-consumer and not
anticompetitive.

Accordingly, Board staff opined in a Novem-
ber 26, 2002, letter that the term customer, as
used in section 225.7(b)(2) of Regulation Y,
may include separate individuals who (1) are all
members of the same immediate family (as
defined in section 225.41(b)(3) of Regulation Y)
and (2) reside at the same address. Staff also
indicated that the program must not be operated
in an anticompetitive manner.

A BHC’s subsidiary banks issuing securities-
based credit can require borrowers to keep the
securities collateral in an account at the BHC’s
broker-dealer affiliate. A BHC’s legal counsel
requested that the Board grant an exception to

the anti-tying prohibitions of section 106 of the
Bank Holding Company Act Amendments of
1970. The exception would allow the subsidiary
banks (the banks) of the BHC to require bor-
rowers whose bank loans are secured with
publicly traded securities to keep those securi-
ties in accounts at the BHC’s broker-dealer
affiliate.

The request stated that the banks often make
loans that are collateralized by marketable secu-
rities, and that these securities are generally held
in accounts at broker-dealers unaffiliated with
the BHC, subject to collateral agreements. The
BHC requested its subsidiary banks be granted
an exception from section 106 that would allow
them to require borrowers to keep securities
pledged as loan collateral from the banks in an
account at a broker-dealer affiliate. The require-
ment would give the BHC more control over the
collateral (for example, to prevent it from being
sold or exchanged for different securities) and
would allow the BHC to monitor the value of
the collateral more closely than when the secu-
rities are held at an unaffiliated institution.

The Board’s August 18, 2003, response to the
request was as follows: Section 106 allows the
banks to require borrowers to place securities
pledged as collateral in trust accounts at the
banks. A specific exception in section 106
allows banks to condition the availability of any
product, including credit, on the customer’s
obtaining a trust service. The BHC preferred,
however, to use the systems for holding and
monitoring securities in brokerage accounts at
its broker-dealer affiliate for reasons based on
cost, efficiency, and improved monitoring. The
banks, it was contended, would receive more
cooperation when inquiring about the status of
securities pledged as collateral from the BHC’s
broker-dealer affiliate than they would receive
from unaffiliated broker-dealers, who have little
incentive to help the banks protect their collateral.

The BHC made the following representations
in support of its request: (1) The banks would
only require the customer to use an account
of the BHC’s broker-dealer affiliate for the
purpose of holding securities that collateralize
a loan from the banks; (2) no securities other
than those pledged as collateral for a loan from
the banks could be held in these accounts; and
(3) securities held in these accounts could not
be traded by the customer without the prior
approval of the BHC’s credit department for
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each trade.7 These restrictions would both pro-
tect the banks’ interest in and the value of the
collateral pledged and ensure that the banks do
not require customers to establish brokerage
accounts for a purpose other than protecting
bank collateral. The BHC proposed to require
the use of affiliated broker-dealer accounts solely
for the purpose of securing and monitoring
collateral pledged for loans extended by the
banks to their account holders.

The Board’s response letter stated that (1) sec-
tion 106 permits this practice when securities
collateralizing a loan are maintained in trust
accounts in the banks or their affiliates or are
otherwise provided to and held by the banks;
(2) the proposal would not appear to give the
BHC any competitive advantage over other
broker-dealers in obtaining general securities
brokerage business from customers; and (3) the
described restrictions would cause the securities
accounts at the broker-dealer to be the func-
tional equivalent of bank trust accounts, in
which the banks currently may require borrow-
ers to place securities used to collateralize loans.
The Board’s response also stated that the Board
continues to evaluate whether the BHC’s pro-
posed program is prohibited by section 106.
Subject to this potential determination, the Board
believed that granting an exception for the
program would not be contrary to the purposes
of section 106. The response noted that the
limitations on when an affiliated broker-dealer
account would be required and how the account
would be used help ensure that the accounts at
the BHC’s broker-dealer affiliate would only be
used to preserve customers’ collateral pledged
for loans and would not be used to gain a
competitive advantage over the broker-dealer
affiliate’s competitors, particularly because a
customer’s ability to trade in the account would
be severely restricted. Accordingly, on this basis,
the Board granted an exception to the restric-
tions of section 106 for the BHC’s proposed
program. Approval of the exception was subject
to the restrictions on the relevant accounts at the
BHC’s broker-dealer affiliate described in the
BHC’s request and in its correspondence, and to
the Board’s potential determination that the
proposed requirement is not in fact subject to
section 106. Any changes in the facts and
representations are to be reported to Board staff.

Bank customers receiving securities-based credit
can be required to hold securities collateral at a
broker-dealer affiliate account. A bank’s exter-
nal legal counsel inquired about the application
of section 106 to certain lending programs
offered by the bank and its broker-dealer affili-
ate. In a letter dated February 2, 2004, Board
staff responded that section 106 does not pro-
hibit a bank from requiring borrowers that
obtain securities-based credit from the bank to
keep the securities collateral in an account at a
bank’s broker-dealer affiliate, so long as the
collateral requirement is limited in scope.

The inquiry stated that the bank and its
broker-dealer affiliate offer securities-based
loans—that is, loans collateralized by securities
or other marketable investment assets
(securities)—subject to the requirement that the
securities collateralizing the loans be kept in
collateral accounts with their broker-dealer
affiliate.8 The inquiry also stated that customers
are (1) not charged for establishing or maintain-
ing the collateral accounts or for transferring
securities to the collateral accounts; (2) not
obligated to trade in the collateral accounts or
any other accounts or to purchase any other
products or services from the bank, its affiliate,
or the broker-dealer affiliate, or any of their
affiliates; (3) not required to maintain any secu-
rities in the collateral accounts beyond those
necessary, in the bank’s credit judgment or that
of its affiliate, as the case may be, to support the
credit extensions;9 (4) required to obtain prior
approval from the bank or its affiliate, as appro-
priate, before withdrawing assets from the col-
lateral accounts; (5) not charged a fee for
effecting such withdrawals; and (6) required to
ensure that the value of the securities in the
collateral account equals or exceeds the lender’s
(the bank or its broker-dealer affiliate) collateral
requirement for the loan on an ongoing basis.

Board staff responded by stating that section
106 generally prohibits a bank from condition-
ing the availablility or price of a product on a

7. The BHC will not give customers permission to trade
generally through these accounts.

8. The inquiry stated that the bank and its broker-dealer
affiliate generally allow customers to trade securities held in
the collateral accounts (however, see footnote 3 of the
response letter) and that the broker-dealer affiliate charges
customers its standard brokerage fee for any trades made by
customers that involve securities held in the collateral accounts.
Customers are also not restricted in their ability to maintain
brokerage accounts with other securities firms not affiliated
with the bank or its affiliate.

9. All securities in the collateral accounts are pledged as
collateral to support the securities-based loans extended by the
bank or its affiliate.
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requirement that the customer obtain another
separate product from, or provide another sepa-
rate product to, the bank or an affiliate of the
bank. Board staff stated that it believed the
securities-based lending programs, when con-
ducted in the manner described in the inquiry
and in the bank’s correspondence with the
Board, are permissible under and consistent
with the purposes of section 106. In support of
this determination, Board staff stated that (1) by
requiring collateral for a securities-based loan,
the bank and its broker-dealer affiliate are not
requiring that the customer obtain any product
separate from the loan itself and (2) the fact that
the bank and its affiliate require the pledged
securities to be held in an account at an affiliate
does not make the collateral or the account a
product separate from the loan that the collateral
secures. The Board’s staff opinion was not
altered by the fact that (1) borrowers are per-
mitted to hold securities in the collateral account
beyond those minimally required to satisfy the
lender’s collateral requirement and to trade
securities in the collateral; 9a (2) a customer must
pay the broker-dealer affiliate its standard bro-
kerage commission if the customer decided to
effect trades in the collateral account; 9b or (3) in
the event that the value of the securities in the
collateral account falls below the lender’s col-
lateral requirement for the related loan, the
customer must eliminate the collateral shortfall.

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
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;

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

• compliance with prescribed management
policies, procedures, applicable laws, 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:

9a. Allowing a customer to trade securities or to place
excess securities in a collateral account underlying a securities-
based loan enhances customer choice without reducing the
integral connection between the loan and the collateral account.
The inquiry represented that the customer is allowed to trade
and deposit excess securities in the account, and the customer
is not required to trade or deposit excess securities. Thus, any
trading in the account or placement of excess securities in the
account is voluntary.

9b. A customer is not required to trade in the account, and
trades effected by the customer in the account generally would
be unrelated to the loan.
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• a board 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

• 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—

• the requirement that loan commitments be in
writing;

• requirements for letters of credit;

• 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 writing.

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-
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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.

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 a register to document
collateral received from and released to borrow-
ers, which should correspond to the actual
collateral being held. Negotiable collateral should
be maintained 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 reviewedbymanagement:

• 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
• credits not in compliance with policies, laws,
or 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

INTERNAL LOAN REVIEW

The internal loan review function should not be
merely an after-the-fact, loan-by-loan review,
but a process to detect weaknesses in the various
levels of an institution’s credit approval and
monitoring system.
The nature of loan review systems may vary

based on an institution’s size, complexity, and
management practices. For example, a loan
review system may include components of a
traditional loan review function that is indepen-
dent of the lending function. Or, it may place
some reliance on loan officers. While the former
method is preferred, reliance on the lending staff
could be appropriate if the loan officers are not
permitted sole discretion to assign credit-quality
ratings. In addition, the term ‘‘loan review
system’’ can refer to various responsibilities
assigned to credit administration, loan adminis-
tration, problem-loan workout, or other areas.
These responsibilities may range from adminis-
tering the internal problem loan–reporting pro-
cess to maintaining the integrity of the credit-
grading process (for example, ensuring that
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changes are made in credit grades as needed)
and coordinating the information necessary to
assess ALLL adequacy. Regardless of the struc-
ture of the loan review function, an effective
system should—

• ensure consistent application of the credit-
grading system,

• promptly and accurately identify loans with
potential or well-defined credit weaknesses
and ensure the development and implementa-
tion of an appropriate action plan to minimize
credit losses,

• project relevant trends that affect the collect-
ibility of the portfolio and isolate potential
problem areas,

• act as an information source concerning emerg-
ing trends in the portfolio and the bank’s area
economy,

• provide senior management and the board of
directors with an objective and timely assess-
ment of the overall quality of the loan portfolio,

• provide essential information to determine the
adequacy of the ALLL,

• assess the adequacy of and adherence to
internal credit policies and loan administra-
tion procedures, and monitor compliance with
relevant laws and regulations,

• ensure that relevant supporting loan documen-
tation has been obtained,

• help develop and revise lending policy and
procedures,

• evaluate the activities of lending personnel,
and

• provide management with accurate and timely
information related to credit quality that can
be used for financial and regulatory reporting
purposes.

Characteristics of Loan Review
Program

To accomplish the preceding loan review objec-
tives effectively, the program must possess the
following components:

• a policy that clearly defines responsibilities of
the loan review function and that communi-
cates directorate and management support to
all personnel involved in the lending function

• a policy that explicitly describes the bank’s
credit-grading system and grading definitions

• the capacity for objective judgment of loan
quality and the autonomy to exercise it

• the freedom to communicate directly, without
fear of reprisal, with senior management and
the bank’s board of directors

• skilled personnel who are experienced in credit
analysis and knowledgeable of sound lending
operations

• training and continuing education resources
for the loan review staff

Credit-Grading Systems

The foundation of any loan review system is
accurate and timely credit grading (also referred
to as risk rating), which involves assessing
credit quality and, ultimately, identifying prob-
lem loans. An effective credit-grading system
provides that the bank’s risk ratings on ‘‘non-
pass’’ credits be updated periodically (at least
quarterly) so that (1) the ALLL is appropriate
for the risk contained in the portfolio and
(2) strategies relative to workout action plans
are up-to-date. Regardless of the type of loan
review system employed, an effective credit-
grading framework generally places primary
reliance on loan officers to identify emerging
loan problems. However, given the importance
and the subjective nature of credit grading, a
loan officer’s judgment on the assignment of a
particular credit grade to a loan should be
subject to review by (1) peers, superiors, or loan
committees; (2) an independent, qualified part-
time or full-time person(s); (3) an internal depart-
ment staffed with credit review specialists; or
(4) outside credit review consultants. A review
of the credit-quality assessment independent of
the lending function is preferred because it
typically provides a more conservative and
realistic assessment of credit quality. Accurate
and timely credit grading is a critical component
of an effective loan review system. Each insti-
tution should ensure that its loan review system
includes the following attributes:

• a formal credit-grading system that can be
reconciled with the framework used by the
federal regulatory agencies10

10. An institution may have a credit-grading system that
differs from the credit-grading framework used by the Federal
Reserve. However, each institution that maintains a credit-
grading system that differs from the Federal Reserve’s frame-
work should maintain documentation that translates its credit-
grading system into the pass/special mention/substandard/
doubtful/loss credit-grading framework used by the Federal
Reserve. This documentation should be sufficient to enable
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• an identification or grouping of loans that
warrants the special attention of management,
with documentation supporting the reasons a
particular loan deserves special attention

• a mechanism for direct, periodic, and timely
reporting to senior management and the board
of directors on the status of loans identified as
needing special attention, and the actions
taken by management

• appropriate documentation of the institution’s
credit loss experience for various components
of its loan and lease portfolio11

An institution should maintain a written
description of its credit-grading system, includ-
ing a discussion of the factors used to assign
appropriate credit grades to loans. Loan grades
should reflect the risk of credit losses. In addi-
tion, the loan review program should be in
writing, and the board of directors should review
and approve it at least annually to evidence its
endorsement.

Loan Review System Elements

An institution’s written policy and documenta-
tion of its loan review system should address the
following elements:

• qualifications of loan review personnel
• independence of loan review personnel
• frequency of reviews
• scope of reviews
• depth of reviews
• review of findings and follow-up
• workpaper and report distribution, including
distribution of reports to senior management
and the board of directors

Qualifications of Loan Review Personnel—
Persons involved in the loan review function
should be selected based on level of education,
experience, and extent of formal credit training.
They should be knowledgeable of both sound
lending practices and the institution’s lending
guidelines for the types of loans it offers. In

addition, loan review personnel should be aware
of relevant laws and regulations affecting lend-
ing activities.

Independence of Loan Review Personnel—An
effective loan review system uses (1) a loan
officer’s initial identification of emerging prob-
lem loans and (2) the credit review of loans by
individuals independent of the credit approval
decisions. The first element of an effective
system recognizes the loan officer’s responsibil-
ity to continually analyze his or her portfolio
and to promptly identify and report problem
loans. Due to their frequent contact with bor-
rowers, loan officers can usually identify poten-
tial problems before they become apparent to
the nonlending staff. However, banks should not
rely completely on loan officers for identifica-
tion of problem loans because they may not be
entirely objective in assessing the borrower’s
credit quality. The second element of an effec-
tive loan review system recognizes that loans
should be reviewed by individuals that do not
have responsibility for the loans they review and
that the evaluation of the credit should not be
influenced by anyone associated with the loan
approval/management process.
While larger institutions typically establish a

separate department of credit review specialists,
cost and volume considerations may not justify
such a system in smaller institutions. As a result,
in many smaller institutions, management, a
loan committee, or even loan officers may fill
this role—or it may be filled by outside consult-
ants who periodically come to the bank and
review parts or all of the loan portfolio. Whether
or not the institution has an independent loan
review department, the loan review function
should report directly to the board of directors or
a board committee. (Senior management may
be responsible for appropriate administrative
functions as long as the independence of the
loan review function is not compromised.)

Frequency of Reviews—Optimally, the loan
review function provides useful, continual feed-
back on the effectiveness of the lending process
to identify any emerging problems. For example,
significant credits should be reviewed at least
annually, upon renewal, or more frequently
when internal or external factors indicate a
potential for deteriorating credit quality of a
borrower or a particular type of loan or pool of
loans. A system of ongoing or periodic portfolio
reviews is particularly important to the ALLL

examiners to reconcile the totals for the various credit grades
under the institution’s system to the Federal Reserve’s cate-
gories listed above.
11. Institutions are encouraged to maintain records of net

credit loss experience for credits in each of the following
categories: pass, special mention, substandard, doubtful, and
loss.
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determination process, which depends on the
accurate and timely identification of problem
loans.

Scope of Reviews—The review should cover all
borrowers whose exposure is significant to the
size of the bank. Additionally, each review
should typically include the following compo-
nents of the portfolio under review: a sample of
smaller loans; past-due, nonaccrual, renewed,
and restructured loans; loans previously classi-
fied or designated as special mention by the
institution or its examiners; insider loans; and
concentrations of credit, including other loans
affected by common repayment factors. It is
important that the scope-related information indi-
cates that these components have been included
in the review of the portfolio and that the
percentage of the portfolio selected for review
provides reasonable assurance that review
results identify major problems in that portion of
the portfolio and accurately reflect its quality.
On a larger scale, the scope of management’s
review of the entire loan portfolio should attest
to the fact that its reviews identify problem
loans significant to the bank and accurately
reflect portfolio quality on an ongoing basis.
The scope of loan reviews should be approved
annually by the institution’s board of directors
or when significant changes are made to the
scope.

Depth of Reviews—Reviews should analyze a
number of important aspects of selected loans,
including—

• credit quality;
• sufficiency of credit and collateral
documentation;

• proper lien perfection;
• proper approval by the loan officer and loan
committee(s);

• adherence to any loan-agreement covenants;
• compliance with laws, regulations, and inter-
nal policies and procedures; and

• the appropriateness and timeliness of problem-
loan identification by loan officers.

Review of Findings and Follow-Up—Findings
should be reviewed with appropriate loan offi-
cers, department managers, and members of
senior management. Management’s responses to
all noted deficiencies and identified weaknesses
should include existing or planned corrective
actions and the timeframes for correction. Sig-
nificant noted deficiencies and identified weak-

nesses that remain unresolved beyond the as-
signed correction timeframes should be promptly
reported to senior management and, if still
unresolved, to the board of directors.

Workpaper and Report Distribution—Work-
papers should contain a list of the borrowers
included in the scope of the review and all
supporting information needed to substantiate
the findings. Reports to management discussing
the findings of a portfolio review should indi-
cate the ‘‘as of’’ review date; address the credit
grading (risk rating) of the individual borrowers
(loans) reviewed, as well as of the specific port-
folio; assess the adequacy of and adherence to
internal policies and procedures; indicate loan,
credit file, and collateral deficiencies; and evalu-
ate compliance with laws and regulations. The
reports also should include summary analyses
supporting the assignment of special-mention or
classified designations to borrowers (loans). A
summary report to the board of directors should
be submitted at least quarterly and include
findings relative to the areas previously men-
tioned for all reviews conducted during that
timeframe (more frequently if material adverse
trends are noted.) This summary report might
include, in addition to the issues found in the
reports to management, comparative trends iden-
tifying significant changes in the overall quality
of the portfolio.

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
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
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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) Subtopic
310-30, Receivables—Loans and Debt Securi-
ties Acquired with Deteriorated Credit Quality
(formerly AICPA Statement of Position 03-3,
‘‘Accounting for Certain Loans or Debt Securi-
ties 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 amortization 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, including those that the
seller has maintained on nonaccrual status; or
(3) the loan is a consumer loan or secured by a
one- to four-family residential property. How-
ever, 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 delin-
quency 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
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-
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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. 11a A bank’s determi-
nation of the collectibility of an asset’s remain-
ing book balance must be supported by a cur-
rent, well-documented credit evaluation of the
borrower’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
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
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

11a. 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.
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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 Impairment
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
of the original loan (that is, before the
restructuring).12

12. FASB 118 amended FASB 114 to allow creditors to use
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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. 12a 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
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-
rower’s financial condition and prospects for
repayment. This documentation will be reviewed
by examiners.

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.)

12a. For further guidance on loan restructuring and work-
out arrangements, refer to the Statement on Working with
Mortgage Borrowers that was issued by the Federal Reserve
and the other federal financial institution regulatory agencies
(see SR-07-6).
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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 (OREO). 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.

• 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. 12b 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. 12c

• 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

12b. 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.

12c. Examples of significant inputs and assumptions
include, but are not limited to, default probabilities, current
loan-to-value ratios, loss severities, and prepayment speeds.

2040.1 Loan Portfolio Management

April 2012 Commercial Bank Examination Manual
Page 18



exchanges might have taken place include—

• 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.

• 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.

• 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 staff 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 USC 371c, 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.13

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 4050.3 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

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 . . . .’’14 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.’’15 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

13. See SR-83-24 (FIS).
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:

• 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)
• lawn care businesses (application of lawn

chemicals)
• 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;

• 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
compare the estimated cleanup costs against the
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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
analysis 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 associated with those uses. Even if the
credit is not secured by real property, periodic
credit reviews should determine whether repay-
ment 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-
fying and minimizing potential environmental
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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—

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

• 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 2090 sections of this manual. The
major sources and causes of problem 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

• 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 Dodd-Frank Act amended the Federal
Reserve Act regarding insider lending. The
definition of ‘‘extension of credit’’ was revised
to include an insured depository institution’s
(IDI) credit exposure to a person arising from a
derivative transaction, repurchase agreement,
reverse repurchase agreement, securities lending
transaction, or securities borrowing transaction.
(See the Federal Reserve Act, section
22(h)(9)(D)(i), as amended by the Dodd-Frank
Act, section 614(a).)

REGULATION O

Extension of Credit

For the purposes of Regulation O, an ‘‘extension
of credit’’ is a making or renewal of any loan,
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a granting of a line of credit, or an extending of
credit in any manner whatsoever and includes—

(1) a purchase under repurchase agreement of
securities, other assets, or obligations;

(2) an advance by means of an overdraft, cash
item, or otherwise;

(3) issuance of a standby letter of credit (or
other similar arrangement regardless of name
or description) or an ineligible acceptance;

(4) an acquisition by discount, purchase,
exchange, or otherwise of any note, draft,
bill of exchange, or other evidence of indebt-
edness upon which an insider may be liable
as maker, drawer, endorser, guarantor, or
surety;

(5) an increase of an existing indebtedness, but
not if the additional funds are advanced by
the bank for its own protection for (a) accrued
interest or (b) taxes;

(6) an advance of unearned salary or other
unearned compensation for a period in
excess of 30 days; and

(7) any other similar transaction as a result of
which a person becomes obligated to pay
money (or its equivalent) to a bank, whether
the obligation arises directly or indirectly,
or because of an endorsement on an obliga-
tion or otherwise, or by any means
whatsoever.

The Dodd-Frank Act added to the definition of
an ‘‘extension of credit’’ an IDI’s credit expo-
sure to a person arising from a derivative trans-
action, repurchase agreement, reverse repur-
chase agreement, securities lending transaction,
or securities borrowing transaction. Refer to
Regulation O for information on what an ‘‘exten-
sion of credit’’ does not include and also for its
other detailed provisions.

The Federal Reserve’s Regulation O (12 CFR
215) further governs any extension of credit,
including overdrafts, by a member bank to an
executive officer, director, or principal share-
holder of (1) the member bank, (2) a bank
holding company of which the member bank is
a subsidiary, and (3) any other subsidiary of that
bank holding company. The regulation also
applies to any extension of credit by a member
bank to (1) a company controlled by such a
person and (2) a political or campaign commit-
tee that benefits or is controlled by such a
person. Regulation O also implements the report-
ing requirements for credit extensions by a
member bank to its executive officers, directors,

or principal shareholders or to the related inter-
ests of such persons (insiders).

Business transactions between a member bank
and insiders require close supervisory review.
Most of these transactions are soundly struc-
tured and have a legitimate business purpose so
that all parties are treated equitably. However,
absent the protection of an arm’s-length trans-
action, the potential for or appearance of abuse
is greater and requires intensified regulatory
review. Examiners should pay close attention to
all credit extensions of a member bank to its
insiders and their related interests. The terms of
the credit, particularly interest-rate and collat-
eral terms, may not be preferential, and the
credit may not involve more than a normal
repayment risk. Examiners must also ensure that
the amount of credit extended to an insider or a
related interest, both to a single borrower and in
the aggregate, conforms to the provisions of
Regulation O.

A member bank’s extension of credit may be
considered abusive or self-serving if its terms
are unfavorable to the lender or if the credit
would not have been extended on the same
terms absent the official relationship. That is, it
would be improbable that each party to the
credit would have entered into the credit trans-
action under the same terms if the relationship
did not exist. When a transaction appears ques-
tionable, a complete inquiry into the facts and
circumstances should be undertaken so that a
legal determination can be obtained. If credit
extensions appear to circumvent the intent of
Regulation O, they should be identified and
discussed with management and disclosed in the
examination report for follow-up review and
possible formal corrective action by regulatory
authorities. (See Regulation O for further details.)

Insider Use of a Bank-Owned Credit
Card

Board staff issued a May 22, 2006, legal opinion
in response to an FDIC request for clarification
on the application of the Board’s Regulation O
(12 CFR 215) to credit cards that are issued to
bank insiders for the bank’s business purposes.
The FDIC asked whether, and under what cir-
cumstances, an insider’s use of a bank-owned
credit card would be deemed an extension of
credit by the bank to the insider for purposes of
Regulation O.
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The FDIC indicated that insiders of a bank
often use a bank-owned credit card to purchase
goods and services for the bank’s business
purposes. A bank-owned credit card is a credit
card that is issued by a third-party financial
institution to a bank to enable the bank (through
its employees) to finance the purchase of goods
and services for the bank’s business. Board staff
commented that it was understood that (1) a
bank that provides a bank-owned credit card to
its employees typically forbids or discourages
use of the card by employees for their personal
purposes and that an employee who uses the
card for personal purposes is obligated to
promptly reimburse the bank and (2) a bank is
liable to the card-issuing institution for all
extensions of credit made under the card
(whether for the bank’s business purposes or for
an employee’s personal purposes). 15a

Although section 215.3(a) of Regulation O
broadly defines an extension of credit broadly to
include ‘‘a making or renewal of a loan, a
granting of a line of credit, or an extending of
credit in any manner whatsoever,’’ the rule also
provides several important exceptions to the
definition that are relevant to the FDIC’s inquiry.
Section 215.3(b)(1) of Regulation O excludes
from the definition of extension of credit any
advance by a bank to an insider for the payment
of authorized or other expenses incurred or to be
incurred on behalf of the bank. Also, section
215.3(b)(5) of Regulation O excludes from the
definition of extension of credit indebtedness of
up to $15,000 incurred by an insider with a bank
under an ordinary credit card.

Considering the provisions of Regulation O
and the purposes of the insider lending restric-
tions in the Federal Reserve Act, Board legal
staff opined that a bank does not make an
extension of credit to an insider for purposes of
Regulation O at the time of issuance of a bank-
owned credit card to the insider (regardless of
whether the line of credit associated with the
card is greater than $15,000). The opinion states
also that a bank does not extend credit to an
insider for the purposes of Regulation O when
the insider uses the card to purchase goods or
services for the bank’s business purposes. How-

ever, when an insider uses the card to purchase
goods or services for the insider’s personal
purposes, the bank may be making an extension
of credit to the insider. The opinion states that an
extension of credit would occur for the purposes
of Regulation O if—and to the extent that—the
amount of outstanding personal charges made to
the card, when aggregated with all other indebt-
edness of the insider that qualifies for the credit
card exception in section 215.3(b)(5) of Regu-
lation O, exceeds $15,000.

The FDIC also asked whether incidental per-
sonal expenses charged by an insider to a
bank-owned credit card are per se violations of
the market-terms requirement in section 215.4(a)
of Regulation O because non-insiders do not
have access to this form of credit from the bank.
In response, Board staff stated that section
215.4(a) requires extensions of credit by a bank
to its insiders to (1) be on substantially the same
terms (including interest rates and collateral) as,
and subject to credit underwriting standards that
are not less stringent than, those prevailing at the
time for comparable transactions with non-
insiders and (2) not involve more than the
normal risk of repayment or other features
unfavorable to the bank.

The opinion states that a bank may be able to
satisfy the market-terms requirement, however,
if the bank approves an insider for use of a
bank-owned credit card only if (1) the insider
meets the bank’s normal credit underwriting
standards and (2) the card does not have prefer-
ential terms (or the card does not have prefer-
ential terms in connection with uses of the card
for personal purposes). Nonetheless, use of a
bank-owned credit card by an insider for per-
sonal purposes may violate the market-terms
requirement of Regulation O if the card carries a
lower interest rate or permits a longer repayment
period than comparable consumer credit offered
by the bank.

The Board staff’s legal opinion applies only
to the specific issues and circumstances described
in the letter and does not address any other
issues or circumstances.

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

15a. In the responding letter, Board legal staff notes that it
was understood that some banks directly issue credit cards to
their employees to enable the employees to finance the
purchase of goods and services for the bank’s business
(bank-issued credit cards). Also, the letter states that the
principles set forth with regard to bank-owned credit cards
also would apply to bank-issued credit cards.
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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
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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
• 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.16

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.

MORTGAGE BANKING

Loan-Brokerage and -Servicing
Activities

Loan-brokerage and -servicing activities are
undertaken by mortgage banking enterprises and
the mortgage banking operations of commercial
banks. Mortgage banking activities consist pri-

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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marily of two separate but related activities:
(1) the origination or acquisition of mortgage
loans and the sale of the loans to permanent
investors and/or (2) the subsequent long-term
servicing of the loans. A mortgage banking
enterprise usually retains the right to service
mortgage loans it sells to permanent investors.
An enterprise’ s right to service mortgage loans
other than its own is an intangible asset that may
be acquired separately. The rights to service
mortgage loans are purchased and sold fre-
quently. Mortgage loans are acquired to sell to
permanent investors from a variety of sources,
including applications received directly from
borrowers (in-house originations), purchases
from brokers, purchases from investors, and
conversions of various forms of interim financ-
ing to permanent financing. A service fee, usu-
ally based on a percentage of the outstanding
principal balance of the mortgage loan, is
received for performing loan-administration
functions. When servicing fees exceed the cost
of performing servicing functions, the existing
contractual right to service mortgage loans has
economic value.

A number of bank services may result in
assets and liabilities that do not have to be
entered on the general ledger. These services are
considered off-balance-sheet activities and may
include the origination, sale, and servicing of
various loans. Servicing and accounting activi-
ties cover functions related to initially recording
the loan, collecting and recording payments, and
reporting loan transactions and balances (includ-
ing reporting past-due loans). Unlike the other
activities in this section, servicing and account-
ing activities are not directly related to credit
risk. However, some aspects of accounting and
servicing activities, such as the accounting sys-
tem’s ability to produce accurate past-due loan
reports, indirectly contribute to controlling credit
risk. Also, poorly designed or ineffective servic-
ing and accounting activities can contribute to
increased risk in areas besides credit, such as
fraud and insider abuse.

The origination, sale, and servicing of various
types of loans usually have been associated with
mortgage loans. But increasingly, origination
and servicing activity has also been observed
in government-guaranteed loans (or portions
thereof), consumer loans, and commercial loans.
Improper management and control of these
activities by the servicer presents certain super-
visory concerns. If the bank servicer is continu-
ally originating additional loans to be serviced,

the bank may find itself responsible for servic-
ing more loans than it can prudently manage.
Failure to properly administer loans may lead to
legal or financial liabilities that could adversely
affect the bank’s capital.

Accounting Guidance

The following accounting pronouncements issued
by the Financial Accounting Standards Board
(FASB) apply to mortgage banking activities:

• FAS 5, Accounting for Contingencies
• FAS 65, Accounting for Certain Mortgage

Banking Activities
• FAS 91, Accounting for Nonrefundable Fees

and Costs Associated with Originating or
Acquiring Loans and Initial Direct Costs of
Leases

• FAS 115, Accounting for Certain Investments
in Debt and Equity Securities (paragraph 7
was amended by FAS 140)

• FAS 133, Accounting for Derivative Instru-
ments and Hedging Activities (amended by
FAS 140)

• FAS 134, Accounting for Mortgage-Backed
Securities Retained After the Securitization of
Mortgage Loans Held for Sale by a Mortgage
Banking Enterprise

• FAS 138, Accounting for Certain Derivative
Instruments and Certain Hedging Activities

• FAS 140, Accounting for Transfers and Ser-
vicing of Financial Assets and Extinguish-
ments of Liabilities

• FAS 149, Amendment of Statement 133
on Derivative Instruments and Hedging
Activities

• FAS 154, Accounting Changes and Error
Corrections

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 FASB Statement No. 91, ‘‘Account-
ing for Nonrefundable Fees and Costs Associ-
ated with Originating or Acquiring Loans and
Initial Direct Costs of Leases,’’ (FAS 91). A
summary of the statement follows. The state-
ment applies to all types of loans as well as to
debt securities (but not to loans or debt securi-
ties carried at market value if the changes in
market value are included in earnings) and all
types of lenders.
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Nonrefundable loan fees paid by the borrower
to the lender may have many different names,
such as origination fees, points, placement fees,
commitment fees, application fees, management
fees, restructuring fees, and syndication fees.
FAS 91 applies to both a lender and a purchaser
and should be applied to individual loan con-
tracts. Aggregation of similar loans for purposes
of recognizing net fees or costs, purchase pre-
miums, or discounts is permitted under certain
circumstances specified in FAS 91, or if the
result does not differ materially from the amount
that would have been recognized on an indi-
vidual loan-by-loan basis. In general, FAS 91
specifies the following:

• Loan-origination fees should be deferred and
recognized over the life of the related loan as
an adjustment of yield (interest income). Once
a bank adopts FAS 91, recognizing a portion
of loan fees as revenue to offset all or part of
origination costs in the reporting period in
which a loan is originated is no longer
acceptable.

• Certain direct loan-origination costs specified
in FAS 91 should be deferred and recognized
over the life of the related loan as a reduction
of the loan’ s yield. Loan-origination fees and
related direct loan-origination costs for a given
loan should be offset and only the net amount
deferred and amortized.

• Direct loan-origination costs should be offset
against related commitment fees and the net
amounts should be deferred except for—
— commitment fees (net of costs) when the

likelihood that the commitment will be
exercised is remote; in these cases, the
fees should generally be recognized as
service-fee income on a straight-line basis
over the loan-commitment period, and

— retrospectively determined fees, which are
recognized as service-fee income when
the amount of the fees are determined.

All other commitment fees (net of costs) are to
be deferred over the entire commitment period
and recognized as an adjustment of yield over
the related loan’ s life or, if the commitment
expires unexercised, recognized in income upon
expiration of the commitment.

• Loan-syndication fees should be recognized
by the bank managing a loan syndication (the
syndicator) when the syndication is complete
unless a portion of the syndication loan is

retained. If the yield on the portion of the loan
retained by the syndicator is less than the
average yield to the other syndication partici-
pants after considering the fees passed through
by the syndicator, the syndicator should defer
a portion of the syndication fee to produce a
yield on the portion of the loan retained that is
not less than the average yield on the loans
held by the other syndication participants.

• Loan fees, certain direct loan-origination costs,
and purchase premiums and discounts on
loans are to be recognized as an adjustment of
yield generally by the interest method based
on the contractual term of the loan. However,
if the bank holds a large number of similar
loans for which prepayments are probable and
if the timing and amount of prepayments can
be reasonably estimated, the bank may con-
sider estimates of future principal prepay-
ments in the calculation of the constant effec-
tive yield necessary to apply the interest
method. Fees should not be recognized over
the estimated average life of a group of loans.

Examiners should review the extent and nature
of servicing activities to ensure that they are
conducted in a safe and sound manner. Loan-
origination fees and related direct loan-
origination costs of loans held for sale should be
accounted for in accordance with FAS 91, as
discussed above. Improper practices should be
criticized.

Risk Management and the Valuation
and Hedging of Mortgage-Servicing
Assets Arising from Mortgage
Banking Activities

A bank’s board of directors and senior manage-
ment are expected to take into account the
potential exposure of both earnings and capital
to changes in a bank’s mortgage banking assets
and operations under expected and stressed
market conditions. Banks are expected to have
comprehensive documentation that adequately
substantiates and validates the carrying values
of its mortgage-servicing assets (MSAs) and the
underlying assumptions used to derive those
values. The analyses and processes should be
fully documented to support the amortization
and timely recognition of impairment of the
bank’s MSAs. (See SR-03-4.)
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The guidance that follows focuses on the risks
associated with these aspects of mortgage bank-
ing: valuation and modeling processes, hedging
activities, management information systems, and
internal audit processes. When banks originate
mortgage loans, they often sell the loans into the
secondary market. Yet banks often retain and
recognize the servicing of those MSAs, which
are complex and volatile assets that are subject
to interest-rate risk. MSAs can become impaired
as interest rates fall and borrowers refinance or
prepay their mortgage loans. This impairment
can lead to earnings volatility and the erosion of
capital, if the risks inherent in the MSAs are not
properly hedged.

Banks are expected to follow Financial
Accounting Standards Board Statement No. 140
(FAS 140), ‘‘Accounting for Transfers and Ser-
vicing of Financial Assets and Extinguishments
of Liabilities,’’ when accounting for MSAs. In
summary, FAS 140 requires the following
accounting treatment for servicing assets (includ-
ing MSAs):17

• initially record servicing assets at fair value,
presumably the price paid if purchased, or at
their allocated carrying amount based on rela-
tive fair values if retained in a sale or
securitization;18

• amortize servicing assets in proportion to, and
over the period of, estimated net servicing
income; and

• stratify servicing assets based on one or more
of the predominant risk characteristics of the
underlying financial assets, assess the strata
for impairment based on fair value, and report
them on the balance sheet at the lower of
unamortized cost or fair value through the use
of valuation allowances.

Fair value is defined in FAS 140 as the amount
at which an asset could be bought or sold in a
current transaction between willing parties, that
is, other than in a forced or liquidation sale.

Quoted market prices in active markets for
similar assets provide the best evidence of fair
value and must be used as the basis for the
measurement, if available. If quoted market
prices are not available, the estimate of fair
value must be based on the best information
available. The estimate of fair value must con-
sider prices for similar assets and the results of
valuation techniques to the extent available.

Examination Concerns on the Valuation
of Mortgage-Servicing Assets

Banks involved in mortgage-servicing opera-
tions should use market-based assumptions that
are reasonable and supportable in estimating the
fair value of servicing assets. Specifically, bulk,
flow, and daily MSA/loan pricing activities
observed in the market should be evaluated to
ensure that a bank’s MSA valuation assump-
tions are reasonable and consistent with market
activity for similar assets. Many banks also use
models to estimate the fair value of their MSAs
and substantiate their modeled estimate of MSA
fair value by comparing the model output with
general or high-level peer surveys. Such a com-
parison, however, is often performed without
adequate consideration of the specific attributes
of the bank’s own MSAs.

Examiners should consider the following con-
cerns as an indication that additional scrutiny is
necessary:

• The use of unsupported prepayment speeds,
discount rates, and other assumptions in MSA
valuation models.
(Assumptions are unsupported when they are
not benchmarked to market participants’
assumptions and the bank’s actual portfolio
performance across each product type.)

• Questionable, inappropriate, or unsupported
items in the valuation models (examples
include retention benefits,19 deferred tax bene-
fits, captive reinsurance premiums, and income
from cross-selling activities).
(The inclusion of these items in the MSA
valuation must be appropriate under generally
accepted accounting principles (GAAP) and
must also be consistent with what a willing

17. Further guidance on the accounting for servicing assets
and liabilities can be found in the instructions for the Reports
of Condition and Income (call report); FAS 140 FASB Staff
Implementation Guide; and the AICPA Statement on Auditing
Standards 101, ‘‘Auditing Fair Value Measurements and
Disclosures.’’

18. FAS 140 indicates: ‘‘ Typically, the benefits of servic-
ing are expected to be more than adequate compensation to a
servicer for performing the servicing, and the contract results
in a servicing asset. However, if the benefits of servicing are
not expected to adequately compensate a servicer for perform-
ing the servicing, the contract results in a servicing liability.’’

19. Retention benefits arise from the portion of the
serviced portfolio that is expected to be refinanced with the
bank in the future.
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buyer would pay for the mortgage-servicing
contract. For example, when the inclusion of
retention benefits as part of the MSA valua-
tion is not adequately supported with market
data, such inclusion will result in an overstate-
ment of reported mortgage-servicing assets.
Therefore, the inclusion will be deemed an
unsafe and unsound practice.)

• Disregard of comparable market data coupled
with overreliance on peer-group surveys as a
means of supporting assumptions and the fair
value of MSAs.
(Management may use survey data for com-
parative purposes; however, such data are not
a measure of or substitute for fair value.)

• Frequent changing of assumptions from period
to period for no compelling reason, and
undocumented policies and procedures relat-
ing to the MSA valuation process and over-
sight of that process.

• Inconsistencies in the MSA valuation assump-
tions used in valuation, bidding, pricing, and
hedging activities as well as, where relevant,
in mortgage-related activities in other aspects
of a bank’s business.

• Poor segregation of duties from an organiza-
tional perspective between the valuation, hedg-
ing, and accounting functions.

• Failure to properly stratify MSAs for
impairment-testing purposes.
(FAS 140 requires MSAs to be stratified based
on one or more of the predominant risk
characteristics of the underlying mortgage
loans. Such characteristics may include finan-
cial asset type, size, interest rate, origination
date, term, and geographic location. Banks are
expected to identify a sufficient number of risk
characteristics to adequately stratify each MSA
and provide for a reasonable and valid impair-
ment assessment. Stratification practices that
ignore predominant risk characteristics are a
supervisory concern.)

• Inadequate amortization of the remaining cost
basis of MSAs, particularly during periods of
high prepayments.
(Inadequate amortization often occurs because
prepayment models are not adequately cali-
brated to periods of high prepayments. When
these models underestimate runoff, the amount
and period of estimated net servicing income
are overstated.)

• Continued use of a valuation allowance for
the impairment of a stratum of MSAs when
repayment of the underlying loans at a rate
faster than originally projected indicates the

existence of an impairment for which a direct
write-down should be recorded.

• Failure to assess actual cash-flow performance.
(The actual cash flows received from the
serviced portfolio must be established in order
to determine the benefit of MSAs to the bank.)

• Failure to validate or update models for new
information.
(Inaccuracies in valuation models can result in
erroneous MSA values and affect future hedg-
ing performance. Models should be invento-
ried and periodically revalidated, including
an independent assessment of all key
assumptions.)

Risk Management of Mortgage
Banking Activities

The Federal Reserve expects state member banks
to perform mortgage banking operations in a
safe and sound manner. Management should
ensure that detailed policies and procedures are
in place to monitor and control mortgage bank-
ing activities, including loan production, pipe-
line (unclosed loans) and warehouse (closed
loans) administration, secondary-market trans-
actions, servicing operations, and management
(including hedging) of mortgage-servicing assets.
Reports and limits should focus on key risks,
profitability, and proper accounting practices.

MSAs possess interest rate–related option
characteristics that may weaken a bank’s earn-
ings and capital strength when interest rates
change. Accordingly, banks engaged in mort-
gage banking activities should fully comply
with all aspects of the federal banking agencies’
policy on interest-rate risk.20 In addition, banks
with significant mortgage banking operations or
mortgage-servicing assets should incorporate
these activities into their critical planning pro-
cesses and risk-management oversight. The plan-
ning process should include careful consider-
ation of how the mortgage banking activities
affect the bank’s overall strategic, business, and
asset-liability plans. Risk-management consid-
erations include the potential exposure of both
earnings and capital to changes in the value and
performance of mortgage banking assets under
expected and stressed market conditions. Fur-
thermore, a bank’s board of directors should

20. See SR-96-13, Joint Agency Policy Statement on
Interest Rate Risk (June 26, 1996), and section 4090.1.

Loan Portfolio Management 2040.1

Commercial Bank Examination Manual November 2005
Page 27



establish limits on investments in mortgage
banking assets and evaluate and monitor such
investment concentrations (on the basis of both
asset and capital levels) on a regular basis.

During examinations of mortgage banking
activities, examiners should review mortgage
banking policies, procedures, and management
information systems to ensure that the directors,
managers, and auditors are adequately address-
ing the following matters.

Valuation and Modeling Processes

• Comprehensive documentation standards for
all aspects of mortgage banking, including
mortgage-servicing assets.
(In particular, management should substanti-
ate and validate the initial carrying amounts
assigned to each pool of MSAs and the
underlying assumptions, as well as the results
of periodic reviews of each asset’ s subsequent
carrying amount and fair value. The validation
process should compare actual performance
with predicted performance. Management
should ensure proper accounting treatment for
MSAs on a continuing basis.)

• MSA impairment analyses that use reasonable
and supportable assumptions.
(Analyses should employ realistic estimates of
adequate compensation,21 future revenues, pre-
payment speeds, market-servicing costs,
mortgage-default rates, and discount rates.
Fair values should be based on market prices
and underlying valuation assumptions for
transactions in the marketplace involving simi-
lar MSAs. Management should avoid relying
solely on peer-group surveys or the use of
unsupportable assumptions. The Federal
Reserve encourages banks to obtain periodic
third-party valuations by qualified market pro-
fessionals to support the fair values of their
MSAs and to update internal models.)

• Comparison of assumptions used in valuation
models to the bank’s actual experience in
order to substantiate the value of MSAs.
(Management should measure the actual per-
formance of MSAs by analyzing gross monthly
cash flows of servicing assets relative to the

assumptions and projections used in each
quarterly valuation. In addition, a comparison
of the first month’ s actual cash received on
new MSAs with the projected gross cash
flows can help validate the reasonableness of
initial MSA values prior to the impact of
prepayments and discount rates. ‘‘ Economic
value’’ analysis is a critical tool in understand-
ing the profitability of mortgage servicing to a
bank; however, it is not a substitute for the
estimation of the fair value of MSAs under
GAAP.)

• Review and approval of results and assump-
tions by management.
(Given the sensitivity of the MSA valuation to
changes in assumptions and valuation policy,
any such changes should be reviewed and
approved by management and, where appro-
priate, by the board of directors.)

• Comparison of models used throughout the
company including valuation, hedging, pric-
ing, and bulk acquisition.
(Companies often use multiple models and
assumption sets in determining the values for
MSAs depending on their purpose—pricing
versus valuation. Any inconsistencies between
these values should be identified, supported,
and reconciled.)

• Appropriate amortization practices.
(Amortization of the remaining cost basis of
MSAs should reflect actual prepayment expe-
rience. Amortization speeds should corre-
spond to and be adjusted to reflect changes in
the estimated remaining net servicing income
period.)

• Timely recognition of impairment.
(Banks must evaluate MSAs for impairment at
least quarterly to ensure amounts reported in
the call report22 are accurately stated. Banks
will generally be expected to record a direct
write-down of MSAs when, and for the amount
by which, any portion of the unamortized cost
of a mortgage-servicing asset is not likely to
be recovered in the future.)

Mortgage Banking Hedging Activities

• Systems to measure and control interest-rate
risk.
(Hedging activities should be well developed
and communicated to responsible personnel.
Successful hedging systems will mitigate the

21. As defined in FAS 140, ‘‘ adequate compensation’’ is
‘‘ the amount of benefits of servicing [i.e., revenues from
contractually specified servicing fees, late charges, and other
ancillary sources] that would fairly compensate a substitute
servicer should one be required, which includes the profit that
would be demanded in the marketplace.’’ 22. Schedule RC-M, Memoranda, Item 2a.
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impact of prepayments on MSA values and
the effects of interest-rate risk in the mortgage
pipeline and warehouse.)

• Approved hedging products and strategies.
(Management should ensure appropriate sys-
tems and internal controls are in place to
oversee hedging activities, including monitor-
ing the effectiveness of hedging strategies and
reviewing concentrations of hedge instru-
ments and counterparties.)

• Hedge accounting policies and procedures.
(Banks should ensure their hedge accounting
methods are adequately documented and con-
sistent with GAAP.)

Management Information Systems

• Accurate financial reporting systems, con-
trols, and limits.
(At a minimum, the board should receive
information on hedged and unhedged posi-
tions, mark-to-market analyses, warehouse
aging, the valuation of MSAs, various rate
shock-scenario and risk exposures, the cre-
ation of economic value, and policy excep-
tions whenever material exposure to MSAs
exists.)

• Systems that track quality-control exceptions.
(Quality-control reports should be analyzed to
determine credit quality, loan characteristics
and demographics, trends, and sources of
problems. Sound quality-control programs are
also beneficial in the early detection of dete-
riorating production quality and salability, as
well as in the prevention and detection of
fraudulent activities.)

• Systems that track and collect required mort-
gage loan documents.
(Management should ensure adequate control
processes are in place for both front-end-
closing and post-closing loan documents. If
mortgages are not properly documented, a
bank may be forced to hold unsold mortgages
for extended periods or repurchase mortgages
that have been sold. Further, management
should ensure that adequate analyses are per-
formed and allowances are established for
estimated probable losses arising from docu-
mentation deficiencies on closed loans.)

• Systems that monitor and manage the risks
associated with third-party originated loans.
(Banks often originate loans through broker
and correspondent channels. Management
should ensure that prudent risk-management

systems are in place for broker and correspon-
dent approvals and ongoing monitoring, includ-
ing controls on the appraisal and credit-
underwriting process of third-party originated
loans. Adequate due diligence of third-party
relationships is necessary to help prevent the
origination of loans that are of poor credit
quality or are fraudulent. Delegated underwrit-
ing to brokers or correspondents warrants
close supervision from senior management.)

Internal Audit

• Adequate internal audit coverage.
(Because of the variety of risks inherent in
mortgage banking activities, internal auditors
should evaluate the risks of and controls over
their bank’s mortgage banking operations.
They should report audit findings, including
identified control weaknesses, directly to the
audit committee of the board or to the board
itself. Board and management should ensure
that internal audit staff possess the necessary
qualifications and expertise to review mort-
gage banking activities or obtain assistance
from qualified external sources.)

INTERAGENCY ADVISORY ON
ACCOUNTING AND REPORTING
FOR COMMITMENTS TO
ORIGINATE AND SELL
MORTGAGE LOANS

On May 3, 2005, the Federal Reserve and the
other federal financial institution regulatory agen-
cies23 (the agencies) issued an Interagency
Advisory on Accounting and Reporting for Com-
mitments to Originate and Sell Mortgage Loans.
(See SR-05-10.)

The advisory provides guidance on the appro-
priate accounting and reporting for commit-
ments to—

• originate mortgage loans that will be held for
resale, and

• sell mortgage loans under mandatory-delivery
and best-efforts contracts.

23. The agencies are the Board of Governors of the Federal
Reserve System, the Federal Deposit Insurance Corporation,
the National Credit Union Administration, the Office of the
Comptroller of the Currency, and the Office of Thrift Super-
vision.
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Commitments to originate mortgage loans
that will be held for resale are derivatives and
must be accounted for at fair value on the
balance sheet by the issuer. All loan-sales agree-
ments, including both mandatory-delivery and
best-efforts contracts, must be evaluated to deter-
mine whether the agreements meet the definition
of a derivative under Statement of Financial
Accounting Standards No. 133, ‘‘Accounting for
Derivative Instruments and Hedging Activi-
ties,’’ as amended by Statement of Financial
Accounting Standards No. 149, ‘‘Amendment of
Statement 133 on Derivative Instruments and
Hedging Activities’’ (collectively, FAS 133). A
financial institution should also account for
loan-sales agreements that meet the definition of
a derivative at fair value on the balance sheet.

The advisory discusses the characteristics that
should be considered in determining whether
mandatory-delivery and best-efforts contracts
are derivatives and the accounting and regula-
tory reporting treatment for both commitments
to originate mortgage loans that will be held for
resale and those loan-sales agreements that meet
the definition of a derivative. The advisory also
addresses the guidance that should be consid-
ered in determining the fair value of derivatives.

The advisory provides additional guidance on
the application of FAS 133. Financial institu-
tions are expected, including those that are not
required to file reports with the Securities and
Exchange Commission (SEC), to follow the
guidance in SEC Staff Accounting Bulletin No.
105, ‘‘Application of Accounting Principles to
Loan Commitments’’ (SAB 105).24

A financial institution is expected to account
for and report derivative loan commitments and
forward loan-sales commitments as derivatives
in accordance with GAAP, which includes the
use of valuation techniques that are reasonable
and supportable in the determination of fair
value. An institution’ s failure to account for and
report derivative loan commitments and forward
loan-sales commitments in regulatory reports in
accordance with GAAP may be an unsafe and
unsound practice.

Accounting and Reporting

Accounting Policies

Well-managed financial institutions have written
and consistently applied accounting policies for
commitments to originate mortgage loans that
will be held for resale and to sell mortgage loans
under mandatory-delivery and best-efforts con-
tracts, including approved valuation methodolo-
gies and procedures to formally approve changes
to those methodologies. The methodologies
should be reasonable, objectively supported, and
fully documented. Procedural discipline and
consistency are key concepts in any valuation
measurement technique. Institutions should
ensure that internal controls, including effective
independent review or audit, are in place to
provide integrity to the valuation process. Insti-
tutions’ practices should, therefore, reflect these
concepts to ensure the reliability of their valua-
tions of derivative loan commitments and for-
ward loan-sales commitments.

Derivative Loan Commitments

A financial institution should account for deriva-
tive loan commitments at fair value on the
balance sheet, regardless of the manner in which
the intended sale of the mortgage loans will be
executed (e.g., under a best-efforts contract, a
mandatory-delivery contract, or the institution’ s
own securitization). An institution should report
each fixed, adjustable, and floating derivative
loan commitment as an ‘‘ other asset’’ or an
‘‘ other liability’’ in their regulatory reports based
upon whether the individual commitment has a
positive (asset) or negative (liability) fair value.25

With respect to floating derivative loan com-
mitments, because the interest rate on such a
commitment ‘‘fl oats’’ on a daily basis with
market interest rates, the fair value of a floating
derivative loan commitment approximates zero
as long as the creditworthiness of the borrower
has not changed. However, as with other deriva-
tive loan commitments, an institution must report
the entire gross notional amount of floating

24. Staff accounting bulletins (SAB) summarize the views
of the SEC’s staff regarding the application of generally
accepted accounting principles.

25. When preparing Reports of Condition and Income
(Call Reports), fixed, adjustable, and floating derivative loan
commitments should not be reported as unused commitments
in Schedule RC-L, Derivatives and Off-Balance Sheet Items,
because such commitments are to be reported as derivatives in
this schedule.
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derivative loan commitments in its regulatory
reports.

Commitments to originate mortgage loans
that will be held for investment purposes and
commitments to originate other types of loans
are not within the scope of FAS 133 and,
therefore, are not accounted for as derivatives.26

An institution should report the unused portion
of these types of commitments, which are not
considered derivatives, as ‘‘ unused commit-
ments’’ in its regulatory reports.

Forward Loan-Sales Commitments

A financial institution should account for for-
ward loan-sales commitments for mortgage loans
as derivatives at fair value on the balance sheet.
Each forward loan-sales commitment should be
reported as an ‘‘ other asset’’ or an ‘‘ other
liability’’ based upon whether the individual
commitment has a positive (asset) or negative
(liability) fair value.27

Netting of Contracts

For balance-sheet-presentation purposes, FAS
133 does not provide specific guidance on
financial-statement presentation.28 A financial
institution may not offset derivatives with nega-
tive fair values (liabilities) against those with
positive fair values (assets), unless the criteria
for ‘‘ netting’’ under GAAP have been satis-
fied.29 In addition, an institution may not offset

the fair value of forward loan-sales commit-
ments against the fair value of derivative loan
commitments (the pipeline) or mortgage loans
held for sale (warehouse loans). Rather, forward
loan-sales commitments must be accounted for
separately at fair value, and warehouse loans
must be accounted for at the lower of cost or
market (commonly referred to as ‘‘ LOCOM’’ )30

(that is, ‘‘ fair value’’ ) with certain adjustments
to the cost basis of the loans if hedge accounting
is applied.

Hedge Accounting

A financial institution should follow the guid-
ance in FAS 133 when applying hedge account-
ing to its mortgage banking activities. If the FAS
133 qualifying criteria are met, an institution
may apply—

• fair-value hedge accounting in a hedging
relationship between forward loan-sales com-
mitments (hedging instrument) and fixed-rate
warehouse loans (hedged item), or

• cash-flow hedge accounting in a hedging
relationship between forward loan-sales com-
mitments (hedging instrument) and the fore-
casted sale of the warehouse loans and/or the
loans to be originated under derivative loan
commitments (forecasted transaction).31

If a financial institution does not apply hedge
accounting, either because the FAS 133 hedge
criteria are not met or the institution chooses not
to apply hedge accounting, forward loan-sales
commitments should be treated as nonhedging
derivatives. If hedge accounting is not applied,
an institution will account for its warehouse
loans at the lower of cost or fair value. Because
nonhedging forward loan-sales commitments are
accounted for at fair value through earnings,
such an approach causes volatility in reported
earnings if the fair value of the warehouse loans
increases above their cost basis. In this situation,
the volatility is a result of recognizing the full

26. See FAS 133, paragraph 10(i).
27. Regardless of whether the underlying mortgage loans

will be held for investment or for resale, commitments to
purchase mortgage loans from third parties under either
mandatory-delivery contracts or best-efforts contracts are
derivatives if, upon evaluation, the contracts meet the defini-
tion of a derivative under FAS 133. An institution should
report its loan-purchase commitments that meet the definition
of a derivative at fair value on the balance sheet.

28. That is, FAS 133 does not provide specific guidance
where, in the financial statements, the fair value of derivatives
or the changes in the fair value of derivatives should be
classified and presented on the financial statement.

29. When an institution has two (or more) derivatives with
the same counterparty, contracts with positive fair values and
negative fair values may be netted if the conditions set forth in
FASB Interpretation No. 39, ‘‘ Offsetting of Amounts Related
to Certain Contracts’’ (FIN 39), are met. Those conditions are
as follows: (1) each of the parties owes the other determinable
amounts; (2) the reporting party has the right to set off the
amount owed with the amount owed by the other party; (3) the
reporting party intends to set off; and (4) the right of setoff is
enforceable at law. In addition, without regard to the third

condition, fair-value amounts recognized for derivative con-
tracts executed with the same counterparty under a master
netting arrangement may be offset.

30. See Statement of Financial Accounting Standards No.
65, ‘‘Accounting for Certain Mortgage Banking Activities’’
(FAS 65), paragraph 4.

31. See FAS 133, paragraphs 20–21, and related FAS 133
guidance for hedging instruments, hedged items, and fore-
casted transactions that qualify for fair-value and cash-flow
hedge accounting.
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amount of any decline in the fair value of the
forward loan-sales commitments in earnings
while not adjusting the carrying amount of the
warehouse loans above their cost basis.

Income-Statement Effect

Unless cash-flow hedge accounting is applied, a
financial institution should include the periodic
changes in the fair value of derivative loan
commitments and forward loan-sales commit-
ments in current-period earnings. An institution
should report these changes in fair value in
either ‘‘ other noninterest income’’ or ‘‘ other
noninterest expense,’’ but not as trading rev-
enue, in their regulatory reports. However, an
institution’ s decision as to whether to report the
changes in fair value in its regulatory reports in
an income or expense line item should be
consistent with its presentation of these changes
in its general-purpose external financial state-
ments (including audited financial statements)32

and should be consistent from period to period.

Valuation
Fair Value

FAS 133 indicates that the guidance in State-
ment of Financial Accounting Standards No.
107, ‘‘ Disclosures about Fair Value of Financial
Instruments’’ (FAS 107), should be followed in
determining the fair value of derivatives.33 That
guidance provides that quoted market prices are
the best evidence of the fair value of financial
instruments. However, when quoted market
prices are not available, which is typically the
case for derivative loan commitments and for-
ward loan-sales commitments, estimates of fair
value should be based on the best information
available in the circumstances (e.g., valuation
techniques based on estimated expected future
cash flows). When expected future cash flows
are used, they should be the institution’ s best
estimate based on reasonable and supportable
assumptions and projections.

Estimates of fair value should consider prices
for similar assets or similar liabilities and the
results of valuation techniques to the extent
available in the circumstances. In the absence of
(1) quoted market prices in an active market,

(2) observable prices of other current market
transactions, or (3) other observable data sup-
porting a valuation technique, the transaction
price represents the best information available
with which to estimate fair value at the inception
of an arrangement.

A financial institution should not recognize an
unrealized gain or loss at inception of a deriva-
tive instrument unless the fair value of that
instrument is obtained from a quoted market
price in an active market or is otherwise evi-
denced by comparison to other observable cur-
rent market transactions or based on a valuation
technique incorporating observable market
data.34 Based on this guidance, derivative loan
commitments generally would have a zero fair
value at inception.35 However, subsequent
changes in the fair value of a derivative loan
commitment must be recognized in financial
statements and regulatory reports (e.g., changes
in fair value attributable to changes in market
interest rates).

When estimating the fair value of derivative
loan commitments and those best-efforts con-
tracts that meet the definition of a derivative, a
financial institution should consider predicted
‘‘ pull-through’’ (or, conversely, ‘‘ fallout’’ ) rates.
A pull-through rate is the probability that a
derivative loan commitment will ultimately result
in an originated loan. Some factors that may be
considered in arriving at appropriate pull-
through rates include (but are not limited to) the
origination channel [which may be either inter-
nal (retail) or external (wholesale or correspon-
dent, to the extent the institution rather than the
correspondent closes the loan36)], current mort-
gage interest rates in the market versus the
interest rate incorporated in the derivative loan
commitment, the purpose of the mortgage (pur-
chase versus refinancing), the stage of comple-
tion of the underlying application and underwrit-
ing process, and the time remaining until the

32. See footnote 28 above.
33. See FAS 133, paragraph 17.

34. See footnote 3 in Emerging Issues Task Force Issue
No. 02-3 (EITF 02-3), ‘‘ Issues Involved in Accounting for
Derivative Contracts Held for Trading Purposes and Contracts
Involved in Energy Trading and Risk Management Activi-
ties.’’

35. If a potential borrower pays the lender a fee upon
entering into a derivative loan commitment (e.g., a rate-lock
fee), there is a transaction price, and the lender should
recognize the derivative loan commitment as a liability at
inception using an amount equal to the fee charged to the
potential borrower.

36. If an institution commits to purchase a loan that will be
closed by a correspondent in the correspondent’ s name, the
institution would have a loan-purchase commitment rather
than a derivative loan commitment. Refer to footnote 27.
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expiration of the derivative loan commitment.
Estimates of pull-through rates should be based
on historical information for each type of loan
product adjusted for potential changes in market
interest rates that may affect the percentage of
loans that will close. An institution should not
consider the pull-through rate when reporting
the notional amount of derivative loan commit-
ments in regulatory reports but, rather, must
report the entire gross notional amount.

SAB 105

In March 2004, the SEC issued SAB 105 to
provide guidance on the proper accounting and
disclosures for derivative loan commitments.
SAB 105 is effective for derivative loan com-
mitments entered into after March 31, 2004.
SAB 105 indicates that the expected future cash
flows related to the associated servicing of loans
should not be considered in recognizing deriva-
tive loan commitments. Incorporating expected
future cash flows related to the associated ser-
vicing of the loan essentially results in the
immediate recognition of a servicing asset. Ser-
vicing assets should only be recognized when
the servicing asset has been contractually sepa-
rated from the underlying loan by sale or secu-
ritization of the loan with servicing retained.37

Further, no other internally developed intangible
assets (such as customer-relationship intangible
assets) should be recognized as part of deriva-
tive loan commitments. Recognition of such
assets would only be appropriate in a third-party
transaction (for example, the purchase of a
derivative loan commitment either individually,
in a portfolio, or in a business combination).

Standard-Setter Activities

Financial institutions should be aware that the
SEC or the Financial Accounting Standards
Board (FASB) may issue additional fair-value,
measurement, or recognition guidance in the
future (e.g., a fair-value measurement state-
ment). To the extent that additional guidance is
issued, institutions must also consider the guid-
ance in developing fair-value-estimate method-

ologies for derivative loan commitments and
forward loan-sales commitments as well as mea-
suring and recognizing such derivatives.

Changes in Accounting for Derivative
Loan Commitments and Loan-Sales
Agreements

Financial institutions should follow Accounting
Principles Board Opinion No. 20 (APB 20),
‘‘Accounting Changes,’’ 38 if a change in their
accounting for derivative loan commitments,
best-efforts contracts, or mandatory-delivery con-
tracts is necessary. APB 20 defines various types
of accounting changes and addresses the report-
ing of corrections of errors in previously issued
financial statements. APB 20 states, ‘‘ [e]rrors in
financial statements result from mathematical
mistakes, mistakes in the application of account-
ing principles, or oversight or misuse of facts
that existed at the time the financial statements
were prepared.’’

For regulatory reporting purposes, a financial
institution must determine whether the reason
for a change in its accounting meets the APB 20
definition of an accounting error. If the reason
for the change meets this definition, the error
should be reported as a prior-period adjustment
if the amount is material. Otherwise, the effect
of the correction of the error should be reported
in current earnings.

If the effect of the correction of the error is
material, a financial institution should also con-
sult with its primary federal regulatory agency
to determine whether any of its prior regulatory
reports should be amended. If amended regula-
tory reports are not required, the institution
should report the effect of the correction of the
error on prior years’ earnings, net of applicable
taxes, as an adjustment to the previously reported
beginning balance of equity capital. For the Call
Report, the institution should report the amount
of the adjustment in Schedule RI-A, item 2,
‘‘ Restatements due to corrections of material
accounting errors and changes in accounting
principles,’’ with an explanation in Schedule
RI-E, item 4.

The effect of the correction of the error on
income and expenses since the beginning of the

37. See Statement of Financial Accounting Standards No.
140 (FAS 140), ‘‘Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities,’’ para-
graph 61.

38. Effective December 15, 2005, APB 20 will be replaced
by FASB Statement No. 154, ‘‘Accounting Changes and Error
Corrections-A replacement of APB Opinion No. 20 and FASB
Statement No. 3.’’
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year in which the error is corrected should be
reflected in each affected income and expense
account on a year-to-date basis beginning in the
next quarterly income statement (Call Report) to
be filed and not as a direct adjustment to
retained earnings.

Definitions of Terms Used in the
Advisory
Derivative Loan Commitment

The term derivative loan commitment refers to a
lender’ s commitment to originate a mortgage
loan that will be held for resale. Notwithstand-
ing the characteristics of a derivative set forth in
FAS 133, these commitments to originate mort-
gage loans must be accounted for as derivatives
by the issuer under FAS 133 and include, but are
not limited to, those commonly referred to as
interest-rate-lock commitments.

In a derivative loan commitment, the lender
agrees to extend credit to a borrower under
certain specified terms and conditions in which
the interest rate and the maximum amount of the
loan39 are set prior to or at funding. Under the
agreement, the lender commits to lend funds to
a potential borrower (subject to the lender’ s
approval of the loan) on a fixed- or adjustable-
rate basis, regardless of whether interest rates
change in the market, or on a floating-rate basis.
In a typical derivative loan commitment, the
borrower can choose to—

• ‘‘ lock in’’ the current market rate for a fixed-
rate loan (i.e., a fixed derivative loan commit-
ment);

• ‘‘ lock in’’ the current market rate for an
adjustable-rate loan that has a specified for-
mula for determining when and how the
interest rate will adjust (i.e., an adjustable
derivative loan commitment); or

• wait until a future date to set the interest rate
and allow the interest rate to ‘‘fl oat’’ with
market interest rates until the rate is set (i.e., a
floating derivative loan commitment).

Derivative loan commitments vary in term and
expire after a specified time period (e.g., 60 days

after the commitment date). Additionally, de-
rivative loan commitments generally do not bind
the potential borrower to obtain the loan, nor do
they guarantee that the lender will approve the
loan once the creditworthiness of the potential
borrower has been determined.

Forward Loan-Sales Commitment

The term forward loan-sales commitment refers
to either (1) a mandatory-delivery contract or
(2) a best-efforts contract that, upon evaluation
under FAS 133, meets the definition of a
derivative.

Mandatory-Delivery Contract

A mandatory-delivery contract is a loan-sales
agreement in which a financial institution com-
mits to deliver a certain principal amount of
mortgage loans to an investor at a specified price
on or before a specified date. If the institution
fails to deliver the amount of mortgages neces-
sary to fulfill the commitment by the specified
date, it is obligated to pay a ‘‘ pair-off’’ fee,
based on then-current market prices, to the
investor to compensate the investor for the
shortfall. Variance from the originally commit-
ted principal amount is usually permitted, but
typically may not exceed 10 percent of the
committed amount.

All loan-sales agreements must be evaluated
to determine whether they meet the definition of
a derivative under FAS 133.40 A mandatory-
delivery contract has a specified underlying (the
contractually specified price for the loans) and
notional amount (the committed loan-principal
amount), and requires little or no initial net
investment. Additionally, a mandatory-delivery
contract requires or permits net settlement or the
equivalent thereof as the institution is obligated
under the contract to either deliver mortgage
loans or pay a pair-off fee (based on the then-
current market prices) on any shortfall on the
delivery of the committed loan-principal amount.
Since the option to pay a pair-off fee accom-
plishes net settlement, it is irrelevant as to
whether the mortgage loans to be delivered are
considered readily convertible to cash.41 Based

39. In accordance with the ‘‘ Background Information and
Basis for Conclusions’’ in Statement of Financial Accounting
Standards No. 149 (FAS 149), the notional amount of a
derivative loan commitment is the maximum amount of the
borrowing. See FAS 149, paragraph A27.

40. See FAS 133, paragraph 6, for the characteristics of a
financial instrument or other contract that meets the definition
of a derivative.

41. See FAS 133, paragraph 57(c)(1), for a description of
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on these characteristics, a mandatory-delivery
contract meets the definition of a derivative at
the time an institution enters into the commitment.

Best-Efforts Contract

The term best-efforts contract refers to a loan-
sales agreement in which a financial institution
commits to deliver an individual mortgage loan
of a specified principal amount and quality to an
investor if the loan to the underlying borrower
closes. Generally, the price the investor will pay
the seller for an individual loan is specified prior
to the loan being funded (e.g., on the same day
the lender commits to lend funds to a potential
borrower). A best-efforts contract that has all of
the following characteristics would meet the
definition of a derivative:

• an underlying (e.g., the price the investor will
pay the seller for an individual loan is speci-
fied in the contract)

• a notional amount (e.g., the contract specifies
the principal amount of the loan as an exact
dollar amount or as a principal range with a
determinable maximum amount42)

• requires little or no initial net investment (e.g.,
no fees are exchanged between the seller and
investor upon entering into the agreement, or
a fee that is similar to a premium on other
option-type contracts is exchanged)

• requires or permits net settlement or the
equivalent thereof (for example, the seller is
contractually obligated to either deliver the
loan to the investor if the loan closes or pay a
pair-off fee, based on then-current market
prices, to the investor to compensate the
investor if the loan closes and is not delivered.
Since the option to pay a pair-off fee accom-
plishes net settlement, it is irrelevant as to
whether the loan to be delivered is considered
readily convertible to cash.).

Master Agreement

A financial institution may enter into one of
several types of arrangements with an investor

to govern the relationship between the institu-
tion and the investor and set the parameters
under which the institution will deliver indi-
vidual mortgage loans through separate best-
efforts contracts. Such an arrangement might
include, for example, a master agreement or an
umbrella contract. These arrangements may
specify an overall maximum principal amount
of mortgage loans that the institution may deliver
to the investor during a specified time period,
but generally they do not specify the price the
investor will pay for individual loans. Further,
while these arrangements may include pair-off-
fee provisions for loans to be sold under indi-
vidual best efforts contracts covered by the
arrangements, the seller is neither contractually
obligated to deliver the amount of mortgages
necessary to fulfill the maximum principal
amount specified in the arrangement nor required
to pay a pair-off fee on any shortfall. Because
these arrangements generally either do not have
a specified underlying or determinable notional
amount or do not require or permit net settle-
ment or the equivalent thereof, the arrangements
typically do not meet the definition of a deriva-
tive. As discussed above, an individual best-
efforts contract governed by one of these
arrangements may, however, meet the definition
of a derivative.

As the terms of individual best-efforts con-
tracts and master agreements or umbrella con-
tracts vary, a financial institution must carefully
evaluate such contracts to determine whether the
contracts meet the definition of a derivative in
FAS 133.

Example of the Accounting for
Commitments to Originate and Sell
Mortgage Loans43

ABC Mortgage Financial Institution
(Best-Efforts Contracts and No
Application of Fair-Value Hedge
Accounting)

The following simplified example was devel-
oped to provide a financial institution that has a
limited number of derivative loan commitments

contracts that have terms that implicitly or explicitly require
or permit net settlement.

42. The use of a maximum amount as the notional amount
of a best-efforts contract is consistent with the loan-
commitment discussion in the ‘‘Background Information and
Basis for Conclusions’’ in FAS 149. See FAS 149, paragraph
A27.

43. This example uses the definitions and concepts pre-
sented in the body of the Interagency Advisory on Accounting
and Reporting for Commitments to Originate and Sell Mort-
gage Loans (the interagency advisory). Reference should be
made to the interagency advisory for clarification of the terms
and concepts used in this example.
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general guidance on one approach that may be
used to value such commitments.44 This exam-
ple also illustrates the regulatory reporting
requirements for derivative loan commitments
and forward loan-sales commitments.

The guidance in this example is for illustra-
tive purposes only as there are several ways that
a financial institution might estimate the fair
value of its derivative loan commitments. A
second approach to valuing derivative loan com-
mitments is described in Derivative Loan Com-
mitments Task Force Illustrative Disclosures on
Derivative Loan Commitments, a practice aid
developed by staff of the American Institute of
Certified Public Accountants (AICPA) and a
task force comprising representatives from the
financial services, mortgage banking, and public
accounting communities.45 As indicated in the
body of the interagency advisory, a financial
institution must consider the guidance in FAS
133, FAS 107, EITF 02-3, and SAB 105 in
measuring and recognizing derivative loan com-
mitments and forward loan-sales commitments.
In addition, an institution should be aware that
the SEC or the FASB may issue additional
guidance in the future that may alter certain
aspects of this example.

Background. ABC Mortgage Financial Institu-
tion (ABC) enters into fixed, adjustable, and
floating derivative loan commitments to origi-
nate mortgage loans that it intends to sell. The
institution accounts for the commitments as
derivative financial instruments as required under
FAS 133.

ABC enters into best-efforts contracts with a
mortgage investor under which it commits to
deliver certain loans that it expects to originate
under derivative loan commitments (i.e., the
pipeline) and loans that it has already originated
and currently holds for sale (i.e., warehouse
loans). ABC and the mortgage investor agree on
the price that the investor will pay ABC for an
individual loan with a specified principal amount
prior to the loan being funded. Once the price
that the mortgage investor will pay ABC for an
individual loan and the notional amount of the
loan are specified, and ABC is obligated to

deliver the loan to the investor if the loan closes,
the contract represents a forward loan-sales
commitment. Under FAS 133, ABC accounts
for these forward loan-sales commitments as
derivative financial instruments.

At December 31 of a given year, the notional
amounts of ABC’s mortgage banking derivative
loan commitments and forward loan-sales com-
mitments are as follows:

Table 1—Notional Amounts of
Derivative Loan Commitments and
Forward Loan-Sales Commitments

Notional
amount

Derivative loan
commitments

Fixed-rate commitments $ 8,500,000

Adjustable-rate
commitments 1,500,000

Floating-rate commitments 2,000,000

Total derivative loan
commitments $12,000,000 [A]46

Forward loan-sales
commitments

Pipeline loan commitments $12,000,000

Warehouse loan
commitments 8,000,000

Total forward loan-sales
commitments $20,000,000 [B]

Market interest rates have changed through-
out the time period that ABC’s derivative loan
commitments and forward loan-sales commit-
ments have been outstanding. Some of the
fixed-rate commitments are at rates above cur-
rent market rates while others are at rates at or
below current market rates. All of ABC’s
adjustable-rate commitments are at rates below
current market rates.

Based on its past experience, ABC estimates
a pull-through rate of 70 percent on its fixed-rate
commitments for which the locked-in rate is

44. Estimating fair values when quoted market prices are
unavailable requires considerable judgment. Valuation tech-
niques using simplified assumptions may sometimes be used
(with appropriate disclosure in the financial statements) to
provide a reliable estimate of fair value at a reasonable cost.
See FAS 107, paragraphs 60–61.

45. The practice aid is available at www.aicpa.org.
46. Alpha references in table 1 and the text of this example

refer to the ‘‘Reference’’ column in table 3.
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above current market rates (i.e., 70 percent of
the commitments will actually result in loan
originations) and a pull-through rate of 85 per-
cent for its fixed-rate commitments for which
the locked-in rate is at or below current market
rates. ABC also estimates a pull-through rate of
85 percent for all of its adjustable-rate commit-
ments that are below market rates.

The pull-through-rate assumptions in this
example have been simplified for illustrative
purposes. In determining appropriate pull-
through rates, a financial institution must con-
sider all factors that affect the probability that
derivative loan commitments will ultimately
result in originated loans. Therefore, an institu-
tion is expected to have more granularity (i.e.,
stratification) in its application of pull-through-
rate assumptions to its derivative loan
commitments.

Discussion of ABC’s approach to valuing
derivative loan commitments and forward loan-
sales commitments. ABC estimates the fair value
of its derivative loan commitments using the
best information available in the circumstances
because quoted market prices are not available.
In this case, ABC uses valuation techniques that
take into account current secondary-market loan-
pricing information.47 ABC had noted the

appropriate reference price for the underlying
loans on the day that each derivative loan
commitment was given to a borrower and
assigned an initial fair value of zero to each loan
commitment consistent with the guidance in
SAB 105 and EITF 02-3. At the end of the
month, ABC compares the current reference
price of each underlying loan with its initial
reference price and calculates the price differ-
ence. ABC then calculates the fair value of these
derivatives by multiplying the price difference
by the estimated pull-through rate. This approach
is illustrated in table 2 below.

As illustrated in table 2, ABC excludes time
value from its fair-value-estimate methodology
due to the short-term nature of the derivative
loan commitments. As the exclusion of time
value is not appropriate for all fair-value esti-
mates, an institution must consider the terms of
its specific agreements in determining an appro-
priate estimation methodology.

In the example in table 2, ABC estimated the
initial reference price of the underlying loan to
be originated under the commitment, excluding
the value of the associated servicing rights, to be
$100,000. That is, at the date it entered into the
fixed derivative loan commitment with the bor-
rower, ABC estimated it would receive $100,000,
excluding the value of the associated servicing

Table 2—ABC’s Calculation of the Fair Value of Derivative Loan
Commitments: An Example of a Fixed Derivative Loan Commitment for
Which the Locked-In Rate Is Above the Current Market Rate*

Notional
amount of

loan

Initial reference
price of loan to be
originated under

commitment—
excluding servicing

rights

Current reference
price of loan to be
originated under

commitment—
excluding servicing

rights
Price

difference

Pull-
through

rate

Fair value of
derivative

loan
commitment

(1) (2) (3) [(3) - (2)] (4) [(3) - (2)] × (4)

$100,000 $100,000 $100,500 $500 70% $350

* The example in this table presents the fair-value calculation for one derivative loan commitment. The fair value of this
derivative, which is positive, would be added to all the other derivative loan commitments with positive fair values. Netting
derivatives with positive fair values (assets) against derivatives with negative fair values (liabilities) is not permitted unless the
conditions stipulated in FIN 39 are met. Refer to footnote 29 of the interagency advisory.

47. In general, source data for secondary-market loan-
pricing information may include, for example, quotations
from rate sheets; brokers; or electronic systems such as those
provided by third-party vendors, market makers, or mortgage

loan investors. When secondary-market loan-pricing informa-
tion that includes the value of servicing rights is used, the fair
value of the derivative loan commitments ultimately must
exclude any value attributable to servicing rights.
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rights, if the underlying loan was funded and
sold in the secondary market on that day. Because
this amount is equal to the notional amount of
the loan, ABC would not experience a gain or
loss on the sale of the underlying loan (before
considering the effect of the loan-origination
fees and costs associated with the loan). As
such, the fair value of this derivative loan
commitment would be zero, and there would not
be any unrealized gain or loss at the inception of
the derivative loan commitment. This may not
be true for all derivative loan commitments.

ABC defers all unrealized gains and losses at
the inception of its derivative loan commitments
until the underlying loans are sold. ABC’s
policy is based on the short-term nature of its
derivative loan commitments and was adopted
in order to not accelerate the timing of gain
recognition. As this practice may not be appro-
priate for all derivative loan commitments or
other derivatives initially accounted for under
EITF 02-3, and due to the lack of authoritative
guidance in this area, an institution should
consult with its accounting advisers concerning
the appropriate accounting for its specific
agreements.

After applying the methodology described
above to individual derivative loan commit-
ments, ABC aggregates the fair values of the
derivative loan commitments by type (i.e., fixed,
adjustable, and floating) and by whether the
commitments have above-, at-, or below-market
rates. The fair values of the fixed derivative loan
commitments with above-market rates, adjusted
for the appropriate pull-through rate, total
$21,000 [C], which represents an asset. The
aggregate fair value of the fixed derivative loan
commitments that have at- or below-market
rates, adjusted for the appropriate pull-through
rate, sums to ($31,000) [D], which represents a
liability. For the adjustable derivative loan com-
mitments, the aggregate fair value, adjusted for
the pull-through rate, is approximately ($2,000)
[E], which is also a liability. The fair value of
the floating derivative loan commitments
approximates zero.

ABC also estimates the fair value of its
forward loan-sales commitments outstanding at
the end of the month using a similar methodol-
ogy as that described above. Based upon this
information, ABC determines that the estimated
fair value of the forward loan-sales commit-
ments related to its derivative loan commitments
and warehouse loans with above-market rates is
approximately ($45,000) [F], which represents a

liability, because current market interest rates
for comparable mortgage loans are lower than
the rates in effect when the derivative loan
commitments were initiated. (Consequently, cur-
rent offered delivery prices for similar commit-
ments are greater than the delivery prices of
ABC’s existing forward loan-sales commit-
ments. Therefore, the change in the fair value of
ABC’s forward loan-sales commitments since
they were entered into represents a loss.) The
fair value of ABC’s forward loan-sales commit-
ments related to its derivative loan commitments
and warehouse loans with at- or below-market
rates is estimated to be $50,000, which is an
asset.48

Regulatory reporting. The following table illus-
trates the regulatory reporting requirements for
the derivative-related dollar amounts cited in the
example.

48. The absolute value of the fair value of the forward
loan-sales commitments is greater than the absolute value of
the fair value of the related derivative loan commitments
because the forward loan-sales commitments also apply to,
and act as an economic hedge of, ABC’s warehouse loans.
ABC accounts for its warehouse loans at the lower of cost or
fair value in accordance with FAS 65. In this example, ABC
does not apply hedge accounting to its warehouse loans.
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Table 3—Regulatory Reporting Implications for Derivative Loan Commitments
and Forward Loan-Sales Commitments

Amount Reference

Derivative loan commitments

Notional amount of ‘‘ over-the-counter written options’’ 49 $12,000,000 [A]

Derivatives with a positive fair value held for purposes other than
trading (asset) $21,000 [C]

Derivatives with a negative fair value held for purposes other than
trading (liability) $33,000 [D + E]

Forward loan-sales commitments

Notional amount of ‘‘ forward contracts’’ $20,000,000 [B]

Derivatives with a positive fair value held for purposes other than
trading (asset) $50,000 [G]

Derivatives with a negative fair value held for purposes other than
trading (liability) $45,000 [F]

Derivative loan commitments and forward loan-sales commitments

Total notional amount of derivative contracts held for purposes other
than trading $32,000,000 [A + B]

As illustrated in table 3, depending upon par-
ticular market circumstances, individual deriva-
tive loan commitments and forward loan-sales
commitments may have either positive or nega-
tive fair values, which ABC properly reports
gross as assets or liabilities on its balance sheet.

In addition, for regulatory reporting purposes,
ABC consistently reports the periodic changes
in the fair value of its derivative contracts in
‘‘ other noninterest expense’’ in its income state-
ment. Alternatively, ABC could have chosen to
consistently report these fair-value changes in
‘‘ other noninterest income’’ in its regulatory
reports.49. Because derivative loan commitments are in certain

respects similar to options, they are reported with ‘‘ over-the-
counter written options’’ for regulatory reporting purposes.
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Loan Portfolio Management
Examination Objectives
Effective date November 2005 Section 2040.2

1. To determine if policies, practices, proce-
dures, and internal controls for loan port-
folio management are adequate.

2. To determine if bank officers are operat-
ing in conformance with the established
guidelines.

3. To determine the scope and adequacy of the
audit and loan-review functions.

4. To determine the overall quality of the loan
portfolio and how that quality relates to the
soundness of the bank.

5. To be alert to indications of insufficiently
rigorous risk assessment at banking institu-
tions, particularly excessive reliance on
strong economic conditions and robust
financial markets to support the capacity of
borrowers to service their debts, and inad-
equate stress testing.

6. To be attentive when reviewing an institu-
tion’s lending policies and its assessment
and monitoring of credit risk to ensure that
undue reliance on favorable conditions does
not lead to the delayed recognition of emerg-
ing weaknesses in some loans.

7. To ascertain whether there has been signifi-
cant and undue reliance by the institution on
favorable assumptions about borrowers or
the economy and financial markets. If so, to
carefully consider downgrading, under the
applicable supervisory rating framework, an
institution’s risk-management, management,
or asset-quality ratings (or all three). If the
institution’s assumptions are deemed suffi-
ciently significant, to consider downgrading
its capital adequacy rating.

8. To determine if the bank has adequate
policies, procedures, internal controls, and
internal or external audit reviews that ensure
its compliance (and its subsidiaries’ compli-
ance) with section 106(b) of the Bank
Holding Company Act Amendments,
the Board’s regulations and orders, and
the Board’s interpretations for tying
arrangements.

9. To ascertain, to the extent possible, that the
bank’s credit extensions did not include
impermissible tying arrangements.

10. To determine that management has imple-
mented satisfactory policies, procedures, and
controls to address the risks inherent in
mortgage banking activities.

11. To find out if the bank accounted for and
reported the following transactions at their
fair value: (1) its commitments to originate
mortgage loans that were held for resale
(derivatives) and (2) its loan-sales agree-
ments that are derivatives. If so, to ascertain
if these transactions were accounted for and
reproted—
a. in accordance with the instructions for

the bank Call Report; generally accepted
accounting principles (GAAP); SR-05-10
and its attached May 3, 2005, Inter-
agency Advisory on Accounting and
Reporting for Commitments to Originate
and Sell Mortgage Loans; and

b. based on reasonable and supportable
valuation techniques, as prescribed by
the above-mentioned guidance.

12. To determine if the banking organization’s
loan-review activities or other internal con-
trol and risk-management processes have
been weakened by staff turnover, failure to
commit sufficient resources, inadequate
training, and reduced-scope or less-thorough
internal loan reviews. To incorporate such
findings into the determination of supervi-
sory ratings.

13. To prepare, in a concise, reportable format,
information on the bank’s lending function.

14. To determine compliance with laws and
regulations, including sections 23A and 23B
of the Federal Reserve Act and the Board’s
Regulation W.

15. To initiate corrective action when policies,
practices, procedures, or internal controls
are deficient or when violations of law or
regulations have been noted.
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Loan Portfolio Management
Examination Procedures
Effective date April 2011 Section 2040.3

FIRST-DAY LETTER,
PRE-EXAMINATION ANALYSIS

1. If selected for implementation, complete or
update the loan portfolio management sec-
tion of the internal control questionnaire.

2. Test for compliance with policies, practices,
procedures, and internal controls in
conjunction with performing the remaining
procedures.

3. Request reports on the following from the
bank, by department, as of the examination
date, unless otherwise specified:
a. past-due loans covering—

• single-payment notes 30 days or more
past maturity;

• single-payment notes with interest due
at specified intervals and demand notes
on which interest is due and unpaid for
30 days or more; and

• consumer, mortgage, or term loans, pay-
able in regular installments in which
one installment is due and unpaid for
30 days or more.

The following information should be
included:
• name of the obligor
• original amount of the loan
• outstanding amount of the loan
• date the loan was made
• due date
• terms of the loan
• number of payments the loan is

delinquent
• date of the borrower’s last payment
• interest billing cycle
• date up to which interest is paid
For larger loans, the report should also
include the purpose of the loan and any
action being taken.

b. loans in a nonaccrual status
c. loans on which interest is not being col-

lected in accordance with the terms of the
loan

d. loans whose terms have been modified by
a reduction of interest rate or principal
payment, by a deferral of interest or prin-
cipal, or by other restructuring of repay-
ment terms

e. since the previous examination, loans
transferred, either in whole or in part, to

another lending institution as a result of a
sale, participation, or asset swap

f. since the previous examination, loans
acquired from another lending institution
as a result of a purchase, participation, or
asset swap

g. loans considered ‘‘problem loans’’ by man-
agement (This report may be either as of
the examination date or as submitted to
the officer’s loan-review committee, loan
and discount committee, or board of
directors.)

h. loan commitments and cont ingent
liabilities

i. loans secured by stock of other banks and
loans secured by rights, interests, or pow-
ers of a savings and loan association

j. extensions of credit (including outstand-
ing balances and any bank or personal
charges on bank-owned or bank-issued
credit cards) that have been issued to
employees, officers, directors, and princi-
pal shareholders and their interests, speci-
fying which officers are considered execu-
tive officers

k. for correspondent banks, extensions of
credit to executive officers, directors, and
principal shareholders and their interests

l. a list of correspondent banks
m. miscellaneous loan debit-and-credit sus-

pense accounts
n. current interest-rate structure
o. officers’ current lending authority
p. the nature and extent of servicing activities,

including—
• the aggregate volume and types of ser-

viced loans,
• the dollar volume of loans originated

from out of territory,
• the number of originations and sales

year-to-date compared with the same
period in the previous year, and

• fee income from sales and servicing
year-to-date compared with the same
period in the previous year.

q. extensions of credit in the form of over-
night overdrafts resulting from bank funds
transfer activities

4. Obtain the following information:
a. a copy of written policies covering all

lending functions
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b. a statement of whether a standing com-
mittee administers the lending function

c. copies of reports furnished to the board
for meetings

d. lists of directors, executive officers, and
principal shareholders and their interests

e. a summary of the officer’s borrowing
report (debts to own and other banks)

5. Obtain a copy of the latest reports furnished
to the loan and discount committee.

6. Review the lending policies and updates
thereto and determine, as loans and other
extensions of credit are being reviewed,
whether the institution’s lending practices
adhere to the board of directors’ lending
policies and procedures and if they require
continued compliance with sections 23A and
23B of the Federal Reserve Act and the
Board’s Regulation W.

7. Abstract appropriate excerpts of the lending
policies and updates on the following:
a. distribution of loans by category
b. geographic limitations
c. industrial concentration limitations
d. allowable or desirable ratios of loans to

other balance-sheet accounts
e. lending authorities of committees and

officers
f. any prohibited types of loans
g. maximum maturities for various types of

loans
h. interest-rate structure
i. minimum down payments for various types

of loans
j. collateral-appraisal policies including—

• persons authorized to perform apprais-
als and

• lending values of various types of
property

k. financial information requirements by
types of loans

l. limitations and guidelines for purchasing
and selling loans either directly or through
participations or swaps

m. guidelines for supplying complete and
regularly updated credit information to
purchasers of loans that the bank
originated

n. guidelines for obtaining complete and
regularly updated credit information on
loans purchased from others

o. guidelines for loans to major stock-
holders, directors, officers, or their
interests

p. guidelines for determining the creditwor-

thiness of any institution or customer on
whose behalf the bank executes funds
transfers

q. loan-pricing policies and practices indicat-
ing that the institution may be unduly
weighting the short-term benefit of
retaining or attracting new customers
through price concessions, while not giv-
ing sufficient consideration to potential
longer-term consequences

r. policies reflecting any indications of
insufficiently rigorous risk assessments,
and, in particular, an excessive reliance on
strong economic conditions and robust
financial markets to support the capacity
of borrowers to service their debts, as well
as inadequate stress testing of the assump-
tions underlying the risk assessment

s. policies involving the institution’s assess-
ments and monitoring of credit risk to
ensure that an undue reliance on favorable
conditions does not lead the institution to
delay recognition of emerging weaknesses
in some loans

LENDING POLICIES AND
PROCEDURES, ASSET-LIABILITY
MANAGEMENT

1. When more than one lending policy exists,
determine that policies are internally consis-
tent by reviewing the guidelines previously
obtained.

2. Review minutes of the bank’s loan and
discount committee meetings to obtain—
a. present members and their attendance

record,
b. the scope of work performed, and
c. any information deemed useful in the

examination of specific loan categories or
other areas of the bank.

3. Compare reports furnished to the board and
the loan and discount committee and those
received from the bank in step 3 of the
‘‘First-Day Letter, Pre-examination Analy-
sis’’ section to determine any material differ-
ences and that they are transmitted to the
board in a timely manner.

4. Perform the following steps for past-due
loans:
a. Compare the following to determine any

material inconsistencies:
• the past-due loan schedule received in
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step 3 of the ‘‘First-Day Letter, Pre-
examination Analysis’’ section

• delinquency reports submitted to the
board
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• list of loans considered ‘‘problem’’ loans
by management

• delinquency lists submitted for regula-
tory purposes

b. Scan the delinquency lists submitted to
the board to determine that reports are
sufficiently detailed to evaluate risk
factors.

c. Compile current aggregate totals of past-
due paper including unplanned overdrafts
not paid in 30 days.

5. Perform the following using the loan com-
mitments and contingent liabilities schedule
obtained in step 3 of the ‘‘First-Day Letter,
Pre-examination Analysis’’ section:
a. Reconcile appropriate contingencies totals

to memorandum ledger controls.
b. R e v i e w r e c o n c i l i n g i t e m s f o r

reasonableness.
6. Consult with the examiner responsible for

the asset/liability management analysis to
determine the appropriate maturity break-
down of loans needed for the analysis. If
requested, have the examiners assigned to the
various loan areas compile the information
using bank records or other appropriate
sources. See ‘‘Instructions for the Report of
Examination,’’ section 6000.1, for consider-
ations to be taken into account when compil-
ing maturity information for the gap analysis.

LOAN PORTFOLIO REVIEW AND
ANALYSIS

1. Review the information received and per-
form the following procedures.
a. Loan participations, loan purchases or

sales, loan swaps. The procedures are
designed to ensure that loan transfers
involving state member banks, bank hold-
ing companies, and nonbank affiliates
are carefully evaluated to determine if
they were carried out to avoid classifi-
cation and to determine the effect of the
transfer on the condition of the insti-.
tution. In addition, the procedures are
designed to ensure that the primary reg-
ulator of the other financial institution
involved in the transfer is notified.
• Check participation certificates and

records and determine that the parties
share in the risks and contractual pay-
ments on a pro rata basis.

• Ascertain whether loans are purchased

on a recourse basis and that loans are
sold on a nonrecourse basis.

• Determine that the bank does not
buy back or pay interest on defaulted
loans in contradiction of the underlying
agreement.

• Compare the volume of loans purchased
and sold with the total portfolio.

• Determine that the bank has sufficient
expertise to properly evaluate the vol-
ume of loans purchased and sold.

• Determine if loans are sold primarily to
accommodate overline needs of custom-
ers or to generate fee income.

• Determine if loans are purchased or sold
to affiliates or other companies in a
chain banking organization; if so, deter-
mine that the purchasing companies are
given sufficient information to properly
evaluate the credit. (Section 23A of the
Federal Reserve Act prohibits transfers
of low-quality assets between affiliates.
See section 4050.1, ‘‘Bank-Related
Organizations.’’)

• Investigate any situations in which assets
were transferred before the date of
examination to determine if any were
transferred to avoid possible criticism
during the examination.

• Determine whether any of the loans
transferred were nonperforming at the
time of transfer, classified at the previ-
ous examination, or for any other reason
considered to be of questionable quality.

• Review the bank’s policies and pro-
cedures to determine whether assets or
participations purchased by the bank are
given an independent, complete, and
adequate credit evaluation. If the bank
is a holding company subsidiary or a
member of a chain banking organiza-
tion, review asset purchases or partici-
pations from affiliates or other known
members of the chain to determine if the
asset purchases are given an arm’s-
length and independent credit evalua-
tion by the purchasing bank.

• Determine that any assets purchased by
the bank are properly reflected on its
books at fair market value (while fair
market value may be difficult to deter-
mine, it should at a minimum reflect
both the rate of return being earned on
such assets and an appropriate risk pre-
mium). Determine that appropriate write-
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offs are taken on any assets sold by the
bank at less than book value.

• Determine that transactions involving
transfers of low-quality assets to the
parent holding company or a nonbank
affiliate are properly reflected at fair
market value on the books of both the
bank and the holding company
affiliate.

• If poor-quality assets were transferred
to or from another financial institution
for which the Federal Reserve is not the
primary regulator, prepare a memo-
randum to be submitted to the Reserve
Bank supervisory personnel. The Reserve
Bank will then inform the local office of
the primary federal regulator of the
other institution involved in the transfer.
The memorandum should include the
following information, as applicable:
— name of originating and receiving

institutions
— type of assets involved and type of

transfer (i.e., participation, purchase
or sale, swap)

— date (or dates) of transfer
— total number and dollar amount of

assets transferred
— status of the assets when transferred

(e.g., nonperforming, classified, etc.)
— any other information that would be

helpful to the other regulator
• Review the sale and purchase of U.S.

government–guaranteed loans and sale
premiums.
— Recommendations for originating

and selling institutions:
(1) Examiners should review the

extent and nature of activities in
connection with the sale of
government-guaranteed loans.
Lax or improper management
of the selling institution’s ser-
vicing responsibilities should
be criticized. Out-of-trade-area
lending for the purpose of
resale of any portion of U.S.
government–guaranteed loans
should be carefully reviewed
to ensure that the practice is
conducted in a safe and sound
manner.

(2) All income, including servic-
ing fees and premiums charged
in lieu of servicing fees, asso-

ciated with the sale of U.S.
government–guaranteed loans
should be recognized only as
earned and amortized to appro-
priate income accounts over the
life of the loan.

— Recommendations for purchasing
institutions:
(1) Purchasers of U.S. government–

guaranteed loans should be
aware that the purchase premi-
ums are not guaranteed and are
not paid by the guaranteeing
federal agency when the loans
are prepaid. Because payment
of premiums that do not reason-
ably relate to the yield on the
loan can distort published finan-
cial reports by overstating the
value of a financial institution’s
assets, it will generally be viewed
as an unsafe and unsound bank-
ing practice for a financial insti-
tution to pay purchase premi-
ums that result in a significant
overstatement in the value of
bank assets.

(2) Many government-guaranteed
loans currently being originated
and sold are variable rate. These
variable-rate loans normally
should not trade at anything
more than a modest premium or
discount from par. Examiners
should carefully review any
loans being sold or purchased
at significant premiums and
criticize any involvement with
excessive premiums as an unsafe
and unsound business practice.
Excessive purchase premiums
will be classified loss. The loans
will be required to be revalued
to the market value at the time
of the acquisition and the exces-
sive premiums will be charged
against current earnings.

In addition, any unamortized
loan premium on a government-
guaranteed loan must be imme-
diately charged against income
if the loan is prepaid, regardless
of whether payment is received
from the borrower or the guar-
anteeing agency.
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b. Loans serviced.

• Determine that the bank exercises simi-
lar controls and procedures over loans
serviced for others as it does for loans in
its own portfolio.

• Determine that the bank, as lead or
agent in a credit, exercises similar con-
trols and procedures over syndications
and participations sold as it does for
loans in its own portfolio.

• Ascertain whether the serviced loans are
subject to a repurchase agreement or are
backed by a standby letter of credit from
the originating bank.

• Compare the volume of serviced loans
with the total portfolio.

• Determine if out-of-territory origina-
tions are significant relative to loans
serviced.

• Determine if the volume of loans origi-
nated, sold, and serviced is consistent
with the loan-servicing capabilities of
management.

• Ascertain that servicing fees and premi-
ums charged in lieu of fees are amor-
tized over the life of the loan.

2. Obtain the listing of Uniform Review
of Shared National Credits, and update
the listing based on information obtained
in step 3 of the ‘‘First-Day Letter, Pre-
examination Analysis’’ section.

3. Distribute the applicable schedules and other
information obtained in the preceding steps
to the examiners performing the loan
examination procedures. Request that the
examiners test the accuracy of the informa-
tion. Also, request that they perform the appro-
priate steps in section 2050.3, ‘‘Concentra-
tions of Credit.’’

4. Determine the general distribution character-
istics of the loan portfolio by—

a. determining the percentage of total loans
in specific classes and

b. comparing loan-category distributions with
policy guidelines.

5. Obtain the results of the internal loan reviews
of the loan department, and perform the
following:

a. Determine any nonadherence to internally
established policies, practices, procedures,
and controls.

b. Compare the various department results to
determine the extent of nonadherence and
if it is systemwide.

c. Organize internal-guideline exceptions in
order of their relative importance.

d. Organize and prepare a listing of viola-
tions of law and regulations.

e. Review loan classifications and assets
listed for special mention to determine—
• inclusion of all necessary information

and
• substantiation of classification.

f. Determine the aggregate amount of loans
classified in each of the four levels of
classification.

g. Compile a listing of all loans not sup-
ported by current and satisfactory credit
information.

h. Compile a list ing of all loans not
supported by complete collateral
documentation.

i. Determine the aggregate amount of out-
of-area loans.

j. Compile a listing of low-quality loans
transferred to or from another lending
institution through purchases or sales
or participations or swaps. Submit the
listing to Reserve Bank supervisory
personnel.

k. Review the separate procedures in section
2050.3 ‘‘Concentrations of Credit,’’ and
determine—
• if all necessary data are included,
• if there is substantiation for including

specific items in the report of examina-
tion as a concentration, and

• if the concentration is undue or
unwarranted.

l. Compute the following ratios, and com-
pare them with computations from prior
examinations:
• total classified assets to tier 1 capital

plus the allowance for loan and lease
losses (ALLL)

• weighted classified assets to tier 1 capi-
tal plus the ALLL

• total classified assets to total assets
• ALLL to total loans and leases

• past-due and nonaccrual loans and leases
to gross loans and leases
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TYING ARRANGEMENTS

1. Evaluate compliance with section 106(b) of
the Bank Holding Company Act Amend-
ments, the Board’s regulations (section 225.7
of Regulation Y (12 CFR 225.7), and the
Board’s interpretations of the prohibitions
against tying arrangements. During the course
of the bank’s examination, examiners should
focus on the bank’s responsibility to oversee
and safeguard against potentially illegal tying
arrangements by the bank and its subsidi-
aries. Examiners are to thoroughly review
and evaluate the following areas:
a. the bank’s monitoring and oversight of

compliance with section 106(b) and the
Board’s regulations

b. the bank’s establishment and monitoring
of internal controls and procedures that
are intended to prevent illegal tie-ins by
the bank and its subsidiaries (Determine if
management and its internal auditors have
periodically confirmed that there is full
compliance with such an internal policy.)

c. the adequacy of the bank’s written poli-
cies (including policy statements) and pro-
cedures pertaining to prohibited tying
arrangements (Policies and procedures
include statements that many tying
arrangements are illegal, as well as spe-
cific examples of prohibited tie-in prac-
tices that are relevant to particular current
product lines.)

d. documentation for the training of manage-
ment and staff who are responsible for
monitoring the bank and its subsidiaries
for compliance with anti-tying provisions
(Also review the adequacy of training on
compliance with anti-tying requirements
that is provided to the bank’s other
employees.)

e. the adequacy of the bank’s internal loan
reviews of pertinent bank extensions of
credit to borrowers whose credit facilities
or services may be susceptible to improp-
erly imposed tying arrangements in viola-
tion of section 106(b) or the Board’s
regulations (See ‘‘Prohibitions Against
Tying Arrangements’’ in section 2040.1
for the statutory and regulatory provisions
and their exceptions.) The internal loan
reviews should—
• include reviews of insurance applica-

tions, particularly if the bank’s insur-

ance subsidiary maintains a consistently
high penetration rate on credits granted
by the bank or its bank subsidiaries,
which could indicate the presence of
voluntary or involuntary tying arrange-
ments;

• verify that the bank’s internal loan-
review policies require a periodic review
of actual transactions that involve tying
arrangements to ensure the permissibil-
ity of the tying arrangements under
section 106(b), section 225.7 of the
Board’s Regulation Y, the Board’s or-
ders, and the Board’s interpretations on
tying arrangements;

• evaluate the nature, terms, and condi-
tions of all services provided to custom-
ers; and

• review billing arrangements, the fre-
quency of billing, the method of com-
putation, and the basis for such fees.

2. During the examination review of borrowers’
loans, review those extensions of credit whose
credit facilities or services may result in tying
arrangements imposed by the bank or its
subsidiaries that are impermissible or in vio-
lation of section 106(b) or the Board’s regu-
lations. (See ‘‘Prohibitions Against Tying
Arrangements’’ in section 2040.1.)

3. Review the adequacy of external and internal
audits, including the audit’s workpapers and
procedures, to determine if the auditors
adequately ensured compliance with the pro-
hibitions on tying arrangements in section
106(b).

4. On the ‘‘Matters Requiring Board Atten-
tion,’’ the ‘‘Comments and Conclusions,’’
and the ‘‘Violations of Laws and Regula-
tions’’ report pages (or their equivalent),
report any significant comments on observed
noncompliance with the prohibitions against
tying arrangements. (Comments would also
be appropriate if controls to prevent tie-ins
had not been established.)

MORTGAGE BANKING
ACTIVITIES

1. Review the mortgage banking policies, pro-
cedures, and management information
systems.
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2. Determine whether the directors, managers,
and auditors are adequately evaluating, moni-
toring, and maintaining internal controls over
the valuation and modeling processes, hedg-
ing activities, management information sys-
tems, and the internal audit function.

3. Review the bank’s mortgage-servicing
operations, and determine if market-based
assumptions are used and if they are reason-
able and supportable for estimating the fair
value of servicing assets.
a. Ascertain whether management uses bulk,

flow, and daily mortgage-servicing asset
(MSA) or loan-pricing activities observed
in the market to evaluate the bank’s MSA
valuation assumptions.

b. Determine if those assumptions are rea-
sonable and consistent with the market
activity for similar assets.

4. With respect to management, determine—
a. if detailed policies and procedures are in

place to monitor and control mortgage
banking activities, including loan produc-
tion, pipeline (unclosed loans) and ware-
house (closed loans) administration,
secondary-market transactions, servicing
operations, and management (including
hedging) of MSAs, and

b. if reports and limits focus on key risks,
profitability, and proper accounting
practices.

5. Determine whether the bank has written and
has consistently applied accounting policies
to its commitments to originate mortgage
loans that are held for resale and its commit-
ments to sell mortgage loans under mandatory-
delivery and best-efforts contracts.

6. Find out if the bank has developed and uses
approved valuation methodologies and pro-
cedures to obtain formal approval for changes
to those methodologies.
a. Ascertain whether the valuation method-

ologies are reasonable, objectively sup-
ported, and fully documented.

b. Determine if the bank has internal con-
trols, including an effective independent
review or audit, in place that give integrity
to the valuation process.

7. If the bank issues fixed-, adjustable-, and
floating-rate derivative loan commitments or
forward loan-sales commitments, review an
adequate sample that evidences the full cov-
erage of these types of transactions.
a. Ascertain if these transactions were prop-

erly reported on the balance sheet as an

‘‘other asset’’ or an ‘‘other liability,’’ based
on whether the individual commitment
has a positive (asset) or negative (liability)
fair value in accordance with the bank
Call Report instructions.

b. Determine if the floating-rate derivative
loan commitments and other derivative
loan commitments were reported at their
entire gross notional amount in the bank
Call Report.

c. Find out if the balance sheet correctly
presents (accounts for, discloses, and
reports) all such transactions, including
the netting of contracts, the application of
hedge accounting to mortgage banking
activities, the valuation of derivatives, and
any material or other accounting changes
for derivative loan commitments and loan-
sales agreements. Also determine if there
is compliance with the May 3, 2005,
Interagency Advisory on Accounting and
Reporting for Commitments to Originate
and Sell Mortgage Loans and with gener-
ally accepted accounting principles
(GAAP).

d. Ascertain if periodic changes in the fair
value of derivative loan commitments and
forward loan-sales commitments are
reported in current-period earnings in
either ‘‘other noninterest income’’ or ‘‘non-
interest expense,’’ as appropriate.

8. Report to the central point of contact (CPC)
or examiner-in-charge (EIC) any failure of
bank management to follow (1) the bank’s
accounting and valuation policies for its
commitments to originate mortgage loans
that are held for resale and its commitments
to sell mortgage loans, (2) the instructions for
the bank Call Report, (3) the May 3, 2005,
interagency advisory, or (4) GAAP.

9. When additional examination scrutiny is
needed, based on the examination findings,
the supervisory concerns discussed in section
2040.1, the February 23, 2003, Interagency
Advisory on Mortgage Banking (see SR-03-4
and its attachment), and the May 3, 2005,
Interagency Advisory on Accounting and
Reporting for Commitments to Originate and
Sell Mortgage Loans (see SR-05-10 and its
attachment), perform the comprehensive
mortgage banking examination procedures
found in the appendix section A.2040.3.
(Section A.2040.3 is located in the
‘‘Appendix’’ section near the back of the
manual.)
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PROBLEM LOANS AND
CLASSIFICATION

1. Forward the total loss and doubtful classifi-
cations and their totals to the examiner
assigned to analyze the adequacy of capital.

2. Compare management’s list of ‘‘problem’’
loans from step 3 (under ‘‘First-Day Letter,
Pre-examination Analysis’’) with the listing
of classified loans to determine the extent of
management’s knowledge of its own loan
problems.

3. Through information previously generated,
determine the causes of existing problems or
weaknesses within the system that have the
potential to be future problems.

ALLOWANCE FOR LOAN AND
LEASE LOSSES (ALLL)

1. Forward the following information to the
examiner assigned to review the ALLL:
a. a listing of loans considered ‘‘problem

loans’’ by management
b. a listing of classified loans

DISCUSSIONS WITH
MANAGEMENT

1. Discuss results of the examination of the
lending function with senior management of
the bank.

2. During discussions with senior management,
structure inquiries to—
a. gain insight into the general management

lending philosophy, and
b. elicit management responses for correc-

tion of deficiencies.

REGULATION O

1. During the course of all examinations of the
lending activities of state member banks,
determine whether the bank and its executive
officers, directors, principal shareholders, and
related interests of such persons have com-
plied with the substantive restrictions as well
as the reporting and disclosure requirements
of Regulation O (12 CFR 215), the appropri-
ate statutes (12 USC 375a and 375b, 12 USC

1972(2)), and the board of directors’ lending
and other policies. Civil money penalties
may be assessed for noncompliance. Specific
matters that should be addressed are as fol-
lows:

a. Reports of examination.

• Each report of examination on the lend-
ing activities of state member banks
should contain information as to the
bank’s compliance with the lending
restrictions found at 12 USC 375a and
375b, 12 USC 1972(2), and Regulation
O. Violations should be reported, as
appropriate, in the following report
pages of the Commercial Bank Report
of Examination:

— Matters Requiring Board Attention

— Examination Conclusions and Com-
ments

— Violations of Law and Regulations

b. Schedule RC-M.

• The information from this schedule
should be reviewed to verify the accu-
racy and completeness of the informa-
tion reported in the Call Report. Com-
plete and accurate preparation of this
schedule is particularly important
because Schedule RC-M provides impor-
tant data on possible insider abuse. It
also contains information that will be
used to respond to public requests for
information concerning loans to execu-
tive officers, directors, principal share-
holders, and to related interests of such
persons.

• Examiners should verify that the bank
has established procedures for compli-
ance with the requirements of Regula-
tion O for disclosing information on
extensions of credit to its executive
officers, directors, principal sharehold-
ers, and to related interests of such
persons. The bank should maintain
records of all public requests for infor-
mation and the disposition of such
requests.

• Records of requests for information and
the disposition of such requests may be
disposed of by banks after two years
from the date of request.

2. The examination procedures for checking
compliance with the relevant law and regu-
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lation covering bank insider lending activi-
ties and reporting requirements are as fol-
lows (the examiner should refer to the
appropriate sections of the statutes for spe-
cific definitions, lending limitations, report-
ing requirements, and conditions indicating
preferential treatment):

When reviewing the bank’s information
on its loans to its insiders (that is, informa-
tion on all types of loans including loan
participations, loans purchased and sold, and
loan swaps) perform the examination proce-
dures listed below:
• Test the accuracy and completeness of the

information on the bank’s extended loans
by comparing it with the trial balance or
loans sampled.

• Review credit files on insider loans to
determine that required information is
available.

• Determine that loans to insiders do not
contain terms that are more favorable than
those afforded to other borrowers.

• Determine that loans to insiders do not
involve more-than-normal risk of repay-
ment or present other unfavorable features.

• Determine that loans to insiders, as defined
by the various sections of Regulation O,
do not exceed the imposed lending limits.

• If prior approval by the bank’s board of
directors was required for a loan to an
insider, determine that such approval was
obtained.

• Determine that there is compliance with
the various reporting requirements for
insider loans.

• Determine that the bank has made provi-
sions to comply with the public disclosure
requirements of Regulation O.

• Determine that the bank maintains records
of such public requests and the disposition
of the requests for a period of two years
after the dates of the requests.

• Review the adequacy of the bank’s poli-
cies and procedures that it uses to ensure
that loans to insiders of the bank and its
correspondent banks comply with 12 USC
1972(2), which prohibits extending loans
with preferential terms.1 Although the
statutory and regulatory reporting require-

ments associated with 12 USC 1972(2)
have been eliminated, the bank must still
comply with the existing substantive
restrictions in 12 USC 1972(2). In doing
so, a bank may select any reasonably
prudent method to ensure its compliance
with the restrictions.

3. During the examinations of correspondent
banks, loans to executive officers, directors,
principal shareholders, and to related inter-
ests of such persons of respondent banks
should be reviewed for any evidence of
preferential lending. Such loans should be
reviewed to—
• determine whether they were made on

substantially the same terms, including
interest rates and collateral, as those pre-
vailing at the time for comparable trans-
actions with other persons;

• involve more-than-normal risk of repay-
ment; or

• have other unfavorable features, such as
not being supported by adequate credit
information or being in violation of state
lending limitations.

Although Regulation O no longer contains
information related to the restrictions on
lending to the insiders of correspondent
banks, the statutory limitations still remain at
12 USC 1972(2).2 Banks must still comply
with these substantive restrictions. In doing
so, a bank may select any reasonably prudent
method to ensure compliance with the restric-
tions.

4. Determine if the bank provides employees or
other insiders with bank-owned or bank-
issued credit cards for use in conducting the
bank’s business.
a. Verify that the bank has a written policy

that forbids or discourages an employee or
other insider from using a bank-owned or
bank-issued credit card for the insider’s
personal purposes and that the policy
obligates the insider to promptly reim-
burse the bank.

b. To ascertain the bank’s compliance with
Regulation O, verify that the bank moni-
tors the amount of personal charges out-
standing on its bank-owned or bank-
issued credit cards that are held by insiders

1. Based on an interim rule, effective December 11, 2006,
Regulation O will no longer contain information related to
restrictions on lending to the insiders of correspondent banks.
(See 71 Fed. Reg. 71,472, December 11, 2006.)

2. The statutory and regulatory reporting requirements
previously associated with 12 USC 1972 and Regulation O
have been eliminated.
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so that the outstanding charges, when
aggregated with all of an insider’s other
indebtedness owed to the bank, do not
exceed $15,000.

c. To verify the bank’s compliance with the
market-terms requirement of Regulation
O, determine if—
• the bank requires employees and other

insiders who use bank-owned or bank-
issued credit cards for personal pur-
poses to meet the bank’s normal credit
underwriting standards and

• the bank has verified that its bank-
owned or bank-issued credit cards do
not have more preferential terms (for
example, a lower interest rate or a
longer repayment period) than the
consumer credit cards offered by the
bank.

EXAMINATION REPORTING,
RATINGS ASSIGNMENT, AND
WORKPAPER RETENTION

1. In the appropriate report format, write gen-
eral remarks, which may include—
a. the scope of the examination of the lend-

ing function;
b. the quality of internal policies, practices,

procedures, and controls over the lending
function;

c. the general level of adherence to internal
policies, practices, procedures, and
controls;

d. the scope and adequacy of the internal
loan-review system;

e. the quality of the entire loan portfolio;
f. the competency of management with

respect to the lending function;
g. causes of existing problems;
h. expectations for continued sound lending

or correction of existing deficiencies;
i. promises made by management for cor-

rection of deficiencies; and
j. loans to insiders and their interests.

2. If appropriate and after careful consideration,
recommend downgrading, under the appli-
cable supervisory rating framework, the
institution’s risk-management, management,
or asset-quality ratings (or all three). Recom-
mend downgrading its capital adequacy rat-
ing (if assumptions are sufficiently signifi-
cant) when there is significant and undue
reliance on favorable assumptions about bor-
rowers, the economy, and financial markets,
or when that reliance has slowed the recog-
nition of loan problems.

3. Compile or prepare all information that pro-
vides substantiation for the general remarks.

4. Update the workpapers with any information
that will facilitate future examinations.
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Loan Portfolio Management
Internal Control Questionnaire
Effective date November 2005 Section 2040.4

Review the bank’s internal controls, policies,
practices, and procedures for managing the
bank’s loan portfolio. The bank’s system should
be documented completely and concisely and
should include, where appropriate, narrative
descriptions, flow charts, copies of forms used,
and other pertinent information.

LENDING POLICIES AND
PROCEDURES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten loan portfolio management policies and
objectives that—
a. establish suggested guidelines for the

distribution of loans in the commercial,
real estate, and installment categories?

b. establish geographic limits for loans?
c. establish suggested guidelines for aggre-

gate outstanding loans in relation to other
balance-sheet categories?

d. establish the loan authority of commit-
tees and individual lending officers?

e. define acceptable types of loans?
f. establish maximum maturities for vari-

ous types of loans?
g. establish loan pricing?
h. establish an appraisal policy?
i. establish the minimum financial informa-

tion required at the inception of credit?
j. establish limits and guidelines for pur-

chasing paper?
k. establish guidelines for loans to bank

directors, officers, principal sharehold-
ers, and their related interests?

l. establish collection procedures?
m. define the duties and responsibilities of

loan officers and loan committees?
n. outline loan portfolio management

objectives that acknowledge—
• concentrations of credit within specific

industries?
• the need to employ personnel with

specialized knowledge and experience?
• community service obligations?
• possible conflicts of interests?

o. ensure that all of the bank’s loan port-
folios are monitored and reviewed to
ensure continued compliance with sec-

tions 23A and 23B of the Federal Reserve
Act and Regulation W.

2. Are loan portfolio management policies and
objectives reviewed at least annually to
determine if they are compatible with chang-
ing market conditions?

3. Are the following reported to the board of
directors or its committees (indicate which)
at their regular meetings (at least monthly):
a. past-due single-payment notes? (If so,

indicate the minimum days past due for
them to be included .)

b. notes on which interest only is past due?
(If so, indicate the minimum days past
due for them to be included .)

c. term loans on which one installment is
past due? (If so, indicate the minimum
days due for them to be included

.)
d. total outstanding loan commitments?
e. loans requiring special attention?
f. new loans and loan renewals or restruc-

tured loans?
4. Are reports to be submitted to the board or

its committees rechecked by a designated
individual for possible omissions before the
reports are submitted?

5. Are written applications required for all
loans?

6. Does the bank maintain credit files for all
borrowers?

7. Does the credit file contain information
on—
a. the purpose of the loan?
b. the planned repayment schedule?
c. the disposition of loan proceeds?

8. Does the bank require periodic submission
of financial statements by all borrowers
whose loans are not fully secured by readily
marketable collateral?

9. Is a tickler file maintained to ensure that
current financial information is requested
and received?

10. Does the bank require submission of
audited financial statements based on the
dollar amount of the commitment? (If so,
state the dollar minimum for requiring
$ .)

11. Does the bank perform a credit investiga-
tion on proposed and existing borrowers for
new loan applications?
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12. Is it required that all loan commitments be
in writing?

13. Are lines of credit reviewed and updated at
least annually?

14. Are borrowers’ outstanding liabilities
checked to appropriate lines of credit before
granting the borrowers additional advances?

15. Does the bank employ a procedure for
disclosure of a loan or combination of loans
that are or will be secured by 25 percent of
another insured financial institution’ s stock?

16. Does the bank employ procedures to ensure
compliance with the requirements of the
Lost and Stolen Securities Program (17
CFR 240.17f-l)? (See Internal Control Ques-
tionnaire questions 6–15 of section 4150.4
‘‘ Review of Regulatory Reports.’’ )

17. Is there an internal review system (it may be
a function of the internal audit department)
that covers each department, and does it—
a. recheck interest, discount, and maturity-

date computations?
b. reexamine notes for proper execution,

receipt of all required supporting papers,
and proper disclosure forms?

c. determine that loan approvals are within
the limits of the bank’ s lending
authorities?

d. determine that notes bear the initial of
the loan officer?

e. ascertain that new loans are within the
limitations set for the borrower by cor-
porate resolution?

f. recheck the liability ledger to determine
that new loans have been accurately
posted?

18. Does the bank have a loan-review section or
the equivalent?

19. Is the loan-review section independent of
the lending function?

20. Are the initial results of the loan-review
process submitted to a person or committee
that is also independent of the lending
function?

21. Are all loans exceeding a certain dollar
amount selected for review?

22. Do lending officers recommend loans for
review?

23. Is a method, other than those detailed in
steps 21 or 22, used to select loans for
review? (If so, provide details.)

24. Are internal reviews conducted at least
annually for all lending areas?

25. In an officer-identification system, are guide-
lines in effect that define the consequences

of an officer’ s withholding a loan from the
review process?

26. Is the bank’s problem-loan list periodically
updated by the lending officers?

27. Does the bank maintain a list of loans
reviewed, indicating the date of the review
and the credit rating?

28. Does the loan-review section prepare sum-
mations to substantiate credit ratings, includ-
ing pass loans?

29. Are loan-review summations maintained in
a central location or in appropriate credit
files?

30. Are follow-up procedures in effect for
internally classified loans, including an
update memorandum to the appropriate
credit file?

31. Are officers and employees prohibited from
holding blank signed notes in anticipation
of future borrowings?

32. Are paid and renewed notes cancelled and
promptly returned to customers?

33. Are loan records retained in accordance
with the record-retention policy and legal
requirements?

34. Are new notes microfilmed daily?
35. Is a systematic and progressively stronger

follow-up-notice procedure used for
delinquent loans?

36. Does the bank maintain loan interest-rate
schedules for various types of loans?

37. Does the bank periodically update interest-
rate schedules? If so, state the normal fre-
quency of updates .

38. Does the bank maintain records in sufficient
detail to generate the following information
by type of advance:
a. the cost of funds loaned?
b. the cost of servicing loans, including

overhead?
c. the cost factor of probable losses?
d. the programmed profit margin?

39. Has the bank conducted industry studies for
those industries in which it is a substantial
lender?

40. Are loan proceeds either credited to custom-
ers’ accounts or released through issuance
of official bank checks payable to the
borrower?

41. Is a record of charged-off loans maintained
by a person other than the one who has
custody of the notes or receives payment? Is
this record checked against the notes at least
annually?
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42. Are adequate procedures in effect with
respect to recoveries?

MORTGAGE BANKING
ACTIVITIES

1. Are the assumptions used in the bank’s
valuation models supported when these
assumptions are not benchmarked to market
participants’ assumptions and to the bank’s
actual portfolio performance across each
product type?

2. Are there questionable, inappropriate, or
unsupported items in the valuation models
(for example, retention benefits, deferred
tax benefits, captive reinsurance premiums,
or income from cross-selling activities).
The inclusion of such items in the bank’s
mortgage-servicing asset (MSA) valuation
must be appropriate under generally accepted
accounting principles (GAAP) and must
also be consistent with what a willing buyer
would pay for the mortgage-servicing
contract.

3. Does bank management use comparable
market data as a means of supporting model
assumptions and the fair value of MSAs?

4. Does bank management frequently change
the assumptions it uses in its MSA valua-
tion models from period to period for no
compelling reason?

5. Are there inconsistencies in the MSA valu-
ation assumptions used in valuation, bid-
ding, pricing, and hedging activities as well
as, where relevant, in mortgage-related
activities in other aspects of the bank’s
business?

6. Is there satisfactory segregation of duties
from an organizational perspective between
the valuation, hedging, and accounting func-
tions for the bank’ s mortgage banking
activities?

7. Does bank management use appropriate
amortization practices for its MSAs?

8. Does the bank properly stratify MSAs for
impairment-testing purposes?

9. Do the bank’ s MSA impairment ana-
lyses use reasonable and supportable
assumptions?

10. Does bank management use a valuation
allowance for the impairment of a stratum
of MSAs when repayment of the underlying
loans at a rate faster than originally pro-

jected indicates the existence of an impair-
ment for which a direct write-down should
be recorded?

11. Does bank management evaluate MSAs for
impairment at least quarterly to ensure that
amounts reported in the call report are
accurately stated?

12. Does bank management measure the actual
performance of MSAs by analyzing gross
monthly cash flows of servicing assets rela-
tive to the assumptions and projections used
in each quarterly valuation?

13. Does bank management validate or update
models for new information?

14. Does bank management periodically inven-
tory and revalidate its MSA valuation mod-
els, including an independent assessment of
all key assumptions?

15. Does the bank obtain periodic third-party
valuations by qualified market professionals
to support the fair values of its MSAs and to
update its internal models?

16. Does the bank have comprehensive docu-
mentation standards for all aspects of mort-
gage banking, including mortgage-servicing
assets?

17. Does bank management and, where appro-
priate, the board of directors, review and
approve results and assumptions of the
bank’s MSA valuation models?

18. Does bank management compare models
used throughout the company, including
valuation, hedging, pricing, and bulk acqui-
sition, to identify inconsistencies? Are
identified inconsistencies satisfactorily
supported?

19. Does the bank have systems to measure and
control interest-rate risk?

20. Does bank management ensure that appro-
priate systems and internal controls are in
place to oversee hedging activities, includ-
ing monitoring the effectiveness of hedging
strategies and reviewing concentrations of
hedge instruments and counterparties?

21. Does bank management ensure that the
bank’ s hedge accounting methods are
adequately documented and consistent with
GAAP?

22. Does the bank’s board receive information
on hedged and unhedged positions, mark-
to-market analyses, warehouse aging, the
valuation of MSAs, various rate shock sce-
narios and risk exposures, the creation of
economic value, and policy exceptions
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whenever material exposure to MSAs
exists?

23. Does the bank have written and consistently
applied accounting policies for its commit-
ments to originate mortgage loans that are
held for resale and its commitments to sell
mortgage loans under mandatory-delivery
and best-efforts contracts?

24. Has the bank developed, and does it use,
approved valuation methodologies and pro-
cedures to obtain formal approval for the
changes to those methodologies?
a. Are the valuation methodologies reason-

able, objectively supported, and fully
documented?

b. Does the bank have internal controls,
including an effective independent review
or audit, in place that give integrity to the
valuation process?

25. If the bank issues fixed-, adjustable-, and
floating-rate derivative loan commitments
or forward loan-sales commitments, does it
review an adequate sample that evidences
the full coverage of these types of
transactions?
a. Are these types of transactions properly

reported on the balance sheet as an
‘‘ other asset’’ or an ‘‘ other liability’’
according to whether the individual com-
mitment has a positive (asset) or nega-
tive (liability) fair value, in accordance
with the bank Call Report instructions?

b. Are floating-rate derivative loan commit-
ments and other derivative loan commit-
ments reported at their entire gross
notional amount in the bank Call Report?

c. Is the bank’s balance-sheet presentation
of all such transactions (including the
netting of contracts, the application of
hedge accounting to mortgage banking
activities, the valuation of derivatives,
and any material or other accounting
changes for derivative loan commit-
ments and loan-sales agreements)
accounted for and reported in accordance
with the May 3, 2005, Interagency
Advisory on Accounting and Reporting
for Commitments to Originate and Sell
Mortgage Loans and in accordance with
generally accepted accounting principles
(GAAP)?

d. Are periodic changes in the fair value of
derivative loan commitments and for-

ward loan-sales commitments reported
in current-period earnings in either ‘‘ other
noninterest income’’ or ‘‘ noninterest
expense,’’ as appropriate?

26. Has the bank’s management failed to follow
the bank’s accounting and valuation poli-
cies for its commitments to originate mort-
gage loans that are held for sale and its
commitments to sell mortgage loans, accord-
ing to the instructions in the bank Call
Report, the May 3, 2005, interagency advi-
sory, or GAAP?

27. Does the bank have satisfactory systems
that track quality-control exceptions?

28. Does bank management analyze the bank’s
quality-control reports to determine credit
quality, loan characteristics and demograph-
ics, trends, and sources of problems?

29. Does the bank have satisfactory systems
that track and collect required mortgage
loan documents?

30. Does bank management ensure that adequate
control processes are in place for both
front-end-closing and post-closing loan
documents?

31. Does the bank have satisfactory systems
that monitor and manage the risks associ-
ated with third-party-originated loans?

32. Does bank management ensure prudent risk-
management systems are in place for broker
and correspondent approvals and for ongo-
ing monitoring, including controls on the
appraisal and credit-underwriting process of
third-party-originated loans?

33. Is the bank’s internal audit coverage of its
mortgage banking activities adequate?

CONCLUSION

1. Is the foregoing information considered an
adequate basis for evaluating internal con-
trol; that is, there are no significant deficien-
cies in areas not covered in this question-
naire that impair any controls? Explain
negative answers briefly and indicate any
additional examination procedures deemed
necessary.

2. Based on a composite evaluation as
evidenced by answers to the foregoing
questions, is internal control considered
adequate?

2040.4 Loan Portfolio Management: Internal Control Questionnaire
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Nontraditional Mortgages—Associated Risks
Effective date May 2007 Section 2043.1

The Federal Reserve and the other federal bank-
ing and thrift regulatory agencies (the agencies)1

issued the Interagency Guidance on Nontradi-
tional Mortgage Product Risks on September
29, 2006. The guidance addresses both risk-
management and consumer disclosure practices
that institutions2 should employ to effectively
manage the risks associated with closed-end
residential mortgage products that allow borrow-
ers to defer repayment of principal and, some-
times, interest (referred to as nontraditional
mortgage loans). (See SR-06-15.)

Residential mortgage lending has tradition-
ally been a conservatively managed business
with low delinquencies and losses and reason-
ably stable underwriting standards. However,
during the past few years consumer demand has
been growing, particularly in high-priced real
estate markets, for nontraditional mortgage loans.
These mortgage products include such products
as ‘‘interest-only’’ mortgages, where a borrower
pays no loan principal for the first few years of
the loan, and ‘‘payment-option’’ adjustable-rate
mortgages (ARMs), where a borrower has flex-
ible payment options with the potential for
negative amortization.3

While some institutions have offered nontra-
ditional mortgages for many years with appro-
priate risk management and sound portfolio
performance, the market for these products and
the number of institutions offering them has
expanded rapidly. Nontraditional mortgage loan
products are now offered by more lenders to a
wider spectrum of borrowers; these borrowers
may not otherwise qualify for more traditional
mortgage loans and may not fully understand
the risks associated with nontraditional mort-
gage loans.

Many of these nontraditional mortgage loans
are underwritten with less stringent income and
asset verification requirements (reduced docu-
mentation) and are increasingly combined with
simultaneous second-lien loans.4 Such risk lay-
ering, combined with the broader marketing of
nontraditional mortgage loans, exposes financial
institutions to increased risk relative to tradi-
tional mortgage loans.

Given the potential for heightened risk levels,
management should carefully consider and ap-
propriately mitigate exposures created by these
loans. To manage the risks associated with
nontraditional mortgage loans, management
should—

• ensure that loan terms and underwriting stan-
dards are consistent with prudent lending
practices, including consideration of a borrow-
er’s repayment capacity;

• ensure that consumers have sufficient infor-
mation to clearly understand loan terms and
associated risks prior to making a product
choice; and

• recognize that many nontraditional mortgage
loans, particularly when they have risk-
layering features, are untested in a stressed
environment. As evidenced by experienced
institutions, these products warrant strong risk-
management standards, capital levels commen-
surate with the risk, and an allowance for loan
and lease losses (ALLL) that reflects the
collectibility of the portfolio. The Federal
Reserve expects institutions to effectively as-
sess and manage the risks associated with
nontraditional mortgage loan products.5

Institutions should use the guidance to ensure
that risk-management practices adequately
address these risks. Risk-management pro-
cesses, policies, and procedures in this area will
be carefully scrutinized. Institutions that do not
adequately manage these risks will be asked to
take remedial action.

This guidance focuses on the higher risk
elements of certain nontraditional mortgage prod-
ucts, not the product type itself. Institutions with
sound underwriting, adequate risk management,

1. The Board of Governors of the Federal Reserve System,
the Office of the Comptroller of the Currency, the Federal
Deposit Insurance Corporation, the Office of Thrift Supervi-
sion, and the National Credit Union Administration.

2. The term institution(s) is used in the interagency guid-
ance. As used in this section, institutions applies to Federal
Reserve-supervised state member banks and their subsidiaries,
and bank holding companies and their nonbank subsidiaries.

3. Interest-only and payment-option ARMs are variations
of conventional ARMs, hybrid ARMs, and fixed-rate prod-
ucts. Refer to the appendix for additional information on
interest-only and payment-option ARM loans. This guidance
does not apply to reverse mortgages; home equity lines of
credit (HELOCs), other than as discussed in the Simultaneous
Second-Lien Loans section; or fully amortizing residential
mortgage loan products.

4. Refer to the appendix for additional information on
reduced documentation and simultaneous second-lien loans.

5. Refer to the Interagency Guidelines Establishing Stan-
dards for Safety and Soundness in 12 CFR 208, appendix D-1.
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and acceptable portfolio performance will not be
subject to criticism merely for offering such
products.

NONTRADITIONAL MORTGAGE
LOAN TERMS AND
UNDERWRITING STANDARDS

When an institution offers nontraditional mort-
gage loan products, underwriting standards
should address the effect of a substantial pay-
ment increase on the borrower’s capacity to
repay when loan amortization begins. Underwrit-
ing standards should also comply with the Fed-
eral Reserve’s real estate lending standards and
appraisal regulations and associated guidelines.6

Central to prudent lending is the internal
discipline to maintain sound loan terms and
underwriting standards despite competitive pres-
sures. Institutions are strongly cautioned against
ceding underwriting standards to third parties
that have different business objectives, risk tol-
erances, and core competencies. Loan terms
should be based on a disciplined analysis of
potential exposures and compensating factors to
ensure that risk levels remain manageable.

Qualifying Borrowers for
Nontraditional Loans

Payments on nontraditional loans can increase
significantly when the loans begin to amortize.
Commonly referred to as payment shock, this
increase is of particular concern for payment-
option ARMs where the borrower makes mini-
mum payments that may result in negative
amortization. Some institutions manage the
potential for excessive negative amortization
and payment shock by structuring the initial
terms to limit the spread between the introduc-
tory interest rate and the fully indexed rate.
Nevertheless, an institution’s qualifying stan-
dards should recognize the potential impact of
payment shock, especially for borrowers with
high loan-to-value (LTV) ratios, high debt-to-
income (DTI) ratios, and low credit scores.
Recognizing that an institution’s underwriting
criteria are based on multiple factors, an insti-
tution should consider these factors jointly in the
qualification process and potentially it may de-

velop a range of reasonable tolerances for each
factor. However, the criteria should be based
upon prudent and appropriate underwriting stan-
dards, considering both the borrower’s charac-
teristics and the product’s attributes.

For all nontraditional mortgage loan products,
an institution’s analysis of a borrower’s repay-
ment capacity should include an evaluation of
the borrower’s ability to repay the debt by final
maturity at the fully indexed rate,7 assuming a
fully amortizing repayment schedule.8 In addi-
tion, for products that permit negative amortiza-
tion, the repayment analysis should be based
upon the initial loan amount plus any balance
increase that may accrue from the negative
amortization provision.9

Furthermore, the analysis of repayment capac-
ity should avoid overreliance on credit scores as
a substitute for income verification in the under-
writing process. The higher a loan’s credit risk,
either from loan features or borrower character-
istics, the more important it is to verify

6. Refer to 12 CFR 208.51 subpart E and appendix C and
12 CFR 225 subpart G.

7. The fully indexed rate equals the index rate prevailing at
origination plus the margin that will apply after the expiration
of an introductory interest rate. The index rate is a published
interest rate to which the interest rate on an ARM is tied.
Some commonly used indices include the 1-Year Constant
Maturity Treasury Rate (CMT), the 6-Month London Inter-
bank Offered Rate (LIBOR), the 11th District Cost of Funds
(COFI), and the Moving Treasury Average (MTA), a 12-
month moving average of the monthly average yields of U.S.
Treasury securities adjusted to a constant maturity of one year.
The margin is the number of percentage points a lender adds
to the index value to calculate the ARM interest rate at each
adjustment period. In different interest-rate scenarios, the fully
indexed rate for an ARM loan based on a lagging index (for
example, the MTA rate) may be significantly different from
the rate on a comparable 30-year fixed-rate product. In these
cases, a credible market rate should be used to qualify the
borrower and determine repayment capacity.

8. The fully amortizing payment schedule should be based
on the term of the loan. For example, the amortizing payment
for a loan with a 5-year interest-only period and a 30-year
term would be calculated based on a 30-year amortization
schedule. For balloon mortgages that contain a borrower
option for an extended amortization period, the fully amortiz-
ing payment schedule can be based on the full term the
borrower may choose.

9. The balance that may accrue from the negative amorti-
zation provision does not necessarily equate to the full
negative amortization cap for a particular loan. The spread
between the introductory or ‘‘teaser’’ rate and the accrual rate
will determine whether a loan balance has the potential to
reach the negative amortization cap before the end of the
initial payment-option period (usually five years). For ex-
ample, a loan with a 115 percent negative amortization cap but
only a small spread between the introductory rate and the
accrual rate may reach a 109 percent maximum loan balance
before the end of the initial payment-option period, even if
only minimum payments are made. The borrower could be
qualified based on this lower maximum loan balance.
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the borrower’s income, assets, and outstanding
liabilities.

Collateral-Dependent Loans

Institutions should avoid the use of loan terms
and underwriting practices that may heighten
the need for a borrower to rely on the sale or
refinancing of the property once amortization
begins. Loans to individuals who do not
demonstrate the capacity to repay, as structured,
from sources other than the collateral pledged
are generally considered unsafe and unsound.10

Institutions that originate collateral-dependent
mortgage loans may be subject to criticism, cor-
rective action, and higher capital requirements.

Risk Layering

Institutions that originate or purchase mortgage
loans that combine nontraditional features, such
as interest-only loans with reduced documenta-
tion or a simultaneous second-lien loan, face
increased risk. When features are layered, an
institution should demonstrate that mitigating
factors support the underwriting decision and
the borrower’s repayment capacity. Mitigating
factors could include higher credit scores, lower
LTV and DTI ratios, significant liquid assets,
mortgage insurance, and other credit enhance-
ments. While higher pricing is often used to
address elevated risk levels, it does not replace
the need for sound underwriting.

Reduced Documentation

Institutions increasingly rely on reduced docu-
mentation, particularly unverified income, to
qualify borrowers for nontraditional mortgage
loans. Because these practices essentially sub-
stitute assumptions and unverified information
for analysis of a borrower’s repayment capacity
and general creditworthiness, they should be
used with caution. As the level of credit risk
increases, the Federal Reserve expects an insti-
tution to more diligently verify and document a
borrower’s income and debt-reduction capacity.

Clear policies should govern the use of
reduced documentation. For example, stated
income should be accepted only if there are
mitigating factors that clearly minimize the need
for direct verification of repayment capacity. For
many borrowers, institutions generally should
be able to readily document income using recent
W-2 statements, pay stubs, or tax returns.

Simultaneous Second-Lien Loans

Simultaneous second-lien loans reduce owner
equity and increase credit risk. Historically, as
combined loan-to-value ratios rise, so do defaults.
A delinquent borrower with minimal or no
equity in a property may have little incentive to
work with a lender to bring the loan current and
avoid foreclosure. In addition, second-lien HE-
LOCs typically increase borrower exposure to
increasing interest rates and monthly payment
burdens. Loans with minimal or no owner equity
generally should not have a payment structure
that allows for delayed or negative amortization
without other significant risk-mitigating factors.

Introductory Interest Rates

As a marketing tool for payment-option ARM
products, many institutions offer introductory
interest rates set well below the fully indexed
rate. When developing nontraditional mortgage
product terms, an institution should consider the
spread between the introductory rate and the
fully indexed rate. Since initial and subsequent
monthly payments are based on these low intro-
ductory rates, a wide initial spread means that
borrowers are more likely to experience nega-
tive amortization, severe payment shock, and an
earlier-than-scheduled recasting of monthly pay-
ments. Institutions should minimize the likeli-
hood of disruptive early recastings and extraor-
dinary payment shock when setting introductory
rates.

Lending to Subprime Borrowers

Mortgage programs that target subprime borrow-
ers through tailored marketing, underwriting
standards, and risk selection should follow the
applicable interagency guidance on subprime

10. A loan will not be determined to be ‘‘collateral-
dependent’’ solely through the use of reduced documentation.
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lending.11 Among other things, the subprime
guidance discusses circumstances under which
subprime lending can become predatory or abu-
sive. Institutions designing nontraditional mort-
gage loans for subprime borrowers should pay
particular attention to this guidance. They should
also recognize that risk-layering features in
loans to subprime borrowers may significantly
increase risks for the institution and the borrower.

Non-Owner-Occupied Investor Loans

Borrowers financing non-owner-occupied invest-
ment properties should qualify for loans based
on their ability to service the debt over the life of
the loan. Loan terms should reflect an appropri-
ate combined LTV ratio that considers the
potential for negative amortization and main-
tains sufficient borrower equity over the life of
the loan. Further, underwriting standards should
require evidence that the borrower has sufficient
cash reserves to service the loan, considering the
possibility of extended periods of property
vacancy and the variability of debt service
requirements associated with nontraditional
mortgage loan products.

PORTFOLIO AND
RISK-MANAGEMENT PRACTICES

Institutions should ensure that risk-management
practices keep pace with the growth and chang-
ing risk profile of their nontraditional mortgage
loan portfolios and changes in the market. Active
portfolio management is especially important
for institutions that project or have already
experienced significant growth or concentration
levels. Institutions that originate or invest in
nontraditional mortgage loans should adopt more
robust risk-management practices and manage
these exposures in a thoughtful, systematic man-
ner. To meet these expectations, institutions
should—

• develop written policies that specify accept-
able product attributes, production and port-
folio limits, sales and securitization practices,

and risk-management expectations;
• design enhanced performance measures and

management reporting that provide early warn-
ing for increasing risk;

• establish appropriate ALLL levels that con-
sider the credit quality of the portfolio and
conditions that affect collectibility; and

• maintain capital at levels that reflect portfolio
characteristics and the effect of stressed eco-
nomic conditions on collectibility. Institutions
should hold capital commensurate with the
risk characteristics of their nontraditional mort-
gage loan portfolios.

Nontraditional Mortgage Loan
Policies

An institution’s policies for nontraditional mort-
gage lending activity should set acceptable lev-
els of risk through its operating practices, ac-
counting procedures, and policy exception
tolerances. Policies should reflect appropriate
limits on risk layering and should include risk-
management tools for risk-mitigation purposes.
Further, an institution should set growth and
volume limits by loan type, with special atten-
tion for products and product combinations in
need of heightened attention due to easing terms
or rapid growth.

Concentrations in Nontraditional
Mortgage Products

Institutions with concentrations in nontradi-
tional mortgage products should have well-
developed monitoring systems and risk-
management practices. Monitoring systems
should keep track of concentrations in key
portfolio segments such as loan types, third-
party originations, geographic area, and prop-
erty occupancy status. Concentrations also
should be monitored by key portfolio character-
istics such as non-owner-occupied investor loans
and loans with (1) high combined LTV ratios,
(2) high DTI ratios, (3) the potential for negative
amortization, (4) credit scores of borrowers
below established thresholds, and (5) risk-
layered features. Further, institutions should con-
sider the effect of employee incentive programs
that could produce higher concentrations of
nontraditional mortgage loans. Concentrations
that are not effectively managed will be subject

11. See SR-99-6, Subprime Lending and its attachment,
Interagency Guidance on Subprime Lending, March 1, 1999,
and SR-01-4, Subprime Lending and its attachment, inter-
agency Expanded Guidance for Subprime Lending Programs,
January 31, 2001.
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to elevated supervisory attention and potential
examiner criticism to ensure timely remedial
action.

Controls

An institution’s quality control, compliance, and
audit procedures should focus on mortgage
lending activities posing high risk. Controls to
monitor compliance with underwriting
standards and exceptions to those standards are
especially important for nontraditional loan
products. The quality control function should
regularly review a sample of nontraditional
mortgage loans from all origination channels
and a representative sample of underwriters to
confirm that policies are being followed. When
control systems or operating practices are found
deficient, business-line managers should be held
accountable for correcting deficiencies in a
timely manner.

Since many nontraditional mortgage loans
permit a borrower to defer principal and, in
some cases, interest payments for extended
periods, institutions should have strong controls
over accruals, customer service, and collections.
Policy exceptions made by servicing and collec-
tions personnel should be carefully monitored to
confirm that practices such as re-aging, payment
deferrals, and loan modifications are not inad-
vertently increasing risk. Customer service and
collections personnel should receive product-
specific training on the features and potential
customer issues with these products.

Third-Party Originations

Institutions often use third parties, such as
mortgage brokers or correspondents, to origi-
nate nontraditional mortgage loans. Institutions
should have strong systems and controls in place
for establishing and maintaining relationships
with third parties, including procedures for per-
forming due diligence. Oversight of third parties
should involve monitoring the quality of origi-
nations so that they reflect the institution’s
lending standards and compliance with appli-
cable laws and regulations.

Monitoring procedures should track the qual-
ity of loans by both origination source and key
borrower characteristics. This will help institu-
tions identify problems such as early payment

defaults, incomplete documentation, and fraud.
If problems involving appraisals, loan documen-
tation, credit, or consumer complaints are dis-
covered, the institution should take immediate
action. Remedial action could include more
thorough application reviews, more frequent
re-underwriting, and even termination of the
third-party relationship.

Risk Management of
Secondary-Market Activity

The sophistication of an institution’s secondary-
market risk-management practices should be
commensurate with the nature and volume of
activity. Institutions with significant secondary-
market activities should have comprehensive,
formal strategies for managing risks.12 Contin-
gency planning should include how the institu-
tion will respond to reduced demand in the
secondary market.

While third-party loan sales can transfer a
portion of the credit risk, an institution remains
exposed to reputation risk when credit losses on
sold mortgage loans or securitization transac-
tions exceed expectations. As a result, an insti-
tution may determine that it is necessary to
repurchase defaulted mortgages to protect its
reputation and maintain access to the markets. In
the Federal Reserve’s view, the repurchase of
mortgage loans beyond the selling institution’s
contractual obligation is implicit recourse. Under
the risk-based capital rules, a repurchasing
institution would be required to maintain risk-
based capital against the entire pool or securiti-
zation.13 Institutions should familiarize them-
selves with these guidelines before deciding to
support mortgage loan pools or buying back
loans in default.

Management Information and
Reporting

Reporting systems should allow management to
detect changes in the risk profile of its nontra-
ditional mortgage loan portfolio. The structure
and content should allow the isolation of key

12. Refer to SR-02-16, dated May 23, 2002, Interagency
Questions and Answers on Capital Treatment of Recourse,
Direct Credit Substitutes, and Residual Interests in Asset
Securitizations and its attachment.

13. Refer to 12 CFR 208 and 225, appendix A, III.B.3.
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loan products, risk-layering loan features, and
borrower characteristics. Reporting should also
allow management to recognize deteriorating
performance in any of these areas before it has
progressed too far. At a minimum, information
should be available by (1) loan type (for example,
interest-only mortgage loans and payment-
option ARMs); (2) risk-layering features (for
example, payment-option ARMs with stated
income and interest-only mortgage loans with
simultaneous second-lien mortgages); (3) under-
writing characteristics (for example, LTV, DTI,
and credit score); and (4) borrower performance
(for example, payment patterns, delinquencies,
interest accruals, and negative amortization).

Portfolio volume and performance should be
tracked against expectations, internal lending
standards, and policy limits. Volume and
performance expectations should be established
at the subportfolio and aggregate portfolio
levels. Variance analyses should be performed
regularly to identify exceptions to policies and
prescribed thresholds. Qualitative analysis
should occur when actual performance devi-
ates from established policies and thresholds.
Variance analysis is critical to the monitoring of
a portfolio’s risk characteristics and should be
an integral part of establishing and adjusting
risk-tolerance levels.

Stress Testing

Based on the size and complexity of their
lending operations, institutions should perform
sensitivity analysis on key portfolio segments to
identify and quantify events that may increase
risks in a segment or the entire portfolio. The
scope of the analysis should generally include
stress tests on key performance drivers such as
interest rates, employment levels, economic
growth, housing value fluctuations, and other
factors beyond the institution’s immediate con-
trol. Stress tests typically assume rapid deterio-
ration in one or more factors and attempt to
estimate the potential influence on default rates
and loss severity. Stress testing should aid an
institution in identifying, monitoring, and man-
aging risk, as well as developing appropriate and
cost-effective loss-mitigation strategies. The
stress testing results should provide direct feed-
back in determining underwriting standards,
product terms, portfolio concentration limits,
and capital levels.

Capital and the Allowance for Loan
and Lease Losses

Institutions should establish an appropriate
ALLL for the estimated credit losses inherent in
their nontraditional mortgage loan portfolios.
They should also consider the higher risk of loss
posed by layered risks when establishing their
ALLL.

Moreover, institutions should recognize that
their limited performance history with these
products, particularly in a stressed environment,
increases performance uncertainty. Capital lev-
els should be commensurate with the risk char-
acteristics of the nontraditional mortgage loan
portfolios. Lax underwriting standards or poor
portfolio performance may warrant higher capi-
tal levels.

When establishing an appropriate ALLL and
considering the adequacy of capital, institutions
should segment their nontraditional mortgage
loan portfolios into pools with similar credit-risk
characteristics. The basic segments typically
include collateral and loan characteristics, geo-
graphic concentrations, and borrower qualifying
attributes. Segments could also differentiate loans
by payment and portfolio characteristics, such
as loans on which borrowers usually make only
minimum payments, mortgages with existing
balances above original balances, and mort-
gages subject to sizable payment shock. The
objective is to identify credit quality indicators
that affect collectibility for ALLL measurement
purposes. In addition, understanding character-
istics that influence expected performance also
provides meaningful information about future
loss exposure that would aid in determining
adequate capital levels.

Institutions with material mortgage banking
activities and mortgage servicing assets should
apply sound practices in valuing the mortgage
servicing rights for nontraditional mortgages.
The valuation process should follow generally
accepted accounting principles and use reason-
able and supportable assumptions.14

CONSUMER PROTECTION ISSUES

While nontraditional mortgage loans provide
flexibility for consumers, the Federal Reserve is

14. See SR-03-4, dated February 25, 2003, Interagency
Advisory on Mortgage Banking and its attachment, which has
the same title.
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concerned that consumers may enter into these
transactions without fully understanding the
product terms. Nontraditional mortgage prod-
ucts have been advertised and promoted based
on their affordability in the near term; that is,
their lower initial monthly payments compared
with traditional types of mortgages. In addition
to apprising consumers of the benefits of non-
traditional mortgage products, institutions should
take appropriate steps to alert consumers to the
risks of these products, including the likelihood
of increased future payment obligations. This
information should be provided in a timely
manner—before disclosures may be required
under the Truth in Lending Act or other laws—to
assist the consumer in the product selection
process.

Concerns and Objectives

More than traditional ARMs, mortgage products
such as payment-option ARMs and interest-only
mortgages can carry a significant risk of pay-
ment shock and negative amortization, neither
of which may be fully understood by consum-
ers. For example, consumer payment obligations
may increase substantially at the end of an
interest-only period or upon the ‘‘recast’’ of a
payment-option ARM. The magnitude of these
payment increases may be affected by factors
such as the expiration of promotional interest
rates, increases in the interest-rate index, and
negative amortization. Negative amortization
also results in lower levels of home equity as
compared with a traditional amortizing mort-
gage product. When borrowers go to sell or
refinance the property, they may find that nega-
tive amortization has substantially reduced or
eliminated their equity in the property—even
when the property has appreciated. The concern
that consumers may not fully understand these
products is exacerbated by marketing and pro-
motional practices that emphasize potential ben-
efits without also providing clear and balanced
information about material risks.

In light of these considerations, communica-
tions with consumers, including advertisements,
oral statements, promotional materials, and
monthly statements, should provide clear and
balanced information about the relative benefits
and risks of these products, including the risks
of payment shock and of negative amortization.
Clear, balanced, and timely communication to
consumers of the risks of these products will

provide consumers with useful information at
crucial decision-making points, such as when
they are shopping for loans or deciding which
monthly payment amount to make. Such com-
munication should help minimize potential con-
sumer confusion and complaints, foster good
customer relations, and reduce legal and other
risks to the institution.

Legal Risks

Institutions that offer nontraditional mortgage
products must ensure that they do so in a manner
that complies with all applicable laws and regu-
lations. With respect to the disclosures and other
information provided to consumers, applicable
laws and regulations include the following:

• Truth in Lending Act (TILA) and its imple-
menting regulation, Regulation Z

• Section 5 of the Federal Trade Commission
Act (FTC Act)

TILA and Regulation Z contain rules governing
disclosures that institutions must provide for
closed-end mortgages (1) in advertisements,
(2) with an application,15 (3) before loan con-
summation, and (4) when interest rates change.
Section 5 of the FTC Act prohibits unfair or
deceptive acts or practices.16

Other federal laws, including the fair-lending
laws and the Real Estate Settlement Procedures
Act (RESPA), also apply to these transactions.
Moreover, the Federal Reserve notes that the
sale or securitization of a loan may not affect an
institution’s potential liability for violations of
TILA, RESPA, the FTC Act, or other laws in
connection with its origination of the loan. State
laws, including laws regarding unfair or decep-
tive acts or practices, also may apply.

Recommended Practices

Recommended practices for addressing the risks

15. These program disclosures apply to ARM products and
must be provided at the time an application is provided or
before the consumer pays a nonrefundable fee, whichever is
earlier.

16. The Board of Governors enforces this provision under
the FTC Act and section 8 of the Federal Deposit Insurance
Act. See the joint Board and FDIC guidance titled Unfair or
Deceptive Acts or Practices by State-Chartered Banks, March
11, 2004.
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raised by nontraditional mortgage products
include the following:17

Communications with Consumers

When promoting or describing nontraditional
mortgage products, institutions should provide
consumers with information that is designed to
help them make informed decisions when select-
ing and using these products. Meeting this
objective requires appropriate attention to the
timing, content, and clarity of information pre-
sented to consumers. Thus, institutions should
provide consumers with information at a time
that will help consumers select products and
choose among payment options. For example,
institutions should offer clear and balanced prod-
uct descriptions when (1) a consumer is shop-
ping for a mortgages (such as when the con-
sumer makes an inquiry to the institution about
a mortgage product and receives information
about nontraditional mortgage products) or
(2) when marketing relating to nontraditional
mortgage products is provided by the institution
to the consumer. Clear and balanced information
should not be offered by the institution only
upon the submission of an application or at
consummation.18 The provision of such infor-
mation would serve as an important supplement
to the disclosures currently required under TILA
and Regulation Z as well as other laws.19

Promotional Materials and Product
Descriptions

To assist other consumers in their product selec-

tion decisions, promotional materials and other
product descriptions should provide information
about the costs, terms, features, and risks of
nontraditional mortgages (including information
about the matters discussed below).

Payment Shock. Institutions should apprise
consumers of potential increases in payment
obligations for these products, including
circumstances in which interest rates or nega-
tive amortization reach a contractual limit. For
example, product descriptions could state the
maximum monthly payment a consumer would
be required to pay under a hypothetical loan
example once amortizing payments are required
and the interest rate and negative amortization
caps have been reached.20 Such information
also could describe when structural payment
changes will occur (for example, when
introductory rates expire or when amortizing
payments are required) and what the new pay-
ment amount would be or how it would be
calculated. As applicable, these descriptions
could indicate that a higher payment may be
required at other points in time due to factors
such as negative amortization or increases in the
interest-rate index.

Negative Amortization. When negative amorti-
zation is possible under the terms of a nontra-
ditional mortgage product, consumers should be
apprised of the potential for increasing principal
balances and decreasing home equity, as well as
other potential adverse consequences of nega-
tive amortization. For example, product descrip-
tions should disclose the effect of negative
amortization on loan balances and home equity,
and could describe the potential consequences to
the consumer of making minimum payments
that cause the loan to negatively amortize. (One
possible consequence is that it could be more
difficult to refinance the loan or to obtain cash
upon a sale of the home.)

Prepayment Penalties. If the institution may
impose a penalty in the event that the consumer
prepays the mortgage, consumers should be
alerted to this fact and to the need to ask the
lender about the amount of any such penalty.

Cost of Reduced Documentation Loans. If an
institution offers both reduced and full documen-

17. Institutions should review the recommendations relat-
ing to mortgage lending practices set forth in other supervi-
sory guidance from their respective primary regulators, as
applicable, including guidance on abusive lending practices.

18. Institutions also should strive to (1) focus on informa-
tion important to consumer decision making; (2) highlight key
information to make it more prominent; (3) employ a user-
friendly and readily navigable format for presenting the
information; and (4) use plain language, with concrete and
realistic examples. Comparative tables and information de-
scribing key features of available loan products, including
reduced documentation programs, also may be useful for
consumers who are considering the nontraditional mortgage
products and other loan features described in this guidance.

19. Institutions may not be able to incorporate all of the
practices recommended in this guidance when advertising
nontraditional mortgages through certain forms of media, such
as radio, television, or billboards. Nevertheless, institutions
should provide clear and balanced information about the risks
of these products in all forms of advertising.

20. Consumers also should be apprised of other material
changes in payment obligations, such as balloon payments.
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tation loan programs and there is a pricing
premium attached to the reduced documentation
program, consumers should be alerted to this
fact.

Monthly Statements on Payment-Option ARMs.
Monthly statements that are provided to con-
sumers on payment-option ARMs should pro-
vide information that enables consumers to make
informed payment choices, including an expla-
nation of each payment option available and the
impact of that choice on loan balances. For
example, the monthly payment statement should
contain an explanation, as applicable, next to the
minimum payment amount that making this
payment would result in an increase to the
consumer’s outstanding loan balance. Payment
statements also could provide the consumer’s
current loan balance, what portion of the con-
sumer’s previous payment was allocated to prin-
cipal and to interest, and, if applicable, the
amount by which the principal balance increased.
Institutions should avoid leading payment-
option ARM borrowers to select a nonamortiz-
ing or negatively amortizing payment (for ex-
ample, through the format or content of monthly
statements).

Practices to Avoid. Institutions also should avoid
practices that obscure significant risks to the
consumer. For example, if an institution adver-
tises or promotes a nontraditional mortgage by
emphasizing the comparatively lower initial pay-
ments permitted for these loans, the institution
also should provide clear and comparably promi-
nent information alerting the consumer to the
risks. Such information should explain, as rel-
evant, that these payment amounts will increase,
that a balloon payment may be due, and that the
loan balance will not decrease and may even
increase due to the deferral of interest or prin-
cipal payments. Similarly, institutions should
avoid promoting payment patterns that are struc-
turally unlikely to occur.21 Such practices could
raise legal and other risks for institutions, as
described more fully above.

Institutions also should avoid such practices
as (1) giving consumers unwarranted assurances

or predictions about the future direction of
interest rates (and, consequently, the borrower’s
future obligations); (2) making one-sided repre-
sentations about the cash savings or expanded
buying power to be realized from nontraditional
mortgage products in comparison with amortiz-
ing mortgages; (3) suggesting that initial mini-
mum payments in a payment-option ARM will
cover accrued interest (or principal and interest)
charges; and (4) making misleading claims that
interest rates or payment obligations for these
products are ‘‘fixed.’’

Control Systems

Institutions should develop and use strong con-
trol systems to monitor whether actual practices
are consistent with their policies and procedures
relating to nontraditional mortgage products.
Institutions should design control systems to
address compliance and consumer information
concerns as well as the safety and soundness
considerations discussed in this guidance. Lend-
ing personnel should be trained so that they are
able to convey information to consumers about
product terms and risks in a timely, accurate,
and balanced manner. As products evolve and
new products are introduced, lending personnel
should receive additional training, as necessary.
Lending personnel should be monitored to
determine whether they are following these
policies and procedures. Institutions should re-
view consumer complaints to identify potential
compliance, reputation, and other risks. Atten-
tion should be paid to appropriate legal review
and to using compensation programs that do not
improperly encourage lending personnel to direct
consumers to particular products.

With respect to nontraditional mortgage loans
that an institution makes, purchases, or services
using a third party, such as a mortgage broker,
correspondent, or other intermediary, the insti-
tution should take appropriate steps to mitigate
risks relating to compliance and consumer
information concerns discussed in this guidance.
These steps would ordinarily include, among
other things, (1) conducting due diligence and
establishing other criteria for entering into and
maintaining relationships with such third par-
ties, (2) establishing criteria for third-party com-
pensation designed to avoid providing incen-
tives for originations inconsistent with this
guidance, (3) setting requirements for agree-

21. For example, marketing materials for payment-option
ARMs may promote low predictable payments until the recast
date. Such marketing should be avoided in circumstances in
which the minimum payments are so low that negative
amortization caps would be reached and higher payment
obligations would be triggered before the scheduled recast,
even if interest rates remain constant.
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ments with such third parties, (4) establishing
procedures and systems to monitor compliance
with applicable agreements, bank policies, and
laws, and (5) implementing appropriate correc-
tive actions in the event that the third party fails
to comply with applicable agreements, bank
policies, or laws.

APPENDIX
(Terms Used in This Document)

Interest-Only Mortgage Loan. An interest-only
mortgage loan refers to a nontraditional mort-
gage in which, for a specified number of years
(for example, three or five years), the borrower
is required to pay only the interest due on the
loan, during which time the rate may fluctuate or
may be fixed. After the interest-only period, the
rate may be fixed or it may fluctuate based on
the prescribed index and payments, including
both principal and interest.

Payment-Option ARM. A payment-option
ARM is a nontraditional adjustable-rate mort-
gage that allows the borrower to choose from a
number of different payment options. For
example, each month, the borrower may
choose a minimum payment option based on a
‘‘start’’ or introductory interest rate, an interest-

only payment option based on the fully indexed
interest rate, or a fully amortizing principal and
interest payment option based on a 15- or 30-
year loan term, plus any required escrow pay-
ments. The minimum payment option can be
less than the interest accruing on the loan, re-
sulting in negative amortization. The interest-
only option avoids negative amortization but
does not provide for principal amortization. Af-
ter a specified number of years, or if the loan
reaches a certain negative amortization cap, the
required monthly payment amount is recast to
require payments that will fully amortize the
outstanding balance over the remaining loan
term.

Reduced Documentation. Reduced documenta-
tion is a loan feature that is commonly referred
to as ‘‘low doc/no doc,’’ ‘‘no income/no asset,’’
‘‘stated income,’’ or ‘‘stated assets.’’ For mort-
gage loans with this feature, an institution sets
reduced or minimal documentation standards to
substantiate the borrower’s income and assets.

Simultaneous Second-Lien Loan. A simulta-
neous second-lien loan is a lending arrangement
where either a closed-end second lien or a home
equity line of credit is originated simultaneously
with the first-lien mortgage loan, typically in
lieu of a higher down payment.
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Nontraditional Mortgages—Associated Risks
Examination Objectives
Effective date May 2007 Section 2043.2

1. To ascertain if the bank has adequate risk-
management processes, policies, and proce-
dures to address the risk associated with its
nontraditional mortgage loans.

2. To evaluate whether the bank’s nontradi-
tional mortgage loan terms are supported by
a disciplined analysis of its potential expo-
sures versus the mitigating factors that ensure
that risk levels are adequately managed.

3. To determine if the underwriting standards
for nontraditional mortgage loans comply
with the Federal Reserve’s real estate lending
standards and appraisal regulations and asso-
ciated guidelines.

4. To evaluate whether the bank’s management
carefully considers and appropriately assesses
and mitigates the risk exposures created by
the nontraditional mortgage loans by ensur-
ing that—
a. its loan terms and underwriting standards

are consistent with prudent lending prac-

tices, including consideration of a borrow-
er’s repayment capacity;

b. its nontraditional mortgage loan products
have strong risk-management standards,
capital levels commensurate with the risk,
and an allowance for loan and lease losses
that reflects the collectibility of the port-
folio; and

c. its consumers have sufficient information
to clearly understand the loan terms and
associated risks prior to making a
nontraditional mortgage loan product
choice.

5. To determine if the bank has borrower quali-
fication criteria that include an evaluation of
a borrower’s repayment capacity and ability
to repay the debt—the full amount of the
credit extended, including any balance
increase that may accrue from negative
amortization—by the final maturity date at
the fully indexed rate.
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Nontraditional Mortgages—Associated Risks
Examination Procedures
Effective date May 2007 Section 2043.3

RISK MITIGATION

1. Assess the bank’s management procedures to
mitigate the risk created by nontraditional
mortgage products. Determine that—
a. underwriting standards and terms are con-

sistent with prudent lending practices,
including consideration of each borrow-
er’s repayment capacity;

b. products are supported by strong risk-
management standards, capital levels that
are commensurate with their risk, and an
allowance for loan and lease losses that
reflects the collectiblity of the portfolio;
and

c. borrowers have sufficient information to
clearly understand the terms of their loans
and their associates risks.

UNDERWRITING STANDARDS

1. Determine if the bank’s underwriting
standards—
a. address the effect of a substantial payment

increase on the borrower’s capacity to
repay when loan amortization begins,

b. comply with the Federal Reserve’s real
estate lending standards and appraisal
regulations and associated guidelines, and

c. require that loan terms are based on a
disciplined analysis of potential exposures
and mitigating factors, which will ensure
that risk levels remain manageable.

2. Verify that the bank’s nontraditional mort-
gage loan qualification standards recognize
the potential impact of payment shock (par-
ticularly for borrowers with high loan-to-
value (LTV) ratios, high debt-to-income (DTI)
ratios, and low credit scores).

3. Ascertain that the analysis of a borrower’s
repayment capacity includes—
a. an evaluation of the borrower’s ability to

repay the debt by final maturity at the
fully indexed rate, assuming a fully
amortizing repayment schedule,

b. a repayment schedule that is based on the
initial loan amount plus any balance
increase that may accrue from a negative
amortization provision, and

c. avoiding an overreliance on credit scores

as a substitute for income verification or a
reliance on the sale or refinancing of the
property (pledged as collateral) when
amortization begins.

4. Determine whether originated or purchased
mortgage loans that combine nontraditional
features (such as interest-only loans with
reduced documentation and second-lien loans)
have mitigating factors (that is, higher credit
scores, lower LTVs and DTI repayment ratios,
significant liquid assets, mortgage insurance,
or other credit enhancements) that support
the underwriting decisions and the borrow-
er’s repayment capacities.

5. Verify that the bank has clear loan underwrit-
ing policies governing the use of—
a. reduced documentation of the borrower’s

financial capacity (for example, non- veri-
fication of reported income when the bor-
rower’s income can be documented based
on recent W-2 statements, pay stubs, or
tax returns);

b. minimal or no owner’s equity for second-
lien home equity lines of credit (such
loans generally should not have a payment
structure allowing for delayed or negative
amortization without other significant risk-
mitigating factors);

c. introductory interest rates (banks should
minimize the likelihood of disruptive early
recastings and extraordinary payment
shock when setting introductory rates);

d. subprime lending (adherence to the inter-
agency guidance on subprime lending);1
and

e. non-owner-occupied investor loans (quali-
fications should be based on the borrow-
er’s ability to service the debt over the life
of the loan, which would include a com-
bined LTV ratio that considers negative
amortization and sufficient borrower equity,
and continuing cash reserves).

PORTFOLIO AND
RISK-MANAGEMENT PRACTICES

1. If the bank originates or invests in nontradi-
tional mortgage loans, determine if more

1. See SR-01-4 and SR-99-6.
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robust risk-management practices have been
adopted to manage the exposures.
a. Verify that there are appropriate written

lending policies that have been adopted
and are being used and monitored, speci-
fying acceptable product attributes, pro-
duction and portfolio limits (growth and
volume limits by loan type), sales and
securitization practices, and risk-
management expectations (acceptable lev-
els of risk).

b. Determine if enhanced performance mea-
sures have been designed and if there is
management reporting that provides an
early warning for increasing risk.

c. Find out if the appropriate levels for the
allowance for loan and lease losses
(ALLL) have been established that con-
sider the credit quality of the portfolio and
the conditions that affect collectibility.

d. Evaluate whether adequate capital is main-
tained at levels that reflect portfolio char-
acteristics and the effect of stressed eco-
nomic conditions on collectibility.

e. Determine if capital is held commensurate
with the risk characteristics of the bank’s
nontraditional mortgage loan portfolios.

2. If the bank has concentrations in nontradi-
tional mortgage products, determine if there
are—
a. well-developed monitoring systems and

risk-management practices that monitor
and keep track of concentrations in key
portfolio segments, such as by loan type,
third-party originations, geographic area,
and property occupancy status, and

b. systems that also monitor key portfolio
characteristics: non-owner-occupied inves-
tor loans and loans with (1) high com-
bined LTV ratios, (2) high DTI ratios,
(3) the potential for negative amortization,
(4) credit scores of borrowers that are
below established thresholds, and (5) risk-
layered features.

3. Determine if the bank has adequate quality
controls as well as compliance and audit
procedures that focus on mortgage lending
activities posing high risk.
a. Determine if the bank has strong internal

controls over accruals, customer service,
and collections.

b. Verify that policy exceptions made by
servicing and collections personnel are
carefully monitored and that practices such
as re-aging, payment deferrals, and loan

modifications are not inadvertently increas-
ing risk.

c. Find out if the quality control function
regularly reviews (1) a sample of nontra-
ditional mortgage loans from all origina-
tion channels and (2) a representative
sample of underwriters confirming that
underwriting policies are followed.

4. Bank oversight of third-party originators—
a. determine if the bank has strong systems

and controls in place for establishing and
maintaining relationships with third-party
nontraditional mortgage loan originators,
including procedures for due diligence,
and

b. find out if the oversight of third- party
mortgage loan origination lending prac-
tices includes monitoring the quality of
originations (that is, the quality of origi-
nation sources, key borrower characteris-
tics, appraisals, loan documentations, and
credit repayment histories) so that they are
reflective of the bank’s lending standards
and in compliance with applicable laws
and regulations.

5. Determine if the bank’s risk-management
practices are commensurate with the nature,
volume, and risk of its secondary-market
activities.
a. Find out if there are comprehensive for-

mal strategies for managing the risks aris-
ing from significant secondary-market
activities.

b. Ascertain if contingency planning includes
how the bank will respond to a decline in
loan demand in the secondary market.

c. Determine if there were any repurchases
of defaulted mortgages and if the bank
complies with its risk-based capital
guidelines.

6. Evaluate the appropriateness of management
information and reporting systems for the
level and nature of the bank’s mortgage
lending activity.
a. Verify that the reporting allows manage-

ment to detect changes in the risk profile,
or deteriorating performance, of its non-
traditional mortgage loan portfolio.

b. Determine if management information is
reported and available by loan type, risk-
layering features, underwriting character-
istics, and borrower performance.

c. Find out if—
1) portfolio volume and performance are
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tracked against expectations, internal
lending standards, and policy limits;

2) volume and performance expectations
are established at the subportfolio and
aggregate portfolio levels;

3) variance analyses are regularly per-
formed to identify exceptions to poli-
cies and prescribed thresholds; and

4) qualitative analyses are performed
when actual performance deviates from
established policies and thresholds.

d. Determine if the bank, based on the size
and complexity of its lending operations,
performs sensitivity analysis on its key
portfolio segments to identify and quan-
tify events that may increase its risks in a
segment or the entire portfolio.

e. Verify that the scope of the sensitivity
analysis includes stress tests on key per-
formance drivers such as interest rates,
employment levels, economic growth,
housing value fluctuations, and other fac-
tors beyond the bank’s immediate control.

f. Find out if the stress testing results pro-

vide direct feedback for determining
underwriting standards, product terms,
portfolio concentration limits, and capital
levels.

g. Determine if the bank has established an
appropriate ALLL for the estimated credit
losses and commensurate capital levels
for the risk inherent in its nontraditional
mortgage loan portfolios (considering the
higher risk of loss posed by the layered
risks).

h. If the bank has material mortgage banking
activities and mortgage servicing assets—
a. evaluate whether sound practices were

applied in valuing the mortgage servic-
ing rights for its nontraditional mort-
gages and

b. ascertain if the valuation process fol-
lowed the nontraditional mortgage and
other interagency guidance and gener-
ally accepted accounting principles, and
whether reasonable and supportable
assumptions were used.
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Nontraditional Mortgages—Associated Risks
Internal Control Questionnaire
Effective date May 2007 Section 2043.4

Review the bank’s internal controls, policies,
procedures, and practices for making and ser-
vicing nontraditional mortgage loans. The bank’s
internal control system should be documented in
a complete and concise manner and should
include, where appropriate, narrative descrip-
tions, flowcharts, copies of forms used, and
other pertinent information.

RISK MANAGEMENT AND RISK
MITIGATION

1. Are there procedures established to control,
limit, and monitor the authorization of non-
traditional mortgage loan transactions and
to establish the appropriate supervision and
preliminary review of nontraditional mort-
gage loan decisions?

2. For nontraditional mortgage loans, is there
an appropriate separation of the employees’
duties involving (1) the authorizing, execut-
ing, recording, and adjusting of loans,
(2) receiving payments, (3) reconciling the
accounts, and (4) maintaining clear title to,
and custody of, pledged collateral—all to
safeguard against the possible misappropria-
tion of the bank’s funds?

3. Has the bank’s management developed risk-
mitigation procedures for nontraditional
mortgage products? If so, do the risk-
mitigation procedures—
a. set forth underwriting standards and terms

that are consistent with prudent lending
practices, including the consideration of
each borrower’s repayment capacity,
third-party credit reports, pledged collat-
eral valuations, and regularly timed
follow-up reviews thereon?

b. require that nontraditional mortgage prod-
ucts be supported by appropriate super-
visory oversight and review, strong risk-
management standards, capital levels that
are commensurate with their risk, and an
adequate allowance for loan and lease
losses (ALLL) that reflects the collect-
ibility of the portfolio?

c. require that borrowers be provided with
sufficient information so they can clearly
understand the terms of their loans and
their associated risks?

UNDERWRITING STANDARDS

1. Do the bank’s underwriting standards—
a. appropriately address and assess the effect

of a substantial payment increase in the
borrower’s capacity to repay when loan
amortization begins?

b. establish practices consistent with the
Federal Reserve’s real estate lending
standards and appraisal regulations and
associated guidelines?

c. require that loan terms be based on a
disciplined analysis of potential expo-
sures and mitigating factors, which will
ensure that risk levels will remain
manageable?

2. Does the bank’s nontraditional mortgage
loan qualification standards recognize the
potential impact of payment shock, particu-
larly for borrowers with high loan-to-value
(LTV) ratios, high debt-to-income (DTI)
ratios, and low credit scores?

3. Does the analysis of a borrower’s repay-
ment capacity include—
a. an evaluation of the borrower’s ability to

repay the debt by final maturity at the
fully indexed rate, assuming a fully amor-
tizing repayment schedule?

b. a repayment schedule that is based on the
initial loan amount plus any balance
increase that may accrue from a negative
amortization provision?

c. an avoidance of overreliance on credit
scores as a substitute for income verifi-
cation or reliance on the sale or refinanc-
ing of the property when amortization
begins?

4. Do originated or purchased mortgage loans
that combine nontraditional features (such
as interest-only loans with reduced docu-
mentation and second-lien loans) have miti-
gating factors (that is, higher credit scores,
lower LTVs and DTI repayment ratios,
significant liquid assets, mortgage insur-
ance, or other credit enhancements) that
support the underwriting decisions and the
borrower’s repayment capacities?

5. Are there clear bank loan underwriting
policies governing the use of—
a. reduced documentation of the borrow-

er’s financial capacity (for example, non-
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verification of reported income when the
borrower’s income can be documented
based on recent W-2 statements, pay
stubs, or tax returns)?

b. minimal or no owner’s equity for second-
lien home equity lines of credit (such
loans generally should not have a pay-
ment structure allowing for delayed or
negative amortization without other sig-
nificant risk-mitigating factors)?

c. introductory interest rates (banks should
minimize the likelihood of disruptive
early recastings and extraordinary pay-
ment shock when setting introductory
rates)?

d. subprime lending (including underwrit-
ing policies that are consistent with the
interagency guidance on subprime
lending)1?

e. non-owner-occupied investor loans (the
qualifications should be based on the
borrower’s ability to service the debt
over the life of the loan, which would
include a combined LTV ratio that would
consider negative amortization and suf-
ficient borrower equity, and continuing
cash reserves)?

PORTFOLIO AND
RISK-MANAGEMENT PRACTICES

1. If the bank originates or invests in nontra-
ditional mortgage loans—
a. has the bank adopted risk-management

practices to keep pace with the growth
and changing risk profile of its nontradi-
tional loan portfolio?

b. are there appropriate bank-adopted (and
monitored) written lending policies in
use that specify—
• acceptable product attributes?
• production and portfolio limits (growth

and volume limits by loan type)?
• sales and securitization practices?
• risk-management expectations (accept-

able levels of risk)?
c. have enhanced performance measures

been designed and is there management
reporting that will provide an early warn-
ing of increasing risk?

d. are there appropriate ALLL levels estab-

lished that consider the credit quality of
the portfolio and the conditions that affect
collectibility?

e. is the bank’s capital maintained at a level
that is adequate and commensurate with
the characteristics of its nontraditional
mortgage loan portfolio, including the
effect of stressed economic conditions on
the collectibility of such loans?

2. If the bank has concentrations in nontradi-
tional mortgage products, are there—
a. well-developed monitoring systems and

risk-management practices that monitor
and keep track of concentrations in key
portfolio segments, such as by loan type,
third-party originations, geographic area,
and property occupancy status?

b. systems that also monitor key portfolio
characteristics: non-owner-occupied
investor loans and loans with (1) high
combined LTV ratios, (2) high DTI ratios,
(3) the potential for negative amortiza-
tion, (4) credit scores of borrowers that
are below established thresholds, and
(5) risk-layered features?

3. Does the bank have adequate quality con-
trols, including an independent internal loan
review staff, that will consider and review
loan documentation and other compliance
and audit procedures that focus on mort-
gage lending activities posing high risk?
Are there—
a. strong internal controls over accruals,

customer service, and collections?
b. reviews of policy exceptions, conducted

by servicing and collections personnel,
which are carefully monitored, and are
practices such as re-aging, payment defer-
rals, and loan modifications regularly
reviewed to ensure that they are not
inadvertently increasing risk?

c. regular reviews conducted by the quality
control function that focus on (1) a
sample of nontraditional mortgage loans
from all origination channels and (2) a
representative sample of underwriters to
confirm that underwriting policies are
followed?

4. Bank oversight of third-party originators—
a. Does the bank have strong internal sys-

tems and controls in place for establish-
ing and maintaining relationships with
third-party nontraditional mortgage loan
originators, including procedures for due
diligence?1. See SR-01-4 and SR-99-6.
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b. Are there staff designated to provide
bank oversight of third-party mortgage
loan origination lending practices, which
include the monitoring of the quality of
originations (that is, the quality of origi-
nation sources, key borrower character-
istics, appraisals, loan documentations,
and credit repayment histories) to ensure
that the originations (1) reflect adher-
ence to the bank’s lending standards and
(2) compliance with applicable laws and
regulations?

5. Are the bank’s risk-management practices
for nontraditional mortgage loans commen-
surate with the nature, volume, and risk of
its secondary-market activities? If so, are
there—
a. comprehensive formal strategies for man-

aging the risks arising from significant
secondary-market activities?

b. bank contingency plans that include how
the bank will respond to a decline in loan
demand in the secondary market?

c. repurchases of defaulted mortgages and,
if so, is the bank in compliance with its
riskbased capital guidelines?

MANAGEMENT INFORMATION
SYSTEM

1. Are the bank’s management information
system (MIS) and reports appropriate for
the level and nature of the bank’s nontradi-
tional mortgage lending activity?

2. Do the systems and reports allow manage-
ment to detect changes in the risk profile of,
or deteriorating performance in, its nontra-
ditional mortgage loan portfolio?

3. For the bank’s nontraditional loan portfolio,
is management information reported and
available by loan type, risk-layering fea-
tures, underwriting characteristics, and bor-
rower performance?

4. Is the bank’s nontraditional mortgage
portfolio’s—
a. volume and performance tracked against

expectations, internal lending standards,
and policy limits?

b. volume and performance expectations
established at the sub portfolio and aggre-
gate portfolio levels?

c. variance analyses regularly performed to
identify exceptions to policies and pre-
scribed thresholds?

d. qualitative analyses performed when
actual performance deviates from estab-
lished policies and thresholds?

5. Does the bank’s MIS provide reports con-
sisting of a trial balance of the borrower’s
loan balances, and an aged trial balance
(based on the borrower’s loan repayment
terms), for the entire loan portfolio (the
totals of which agree with the bank’s respec-
tive general ledger balance[s]), but with
nontraditional mortgage loan balances seg-
regated and subtotaled (or totaled)?

6. Does the bank, based on the size and
complexity of its lending operations, per-
form sensitivity analysis on its key portfolio
segments to identify and quantify events
that may increase its risks in a segment or
the entire portfolio?

7. Does the scope of the sensitivity analysis
include stress tests on key performance
drivers such as interest rates, employment
levels, economic growth, housing value fluc-
tuations, and other factors beyond the bank’s
immediate control?

8. Do the stress testing results provide direct
feedback for determining underwriting stan-
dards, product terms, portfolio concentra-
tion limits, and capital levels?

9. Has the bank established and maintained an
appropriate ALLL for the estimated credit
losses on nontraditional mortgage loans?

10. Do designated supervisory personnel peri-
odically review adjustments to, and of, past
due and charged-off nontraditional mort-
gage loans to confirm that appropriate
actions have been taken, including collec-
tions and recoveries?

11. Does the bank have commensurate capital
levels for the risk inherent in its nontradi-
tional mortgage loan portfolios (considering
the higher risk of loss posed by the layered
risks)?

12. If the bank has material mortgage banking
activities and mortgage servicing assets—
a. has it evaluated whether sound practices

were applied in valuing the mortgage
servicing rights for its nontraditional
mortgages?

b. does the bank’s valuation process follow
the nontraditional mortgage and other
interagency guidance and generally
accepted accounting principles, and have
reasonable and supportable assumptions
been used?
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CONCLUSION

1. With respect to the bank’s management of
its nontraditional mortgage loan portfolio, is
there adequate separation of duties, proper
authorization of transactions and activities,
adequate documents and records, physical
control over assets and records, and inde-
pendent checks on performance?

2. Have any responses to the forgoing infor-
mation revealed any significant deficiencies
and weaknesses in the bank management’s
system of internal controls over its nontra-
ditional mortgage loan portfolio—
weaknesses that effect controls over risk
management and assessment, the reliability
of financial reporting, the accounting infor-

mation and communication system, effi-
ciency and effectiveness of operations, com-
pliance with laws and regulations, and
monitoring of internal control performance?

3. Are there any internal control deficiencies
in areas that are not covered within this
questionnaire that impair any controls?
Explain any additional examination proce-
dures that are, or would be, necessary to
draw conclusions about the adequacy of the
internal controls over the bank’s nontradi-
tional mortgage loans.

4. Based on an overall evaluation, as evi-
denced by your answers to the foregoing
questions, are internal controls over the
bank’s nontraditional mortgage loans
adequate or inadequate?
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Loan Participations, the Agreements and Participants
Effective date October 2009 Section 2045.1

This section provides supervisory and account-
ing guidance for examiners to use in their
examination and review of a bank’s creation and
use of loan participation agreements. Additional
guidance, research, and information on loan
participations and loan participation agreements
will be developed and considered for future
issuance and implementation.

A loan participation is an agreement that
transfers a stated ownership interest in a loan to
one or more other banks, groups of banks, or
other entities. The transfer represents an owner-
ship interest in an individual financial asset. The
lead bank retains a partial interest in the loan,
holds all loan documentation in its own name,
services the loan, and deals directly with the
customer for the benefit of all participants.
Banks should ensure that comprehensive partici-
pation agreements with originating institutions
are in place for each loan facility before they
consider purchasing any participating interest.

Many banks purchase loans or participate in
loans originated by others. In some cases, such
transactions are conducted with affiliates, groups
of banks, or members of a chain-banking orga-
nization. Alternatively, 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 accom-
modate another unrelated bank with which it has
established 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.

BOARD POLICIES ON LOAN
PARTICIPATIONS

Banks should have sufficient board-approved
policies in place that govern their loan partici-
pation activities. At a minimum, the policy
should include (1) the requirements for entering
into a loan participation agreement, (2) limits for
the aggregate amount of loans purchased from
and sold to an outside source, (3) limits of all
loans purchased and sold, (4) limits for the
aggregate amount of loans to particular indus-
tries, (5) comprehensive participation agree-

ments with originating banks, (6) complete
analysis and documentation of the credit quality
of obligations purchased, (7) an analysis of the
value and lien status of the collateral, (8) appraisal
guidelines, (9) the maintenance of full indepen-
dent credit information on the borrower through-
out the term of the loan, (10) guidelines for the
timely transfer of all financial and nonfinancial
credit information to participant banks, and
(11) collection procedures.

LOAN PARTICIPATION
AGREEMENT

A loan participation agreement may enable a
smaller bank (the lead bank or transferor) to
originate a large loan in excess of its legal
lending limit. Participating banks that have an
ownership interest are able to offset low local
loan demand or invest in large loans without the
burden of servicing the loan or incurring origi-
nation costs. A loan participation agreement
may also allow the originating bank to facilitate
and grant a larger loan without causing it to have
a concentration of credit (i.e., enabling risk
diversification) or an impairment of its liquidity
position. The participation agreement should
contain provisions that require the originating
bank to transfer, in a timely manner, all financial
and nonfinancial credit information to the par-
ticipant banks upon the loan’s origination and
throughout the term of the loan. The agreement
should specify the allocation of payments, losses,
and expenses. It should also state that a partici-
pating bank has the right to perform its own
independent review of the transaction. The agree-
ment should contain no language indicating that
the lead bank is a ‘‘lender’’ or that a participat-
ing bank is a ‘‘borrower.’’ The purchase of loan
participations without a comprehensive agree-
ment could be viewed as an unsafe and unsound
banking practice.

ACCOUNTING FOR LOAN
PARTICIPATIONS

A loan participation agreement is usually
structured to allow the participation transaction
to receive sale treatment of a portion of the loan
by the originating bank even though the
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participation agreement may restrict the
purchaser when reselling its interest in the loan,
subject to certain conditions.1 Sale treatment is
achieved by structuring the loan participation
agreement so that interests sold to a purchaser
meet the definition of a ‘‘ participating inter-
est’’ and the transaction satisfies all conditions
for transfer of control over the interests. In gen-
eral, FAS 166 (paragraph 8B) briefly defines a
participating interest as a portion of a financial
asset that

1. conveys proportionate ownership rights with
equal priority to each participating interest
holder.

2. involves no recourse (other than standard
representations and warranties) to, or subor-
dination by, any participating interest holder.

3. does not entitle any participating interest
holder to receive cash before any other par-
ticipating interest holder.

A transfer of a participating interest in an
entire financial asset in which the transferor
surrenders control over those interests is to be
accounted for as a sale if and only if all the
following conditions are met:

1. The transferred financial assets have been
isolated from the transferor—put presump-
tively beyond the reach of the transferor and
its creditors, even in bankruptcy or other
receivership.2

2. Each purchaser has the right to pledge or
exchange the interests it received, and no
condition both constrains the purchaser from
taking advantage of its right to pledge or

exchange and provides more than a trivial
benefit to the transferor.

3. The transferor does not maintain effective
control over the interests.3

STRUCTURING THE LOAN
PARTICIPATION AGREEMENT

The written participation agreement should con-
sider contingent events such as a defaulting
borrower, the lead bank becoming insolvent, or
a party to the participant arrangement that is not
performing as expected. The agreement should
clearly state the limitations the originator or
participants impose on each other and any rights
that the parties retain. The participation agree-
ment should clearly include

• the obligation of the lead bank to furnish
timely credit information and to notify the
parties of significant changes in the borrow-
er’ s status;

• a requirement that the lead bank consult with
the participants prior to any proposed change
to the loan, guarantee, or security agreements,
or taking any action when the borrower
defaults;

• the lead bank’s and participants’ specific rights
if the borrower defaults;

• the resolution procedures to be followed when
the lead bank or participants
– do not agree on the procedures to be taken

when the borrower defaults and/or;
– have potential conflicts when the borrower

defaults on more than one loan;
• provisions for terminating the agency relation-

ship between the lead bank and the partici-
pants upon events such as insolvency, breach
of duty, negligence, or misappropriation by
one of the parties to the agreement.

Some participation agreements may allocate

1. Three sale recognition conditions denote the transferor’ s
surrender of control under Financial Accounting Standards
(FAS) 166, ‘‘Accounting for Transfers of Financial Assets’’
(an amendment of FAS 140). Those conditions must be met in
order for the originator (transferor) to account for the transfer
of the financial assets to the participating transferee as a sale.
When a loan participation is accounted for as a sale, the seller
(transferor) removes the participated interest in the loan from
its financial statements. FAS 166 applies to both the transferor
(seller) of the participated assets and the transferee (pur-
chaser). (See the complete text of FAS 166 (paragraphs 8B
and 9) that defines a ‘‘ participating interest’’ and the condi-
tions for sale recognition). See also the reporting instructions
for the FFIEC Consolidated Reports of Condition and Income
(FFIEC 031) (bank Call Report).

2. Transferred financial assets are isolated in bankruptcy or
other receivership only if the transferred financial assets
would be beyond the reach of the powers of a bankruptcy
trustee or other receiver for the transferor or any of its
consolidated affiliates included in the financial statements
being presented.

3. Examples of a transferor’ s effective control over the
transferred financial assets include (a) an agreement that both
entitles and obligates the transferor to repurchase or redeem
the financial asset (or its third-party beneficial interests)
before its maturity, (b) an agreement that provides the trans-
feror with both the unilateral ability to cause the holder to
return specific financial assets and a more-than-trivial benefit
attributable to that ability, other than through a cleanup call, or
(c) an agreement that permits the transferee to require the
transferor to repurchase the transferred financial assets at a
price that is so favorable to the transferee that it is probable
that the transferee will require the transferor to repurchase
them.
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payments using a method other than a pro rata
sharing based on each participant’ s ownership
interest. The first principal payment could be
applied based on the participant’ s ownership
interest while the remaining payments would be
applied according to the lead bank’s ownership
interest. In this situation, the participation agree-
ment should specify that if a borrower defaults,
the participants would share subsequent pay-
ments and collections in proportion to their
ownership interest at the time of default.4

A participation agreement may provide that
the lead bank, as the originating lender, allow a
participating bank to resell, but the lead bank
reserves the right to call at any time from
whoever holds the ownership interest. The lead
bank can then enforce the call option by cutting
off or restricting the flow of interest at the call
date.5 In this situation, the lead bank, as origi-
nating lender, has retained effective control over
the participation; such a call option precludes
sale accounting treatment by the transferor. The
transaction, therefore, should be accounted for
as a secured borrowing.

INDEPENDENT CREDIT
ANALYSIS

A bank that acquires a loan participation should
regularly perform a rigorous credit analysis on
its loan participation as if it had originated the
loan. Due to the indirect relationship that a
participating bank has with a borrower, it may
be difficult for the participating bank to receive
timely credit information to allow it to conduct
a comprehensive credit analysis of the transac-
tion. However, the participating bank should not
rely solely on the lead bank’s credit analysis. It
should gather all available relevant credit infor-
mation, including the details on the collateral’ s
value (for example, values determined by an
independent appraisal or an evaluation), lien
status, loan agreements, and the loan’ s other
participation agreements that existed prior to
making its commitment to acquire the loan
participation. A participating bank also should
reach an agreement with the loan originator
(transferor) that it will provide ongoing, com-
plete, and timely credit information about the

borrower. It is important for the participating
banks to maintain current and complete records
on their loan participations. The absence of such
information may indicate that the bank did not
perform the necessary due diligence prior to
making its decision to acquire the loan partici-
pation. During the life of the loan participation,
the bank should monitor the loan’ s servicing and
repayment status.

SALES OF LOAN PARTICIPA-
TIONS IN THE SECONDARY
MARKET

If a bank has a concentration in loan participa-
tions, it may be possible for it to sell its
participating interests in the secondary market to
reduce its dependence on an asset group. If the
bank is not large enough to participate in the
secondary market, an alternative might be to sell
loans without recourse to a correspondent bank
that also desires to diversify its loan portfolio.

SALE OF LOAN PARTICIPATIONS
WITH OR WITHOUT THE RIGHT
OF RECOURSE

The parties to a participation agreement (those
having a participating ownership interest) gen-
erally may have no recourse to the transferor or
to each other even though the transferor (e.g.,
the originating lender) continues to service the
loan. No participant’ s interest should be subor-
dinate to another. Some loan participation agree-
ments, however, may give the seller a contrac-
tual right to repurchase the participated loan
interest for purposes of working out or modify-
ing the sale. When the seller has the right to
repurchase the participation, it may provide the
seller with a call option on a specific loan
participation asset. If the seller’ s right to repur-
chase precludes the seller from recognizing the
transaction as a sale, the transaction should be
accounted for as a secured borrowing.

SALES OF 100 PERCENT
PARTICIPATIONS

Some loan participation agreements may be
structured so that the transferor (lead bank) sells

4. This is not a participating interest—no sale.
5. The cash flows from a loan participation agreement,

except servicing fees, should be divided in proportion to the
third parties’ participating interests.
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the entire underlying loan amount (100 percent)
to the agreement’ s participants. If participation
agreements are not structured properly they can
pose unnecessary and increased risks (for exam-
ple, legal, compliance, or reputational risks) to
the originator and the participants. The lead
bank, as originator, would have no ownership in
the loan. Such agreements should therefore
clearly state that the loan participants are par-
ticipating in the loan and that they are not
investing in a business enterprise. The policies
of a bank engaged in such loan participation
agreements should focus on safety and sound-
ness concerns that include

• the program’s objectives
• the plan of distribution
• the credit requirements that pertain to the

borrower—the originating bank should struc-
ture 100 percent loan participation programs
only for borrowers who meet the originating
institution’ s credit requirements

• the program participant’ s accessibility to the
borrower’ s financial information (as autho-
rized by the borrower)—the originating bank
should allow potential loan participants to
obtain and review appropriate credit and other
information that would enable them to make
an informed credit decision.

PARTICIPATION TRANSACTIONS
BETWEEN AFFILIATES

Banks should not relax their credit standards
when participation agreements involve affiliated
insured depository institutions. Such agreements
must be structured to comply with sections 23A
and 23B of the Federal Reserve Act (FRA) and
the Board’ s Regulation W. The Federal Reserve
has determined that in certain very limited
circumstances the purchase or sale of a partici-
pation agreement may be exempt from these
provisions.

Transfer of Low-Quality Assets

In general, a bank cannot purchase a low-quality
asset, including a loan participation from an
affiliate. Section 23A of the FRA provides a
limited exception to the general rule prohibiting
purchase of low-quality assets if the bank per-
forms an independent credit evaluation and

commits to the purchase of the asset before the
affiliate acquires the asset.6 Section 223.15 of
the Board’ s Regulation W provides an exception
from the prohibition on the purchase of a low-
quality asset by a member bank from an affiliate
for certain loan renewals. The rule allows a
member bank that purchased a loan participation
from an affiliate to renew its participation in the
loan, or provide additional funding under the
existing participation, even if the underlying
loan had become a low-quality asset, so long as
certain criteria were met. These renewals or
additional credit extensions may enable both the
affiliate and the participating member bank to
avoid or minimize potential losses. The excep-
tion is available only if (1) the underlying loan
was not a low-quality asset at the time the
member bank purchased its participation and
(2) the proposed transaction would not increase
the member bank’s proportional share of the
credit facility. The member bank must also
obtain the prior approval of its entire board of
directors (or its delegees) and it must give a
20-day post-consummation notice to its appro-
priate federal banking agency. A member bank
is permitted to increase its proportionate share in
a restructured loan by 5 percent (or by a higher
percentage with the prior approval of the bank’s
appropriate federal banking agency). The scope
of the exemption includes renewals of partici-
pations in loans originated by any affiliate of the
member bank (not just affiliated depository
institutions).

CONCENTRATIONS OF CREDIT
INVOLVING LOAN
PARTICIPATIONS

Banks should avoid purchasing loans that gen-
erate unacceptable credit concentrations. Such
concentrations may arise solely from the bank’s
purchases, or they may arise when loans or
purchased participations are aggregated with
loans originated and retained by the purchasing
bank. The extent of contingent liabilities, hold-
backs, reserve requirements, and the manner in
which loans will be handled and serviced should
be clearly defined. In addition, loans purchased
from another source should be evaluated in the
same manner as loans originated by the bank
itself. Guidelines should be established for the

6. 12 USC 371c(a)(3).
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type and frequency of credit and other informa-
tion the bank needs to obtain from the originat-
ing institution to keep itself continually updated
on the status of the credit. Guidelines should
also be established for supplying complete and
regularly updated credit information to the pur-
chasers of loans originated and sold by the bank.

LOAN PARTICIPATIONS AND
ENVIRONMENTAL LIABILITY

Environmental risk represents the adverse con-
sequences that result from generating or han-
dling hazardous substances or from being asso-
ciated with the aftermath of contamination.
Banks may be indirectly liable via their lending
activities for the costs resulting from cleaning
up hazardous substance contamination. Banks
need to be careful that their actions making,
administering, and collecting loans—including
assessing and controlling environmental
liability—cannot be construed as taking an active
role in the management or day-to-day operations
of a borrower’ s business. Such actions could
lead to potential liability under the Comprehen-
sive Environmental Response, Compensation,
and Liability Act (CERCLA). Banks that origi-
nate loans to borrowers through loan participa-
tion agreements could be transferring environ-
mental risk and liability to the holders of
participations, thus making them susceptible to
such losses. The originating banks should estab-
lish and follow policies and procedures designed
to control environmental risks. See section
2140.1 (the ‘‘ Environmental Liability’’ subsec-

tion) for a more detailed discussion on ways
banks can protect themselves as lenders, and
their loan participation agreement holders, from
environmental liability.

RED FLAG WARNING SIGNALS

The following conditions may indicate that there
are significant problems with the management
of the bank’s loan participation portfolio:

1. the absence of formal loan participation poli-
cies.

2. the absence of any formal participation agree-
ment.

3. the absence of credit evaluations and inde-
pendent credit analysis.

4. the absence of complete loan documentation.
5. a higher volume of loan participations when

compared to the volume of other loans in the
bank’s loan portfolio.

6. missing loan participation agreements and
documentation which should denote the rights
and responsibilities of all participants.

7. the existence of numerous disputes or dis-
agreements among the participants regarding
a. the receipt of payment(s) in accordance

with the participation agreements,
b. documentation requirements, or
c. any other significant aspects of the bank’s

loan participation transactions.
8. the originating bank is making loan pay-

ments to loan participation acquirers without
receiving reimbursement by the original bor-
rower.
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Loan Participations
Examination Objectives
Effective date October 2009 Section 2045.2

1. To ascertain if the bank engages in the
purchase or sale of loans via loan participa-
tion agreements.

2. To determine if the bank’s lending policy
a. places limits on the amount of loan

participations originated, purchased, or
sold based on any one source or in the
aggregate;

b. has set credit standards for the bank’s
borrowers requesting loans as well as
third parties acquiring loan participations
from the bank as originator;

c. requires the same credit standards for loan
participations as it does for other loans;

d. sets the amount of contingent liability,
holdback (retained ownership), and the
manner in which the loan should be ser-
viced; or

e. requires complete loan documentation for
loan participations.

3. To assess the impact of any concentrations of
credit to a borrower, or in the aggregate, that
arise from loans involved in loan participa-
tion agreements.

4. To determine if there are any informal repur-
chase agreements that exist between loan
participation acquirers that are designed to
circumvent the originating bank’s legal lend-
ing limits, disguise delinquencies, and avoid
adverse classifications.

5. To determine whether the bank’s financial
condition is compromised by assessing the
impact of the bank’s loan participations with
its affiliates.

6. To ascertain whether the bank’s loan partici-
pation transactions with affiliates are in com-
pliance with sections 23A and 23B of the
Federal Reserve Act and the Board’s Regu-
lation W.

7. To determine if there are disputes between
the bank as originator of loan participations
and its participants. To determine, if pos-
sible, if any loan participations have been
adversely classified by examiners, including
examiners from other supervisory agencies
(includes loan participations held by the
other institutions).
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Loan Participations
Examination Procedures
Effective date October 2009 Section 2045.3

These examination procedures are designed to
ensure that originated loans that were trans-
ferred via loan participation agreements or cer-
tificates to state member banks, bank holding
companies, nonbank affiliates, or other third
parties were carefully evaluated. The examina-
tion procedures also instruct examiners to deter-
mine if the asset transfers were carried out to
avoid or circumvent classification and to deter-
mine the effect of the transfers on the bank’s
financial condition. In addition, the procedures
are designed to ensure that the primary regulator
of another financial institution involved in the
asset transfer is notified.

1. Review the board of directors’ or their
designated committees’ policies and proce-
dures governing how loan participation
agreements and activities are created, trans-
acted, and administered. Refer to section
2045.1 for the minimum items that should
be included in board-approved policies on
loan participation activities.

2. Determine if managerial reports provide
sufficient information relative to the size
and risk profile of the loan participation
portfolio and evaluate the accuracy and
timeliness of reports produced for the board
and senior management.

3. For loan participations held (either in whole
or in part) with another lending institution,
review, if applicable,
• participation certificates and agreements,

on a test basis, to determine if the con-
tractual terms are being adhered to;

• loan documentation to determine if it
meets the bank’s underwriting procedures
(that is, the documentation for loan par-
ticipations should meet the same stan-
dards as the documentation for other loans
the bank originates);

• the transfer of loans immediately before
the date of the examination to determine
if the loan was either nonperforming or
classified and if the transfer was made to
avoid possible criticism during the cur-
rent examination; and

• losses to determine if they are shared on a
pro rata or other basis according to the
terms of the participation agreement.

4. Check participation certificates or agree-

ments and records to determine whether the
parties share in the risks and contractual
payments on a pro rata or other basis.

5. Determine if loans are purchased on a
recourse basis and that loans are sold on a
nonrecourse basis.

6. Ascertain that the bank does not buy back
or pay interest on defaulted loans in
contradiction of the underlying participa-
tion agreement.

7. Compare the volume of outstanding origi-
nated or purchased loans that were issued in
the form of loan participations with the total
outstanding loan portfolio.

8. Determine if the bank has sufficient exper-
tise to properly evaluate the volume of
loans originated or purchased and sold as
loan participations.

9. Based on the terms of the loan participation
agreements, review the originator’s distri-
bution of the borrower’s payments received
to those entities or persons owning interests
in the loan participations. Ascertain if the
agreement’s recourse provisions may require
accounting for the transactions as a secured
borrowing rather than as a sale.

10. Determine if loans are sold primarily to
accommodate credit overline needs of cus-
tomers or to generate fee income.

11. Determine if loans are purchased or sold to
affiliates or other companies in a chain-
banking organization or a commonly owned
group of banks; if so, determine whether the
purchasing companies are given sufficient
information to properly evaluate the credit.
(Section 23A of the Federal Reserve Act
and the Board’s Regulation W prohibit
transfers of low-quality assets between affili-
ates. See section 4050.1, ‘‘Bank-Related
Organizations.’’)

12. Investigate any situations in which assets
were transferred before the date of exami-
nation:
a. Determine if any were transferred to

avoid possible criticism during the exami-
nation.

b. Determine whether any of the loan par-
ticipations transferred were nonperform-
ing at the time of transfer, classified
during the previous examination, or trans-
ferred for any other reason that may
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cause the loans to be considered of
questionable quality.

13. Review the bank’s policies and procedures
to determine whether loan participations
purchased by the bank are required to be
given an independent, complete, and
adequate credit evaluation. If the bank is a
holding company subsidiary or a member of
a chain-banking organization or commonly
owned group of banks, review asset partici-
pations sold to affiliates or other known
members of the chain or group of banks to
determine if the asset purchases were sup-
ported by an arm’s-length and independent
credit evaluation.

14. Determine that any assets purchased by the
bank were properly reflected on its books at
fair market value at the time of purchase.

15. Determine that transactions involving trans-
fers of low-quality assets to the parent
holding company or a nonbank affiliate are
properly reflected at fair market value on
the books of both the bank and the holding
company affiliate.

16. If poor-quality assets were transferred to
another financial institution for which the
Federal Reserve is not the primary regula-
tor, prepare a memorandum to be submitted
to the Reserve Bank supervisory personnel.
The Reserve Bank’s appropriate staff will
then inform the local office of the primary
federal regulator of the other institution
involved in the transfer. The memorandum

should include the following information,
as applicable,
• name of originating and receiving institu-

tions;
• type of assets involved;
• date (or dates) of transfer;
• total number and dollar amount of assets

transferred;
• status of the assets when transferred (e.g.,

nonperforming, classified, etc.); and
• any other information that would be help-

ful to the other regulator. Ascertain
whether the bank manages not only the
risk from individual participation loans
but also portfolio risk.

17. Find out if management develops appropri-
ate strategies for managing concentration
levels, including the development of a con-
tingency plan to reduce or mitigate concen-
trations during adverse market conditions
(such a plan may include strategies involv-
ing not only loan participations, but also
whole loan sales). Find out if the bank’s
contingency plan includes selling loans as
loan participations.

18. Ascertain if management periodically
assesses the marketability of its loan partici-
pation portfolio and evaluates the bank’s
ability to access the secondary market.

19. Verify whether the bank compares its under-
writing standards for loan participations
with those that exist in the secondary market.
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Loan Participations
Internal Control Questionnaire
Effective date October 2009 Section 2045.4

1. Under what circumstances are loans
participated?

2. Who determines the type of loans that may
be participated? Does the bank have policies
in that regard? Are credit standards included
in the lending policy for purchased loan
participations, and does the policy require
complete loan documentation and indepen-
dent credit and collateral evaluation or
appraisal?

3. Does the lending policy place lending limits
on the amount of loan participations pur-

chased from any one source, and does it
place an aggregate limit on such loans?

4. Are low-quality loans allowed to be
participated?

5. What is the volume and frequency of inter-
institution transactions involving loan
participations?

6. Does the bank have accounting policies to
ensure the appropriate treatment of loan par-
ticipations as either sales or secured
borrowings?
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Interagency Guidance on Bargain Purchases
Effective date October 2011 Section 2047.1

The guidance1 discussed below highlights gen-
erally the accounting and reporting requirements
unique to business combinations resulting in
bargain purchase gains. The guidance does not
provide a comprehensive discussion on all
aspects of accounting for business combina-
tions. (See SR-10-12 and its attachment.)

SUPERVISORY CONSIDERATIONS

Compliance with GAAP and
Regulatory Reporting Requirements

Accurate regulatory reports are critical for effec-
tive supervision and, because of their public
availability, for enhancing the transparency of
an institution’s risk profile and financial posi-
tion. Business combinations, including bargain
purchase transactions and assisted transactions,
should be accounted for in accordance with the
Financial Accounting Standards Board’s
Accounting Standards Codification (ASC) Topic
805, ‘‘Business Combinations.’’ The manage-
ment of an acquiring institution is responsible
for preparing regulatory reports in accordance
with generally accepted accounting principles
(GAAP), regulatory reporting requirements, and
relevant supervisory guidance. The complexity
of the accounting requirements related to a
business combination does not relieve manage-
ment of this responsibility and should be fac-
tored into management’s overall analysis of the
practicability of a potential acquisition. The
management of each institution is responsible
for establishing and maintaining appropriate
governance and an effective internal control
structure over the preparation of regulatory
reports commensurate with the institution’s size,
complexity, and risk profile. This structure should
include written policies and procedures that
provide clear guidelines on accounting and
reporting matters related to business combina-
tions. Management is encouraged to discuss
applicable regulatory reporting requirements and

supervisory considerations with its primary fed-
eral regulator prior to consummating a business
combination.

Fair-Value Measurements

The valuation of the assets acquired and liabili-
ties assumed in a business combination presents
accounting and supervisory challenges. For
example, many of these assets and liabilities are
illiquid and lack quoted market prices, which
complicates the estimation of their acquisition-
date fair values. Thus, a key issue underlying
fair-value estimates is the appropriateness of
inputs and the appropriate selection and use of
valuation techniques. Some valuation tech-
niques employ complex models and, therefore,
warrant further supervisory review. For exam-
ple, reliability concerns may arise when the
institution does not use clear and rigorous valu-
ation techniques or where one or more signifi-
cant inputs to a valuation estimate are not
observable, even indirectly, from active mar-
kets. This is especially true when estimating the
fair value of illiquid financial instruments,
indemnification assets, and identifiable intan-
gible assets that are acquired in a business
combination.

It is management’s responsibility to report
fair values in accordance with ASC Topic 820,
‘‘Fair Value Measurement.’’ Because of the
significant impact fair-value measurements and
any resultant goodwill or bargain purchase gain
have on the financial statements, management
should have appropriate written fair-value mea-
surement policies, procedures, and controls in
place. These policies, procedures, and controls
should be executed by experienced and qualified
individuals knowledgeable in both GAAP and
regulatory reporting requirements for business
combinations. Furthermore, management’s fair-
value measurements should be well supported
and are subject to review by examiners.

If management does not possess the expertise
to identify and measure the identifiable assets
acquired and the liabilities assumed in a busi-
ness combination (and the equity or member
interests in the acquiree in a combination of
mutual institutions), management should engage
a qualified third-party expert to provide profes-
sional guidance and support for the preparation

1. Part III of the June 7, 2010, ‘‘Interagency Supervisory
Guidance on Bargain Purchases and FDIC- and NCUA-
Assisted Acquisitions’’ was issued by the Board of Governors
of the Federal Reserve System, the Office of the Comptroller
of the Currency, the Federal Deposit Insurance Corporation,
the National Credit Union Administration, and the former
Office of Thrift Supervision.
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of fair-value measurements required by ASC
Topic 805 and determined in accordance with
ASC Topic 820. For example, management may
use a third party to estimate the expected cash
flows and the fair value of a loan portfolio
acquired in an assisted acquisition (and the
related expected cash flows and fair value of an
FDIC loss-sharing indemnification asset). The
use of outside resources, however, does not
relieve management of its responsibility to ensure
that fair-value estimates are measured in accor-
dance with GAAP. Management must suffi-
ciently understand the bases for the measure-
ment and valuation techniques used by outside
parties to determine the appropriateness of these
techniques, the underlying inputs and assump-
tions, and the resulting fair-value measurements.

Retrospective Adjustments of
Fair-Value Measurements during the
Measurement Period

During the measurement period, management
should finalize its fair-value measurement esti-
mates and retrospectively adjust the provision-

ally recorded amounts to reflect the information
it was seeking about the acquisition-date facts
and circumstances promptly after receipt of this
information. The existence of a measurement
period does not permit management to delay
completion of comprehensive fair-value mea-
surements that conform to the requirements of
ASC Topic 820. Rather, at the earliest possible
reporting date, management should establish
and report appropriate fair-value estimates for
the identifiable assets acquired and liabilities
assumed in a business combination (and the
equity or member interests in the acquiree in a
combination of mutual institutions).

An acquiring institution’s regulatory capital is
subject to retrospective adjustments made dur-
ing the measurement period. Although bargain
purchase gains are reported in earnings and
included in the computation of regulatory capi-
tal under the agencies’ capital standards, the
acquiring institution’s primary federal regulator
may determine an estimated bargain purchase
gain lacks sufficient necessary permanence to
rely on the estimate as a component of regula-
tory capital.

2047.1 Interagency Guidance on Bargain Purchases
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Concentrations of Credit
Effective date May 1996 Section 2050.1

INTRODUCTION

A concentration of credit generally consists of
direct or indirect (1) extensions of credit and
(2) contingent obligations that, when aggre-
gated, exceed 25 percent of the bank’s capital
structure (tier 1 capital plus the allowance for
loan and lease losses). A concentration exists
when the extensions of credit or other obliga-
tions possess similar risk characteristics. Typi-
cally, loans to related groups of borrowers, loans
collateralized by a single security or securities
with common characteristics, and loans to bor-
rowers with common characteristics within an
industry have been included in homogeneous
risk groupings when assessing asset concentra-
tions. Furthermore, a concentration may include
the aggregate of all types of credit to or invest-
ment in a particular homogeneous risk grouping.
Limitations imposed by the various state and

federal legal lending limits were intended to
prevent an individual or a relatively small group
from borrowing an undue amount of the bank’s
resources and to safeguard the bank’s depositors
by spreading the loans among a relatively large
number of persons engaged in different busi-
nesses. However, lending limits alone are not
sufficient to prevent and control concentrations
of credit. Policy guidance for risk diversification
should be formulated in conformity with both
legal and prudent investment restrictions. Before
bank management can limit the bank’s involve-
ment or perform the necessary review, it must
recognize the various types of concentrations
and implement systems to retrieve the informa-
tion necessary to monitor and report concentra-
tions. The Federal Reserve expects management
to identify, measure, monitor, and control
concentrations.

TYPES OF CREDIT
CONCENTRATIONS

There are numerous possibilities for determin-
ing concentrations within a loan portfolio. In
evaluating a potential concentration, it is impor-
tant to determine the key factors germane to the
credits. Concentrations that are commonly iden-
tified in a loan portfolio include the following:

• Loans to a group of borrowers, perhaps unre-
lated, predicated on the collateral support

afforded by a debt or equity issue of a corpo-
ration. Regardless of whether the issuing entity
is a listed concern or a closely held enterprise,
a concentration may exist in the underlying
collateral.

• Loans that are dependent on a particular
agricultural crop or livestock herd. Banking
institutions located in farming, dairying, or
livestock areas may grant substantially all
their loans to individuals or concerns engaged
in and dependent on the agricultural industry.
Concentrations of this type are commonplace
and may be necessary if these banks are to
adequately serve the needs of their
communities.

• The aggregate amount of interim construction
loans that do not have firm, permanent take-
out commitments. In the event that permanent
financing is not obtainable, the bank will have
to continue financing the projects. This longer
term financing subjects the bank to additional
liquidity and possibly interest-rate risks, as
well as to risks associated with the real estate
itself.

• Loans to groups of borrowers who handle a
product from the same industry. Although the
borrowers may appear to be independent from
one another, their financial conditions may be
affected similarly if a slowdown occurs in
their economic sector.

Concentrations may also occur in banks
located in towns that are economically domi-
nated by one or only a few business enterprises.
In these situations, banks may extend a substan-
tial amount of credit to these companies and to
a large percentage of the companies’ employees.
If economic or other events cause the enter-
prise’s operations to slow down or stop, heavy
unemployment may result—with other job
opportunities in the area limited or nonexistent.
In identifying asset concentrations, commer-

cial and residential real estate loans can be
viewed separately when their performance is not
subject to similar economic or financial risks. In
the same vein, commercial real estate develop-
ment loans need not be grouped with residential
real estate development loans, especially when
the residential developer has firm, reliable pur-
chase contracts for the sale of the homes upon
their completion. Even within the commercial
development and construction sector, distinc-
tions for concentration purposes may be made,
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when appropriate, between those loans that have
firm take-out commitments and those that do
not. Groups or classes of real estate loans
should, of course, be combined and viewed as
concentrations when they do share significant
common characteristics and are similarly affected
by adverse economic, financial, or business
developments.

IDENTIFYING LOAN
CONCENTRATIONS

The examiner should understand and evaluate
the effectiveness of the internal policies, sys-
tems, and controls that an institution uses to
monitor and manage the risk associated with
asset concentrations. Every institution should
maintain adequate records that may be used to
identify asset concentrations. The degree of
sophistication of the reporting records will vary
by the size of institution. For example, larger
institutions may have the automated capability
to segregate loans by Standard Industrial Clas-
sification (SIC) codes, while smaller institutions
may generate asset concentration listings
manually.
Regardless of the identification system used

by the institution, the accuracy of listed concen-
trations, as well as the appropriateness of con-
centrations, should be verified during the exami-
nation. All new and any existing asset
concentrations should be reported monthly to
the institution’s board of directors or other
appropriate committee for review.

RISK MANAGEMENT OF ASSET
CONCENTRATIONS

Institutionswith asset concentrationsareexpected
to have in place effective policies, systems, and
internal controls to monitor and manage this
risk. The bank’s board of directors is responsible
for establishing appropriate risk parameters and
for monitoring exposure, as well as for evaluat-
ing the methods used by management to manage
and control concentration risk. Furthermore, the
Board’s Regulation F addresses exposure that
may arise from a bank’s relationship with its
correspondents. Concentrations that involve
excessive or undue risks require close scrutiny
by the bank and should be reduced over a
reasonable period of time. Banking organiza-
tions with a need to reduce asset concentrations
are normally expected to develop a plan that is

realistic, prudent, and achievable in view of
their particular circumstances and market
conditions.
The purpose of an institution’s policies should

be to improve the overall quality of its portfolio.
Institutions that have effective internal controls
to manage and reduce excessive concentrations
over a reasonable period of time need not
automatically refuse credit to sound borrowers
because of their particular industry or geo-
graphic location. Furthermore, a bank may be
able to reduce the risks associated with concen-
trations through the strengthening of individual
credits. For example, the bank may be able to
obtain additional collateral or guarantees. In the
event of deterioration, the bank’s position would
be improved because the additional collateral or
guarantees provide a cushion against losses.
When concentration levels have been built up

over an extended period, it may take time, in
some cases several years, to achieve a more
balanced and diversified portfolio mix. Given
the institution’s trade area, lack of economic
diversity, or geographic location, reducing the
existing concentration in the near term may be
impossible. If a concentration does exist, the
banking organization should have adequate sys-
tems and controls for reducing undue or exces-
sive concentrations in accordance with a prudent
plan. Strong credit policies and loan administra-
tion standards should provide adequate control
for the risks associated with new loans. The
institution should also maintain adequate capital
to protect the institution while its portfolio is
being restructured. For identified asset concen-
trations, bank management should be aware of
not only the particular company’s or industry’s
recent trends, but also of its future prospects.

Alternatives for Reducing
Concentrations

Some alternatives for institutions whose asset
concentrations are not likely to be reduced in the
near term are described below.

Increased Holdings of Capital

To compensate for the additional risk that may
be associated with an asset concentration, a bank
may elect to maintain a higher capital ratio than
would be required under the risk-based capital
guidelines. This additional capital would pro-
vide support in the event the concentration

2050.1 Concentrations of Credit
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adversely affects the organization’s financial
position.

Increased Allowance for Loan and Lease
Losses

The banking organization may choose to factor
a cushion for loan concentrations into its deter-
mination of an adequate allowance for loan and
lease losses a basis-point cushion for loan con-
centrations in determining the minimum level.
This cushion would be available to absorb some
deterioration in loan concentrations.

Loan Participations

If a banking institution has a concentration, it

may be possible to sell a portion of the loan
portfolio in the secondary market to reduce its
dependency on an asset group. If the institution
is not large enough to participate in the second-
ary market, an alternative might be to sell loans,
without recourse, to a correspondent bank that is
also attempting to diversify its loan portfolio.

Government Guarantee Programs

Another possible solution to reduce the risk
associated with a loan concentration is to seek
government guarantees of originated loans. In
some cases, a government agency may be will-
ing to guarantee (or insure) a portion of agricul-
tural or small-business loans, thereby reducing
the risk to the originating bank.

Concentrations of Credit 2050.1
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Concentrations of Credit
Examination Objectives
Effective date May 1996 Section 2050.2

1. To determine if the policies, practices, pro-
cedures, and internal controls regarding con-
centrations of credit are adequate.

2. To determine if bank officers are operating in
conformance with the established guidelines.

3. To determine the existence of any concentra-
tions of credit.

4. To determine if any concentrations of credit

represent a hazard to the soundness of the
bank.

5. To determine that concentrations of credit do
not violate applicable banking statutes.

6. To initiate corrective action when policies,
practices, procedures, or internal controls are
deficient.

Commercial Bank Examination Manual May 1996
Page 1



Concentrations of Credit
Examination Procedures
Effective date March 1984 Section 2050.3

Examiners should obtain or prepare the infor-
mation necessary to perform the appropriate
procedural steps.

1. If selected for implementation, complete or
update the Concentrations of Credits sec-
tion of the Internal Control Questionnaire.

2. Based on the evaluation of internal controls,
determine the scope of the examination.

3. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures.

4. Request the bank’s schedules of concentra-
tions that are reported to the board of
directors and/or senior management at regu-
lar intervals and—
a. if schedules are not current, update and/or

have bank personnel update them as of
the examination date and

b. request that other examiners review the
schedules for reasonableness relative to
information developed in performing the
examination procedures for the various
departments.

5. If schedules of concentrations are not main-
tained or if the listing is incomplete, prepare
or obtain the following schedules of obliga-
tions that exceed 25 percent of the bank’s
capital structure—
a. loans collateralized by a common security
b. loans, contingent liabilities, and/or other

obligations to one borrower or a related
group of borrowers

c. loans dependent upon a particular crop
or herd

d. aggregate loans to major employers in
the service area, their employees, and
their major suppliers

e. loans within industry groups
f. out-of-normal territory loans
g. all construction or development loans

without firm takeout commitments.
6. If the schedules were prepared by others,

review them for reasonableness relative to
information developed in performing the
examination procedures for the various loan
areas.

7. Obtain a listing of due from bank accounts.
8. Obtain from the examiner assigned ‘‘Invest-

ment Securities’’ the schedule of invest-

ments and money market instruments that
exceed 10 percent of the bank’s capital
structure.

9. Combine the schedules obtained in steps
4 through 8 and determine concentrations
that equal or exceed 25 percent of the
bank’s capital structure. The remaining pro-
cedures apply only to these concentrations.

10. From the schedule of loans collateraled by a
common security, eliminate all borrowers
for whom the common security can be
considered excess collateral, then review—
a. the trend in market prices and
b. current f inancial information, i f

appropriate.
11. For loans dependent upon a particular crop

or herd—
a. review the bank’s files for information

on market conditions, future markets,
and estimated prices and

b. determine any adverse trends that might
affect payment of the concentrations.

12. For loansdependent uponmajor employers—
a. review financial and other available

information on the company and evalu-
ate its ability to continue as an ongoing
entity,

b. review excerpts from trade papers or
periodicals in bank files to determine that
bank management is adequately informed
on the business activity of the company,
and

c. note any adverse trends that might affect
the collectibility of the loans in the
concentrations.

13. For loans within industry groups—
a. review financial and other available

information on each industry and evalu-
ate its ability to continue as a viable
industry,

b. review the bank’s files to determine that
management is adequately informed on
the activities of the industry, and

c. determine any adverse trends that might
affect the collectibility of the loans
included in the concentrations.

14. For due from bank accounts, inquire as to
the reasonableness of the account relative to
the activity and services provided.

15. Discuss with management—
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a. the adequacy of written policies regard-
ing concentrations of credit,

b. the manner in which the bank’s officers
are operating in conformance with estab-
lished policies,

c. concentrations that will appear in the
report of examination, and

d. any matter requiring immediate attention.
16. Prepare, in appropriate form, all informa-

tion regarding concentrations for inclusion
in the report of examination. A comment

should be made regarding each concentra-
tion, particularly regarding the percentage
of the bank’s capital accounts (total capital)
that the total of each concentration repre-
sents. Examiners should avoid direct
requests for reduction in the concentration
unless facts are included that would support
this action.

17. Update the workpapers with any informa-
tion that will facilitate future examinations.

2050.3 Concentrations of Credit: Examination Procedures
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Concentrations of Credit
Internal Control Questionnaire
Effective date March 1984 Section 2050.4

Review the bank’s internal controls, policies,
practices, and procedures relating to concentra-
tions of credit. The bank’s system should be
documented in a complete and concise manner
and should include, where appropriate, narrative
descriptions, flow charts, copies of forms used,
and other pertinent information.

POLICIES

1. Has a policy been adopted that specifically
addresses concentrations of credits?

2. Does the policy include deposits and other
financial transactions with financial
institutions?

3. Have controls been instituted to monitor the
following types of concentrations:
a. loans andother obligations of oneborrower
b. loans predicated on the collateral support

afforded by a debt or equity issue of a
corporation

c. loans to a company dominant in the local
economy, its employees, and major
suppliers

d. loans dependent upon one crop or herd
e. loans dependent upon one industry group
f. loans considered out of normal territory

4. Areperiodic reports of concentrations required
to be submitted to the board or its committee
for review (if so, state frequency )?

5. Are the periodic reports checked for accu-
racy by someone other than the preparer
before being submitted to the board or its
committee?

6. When concentrations exist predicated upon a
particular crop or herd of livestock, does the
bank attempt to diversify the inherent poten-
tial risk by means of—
a. participations or
b. arrangements with governmental agencies

such as—
• guarantees or
• lending arrangements?

7. When concentrations exist predicated upon a
particular industry, does the bank make a
periodic review of industry trends?

CONCLUSION

8. Is the foregoing information an adequate
basis for evaluating internal control in that
there are no significant deficiencies in areas
not covered in this questionnaire that impair
any controls? Explain negative answers
briefly and indicate any additional examina-
tion procedures deemed necessary.

9. Based on a composite evaluation, as evi-
denced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate).
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Classification of Credits
Effective date June 2004 Section 2060.1

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);

• 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;

• a declining 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.1

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 or

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.
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weaknesses that jeopardize the liquidation2 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
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-

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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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
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.4 With formally restruc-
tured credits, it is frequently necessary to charge
off a portion of the principal, due to the borrow-
er’s difficulties in meeting the contractual pay-
ments. In these circumstances, the same credit-
risk assessment given to nonrestructured credits
with partial charge-offs (see the previous sub-
section) 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.
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.5 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

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.

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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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.

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.

• 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.

• 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
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(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
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-
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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
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,6 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
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.
• 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

6. The term ‘‘related’’ refers to direct and indirect
obligations.
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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-
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.

• 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.

• 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
valuation, 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
available, 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 valuation 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
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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
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.

• 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—

• changes in asset quality since the last
examination;

• 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.
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4. 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-
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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Allowance for Loan and Lease Losses
Effective date April 2011 Section 2070.1

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 ($1,500,0002
$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 section 2072.1). Additional supervi-
sory 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 statement1 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.2 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, ‘‘Accounting
by Creditors for Impairment of a Loan’’ (FAS
114). In addition, the Financial Accounting
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
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.

• 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 section 2072.1.)

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
listing of the existing allowance guidance that
institutions should continue to apply.

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.’’

3. See section 2072.1 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 Documentation 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 web site.
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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 investment4 (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 exposures6 (for example,
financial instruments such as off-balance-sheet
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.7 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,’’8 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
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

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.

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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are individually evaluated and determined to be
impaired,9 these estimates should reflect con-
sideration 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,10 (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.11

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

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
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—

• the institution’s process for determining an
appropriate level for the ALLL is based on a
comprehensive, well-documented, and consis-

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 (the appendix in
section 2072.1).

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
the frequently asked questions (FAQs) that were distributed
with this policy statement.
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tently applied analysis of its loan portfolio.13

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.14 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.

• 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 in comformance with SR-11-
7, of the ALLL methodology and its applica-
tion in order to confirm its effectiveness. A

party who is independent of these processes
could be the internal audit staff, a risk man-
agement unit of the institution, an external
auditor (subject to applicable auditor indepen-
dence standards), or another contracted third
party from outside the institution. One party
need not perform the entire analysis as the
validation can be divided among various inde-
pendent 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),15 the amounts of which take into
account all relevant facts and circumstances as
of the evaluation date:

• 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 114.16

• For all other loans, including individually

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 attachment 1 of this policy statement.
In addition, state member banks should refer to the asset
quality standards in the Interagency Guidelines Establishing
Standards for Safety and Soundness, which were adopted by
the Federal Reserve Board (see Appendix D-1, 12 CFR 208).

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.

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.
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evaluated loans determined not to be impaired
under FAS 114,17 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 2 for further guid-
ance on considerations 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.

As discussed more fully in attachment 1 of
this policy statement, it is essential that institu-
tions maintain effective loan review systems. An
effective loan review system should work to
ensure the accuracy of internal credit classifica-
tion or grading systems and, thus, the quality of
the information used to assess the appropriate-
ness of the ALLL. The complexity and scope of
an institution’s ALLL evaluation process, loan
review system, and other relevant controls should
be appropriate for the size of the institution and
the nature of its lending activities. The evalua-

tion 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 attachment
2 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-
tices not considered elsewhere in estimating
credit losses;

• 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;18

17. See footnote 12.
18. Credit loss and recovery experience may vary signifi-

cantly depending upon the stage of the business cycle. For
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• 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;19

• 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
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.20 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
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

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.

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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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.21 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.
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,22 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-
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-

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.

22. As noted 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.
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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.23

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.24

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

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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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.25

• 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.

• 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.26

As noted in the ‘‘Responsibilities of the
Board of Directors and Management’’ section of
this policy statement, when assessing the appro-
priateness of the ALLL, it is important to
recognize that the related process, methodology,
and underlying assumptions require a substan-
tial degree of management judgment. Even when
an institution maintains sound loan administra-
tion 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 wide range of qualitative or environmen-
tal factors 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

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. (This policy statement’s attachment 1
discusses effective loan review systems.)

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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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;

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

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

• 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 1 to Policy
Statement—Loan Review Systems

The nature of loan review systems may vary
based on an institution’s size, complexity, loan
types, and management practices.27 For exam-
ple, a loan review system may include compo-
nents of a traditional loan review function that is
independent of the lending function, or it may
place some reliance on loan officers. In addition,
the use of the term ‘‘loan review system’’ can
refer to various responsibilities assigned to credit
administration, loan administration, a problem
loan workout group, or other areas of an insti-
tution. These responsibilities may range from
administering the internal problem loan report-
ing process to maintaining the integrity of the
loan classification or credit grading process (for
example, ensuring that timely and appropriate
changes are made to the loan classifications or
credit grades assigned to loans) and coordinat-
ing the gathering of the information necessary to
assess the appropriateness of the ALLL. Addi-
tionally, some or all of this function may be
outsourced to a qualified external loan reviewer.
Regardless of the structure of the loan review
system in an institution, an effective loan review
system should have, at a minimum, the follow-
ing objectives:

• to promptly identify loans with potential credit
weaknesses;

• appropriately grade or adversely classify loans,
especially those with well-defined credit weak-
nesses that jeopardize repayment, so that
timely action can be taken and credit losses
can be minimized;

• identify relevant trends that affect the collect-
ibility of the portfolio and isolate segments of
the portfolio that are potential problem areas;

• assess the adequacy of and adherence to

27. The loan review function is not intended to be per-
formed by an institution’s internal audit function. However, as
discussed in the banking agencies’ March 2003 Interagency
Policy Statement on the Internal Audit Function and Its
Outsourcing, some institutions seek to coordinate the internal
audit function with several risk monitoring functions such as
loan review. The policy statement notes that coordination of
loan 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 moni-
toring functions, better utilize available resources, and enhance
the institution’s ability to comprehensively manage risk.
However, the internal audit function should maintain the
ability to independently audit other risk monitoring functions,
including loan review, without impairing its independence
with respect to these other functions.
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internal credit policies and loan administra-
tion procedures and to monitor compliance
with relevant laws and regulations;

• evaluate the activities of lending personnel
including their compliance with lending poli-
cies and the quality of their loan approval,
monitoring, and risk assessment;

• provide senior management and the board of
directors with an objective and timely assess-
ment of the overall quality of the loan port-
folio; and

• provide management with accurate and timely
credit quality information for financial and
regulatory reporting purposes, including the
determination of an appropriate ALLL.

Loan Classification or Credit-Grading
Systems

The foundation for any loan review system is
accurate and timely loan classification or credit
grading, which involves an assessment of credit
quality and leads to the identification of problem
loans. An effective loan classification or credit
grading system provides important information
on the collectibility of the portfolio for use in the
determination of an appropriate level for the
ALLL.

Regardless of the type of loan review system
employed, an effective loan classification or
credit grading framework generally places pri-
mary reliance on the institution’s lending staff to
identify emerging loan problems. However,
given the importance and subjective nature of
loan classification or credit grading, the judg-
ment of an institution’s lending staff regarding
the assignment of particular classification or
grades to loans should be subject to review by:
(1) peers, superiors, or loan committee(s); (2) an
independent, qualified part-time or full-time
employee(s); (3) an internal department staffed
with credit review specialists; or (4) qualified
outside credit review consultants. A loan classi-
fication or credit grading review that is indepen-
dent of the lending function is preferred because
it typically provides a more objective assess-
ment of credit quality. Because accurate and
timely loan classification or credit grading is a
critical component of an effective loan review
system, each institution should ensure that its
loan review system includes the following attri-
butes:

• a formal loan classification or credit grading

system in which loan classifications or credit
grades reflect the risk of default and credit
losses and for which a written description is
maintained, including a discussion of the fac-
tors used to assign appropriate classifications
or credit grades to loans;28

• an identification or grouping of loans that
warrant the special attention of management29

or other designated ‘‘watch lists’’ of loans that
management is more closely monitoring;

• documentation supporting the reasons why
particular loans merit special attention or
received a specific adverse classification or
credit grade and management’s adherence to
approved workout plans;

• a mechanism for direct, periodic, and timely
reporting to senior management and the board
of directors on the status of loans identified as
meriting special attention or adversely classi-
fied or graded and the actions taken by man-
agement; and

• appropriate documentation of the institution’s
historical loss experience for each of the
groups of loans with similar risk characteris-
tics into which it has segmented its loan
portfolio.30

Elements of Loan Reviews

Each institution should have a written policy
that is reviewed and approved at least annually
by the board of directors to evidence its support
of and commitment to maintaining an effective
loan review system. The loan review policy
should address the following elements that are
described in more detail below: the qualifica-
tions and independence of loan review person-

28. A bank may have a loan classification or credit grading
system that differs from the framework used by the banking
agencies. However, each institution that maintains a loan
classification or credit grading system that differs from the
banking agencies’ framework should maintain documentation
that translates its system into the framework used by the
banking agencies. This documentation should be sufficient to
enable examiners to reconcile the totals for the various loan
classifications or credit grades under the institution’s system
to the banking agencies’ categories.

29. For banks, loans that have potential weaknesses that
deserve management’s close attention are designated ‘‘special
mention’’ loans.

30. In particular, institutions with large and complex loan
portfolios are encouraged to maintain records of their histori-
cal loss experience for credits in each of the categories in their
loan classification or credit grading framework. For banks,
these categories should either be those used by, or should be
categories that can be translated into those used by, the
banking agencies.
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nel; the frequency, scope, and depth of reviews;
the review of findings and follow-up; and work-
paper and report distribution.

Qualifications of loan review personnel. Persons
involved in the loan review or credit grading
function should be qualified based on their level
of education, experience, and extent of formal
credit training. They should be knowledgeable
in both sound lending practices and the
institution’s lending guidelines for the types of
loans offered by the institution. In addition, they
should be knowledgeable of relevant laws and
regulations affecting lending activities.

Independence of loan review personnel. An
effective loan review system uses both the ini-
tial identification of emerging problem loans by
loan officers and other line staff, and the credit
review of loans by individuals independent of
the credit approval process. An important
requirement for an effective system is to place
responsibility on loan officers and line staff for
continuous portfolio analysis and prompt iden-
tification and reporting of problem loans.
Because of frequent contact with borrowers,
loan officers and line staff can usually identify
potential problems before they become appar-
ent to others. However, institutions should be
careful to avoid overreliance upon loan officers
and line staff for identification of problem
loans. Institutions should ensure that loans are
also reviewed by individuals who do not have
control over the loans they review and who are
not part of, and are not influenced by anyone
associated with, the loan approval process.

While larger institutions typically establish a
separate department staffed with credit review
specialists, cost and volume considerations may
not justify such a system in smaller institutions.
In some smaller institutions, an independent
committee of outside directors may fill this role.
Whether or not the institution has an indepen-
dent loan review department, the loan review
function should report directly to the board of
directors or a committee thereof (although senior
management may be responsible for appropriate
administrative functions so long as they do not
compromise the independence of the loan review
function).

Some institutions may choose to outsource
the credit review function to an independent
outside party. However, the responsibility for
maintaining a sound loan review process cannot
be delegated to an outside party. Therefore,

institution personnel who are independent of the
lending function should assess control risks,
develop the credit review plan, and ensure
appropriate follow-up of findings. Furthermore,
the institution should be mindful of special
requirements concerning independence should it
consider outsourcing the credit review function
to its external auditor.

Frequency of reviews. Loan review personnel
should review significant credits31 at least annu-
ally, upon renewal, or more frequently when
internal or external factors indicate a potential
for deteriorating credit quality in a particular
loan, loan product, or group of loans. Optimally,
the loan review function can be used to provide
useful continual feedback on the effectiveness
of the lending process in order to identify any
emerging problems. A system of ongoing or
periodic portfolio reviews is particularly
important to the ALLL determination process
because this process is dependent on the
accurate and timely identification of problem
loans.

Scope of reviews. Reviews by loan review per-
sonnel should cover all loans that are significant
and other loans that meet certain criteria. Man-
agement should document the scope of its
reviews and ensure that the percentage of the
portfolio selected for review provides reason-
able assurance that the results of the review have
identified any credit quality deterioration and
other unfavorable trends in the portfolio and
reflect its quality as a whole. Management
should also consider industry standards for loan
review coverage consistent with the size and
complexity of its loan portfolio and lending
operations to verify that the scope of its reviews
is appropriate. The institution’s board of direc-
tors should approve the scope of loan reviews on
an annual basis or when any significant interim
changes to the scope of reviews are made.
Reviews typically include—

• loans over a predetermined size;
• a sufficient sample of smaller loans;
• past due, nonaccrual, renewed, and restruc-

tured loans;
• loans previously adversely classified or graded

and loans designated as warranting the special

31. Significant credits in this context may or may not be
loans individually evaluated for impairment under FAS 114.
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attention of management32 by the institution
or its examiners;

• insider loans; and
• loans constituting concentrations of credit risk

and other loans affected by common repay-
ment factors.

Depth of reviews. Reviews should analyze a
number of important aspects of the loans selected
for review, including—

• credit quality, including underwriting and bor-
rower performance;

• sufficiency of credit and collateral documen-
tation;

• proper lien perfection;
• proper approval by the loan officer and loan

committee(s);
• adherence to any loan agreement covenants;
• compliance with internal policies and proce-

dures (such as aging, nonaccrual, and classi-
fication or grading policies) and laws and
regulations; and

• appropriate identification of individually
impaired loans, measurement of estimated
loan impairment, and timeliness of charge-
offs.

Furthermore, these reviews should consider the
appropriateness and timeliness of the identifica-
tion of problem loans by loan officers.

Review of findings and follow-up. Loan review
personnel should discuss all noted deficiencies
and identified weaknesses and any existing or
planned corrective actions, including time frames
for correction, with appropriate loan officers and
department managers. Loan review personnel
should then review these findings and corrective
actions with members of senior management.
All noted deficiencies and identified weaknesses
that remain unresolved beyond the scheduled
time frames for correction should be promptly
reported to senior management and the board of
directors.

Credit classification or grading differences
between loan officers and loan review personnel
should be resolved according to a prearranged
process. That process may include formal appeals
procedures and arbitration by an independent
party or may require default to the assigned
classification or grade that indicates lower credit
quality. If an outsourced credit review concludes

that a borrower is less creditworthy than is
perceived by the institution, the lower credit
quality classification or grade should prevail
unless internal parties identify additional infor-
mation sufficient to obtain the concurrence of
the outside reviewer or arbiter on the higher
credit quality classification or grade.

Workpaper and report distribution. The loan
review function should prepare a list of all loans
reviewed (including the date of the review) and
documentation (including a summary analysis)
that substantiates the grades or classifications
assigned to the loans reviewed. A report that
summarizes the results of the loan review should
be submitted to the board of directors at least
quarterly.33 In addition to reporting current credit
quality findings, comparative trends can be pre-
sented to the board of directors that identify
significant changes in the overall quality of the
portfolio. Findings should also address the
adequacy of and adherence to internal policies
and procedures, as well as compliance with laws
and regulations, in order to facilitate timely
correction of any noted deficiencies.

Attachment 2 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;
• each country’s established payment perfor-

mance record and its future debt servicing
prospects;

32. See footnote 29.

33. The board of directors should be informed more
frequently than quarterly when material adverse trends are
noted.
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• 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;

• 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.
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Allowance for Loan and Lease Losses
Examination Objectives
Effective date November 1995 Section 2070.2

1. To determine if the policies, practices, pro-
cedures and internal controls regarding loan
and lease losses and the allowance for loan
and lease losses are adequate.

2. To determine if bank officers and employees
are operating in conformance with the estab-
lished guidelines.

3. To determine the scope and adequacy of the
audit function.

4. To determine compliance with laws and
regulations.

5. To initiate corrective action when policies,
practices, procedures, or internal controls are
deficient or when violations of laws or regu-
lations have been noted.

Commercial Bank Examination Manual November 1995
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Allowance for Loan and Lease Losses
Examination Procedures
Effective date November 1999 Section 2070.3

1. If selected for implementation, complete or
update the Allowance for Loan and Lease
Losses section of the Internal Control
Questionnaire. To do so, obtain a descrip-
tion of the methods and procedures em-
ployed by management to determine the
adequacy of the bank’s allowance for loan
and lease losses and the supporting records
maintained.

2. Based on the evaluation of internal controls
and the work performed by internal/
external auditors, determine the scope of the
examination.

3. Test for compliance with policies, practices,
procedures and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures and obtain a listing of
any audit deficiencies noted in the latest
review done by internal/external auditors
from the examiner assigned ‘‘Internal Con-
trol,’’ and determine if appropriate correc-
tions have been made.

4. Obtain or prepare an analysis of the allow-
ance for loan and lease losses (valuation
reserve) and the related deferred tax and
capital accounts (in prior years referred to
as the deferred tax and contingency portions
of the reserve) for the period from the last
examination date to the current one. Agree
beginning and ending balances to the gen-
eral ledger and review the appropriateness
of changes in those accounts.

5. Obtain from the appropriate examiner a list
of problem loans as of the examination date,
that is, loans which are or may become less
than 100 percent collectible, possess more
than the normal degree of credit risk, are
past due, or require more than normal man-
agement supervision.

6. Obtain from the appropriate examiner a
detailed list of classified loans identified in
the various loan departments.

7. Determine whether the reserve for possible
loan losses has been adjusted through the
most recent quarter and, if not, suggest that
management make such adjustment.

8. If, in the opinion of management, signifi-
cant changes in the collectibility of loans

have occurred since the allowance was last
adjusted, suggest that management adjust
the allowance through examination date.

9. Evaluate management’s determination of
the amount necessary to adequately provide
for estimated loan losses as of the examina-
tion date by considering the following:
a. known probable losses as determined by

a review of the lists of loans obtained
in steps 5 and 6 and other pertinent
information

b. information included in the Uniform
Bank Performance Report including—
• historical losses as a percentage of

loans outstanding and other relevant
factors; and

• comparison of the allowance ratios of
banks of similar loan portfolio size and
composition

c. other procedures necessary in the
circumstances

10. Review the following items with appropri-
ate management personnel, or prepare a
memo to other examining personnel, for
their use in reviewing with management:
a. internal control exceptions and deficien-

cies in or noncompliance with written
policies, practices, and procedures

b. uncorrected audit deficiencies
c. inadequate allowance for possible loan

and lease losses, if any
11. Request that management make appropriate

adjustments to the allowance for loan and
lease losses.
a. Determine the materiality of the change

and the need to file amended financial
reports.

b. Provide information to the examiner
reviewing regulatory reports, if
appropriate.

12. Prepare comments for the examination
report regarding the allowance for loan and
lease losses, and include any deficiencies
reviewed with management and any reme-
dial actions recommended.

13. Update the workpapers with any informa-
tion that will facilitate future examinations.
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Allowance for Loan and Lease Losses
Internal Control Questionnaire
Effective date December 1986 Section 2070.4

Review the bank’s internal controls, policies,
practices and procedures relating to the allow-
ance for loan and lease losses (valuation reserve)
and the determination of its adequacy. The
bank’s system should be documented in a com-
plete and concise manner and should include,
where appropriate, narrative descriptions, flow-
charts, copies of forms used and other pertinent
information. Items marked with an asterisk
require substantiation by observation or testing.

POLICIES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten policies which:
a. Establish criteria for determining when

a loan is to be charged-off?
b. Establish procedures for charging off

loans?
c. Establish procedures for periodically

reviewing and documenting the ade-
quacy of the valuation portion of the
allowance?

d. Define collection efforts to be under-
taken after a loan is charged-off?

LOAN CHARGE-OFFS

*2. Is the preparation and posting of any
subsidiary records of loans charged-off
performed or reviewed by persons who do
not also:
a. Issue official checks and drafts?
b. Handle cash?

*3. Are all loans charged-off reviewed and
approved by the board of directors as
evidenced by the minutes of board
meetings?

*4. Are notes for loans charged-off maintained
under dual custody?

5. Are collection efforts continued for loans
charged-off until the potential for recovery
is exhausted?

6. Are periodic progress reports prepared and
reviewed by appropriate management per-
sonnel for all loans charged-off for which
collection efforts are continuing?

7. Are adequate procedures in effect relative
to recoveries?

OTHER

*8. Does management review the adequacy of
the valuation portion of the allowance and
make necessary adjustments prior to pre-
paring public financial statements (at a
minimum, on a quarterly basis)?

9. Does management’s review encompass and
give adequate consideration to:
a. Past loan loss experience and other

pertinent historical data?
b. Assessment of the effectiveness of lend-

ing policies and procedures?
c. Identification, on an individual loan

basis, of significant potential weak-
nesses within the current loan portfolio
and an estimate of related amount of
loss?

d. Changes in the character of the loan
portfolio?

e. Current economic conditions?
f. Amount of past-due loans on which

interest is not being collected in accor-
dance with the terms of the loans, and
loans whose terms have been modified
by reducing interest rates or deferring
interest?

g. Other information appropriate to the
circumstances (if so, explain briefly)?

10. Does management retain documentation
of their review?

11. Is accrued interest on loans charged-off
also charged-off against the allowance
account or reversed against interest income,
as appropriate?

CONCLUSION

12. Is the foregoing information considered an
adequate basis for evaluating internal con-
trol in that there are no significant defi-
ciencies in areas not covered in this ques-
tionnaire that impair any controls? Explain
negative answers briefly, and indicate any
additional examination procedures deemed
necessary.

Commercial Bank Examination Manual March 1994
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13. Based on a composite evaluation, as
evidenced by answers to the foregoing

questions, internal control is considered
(adequate/inadequate).

2070.4 Allowance for Loan and Lease Losses: Internal Control Questionnaire
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ALLL Methodologies and Documentation
Effective date May 2007 Section 2072.1

OVERVIEW

A supplemental interagency Policy Statement
on Allowance for Loan and Lease Losses Meth-
odologies and Documentation for Banks and
Savings Institutions1 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.

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.3 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-

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.

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 committee4 should oversee and
monitor the internal controls over the ALLL-
determination process.5

The [Federal Reserve and other] banking
agencies6 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).7 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

in accordance with GAAP. GAAP requires that
allowances be well documented, with clear
explanations of the supporting analyses and
rationale.8 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.9

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-

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***.

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.

2072.1 ALLL Methodologies and Documentation
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tates review of the ALLL process and reported
amounts, builds discipline and consistency into
the ALLL-determination process, and improves
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.10

At a minimum, institutions should maintain
written supporting documentation for the follow-
ing decisions, strategies, and processes:

• policies and procedures—
— over the systems and controls that main-

tain an appropriate ALLL and
— over the ALLL methodology

• loan-grading system or process
• summary or consolidation of the ALLL

balance
• validation of the ALLL methodology
• 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;

• the description of the institution’s systematic
methodology, which should be consistent with
the institution’s accounting policies for deter-
mining its ALLL;11 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;12 and

• 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,

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.

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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and others who are involved in the ALLL-
determination or -review process, as appli-
cable (e.g., written policies and proce-
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].13

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:
• the definitions of each loan grade,
• 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:
— 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.

• 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

13. Also, refer to paragraph 7.05 of the AICPA Audit
Guide.
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• the analysis that resulted in an impairment
decision for each loan and the determination
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.

• 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.

Illustration A describes a practice used by a
small financial institution to document its FAS
114 measurement of impairment using a com-
prehensive worksheet.14 [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.]

Illustration 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,

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.]
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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 factors15 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

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.16 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-
lateral value declining from $12 million 18

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.

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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months ago to $8 million in the current period.17

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
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—
• 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
• 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
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

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.
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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, 18 the institution should estimate the loan
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.19

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
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.20

Institutions should maintain supporting docu-

18. An example of a loan segment that does not generally
require an ALLL is loans that are fully secured by deposits
maintained at the lending institution.

19. Refer to paragraph 8(b) of FAS 5***.
20. Refer to paragraph 23 of FAS 5.
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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
affected the loss measurements. Factors that
should be considered in developing loss mea-
surements include the following:21

• levels of and trends in delinquencies and
impaired loans

• levels of and trends in charge-offs and
recoveries

• trends in volume and terms of loans
• effects of any changes in risk-selection and

underwriting standards, and other changes in
lending policies, procedures, and practices

• experience, ability, and depth of lending man-
agement and other relevant staff

• national and local economic trends and
conditions

• 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. Example
4 provides an example of maintaining support-
ing documentation for adjustments to portfolio-
segment loss rates for an environmental factor
related to an economic downturn in the bor-
rower’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 character-
istics indicating there are loan losses on a group
basis.

Illustration 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.

21. Refer to paragraph 7.13 in the AICPA Audit Guide.
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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
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

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.

2072.1 ALLL Methodologies and Documentation

November 2002 Commercial Bank Examination Manual
Page 10



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.

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;23 and
• depending on the level of detail that supports

the ALLL analysis, detailed subschedules of
loss estimates that reconcile to the summary
schedule.

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
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.

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.
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Illustration 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 verify 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
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
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determining whether there may be deficiencies
in their overall methodology or loan-grading
process. Examples are—

• a review 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.24

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.25

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.26 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
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

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. 125’’
(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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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
114.27 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 accounting guidance
for impairment of loans that are not identified
for evaluation on an individual basis and loans
that are individually evaluated but are not indi-
vidually considered impaired. Institutions should
ensure that they do not layer their loan-loss
allowances. Layering is the inappropriate prac-
tice of recording in the ALLL more than one
amount for the same probable loan loss. Layer-
ing can happen when an institution includes a
loan in one segment, determines its best esti-
mate of loss for that loan either individually or
on a group basis (after taking into account all
appropriate environmental factors, conditions,
and events), and then includes the loan in
another group, which receives an additional
ALLL amount.28

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—

• 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;

• 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;

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
by Creditors for Impairment of a Loan,’’ published February
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.
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• 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

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.30

29. Refer to paragraph 7.05 of the AICPA Audit Guide.
30. Institutions should refer to the guidance on materiality

in SEC Staff Accounting Bulletin No. 99, Materiality.
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ALLL Methodologies and Documentation
Examination Objectives
Effective date November 2002 Section 2072.2

1. To evaluate internal controls over the loan-
loss estimation process by evaluating the
ALLL written policy and the process used to
create and maintain the policy, loan-grading
systems, and other associated internal con-
trols over credit risk.

2. To determine the existence of an ALLL
balance and review the summary schedule
supporting it.

3. To analyze and review the evaluation for
Statement of Financial Accounting Standards
No. 114 (FAS 114) (for individually listed
loans).

4. To analyze and review the evaluation for
Statement of Financial Accounting Standards
No. 5 (FAS 5) (for groups of loans).

5. To determine if the bank has adequately
developed a range of loss and a margin for
imprecision.

6. To determine that the ALLL reflects esti-
mated credit losses for specifically identified
loans (or groups of loans) and any estimated
probable credit losses inherent in the remain-
der of the loan portfolio at the balance-sheet
date.

7. To analyze and review the ALLL-
documentation support.

8. To determine the adequacy of the bank’s
process to evaluate the ALLL methodology
and to adjust the methodology, as needed.
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ALLL Methodologies and Documentation
Examination Procedures
Effective date April 2011 Section 2072.3

1. Determine if the board of directors has
developed and maintained an appropriate,
systematic, and consistently applied process
to determine the amounts of the ALLL and
provision for loan losses, or if it has instructed
management to do so. Determine if the ALLL
policies specifically address the bank’s goals,
risk profile, personnel, and other resources.

2. Determine if the board of directors has
approved the written ALLL policy.

3. Determine if the bank’s loan-loss estimate, in
accordance with its methodology, is consis-
tent with generally accepted accounting prin-
ciples and supervisory guidance. Addition-
ally, ensure that the bank’s loan-loss estimate
is materially consistent with the reported
balance of the bank’s ALLL account.

4. Determine if the ALLL methodology is peri-
odically validated by an independent party in
conformance with SR-11-7, and, if appropri-
ate, revised.

5. Ascertain whether the audit committee is
overseeing and monitoring the internal con-
trols over the ALLL-documentation process.

6. Ascertain that the bank maintains adequate
written documentation of its ALLL, includ-
ing clear explanations of the supporting analy-
ses and rationale. The documentation should
consist of—
• policies and procedures over the systems

and controls that maintain an appropriate
ALLL and over the ALLL methodology,

• the loan-grading system or process,
• a summary or consolidation (including

losses) of the ALLL balance,
• a validation of the ALLL methodology,

and
• periodic adjustments to the ALLL process.

7. Determine if the amount reported for the
ALLL for each period and the provisions for
loan and leases losses are reviewed and
approved by the board of directors.
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ALLL Estimation Practices for Loans Secured by Junior Liens
Effective date April 2012 Section 2073.1

The federal banking agencies1 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
(HELOCs) 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 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.’’

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).
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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.2

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).
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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

• HELOCs where the borrower is making only
the minimum payment due

• HELOCs 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,3 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.

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

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.
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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.

• 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.
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ALLL Estimation Practices for Loans Secured by Junior Liens
Examination Objectives
Effective date April 2012 Section 2073.2

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.

2. 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.

3. 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.

5. To ascertain whether the portfolio has been
properly accounted in accordance with gen-
erally accepted accounting principles and
whether all applicable supervisory and regu-
latory guidance, as well as statutory and
regulatory requirements, have been adhered
to.
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ALLL Estimation Practices for Loans Secured by Junior Liens
Examination Procedures
Effective date April 2012 Section 2073.3

1. 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.
2. 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).

3. 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.

4. 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.

5. Cite in the examination report any departures
from GAAP and regulatory guidance, as
applicable.
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Commercial and Industrial Loans
Effective date October 2015 Section 2080.1

WHAT’S NEW IN THIS REVISED
SECTION

The subsection, “Loan Sampling and Coverage
Requirements,” is revised to change references
from SR-02-19 to the manual’s section 2082.1,
SR-14-7 to section 2086.1, and to revise the
limitation for using statistical loan sampling to
allow the use at banks with assets of $10 billion
or less (see section 2082.1).

The term ‘‘commercial and industrial loan’’ is
commonly used to designate loans to a corpo-
ration, commercial enterprise, or joint venture
that are not ordinarily maintained in either the
real estate or consumer installment loan port-
folios. Generally, commercial loans are the larg-
est asset concentration of a state member bank,
offer the most complexity, and require the great-
est commitment from bank management to moni-
tor and control risks. Proper management of
these assets requires a clearly articulated credit-
policy that imposes discipline and sound loan
administration. Since lenders are subject to pres-
sures related to productivity and competition,
they may be tempted to relax prudent credit-
underwriting standards to remain competitive in
the marketplace, thus increasing the potential
for risk. Examiners need to understand the
unique characteristics of the varying types of
commercial and industrial loans, as well as how
to properly analyze their quality.

Commercial loans are extended on a secured
or unsecured basis with a wide range of pur-
poses, terms, and maturities. While the types of
commercial and industrial loans can vary widely
depending on the purpose of loans made and
market characteristics where the bank operates,
most commercial and industrial loans will pri-
marily be made in the form of a seasonal or
working-capital loan, term business loan, or
loan to an individual for a business purpose.
This section will provide examiners with a
fundamental understanding of secured and
unsecured transactions, loan evaluation and cov-
erage techniques, the key principles for assess-
ing credit quality, minimum documentation stan-
dards for loan line sheets, and basic bankruptcy
law, as well as an overview of sections 23A and
23B of the Federal Reserve Act and tie-in
arrangements. Other sections of this manual
discuss more specific types of lending.

PRIMARY TYPES OF COMMERCIAL
AND INDUSTRIAL LOANS

Seasonal or Working-Capital Loans

Seasonal or working-capital loans provide a
business with short-term financing for inven-
tory, receivables, the purchase of supplies, or
other operating needs during the business cycle.
These types of loans are often appropriate for
businesses that experience seasonal or short-
term peaks in current assets and current liabili-
ties, such as a retailer who relies heavily on a
holiday season for sales or a manufacturing
company that specializes in summer clothing.
These types of loans are often structured in the
form of an advised line of credit or a revolving
credit. An advised revocable line of credit is a
revocable commitment by the bank to lend
funds up to a specified period of time, usually
one year. Lines of credit are generally reviewed
annually by the bank, do not have a fixed
repayment schedule, and may not require fees or
compensating balances. In the case of unadvised
lines of credit, the bank has more control over
advances and may terminate the facility at any
time, depending on state law or legal precedents.
A revolving credit is valid for a stated period of
time and does not have a fixed repayment
schedule, but usually it has a required fee. The
lender has less control over a revolving credit
since there is an embedded guarantee to make
advances within the prescribed limits of the loan
agreement. The borrower may receive periodic
advances under the line of credit or the revolv-
ing credit. Repayment of the loans is generally
accomplished through conversion or turnover of
short-term assets. Interest payments on seasonal
loans are usually paid throughout the term of the
loan, such as monthly or quarterly.

Seasonal or working-capital loans are intended
to be repaid through the cash flow derived from
converting the financed assets to cash. The
structure of the loans can vary, but they should
be closely tied to the timing of the conversion
of the financed assets. In most cases, seasonal
or working-capital facilities are renewable at
maturity, are for a one-year term, and include
a clean-up requirement for a period sometime
during the low point or contraction phase of the
business cycle. The clean-up period is a speci-
fied period (usually 30 days) during the term of
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the loan in which the borrower is required to pay
off the loan. While this requirement is becoming
less common, it provides the bank with proof
that the borrower is not dependent on the lender
for permanent financing. It is important to note,
however, that an expanding business may not be
able to clean up its facility since it may be
increasing its current assets.

Analysis of Seasonal and Working-Capital
Loans

The analysis of a seasonal loan is best accom-
plished by a monthly or quarterly review of a
company’s balance sheet and income statements
to identify the peak and contraction phases of
the business cycle. The lender should know
when the peak and contraction phases are, and
the loan should be structured accordingly. The
lender’s primary objective is to determine
whether the advances are being used for the
intended purposes (inventories or payables) and
not for the acquisition of fixed assets or pay-
ments on other debts. Repayments on the facil-
ity should also be consistent with the conversion
of assets. If the borrower has other loan facilities
at the bank, all credit facilities should be
reviewed at the same time to ensure that the
activity with the seasonal or working-capital
facility is not linked to other loans in the bank.
Projections of sources and uses of funds are also
a valuable tool for reviewing a seasonal or
working-capital line of credit and determining
the sales cycle.

Quarterly balance-sheet and income state-
ments are very helpful when a comparison is
made with the original projections. Other help-
ful information can be obtained from a review
of an aging of accounts receivable for delin-
quencies and concentrations, a current list of
inventory, an accounts-payable aging, and
accruals made during the quarter. This infor-
mation can be compared with the outstanding
balance of the facility to ensure that the loan
is not overextended and that the collateral
margins are consistent with borrowing-base
parameters. A borrowing base is the amount
the lender is willing to advance against a dol-
lar value of pledged collateral; for example, a
bank will only lend up to a predetermined
specified percentage of total outstanding receiv-
ables less all past-due accounts more than a
certain number of days delinquent. A borrowing-
base certificate should be compiled at least

monthly or more often during peak activity in
the facility. When reviewing seasonal loans,
examiners should remember that a bank relies
heavily on inventory as collateral in the begin-
ning of a company’s business cycle and on
receivables toward the end of the business cycle.
However, in traditional working-capital loans,
greater emphasis is usually placed on accounts
receivable as collateral throughout the loan’s
tenure.

Normally, a bank is secured by a perfected
blanket security interest on accounts receivable,
inventory, and equipment and on the pro-
ceeds from the turnover of these assets.
Well-capitalized companies with a good history
of seasonal payout or cleanup may be excep-
tions. An annual lien search, however, would be
prudent under this type of lending relationship
to detect any purchase-money security interest
that may have occurred during the business
cycle.

The following are potential problems associ-
ated with working-capital and seasonal loans:

• Working-capital advances used for funding
losses. A business uses advances from a
revolving line of credit to fund business losses,
including the funding of wages, business
expenses, debt service, or any other cost not
specifically associated with the intended pur-
pose of the facility.

• Working-capital advances funding long-term
assets. A business will use working-capital
funds to purchase capital assets that are nor-
mally associated with term business loans.

• Trade creditors not paid out at end of business
cycle. While the bank may be paid out, some
trade creditors may not get full repayment.
This can cause a strained relationship as
unpaid trade creditors may be less willing to
provide financing or offer favorable credit
terms in the future. In turn, the business will
become more reliant on the bank to support
funding needs that were previously financed
by trade creditors.

• Overextension of collateral. The business
does not have the collateral to support the
extension of credit, causing an out-of-
borrowing-base situation. Examiners should
review borrowing-base certificates to verify
that coverage meets the prescribed limitations
established by the bank’s credit policy for the
specific asset being financed.

• Value of inventory declines. If a business
does not pay back the bank after inventory is
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converted to cash or accounts receivable, the
value of the inventory declines. Other causes
of inventory devaluation include obsoles-
cence; a general economic downturn; or, in
the case of a commodity, market volatility.
Declines in inventory value will commonly
put a working-capital facility in an out-of-
borrowing-base situation and require the
excess debt to be amortized and repaid through
future profits of the business.

• Collectibility of accounts receivable declines.
The increasingly past-due status of accounts
receivable or deteriorating credit quality of
account customers both result in the noncol-
lection of receivables. This can also cause an
out-of-borrowing-base situation for the lend-
ing institution.

• Working-capital advances used to fund long-
term capital. Funds may be inappropriately
used to repurchase company stock, pay off
subordinated debt holders, or even pay divi-
dends on capital stock.

These situations may cause a loan balance to
be remaining at the end of the business cycle. If
this should occur, the bank generally has one of
three options: (1) Require the unpaid balance to
be amortized. This option is, however, depen-
dent on the ability of the business to repay the
debt through future profits. (2) Request the
borrower to find another lender or require an
infusion of capital by the borrower. This is not
always a feasible option because of the probable
weakened financial condition of the business
and ownership under these circumstances. (3) Liq-
uidate the collateral. Foreclosing on the collat-
eral should only be executed when it becomes
obvious that the business can no longer function
as a going concern. The problem with this
option is that once the bank discovers that the
business is no longer a viable concern, realizing
the full value of the collateral is in jeopardy. The
need to resort to any of these options may
prompt criticism of the credit.

Term Business Loans

Term business loans are generally granted at a
fixed or variable rate of interest, have a maturity
in excess of one year, and are intended to
provide an organization with the funds needed
to acquire long-term assets, such as physical
plants and equipment, or finance the residual

balance on lines of credit or long-term working
capital. Term loans are repaid through the busi-
ness’s cash flow, according to a fixed-
amortization schedule, which can vary based on
the cash-flow expectations of the underlying
asset financed or the anticipated profitability or
cash flow of the business. Term business loans
involve greater risk than short-term advances
because of the length of time the credit is
extended. As a result of this greater risk, term
loans are often secured. Loan interest may be
payable monthly, quarterly, semiannually, or
annually.

In most cases, the terms of these loans are
detailed in formal loan agreements with affirma-
tive and negative covenants that place certain
conditions on the borrower throughout the term
of the loan. Generally, loan agreements substan-
tially enhance a borrower/banker relationship
because they encourage and promote more fre-
quent communication between the parties. In
affirmative covenants, the borrower pledges to
fulfill certain requirements, such as maintain
adequate insurance coverage, make timely loan
repayments, or ensure the financial stability of
the business. Negative or restrictive covenants
prohibit or require the borrower to refrain from
certain practices, such as selling or transferring
assets, defaulting, falling below a minimum debt
coverage ratio, exceeding a maximum debt-to-
equity ratio, or taking any action that may
diminish the value of collateral or impair the
collectibility of the loan. Covenants should not
be written so restrictively that the borrower is
constantly in default over trivial issues; how-
ever, violations should be dealt with immedi-
ately to give credibility to the agreement. Vio-
lations of these covenants can often result in
acceleration of the debt maturity. A formal loan
agreement is most often associated with longer-
term loans. If a formal agreement does not exist,
the term loans should be written with shorter
maturities and balloon payments to allow more
frequent review by bank management.

Analysis of Term Business Loans

While a seasonal or working-capital loan analy-
sis emphasizes the balance sheet, the analysis of
term loans will focus on both the balance sheet
and the income statement. Because a term loan
is repaid from excess cash flow, the long-term
viability of the business is critical in determin-
ing the overall quality of the credit. In evaluat-
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ing long-term earnings, the examiner must
develop a fundamental understanding of the
company’s industry and competitive position in
the marketplace. Most of the analysis will be
conducted based on the historical performance
of the business and its history of making pay-
ments on its debt. Any historical record of
inconsistencies or inability to perform on exist-
ing debt should prompt an in-depth review to
determine the ability of the borrower to meet the
loan’s contractual agreements. One of the most
critical determinations that should be made when
evaluating term debt is whether the term of the
debt exceeds the useful life of the underlying
asset being financed.

While cash flow of the business is the primary
source of repayment for a term loan, a secondary
source would be the sale of the underlying
collateral. Often, if circumstances warrant a
collateral sale, the bank may face steep dis-
counts and significant expenses related to the
sale. Examiners should carefully consider these
issues when evaluating the underlying value of
collateral under a liquidation scenario.

The following are potential problems associ-
ated with term business loans:

• The term of the loan is not consistent with the
useful life of collateral.

• Cash flow from operations does not allow for
adequate debt amortization, a fundamental
problem that can only be solved by improved
performance.

• The gross margin of the business is narrow-
ing, which requires the business to sell more
product to produce the same gross profit.
Higher sales volume could require more cash
for expansion of current assets, leaving less
cash for debt amortization. This situation is a
common by-product of increased competition.

• Sales are lower than expected. In the face of
lower sales, management is unable or unwill-
ing to cut overhead expenses, straining cash
flow and resulting in diminished debt-servicing
ability.

• Fixed assets that are financed by term loans
become obsolete before the loans are retired,
likely causing the value of underlying collat-
eral to deteriorate.

• The business’s excess cash is spent on higher
salaries or other unnecessary expenses.

• The payments on term debt have put a strain
on cash flow, and the business is unable to
adequately operate or allow natural expansion.

• The balance sheet of the business is weaken-

ing. The overall financial condition of the
business is deteriorating because of poor per-
formance or unforeseen occurrences in the
industry.

Shared National Credits

The Federal Reserve System participates in a
program for the uniform review of shared
national credits (SNCs). An SNC is defined as
any loan or commitment in an original amount
of $20 million or more that is (1) shared at its
inception by two or more supervised institutions
under a formal loan agreement and (2) sold in
part to one or more supervised institutions with
the purchasing bank assuming its pro rata share
of the credit risk. Loans sold to affiliate banks of
the same holding company are not part of the
SNC program. If the outstanding balance or
commitment of an SNC credit falls below
$20 million after its inception, and it is not
criticized, the credit will not be reviewed at the
next review date. Therefore, the examiner should
conduct an individual review of the credit at the
bank under examination. However, if the former
SNC facility fell below the threshold through a
charge-off, and was classified or specially men-
tioned at the most recent SNC review, the credit
relationship would continue to be reviewed
under the SNC program until such time that the
balance falls below $10 million. The Federal
Deposit Insurance Corporation (FDIC), the state
agencies, and the Office of the Comptroller of
the Currency (OCC) also participate in this
program. The Federal Reserve carries out the
examination of SNCs at the lead or agent banks
that are state member banks, state-chartered
foreign branches, and credit-extending nonbank
subsidiaries of domestic and foreign organiza-
tions. The FDIC is primarily responsible for any
SNC credits at state nonmember banks, and the
OCC supervises the review of those SNCs in
which the lead bank is a national bank or an
OCC-chartered foreign branch.

SNCs should not be analyzed or reviewed
during the examination of the individual partici-
pating bank. If the examiner is uncertain whether
the credit was reviewed under the SNC program,
the respective Reserve Bank coordinator should
be contacted. If credits eligible for the program
are found but have not been reviewed (other
than new SNCs since the time of the last SNC
program review), the examiner should submit a
memorandum detailing those credits to the
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respective Reserve Bank coordinator to be for-
warded to the SNC coordinator at the Federal
Reserve Bank of New York.

SECURED AND UNSECURED
TRANSACTIONS

This subsection is intended to be a general
reference for an examiner’s review of a credit
file to determine whether the bank’s collateral
position is properly documented. Examiners
should be aware that secured transactions
encompass an extensive body of law that is
rather technical in nature. The following discus-
sion contains general information for examiners
on the basic laws that govern a bank’s security
interest in property and on the documentation
that needs to be in a loan file to properly
document a perfected security interest in a
borrower’s assets.

Secured Transactions

Most secured transactions in personal property
and fixtures are governed by article 9 of the
Uniform Commercial Code (UCC). The UCC
has been adopted by all 50 states, the District of
Columbia, and the Virgin Islands. Timing dif-
ferences as well as filing locations differ from
state to state. Failure to file a financing statement
in a timely manner or in the proper location will
compromise a lender’s security interest in the
collateral.

Article 9 of the UCC applies to any trans-
action that is intended to create a security
interest in personal property. Mortgage trans-
actions are not covered, marine mortgages are
filed with the Coast Guard, and aircraft liens are
filed with the Federal Aviation Administration.
A ‘‘security interest’’ is defined in the UCC as
‘‘an interest in personal property or fixtures
which secures payment or performance of an
obligation.’’ A secured transaction requires that
there be an agreement between the parties indi-
cating the parties’ intention to create a security
interest for the benefit of the creditor or secured
party. This agreement is commonly referred to
as a security agreement.

Article 9 of the UCC refers to two different
concepts related to security interests: attachment
and perfection. Attachment is the point in time
at which the security interest is created and
becomes enforceable against the debtor. Perfec-

tion refers to the steps that must be taken in
order for the security interest to be enforceable
against third parties who have claims against
collateral.

Attachment of Security Interest

The three requirements for the creation of a
security interest are stated in UCC section
9-203(1). Once the following requirements are
met, the security interest attaches:

• The collateral is in the possession of the
secured party pursuant to agreement, or the
debtor has signed a security agreement that
contains a description of the collateral and,
when the security interest covers crops now
growing or to be grown or timber to be cut, a
description of the land concerned.

• Value has been given to the debtor.

• The debtor has rights in the collateral.

Thus, unless the collateral is in the possession
of the secured party, there must be a written
security agreement that describes the collateral.
The description does not have to be very specific
or detailed—‘‘any description of personal prop-
erty . . . is sufficient whether or not it is specific
if it reasonably identifies what is described’’
(see section 9-110). The agreement must also be
signed by the debtor. The creditor may sign it,
but its failure to do so does not affect the
agreement’s enforceability against the debtor.

‘‘Giving value’’ is any consideration that
supports a contract. Value can be given by a
direct loan, a commitment to grant a loan in the
future, the release of an existing security inter-
est, or the sale of goods on contract.

While the debtor must have ‘‘rights’’ in the
collateral, he or she does not necessarily have to
have title to the property. For example, the
debtor may be the beneficiary of a trust (the
trustee has title of trust assets) or may lease the
collateral. The debtor, in such cases, has rights
in the collateral, but does not hold the title to the
collateral. The secured party, however, only
obtains the debtor’s limited interest in the col-
lateral on default if the debtor does not have full
title to the collateral.

Perfection of Security Interest in Property

Perfection represents the legal process by which
a bank secures an interest in property. Perfection
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provides the bank assurance that it has an
interest in the collateral. The category of collat-
eral will dictate the method of perfection to be
used. The most common methods of perfection
are (1) automatic perfection when the security
interest attaches (such as in the case of purchase-
money security interests applicable to consumer
goods other than vehicles); (2) perfection by
possession; (3) the filing of a financing state-
ment in one or more public filing offices (The
financing statement is good for five years, and
the lender must file for a continuation within the
six-month period before expiration of the origi-
nal statement.) and (4) compliance with a state
certificate of title law or central filing under a
state statute other than the UCC, such as regis-
tration of vehicles.

The most common method of perfecting a
security interest is public filing. Public filing
serves as a constructive notice to the rest of the
world that the bank claims a security interest in
certain property of the debtor described in both
the security agreement and the financing state-
ment. Public filing is accomplished by filing a
financing statement (UCC-1) in a public office,
usually the county recorder or secretary of state.
The system of filing required by the UCC
provides for a notice filing whereby potential
creditors can determine the existence of any
outstanding liens against the debtor’s property.

The form of the financing statement and
where to file it varies from state to state. While
the filing of a nonstandard form will generally
be accepted, the failure to file in the proper
public office can jeopardize the priority of the
lender’s security interest. The UCC provides
three alternative filing systems:

• Alternative System One. Liens on minerals,
timber to be cut, and fixtures are filed in the
county land records. All other liens are filed in
the office of the secretary of state.

• Alternative System Two. The majority of
states have adopted this version. It is the same
as system one, except liens on consumer
goods, farm equipment, and farm products are
filed in the county where the debtor resides or
in the county where the collateral is located if
it is owned by a nonresident.

• Alternative System Three. In a minority of states,
filings made with the secretary of state must
also be filed in the county of the borrower’s
business (or residence if there is no place of
business in that state). Otherwise, the require-
ment in these states is the same as system two.

As each state may select any of the above
three alternatives or a modified version of them,
it is important that the examiner ascertain the
filing requirements of the state(s) where the
bank’s customer operates. Most importantly, it
is the location of the borrower, not the bank, that
determines where the financing statement must
be filed.

Evaluation of Security Interest in
Property

Key items to look for in evaluating a security
interest in property include the following:

• Security agreement. There should be a proper
security agreement, signed and dated by the
borrower, that identifies the appropriate col-
lateral to be secured. It should include a
description of the collateral and its location in
sufficient detail so the lender can identify it,
and should assign to the lender the right to sell
or dispose of the collateral if the borrower is
unable to pay the obligation.

• Collateral possession. If the institution has
taken possession of the collateral to perfect its
security interest, management of the institu-
tion should have an adequate record-keeping
system and proper dual control over the
property.

• Financing statement. If the institution has
filed a financing statement with the state or
local authority to perfect its security interest in
the collateral, in general, it should contain the
following information:
— names of the secured party and debtor
— the debtor’s signature
— the debtor’s mailing address
— the address of the secured party from

which information about the security inter-
est may be obtained

— the types of the collateral and description
of the collateral (Substantial compliance
with the requirements of UCC section
9-402 is sufficient if errors are only minor
and not seriously misleading. Some states
require the debtor’s tax ID number on the
financing statement.)

• Amendments. Not all amendments require the
borrower’s signature, and banks may file an
amendment for the following reasons:
— borrower’s change of address
— creditor’s change of address
— borrower’s name change
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— creditor’s name change
— correction of an inaccurate collateral

description
— addition of a trade name for the borrower

that was subsequently adopted
• Where to file a financing statement. In general,

financing statements filed in good faith or
financing statements not filed in all of the
required places are effective with respect to
any collateral covered by the financing state-
ment against any person with knowledge of
the statement’s contents. If a local filing is
required, the office of the recorder in the
county of the debtor’s residence is the place to
file. If state filing is required, the office of the
secretary of state is the place to file.

• Duration of effectiveness of a financing
statement. Generally, effectiveness lapses five
years after filing date. If a continuation state-
ment is filed within six months before the
lapse, effectiveness is extended five years
after the last date on which the filing was
effective. Succeeding continuation statements
may be filed to further extend the period of
effectiveness.

Perfection of Security Interest in Real
Estate

As previously mentioned, real estate is expressly
excluded from coverage under the UCC. A
separate body of state law covers such interests.
However, for a real estate mortgage to be
enforceable, the mortgage must be recorded in
the county where the real estate covered by the
mortgage is located.

Real estate mortgage or deed of trust. When
obtaining a valid lien on real estate, only one
document is used, the mortgage or deed of trust.
The difference between a mortgage and a deed
of trust varies from state to state; however, the
primary difference relates to the process of
foreclosure. A mortgage generally requires a
judicial foreclosure, whereas, in some states, a
foreclosure on a deed of trust may not. Nearly
all matters affecting the title to the real estate,
including the ownership thereof, are recorded in
the recorder’s office.

When determining the enforceability of a real
estate mortgage or deed of trust, the examiner
should be aware of the following requirements:

• The mortgage must be in writing.

• To be recordable, the mortgage must be
acknowledged. There are different forms of
acknowledgments for various situations
depending on whether individuals, corpora-
tions, partnerships, or other entities are execut-
ing the mortgage. Make sure that the form of
the acknowledgment used is in accordance
with the type of individual or entity executing
the mortgage.

• If a corporation is the mortgagor, its articles of
incorporation or bylaws often will specifically
state which officers have authority to sign an
instrument affecting real estate. In these
instances, the designated officer should be
required to sign. If the corporation has a seal,
that also must be affixed. If the corporation
does not have a seal, this fact must be shown
in the acknowledgment.

• As soon as possible after the mortgage is
executed, it should be recorded in the office of
the recorder for each county in which the
property described in the mortgage is located.
In most cases, the borrower signs an affidavit
that indicates, in part, that he or she will not
attempt to encumber the property while the
lender is waiting for the mortgage to be
recorded. In smaller community banks, com-
mon practice may be not to advance any of the
money under the loan until the mortgage has
been recorded and the later search completed.
In larger banks or cities, however, this practice
is often not practical.

• If the mortgagor is married, the spouse must
join in the execution of the mortgage to
subject his or her interest to the lien of the
mortgage. If the mortgagor is single, the
mortgage should indicate that no spouse exists
who might have a dower interest or homestead
interest in the property.

• If the mortgagor is a partnership, it must be
determined whether the title is in the name of
the partnership or in the names of the indi-
vidual partners. If the title is in the names of
the individual partners, their spouses should
join in executing the mortgage. If the title is in
the name of the partnership, those partners
who are required to sign under the partnership
agreement should sign.

Unsecured Transactions

Unsecured transactions are granted based on the
borrower’s financial capacity, credit history,
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earnings potential, and liquidity. Assignment of
the borrower’s collateral is not required, and
repayment is based on the terms and conditions
of the loan agreement. While unsecured loans
often represent the bank’s strongest borrowers,
the unsecured loan portfolio can represent its
most significant risk. One of the primary con-
cerns related to unsecured credit is that if the
borrower’s financial condition deteriorates, the
lender’s options to work out of the lending
relationship deteriorate as well. In general, if a
credit is unsecured, the file should contain
reliable and current financial information that is
sufficient to indicate that the borrower has the
capacity and can be reasonably expected to
repay the debt.

Problem Loans

The following are key signals of an emerging
problem loan:

• Outdated or inaccurate financial information
on the borrower. The borrower is unwilling to
provide the financial institution with a current,
complete, and accurate financial statement at
least annually. Management should also be
requesting a personal tax return (and all related
schedules) on the borrower. While borrowers
will usually present their personal financial
statements in the most favorable light, their
income tax return provides a more conserva-
tive picture.

• The crisis borrower. The borrower needed the
money yesterday, so the bank advanced unse-
cured credit.

• No specific terms for repayment. The unse-
cured loan has no structure for repayment, and
it is commonly renewed or extended at
maturity.

• Undefined source of repayment. These types
of loans are often repaid through excess cash
flow of the borrower, sale of an asset(s), or
loan proceeds from another financial institu-
tion. These repayment sources are often not
identified and are unpredictable.

LOAN-SAMPLING AND COVERAGE
REQUIREMENTS

A thorough review of a bank’s commercial loan
portfolio is one of the most important elements

of a bank examination. Credit reviews are an
examiner’s primary means for evaluating the
effectiveness of internal loan-review and credit-
grading systems, determining that credit is being
extended in compliance with internal policies
and credit standards, and evaluating the adequacy
of the allowance for loan and lease losses. Credit
reviews also help the examiner to ascertain a
bank’s compliance with applicable laws and
regulations, judge the safety and soundness of
the bank’s lending and credit-administration
functions, and, most important, evaluate directly
the quality of the bank’s loan and lease port-
folio. Since examiners need to make the most
efficient use of their time during their on-site
review of the loan and lease portfolio, they are
not required to review every loan in the bank’s
loan portfolio. Instead, examiners select for
review a sample of loans1 that is sufficient in
size and scope to enable them to reach reliable
conclusions about the bank’s overall lending
function. At a minimum, examiners should
include in their sample a group of loans referred
to as the ‘‘core group,’’2 as described below.
(See SR-94-13, which is partially superseded by
SR-14-4 and 2086.1.)

Section 2082.1 describes statistical sampling
procedures of SR-94-13 found in this section.
The statistical sampling procedures of section
2082.1 may only be used for reviewing loans at
certain community banks—those rated CAM-
ELS composite and asset quality 1 or 2 with
assets of $10 billion or less. The statistical
sampling approach is not recommended for use
at de novo banks and other banks with unusually
high or low capital ratios. If the statistical
sampling procedures of section 2082.1 are not
used, the minimum loan-review coverage is still
40 percent of the core group of loans except as
provided in section 2086.1.

However, for the examiner loan-sampling
requirements for state member bank and credit-
extending nonbank subsidiaries of banking orga-
nizations with $10–$50 billion in total consoli
dated assets, see SR-14-4 or this manual’s
section 2084.1.

1. For the purposes of this section, the term ‘‘loans’’
includes all sources of credit exposure arising from loans and
leases. This exposure includes guarantees, letters of credit,
and other loan commitments.

2. If the examiner decides it is practical, the requirements
and fundamental guidance set forth in this section can be
applied to all types of commercial and industrial loans, as well
as to commercial real estate loans or any other type of loan
made by the bank.
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Core Group

Except for examinations at state member bank
and credit-extending nonbank subsidiaries of
banking organizations with $50 billion or less in
total consolidated assets (see SR-14-4 and
2086.1), commercial and industrial loans and
commercial real estate loans subject to examiner
review should include the following:

• All problem loans, including loans that have
been previously classified or specially men-
tioned by the respective Reserve Bank or state
banking department during the most recent
examinations, loans that are past due as of the
date of examination, loans that are on non-
accrual status, loans that have been designated
as impaired loans that are considered renego-
tiated or restructured debt, and loans that are
included on the bank’s most recent internal
watch list.

• All large loans, defined as loans or aggrega-
tions of loans to the same or related borrowers
that exceed a dollar cutoff level established by
the examiner-in-charge. This cutoff will typi-
cally be equal to about 1 percent of a bank’s
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equity capital, but a higher or lower percent-
age may be warranted depending on the cir-
cumstances of the bank being examined.

• Insider loans, as defined by the Board’s Regu-
lation O (12 CFR 215).

This core group of loans (problem loans,
special-mention loans, insider loans, and large
loans) should represent a substantial portion of
the dollar volume of a bank’s total commercial
and industrial loans and commercial real estate
loans. Nevertheless, in the majority of cases, the
examiner should select additional loans from the
remaining portfolio to be reasonably assured of
making an accurate and comprehensive assess-
ment of the condition of the bank’s overall loan
portfolio and lending activities.3

In determining the size and nature of addi-
tional loans to be reviewed, the examiner should
consider the coverage ratio of the core group of
loans.4 If the core group of loans reviewed
constitutes a substantial portion of the total
dollar volume of loans (at least 40 to 50 per-
cent), then sufficient additional loans should be
reviewed to raise the coverage ratio another
10 percent. If, on the other hand, the coverage
ratio of the core group of loans reviewed is
lower, primarily because the bank has fewer
large loans, then a greater number and higher
dollar volume of loans outside the core group
should be reviewed. For example, if the cover-
age of the core group of loans amounts to only
20 to 30 percent, then the loans reviewed in the
remaining portfolio should raise the coverage
ratio to a minimum of 40 to 50 percent. Loan
coverage at the lower end of this range (40 per-
cent) would be appropriate only if the bank—

• is in satisfactory condition,
• has strong asset quality,

• is well-managed, and
• has effective internal risk controls and under-

writing standards.

Furthermore, the examiner should not have
identified any other matters of significant con-
cern during the examination. In other words,
coverage of the core group of loans could be
40 percent only for a bank that received a
composite CAMELS rating of 1 or 2 and an
asset-quality rating of 1 on its last examination,
provided the findings of the current review of
the core group of loans appears consistent with
these ratings. For banks that have high overall
ratings (CAMELS 1 and 2) but a coverage ratio
for its core group of loans that is significantly
below 40 percent, additional loans should be
selected to bring the coverage ratio for all loans
reviewed to a minimum 40 percent.

Banking organizations with less than satisfac-
tory composite supervisory ratings or other sig-
nificant areas of supervisory concern should
have loan coverage ratios of at least 55 to
60 percent to fully determine the financial con-
dition of the organization. Any divergence from
these guidelines should be fully documented in
the confidential section of the examination report.

The examiner should use his or her conclu-
sions from the review of the core group of loans
to determine the extent to which additional loans
should be selected for review, as these loans
will provide the most up-to-date indications of
the general condition of the bank’s loan port-
folio and the adequacy of the bank’s credit-
administration practices. For example, if the
review of the core group of loans reveals that an
undue proportion of a bank’s problem assets are
concentrated in a particular type of loan or if a
portion of the portfolio is growing rapidly, the
additional loans to be reviewed should be
selected from that group.

In determining the extent of additional loans
to be reviewed, the effectiveness of the bank’s
internal credit-review and -grading system
should also be considered. If, for example, the
examiner’s review of the core group of loans
provides essentially the same results as those
from these systems, then the number and dollar
size of the remaining sample reviewed can
be kept relatively low (unless the review of
the remaining sample raises questions about the
integrity of the system with respect to the
remaining portfolio).

In addition to the coverage ratio of the core
group of loans, an examiner should take into

3. One approach to selecting the additional sample of loans
to be reviewed is to lower the cutoff level of larger loans
subject to review. Alternatively, other methods (including
random sampling or selecting recent loans or specific loan
types) may be used to select the sample when these methods
appear more suited to the bank’s circumstances.

4. A loan-review-coverage ratio should be calculated by
dividing the dollar volume of commercial and industrial loans
and commercial real estate loans reviewed during the exami-
nation by a bank’s total dollar volume of such credits. For the
purposes of this calculation, loans are defined as all sources of
credit exposure arising from loans and leases, including
guarantees, letters of credit, and other loan commitments.
Credit exposures arising from trading and derivatives activi-
ties are not generally included in this coverage ratio.
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account other factors, including the overall con-
dition of the bank at its last examination and,
most importantly, that examination’s findings on
the quality of the loan portfolio and the ade-
quacy of loan-administration activities (that is,
the accuracy of internal loan-rating systems, the
appropriateness of underwriting standards, the
adequacy of documentation in files, the ade-
quacy of management information and internal
control systems, and the adequacy of loan-loss
reserves). Other important factors are the ability
and experience of the lending officers and per-
sonnel managing the lending function, any
changes in asset quality or lending policies since
the last examination, and significant concentra-
tions identified in the preliminary review of the
loan portfolio. Regardless of the total coverage
of the core-group review and the additional
sample of loans, the examiner must select a
sufficient number, volume, and variety of loans
to accurately judge the condition of the bank’s
entire loan and lease portfolio and the effective-
ness of its credit-administration policies and
practices.

Commercial Loan-Sampling
Techniques

Sampling techniques are a valid and efficient
method for reviewing the commercial loan port-
folios at banks during on-site examinations.
Sampling enables the examiner to draw conclu-
sions regarding the condition of the entire loan
portfolio by reviewing only a selected portion.
These techniques make more efficient use of
examination resources and allow examiners to
devote more of their time and efforts to other
areas of the examination.

Generally, a judgmental sampling technique
is used for reviewing commercial loans. This
technique enables examiners to evaluate the
portfolio by reviewing a desired percentage of
all the loans over a preselected cutoff amount. In
addition to the judgmental sampling approach,
statistical sampling techniques can also be valid
methods for evaluating loan portfolios. Two
statistical sampling techniques that may be
selectively implemented during on-site exami-
nations are attributes sampling and proportional
sampling. Attributes sampling is especially well-
suited for large banks that have formal loan
review programs; proportional sampling may be
better suited for smaller or regional banks with-
out internal loan-review programs.

In statistical sampling, the examiner uses the
concepts of probability to apply sampling tech-
niques to the design, selection, and evaluation of
loan samples. Statistical sampling eliminates (or
at least minimizes) potential selection biases
because each item in the sample-loan population
must have an equal or otherwise determinable
probability of being included in the examined
portion. This probability provides the examiner
with a quantitative, controllable measure of risk.

Generally, statistical sampling techniques may
be implemented only in those banks (1) that
were found to be in financially sound condition,
(2) that were without any undue loan port-
folio problems at the latest examination, and
(3) where it was determined that the systems
and controls were appropriate for implementing
such techniques. Moreover, if during an exami-
nation, the examiner determines that the statis-
tical sampling results are unsatisfactory, the
traditional judgmental sampling technique should
be implemented.

The two recommended statistical sampling
techniques are described below:

• Attributes Sampling. The objective of attributes
sampling is to determine from a sample,
within specified reliability limits, the validity
of the bank’s internal loan-review program.
The reliability limits are determined by the
examiner, who formulates a hypothesis about
the bank’s loan-review program when evalu-
ating its policies, practices, and procedures for
loan extensions. The population to be sampled
consists of all loans between certain dollar
parameters, except for loans reviewed under
the shared national credit program and loans
to identified problem industries (the latter are
reviewed separately during the examination).
The lower dollar parameter is an amount that
the examiner deems sufficient to achieve the
desired coverage of the loan portfolio and is
selected in much the same manner as a cutoff
line is chosen in judgmental sampling. The
upper dollar parameter is an amount over
which all loans must be reviewed because of
the significant effect each could have on the
bank’s capital. Loans are selected from the
sample population by using a random digit
table.

When the selected loans are reviewed, the
examiner compares his or her grading with
those of the bank’s loan-review program. An
‘‘error’’ generally exists if the examiner’s
grading of a particular loan is significantly

2080.1 Commercial and Industrial Loans

October 2014 Commercial Bank Examination Manual

Page 10



more severe than the bank’s grading. If the
error rate in the sample is beyond the pre-
established reliability limits the examiner is
able to accept, all loans over the cutoff amount
should be reviewed. If the examiner is satis-
fied with the sample results, the bank’s inter-
nal grading will be accepted for all criticized
loans that have not been independently
reviewed within the sample population. Even
when the bank’s internal grading is deemed
acceptable by the examiner, any loans reviewed
and found to be in error will be appropriately
classified in the report.

• Proportional Sampling. The procedures for
proportional sampling are similar to those
followed for attributes sampling. The objec-
tive of this sampling technique is to determine
whether bank management can identify all the
criticizable loans in the portfolio. The exam-
iner formulates a hypothesis about the quality
of the examined bank’s loan administration,
based on an analysis of loan policies, prac-
tices, and procedures for loan extensions. In
proportional sampling, every loan in the
sample population is given an equal chance of
selection in proportion to its size, so the larger
the loan, the more likely it will be selected for
review. Examiners grade the loans in the
sample and compare these gradings with the
bank’s problem-loan list.

As in attributes sampling, the examiner
specifies the desired precision of the sample,
that is, that the true error rate in the bank’s
problem-loan list should be within a certain
range of values. A statistical error occurs
whenever the examiner criticizes a loan that is
not criticized by the bank. If the error rate is
higher than expected, the examiner will review
all loans over a cutoff line, which is deter-
mined using the same criteria as line selection
in judgmental sampling. If the sample results
indicate an error rate within expectations, then
the examiner will accept the bank’s problem-
loan list as a reliable list of the nonpass loans
in the population from which the sample was
taken. The examiner will then review and
grade each loan on the problem-loan list over
the cutoff amount.

For detailed procedures on how to implement
both attributes and proportional sampling,
examiners should contact either Reserve Bank
supervision staff or Federal Reserve Board
supervision staff.

REVIEWING CREDIT QUALITY

Importance of Cash Flow

Evaluating cash flow is the single most impor-
tant element in determining whether a business
has the ability to repay debt. Two principal
methods of calculating the cash flow available in
a business to service debt are presented in this
subsection. The results of these methods should
be used to determine the adequacy of cash flow
in each credit evaluated at an institution. The
accrual conversion method is the preferred
method because it is the most reliable. The
second and less reliable method is the supple-
mental or traditional cash-flow analysis; how-
ever, the information needed for this analysis is
usually more obtainable and easier to calculate.
The traditional method can be used when cir-
cumstances warrant, for example, when the
borrower’s financial statements are not suffi-
ciently detailed for the information requested in
the accrual conversion analysis or when histori-
cal information is inadequate.

Analysis and Limitations of Cash Flow

Cash-flow analysis uses the income statement
and balance sheet to determine a borrower’s
operational cash flow. Careful analysis of all
investment and financing (borrowing) activities
must be made for an accurate assessment of cash
flow. In reality, examiners face time constraints
that often prevent them from performing the
complex mathematical calculations involved in
sophisticated cash-flow analysis. Therefore, the
cash-flow methods presented below were
designed to be reasonable and practical for
examiner use. However, examiners should be
careful of conclusions reached using the tradi-
tional cash-flow analysis, without consideration
to balance-sheet changes or other activities that
affect cash flow. The traditional cash-flow analy-
sis does not recognize growth in accounts
receivable or inventory, a slow-down in accounts
payable, capital expenditures, or additional bor-
rowings. If the credit file contains a CPA-
prepared statement of cash flow or a statement
prepared using the accrual conversion method,
the examiner should concentrate efforts on
reviewing and analyzing these statements rather
than on preparing a traditional cash-flow
statement.
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One critical issue to remember is that deficit
cash flow does not always mean that the bor-
rower is encountering serious financial difficul-
ties. In some cases, deficit cash flow is caused
by a business’s experiencing significant growth,
and there is a pronounced need for external
financing to accommodate this growth and elimi-
nate the deficit cash-flow position. In this case,
an adequate working-capital facility may not be
in place to accommodate the need for additional
inventory. A comprehensive analysis of changes
in the balance sheet from period to period
should be made before the loan is criticized.5

Components of the Accrual Conversion
Method of Cash Flow

Category Basis for Amount

Sales: Dollar amount of sales in period

+/2change in
A/R, INV.,
A/P: Represents the absolute differ-

ence of the current period from
the corresponding period of the
previous year in accounts
receivable, inventory, and
accounts payable.

Formula: (a) An increase in any current
asset is a use of cash and is
subtracted from the calculation.
Conversely, a decrease in any
current asset is a source of cash
and is added to the calculation.

(b) An increase in any current
liability is a source of cash and
is added to the calculation. Con-
versely, a decrease in any cur-
rent liability is a use of cash
and is subtracted from the
calculation.

SGA: Subtract selling, general, and
administrative expenses.

Interest
Expense: Add interest expense to the cal-

culation if SGA ‘‘expense’’
includes interest expense.

Excess
(Deficit)
Cash Flow: Represents cash available before

debt service.

Calculation of Supplemental/Traditional
Cash Flow

Net Income: Amount of net income reported
on most recent annual income
statement before taxes.

Interest
Expense: Add the total amount of interest

expense for the period.

Depreciation/
Amortization: Add all noncash depreciation

and principal amortization on
outstanding debt.

Cash Flow
before
Debt Service: Indicates net Earnings Before

Interest, Taxes, Depreciation,
and Amortization (EBITDA).
Amortization should include
both principal and interest pay-
ments required on debt.

Debt Service: Subtract scheduled principal
and interest payments.

Capital
Expenditures: Subtract all capital expendi-

tures for the period.

EQUALS—
Excess (Deficit)
Cash Flow: Total amount of excess or defi-

cit cash flow for the period after
debt service.

Coverage
Ratio: Cash flow before debt service

divided by debt service (princi-
pal and interest).

Importance of Financial Analysis

While cash-flow analysis is critical in reviewing
whether a borrower has the ability to repay
individual debt, a review of the borrower’s other
financial statements can offer information about
other sources of repayment, as well as the
borrower’s overall financial condition and future

5. Examiners should make sure that they are using financial
data from consistent periods, that is, year-to-date financial
information. Mixing annual financial data with interim finan-
cial information can cause misinterpretation of cash flow for a
given business cycle or annual period.
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prospects. The availability of historical balance-
sheet and income information, which allow
declining trends to be identified, is critical. Also,
it may be appropriate to compare the borrower’s
financial ratios with the average for the industry
overall. Much of the financial information that
examiners will review will not be audited;
therefore, considerable understanding of general
accounting principles is necessary to compe-
tently review an unaudited financial statement.
The bank should obtain at least annual financial
statements from a borrower.

When reviewing a credit file of a borrowing
customer of a bank, the following financial
information should be available for review:
income statement, balance sheet, reconciliation
of equity, cash-flow statements, and applicable
notes to financial statements. The components
for a financial review can be segregated into
three areas: operations management, asset man-
agement, and liability management. Operations
management is derived from the income state-
ment and can be used to assess company sales,
cost control, and profitability. Asset manage-
ment involves the analysis of the quality and
liquidity of assets, as well as the asset mix.
Liability management covers the analysis of the
company’s record of matching liabilities to the
asset conversion cycle, such as long-term assets
being funded by long-term liabilities.

In studying the above forms of management,
various ratios will help the examiner form an
informed and educated conclusion about the
quality of the credit being reviewed. The ratios
can be divided into four main categories:

• Profitability ratios.These ratios measure man-
agement’s efficiency in achieving a given
level of sales revenue and profits, as well as
management’s ability to control expenses and
generate return on investment. Examples of
these ratios include gross margin, operating
profit margin, net profit margin, profit to sales
ratio, profit to total assets ratio, and direct
cost and expense ratios.

• Efficiency ratios.These ratios, which measure
management’s ability to manage and control
assets, include sales to assets, inventory days
on hand, accounts receivable days on hand,
accounts payable days on hand, sales to net
fixed assets, return on assets, and return on
equity.

• Leverage ratios.These ratios compare the
funds supplied by business owners with the
financing supplied by creditors, and measure

debt capacity and ability to meet obligations.
These ratios may include debt to assets, debt
to net worth, debt to tangible net worth, and
interest coverage.

• Liquidity ratios. Include ratios such as the
current ratio and quick ratio, which measure
the borrower’s ability to meet current
obligations.

Common ‘‘Red Flags’’

The symptoms listed below are included to
provide an understanding of the common prob-
lems or weaknesses examiners encounter in
their review of financial information. While one
symptom may not justify criticizing a loan,
when symptoms are considered in the aggregate,
they may help the examiner detect near-term
trouble. This list is only a sampling of ‘‘red
flags’’ that should prompt further review; exam-
iners should also be able to identify issues that
may require further investigation from their
cursory review of a borrower’s financial
statement.

• A slowdown in the receivables collection
period. This symptom often reveals that the
borrower has become more liberal in estab-
lishing credit policies, has softened collection
practices, or is encountering an increase in
uncollected accounts.

• Noticeably rising inventory levels in both
dollar amount and percentage of total assets.
Increases in inventory levels are usually sup-
ported by trade suppliers, and financing these
increases can be extremely risky, particularly
if turnover ratios are declining. The increase
in inventory levels or lower turnover ratios
may also be related to the borrower’s natural
reluctance to liquidate excessive or obsolete
goods at a reduced price. Many businesses are
willing to sacrifice liquidity to maintain profit
margins.

• Slowdown in inventory turnover.This symp-
tom may indicate overbuying or some other
imbalance in the company’s purchasing poli-
cies, and it may indicate that inventory is
slow-moving. If the inventory is undervalued,
the actual turnover is even slower than the
calculated results.

• Existence of heavy liens on assets.Evidence
of second and third mortgage holders is a sign
of greater-than-average risk. The cost of junior
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money is high. Most borrowers are reluctant
to use this source of funds unless conventional
sources are unavailable.

• Concentrations of noncurrent assets other
than fixed assets.A company may put funds
into affiliates or subsidiaries for which the
bank may not have a ready source of infor-
mation on operations.

• High levels of intangible assets.Intangible
assets, which shrink or vanish much more
quickly than hard assets, usually have very
uncertain values in the marketplace. In some
cases, however, intangible assets such as pat-
ents or trademarks have significant value and
should be given considerable credit.

• Substantial increases in long-term debt.This
symptom causes increasing dependence on
cash flow and long-term profits to support
debt repayment.

• A major gap between gross and net sales.This
gap represents a rising level of returns and
allowances, which could indicate lower qual-
ity or inferior product lines. Customer dissat-
isfaction can seriously affect future profitability.

• Rising cost percentages.These percentages
can indicate the business’s inability or unwill-
ingness to pass higher costs to the customer or
its inability to control overhead expenses.

• A rising level of total assets in relation to
sales.If a company does more business, it will
take more current assets in the form of inven-
tory, receivables, and fixed assets. Examiners
should be concerned when assets are increas-
ing faster than sales growth.

• Significant changes in the balance-sheet struc-
ture.These changes may not be the customary
changes mentioned previously, but they are
represented by marked changes spread across
many balance-sheet items and may not be
consistent with changes in the marketplace,
profits or sales, product lines, or the general
nature of the business.

REQUIRED MINIMUM
DOCUMENTATION STANDARDS
FOR LOAN LINE SHEETS

Certain minimum documentation must appear
on all line examination sheets to leave an
acceptable audit trail and to support the classi-
fication of designated loans. Currently, much of
this information is often placed on the line ticket
automatically by using computer-based loan-

review systems. However, the disposition of the
loan and the reasons for that disposition are the
most crucial entries on the line ticket. Examiners
must document their entries and decide how
much of the documentation is required to sup-
port the loan-review decision. That decision and
a summary of the reasons a loan is passed, listed
for special mention, or adversely classified
should be provided (preferably in bullet form)
on the loan line ticket. Beyond that, the docu-
mentation will vary depending on the complex-
ity and profile of the credit. The examiner may
provide more detailed information on the collat-
eral, cash flow, and repayment history. This
additional information is not mandatory if the
rationale for the disposition of the credit is
otherwise clear.

The extension of credit line sheets and work-
papers should document loan discussion com-
ments, identify the examiner who reviewed the
credit, and identify the officer(s) with whom the
credit was discussed. Line sheets should also
include the examiner’s conclusion on the spe-
cific credit and the reasons for that conclusion.

As part of a review of examination and
supervisory policies and procedures and to pro-
mote consistency, the items described below
have been implemented as required minimum
documentation standards for loan line sheets.
These standards recognize a transactional
approach in examinations and reflect the effi-
ciencies inherent in a risk-focused approach to
examinations. The amount of information that
should be documented or included as part of a
line sheet may vary depending on the type,
complexity, and materiality of the credit. How-
ever, all line sheets should include the following
information to satisfy the required minimum
documentation standards, as set forth by SR-
99-25 (‘‘Minimum Documentation Standards
for Loan Line Sheets,’’ September 29, 1999).
The first seven items are frequently provided
through computer-based loan-review systems.

• Name and location of borrower.Document the
name of the individual or company respon-
sible for repayment of the debt.

• Notation if the borrower is an insider or a
related interest of an insider.If the borrower is
an insider or a related interest of the insider as
defined by Regulation O, reflect this associa-
tion on the line sheet.

• Business or occupation.Briefly describe the
legal entity and the type of business in which
the company is engaged, according to the
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following definitions:
— Corporation.A business organization that

is owned by shareholders who have no
inherent right to manage the business. The
organization is generally managed by a
board of directors that is elected by the
shareholders. The file should contain the
borrowing resolution indicating which
officers from the corporation are autho-
rized to sign on its behalf. Indicate if the
corporation is closely held.

— Partnership.A business organization, spe-
cifically, an association of two or more
persons to carry on as co-owners of a
business for profit. Indicate if it is a
general partnership (GP) or limited part-
nership (LP). If GP, each partner is fully
liable for the firm’s debts and actions. If
LP, at least one general partner is fully
liable, but there will also be a number of
partners whose liability is limited to that
enumerated by the partnership agreement.
Indicate each partner’s proportionate inter-
est (such as 25 or 50 percent).

— Proprietorship.A form of business orga-
nization that is owned and operated by an
individual. If the borrower is an indi-
vidual, include his or her primary occu-
pation.

• Loan terms.Include the following loan infor-
mation6:
— date of origination (note subsequent

renewals and/or extensions)
— repayment terms (for example, maturity,

periodic payments, revolving)
— maturity (restructured loans should be

noted as such)
— interest rate (fixed or variable) (If vari-

able, state the basis (index) upon which
the interest rate is determined.)

— originated amount of the loan
• Purpose of loan.Note the purpose of each

credit facility.
• Repayment source.Indicate the primary and

secondary sources of repayment for each credit
facility.

• Collateral summary and value.Describe col-
lateral and assess the value of the collateral in
which the bank maintains a perfected security
interest. Values should be supported by some

type of document, such as a recent financial
statement, formal appraisal, management
estimate, or any publication that maintains a
current market value of collateral. At a mini-
mum, the collateral assessment should include
the following information:
— collateral value
— basis for valuation
— date of valuation
— control of collateral
— current lien status

• Loan officer assigned to the credit and the
internal rating of the credit.Note the name of
the loan officer responsible for the loan. Also
document the bank’s internal risk-rating. The
date of the most recent update of the rating
should also be noted. Particular attention
should be given to the consistency between
the loan classification at the current examina-
tion and the assessment provided by the bank’s
internal loan-review department. Significant
disparities should be noted in the asset-quality
assessment.

• Total commitment and total outstanding bal-
ances.Indicate the total amount of the bank’s
legal commitment or line of credit available to
the borrower. Note the total outstanding debt
to the borrower as of the date of examination.

• Examination date.Indicate the as-of date of
the examination.

• Past-due or nonaccrual status.Indicate the
past-due status (current, nonaccrual, and days
past due).

• Amounts previously classified.Note the loan
amount and how the loan was previously
classified at the most recent examination (Fed-
eral Reserve Bank or state).

• Loan disposition (pass, special mention, or
adverse classification).Note the credit amount
and how the credit is being classified, such as
pass, special mention, substandard, doubtful,
or loss.

• Rationale for examiner’s conclusions (prefer-
ably in bullet form).Indicate the reasons for
passing the credit or extending it for criticism,
which should be consistent with the classifi-
cation descriptions noted in ‘‘Classification
of Credits,’’ section 2060.1.

• Name or initials of the examiner reviewing the
credit. Indicate the name or initials of the
examiner who reviewed and assigned the
classification to the credit.

• Any significant comments by, or commitments
from, management.Clearly and specifically
indicate relevant comments (including man-

6. If the loan is a shared national credit (SNC), this should
be noted on the line sheet. A copy of the SNC write-up should
be attached to the line sheet, and it is not necessary to provide
any additional data.
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agement’s disagreement with the disposition
of the loan, if applicable) that may be consid-
ered when determining whether or not to
criticize the credit. Comments can include
officer’s comments noted in the credit file,
information derived from discussions with
management, questions the examiner may have
about the borrower, or any other item deemed
appropriate. If management plans to get out of
the credit relationship, a workout strategy
should be included in this section. Comments
should be included as to why management
disagrees with any loan classification or how
any loan was classified.

• Any noted documentation exceptions or loan-
administration policy or procedural weak-
nesses, and any contravention of law, regula-
tion, or policy. Indicate any documentation
exception or violation of law, regulation, or
policy that would be appropriate to include as
part of the report of examination. The exam-
iner may include any technical exception
noted from the credit file that would inhibit
the ability of the loan officer or the examiner
to make an informed and/or competent judg-
ment about the quality of the credit relationship.

When needed, loan line sheets should briefly
note that information is not available or that
certain information is not reliable due to defi-
cient loan-administration systems and pro-
cesses, particularly with respect to loan and
collateral documentation and collateral values.
If such deficiencies are material, a listing of the
exceptions should be noted in the examination
report. In addition, the effect of these loan-
administration weaknesses should be discussed
and factored into the risk-management rating.

Optional Information for Loan Line
Sheets

In addition to the above information, additional
items should be listed when needed to describe
the terms of the credit and/or the disposition
accorded to it by the examiners, for example,
guarantors, amount of any specific reserve, or
amounts previously charged off, as described
below:
• Related debt/tie-ins.The name, total debt

outstanding, and type of borrowings (such as
real estate, commercial, installment debt) of
the related party might be indicated.

• Guarantor(s).If a guarantor exists, the name,
amount of the guaranty, and date the guaranty
was signed can be noted. A summary and an
assessment of data supporting a guaranty may
also be included, along with current financial
information from the guarantor(s) which the
bank should obtain at least annually. Tax
returns and supporting schedules, income state-
ments, and other pertinent information on the
guarantor(s) may be appropriate under certain
circumstances. If a troubled credit, indicate
whether the guarantor has exhibited any will-
ingness to financially support the credit.

• Summary of financial data.The following
information may be appropriate, based on the
type and complexity of the loan:
— key balance-sheet information (current

ratio, D/E ratio)
— key income items (EBITDA—earnings

before income taxes, depreciation, and
amortization; net income; profit margin)

— cash-flow coverage (debt-service cover-
age, interest coverage)

— source of financial data (company-
prepared balance sheet, audited financial
statement)

• Dates and amounts of previous charge-offs.
• Specific reserves.The examiner may indicate

whether an amount (allocated reserve) was
specifically set aside to absorb any loss from
the credit. When evaluating the overall
adequacy of the loan-loss reserve, subtract the
aggregate of allocated reserves from the total
reserve balance, and subtract the aggregate
amount of loans for which allocated reserves
exist from the total loan balance.

• The name of the loan officer who may have
offered the most pertinent discussion items
that affected the classification decision.

BANKRUPTCY LAW AND
COMMERCIAL LOANS

This section provides examiners with an over-
view of the United States Bankruptcy Code (the
code) chapters that affect commercial and indus-
trial loans. Bankruptcy law is a significant body
of law; it would be difficult in this manual to
discuss all the issues necessary for comprehen-
sive understanding of the code. This subsection
will focus on basic issues that an examiner
needs to be familiar with relative to three
principal sections of the code: chapters 7, 11,
and 13.
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Creditors of a Bankrupt Business

A creditor in bankruptcy is anyone with a claim
against a bankrupt business, even if a formal
claim is not filed in the bankruptcy case. In
bankruptcy court, a claim is defined very broadly.
A claim may include a right to payment from a
bankrupt business, a promise to perform work,
or a right to a disputed payment from the debtor
that is contingent on some other event. The two
basic types of creditors are secured and unse-
cured. Secured creditors are those with perfected
security interest in specific property, such as
equipment, accounts receivable, or any other
asset pledged as collateral on a loan. Unsecured
creditors are generally trade creditors and others
who have not taken a specific interest in prop-
erty supplied to the bankrupt debtor.

Voluntary Versus Involuntary
Bankruptcy

When a debtor files a bankruptcy petition, it is
described as a voluntary bankruptcy filing. The
individual or organization does not have to be
insolvent to file a voluntary case. Creditors may
also file a bankruptcy petition, in which case the
proceeding is known as an involuntary bank-
ruptcy. This form of petition can occur in
chapters 7 and 11 bankruptcy cases, and the
debtor generally must be insolvent. To be deemed
insolvent, the debtor must be unable to pay debts
as they mature. However, the code does limit
who an involuntary action can be sought against.

Chapter 7—Liquidation Bankruptcy

A chapter 7 action may be filed by virtually any
person or business organization that is eligible
to file bankruptcy. Chapter 7 bankruptcy can be
filed by a sole proprietorship, partnership, cor-
poration, joint stock company, or any other
business organization. Restrictions apply to only
a few highly regulated businesses, such as
railroads, insurance companies, banks, munici-
palities, and other financial institutions. This
chapter is often referred to as ‘‘straight liquida-
tion,’’ or the orderly liquidation of all assets of
the entity. Generally, a debtor in a chapter 7
bankruptcy case is released from obligations to
pay all dischargeable prebankruptcy debts in
exchange for surrendering all nonexempt assets

to a bankruptcy trustee. The trustee liquidates all
assets and distributes the net proceeds on a pro
rata basis against the allowed claims of unse-
cured creditors. Secured creditor claims are
generally satisfied by possession or sale of the
debtor’s assets. Depending on the circum-
stances, a secured creditor may receive the
collateral, the proceeds from the sale of the
collateral, or a reaffirmation of the debt from
the debtor. The reaffirmed debts are generally
secured by property that the debtor can exempt
from the bankruptcy estate, such as a home or
vehicle. The amount of the reaffirmation is
limited to the value of the asset at the time of the
bankruptcy filing. Some characteristics of a
chapter 7 bankruptcy are described below:

• A trustee is appointed in all chapter 7 bank-
ruptcies and acts as an administrator of the
bankruptcy estate. The bankruptcy estate that
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is established when the petition is filed
becomes the legal owner of the property. The
trustee acts to protect the interest of all parties
affected by the bankruptcy.

• The trustee has control of all nonexempt
assets of the bankrupt debtor.

• The trustee is required to liquidate the estate
quickly without jeopardizing the interests of
the affected parties.

• The proceeds from the sale pay trustee’s fees
and other creditors. Trustee fees are deter-
mined according to the amount disbursed to
the creditors and are a priority claim.

• A chapter 7 bankruptcy is typically completed
in 90 days, depending on the time needed to
liquidate collateral. Some chapter 7 bankrupt-
cies take years to complete.

• The court may allow the trustee to continue to
operate a business, if this is consistent with
the orderly liquidation of the estate.

Chapter 11—Reorganization

Most major or large businesses filing bank-
ruptcy file a chapter 11 reorganization. As in
chapter 7, virtually any business can file a
chapter 11 reorganization. There are specialized
chapter 11 reorganization procedures for certain
businesses such as railroads, and chapter 11 is
not available to stockbrokers, commodity bro-
kers, or a municipality. The basic concept behind
chapter 11 is that a business gets temporary
relief or a reprieve from paying all debts owed
to creditors. This temporary relief gives the
business time to reorganize, reschedule its debts
(at least partially), and successfully emerge from
bankruptcy as a viable business. The basic
assumption underlying a chapter 11 bankruptcy
is that the value of the enterprise as a going
concern will usually exceed the liquidation value
of its assets.

Reorganization Plan

Generally, the debtor has an exclusive 120-day
period to prepare and file a reorganization plan.
If the debtor’s plan has not been confirmed
within 180 days of the bankruptcy filing, a
creditor may file a plan. A plan can provide for
any treatment of creditor claims and equity
interest, as long as it meets the requirements set
out in the code. For example, a plan must
designate substantially similar creditor claims

and equity interest into classes and provide for
equal treatment of such class members. A plan
must also identify those classes with impaired
claims and their proposed treatment. Finally, a
method of implementation must be provided.
Although plans do not have to be filed by a
deadline, the bankruptcy judge will generally
place a deadline on the debtor or creditor autho-
rized to prepare the plan.
Some characteristics of a chapter 11 bank-

ruptcy are described below.

• The bankrupt debtor usually controls the busi-
ness during the bankruptcy proceedings. This
arrangement is referred to as ‘‘debtor in
possession.’’

• The business continues to operate while in
bankruptcy.

• The debtor is charged with the duty of devel-
oping a reorganization plan within the first
120 days of the filing. After this period
expires, the court may grant this authority to a
creditors’ committee.

• Once the plan is approved by the bankruptcy
court, the debtor’s payment of debts is gener-
ally limited to the schedule and amounts that
are detailed in the reorganization plan.

• A chapter 11 proceeding can be complex and
lengthy, depending on the number of credi-
tors, amount of the debts, amount of the
assets, and other factors that complicate the
proceedings.

Chapter 13—Wage-Earner Bankruptcy

A chapter 13 bankruptcy is available to any
individual whose income is sufficiently stable
and regular to enable him or her to make
payments under the plan. As long as the indi-
vidual has regular wages or takes a regular draw
from his or her business, the individual may
qualify under chapter 13 of the code. Under
chapter 13, an individual or married couple can
pay their debts over time without selling their
property. As a protection to creditors, the money
paid to a creditor must equal or exceed the
amount that the creditor would get in a liquida-
tion or chapter 7 bankruptcy. Chapter 13 may be
used for a business bankruptcy, but only if the
business is a proprietorship. In most cases, the
business needs to be fairly small to qualify.
Some characteristics of a chapter 13 bank-

ruptcy are described below:
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• In most cases, only an individual can file a
chapter 13 bankruptcy.

• Secured debt may not exceed $350,000.
• Unsecured debt may not exceed $100,000.
• The debtor must propose a good-faith plan to
repay as many debts as possible from avail-
able income.

• A debtor makes regular payments to a trustee,
who disburses the funds to creditors under the
terms of the plan.

• The trustee does not control the debtor’s
assets.

• A chapter 13 bankruptcy may include the
debts of a sole proprietorship. The business
may continue to operate during the bankruptcy.

• After all payments are made under the plan,
general discharge is granted.

SECTIONS 23A AND 23B OF THE
FEDERAL RESERVE ACT

As a result of the Financial Institutions Reform,
Recovery, and Enforcement Act of 1989
(FIRREA), the application of sections 23A and
23B of the Federal Reserve Act was expanded to
all federally insured commercial and thrift
depository institutions. The passage of the Fed-
eral Deposit Insurance Corporation Improve-
ment Act of 1991 (FDICIA) affected section
23A by allowing the appropriate federal regula-
tor to revoke the ‘‘sister bank’’ exemption for all
financial institutions that are ‘‘significantly
undercapitalized’’ or those that are ‘‘undercapi-
talized’’ and fail to submit and implement
capital-restoration plans. In addition, FDICIA
prohibits critically undercapitalized banks from
engaging in covered transactions that are defined
in section 23A without prior written approval
from the FDIC. Section 23B was added to the
Federal Reserve Act on August 10, 1987, through
the Competitive Equality Banking Act of 1987.
This new section essentially codified additional
limitations regarding transactions banks have
with their nonbank affiliates. Previously, these
transactions had been governed only by Federal
Reserve policy or interpretation. The intent of
this subsection is to provide examiners with
general guidance on how to identify potential
violations of these sections of the Federal
Reserve Act as it pertains to the commercial-
lending function. (Specific guidance and defini-
tions can be obtained from part 1 of theFederal
Reserve Regulatory Service.)

Section 23A

Section 23A of the Federal Reserve Act was
designed to prevent misuse of a bank’s resources
stemming from non-arm’s-length transactions
with affiliates. Examiners will first need to
determine if the institution and counterparty
involved in a transaction are affiliates. Once this
relationship is determined, the examiner will
need to decide if the transaction is included in
the statute as a ‘‘covered transaction.’’ Gener-
ally, covered transactions within the lending
function of the institution would include any
loan or extension of credit to an affiliate as
defined by section 23A. Any transaction by a
bank with any person is deemed to be a trans-
action with an affiliate to the extent that the
affiliate benefited from the transaction. A key
element of section 23A is that covered trans-
actions between a bank and its affiliate must be
on terms and conditions consistent with safe and
sound banking practices.
Once the examiner has determined that the

counterparty is an affiliate and that the trans-
action is a covered transaction, there are quan-
titative limitations that apply. Section 23A limits
the covered transaction between a bank and its
affiliate to no more than 10 percent of the bank’s
capital and surplus (defined as capital stock,
surplus, retained earnings, and reserves for loan
losses). In addition, an institution and its sub-
sidiaries may only engage in a covered trans-
action with an affiliate if, in the case of all
affiliates, the aggregate amount of the covered
transactions of the institution and its subsidiaries
will not exceed 20 percent of the capital stock
and surplus of the institution.
When the transaction involves an extension of

credit to a defined affiliate, certain collateral
requirements must also be met. Generally,
extensions of credit require certain collateral
margins that are tied to the type of collateral. For
example, extensions of credit that are secured
by U.S. Treasury securities or its agencies require
a collateral margin of 100 percent of the trans-
action amount, whereas collateral consisting of
stock, leases, or other real or personal property
requires a margin of 130 percent. Some collat-
eral, such as the obligations of an affiliate, is not
eligible. Certain exemptions to collateral require-
ments were included to permit transactions that
posed little risk to the bank and to prevent undue
hardship among the affiliated organizations in
carrying out customary transactions with related
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entities. These exemptions include various trans-
actions that are related to sister-bank relation-
ships, correspondent relationships, uncollected
items, or loans to affiliates secured by riskless
collateral.

Section 23B

With respect to affiliates, section 23B defines
affiliates in the same manner as section 23A,
except that all banks are excluded from section
23B as affiliates. The principal requirements of
section 23B state that any transaction between a
bank and a defined affiliate under the act must be
(1) on terms and under circumstances, including
credit standards, that are substantially the same,
or at least as favorable to the bank or its
subsidiary, as those prevailing at the time for
comparable transactions with or involving other
nonaffiliated companies, or (2) in the absence
of comparable transactions, on terms and under
circumstances, including credit standards, that
in good faith would be offered or would apply to
nonaffiliated companies. In short, the terms and
conditions of an extension of credit to an affili-
ate under section 23B should be no more favor-
able than those that would be extended to any
other borrowing customer of the bank. For
covered transactions, all transactions that are
covered under section 23A are covered under
section 23B; however, section 23B expanded the
list to include other transactions such as the sale
of securities or the receipt of money or services
from an affiliate.

The focus of section 23B is different from that
of section 23A. Section 23A contains quantita-
tive and collateral restrictions to protect the
bank; section 23B focuses on whether transac-
tions with nonbank affiliates are arm’s length
and not injurious to the bank. Occasionally, an
extension of credit, by definition, is granted to
an affiliate of a federally insured bank or thrift
institution, so examiners are reminded that it is
likely that sections 23A and 23B will be impli-
cated. Essentially, examiners need to keep one
basic principal in mind: If money flows from the
bank to an affiliate other than through a divi-
dend, the transaction is probably a covered
transaction and would be enforceable under
sections 23A and 23B.

TIE-IN ARRANGEMENTS

Section 106(b) of the Bank Holding Company

Act Amendments of 1970 prohibits banks from
directly tying products or services offered by the
bank or any of its affiliates. In the typical tie-in
arrangement, whether or not credit is extended
or a service is provided (or the amount charged
for the credit or service) depends upon the
customer’s obtaining some additional product or
service from the bank or its affiliate or providing
some additional product or service to the bank
or its affiliate. The intent of section 106(b) was
to affirm the principles of fair competition by
eliminating the use of tie-in arrangements that
suppress competition. Specifically, the section
prevents banks from using their marketing power
over certain products, specifically credit, to gain
an unfair competitive advantage. There are two
exceptions to the anti-tying restrictions. The
bank may vary the consideration charged for a
traditional bank product on the condition or
requirement that a customer also obtain a tradi-
tional bank product from an affiliate. This ex-
ception is a limited extension of the traditional
bank product exception provided in section 106.
The second exception applies to securities
brokerage services (only those activities autho-
rized under section 225.28(b)(7) of Regula-
tion Y). A bank may vary the consideration
charged for securities brokerage services on the
condition that a customer also obtain a tradi-
tional bank product from that bank or its affiliate.

On April 19, 1995, the Board issued a final
rule on the anti-tying provisions of section 106
of the 1970 Bank Holding Company Act
Amendments. The rule establishes a ‘‘combined-
balance discount’’ safe harbor for a banking
organization offering varieties of services to its
customers and wishing to offer them discounts
based on the customers’ overall relationship
with the bank or its holding company and
subsidiaries. The amendment, effective May 26,
1995, provides that a bank holding company or
any bank or nonbank subsidiary thereof may
weight products as it sees fit in connection with
its evaluation of combined-balance discount ar-
rangements, so long as deposits receive an equal
or higher weight than other products. The new
rule expanded the Board’s recent exemption to a
large regional banking organization to all bank-
ing organizations tying traditional services, such
as checking accounts and nontraditional banking
products like brokerage services. It permits
banks to market products more efficiently and
compete more effectively with their nonbanking
competitors who currently offer combined-
balance discount arrangements.
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Examiners should be aware that the principal
motive of section 106(b) is to eliminate any
potential for ‘‘arm twisting’’ customers into
buying some other product to get the product
they desire. Examiners should focus on poten-
tially illegal tie-in arrangements by reviewing
(1) the banking organization’s internal controls
and procedures and its written policies and
procedures in this area; (2) the training provided

to the organization’s staff; (3) pertinent exten-
sions of credit to borrowers whose credit facili-
ties or services may be susceptible to improper
tie-in arrangements imposed by the bank or
company in violation of section 106(b) or the
Board’s regulations; and (4) where applicable,
the firewalls that have been established between
banks and their holding companies and nonbank
affiliates, including section 20 subsidiaries.
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Commercial and Industrial Loans
Examination Objectives
Effective date May 1996 Section 2080.2

1. To determine if lending policies, practices,
procedures, and internal controls for commer-
cial and industrial loans are adequate.

2. To determine if bank officers are operating in
conformance with the established guidelines.

3. To evaluate the portfolio for credit quality,
performance, collectibility, and collateral
sufficiency.

4. To determine the scope and adequacy of the
audit function.

5. To determine compliance with applicable
laws and regulations.

6. To initiate corrective action when policies,
practices, procedures, objectives, or internal
controls are deficient or when violations of
laws or regulations have been noted.
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Commercial and Industrial Loans
Examination Procedures
Effective date November 2003 Section 2080.3

1. If selected for implementation, complete or
update the commercial loan section of the
internal control questionnaire.

2. On the basis of the evaluation of internal
controls and the work performed by internal
or external auditors, determine the scope of
the examination.

3. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also obtain a listing of
any deficiencies noted in the latest review
done by internal or external auditors, and
determine if corrections have been
accomplished.

4. Obtain a trial balance of the customer lia-
bility records.
a. Agree or reconcile balances to depart-

ment controls and the general ledger.
b. Review reconciling items for reasonable-

ness.
5. Using an appropriate technique, select bor-

rowers for examination. Prepare credit line
cards.

6. Obtain the following information from the
bank or other examination areas, if
applicable:
a. past-due loans
b. loans in a nonaccrual status
c. loans on which interest is not being

collected in accordance with the terms of
the loan (Particular attention should be
given to loans that have been renewed
with interest being rolled into principal.)

d. loans whose terms have been modified
by a reduction of interest-rate or princi-
pal payment, by a deferral of interest or
principal, or by other restructuring of
repayment terms

e. loans transferred, either in whole or in
part, to another lending institution as a
result of a sale, participation, or asset
swap since the previous examination

f. loans acquired from another lending
institution as a result of a purchase,
participation, or asset swap since the
previous examination

g. loan commitments and other contingent
liabilities

h. loans secured by stock of other deposi-
tory institutions

i. extensions of credit to employees, offi-
cers, directors, and principal sharehold-
ers and their interests, specifying which
officers are considered executive officers

j. extensions of credit to executive officers,
directors, and principal shareholders and
their interests of correspondent banks

k. a list of correspondent banks
l. miscellaneous loan-debit and credit-

suspense accounts
m. Shared National Credits
n. loans considered ‘‘problem loans’’ by

management
o. specific guidelines in the lending policy
p. each officer’s current lending authority
q. any useful information resulting from the

review of the minutes of the loan
and discount committee or any similar
committee

r. reports furnished to the loan and
discount committee or any similar
committee

s. reports furnished to the board of directors
t. loans classified during the previous

examination
u. the extent and nature of loans serviced

7. Review the information received, and per-
form the following procedures.
a. Loans transferred, either in whole or in

part, to or from another lending institu-
tion as a result of a participation, sale or
purchase, or asset swap.
• Participations only:

— Test participation certificates and
records, and determine that the par-
ties share in the risks and contrac-
tual payments on a pro rata basis.

— Determine that the bank exercises
similar controls and procedures
over loans serviced for others as
for loans in its own portfolio.

— Determine that the bank, as lead or
agent in a credit, exercises similar
controls and procedures over syn-
dications and participations sold as
for loans in its own portfolio.

• Procedures pertaining to all transfers:
— Investigate any situations in which

loans were transferred immedi-
ately before the date of examina-
tion to determine if any were trans-
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ferred to avoid possible criticism
during the examination.

— Determine whether any of the loans
transferred were either nonperform-
ing at the time of transfer or clas-
sified at the previous examination.

— Determine that the consideration
received for low-quality loans trans-
ferred from the bank to an affiliate
is properly reflected on the bank’s
books and is equal to the fair
market value of the transferred
loans. (While fair market value
may be difficult to determine, it
should at a minimum reflect both
the rate of return being earned on
such loans as well as an appropri-
ate risk premium.) Section 23A of
the Federal Reserve Act generally
prohibits a state member bank from
purchasing a low-quality asset.

— Determine that low-quality loans
transferred to the parent holding
company or a nonbank affiliate are
properly reflected at fair market
value on the books of both the
bank and its affiliate.

— If low-quality loans were trans-
ferred to or from another lending
institution for which the Federal
Reserve is not the primary regula-
tor, prepare a memorandum to be
submitted to Reserve Bank super-
visory personnel. The Reserve Bank
will then inform the local office of
the primary federal regulator of the
other institution involved in the
transfer. The memorandum should
include the following information,
as applicable:
(1) name of originating institution
(2) name of receiving institution
(3) type of transfer (i.e., participa-

tion, purchase or sale, swap)
(4) date of transfer
(5) total number of loans trans-

ferred
(6) total dollar amount of loans

transferred
(7) status of the loans when trans-

ferred (e.g., nonperforming,
classified, etc.)

(8) any other information that
would be helpful to the other
regulator

b. Miscellaneous loan-debit and credit-
suspense accounts.
• Discuss with management any large or

old items.
• Perform additional procedures as

deemed appropriate.
c. Loan commitments and other contingent

liabilities. Analyze the commitment or
contingent liability if the borrower has
been advised of the commitment and the
combined amount of the current loan
balance (if any) and the commitment or
other contingent liability exceeds the
cutoff.

d. Loans classified during the previous
examination.
• current balance and payment status, or
• date the loan was repaid and the source

of payment
Investigate any situations in which all or
part of the funds for the repayment came
from the proceeds of another loan at the
bank, or as a result of a participation,
sale, or swap with another lending insti-
tution. If repayment was a result of a
participation, sale, or swap, refer to step
7a of this section for the appropriate
examination procedures.

e. Review of leveraged buyouts.
• In evaluating individual loans and

credit files, pay particular attention to
the reasonableness of interest-rate
assumptions and earnings projections
relied on by the bank in extending the
loan; the trend of the borrowing com-
pany’s and the industry’s performance
over time and the history and stability
of the company’s earnings and cash
flow, particularly over the most recent
business cycle; the relationship between
the company’s cash-flow and debt-
service requirements and the resulting
margin of debt-service coverage; and
the reliability and stability of collateral
values and the adequacy of collateral
coverage.

• In reviewing the performance of indi-
vidual credits, attempt to determine if
debt-service requirements are being
covered by cash flow generated by the
company’s operations or whether the
debt-service requirements are being
met out of the proceeds of additional
or ancillary loans from the bank
designed to cover interest changes.
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• Review policies and procedures per-
taining to leveraged buyout financing
to ensure that they incorporate prudent
and reasonable limits on the total
amount and type (by industry) of
exposure that the bank can assume
through these financing arrangements.

• Review the bank’s pricing, credit poli-
cies, and approval procedures to en-
sure that rates are reasonable in light of
the risks involved and that credit stan-
dards are not compromised in order to
increase market share. Credit stan-
dards and internal review and approval
standards should reflect the degree of
risk and leverage inherent in these
transactions.

• Total loans to finance leveraged buy-
outs should be treated as a potential
concentration of credit. If, in the aggre-
gate, these loans are sufficiently large
in relation to capital, the loans should
be listed on the concentrations page in
the examination report.

• Discuss significant deficiencies or risks
regarding a bank’s leveraged buyout
financing on page 1 of the examination
report, and bring them to the attention
of the board of directors.

f. Uniform review of Shared National
Credits.
• Compare the schedule of commercial

credits included in the uniform review
of the Shared National Credit Program
with the loans being reviewed to deter-
mine which loans are portions of
Shared National Credits.

• For each loan so identified, transcribe
appropriate information from the sched-
ule to line cards. (No further examina-
tion procedures are necessary for these
credits.)

8. Consult with the examiner responsible for
the asset/liability management analysis to
determine the appropriate maturity break-
down of loans needed for the analysis. If
requested, compile the information using
bank records or other appropriate sources.
See ‘‘Instructions for the Report of Exami-
nation,’’ section 6000.1, for considerations
to be taken into account when compiling
maturity information for the gap analysis.

9. Transcribe or compare information from the
schedules to commercial line cards, where
appropriate.

10. Prepare commercial line cards for any loan
not in the sample that, based on information
derived from the above schedules, requires
in-depth review.

11. Obtain liability and other information
on common borrowers from examiners
assigned to cash items, overdrafts, lease
financing, and other loan areas, and together
decide who will review the borrowing
relationship.

12. Add collateral data to line cards selected in
the preceding steps.

13. Obtain credit files for all borrowers for
whom commercial line cards were pre-
pared, and complete line cards. To analyze
the loans, perform the following proce-
dures:
a. Analyze balance-sheet and profit-and-

loss items as reflected in current and
preceding financial statements, and deter-
mine the existence of any favorable or
adverse trends.

b. Review components of the balance sheet
as reflected in the current financial state-
ments, and determine the reasonableness
of each item as it relates to the total
financial structure.

c. Review supporting information for the
major balance-sheet items and the
techniques used in consolidation, if
applicable, and determine the primary
sources of repayment and evaluate their
adequacy.

d. Ascertain compliance with provisions of
loan agreements.

e. Review digests of officers’ memoranda,
mercantile reports, credit checks, and
correspondence to determine the exist-
ence of any problems that might deter
the contractual liquidation program.

f. Relate collateral values to outstanding
debt.

g. Compare interest rates charged with the
interest-rate schedule, and determine
that the terms are within established
guidelines.

h. Compare the original amount of loan
with the lending officer’s authority.

i. Analyze secondary support afforded by
guarantors and endorsers.

j. Ascertain compliance with the bank’s
established commercial loan policy.

k. Determine whether public officials are
receiving preferential treatment and
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whether there is any correlation between
loans to public officials and deposits they
may control or influence.

14. For selected loans, check the central liabil-
ity file on borrowers indebted above the
cutoff or borrowers displaying credit weak-
ness or suspected of having additional lia-
bility in other loan areas.

15. Transcribe significant liability and other
information on officers, principals, and
affiliations of appropriate borrowers con-
tained in the sample. Cross-reference line
cards to borrowers, where appropriate.

16. Prepare ‘‘Report of Loans Supported by
Bank Stock,’’ if appropriate. Determine if a
concentration of any bank’s stock has been
pledged.

17. Determine compliance with laws, rulings,
and regulations pertaining to commercial
lending by performing the following steps.
a. Lending limits.

• Determine the bank’s lending limits as
prescribed by state law.

• Determine advances or combinations
of advances with aggregate balances
above the limit, if any.

b. Section 23A, Relations with Affiliates (12
USC 371c), and section 23B, Restric-
tions on Transactions with Affiliates (12
USC 371c-1), of the Federal Reserve
Act, and Regulation W.
• Obtain a listing of loans to affiliates.
• Test-check the listing against the bank’s

customer liability records to determine
its accuracy and completeness.

• Obtain a listing of other covered trans-
actions with affiliates (i.e., purchase of
loans from affiliates or acceptance of
affiliates’ securities as collateral for
loan to any person).

• Ensure that covered transactions with
affiliates do not exceed the limits of
section 23A and Regulation W.

• Ensure that covered transactions with
affiliates meet the appropriate collat-
eral requirements of section 23A and
Regulation W.

• Determine that low-quality loans have
not been purchased from an affiliate.

• Determine that all covered transactions
with affiliates are on terms and condi-
tions that are consistent with safe and
sound banking practices.

• Determine that all transactions with
affiliates comply with the market-

terms requirement of section 23B and
Regulation W.

c. 18 USC 215, Receipt of Commission or
Gift for Procuring Loans.
• While examining the commercial loan

area, determine the existence of any
possible cases in which a bank officer,
director, employee, agent, or attorney
may have received anything of value
for procuring or endeavoring to pro-
cure any extension of credit.

• Investigate any such suspected
situation.

d. Federal Election Campaign Act (2 USC
441b), Political Contributions.
• While examining the commercial loan

area, determine the existence of any
loans in connection with any politi-
cal campaigns.

• Review each such credit to determine
whether it is made in accordance with
applicable banking laws and in the
ordinary course of business.

e. 12 USC 1972, Tie-In Provisions. While
reviewing credit and collateral files (espe-
cially loan agreements), determine
whether any extension of credit is con-
ditioned upon—
• obtaining or providing an additional

credit, property, or service to or from
the bank or its holding company (or a
subsidiary of its holding company),
other than a loan, discount, deposit, or
trust service;

• the customer not obtaining a credit,
property, or service from a competitor
of the bank or its holding company (or
a subsidiary of its holding company),
other than a reasonable condition to
ensure the soundness of the credit.
(See ‘‘Tie-In Considerations of the
BHC Act,’’ section 3500.0 of the Bank
Holding Company Supervision
Manual.)

f. Insider lending activities. The examina-
tion procedures for checking compliance
with the relevant law and regulation
covering insider lending activities and
reporting requirements are as follows
(the examiner should refer to the appro-
priate sections of the statutes for specific
definitions, lending limitations, reporting
requirements, and conditions indicating
preferential treatment):
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• Regulation O (12 CFR 215), Loans to
Executive Officers, Directors, and Prin-
cipal Shareholders and Their Related
Interests. While reviewing information
relating to insiders that is received
from the bank or appropriate examiner
(including loan participations, loans
purchased and sold, and loan swaps)—
— test the accuracy and completeness

of information about commercial
loans by comparing it with the trial
balance or loans sampled;

— review credit files on insider loans
to determine that required informa-
tion is available;

— determine that loans to insiders
do not contain terms more favor-
able than those afforded other
borrowers;

— determine that loans to insiders do
not involve more than normal risk
of repayment or present other
unfavorable features;

— determine that loans to insiders, as
defined by the various sections of
Regulation O, do not exceed the
lending limits imposed by those
sections;

— if prior approval by the bank’s
board was required for a loan to an
insider, determine that such
approval was obtained;

— determine compliance with the vari-
ous reporting requirements for
insider loans;

— determine that the bank has made
provisions to comply with the pub-
lic disclosure requirements of Regu-
lation O; and

— determine that the bank maintains
records of such public requests and
the disposition of the requests for a
period of two years after the dates
of the requests.

• Title VIII of the Financial Institutions
Regulatory and Interest Rate Control
Act of 1978 (FIRA) (12 USC 1972(2)),
Loans to Executive Officers, Directors,
and Principal Shareholders of Corre-
spondent Banks.

— Obtain from or request that the
examiners reviewing due from
banks and deposit accounts verify
a list of correspondent banks pro-
vided by bank management, and

ascertain the profitability of those
relationships.

— Determine that loans to insiders of
correspondent banks are not made
on preferential terms and that no
conflict of interest appears to exist.

g. 12 USC 1828(v), Loans Secured by Bank
Stock.
• While examining the commercial loan

area, determine the existence of any
loans or discounts that are secured by
the insured financial institution’s own
stock.

• In each case, determine that the chief
executive officer has promptly reported
such fact to the proper regulatory
authority.

h. 12 USC 83 (Rev. Stat. 5201), made
applicable to state member banks by
section 9, para. 6, of the Federal Reserve
Act (12 USC 324), Loans Secured by
Own Stock (see also 3-1505 in the Fed-
eral Reserve Regulatory Service).
• While examining the commercial loan

area, determine the existence of any
loans secured by the bank’s own shares
or capital notes and debentures.

• Confer with the examiner assigned to
investment securities to determine
whether the bank owns any of its own
shares or its own notes and debentures.

• In each case in which such collateral or
ownership exists, determine whether
the collateral or ownership was taken
to prevent loss on a debt previously
contracted (DPC) transaction.

i. Regulation U (12 CFR 221). While
reviewing credit files, check the follow-
ing for all loans that are secured directly
or indirectly by margin stock and that
were extended for the purpose of buying
or carrying margin stock:
• Except for credits specifically exempted

under Regulation U, determine that the
required Form FR U-1 has been
executed for each credit by the cus-
tomer and that it has been signed and
accepted by a duly authorized officer
of the bank acting in good faith.

• Determine that the bank has not
extended more than the maximum loan
value of the collateral securing such
credits, as set by section 221.7 of
Regulation U, and that the margin
requirements are being maintained.
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j. Financial Recordkeeping and Reporting
of Currency and Foreign Transactions
(31 CFR 1010), Retention of Credit Files.
• Determine compliance with other spe-

cific exceptions and restrictions of the
regulation as they relate to the credits
reviewed.

• Review the operating procedures and
credit file documentation, and deter-
mine if the bank retains records of
each extension of credit over $10,000,
specifying the name and address of the
borrower, the amount of credit, the
nature and purpose of the loan, and the
date thereof. (See 31 CFR 1010.410.)
(Loans secured by an interest in real
property are exempt.)

18. Determine whether the consumer compli-
ance examination uncovered any violations
of law or regulation in this department. If
violations were noted, determine whether
corrective action was taken. Test for subse-
quent compliance with any law or regula-
tion so noted.

19. Perform the appropriate procedural steps in
‘‘Concentration of Credits,’’ section 2050.3.

20. Discuss with appropriate officers, and pre-
pare summaries in appropriate report form
of—
a. delinquent loans
b. violations of laws and regulations
c. loans not supported by current and com-

plete financial information
d. loans on which collateral documentation

is deficient
e. concentrations of credits
f. criticized loans
g. inadequately collateralized loans
h. Small Business Administration or other

government-guaranteed delinquent or
criticized loans

i. transfers of low-quality loans to or from
another lending institution

j. extensions of credit to principal share-
holders, employees, officers, directors,
and related interests

k. other matters regarding the condition of
the department

21. Inform the Reserve Bank of all criticized
participation loans that are not covered by
the Shared National Credit Program. Include
the names and addresses of all participating
state member banks and copies of loan
classification comments. (This step deals
with loans that deteriorated subsequent to
participation and does not duplicate step 7a,
which deals with transfers of loans that
were of low quality when transferred).

22. Inform the Reserve Bank of those loans
eligible for the Shared National Credit Pro-
gram that were not previously reviewed.
Include the names and addresses of all
participants and the amounts of their credit.
(This step applies only to credits for which
the bank under examination is the lead
bank.)

23. Evaluate the function for—

a. the adequacy of written policies relating
to commercial loans,

b. the manner in which bank officers are
operating in conformance with estab-
lished policy,

c. adverse trends within the commercial
loan department,

d. the accuracy and completeness of the
schedules obtained from the bank,

e. internal control deficiencies or exceptions,

f. recommended corrective action when
policies, practices, or procedures are
deficient,

g. the competency of departmental manage-
ment, and

h. other matters of significance.

24. Update the workpapers with any informa-
tion that will facilitate future examinations.
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Commercial and Industrial Loans
Internal Control Questionnaire
Effective date March 1984 Section 2080.4

Review the bank’s internal controls, policies,
practices, and procedures for making and ser-
vicing commercial loans. The bank’s system
should be documented in a complete and con-
cise manner and should include, where appro-
priate, narrative descriptions, flow charts, copies
of forms used, and other pertinent information.
Items marked with an asterisk require substan-
tiation by observation or testing.

POLICIES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten commercial loan policies that:
a. Establish procedures for reviewing com-

mercial loan applications?
b. Define qualified borrowers?
c. Establish minimum standards for

documentation?
2. Are commercial loan policies reviewed at

least annually to determine if they are
compatible with changing market
conditions?

RECORDS

*3. Is the preparation and posting of subsidi-
ary commercial loan records performed or
reviewed by persons who do not also:
a. Issue official checks or drafts?
b. Handle cash?
c. Approve loans?
d. Reconcile subsidiary records to the gen-

eral ledger?
*4. Are the subsidiary commercial loan records

reconciled daily with the appropriate gen-
eral ledger accounts, and are reconciling
items investigated by persons who do not
also handle cash?

5. Are delinquent account collection requests
and past-due notices checked to the trial
balances that are used in reconciling com-
mercial loan subsidiary records with gen-
eral ledger accounts, and are they handled
only by persons who do not also handle
cash?

6. Are inquiries about loan balances received

and investigated by persons who do not
also handle cash?

*7. Are documents supporting recorded credit
adjustments checked or tested subsequently
by persons who do not also handle cash (if
so, explain briefly)?

8. Is a daily record maintained summarizing
note transaction details, i.e., loans made,
payments received, and interest collected,
to support applicable general ledger account
entries?

9. Are frequent note and liability ledger trial
balances prepared and reconciled with con-
trolling accounts by employees who do not
process or record loan transactions?

10. Is an overdue account report generated
frequently (if so, how often )?

11. Are subsidiary payment records and files
pertaining to serviced loans segregated
and identifiable?

12. Do loan records provide satisfactory audit
trails which permit the tracing of transac-
tions from initiation to final disposition?

LOAN INTEREST

*13. Is the preparation and posting of interest
records performed or reviewed by persons
who do not also:
a. Issue official checks or drafts?
b. Handle cash?

14. Are any independent interest computations
made and compared or tested to initial
interest record by persons who do not also:
a. Issue official checks or drafts?
b. Handle cash?

COLLATERAL

15. Are multicopy, prenumbered records main-
tained that:
a. Detail the complete description of col-

lateral pledged?
b. Are typed or completed in ink?
c. Are signed by the customer?
d. Are designed so that a copy goes to the

customer?
*16. Are the functions of receiving and releasing

collateral to borrowers and of making
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entries in the collateral register performed
by different employees?

17. Is negotiable collateral held under joint
custody?

18. Are receipts signed by the customer
obtained and filed for released collateral?

*19. Are securities and commodities valued
and margin requirements reviewed at least
monthly?

20. When the support rests on the cash surren-
der value of insurance policies, is a peri-
odic accounting received from the insur-
ance company and maintained with the
policy?

21. Is a record maintained of entry to the
collateral vault?

22. Are stock powers filed separately to bar
negotiability and to deter abstraction of
both the security and the negotiating
instrument?

23. Are securities out for transfer, exchange,
etc., controlled by prenumbered temporary
vault-out tickets?

24. Has the bank instituted a system which:
a. Ensures that security agreements are

filed?
b. Ensures that collateral mortgages are

properly recorded?
c. Ensures that title searches and property

appraisals are performed in connection
with collateral mortgages?

d. Ensures that insurance coverage (includ-
ing loss payee clause) is in effect
on property covered by collateral
mortgages?

25. Are coupon tickler cards set up covering
all coupon bonds held as collateral?

26. Are written instructions obtained and held
on file covering the cutting of coupons?

27. Are coupon cards under the control of
persons other than those assigned to cou-
pon cutting?

28. Are pledged deposit accounts properly
coded to negate unauthorized withdrawal
of funds?

29. Are acknowledgments received for pledged
deposits held at other banks?

30. Is an officer’s approval necessary before
collateral can be released or substituted?

OTHER

31. Are notes safeguarded during banking
hours and locked in the vault overnight?

32. Are all loan rebates approved by an officer
and made only by official check?

33. Does the bank have an internal review
system that:
a. Re-examines collateral items for nego-

tiability and proper assignment?
b. Checks values assigned to collateral

when the loan is made and at frequent
intervals thereafter?

c. Determines that items out on temporary
vault-out tickets are authorized and have
not been outstanding for an unreason-
able length of time?

d. Determines that loan payments are
promptly posted?

34. Are all notes assigned consecutive num-
bers and recorded on a note register or
similar record? Do numbers on notes agree
to those recorded on the register?

35. Are collection notices handled by some-
one not connected with loan processing?

36. Are payment notices prepared and mailed
by someone other than the loan teller?

37. Does the bank prohibit the holding of
debtor’s checks for payment of loans at
maturity?

*38. Concerning livestock loans:
a. Are inspections made at the inception

of credit?
b. Are inspections properly dated and

signed?
c. Is there a breakdown by sex, breed, and

number of animals in each category?
d. Is the condition of the animals noted?
e. Are inspections required at least

annually?
*39. Concerning crop loans:

a. Are inspections of growing crops made
as loans are advanced?

b. Are disbursements closely monitored to
ensure that the proceeds are properly
channeled into the farmer’s operation?

c. Is crop insurance encouraged?
40. In mortgage warehouse financing, does the

bank hold the original mortgage note, trust
deed, or other critical document, releasing
only against payment?

41. Concerning commodity lending:
a. Is control for the collateral satisfactory,

i.e., stored in the bank’s vault, another
bank, or a bonded warehouse?

b. If collateral is not stored within the
bank, are procedures in effect to ascer-
tain the authenticity of the collateral?

c. Does the bank have a documented
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security interest in the proceeds of the
future sale or disposition of the com-
modity as well as the existing collateral
position?

d. Do credit files document that the
financed positions are and remain fully
hedged?

42. Concerning loans to commodity brokers
and dealers:
a. Does the bank maintain a list of the

major customer accounts on the brokers
or dealers to whom it lends? If so, is the
list updated on a periodic basis?

b. Is the bank aware of the broker-dealer’s
policy on margin requirements and the
basis for valuing contracts for margin
purposes (i.e., pricing spot vs. future)?

c. Does the bank attempt to ascertain
whether the positions of the broker-
dealer’s clients that are indirectly

financed by bank loans remain fully
hedged?

CONCLUSION

43. Is the foregoing information considered an
adequate basis for evaluating internal con-
trol in that there are no significant defi-
ciencies in areas not covered in this ques-
tionnaire that impair any controls? Explain
negative answers briefly, and indicate any
additional examination procedures deemed
necessary.

44. Based on a composite evaluation, as evi-
denced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate).
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Loan-Sampling Program for Certain Community Banks
Effective date October 2015 Section 2082.1

WHAT’S NEW IN THIS REVISED
SECTION

This section includes revised procedures govern-
ing the use of statistical sampling in the review
of commercial and industrial loans and commer-
cial real estate loans during safety and sound-
ness examinations of community banking orga-
nizations (CBOs). The “Core” bucket and its
sub-buckets have been amended to provide
greater flexibility to risk focus the loan review
process. Instead of the loan review “Core”
bucket requirements of the ten largest, ten large
problem, five insider, and five new borrower
exposures, the revised procedures require that
the “Core” bucket loan review consist of up to a
total of 25 borrowers. The “Core” bucket is to
consist of appropriate representation of the
largest, largest new, largest problem, and larg-
est insider credits, respectfully, to be determined
based on the examiner’s judgment of where the
examination should be appropriately risk-
focused.

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 loans1 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.

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 dif-
ference 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

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.
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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
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
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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-

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

Problem loans (Watch list, >59 days past due, internal ratings, and previously
classified). Discuss-only borrowers.

Sampled Buckets

Bucket 4 Examiners may select to target specific borrowers meeting a variety of criteria.
Custom

Bucket 5
>3% T1

Remaining borrower exposures greater than 3 percent of tier 1 capital plus
the ALLL.

Bucket 6
2%–3% T1

Remaining borrower exposures between 2 percent and 3 percent of tier 1
capital plus the ALLL.

Bucket 7
1%–2% T1

Remaining borrower exposures between 1 percent and 2 percent of tier 1
capital plus the ALLL.

Bucket 8
0.1%–1% T1

Remaining borrower exposures between 0.1 percent and 1 percent of tier 1
capital plus the ALLL.

Bucket 9
<0.1% T1

Remaining borrower exposures less than 0.1 percent of tier 1 capital plus
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.
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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
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
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.)
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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
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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Loan-Sampling Program for Certain Community Banks
Examination Objectives
Effective date May 2003 Section 2082.2

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.

3. To assess the accuracy of the bank’s internal
credit classifications.

Commercial Bank Examination Manual May 2003
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Loan-Sampling Program for Certain Community Banks
Examination Procedures
Effective date May 2003 Section 2082.3

1. Using the Federal Reserve System’s loan-
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.

2. 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.
3. 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.

4. When it is determined that the bank’s inter-
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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Examiner Loan Sampling Requirements for State Member Bank and Credit-
Extending Nonbank Subsidiaries of Banking Organizations with $10–$50 Billion
in Total Consolidated Assets
Effective date October 2015 Section 2084.1

WHAT’S NEW IN THIS REVISED
SECTION

Effective October 2015, this section is revised to
include a supplemental note to footnote 1.

This guidance sets forth loan sampling expecta-
tions for the Federal Reserve’s examination of
state member bank (SMB) and credit-extending
nonbank subsidiaries of banking organizations
with $10–$50 billion in total consolidated assets.
Refer to SR-14-4, April 18, 2014, (same title as
this section). Examiners will have the flexibility,
depending upon the structure and size of sub-
sidiary SMBs, to utilize the guidance applicable
to smaller SMBs when the SMB subsidiary’s
total assets are below $10 billion. The guidance
supersedes the examiner loan sampling expec-
tations described in SR-94-13, ‘‘Loan Review
Requirements for On-site Examinations,’’ and
clarifies expectations for the assessment of mate-
rial1 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 guidance and regulations, and
(3) determine the efficacy of credit-risk manage-
ment and credit-administration processes. Fur-
ther, 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 loan and lease losses (ALLL), and
to inform their analysis of capital adequacy.

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.2 Reserve
Banks should plan on conducting at least two
loan quality reviews during the annual supervi-
sory cycle of SMBs with $10–$50 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,3 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 policy excep-
tions, high delinquency trends, rapid growth,
new lending products, concentrations and con-
centrations to industry, significant levels of clas-
sified credits, or significant levels of Special
Mention credits. In addition to these risk-
focused samples, a sample of loans to insiders
must be reviewed.4 Annual loan-sampling cov-
erage by examiners should take into consider-
ation the severity of the asset quality component
rating, the effectiveness of the internal loan

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 allowance for loan and lease
losses. For the purposes of this section’s discussion, the term
“banking organizations” does not include savings and loan
holding companies.

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
MIS 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 compliance annually.
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review program, the results of 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.5

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 downgrades6 or internal loan

review downgrades equal 10 percent of the total
number of loans reviewed, or 5 percent of the
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 ALLL
and capital. In such situations, examiners should
direct the bank to take corrective action to
validate its internal ratings and to evaluate
whether the ALLL 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.7 All follow-up actions on adverse find-
ings should be discussed with Board staff.

5. Refer to SR-77-377, ‘‘Shared National Credit Program.’’
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 c) a risk rating is
changed by the examiner within the classified categories.

7. Refer to SR-13-13/CA-13-10, ‘‘Supervisory Consider-
ations for the Communications of Supervisory Findings.’’
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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 2086.1

WHAT’S NEW IN THIS REVISED
SECTION

This section is revised to remove references to
SR-02-19, replace them with references to sec-
tion 2082.1, remove references to SR-14-7 and
reference this section, and to delete and reserve
footnote 6.

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.1 In addition, the guidance establishes
minimum coverage2 expectations for judgmen-
tal samples for full-scope and asset-quality tar-
get examinations. Examiners are expected to
select for review a sample of loans3 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 “1D,” “1F,” “2D,” or
“2F,”4 examiners are expected to use the statis-
tical loan-sampling procedures outlined in sec-
tion 2082.1.5 Examiners are not expected to
supplement statistical samples with additional
loans to reach the specified minimum coverage
ratios discussed below for judgmental samples.6

For all other community state member banks,
examiners should draw a judgmental sample
that includes a selection of large, insider, prob-
lem,7 watch, renewed, and new credits.8 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-

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
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 cate-
gories.
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ally consider a community state member bank’s
internal risk-rating system to be unreliable when
examiner downgrades9 are 10 percent or more of
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

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.11

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

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.

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

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).

Asset

Quality

Component

Rating

Credit Risk Management

Strong Acceptable Weak

1
20 to 30 percent coverage*

2

3

40 percent or more coverage4

5

*Where SR-SABR ratings of “D” or “F” raise questions about
loan quality, coverage should be 40 percent or more.
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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-
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.12 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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Off-site Review of Loan Files
Effective date April 2016 Section 2088.1

State member banks (SMBs) with less than $50
billion in total assets, should be aware that there
is an 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 SMB is amenable to such an arrangement,
and the SMB can send legible and sufficiently
comprehensive loan information to the Reserve
Bank in a secure manner.

Most of the Federal Reserve’s off-site exami-
nation work to date has focused on financial
performance analyses and the review of bank
policies, procedures, and certain bank internal
reports.1 However, with technological advance-
ments, such as secure data transmission and
electronic file imaging, examiners now have the
ability to collect and review loan file informa-
tion off site without compromising the effective-
ness of the examination process. As a result,
Federal Reserve examiners may use the off-site
loan review program when leading examina-
tions of SMBs with less than $50 billion in total
assets when the bank has communicated its
willingness to participate in the program and is
able to appropriately image and send its loan
documents to the Reserve Bank in a secure
manner.

PROCESS FOR DETERMINING IF AN
SMB CAN PARTICIPATE IN THE
OFF-SITE LOAN REVIEW PROGRAM

An SMB should be contacted prior to conduct-
ing an examination to confirm if the institution
has an interest in participating in the off-site
loan review program.2 SMBs interested in par-
ticipating in the program should be prepared to
demonstrate their ability to appropriately image
and send loan documents to the Reserve Bank
in a secure manner. A Reserve Bank should
consider the answers to the following questions
when determining whether an off-site review

of loan files is appropriate for a particular
institution.

• 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?

• 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 SMBs that have demonstrated these tech-
nological capabilities, the Reserve Bank should
make all efforts to accommodate the request for
an off-site loan review. However, such a request
may be declined if the Reserve Bank has justi-
fiable reasons to believe that an off-site review
would impede the examiners 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

Loan file data obtained from an SMB must be
handled in accordance with existing Federal
Reserve information security requirements. A
Reserve Bank should explain its procedures and
practices for safeguarding loan file data to an
SMB considering participation in the off-site
loan review program, including its procedures
for coordinating off-site loan reviews with state
banking agencies.

ADJUSTMENTS TO THE
EXAMINATION PROCESS

The examination process will need to be adjusted
in order to ensure successful execution of an
off-site loan review. Generally, examiners should
allocate adequate time prior to the start of the

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

2. In order for a Reserve Bank to be able to complete an
off-site loan review, an SMB 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 information needed for a Reserve Bank to
confirm the institution’s technological preparedness.
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examination to confirm that an SMB has suc-
cessfully transmitted its loan file data to the
Reserve Bank. Further, examiners are expected
to maintain ongoing communication with the
institution’s management during the examina-
tion process. Prior to the start of the examina-
tion, examiners should establish a schedule with
the institution’s management for status calls
during the off-site portion of the examination.
Typically, examiners should 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 should, as directed in SR-5-13,
continue to conduct as much of the examination
work off site as feasible without compromising
the effectiveness of the examination process.
Specific to loan review, examiners should typi-
cally conduct the following portions of exami-
nation work off site regardless of whether the
SMB 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 SMBs participating in the
off-site loan review program, the review of
credit files for quality, documentation, and com-
pliance with bank policy and laws and regula-
tions will be performed off-site. Further, at the
discretion of the examiners, Reserve Banks may
hold either off-site or on-site discussions with
the institution’s management regarding prelimi-
nary loan review findings such as the appropri-
ateness of individual credit ratings assigned by
the SMB 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 ensuring the Federal Reserve
fulfills 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 SMB to send
to the Reserve Bank. Further, Federal Reserve
examiners should conduct exit meetings in per-
son with the institution’s management to com-
municate final supervisory findings and conclu-
sions, including the final supervisory findings
from any off-site loan review examination work.
(Refer to SR-16-8.)
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Real Estate Loans
Effective date April 2014 Section 2090.1

Real estate lending is a major function of most
banks. However, the composition of banks’ real
estate loan portfolios will vary because of dif-
ferences in the banks’ asset size, investment
objectives, lending experience, market competi-
tion, and location. Additionally, state member
banks’ lending activity is subject to supervision
by state banking regulatory agencies, which
may impose limitations, including restrictions
on lending territory, types of lending, percentage
of assets in real estate loans, loan limits, loan-
to-value ratios, and loan terms.

Because of the differences in state banking
laws, this section of the manual is only an
overview of the Federal Reserve’s supervisory
and regulatory requirements for a safe and
sound real estate lending program. This section
also briefly discusses automated valuation mod-
els (see SR-11-7) and other collateral-evaluation
tools or methods. For specific information on
lending limitations and restrictions, refer to the
applicable state banking laws. In addition, infor-
mation related to real estate construction lending
is discussed in section 2100.1 of this manual.

REAL ESTATE LENDING
POLICY MANDATED BY
FDICIA

A bank’s real estate lending policy is a broad
statement of its standards, guidelines, and limi-
tations that senior bank management and lend-
ing officers are expected to adhere to when
making a real estate loan. The maintenance of
prudent written lending policies, effective inter-
nal systems and controls, and thorough loan
documentation is essential to the bank’s man-
agement of the lending function.

The policies governing a bank’s real estate
lending activities must include prudent under-
writing standards that are clearly communicated
to the institution’s management and lending
staff. The bank should also have credit-risk
control procedures that include, for example, an
effective credit-review and -classification pro-
cess and a methodology for ensuring that the
allowance for loan and lease losses is main-
tained at an adequate level. As part of the
analysis of a bank’s real estate loan portfolio,
examiners should review lending policies, loan-
administration procedures, and credit-risk con-

trol procedures, as well as the bank’s compli-
ance with its own policies.

As mandated by the Federal Deposit Insur-
ance Corporation Improvement Act of 1991
(FDICIA) (12 USC 1828(c)), the Federal Reserve
Board, along with the other banking agencies,
adopted in December 1992 uniform regulations
prescribing standards for real estate lending.
FDICIA defines real estate lending as extensions
of credit secured by liens on or interests in real
estate that are made for the purpose of financing
the construction of a building or other improve-
ments to real estate, regardless of whether a lien
has been taken on the property.

The Federal Reserve’s Regulation H requires
an institution to adopt real estate lending poli-
cies that are—

• consistent with safe and sound banking
practices,

• appropriate to the size of the institution and
the nature and scope of its operations, and

• reviewed and approved by the bank’s board of
directors at least annually.

These lending policies must establish—

• loan portfolio diversification standards;
• prudent underwriting standards that are clear

and measurable, including loan-to-value
limits;

• loan-administration procedures for the institu-
tion’s real estate portfolio; and

• documentation, approval, and reporting
requirements to monitor compliance with the
bank’s real estate lending policies.

Furthermore, the bank is expected to monitor
conditions in the real estate market in its lending
area to ensure that its policies continue to be
appropriate for current market conditions.

GUIDELINES ESTABLISHED
PURSUANT TO FDICIA

The criteria and specific factors that a bank
should consider in establishing its real estate
lending policies are set forth in the Interagency
Guidelines for Real Estate Lending Policies
(Regulation H, part 208, appendix C (12 CFR
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208, appendix C)). These guidelines apply to
transactions (including legally binding, but
unfunded, lending commitments) originated on
or after March 19, 1993.

Loan Portfolio Management

The bank’s lending policies should contain a
general outline of its market area; a targeted
loan portfolio distribution; and the manner in
which real estate loans are made, serviced, and
collected. Lending policies should include—

• identification of the geographic areas in which
the bank will consider lending;

• establishment of a loan portfolio diversifica-
tion policy and limits for real estate loans by
type and geographic market (for example,
limits on higher-risk loans);

• identification of the appropriate terms and
conditions, by type of real estate loan;

• establishment of loan-origination and -approval
procedures, both generally and by size and
type of loan;

• establishment of prudent underwriting stan-
dards, including loan-to-value (LTV) limits,
that are clear and measurable and consistent
with the supervisory LTV limits contained in
the interagency guidelines;

• establishment of review and approval proce-
dures for exception loans, including loans
with LTV ratios in excess of the interagency
guidelines’ supervisory limits;

• establishment of loan-administration proce-
dures, including documentation, disburse-
ment, collateral inspection, collection, and
loan review;

• establishment of real estate appraisal and
evaluation programs consistent with the
Federal Reserve’s appraisal regulation and
guidelines; and

• a requirement that management monitor the
loan portfolio and provide timely and adequate
reports to the bank’s board of directors.

The complexity and scope of these policies
and procedures should be appropriate for the
market, size, and financial condition of the
institution and should reflect the expertise and
size of the lending staff. The bank’s policies

should also consider the need to avoid undue
concentrations of risk and compliance with all
real estate–related laws and regulations (such as
the Community Reinvestment Act, the Truth in
Lending Act, the Real Estate Settlement Proce-
dures Act, and antidiscrimination laws).

On December 13, 2013, the ‘‘Interagency
Statement on Supervisory Approach for Quali-
fied and Non-Qualified Mortgage Loans’’ was
issued to clarify the safety-and-soundness expec-
tations and Community Reinvestment Act con-
siderations for regulated institutions engaged in
residential mortgage lending. The Consumer
Financial Protection Bureau’s (CFPB’s) Ability-
to-Repay and Qualified Mortgage Standards
Rule 1a was issued on January 10, 2013 (effec-
tive on January 10, 2014). Institutions may issue
qualified mortgages or non-qualified mortgages,
based on their business strategies and risk appe-
tites. Residential mortgage loans will not be
subject to safety-and-soundness criticism based
on their status as either qualified mortgages or
non-qualified mortgages. As for safety-and-
soundness expectations, the agencies 1b continue
to expect institutions to underwrite residential
mortgage loans in a prudent fashion and to
address key risk areas in their residential mort-
gage lending, including loan terms, borrower
qualification standards, loan-to-value limits,
documentation requirements, and appropriate
portfolio and risk-management practices. Refer
to SR-13-20 and its attachment.

The bank should monitor the conditions in the
real estate markets in its lending area so that it
can react quickly to changes in market condi-
tions that are relevant to the lending decision.
This should include monitoring market supply-
and-demand factors, such as employment trends;
economic indicators; current and projected
vacancy, construction, and absorption rates; and

1a. See the Ability-to-Repay and Qualified Mortgage Stan-
dards Rule (the Ability-to-Repay Rule) under the Truth in
Lending Act (Regulation Z), 78 Fed. Reg. 6408 (January 30,
2013), as amended. The Ability-to-Repay Rule requires insti-
tutions to make reasonable, good faith determinations that
consumers have the ability to repay mortgage loans before
extending such loans. In accordance with the rule, a ‘‘qualified
mortgage’’ may not have certain features, such as negative
amortization, interest-only payments, or certain balloon struc-
tures, and must meet limits on points and fees and other
underwriting requirements.

1b. The federal financial institutions regulatory agencies
(the Federal Reserve, the Federal Deposit Insurance Corpora-
tion, the Office of the Comptroller of the Currency, and the
National Credit Union Administration).
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current and projected lease terms, rental rates,
and sales prices.

Underwriting Standards

The bank’s lending policies should reflect the
level of risk that is acceptable to its board of
directors and should provide clear and measur-
able underwriting standards that enable the
bank’s lending staff to evaluate all relevant
credit factors. These factors include—

• the capacity of the borrower or income from
the underlying property to adequately service
the debt;

• the market value of the underlying real estate
collateral;

• the overall creditworthiness of the borrower,
• the level of the borrower’s equity invested in

the property;
• any secondary sources of repayment; and
• any additional collateral or credit enhance-

ments, such as guarantees, mortgage insur-
ance, or takeout commitments.

While there is no one lending policy appropriate
for all banks, there are certain standards that a
bank should address in its policies, such as—

• the maximum loan amount by type of
property,

• the maximum loan maturities by type of
property,

• amortization schedules,
• the pricing structure for each type of real

estate loan, and
• loan-to-value limits by type of property.
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For development and construction projects
and completed commercial properties, the bank’s
policy should also establish appropriate stan-
dards for the unique risks associated with these
types of real estate loans by addressing the size,
type, and complexity of the project. Such stan-
dards should include the acceptability of and
limits for nonamortizing loans and interest
reserves; requirements for pre-leasing and pre-
sale; limits on partial recourse or nonrecourse
loans; requirements for guarantor support;
requirements for takeout commitments; and min-
imum covenants for loan agreements. Further-
more, the bank’s policy should set minimum
requirements for initial investment by the bor-
rower; maintenance of hard equity throughout
the life of the project; and net worth, cash flow,
and debt-service coverage of the borrower or
underlying property.

Exceptions to Underwriting Standards

The bank should have procedures for handling
loan requests from creditworthy borrowers
whose credit needs do not conform with the
bank’s general lending policy. As a part of the
permanent loan file, the bank should document
justification for approving such loans. More-
over, in the course of monitoring compliance
with its own real estate lending policy, bank
management should report to its board of direc-
tors loans of a significant size that are excep-
tions to bank policy. An excessive volume of
exceptions to the institution’s own policies may
signal weaknesses in its underwriting practices
or a need to revise its policy.

Supervisory Loan-to-Value Limits

The bank should establish its own internal
loan-to-value (LTV) limits for each type of real
estate loan that is permitted by its loan policy.
The LTV ratio is derived at the time of loan
origination by dividing the extension of credit,
including the amount of all senior liens on, or
other senior interests in, the property, by the
total value of the property or properties securing
or being improved by the extension of credit,
plus the amount of any other acceptable collat-

eral and readily marketable collateral securing
the credit.

In accordance with the Federal Reserve’s
appraisal regulation and guidelines, the value of
the real estate collateral should be set forth in an
appraisal or evaluation (whichever is appropri-
ate) and should be expressed in terms of market
value. However, for loans to purchase an exist-
ing property, the term ‘‘value’’ means the lesser
of the actual acquisition cost to the borrower or
the estimate of value as presented in the
appraisal or evaluation. See ‘‘Real Estate
Appraisals and Evaluations,’’ section 4140.1 of
this manual for further discussion of the Federal
Reserve’s appraisal regulation and guidelines.

‘‘Other acceptable collateral’’ refers to any
collateral in which the lender has a perfected
security interest, that has a quantifiable value,
and that is accepted by the lender in accordance
with safe and sound lending practices. This
includes inventory, accounts receivables, equip-
ment, and unconditional irrevocable standby
letters of credit.

Readily marketable collateral means insured
deposits, financial instruments, and bullion in
which the lender has a perfected interest. Finan-
cial instruments and bullion must be readily
salable under ordinary circumstances at a mar-
ket value determined by quotations based on
actual transactions, on an auction, or similarly
available daily bid and asking price.

Other acceptable collateral and readily mar-
ketable collateral should be appropriately dis-
counted by the lender consistent with the bank’s
usual practices for making loans secured by
such collateral. The lender may not consider the
general net worth of the borrower, which might
be a determining factor for an unsecured loan, as
equivalent to other acceptable collateral for
determining the LTV on a secured real estate
loan. Furthermore, if an institution attempts to
circumvent the supervisory LTV limits by lend-
ing a portion of the funds on a secured basis and
a portion on an unsecured basis, examiners are
instructed to consider the two loans as one if
certain similarities are found. These similarities
are based upon facts such as common origina-
tion dates or loan purposes, and should be used
to determine compliance with the supervisory
LTV limits. The bank’s policy should reflect the
supervisory limits set forth in the Interagency
Guidelines for Real Estate Lending Policies,
which are shown in the following table.
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Table 1—Supervisory Loan-to-Value
Limits

Loan Category Loan-to-Value Limit

Raw land 65%
Land development, including

improved land loans 75%

Construction:
Commercial, multifamily,

and other nonresidential 80%
One- to four-family residential 85%

Improved property 85%

Owner-occupied one- to
four-family and home equity **

** A loan-to-value limit has not been established for
permanent mortgage or home equity loans on owner-occupied
one- to four-family residential property. However, for any
such loan with a loan-to-value ratio that equals or exceeds
90 percent at origination, an institution should require appro-
priate credit enhancement in the form of either mortgage
insurance or readily marketable collateral.

For purposes of these supervisory limits, the
loan categories are defined as follows:

Raw land loanmeans an extension of credit in
which the funds are used to acquire and/or hold
raw land.

Land development loanmeans an extension of
credit for the purpose of improving unimproved
real property before the erection of any struc-
tures. Such improvements include the laying or
placement of sewers, water pipes, utility cables,
streets, and other infrastructure necessary for
future development. This loan category also
includes an extension of credit for the acquisi-
tion of improved land, such as residential lots in
an established development. If there are mini-
mal improvements to the land, and the time-
frame for construction of the dwelling or build-
ing has not been scheduled to commence in the
foreseeable future, the loan generally should be
considered a raw land loan.

Construction loanmeans an extension of credit
for the purpose of erecting or rehabilitating
buildings or other structures, including any
infrastructure necessary for development.

One- to four-family residential loanmeans an

extension of credit for a property containing
fewer than five individual dwelling units, includ-
ing manufactured homes permanently affixed to
the underlying property.

Multifamily construction loanmeans an exten-
sion of credit for a residential property contain-
ing five or more individual units, including
condominiums and cooperatives.

Improved property loanrefers to (1) farmland,
ranchland, or timberland committed to ongoing
management and agricultural production;
(2) one- to four-family residential property that
is not owner-occupied; (3) residential property
containing five or more individual dwelling
units; (4) completed commercial property; or
(5) other income-producing property that has
been completed and is available for occupancy
and use, except income-producing owner-
occupied one- to four-family residential
property.

Owner-occupied one- to four-family residential
propertymeans that the owner of the underlying
real property occupies at least one unit of the
real property as a principal residence.

For loans that fund multiple phases of the same
real estate project, the appropriate LTV limit is
the supervisory LTV limit applicable to the final
phase of the project. For example, when the loan
is for the acquisition and development of land
and the construction of an office building in
continuous phases of development, the appro-
priate supervisory LTV limit for the project loan
would be 80 percent (the supervisory LTV limit
for commercial construction). However, this
does not imply that the lender can finance the
total acquisition cost of the land at the time the
raw land is acquired by assuming that this
financing would be less than 80 percent of the
project’s final value. The lender is expected to
fund the loan according to prudent disbursement
procedures that set appropriate levels for the
borrower’s hard equity contributions throughout
the disbursement period and term of the loan. As
a general guideline, the funding of the initial
acquisition of the raw land should not exceed
the 65 percent supervisory LTV limit; likewise,
the project cost to fund the land development
phase of the project should not exceed the
75 percent supervisory LTV limit.

For a multiple-phase one- to four-family resi-
dential loan in which the lender is funding both
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the construction of the house and the permanent
mortgage to a borrower who will be the owner-
occupant, there is no supervisory LTV limit.
However, if the LTV ratio equals or exceeds
90 percent, the bank should require an appropri-
ate credit enhancement in the form of either
mortgage insurance or readily marketable
collateral.

When a loan is fully cross-collateralized by
two or more properties, the maximum loan
amount is determined by first multiplying each
property’s collateral value by the LTV ratio
appropriate to that property and then deducting
from that product any existing senior liens on
that property. The resulting sum is the maximum
loan amount that may be extended under cross-
collateralization. To ensure that collateral mar-
gins remain within the supervisory limits, the
bank should redetermine conformity whenever
collateral substitutions are made to the collateral
pool.

Loans in Excess of Supervisory
LTV Limits

The Federal Reserve believes that it may be
appropriate for a bank, in certain circumstances,
to originate or purchase loans with LTV ratios in
excess of supervisory limits, based on the sup-
port provided by other credit factors that the
bank documented in its permanent credit files.
While high LTV lending poses higher risk for
lenders than traditional mortgage lending, high
LTV lending can be profitable when these risks
are effectively managed and loans are priced
based on risk. Therefore, institutions involved in
high LTV lending should implement risk-
management programs that identify, measure,
monitor, and control the inherent risks (see
SR-99-26 and the attached ‘‘Interagency Guid-
ance on High LTV Residential Real Estate
Lending,’’ October 8, 1998). The primary credit
risks associated with this type of lending are
increased default risk and losses, inadequate
collateral, longer term and thus longer exposure,
and limited default remedies.

Capital limits. A bank’s nonconforming loans—
those in excess of the supervisory LTV limits—
should be identified in bank records, and the
aggregate amount, along with the performace
experience of the portfolio, should be reported at
least quarterly to the bank’s board of directors.
There should be increased supervisory scrutiny

of a bank as its level of loans in excess of
supervisory LTV limits approaches the capital
limitations. Nevertheless, a nonconforming loan
should not be criticized solely because it does
not adhere to supervisory limits.

The aggregate amount of nonconforming loans
may not exceed 100 percent of a bank’s total
risk-based capital (referred to as the noncon-
forming basket). Within this limit, the aggregate
amount of non–one- to four-family residential
loans (for example, raw land, commercial, mul-
tifamily, and agricultural loans) that do not
conform to supervisory LTV limits may not
exceed 30 percent of total risk-based capital.
The remaining portion of the nonconforming
basket includes the aggregate amount of one- to
four-family residential development and con-
struction loans, non-owner-occupied one- to
four-family residential loans with an LTV ratio
greater than 85 percent, and owner-occupied
one- to four-family residential loans with an
LTV ratio equal to or exceeding 90 percent
without mortgage insurance or readily market-
able collateral.

For the purpose of determining the loans
subject to the 100 percent of risk-based capital
limitation, and for the purposes of determining
the aggregate amount of such loans, institutions
should include loans that are secured by the
same property, when the combined loan amount
equals or exceeds 90 percent LTV and there is
no additional credit support. In addition, insti-
tutions should include the recourse obligation of
any such loan sold with recourse. If there is a
reduction in principal or senior liens or if the
borrower contributes additional collateral or
equity that brings the LTV ratio into supervisory
compliance, the loan is no longer considered
nonconforming and may be deleted from the
quarterly nonconforming loan report to the
directors.

The following guidance is provided for cal-
culating the LTV when multiple loans and more
than one lender are involved. The institution
should include its loan and all senior liens on or
interests in the property in the total loan amount
when calculating the LTV ratio. The following
examples are provided:

• Bank A holds a first-lien mortgage on a
property and subsequently grants the borrower
a home equity loan secured by the same
property. In this case, the bank would combine
both loans to determine if the total amount
outstanding equaled or exceeded 90 percent of
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the property’s market value. If the LTV ratio
equals or exceeds 90 percent and there is no
other appropriate credit support, the entire
amount of both loans is an exception to the
supervisory LTV limits and is included in the
aggregate capital limitation.

• Bank A grants a borrower a home equity loan
secured by a second lien. Bank B holds a
first-lien mortgage for the same borrower and
on the same property. Bank A would combine
the committed amount of its home equity loan
with the amount outstanding on Bank B’s
first-lien mortgage to determine if the LTV
ratio equaled or exceeded 90 percent of the
property’s market value. If the LTV ratio
equals or exceeds 90 percent and there is no
other appropriate credit support, Bank A’s
entire home equity loan is an exception to the
supervisory LTV limits and is included in the
aggregate capital limitation. Bank A does not
report Bank B’s first-lien mortgage loan as an
exception, but must use it to calculate the LTV
ratio.

When a loan’s LTV ratio is reduced below
90 percent by amortization or additional credit
support, it is no longer an exception to the
guidelines and may be excluded from the insti-
tution’s 100 percent of capital limitation.

Institutions will come under increased super-
visory scrutiny as the total of all loans in excess
of the supervisory LTV limits, including high-
LTV residential real estate loan exceptions,
approaches 100 percent of total capital. If an
institution exceeds the 100 percent of capital
limit, a supervisory assessment may be needed
to determine whether there is any concern that
warrants taking appropriate supervisory action.
Such action may include directing the institution
(1) to reduce its loans in excess of the supervi-
sory LTV limits to an appropriate level, (2) to
raise additional capital, or (3) to submit a plan to
achieve compliance. The institution’s capital
level and overall risk profile, and the adequacy
of its controls and operations, as well as other
factors will be the basis for determining whether
such actions are necessary.

Transactions Excluded from Supervisory
LTV Limits

There are a number of lending situations in
which other factors significantly outweigh the
need to apply supervisory LTV limits, thereby

excluding such transactions from the application
of the supervisory LTV and capital limits. This
includes loans—

• guaranteed or insured by the U.S. government
or its agencies, provided the amount of the
guaranty or insurance is at least equal to the
portion of the loan that exceeds the supervi-
sory LTV limit.

• backed by the full faith and credit of a state
government, provided the amount of the guar-
anty or insurance is at least equal to the
portion of the loan that exceeds the supervi-
sory LTV limit.

• guaranteed or insured by a state, municipal, or
local government or agency, provided the
amount of the guaranty or insurance is at least
equal to the portion of the loan that exceeds
the supervisory LTV limit and that the guar-
antor or insurer has the financial capacity and
willingness to perform.

• sold promptly (within 90 days) after origina-
tion. A supervisory determination may be
made that this exclusion is not available for an
institution that has consistently demonstrated
significant weaknesses in its mortgage bank-
ing operations. (If a loan is sold with recourse
and the LTV is in excess of supervisory limits,
the recourse portion of the loan counts toward
the bank’s limit for nonconforming loans.)

• renewed, refinanced, or restructured—
— without the advancement of new monies

(except reasonable closing costs); or
— in conjunction with a clearly defined and

documented workout, either with or with-
out the advancement of new funds.

• facilitating the sale of real estate acquired by
the lender in the course of collecting a debt
previously contracted in good faith.

• in which a lien on real property is taken
through an abundance of caution; for exam-
ple, the value of the real estate collateral is
relatively low compared with the aggregate
value of other collateral, or a blanket lien is
taken on all or substantially all of the
borrower’s assets. 1c

• for working-capital purposes in which the
lender does not rely principally on real estate
as security. The proceeds of the loan are not

1c. Any residential mortgage or home equity loan with an
LTV ratio that equals or exceeds 90 percent and that does not
have the additional credit support should be considered an
exception to the guidelines and included in the calculation of
loans subject to the 100 percent of capital limit.
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used to acquire, develop, or construct real
property.

• financing permanent improvements to real
property, but in which no security interest is
taken or required by prudent underwriting
standards. For example, a manufacturing com-
pany obtains a loan to build an addition to its
plant. The bank does not take a lien on the
plant because the bank is relying on the
company’s operating income and financial
strength to repay the debt.

Risk Management for Supervisory
Loan-to-Value Limits

Loan review and monitoring. Institutions should
perform periodic quality analyses through loan
review and portfolio monitoring. These periodic
reviews should include an evaluation of various
risk factors, such as credit scores, debt-to-
income ratios, loan types, location, and concen-
trations. At a minimum, the high-LTV loan
portfolios should be segmented by their vintage
(that is, age) and the performance of the portfo-
lios should be analyzed for profitability, growth,
delinquencies, classifications and losses, and the
adequacy of the allowance for loan and lease
losses based on the various risk factors. The
ongoing performance of the high-LTV loans
should be monitored by a periodic re-scoring of
the accounts, or by periodically obtaining
updated credit bureau reports or financial infor-
mation on borrowers. In addition, institutions
involved in high-LTV lending should adopt, as
part of their loan-review program, the standards
in the FFIEC’s Uniform Retail-Credit Classifi-
cation and Account-Management Policy. (See
section 2130.1.)

Sales of high-LTV loans. When institutions
securitize and sell high-LTV loans, all the risks
inherent in such lending may not be transferred
to the purchasers. Institutions that actively
securitize and sell high-LTV loans must imple-
ment procedures to control the risks inherent in
that activity. Only written counterparty agree-
ments that specify the duties and responsibilities
of each party and that include a regular schedule
for loan sales should be entered into. A contin-
gency plan should be developed that designates
backup purchasers and servicers in the event
that either party is unable to meet its contractual
obligations. To manage liquidity risk, commit-
ment limits should be established for the amount

of pipeline and warehoused loans, and alternate
funding sources should be identified.

Institutions should refer to the Financial
Accounting Standards Board’s Statement of
Financial Accounting Standards No. 140 (FAS
140), ‘‘Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of
Liabilities (a replacement of FASB statement
125),’’ for guidance on accounting for these
types of transactions. If a securitization transac-
tion meets FAS 140 sale or servicing criteria, the
seller must recognize any gain or loss on the sale
of the pool immediately and carry any retained
interests in the assets sold (including servicing
rights or obligations and interest-only strips) at
fair value. Management should ensure that the
key assumptions used to value these retained
interests are reasonable and well supported, both
for the initial valuation and for subsequent
quarterly revaluations.

Compliance risk. Institutions that originate or
purchase high-LTV real estate loans must take
special care to avoid violating fair lending and
consumer protection laws and regulations. Higher
fees and interest rates combined with compen-
sation incentives can foster predatory pricing or
discriminatory ‘‘steering’’ of borrowers to high-
LTV products for reasons other than the borrow-
er’s creditworthiness. An adequate compliance-
management program must identify, monitor,
and control the compliance risks associated with
high-LTV real estate lending.

REAL ESTATE LENDING
ACTIVITY AND RISKS

Real estate lending falls into two broad catego-
ries: short-term financing (primarily construc-
tion loans) and permanent financing (for example,
a 30-year residential mortgage or a 10-year
mortgage loan with payments based on a
25-year amortization schedule and a balloon
payment due at the end of the 10 years on an
existing commercial office building). Each type
of lending carries with it unique underwriting
risks as well as common risks associated with
any type of lending. In all cases, the bank should
understand the credit risks and structure of the
proposed transaction, even if it is not the origi-
nating bank. This includes, at a minimum,
understanding the borrower’s ability to repay
the debt and the value of the underlying real
estate collateral.
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Permanent financing, as the name implies, is
long term and presents a funding risk since a
bank’s source of funds is generally of a shorter
maturity. Accordingly, bank management should
be aware of the source for funding this lending
activity. While matching the maturity structures
of assets to liabilities is particularly important
for a bank’s overall loan portfolio management,
the importance of this task is even more evident
in real estate lending activity. Many banks
reduce their funding risk by entering into loan
participations and sales with other institutions as
well as asset securitization transactions.2 For a
detailed discussion on short-term financing, see
section 2100.1, ‘‘Real Estate Construction
Loans.’’

Unsound Lending Practices

Some banks have adversely affected their finan-
cial condition and performance by granting
loans based on ill-conceived real estate projects.
Apart from losses due to unforeseen economic
downturns, these losses have generally been the
result of poor or lax underwriting standards and
improper management of the bank’s overall real
estate loan portfolio.

A principal indication of an unsound lending
practice is an improper relationship between the
loan amount and the market value of the prop-
erty; for example, a high loan-to-value ratio in
relationship to normal lending practice for a
similar type of property. Another indication of
unsound lending practices is the failure of the
bank to examine the borrower’s debt-service
ability. For a commercial real estate loan, sound
underwriting practices are critical to the detec-
tion of problems in the project’s plans, such as
unrealistic income assumptions, substandard
project design, potential construction problems,
and a poor marketing plan, that will affect the
feasibility of the project.

Real Estate Loan Portfolio
Concentration Risk

A bank should have in place effective internal
policies, systems, and controls to monitor and

manage its real estate loan portfolio risk. An
indication of improper management of a bank’s
portfolio is an excessive concentration in loans
to one borrower or related borrowers, in one
type of real estate loan, or in a geographic
location outside the bank’s designated trade
area.

In identifying loan concentrations, commer-
cial real estate loans and residential real estate
loans should be viewed separately when their
performance is not subject to similar economic
or financial risks. However, groups or classes of
real estate loans should be viewed as concentra-
tions when there are significant common char-
acteristics and the loans are affected by similar
adverse economic, financial, or business
developments. Banks with asset concentrations
should have in place effective internal policies,
systems, and controls to monitor and manage
this risk.

Concentrations that involve excessive or
undue risks require close scrutiny by the bank
and should be reduced over a reasonable period
of time. To reduce this risk, the bank should
develop a prudent plan and institute strong
underwriting standards and loan administration
to control the risks associated with new loans.
At the same time, the bank should maintain
adequate capital to protect it from the excessive
risk while restructuring its portfolio.

Loan Administration and Servicing

Real estate loan administration is responsible for
certain aspects of loan monitoring. While the
administration may be segregated by property
type, such as residential or commercial real
estate loans, the functions of the servicing
department may be divided into the following
categories (although the organization will vary
among institutions):

• Loan closing and disbursement—preparing
the legal documents verifying the transaction,
recording the appropriate documents in the
public land records, and disbursing funds in
accordance with the loan agreement.

• Payment processing—collecting and applying
the loan payments.

• Escrow administration—collecting insurance
premiums and property taxes from the bor-
rower and remitting the funds to the insurance
company and taxing authority.

2. See section 4030.1, ‘‘Asset Securitization,’’ for addi-
tional information, including information on mortgage-backed
securities (MBSs), collateralized mortgage obligations (CMOs),
and real estate mortgage investment conduits (REMICs).
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• Collateral administration—maintaining docu-
ments to reflect the status of the bank’s lien on
the collateral (i.e., mortgage/deed of trust and
title policy/attorney’s opinion), the value of
the collateral (i.e., real estate appraisal or
evaluation and verification of senior lien, if in
existence), and the protection of the collateral
(i.e., hazard/liability insurance and tax
payments).

• Loan payoffs—determining the pay-off amount,
preparing the borrower release or assumption
documents, confirming the receipt of funds,
and recording the appropriate lien-release
documents in the public land records.

• Collections and foreclosure—monitoring the
payment performance of the borrower and
pursuing collection of past-due amounts in
accordance with bank policy on delinquencies.

• Claims processing—seeking recoveries on
defaulted loans that are covered by a govern-
ment guarantee or insurance program or a
private mortgage insurance company.

The bank should have adequate procedures to
ensure segregation of duties for disbursal and
receipt of funds control purposes. Additionally,
the procedures should address the need for
document control because of the importance of
the timely recording of the bank’s security
interests in the public land records.

Some institutions provide various levels of
loan services for other institutions, which may
range from solely the distribution of payments
received to the ultimate collection of the debt
through foreclosure. In such cases, the bank will
have the additional responsibility of remitting
funds on a timely basis to the other institutions
in accordance with a servicing agreement. The
servicing agreement sets forth the servicer’s
duties, reporting requirements, timeframe for
remitting funds, and fee structure. If a bank
relies on another institution for servicing, the
bank should have adequate control and audit
procedures to verify the performance of the
servicer (also see section 4030.1, ‘‘Asset Secu-
ritization’’). For residential loans sold into the
secondary mortgage market for which the bank
has retained servicing, Fannie Mae, Freddie
Mac, and the Government National Mortgage
Corporation (Ginnie Mae) have specific stan-
dards the bank (that is, seller/servicer) must
adhere to. Failure to meet these standards can
result in the termination of the servicing
agreement.

BANK ASSESSMENT OF THE
BORROWER

Although the value of the real estate collateral is
an important component of the loan-approval
process, the bank should not place undue reli-
ance on the collateral value in lieu of an ade-
quate assessment of the borrower’s ability to
repay the loan. These assessment factors differ
depending upon the purpose of the loan, such as
single-family residential loans as compared with
income-producing commercial property loans
and commercial or residential development loans
(referred to as ‘‘commercial real estate lend-
ing’’). The loan documentation must adequately
support the bank’s assessment of the borrower
and contain the appropriate legal documentation
to protect the bank’s interests.

Single-Family Residential Loans

For single-family residential loans, the bank
should evaluate the loan applicant’s creditwor-
thiness and whether the individual has the abil-
ity to meet monthly mortgage payments as well
as all other obligations and expenses associated
with home ownership. This includes an assess-
ment of the borrower’s income, liquid assets,
employment history, credit history, and existing
obligations.3 The bank should also consider the
availability of private mortgage insurance; a
government guarantee; or a government insur-
ance program, such as loans through the FHA-
insured or VA-guaranteed programs, in assess-
ing the credit risk of a loan applicant.

If a bank delegates the loan-origination func-
tion to a third party, the bank should have
adequate controls to ensure that its loan policies
and procedures are being followed. The controls
should include a review of the third party’s
qualifications; a written agreement between the
bank and the third-party originator to set forth
the responsibilities of the third party as an agent
for the bank; a periodic review of the third
party’s operations to ensure that the bank’s

3. There are restrictions on the information a bank can
request. The Federal Reserve’s Regulation B, Equal Credit
Opportunity (12 CFR 202), details the information that may
and may not be requested on a loan application and provides
a model form for a residential mortgage transaction. The
Federal Reserve’s Regulation Z, Truth in Lending (12 CFR
226), describes the bank-disclosure requirements to the poten-
tial borrower on the cost of financing.
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policies and procedures are being adhered to;
and development of quality controls to ensure
that loans originated by the third party meet the
bank’s lending standards, as well as those of the
secondary mortgage market if the bank expects
to sell the mortgages.

Abandoned Residential Real Estate
Foreclosures

Banking organizations with residential mortgage-
servicing operations should ensure that the fol-
lowing key concepts are addressed in their
policies and practices governing the decision not
to complete foreclosure proceedings after they
have been initiated (abandoned foreclosures):

• Notification to borrowers. Supervised banking
organizations should notify the borrower(s)
when a decision is made not to pursue a
foreclosure action, and should inform the
applicable borrower(s) of their (1) rights to
occupy their property until a sale or other title
transfer action occurs, (2) financial obliga-
tions regarding the outstanding loan balance
and the payment of applicable taxes and
insurance premiums, and (3) property mainte-
nance responsibilities.

• Communications. Supervised banking organi-
zations should use all means possible to pro-
vide the notification described above to
affected borrowers, particularly those who
prematurely vacated their homes based on the
servicers’ initial communications regarding
foreclosure actions. In particular, when attempt-
ing to provide the notification, supervised
organizations should employ the same exten-
sive methods they use to contact borrowers in
connection with payment collection activities.

• Notification to local authorities. Supervised
banking organizations should ensure that their
procedures include reasonable efforts to notify
appropriate state or local government authori-
ties of the organization’s decision to not
pursue a foreclosure, including complying
with applicable state or local government
notification requirements. These local entities
may include tax authorities, courts, or code
enforcement departments.

• Obtaining and monitoring collateral values.
Supervised banking organizations should have
a process for obtaining the best practicable
information on the collateral value of a resi-

dential property that may be subject to fore-
closure; updating this information on a regular
basis; and using current information in their
assessment as to whether to initiate, continue,
or abandon a foreclosure proceeding. 3a

Supervisory Process

The objective of the supervisory process related
to abandoned foreclosures is to confirm that a
banking organization manages its decisions to
initiate and/or discontinue foreclosure proceed-
ings in a prudent manner. Examiners are to
determine if an organization’s policies and pro-
cedures include regular monitoring of property
values. This review may be done as part of the
regular assessments of banking organizations’
appraisal and evaluation programs. (See SR-12-
11/CA-12-10.)

Secondary Residential Mortgage
Market

In the secondary market, a bank (the primary
mortgage originator) sells all or a portion of its
interest in residential mortgages to other finan-
cial institutions (investors). Thus, the secondary
mortgage market provides an avenue for a bank
to liquidate a long-term asset as the need for
funds arises. The majority of the secondary
mortgage market activity is supported by three
government-related or -controlled institutions:
Fannie Mae,4 Freddie Mac,5 and Ginnie Mae.6

3a. Refer to section 4140.1 or SR-10-16, ‘‘Interagency
Appraisal and Evaluation Guidelines,’’ for supervisory expec-
tations as to a regulated banking organization’s policies and
procedures on collateral monitoring in support of its loan
modification or workout activity.

4. Although Fannie Mae was originally created in 1938 as
an organization within the federal government, it became a
federally chartered, stockholder corporation in 1968 when
some of its functions were placed under the newly created
Ginnie Mae. Financial institutions can either sell mortgages
directly to Fannie Mae or pool mortgages for placement in a
Fannie Mae–guaranteed mortgage-backed security.

5. Freddie Mac was sponsored by the Federal Home Loan
Bank Board and its members in 1970. Its primary purpose is
to provide a secondary market for conventional mortgages
originated by thrifts.

6. Ginnie Mae, a government agency under the Department
of Housing and Urban Development (HUD), was created in
1968 when Fannie Mae became a private corporation. It has
several functions to assist in government housing programs,
such as managing and liquidating loans acquired by the
government. In the secondary market, Ginnie Mae acts as a
guarantor of mortgage-backed securities for pools of loans
originated and securitized by financial institutions.
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These entities were created or sponsored by the
federal government to encourage the financing
and construction of residential housing. Fannie
Mae, Freddie Mac, and Ginnie Mae have spe-
cific underwriting standards and loan-
documentation requirements for mortgages pur-
chased or guaranteed by them. Generally,
financial institutions enter into either a manda-
tory or a standby commitment agreement with
these entities wherein the financial institution
agrees to sell loans according to certain delivery
schedules, terms, and performance penalties.

Commercial Real Estate Loans

As with other types of lending activities, the
extent of commercial real estate lending activity
should be contingent upon the lender’s expertise
and the bank’s experience. In considering an
application for a commercial real estate loan, a
bank should understand the relationship of the
actual borrower to the project being financed.
The form of business ownership varies for
commercial real estate projects and can affect
the management, financial resources available
for the completion of the project, and repayment
of the loan.

Information on past and current projects con-
structed, rented, or managed by the potential
borrower can help the bank assess the borrower’s
experience and the likelihood of the proposed
project’s success. For development and construc-
tion projects, the bank should closely review the
project’s feasibility study. The study should
provide sensitivity and risk analyses of the
potential impact of changes in key economic
variables, such as interest rates, vacancy rates,
or operating expenses. The bank should also
conduct credit checks of the borrower and of all
principals involved in the transaction to verify
relationships with contractors, suppliers, and
business associates.

Finally, the bank should assess the borrower’s
financial strength to determine if the principals
of the project have the necessary working capi-
tal and financial resources to support the project
until it reaches stabilization. As with any type of
lending on income-producing properties,7 the
bank should quantify the degree of protection
from the borrower’s (or collateral’s) cash flow,

the value of the underlying collateral, and any
guarantees or other collateral that may be avail-
able as a source of loan repayment.

BANK ASSESSMENT OF REAL
ESTATE COLLATERAL

Banks should obtain an appraisal or evaluation,
as appropriate, for all real estate–related finan-
cial transactions before making the final credit
or other decision. The Federal Reserve’s appraisal
regulation requires institutions to obtain apprais-
als when certain criteria are met. See ‘‘Real

7. Income-producing commercial properties include rental
apartments, retail properties, office buildings, warehouses, and
hotels.
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Estate Appraisals and Evaluations’’ section
4140.1, for a description of the related require-
ments a bank must follow for real estate–related
financial transactions. The appraisal section
explains the standards for appraisals, indicates
which transactions require an appraisal or an
evaluation, states qualifications for an
appraiser and evaluator, provides guidance on
evaluations, and describes the three appraisal
approaches.

Management is responsible for reviewing the
reasonableness of the appraisal’s or evaluation’s
assumptions and conclusions. Also, manage-
ment’s rationale for accepting and relying upon
the appraisal or evaluation should be docu-
mented in writing. In assessing the underwrit-
ing risks, management should reconsider any
assumptions used by an appraiser that reflect
overly optimistic or pessimistic values. If man-
agement, after its review of the appraisal or
evaluation, determines that there are unsubstan-
tiated assumptions, the bank may request the
appraiser or evaluator to provide a more detailed
justification of the assumptions or obtain a new
appraisal or evaluation.

Single-Family Residential Loans

The assessment of a residential property’s mar-
ket value is critical to the bank’s estimate of
loan-to-value ratio. This assessment provides
the bank with an estimate of the borrower’s
equity in the property and the bank’s potential
credit risk if the borrower should default on the
loan. For mortgages over $250,000, a bank is
required to obtain an appraisal in conformance
with the Federal Reserve’s appraisal regulation.
As of January 1, 1993, the appraisal must be
performed by a state-certified or -licensed
appraiser, as specified in the regulation. While
transactions under $250,000 do not require an
appraisal, a bank is expected to perform an
appropriate evaluation of the underlying real
estate collateral. Loans that are wholly or par-
tially insured or guaranteed by a U.S. govern-
ment agency or government-sponsored agency
are exempt from the Federal Reserve’s appraisal
regulation, so long as the loan meets the under-
writing requirements of the federal insurer or
guarantor. Additionally, state laws for appraisals
may differ from the Federal Reserve’s
requirements.

Loans qualifying for sale to any U.S. govern-
ment agency or government-sponsored agency
or conforming to the appraisal standards of
Fannie Mae and Freddie Mac are also exempt
from the Federal Reserve’s appraisal regulation.
Fannie Mae and Freddie Mac jointly developed
and adopted the Uniform Residential Appraisal
Report (URAR) as the standard form for resi-
dential loans sold to them. As a result, a prop-
erly completed URAR form is considered the
industry standard for appraising one- to four-
family residential properties.

Commercial Real Estate Loans

Due to the variety of uses and the complexity of
most commercial projects, there is not a uni-
formly accepted format for valuing commercial
properties like there is for valuing one- to
four-family residential properties. A bank relies
on outside appraisers, or in some instances
in-house expertise, to prepare appraisals. For the
most part, appraisals on commercial real estate
projects are presented in a narrative format with
supporting schedules. As the complexity of a
commercial project increases, the detail of the
appraisal report or evaluation should also
increase to fully support the analysis.

When estimating the value of income-
producing real estate, the appraiser generally
relies to a greater degree on the income approach
to valuation than on the comparable-sales
approach or the cost approach. The income
approach converts all expected future net oper-
ating income into present-value terms, using
different analytical methods. One method, known
as the direct capitalization method, estimates the
present value of a property by discounting its
stabilized net operating income at an appropriate
capitalization rate (commonly referred to as a
cap rate). Stabilized net operating income is the
net cash flow derived from a property when
market conditions are stable and no unusual
patterns of future rents and occupancy are
expected. To approximate stabilized net operat-
ing income, the appraiser or bank may need to
adjust the current net operating income of a
property either up or down to reflect current
market conditions. The direct capitalization
method is appropriate only for use in valuing
stabilized properties.

Another method, known as the discounted
cash-flow method, requires the discounting of
expected future cash flows at an appropriate
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discount rate to ascertain the net present value of
a property. This method is appropriate for use in
estimating the values of new properties that
have not yet stabilized, or for troubled properties
that are experiencing fluctuations in income.

The discount rates and cap rates, used in
estimating property values, should reflect rea-
sonable expectations about the rate of return that
investors and lenders require under normal,
orderly, and sustainable market conditions. The
appraiser’s analysis and assumptions should sup-
port the discount and cap rates used in the
appraisal. The appraiser should not use exagger-
ated, imprudent, or unsustainably high or low
discount rates, cap rates, or income projections.

In assessing the reasonableness of the facts
and assumptions associated with the valuation
of commercial real estate, the bank should
consider—

• current and projected vacancy and absorption
rates;

• lease-renewal trends and anticipated rents;
• volume and trends in past-due leases;
• the project’s feasibility study and market sur-

vey to determine support for the assumptions
concerning future supply-and-demand factors;

• effective rental rates or sale prices (taking into
account all concessions);

• net operating income of the property as com-
pared with budget projections; and

• discount rates and direct capitalization rates.

Because the income approach is generally
relied on to a greater degree than the other
methods, with specific emphasis on arriving at
stabilized values, the bank must use judgment in
determining the time it will take for a property
to achieve stabilized occupancy and rental rates.
The analysis of collateral values should not be
based on a simple projection of current levels of
net operating income if markets are depressed or
reflect speculative pressures but can be expected
over a reasonable period of time to return to
normal (stabilized) conditions.

The capacity of a property to generate cash
flow to service a loan is evaluated on the basis of
rents (or sales), expenses, and rates of occu-
pancy that are reasonably estimated to be
achieved over time. The determination of the
level of stabilized occupancy, rental rates, and
net operating income should be based on an
analysis of current and reasonably expected
market conditions, taking into consideration his-
torical levels when appropriate.

EARLY INDICATIONS OF
TROUBLED COMMERCIAL
REAL ESTATE LOANS

Market-Related

To evaluate the collectibility of their commer-
cial real estate portfolio, banks should be alert
for economic indicators of weakness in their real
estate markets as well as for indicators of actual
or potential problems in the individual commer-
cial real estate projects. Available indicators
useful in evaluating the condition of the local
real estate market include permits for and the
value of new construction, absorption rates,
employment trends, vacancy rates, and tenant
lease incentives. Weaknesses disclosed by these
types of statistics may signify that a real estate
market is experiencing difficulties that may
cause cash-flow problems for individual real
estate projects, declining real estate values, and
ultimately, troubled real estate loans.

Project-Related

Characteristics of potential or actual difficulties
in commercial real estate projects may include—

• an excess supply of similar projects under
construction in the same trade area.

• the lack of a sound feasibility study or analy-
sis that reflects current and reasonably antici-
pated market conditions.

• changes in concept or plan (for example, a
condominium project converted to an apart-
ment project because of unfavorable market
conditions).

• rent concessions or sales discounts, resulting
in cash flow below the level projected
in the original feasibility study, appraisal, or
evaluation.

• concessions on finishing tenant space, moving
expenses, and lease buyouts.

• slow leasing or lack of sustained sales activity
and increasing sales cancellations that may
reduce the project’s income potential, result-
ing in protracted repayment or default on the
loan.

• delinquent lease payments from major
tenants.

• land values that assume future rezoning.
• tax arrearages.
• environmental hazards and liability for cleanup.
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As the problems associated with a commer-
cial real estate loan become more pronounced,
the borrower/guarantor may experience a reduc-
tion in cash flow to service-related debts, which
could result in delinquent interest and principal
payments.

While some real estate loans become troubled
because of a general downturn in the market,
others become troubled because the loans were
originated on an unsound or a liberal basis.
Common examples of unsound loans include—

• loans with no or minimal borrower equity
• loans on speculative undeveloped property in

which the borrower’s only source of repay-
ment is the sale of the property

• loans based on land values that have been
driven up by rapid turnover of ownership, but
without any corresponding improvements to
the property or supportable income projec-
tions to justify an increase in value

• additional advances to service an existing loan
without evidence that the loan will be repaid
in full

• loans to borrowers with no development plans
or noncurrent development plans

• renewals, extensions, and refinancings that
lack credible support for full repayment from
reliable sources and that do not have a reason-
able repayment schedule8

EXAMINER REVIEW
OF COMMERCIAL
REAL ESTATE LOANS

The focus of an examiner’s review of a real
estate loan is on the ability of the loan to be
repaid. The principal factors that bear on this
review are the income-producing potential of
the underlying collateral and the borrower’s
willingness and ability to repay the loan from
other resources, if necessary, and according to
existing loan terms. In evaluating the overall
risk associated with a real estate loan, examiners
should consider a number of factors, including

the borrower’s character, overall financial con-
dition and resources, and payment history; the
prospects for support from any financially
responsible guarantors; and the nature and
degree of protection provided by the cash flow
and value of the underlying collateral.9 As the
borrower’s and guarantor’s ability to repay a
troubled real estate loan decreases, the impor-
tance of the collateral value of the loan increases
commensurately.

Examiner Review
of the Real Estate Collateral

An examiner’s analysis of the collateral value is
based on the bank’s most recent appraisal or
evaluation and includes a review of the major
facts, assumptions, and approaches used by
the appraiser or person performing the evalua-
tion (including any comments made by manage-
ment relative to the reasonableness of the
appraisal or evaluation assumptions and conclu-
sions). While the examiner may make adjust-
ments to the assessment of value, these adjust-
ments should be made solely for purposes of an
examiner’s analysis and assessment of credit
quality and should not involve an adjustment to
the actual appraisal or evaluation.

Furthermore, examiners should not make
adjustments to appraisal or evaluation assump-
tions for credit-analysis purposes based on worst-
case scenarios that are unlikely to occur. For
example, an examiner should not necessarily
assume that a building will become vacant just
because an existing tenant who is renting at a
rate above today’s market rate may vacate the
property when the current lease expires. On the
other hand, an adjustment to value may be
appropriate for credit-analysis purposes when
the valuation assumes renewal at the above-
market rate, unless that rate is a reasonable
estimate of the expected market rate at the time
of renewal.

Assumptions, when recently made by quali-
fied appraisers or persons performing the evalu-

8. As discussed more fully in the section on classification
guidelines, the refinancing or renewing of loans to sound
borrowers would not result in a supervisory classification or
criticism unless well-defined weaknesses exist that jeopardize
repayment of the loans. As consistent with sound banking
practices, institutions should work appropriately and construc-
tively with borrowers who may be experiencing temporary
difficulties.

9. The primary basis for the review and classification of the
loan should be the original source of repayment and the
borrower’s intent and ability to fulfill the obligation without
relying on third-party guarantees. However, the examiner
should also consider the support provided by any guarantees
when determining the appropriate classification treatment for
a troubled loan. The treatment of guarantees in the classifica-
tion process is discussed in ‘‘Classification of Credits,’’
section 2060.1.
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ation and when consistent with the discussion
above, should be given a reasonable amount of
deference. Examiners should not challenge the
underlying assumptions, including discount
rates and cap rates used in appraisals or evalu-
ations, that differ only in a limited way from
norms that would generally be associated with
the property under review. However, the esti-
mated value of the underlying collateral may be
adjusted for credit-analysis purposes when the
examiner can establish that underlying facts or
assumptions are inappropriate and can support
alternative assumptions.

CLASSIFICATION GUIDELINES

As with other types of loans, real estate loans
that are adequately protected by the current
sound worth and debt-service capacity of the
borrower, guarantor, or the underlying collateral
generally are not classified. The examiner should
focus on the ability of the borrower, guarantor,
or the collateral to provide the necessary cash
flow to adequately service the loan. The loan’s
record of performance is also important and
must be taken into consideration. As a general
principle, a performing real estate loan should
not be automatically classified or charged off
solely because the value of the underlying col-
lateral has declined to an amount that is less than
the loan balance. Conversely, the fact that the
underlying collateral value equals or exceeds the
current loan balance, or that the loan is perform-
ing, does not preclude the loan from classifica-
tion if well-defined weaknesses jeopardize the
repayment ability of the borrower, such as the
lack of credible financial support for full repay-
ment from reliable sources.10

Similarly, loans to sound borrowers that are
refinanced or renewed according to prudent
underwriting standards, including loans to
creditworthy commercial or residential real
estate developers, should not be categorized as
special mention unless potential weaknesses
exist or should not be classified unless well-

defined weaknesses exist that jeopardize repay-
ment. An institution should not be criticized for
working with borrowers whose loans are classi-
fied or categorized as special mention as long as
the institution has a well-conceived and effec-
tive workout plan for such borrowers, along
with effective internal controls to manage the
level of these loans.

In evaluating real estate credits for special-
mention categorization or classification, exam-
iners should apply the standard definitions as set
forth in ‘‘Classification of Credits,’’ section
2060.1. In assessing credit quality, examiners
should consider all important information regard-
ing repayment prospects, including information
on the borrower’s creditworthiness, the value of
and cash flow provided by all collateral support-
ing the loan, and any support provided by
financially responsible guarantors.

These guidelines apply to individual credits,
even if portions or segments of the industry to
which the borrower belongs are experiencing
financial difficulties. The evaluation of each
credit should be based upon the fundamental
characteristics affecting the collectibility of the
particular credit. The problems broadly associ-
ated with some sectors or segments of an indus-
try, such as certain commercial real estate mar-
kets, should not lead to overly pessimistic
assessments of particular credits in the same
industry that are not affected by the problems of
the troubled sectors.

Troubled Project-Dependent
Commercial Real Estate Loans

The following guidelines for classifying a
troubled commercial real estate loan apply when
the repayment of the debt will be provided
solely by the underlying real estate collateral,
and there are no other available and reliable
sources of repayment. As a general principle, for
a troubled project-dependent commercial real
estate loan, any portion of the loan balance that
exceeds the amount that is adequately secured
by the value of the collateral, and that can be
clearly identified as uncollectible, should be
classified loss. The portion of the loan balance
that is adequately secured by the value of the
collateral should generally be classified no worse
than substandard. The amount of the loan bal-
ance in excess of the value of the collateral, or
portions thereof, should be classified doubtful

10. Another issue that arises in the review of a commercial
real estate loan is its accrual or nonaccrual treatment for
reporting purposes. The federal banking agencies, under the
auspices of the FFIEC, have provided guidance on nonaccrual
status in the instructions for the Reports of Condition and
Income (call reports) and in related supervisory guidance of
the agencies. This guidance is summarized in ‘‘Loan Portfolio
Management,’’ section 2040.1.
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when the potential for full loss may be mitigated
by the outcome of certain pending events, or
when loss is expected but the amount of the loss
cannot be reasonably determined. If warranted
by the underlying circumstances, an examiner
may use a doubtful classification on the entire
loan balance. However, such a classification
should occur infrequently.

Partially Charged-Off Loans

An evaluation based upon consideration of all
relevant factors may indicate that a credit has
well-defined weaknesses that jeopardize collec-
tion in full, although a portion of the loan may
be reasonably assured of collection. When a
charge-off has been taken in an amount suffi-
cient to ensure that the remaining recorded
balance of the loan (1) is being serviced (based
upon reliable sources) and (2) is reasonably
assured of collection, classification of the
remaining recorded balance may not be appro-
priate. Classification would be appropriate
when well-defined weaknesses continue to be
present in the remaining recorded balance. In
such cases, the remaining recorded balance
would generally be classified no more severely
than substandard.

A more severe classification than substandard
for the remaining recorded balance would be
appropriate, however, if the loss exposure can-
not be reasonably determined—for example,
when significant risk exposures are perceived,
such as in the case of bankruptcy or loans
collateralized by properties subject to
environmental hazards. In addition, classifying
the remaining recorded balance more severly
than substandard would be appropriate when
sources of repayment are considered unreliable.

Formally Restructured Loans

The classification treatment previously dis-
cussed for a partially charged-off loan would
also generally be appropriate for a formally
restructured loan when partial charge-offs have
been taken. For a formally restructured loan, the
focus of the examiner’s analysis is on the ability
of the borrower to repay the loan in accordance
with its modified terms. Classification of a
formally restructured loan would be appropriate
if, after the restructuring, well-defined weak-

nesses exist that jeopardize the orderly repay-
ment of the loan in accordance with reasonable
modified terms.11 Troubled commercial real
estate loans whose terms have been restructured
should be identified in the institution’s internal
credit-review system and closely monitored by
management.

Home Equity Loans

Home equity loans (HELs) are defined as loans
that are usually collateralized by a second mort-
gage or deed of trust on the borrower’s principal
residence or second residence; however, the
collateral may be a first mortgage or deed of
trust. The borrower’s equity in the residence,
pledged as collateral, provides protection for the
loan and determines the maximum amount of
credit that may be advanced. Traditionally, HELs
were used to fund home improvements or to
consolidate debt, and they were usually amor-
tized without a revolving feature. Because of
these characteristics, home equity loans were
commonly maintained and administered in a
bank’s consumer or installment loan department
and were monitored based on delinquency status.
However, since enactment of the Tax Reform
Act of 1986, which allows the deduction of
home equity loan interest on debt of up to
$100,000, the popularity and usage of HELs
have expanded considerably. The proceeds of
home equity loans are now used for increasingly
diverse purposes, such as to make consumer
purchases or personal investments, to provide
working capital for small businesses, and to
supplement personal income.

The structure and repayment terms of home
equity loans have become more varied. Amor-
tization periods may be as long as 15 years, with
possible balloon maturities of three to five years.
In some instances, the payment requirement is
only interest due for an initial period. Revolving
lines of credit have also gained popularity as a
way to accommodate the many different uses of
loan proceeds. Lines of credit to individuals
with high incomes or high net worths may
substantially exceed $100,000. These loans are
often housed in the bank’s private-banking

11. An example of a restructured commercial real estate
loan that does not have reasonable modified terms would be a
cash-flow mortgage, which requires interest payments only
when the underlying collateral generates cash flow but pro-
vides no substantive benefits to the lending institution.
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division or within the commercial loan port-
folio, rather than in the consumer loan department.

In addition to the increasingly varied pur-
poses of HELs, there has also been an upsurge in
loans in which the combined first and second
mortgages result in very high LTV ratios. To
remain competitive with other residential lend-
ers, some banks have relaxed their underwriting
standards by permitting higher LTV ratios. In
addition, some banks may have offset declines
in residential mortgage refinancing during periods
of higher interest rates by competing more
aggressively for home equity loan business.
Consumer demand for HELs may also increase
during periods of higher interest rates because
they provide an alternative source of financing
for consumer purchases.

Examiners must ensure that a bank’s policies
for originating and acquiring HELs comply with
the real estate lending standards and guidelines
stipulated in the Board’s Regulation H, sub-
part E. (See Regulation H, subpart E, 12 CFR
208.50–51.) While the guidelines permit banks
to make residential real estate loans with LTV
ratios in excess of 90 percent without the appro-
priate credit enhancements, these loans are
treated as exceptions to the guidelines and are
subject to the aggregate limitation of 100 per-
cent of the bank’s total capital.

For all types of lending, banks should have
strong underwriting standards for HELs. In
assessing these standards, the examiner should
determine whether the bank primarily empha-
sizes the borrower’s ability and willingness to
repay the loan from income or cash flow versus
the amount of equity in the real estate. Extended
repayment terms and liberal loan structures can
increase the risk of default on HELs. Normally,
longer repayment terms increase the likelihood
of events that could jeopardize the borrower’s
ability to repay, for example, the loss of a job, a
change in marital status, a prolonged spike in
prevailing interest rates, or a deflationary eco-
nomic environment. Additionally, the examiner
should review the bank’s policy (or practice) for
obtaining appraisals or evaluations to determine
the lendable equity in the borrower’s residence.
The examiner should determine that the bank
has not relaxed its appraisal and evaluation
requirements to accommodate the growth of its
HEL portfolio.

Economic periods of increasing unemploy-
ment, rising interest rates, or other recessionary
factors can negatively affect the repayment abil-
ity of borrowers and erode the value and mar-

ketability of residential real estate. Moreover,
most HELs are collateralized by junior lien
positions. Therefore, if the bank forecloses, it
must pay off or service the senior mortgage
lender, further increasing its exposure. Foreclo-
sure proceedings may entail lengthy and costly
litigation, and real estate law commonly protects
the home owner.

Examiners should ensure that banks have
proper controls to manage HEL exposure, par-
ticularly those banks that have a high concen-
tration of home equity loans with excessively
high combined LTV ratios. (See the following
subsection for interagency guidance on credit-
risk management in home equity lending.) Banks
with concentrations that lack proper controls
and monitoring procedures should be criticized
for these credit deficiencies. If the examiner
judges the deficiencies to be severe, the bank
should be cited for unsafe and unsound banking
practices.

Interagency Credit-Risk Management
Guidance for Home Equity Lending

The Federal Reserve and the other federal
financial institutions regulatory agencies12 col-
lectively issued this interagency guidance on
May 16, 2005. The guidance is intended to
promote sound credit-risk management prac-
tices at financial institutionsthat have home
equity lending programs, including open-end
home equity lines of credit (HELOCs) and
closed-end home equity loans (HELs). Home
equity lending can be an attractive product for
many homeowners and lenders. The quality of
these portfolios, however, is subject to increased
risk if interest rates rise and home values decline.
Sound underwriting practices and effective risk-
management systems are essential to mitigate
this risk. Therefore, financial institutions’ credit-
risk management practices for home equity
lending need to keep pace with any rapid growth
in home equity lending and should emphasize
compliance with sound underwriting standards
and practices.

12. The Board of Governors of the Federal Reserve Sys-
tem, the Office of the Comptroller of the Currency, the Federal
Deposit Insurance Corporation, the Office of Thrift Supervi-
sion, and the National Credit Union Administration. Also, the
interagency guidance frequently uses the term financial insti-
tutions. As used in this section, financial institutions means
commercial banks and any of their various credit-extending
nonbanking subsidiaries.
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The risk factors listed below, combined with
an inherent vulnerability to rising interest rates,
suggest that financial institutions need to fully
recognize the risk embedded in their home
equity portfolios. Following are the specific
product, risk-management, and underwriting risk
factors and trends that deserve scrutiny:

• interest-only features that require no amorti-
zation of principal for a protracted period

• limited or no documentation of a borrower’s
assets, employment, and income (known as
‘‘low doc’’ or ‘‘no doc’’ lending)

• higher loan-to-value (LTV) and debt-to-income
(DTI) ratios

• lower credit-risk scores for underwriting home
equity loans

• greater use of automated valuation models
(AVMs) and other collateral-evaluation tools
for the development of appraisals and evalu-
ations

• an increase in the number of transactions
generated through a loan broker or other third
party

Home equity lending can be conducted in a
safe and sound manner if pursued with the
appropriate risk-management structure, includ-
ing adequate allowances for loan and lease
losses and appropriate capital levels. Sound
practices call for fully articulated policies that
address marketing, underwriting standards,
collateral-valuation management, individual-
account and portfolio management, and servicing.

Financial institutions should ensure that risk-
management practices keep pace with the growth
and changing risk profile of home equity port-
folios. Management should actively assess a
portfolio’s vulnerability to changes in consum-
ers’ ability to pay and the potential for declines
in home values. Active portfolio management is
especially important for financial institutions
that project or have already experienced signifi-
cant growth or concentrations, particularly in
higher-risk products such as high-LTV, ‘‘low
doc’’ or ‘‘no doc,’’ interest-only, or third-party-
generated loans. (See SR-05-11.)

Credit-Risk Management Systems
Product Development and Marketing

In the development of any new product offering,
product change, or marketing initiative, manage-

ment should have a review and approval process
that is sufficiently broad to ensure compliance
with the financial institution’s internal policies
and applicable laws and regulations13 and to
evaluate the credit, interest-rate, operational,
compliance, reputation, and legal risks. In par-
ticular, risk-management personnel should be
involved in product development, including an
evaluation of the targeted population and the
product(s) being offered. For example, material
changes in the targeted market, origination
source, or pricing could have a significant impact
on credit quality and should receive senior
management approval.

When HELOCs or HELs are marketed or
closed by a third party, financial institutions
should have standards that provide assurance
that the third party also complies with applicable
laws and regulations, including those on mar-
keting materials, loan documentation, and clos-
ing procedures. (For further details on agent
relationships, see ‘‘Third-Party Originations.’’)
Finally, management should have appropriate
monitoring tools and management information
systems (MIS) to measure the performance of
various marketing initiatives, including offers to
increase a line, extend the interest-only period,
or adjust the interest rate or term.

Origination and Underwriting

All relevant risk factors should be considered
when establishing product offerings and under-
writing guidelines. Generally, these factors
should include a borrower’s income and debt
levels, credit score (if obtained), and credit
history, as well as the loan size, collateral value
(including valuation methodology), lien posi-
tion, and property type and location.

Consistent with the Federal Reserve’s regula-
tions on real estate lending standards,14 pru-
dently underwritten home equity loans should
include an evaluation of a borrower’s capacity

13. Applicable laws include the Federal Trade Commission
Act; the Equal Credit Opportunity Act (ECOA); the Truth in
Lending Act (TILA), including the Home Ownership and
Equity Protection Act (HOEPA); the Fair Housing Act; the
Real Estate Settlement Procedures Act (RESPA); and the
Home Mortgage Disclosure Act (HMDA), as well as applica-
ble state consumer protection laws.

14. On December 23, 1992, the Federal Reserve announced
the adoption of uniform rules on real estate lending standards
and issued the Interagency Guidelines for Real Estate Lending
Policies. See 12 CFR 208.51 and 12 CFR 208, appendix C.
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to adequately service the debt.15 Given the home
equity products’ long-term nature and the large
credit amount typically extended to a consumer,
an evaluation of repayment capacity should
consider a borrower’s income and debt levels
and not just a credit score.16 Credit scores are
based upon a borrower’s historical financial
performance. While past performance is a good
indicator of future performance, a significant
change in a borrower’s income or debt levels
can adversely alter the borrower’s ability to pay.
How much verification these underwriting fac-
tors require will depend upon the individual
loan’s credit risk.

HELOCs generally do not have interest-rate
caps that limit rate increases.17 Rising interest
rates could subject a borrower to significant
payment increases, particularly in a low-interest-
rate environment. Therefore, underwriting stan-
dards for interest-only and variable-rate HELOCs
should include an assessment of the borrower’s
ability to amortize the fully drawn line over the
loan term and to absorb potential increases in
interest rates.

Third-Party Originations

Financial institutions often use third parties,
such as mortgage brokers or correspondents, to
originate loans. When doing so, institutions
should have strong control systems to ensure the
quality of originations and compliance with all
applicable laws and regulations, and to help
prevent fraud.

Brokers are firms or individuals, acting on
behalf of either the financial institution or the
borrower, who match the borrower’s needs with
institutions’ mortgage-origination programs.
Brokers take applications from consumers.
Although they sometimes process the applica-
tion and underwrite the loan to qualify the
application for a particular lender, they gener-
ally do not use their own funds to close loans.
Whether brokers are allowed to process and

perform any underwriting will depend on the
relationship between the financial institution and
the broker. For control purposes, the financial
institution should retain appropriate oversight of
all critical loan-processing activities, such as
verification of income and employment and
independence in the appraisal and evaluation
function.

Correspondents are financial companies that
usually close and fund loans in their own name
and subsequently sell them to a lender. Financial
institutions commonly obtain loans through cor-
respondents and, in some cases, delegate the
underwriting function to the correspondent. In
delegated underwriting relationships, a financial
institution grants approval to a correspondent
financial company to process, underwrite, and
close loans according to the delegator’s process-
ing and underwriting requirements and is com-
mitted to purchase those loans. The delegating
financial institution should have systems and
controls to provide assurance that the correspon-
dent is appropriately managed, is financially
sound, and provides mortgages that meet the
financial institution’s prescribed underwriting
guidelines and that comply with applicable con-
sumer protection laws and regulations. A quality-
control unit or function in the delegating finan-
cial institution should closely monitor the quality
of loans that the correspondent underwrites.
Monitoring activities should include post-
purchase underwriting reviews and ongoing
portfolio-performance-management activities.

Both brokers and correspondents are compen-
sated based upon mortgage-origination volume
and, accordingly, have an incentive to produce
and close as many loans as possible. Therefore,
financial institutions should perform comprehen-
sive due diligence on third-party originators
prior to entering a relationship. In addition, once
a relationship is established, the financial insti-
tution should have adequate audit procedures
and controls to verify that the third parties are
not being paid to generate incomplete or fraudu-
lent mortgage applications or are not otherwise
receiving referral or unearned income or fees
contrary to RESPA prohibitions.18 Monitoring15. See also section 226.34(a)(4) of Regulation Z, Truth in

Lending (12 CFR 226.34(a)(4)).
16. The Interagency Guidelines Establishing Standards for

Safety and Soundness also call for documenting the source of
repayment and assessing the ability of the borrower to repay
the debt in a timely manner. See 12 CFR 208, appendix D-1.

17. While there may be periodic rate increases, the lender
must state in the consumer credit contract the maximum
interest rate that may be imposed during the term of the
obligation. See 12 CFR 226.30(b).

18. In addition, a financial institution that purchases loans
subject to TILA’s rules for HELs with high rates or high
closing costs (loans covered by HOEPA) can incur assignee
liability unless the financial institution can reasonably show
that it could not determine the transaction was a loan covered
by HOEPA. Also, the nature of its relationship with brokers
and correspondents may have implications for liability under
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the quality of loans by origination source, and
uncovering such problems as early payment
defaults and incomplete packages, enables man-
agement to know if third-party originators are
producing quality loans. If ongoing credit or
documentation problems are discovered, the
financial institution should take appropriate
action against the third party, which could
include terminating its relationship with the
third party.

Collateral-Valuation Management

Competition, cost pressures, and advancements
in technology have prompted financial institu-
tions to streamline their appraisal and evaluation
processes. These changes, coupled with finan-
cial institutions underwriting to higher LTVs,
have heightened the importance of strong
collateral-valuation management policies, pro-
cedures, and processes.

Financial institutions should have appropriate
collateral-valuation policies and procedures that
ensure compliance with the Federal Reserve’s
appraisal regulations19 and the Interagency
Appraisal and Evaluation Guidelines (the guide-
lines).20 In addition, the financial institution
should—

• establish criteria for determining the appropri-
ate valuation methodology for a particular
transaction, based on the risk in the transac-
tion and loan portfolio (For example, higher-
risk transactions or nonhomogeneous property
types should be supported by more-thorough
valuations. The financial institution should
also set criteria for determining the extent to
which an inspection of the collateral is
necessary.)

• ensure that an expected or estimated value of
the property is not communicated to an
appraiser or individual performing an
evaluation

• implement policies and controls to preclude
‘‘value shopping’’ (Use of several valuation
tools may return different values for the same
property. These differences can result in sys-
tematic overvaluation of properties if the valu-
ation choice becomes driven by the highest
property value. If several different valuation
tools or AVMs are used for the same property,

the financial institution should adhere to a
policy for selecting the most reliable method,
rather than the highest value.)

• require sufficient documentation to support
the collateral valuation in the appraisal or
evaluation

AVMs

When AVMs are used to support evaluations or
appraisals, the financial institution should vali-
date the models on a periodic basis to mitigate
the potential valuation uncertainty in the model.
This validation work should be in conformance
with SR-11-7. In particular, the financial insti-
tution should document the validation’s analy-
sis, assumptions, and conclusions. The valida-
tion process includes back-testing a representative
sample of the valuations against market data on
actual sales (where sufficient information is
available). The validation process should cover
properties representative of the geographic area
and property type for which the tool is used.

Many AVM vendors, when providing a value,
will also provide a ‘‘confidence score,’’ which
usually relates to the accuracy of the value
provided. Confidence scores, however, come in
many different formats and are calculated based
on differing scoring systems. Financial institu-
tions that use AVMs should have an understand-
ing of how the model works as well as what the
confidence scores mean. Institutions should also
establish the confidence levels that are appropri-
ate for the risk in a given transaction or group of
transactions.

When tax-assessment valuations are used as a
basis for the collateral valuation, the financial
institution should be able to demonstrate and
document the correlation between the assess-
ment value of the taxing authority and the
property’s market value as part of the validation
process.

Account Management

Since HELOCs often have long-term, interest-
only payment features, financial institutions
should have risk-management techniques that
identify higher-risk accounts and adverse changes
in account risk profiles, thereby enabling man-
agement to implement timely preventive action
(e.g., freezing or reducing lines). Further, a
financial institution should have risk-management

ECOA, and for reporting responsibilities under HMDA.
19. 12 CFR 208, subpart E, and 12 CFR 225, subpart G.
20. See SR-10-16, December 2, 2010, and its attachment.
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procedures to evaluate and approve additional
credit on an existing line or extending the
interest-only period. Account-management prac-
tices should be appropriate for the size of the
portfolio and the risks associated with the types
of home equity lending.

Effective account-management practices for
large portfolios or portfolios with high-risk char-
acteristics include—

• periodically refreshing credit-risk scores on
all customers;

• using behavioral scoring and analysis of indi-
vidual borrower characteristics to identify
potential problem accounts;

• periodically assessing utilization rates;
• periodically assessing payment patterns, includ-

ing borrowers who make only minimum pay-
ments over a period of time or those who rely
on the line to keep payments current;

• monitoring home values by geographic area;
and

• obtaining updated information on the collat-
eral’s value when significant market factors
indicate a potential decline in home values, or
when the borrower’s payment performance
deteriorates and greater reliance is placed on
the collateral.

The frequency of these actions should be
commensurate with the risk in the portfolio.
Financial institutions should conduct annual
credit reviews of HELOC accounts to determine
whether the line of credit should be continued,
based on the borrower’s current financial
condition.21

When appropriate, financial institutions should
refuse to extend additional credit or reduce the
credit limit of a HELOC, bearing in mind that
under Regulation Z such steps can be taken only
in limited circumstances. These include, for
example, when the value of the collateral
declines significantly below the appraised value
for purposes of the HELOC, default of a mate-
rial obligation under the loan agreement, or
deterioration in the borrower’s financial circum-

stances.22 In order to freeze or reduce credit
lines due to deterioration in a borrower’s finan-
cial circumstances, two conditions must be met:
(1) there must be a ‘‘material’’ change in the
borrower’s financial circumstances and (2) as a
result of this change, the financial institution
must have a reasonable belief that the borrower
will be unable to fulfill the plan’s payment
obligations.

Account-management practices that do not
adequately control authorizations and provide
for timely repayment of over-limit amounts may
significantly increase a portfolio’s credit risk.
Authorizations of over-limit home equity lines
of credit should be restricted and subject to
appropriate policies and controls. A financial
institution’s practices should require over-limit
borrowers to repay in a timely manner the
amount that exceeds established credit limits.
Management information systems should be
sufficient to enable management to identify,
measure, monitor, and control the unique risks
associated with over-limit accounts.

Portfolio Management

Financial institutions should implement an
effective portfolio credit-risk management pro-
cess for their home equity portfolios that includes
the following.

Policies. The Federal Reserve’s real estate
lending standards regulations require that a finan-
cial institution’s real estate lending policies be
consistent with safe and sound banking practices
and that the financial institution’s board of
directors review and approve these policies at
least annually. Before implementing any changes
to policies or underwriting standards, manage-
ment should assess the potential effect on the
financial institution’s overall risk profile, which
would include the effect on concentrations, prof-
itability, and delinquency and loss rates. The
accuracy of these estimates should be tested by
comparing them with actual experience.

Portfolio objectives and risk diversification.
Effective portfolio management should clearly
communicate portfolio objectives such as growth
targets, utilization, rate-of-return hurdles, and

21. Under the Federal Reserve’s risk-based capital guide-
lines, an unused HELOC commitment with an original matu-
rity of one year or more may be allocated a zero percent
conversion factor if the institution conducts at least an annual
credit review and is able to unconditionally cancel the
commitment (i.e., prohibit additional extensions of credit,
reduce the credit line, and terminate the line) to the full extent
permitted by relevant federal law. See 12 CFR 208, appendix
A, III.D.4.

22. Regulation Z does not permit these actions to be taken
in circumstances other than those specified in the regulation.
See 12 CFR 226.5b(f)(3)(vi)(A)–(F).
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default and loss expectations. For financial
institutions with significant concentrations of
HELs or HELOCs, limits should be established
and monitored for key portfolio segments, such
as geographic area, loan type, and higher-risk
products. When appropriate, consideration should
be given to the use of risk mitigants, such as
private mortgage insurance, pool insurance, or
securitization. As the portfolio approaches con-
centration limits, the financial institution should
analyze the situation sufficiently to enable the
financial institution’s board of directors and
senior management to make a well-informed
decision to either raise concentration limits or
pursue a different course of action.

Effective portfolio management requires an
understanding of the various risk characteristics
of the home equity portfolio. To gain this
understanding, a financial institution should ana-
lyze the portfolio by segment, using criteria such
as product type, credit-risk score, DTI, LTV,
property type, geographic area, collateral-
valuation method, lien position, size of credit
relative to prior liens, and documentation type
(such as ‘‘no doc’’ or ‘‘low doc’’).

Management information systems. By main-
taining adequate credit MIS, a financial institu-
tion can segment loan portfolios and accurately
assess key risk characteristics. The MIS should
also provide management with sufficient infor-
mation to identify, monitor, measure, and con-
trol home equity concentrations. Financial insti-
tutions should periodically assess the adequacy
of their MIS in light of growth and changes in
their appetite for risk. For institutions with
significant concentrations of HELs or HELOCs,
MIS should include, at a minimum, reports and
analysis of the following:

• production and portfolio trends by product,
loan structure, originator channel, credit score,
LTV, DTI, lien position, documentation type,
market, and property type

• delinquency and loss-distribution trends by
product and originator channel with some
accompanying analysis of significant under-
writing characteristics (such as credit score,
LTV, DTI)

• vintage tracking
• the performance of third-party originators (bro-

kers and correspondents)
• market trends by geographic area and property

type to identify areas of rapidly appreciating
or depreciating housing values

Policy- and underwriting-exception systems.
Financial institutions should have a process for
identifying, approving, tracking, and analyzing
underwriting exceptions. Reporting systems that
capture and track information on exceptions,
both by transaction and by relevant portfolio
segments, facilitate the management of a port-
folio’s credit risk. The aggregate data is useful
to management in assessing portfolio risk pro-
files and monitoring the level of adherence to
policy and underwriting standards by various
origination channels. Analysis of the informa-
tion may also be helpful in identifying correla-
tions between certain types of exceptions and
delinquencies and losses.

High-LTV monitoring. To clarify the real
estate lending standards regulations and inter-
agency guidelines, the agencies issued Guidance
on High Loan-To-Value LTV Residential Real
Estate Lending (the HLTV guidance) in October
1999. The HLTV guidance clarified the Inter-
agency Real Estate Lending Guidelines and the
supervisory loan-to-value limits for loans on
one- to four-family residential properties. Finan-
cial institutions are expected to ensure compli-
ance with the supervisory loan-to-value limits of
the Interagency Real Estate Lending Guidelines.
The HLTV guidance places emphasis on certain
controls that financial institutions should have in
place when engaging in HLTV lending. Finan-
cial institutions should accurately track the vol-
ume of HLTV loans, including HLTV home
equity and residential mortgages, and report the
aggregate of such loans to the financial institu-
tion’s board of directors. Specifically, financial
institutions are reminded that:

• Loans in excess of the supervisory LTV limits
should be identified in the financial institu-
tion’s records. The aggregate of high-LTV
one- to four-family residential loans should
not exceed 100 percent of the financial insti-
tution’s total capital.23 Within that limit, high-

23. For purposes of the Interagency Real Estate Lending
Standards Guidelines, high-LTV one- to four-family residen-
tial property loans include (1) a loan for raw land zoned for
one- to four-family residential use with an LTV ratio greater
than 65 percent; (2) a residential land development loan or
improved lot loan with an LTV greater than 75 percent; (3) a
residential construction loan with an LTV ratio greater than
85 percent; (4) a loan on non-owner occupied one- to
four-family residential property with an LTV greater than
85 percent; and (5) a permanent mortgage or home equity loan
on an owner-occupied residential property with an LTV equal
to or exceeding 90 percent without mortgage insurance,
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LTV loans for properties other than one- to
four-family residential properties should not
exceed 30 percent of capital.

• In calculating the LTV and determining com-
pliance with the supervisory LTVs, the finan-
cial institution should consider all senior liens.
All loans secured by the property and held by
the financial institution are reported as an
exception if the combined LTV of a loan and
all senior liens on an owner-occupied one- to
four-family residential property equals or
exceeds 90 percent and if there is no addi-
tional credit enhancement in the form of either
mortgage insurance or readily marketable
collateral.

• For the LTV calculation, the loan amount is
the legally binding commitment (that is, the
entire amount that the financial institution is
legally committed to lend over the life of the
loan).

• All real estate secured loans in excess of
supervisory LTV limits should be aggregated
and included in a quarterly report for the
financial institution’s board of directors.

Certain insurance products have been devel-
oped to help financial institutions mitigate the
credit risks of HLTV residential loans. Insurance
policies that cover a ‘‘pool’’ of loans can be an
efficient and effective credit-risk management
tool. But if a policy has a coverage limit, the
coverage may be exhausted before all loans in
the pool mature or pay off. The Federal Reserve
will consider pool insurance to be a sufficient
credit enhancement to remove the HLTV desig-
nation in the following circumstances: (1) the
policy is issued by an acceptable mortgage
insurance company, (2) it reduces the LTV for
each loan to less than 90 percent, and (3) it is
effective over the life of each loan in the pool.

Stress testing for portfolios. Financial institu-
tions with home equity concentrations as well as
higher-risk portfolios are encouraged to perform
sensitivity analyses on key portfolio segments.
This type of analysis identifies possible events
that could increase risk within a portfolio seg-
ment or for the portfolio as a whole. Institutions
should consider stress tests that incorporate
interest-rate increases and declines in home
values. Since these events often occur simulta-
neously, the testing should be performed for
these events together. Institutions should also

periodically analyze markets in key geographic
areas, including identified ‘‘soft’’ markets. Man-
agement should consider developing contin-
gency strategies for scenarios and outcomes that
extend credit risk beyond internally established
risk tolerances. These contingency plans might
include increased monitoring, tightening under-
writing, limiting growth, and selling loans or
portfolio segments.

Operations, Servicing, and Collections

Effective procedures and controls should be
maintained for such support functions as per-
fecting liens, collecting outstanding loan docu-
ments, obtaining insurance coverage (including
flood insurance), and paying property taxes.
Credit-risk management should oversee these
support functions to ensure that operational risks
are properly controlled.

Lien recording. Financial institutions should
take appropriate measures to safeguard their lien
position. They should verify the amount and
priority of any senior liens prior to closing the
loan. This information is necessary to determine
the loan’s LTV ratio and to assess the credit
support of the collateral. Senior liens include
first mortgages, outstanding liens for unpaid
taxes, outstanding mechanic’s liens, and recorded
judgments on the borrower.

Problem-loan workouts and loss-mitigation
strategies. Financial institutions should have
established policies and procedures for problem-
loan workouts and loss-mitigation strategies.
Policies should be in accordance with the re-
quirements of the FFIEC’s Uniform Retail Credit
Classification and Account Management Policy,
issued June 2000 (see SR-00-8 and the appendix
to section 2130.1) and should, at a minimum,
address the following:

• circumstances and qualifying requirements for
various workout programs including exten-
sions, re-ages, modifications, and re-writes
(Qualifying criteria should include an analysis
of a borrower’s financial capacity to service
the debt under the new terms.)

• circumstances and qualifying criteria for loss-
mitigating strategies, including foreclosure

• appropriate MIS to track and monitor the
effectiveness of workout programs, including
tracking the performance of all categories ofreadily marketable collateral, or other acceptable collateral.
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workout loans (For large portfolios, vintage
delinquency and loss tracking also should be
included.)

While financial institutions are encouraged to
work with borrowers on a case-by-case basis, a
financial institution should not use workout
strategies to defer losses. Financial institutions
should ensure that credits in workout programs
are evaluated separately for the allowance for
loan and lease losses (ALLL), because such
credits tend to have higher loss rates than other
portfolio segments.

Secondary-Market Activities

More financial institutions are issuing HELOC
mortgage-backed securities (i.e., securitizing
HELOCs). Although such secondary-market
activities can enhance credit availability and a
financial institution’s profitability, they also pose
certain risk-management challenges. An institu-
tion’s risk-management systems should address
the risks of HELOC securitizations.24

Portfolio Classifications, Allowance for
Loan and Lease Losses, and Capital

The FFIEC’s Uniform Retail Credit Classifica-
tion and Account Management Policy governs
the classification of consumer loans and estab-
lishes general classification thresholds that are
based on delinquency. Financial institutions and
the Federal Reserve’s examiners have the dis-
cretion to classify entire retail portfolios, or
segments thereof, when underwriting weak-
nesses or delinquencies are pervasive and present
an excessive level of credit risk. Portfolios of
high-LTV loans to borrowers who exhibit inad-
equate capacity to repay the debt within a
reasonable time may be subject to classification.

Financial institutions should establish appro-
priate ALLL and hold capital commensurate
with the riskiness of their portfolios. In deter-
mining the ALLL adequacy, a financial institu-
tion should consider how the interest-only and
draw features of HELOCs during the lines’

revolving period could affect the loss curves for
its HELOC portfolio. Those institutions engag-
ing in programmatic 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.25

ALLOWANCE FOR LOAN AND
LEASE LOSSES

A bank bases the adequacy of its allowance for
loan and lease losses (ALLL), including amounts
resulting from an analysis of the real estate
portfolio, on a careful, well-documented, and
consistently applied analysis of its loan and
lease portfolio.26 Guidance related to the ALLL
is primarily addressed in section 2070.1. The
following discussion summarizes general prin-
ciples for assessing the adequacy of the ALLL.

Examiners should evaluate the methodology,
documentation, and process that management
has followed in arriving at an overall estimate of
the ALLL to ensure that all of the relevant
factors affecting the collectibility of the port-
folio have been appropriately considered. In
addition, the examiner should review the reason-
ableness of management’s overall estimate of
the ALLL, as well as the range of possible credit
losses, by taking into account these factors. The
examiner’s analysis should also consider the
quality of the bank’s systems and management’s
ability to identify, monitor, and address asset-
quality problems.

As discussed in the earlier subsection on
classification guidelines, examiners should con-
sider the value of the collateral when reviewing
and classifying a loan. For a performing com-
mercial real estate loan, however, the supervisory
policy does not require automatic increases to

24. See SR-02,16, ‘‘Interagency Questions and Answers on
Capital Treatment of Recourse, Direct Credit Substitutes, and
Residual Interests in Asset Securitizations,’’ (see also section
3020.1) and the risk management and capital adequacy of
exposures arising from secondary-market credit activities
discussion in SR-97-21.

25. Section 2133.1 incorporates the January 2001 Inter-
agency Expanded Guidance for Subprime Lending Programs.
That guidance sets forth the supervisory expectations regard-
ing risk-management processes, the ALLL, and capital
adequacy for institutions engaging in subprime-lending
programs.

26. The estimation process described in this section per-
mits a more accurate estimate of anticipated losses than could
be achieved by assessing the loan portfolio solely on an
aggregate basis. However, it is only an estimation process and
does not imply that any part of the ALLL is segregated for, or
allocated to, any particular asset or group of assets. The ALLL
is available to absorb all credit losses originating from the
loan and lease portfolio.

Real Estate Loans 2090.1

Commercial Bank Examination Manual November 2005
Page 23



the ALLL solely because the value of the
collateral has declined to an amount that is less
than the loan balance.

In assessing the ALLL during examinations,
it is important that the examiner recognize that
management’s process, methodology, and under-
lying assumptions require a substantial degree
of judgment. Even when an institution maintains
sound loan-administration and collection proce-
dures and effective internal systems and con-
trols, the estimation of anticipated losses may
not be precise because of the wide range of
factors that must be considered. Furthermore,
the ability to estimate anticipated losses on
specific loans and categories of loans improves
over time as substantive information accumu-
lates regarding the factors affecting repayment
prospects. The examiner should give consider-
able weight to management’s estimates in
assessing the adequacy of the ALLL when
management has (1) maintained effective sys-
tems and controls for identifying, monitoring,
and addressing asset-quality problems and
(2) analyzed all significant factors affecting the
collectibility of the portfolio.

REGULATORY COMPLIANCE

Banks are expected to comply with laws,
regulations, and Federal Reserve policy in all
aspects of their real estate lending programs.
Moreover, banks should establish adequate
internal controls to detect deficiencies or
exceptions to their lending policy that result
in unsafe and unsound lending practices. In
regard to lending limits, the examiner should
review the bank’s lending practices in accor-
dance with the applicable state laws in the
following areas, which prescribe limits on aggre-
gate advances to a single borrower and related
borrowers:

Transactions with affiliates. All transactions with
affiliates should be on terms and conditions that
are consistent with safe and sound banking
practices. The bank is expected to comply with
the limits and collateral requirements of sections
23A and 23B of the Federal Reserve Act
(12 USC 371c and 371c-1) and Regulation W
(12 CFR 223).

Tie-in provisions. Section 106 of the Bank
Holding Company Act Amendments of 1970

states that a bank is prohibited from fixing or
varying the consideration for extending credit,
leasing or selling property of any kind, or
furnishing any product or service on the condi-
tion or requirement that a customer—

• obtain additional credit, property, or service
from the bank, other than a loan, discount,
deposit, or trust service (a ‘‘traditional bank
product’’);

• obtain additional credit, property, or service
from the bank’s parent holding company or
the parent’s other subsidiaries;

• provide additional credit, property, or service
to the bank, other than those related to and
usually provided in connection with a loan,
discount, deposit, or trust service;

• provide additional credit, property, or service
to the bank’s parent holding company or any
of the parent’s other subsidiaries; or

• not obtain other credit, property, or service
from the competitors of the bank, the bank’s
parent holding company, or the parent’s other
subsidiaries, except that the lending bank may
impose conditions and requirements in a credit
transaction to ensure the soundness of the
credit.

See the statutory exceptions in section 106(b)
of the Bank Holding Company Act Amend-
ments and the exceptions in the Federal Reserve’s
Regulation Y (12 CFR 225.7).

Insider lending activities. Loans to insiders
should not contain more-favorable terms than
those afforded to other borrowers nor should
these loans pose a more-than-normal risk of
repayment. The bank is expected to maintain
adequate loan documentation of insider loans
showing that proper approval for the loan was
obtained. Such loans should comply with the
Federal Reserve’s Regulation O, Loans to
Executive Officers, Directors, and Principal
Shareholders of Member Banks (12 CFR 215,
subpart A).

Loans to executives, officers, directors, and
principal shareholders of correspondent banks.
There should be no preferential treatment on
loans to insiders of correspondent banks nor
should there be the appearance of a conflict of
interest. The bank should comply with title VIII
of the Financial Institutions Regulatory and
Interest Rate Control Act of 1978 (FIRA)
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(12 USC 1972(2)). (See also 12 CFR 215,
subpart B.)

Appraisals and evaluations. Banks should
obtain an appraisal or evaluation for all real
estate–related financial transactions before mak-
ing the final credit decision in conformance with
title XI of the Financial Institutions
Reform, Recovery, and Enforcement Act of
1989 (FIRREA) (12 USC 3310, 3331–3351)
and the Federal Reserve’s Regulation H, Mem-
bership of State Banking Institutions in the
Federal Reserve System (12 CFR 208), as set
forth in subpart G of Regulation Y (12 CFR
225). The Federal Reserve’s appraisal and evalu-

ation requirements are separately discussed in
section 4140.1, ‘‘Real Estate Appraisals and
Evaluations.’’

Consumer compliance. The bank’s residential
lending program should ensure that the loan
applicant is adequately informed of the annual
interest rate, finance charges, amount financed,
total payments, and repayment schedule as man-
dated in the Federal Reserve’s Regulation Z,
Truth in Lending (12 CFR 226). The bank’s
process for taking, evaluating, and accepting or
rejecting a credit application is subject to the
Federal Reserve’s Regulation B, Equal Credit
Opportunity (12 CFR 202).

Real Estate Loans 2090.1

Commercial Bank Examination Manual November 2005
Page 25



Real Estate Loans
Examination Objectives
Effective date October 2012 Section 2090.2

1. To determine if policies, practices, proce-
dures, and internal controls for real estate
loans are adequate to identify and manage the
risks the bank is exposed to.

2. To ascertain if the institution has imple-
mented risk-management programs that iden-
tify, measure, monitor, and control the inher-
ent risks involved in real estate lending.

3. To determine if bank officers and staff are
operating in conformance with the bank’s
established guidelines.

4. To evaluate the portfolio for collateral suffi-
ciency, performance, credit quality, and
collectibility.

5. With respect to residential mortgage servic-
ing, to review risk-management practices and
controls in connection with a decision not to
complete foreclosure proceedings after they
have been initiated.

6. To determine compliance with applicable
laws and regulations.

7. To initiate corrective action when policies,
practices, procedures, objectives, or internal
controls are deficient or when violations of
laws or regulations have been noted.

Home Equity Lending

1. To determine if the financial institution has
an appropriate review and approval process
for new product offerings, product changes,
and marketing initiatives.

2. To ascertain whether the financial institution
has appropriate control procedures for third

parties that generate loans on its behalf and if
the control procedures comply with the laws
and regulations that are applicable to the
organization.

3. To determine if the financial institution has
given full recognition to the risks embedded
in its home equity lending.

4. To determine whether the financial institu-
tion’s risk-management practices have kept
pace with the growth and changing risk
profile of its home equity portfolios and
whether underwriting standards have eased.

5. To determine whether the financial institu-
tion’s loan policy—
a. ensures prudent underwriting standards

for home equity lending, including stan-
dards to ensure that a thorough evaluation
of a borrower’s capacity to service the
debt is conducted (that is, the institution is
not relying solely on the borrower’s credit
score);

b. provides risk-management safeguards for
potential declines in home values;

c. ensures that the standards for interest-only
and variable-rate home equity lines of
credit (HELOCs) include an assessment
of a borrower’s ability to (1) amortize the
fully drawn line of credit over the loan
term and (2) absorb potential increases in
interest rates; and

d. provides appropriate collateral-valuation
policies and procedures and provides for
the use and validation of automated valu-
ation models.
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Real Estate Loans
Examination Procedures
Effective date October 2012 Section 2090.3

1. Determine the scope of the examination,
based on the evaluation of internal controls
and the work performed by internal or
external auditors.

2. Review the board of directors minutes to
ensure that real estate loan policies are
reviewed and approved at least annually.

3. Test real estate loans for compliance with
policies, practices, and procedures by per-
forming the remaining examination proce-
dures in this section. Obtain a listing of any
deficiencies noted in the latest internal or
external audit report, and determine if
appropriate corrections have been made.
Additionally, obtain a list of personnel
changes. Determine if these changes are
significant enough to influence the scope of
the examination.

4. Obtain a trial balance and delinquency list-
ing for all real estate loans.
a. Reconcile the real estate department’s

trial balance totals to the bank’s general
ledger accounts.

b. Review reconciling items for reason-
ableness.

c. Obtain information (for example, paid-to
dates, last date paid, and date of nonac-
crual status) on past-due loans and loans
on nonaccrual status.

5. Evaluate the bank with respect to—
a. the adequacy of written policies and

procedures relating to real estate loans;
b. the operating compliance with estab-

lished bank policy;
c. favorable or adverse trends in the overall

real estate lending activity;
d. the accuracy and completeness of the

bank’s records;
e. the adequacy of internal controls;
f. adherence to lending policies, proce-

dures, and authority by all appropriate
personnel;

g. compliance with laws, regulations, and
Federal Reserve policy on real estate
lending activity, including lending limits
and restrictions; loans to officers, direc-
tors, and shareholders; appraisal and
evaluation of real estate collateral; and
lending practices;

h. compliance with the Interagency Guide-
lines for Real Estate Lending Policies,

including whether the bank is adequately
documenting exceptions to supervisory
loan-to-value (LTV) limits, whether the
volume of nonconforming loans
exceeds the capital limitations, and
whether risk-management programs have
been established and maintained to iden-
tify, measure, monitor, and control the
inherent risks associated with high-LTV
lending;

i. compliance with the Interagency Credit-
Risk Management Guidance for Home
Equity Lending; and

j. other matters of significance, including
mortgage servicing, warehousing
operations, and the loan-origination/
resale process.

6. Select loans for examination, using an
appropriate sampling technique drawn from
judgmental (cutoff-amount approach) or sta-
tistical sampling. Analyze the performance
of the loans selected for review by transcrib-
ing the appropriate information from the
following list onto the real estate loan line
cards, when applicable:
a. collateral records and credit files
b. loan agreements relative to any pur-

chases, transfers, participations, or sales
that have been entered into since the last
examination

c. loan commitments and other contingent
liabilities

d. loan-modification agreements or restruc-
turing terms to identify a reduction in
interest rate or principal payments,
deferral of interest or principal pay-
ments, or other restructurings of terms

e. past-due/nonaccrual-related information
f. loan-specific internal information from

problem credit analyses
g. escrow-analysis reports, including the

status of property tax payments and
escrow advances by the bank to cover
delinquent property taxes

h. the status of mortgage insurance claims
either for government insurance or guar-
antee programs or for private mortgage
insurance, including procedures for
ensuring coverage and reporting proce-
dures for filing claims and contested
claims, if any
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i. loans to insiders and their interests
7. In analyzing the selected real estate loans,

consider the following procedures, taking
appropriate action if necessary:
a. Determine the primary source of repay-

ment and evaluate its adequacy.
b. Assess the quality of any secondary col-

lateral afforded by the loan guarantors or
partners.

c. Compare collateral values with outstand-
ing debt. Determine whether the loan’s
LTV ratio is in excess of the supervisory
LTV limits. If so, ascertain whether the
loan has been properly reported as a
nonconforming loan.

d. Assess the adequacy of the appraisal or
evaluation.

e. Ascertain whether the loan complies with
established bank policy.

f. Identify any deficiencies in the loan’s
documentation in the credit files, the
collateral records, or both.

g. Has the bank decided not to complete
any foreclosures after the foreclosure
process was initiated? If yes, continue
with these examination procedures.
1) Review the bank’s policies and pro-

cedures for regular monitoring of
property values to support the analy-
sis to continue or abandon the fore-
closure. Collateral valuation informa-
tion should be sufficient to support a
decision to initiate, continue, or aban-
don a foreclosure proceeding. Refer
to the Interagency Appraisal and
Evaluation Guidelines in section
4140.1 or see SR-10-16.

2) Discuss findings with the organiza-
tion’s management and obtain any
necessary commitment for corrective
action. Assess whether these actions
will address the noted deficiencies
and weaknesses and, if not, deter-
mine whether supervisory action is
necessary.

h. Identify whether the loan is to an officer,
a director, or a shareholder of the bank or
to a correspondent bank. Determine
whether an officer, a director, or a share-
holder of the bank is a guarantor on the
loan.

i. Review the borrower’s compliance with
provisions of the loan agreement. Review
the borrower’s payment performance,
indicating whether the loan is past due.

j. Determine if there are any problems that
may jeopardize the repayment of the real
estate loan.

k. Determine whether the loan was classi-
fied during the preceding examination,
and, if the loan has been paid off, whether
all or part of the funds for repayment
came from another loan at the bank, from
a participation or sale with another insti-
tution, or from the repossession of the
property.

l. Identify whether the loan is to a firm or
to individuals who are principals of a
firm that provided professional services
to the bank, including attorneys, accoun-
tants, and appraisers. If so, determine
if the loan has received preferential
treatment.

8. For loan participations, either in whole or in
part, to or with another lending institution,
review, if applicable—
a. participation certificates and agreements,

on a test basis, to determine if the con-
tractual terms are being adhered to;

b. loan documentation to see if it meets the
bank’s underwriting procedures (that is,
the documentation for loan participations
should meet the same standards as the
documentation for loans the bank
originates);

c. the transfer of loans immediately before
the date of the examination to determine
if the loan was either nonperforming or
classified and if the transfer was made to
avoid possible criticism during the cur-
rent examination; and

d. losses to determine if such losses are
shared on a pro rata basis.

9. For participations between an institution
that has a different primary regulator and
loans in the Shared National Credit
program—
a. identify loans to be included in the Shared

National Credit review;
b. inform the Reserve Bank of any classi-

fied participation loans that were not
covered by the Shared National Credit
program and in which the participant(s)
had a different primary regulator; and

c. inform the Reserve Bank of those loans
eligible for the Shared National Credit
program that were not previously
reviewed.

10. In connection with the examination of other
lending activity in the bank—
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a. check the central liability file on the
borrower(s) and determine whether the
total indebtedness of the borrower
exceeds the lending limit to a single
borrower; and

b. obtain information and related perfor-
mance status on common borrowers and
their interests from examiners assigned to
other examination areas (such as non–real
estate loans, leasing, overdrafts, and cash
items). Determine the total indebtedness
of these borrowers to the bank. Addition-
ally, one examiner should be assigned to
review the borrower’s overall borrowing
relationship with the bank.

11. Consult with the examiner responsible for
the asset-liability management analysis por-
tion of the examination to determine the
appropriate maturity breakdown of real
estate loans needed for the analysis. Prepare
the necessary schedules.

12. Summarize the findings of the real estate
loan portfolio review and address the
following:
a. the scope of the examination
b. the quality of the policies, procedures,

and controls
c. the general level of adherence to policies

and procedures
d. the competency of management and loan

officers, including the identification of
individuals with an excessively high level
of problem loans or documentation
exceptions

e. the quality of the loan portfolio
f. loans not supported by current and com-

plete financial information
g. loans with incomplete documentation,

addressing deficiencies related to items
such as appraisals or evaluations, title
policy, proof of insurance, deeds of trust,
and mortgage notes

h. loans to officers, directors, shareholders,
or their interests

i. causes of existing problems
j. delinquent loans
k. concentrations of credits
l. classified loans
m. violations of laws, regulations, and Fed-

eral Reserve policy
n. action taken by management to correct

previously noted deficiencies, and cor-
rective actions recommended to manage-
ment at this examination, with the bank’s
response to them

Home Equity Lending

1. Review the credit policies for home equity
lending to determine if the underwriting
standards address all relevant risk factors
(that is, an analysis of a borrower’s income
and debt levels, credit score, and credit
history versus the loan’s size, the collateral
value (including valuation methodology),
the lien position, and the property type and
location).

2. Determine whether the financial institu-
tion’s underwriting standards include—
a. a properly documented evaluation of the

borrower’s financial capacity to
adequately service the debt;

b. an adequately documented evaluation of
the borrower’s ability to (1) amortize the
fully drawn line of credit over the loan
term and (2) absorb potential increases in
interest rates for interest-only and
variable-rate home equity lines of credit
(HELOCs).

3. Assess the reasonableness and adequacy of
the analyses and methodologies underlying
the financial institution’s evaluation of
borrowers.

4. If the financial institution uses third parties
to originate home equity loans, find out—
a. if the institution delegates the underwrit-

ing function to a broker or correspondent;
b. if the institution’s internal controls for

delegated underwriting are adequate;
c. whether the institution retains appropri-

ate oversight of all critical loan-
processing activities, such as verification
of income and employment and the inde-
pendence of the appraisal and evaluation
function;

d. if there are adequate systems and con-
trols to ensure that a third-party origina-
tor is appropriately managed, is finan-
cially sound, provides mortgages that
meet the institution’s prescribed under-
writing guidelines, and adheres to appli-
cable consumer protection laws and
regulations;

e. if the institution has a quality-control
unit or function that closely monitors
(monitoring activities should include
post-purchase underwriting reviews
and ongoing portfolio-performance-
management activities) the quality of
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loans that the third party underwrites;
and

f. whether the institution has adequate audit
procedures and controls to verify that
third parties are not being paid to gener-
ate incomplete or fraudulent mortgage
applications or are not otherwise receiv-
ing referral or unearned income or fees
contrary to Real Estate Settlement Pro-
cedures Act (RESPA) prohibitions.

5. Evaluate the adequacy of the financial insti-
tution’s collateral-valuation policies and pro-
cedures. Ascertain whether the institution—
a. establishes criteria for determining the

appropriate valuation methodology for a
particular transaction (based on the risk
in the transaction and loan portfolio);

b. sets criteria for determining when a physi-
cal inspection of the collateral is
necessary;

c. ensures that an expected or estimated
value of the property is not communi-
cated to an appraiser or individual per-
forming an evaluation;

d. implements policies and controls to pre-
clude ‘‘value shopping’’; and

e. requires sufficient documentation to sup-
port the collateral valuation in the
appraisal or evaluation.

6. If the financial institution uses automated
valuation models (AVMs) to support evalu-
ations or appraisals, find out if the
institution—
a. implements policies and controls to pre-

clude ‘‘value shopping’’ in its use of
AVMs;

b. periodically validates the models, to miti-
gate the potential valuation uncertainty
in the model;

c. adequately documents the validation’s
analysis, assumptions, and conclusions;

d. back-tests a representative sample of
evaluations and appraisals supporting
loans outstanding; and

e. evaluates the reasonableness and
adequacy of its procedures for validating
AVMs.

7. If tax-assessment valuations are used as a
basis for collateral valuation, ascertain
whether the financial institution is able to
demonstrate and document the correlation
between the assessment value of the taxing
authority and the property’s market value,
as part of the validation process.

8. Review the risk- and account-management

procedures. Verify that the procedures are
appropriate for the size of the financial
institution’s loan portfolio, as well as for the
risks associated with the types of home
equity lending conducted by the institution.

9. If the financial institution has large home
equity loan portfolios or portfolios with
high-risk characteristics, determine if the
institution—
a. periodically refreshes credit-risk scores

on all customers;
b. uses behavioral scoring and analysis of

individual borrower characteristics to
identify potential problem accounts;

c. periodically assesses utilization rates;
d. periodically assesses payment patterns,

including borrowers who make only
minimum payments over a period of
time or those who rely on the credit line
to keep payments current;

e. monitors home values by geographic
area; and

f. obtains updated information on the colla-
teral’s value when significant market
factors indicate a potential decline in
home values, or when the borrower’s
payment performance deteriorates and
greater reliance is placed on the collateral.

Determine if the frequency of the above
actions is commensurate with the risk in the
portfolio.

10. Verify that annual credit reviews of HELOC
accounts are conducted. Verify if the reviews
of HELOC accounts determine whether the
line of credit should be continued, based on
the borrower’s current financial condition.

11. Determine that authorizations of over-limit
home equity lines of credit are restricted
and subject to appropriate policies and
controls.
a. Verify that the financial institution requires

over-limit borrowers to repay, in a timely
manner, the amount that exceeds estab-
lished credit limits.

b. Evaluate the sufficiency of management
information systems (MIS) that enable
management to identify, measure, moni-
tor, and control the risks associated with
over-limit accounts.

12. Verify that the financial institution’s real
estate lending policies are consistent with
safe and sound banking practices and that
its board of directors reviews and approves
the policies at least annually.

13. Determine whether the MIS—
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a. allows for the segmentation of the loan
portfolios;

b. accurately assesses key risk characteris-
tics; and

c. provides management with sufficient
information to identify, monitor, measure,
and control home equity concentrations.

14. Determine whether management periodi-
cally assesses the adequacy of its MIS, in
light of growth and changes in the financial
institution’s risk appetite.

15. If the financial institution has significant
concentrations of HELs or HELOCs, deter-
mine if the MIS includes, at a minimum,
reports and analysis of the following:
a. production and portfolio trends by prod-

uct, loan structure, originator channel,
credit score, loan to value (LTV), debt to
income (DTI), lien position, documenta-
tion type, market, and property type

b. the delinquency and loss-distribution
trends by product and originator channel,
with some accompanying analysis of
significant underwriting characteristics
(such as credit score, LTV, DTI)

c. vintage tracking
d. the performance of third-party origina-

tors (brokers and correspondents)
e. market trends by geographic area and

property type, to identify areas of rapidly
appreciating or depreciating housing
values.

16. Determine whether the financial institution

accurately tracks the volume of high-LTV
(HLTV) loans, including HLTV home equity
and residential mortgages, and if the finan-
cial institution reports the aggregate of these
loans to its board of directors.

17. Determine whether loans in excess of the
supervisory LTV limits are identified as
high-LTV loans in the financial institution’s
records. Determine whether the institution
reports, on a quarterly basis, the dollar value
of such loans to its board of directors.

18. Find out whether the financial institution
has purchased insurance products to help
mitigate the credit risks of its HLTV resi-
dential loans. If a policy has a coverage
limit, determine whether the coverage may
be exhausted before all loans in the pool
mature or pay off.

19. Determine whether the financial institu-
tion’s credit risk-management function over-
sees the support function(s). Evaluate the
effectiveness of controls and procedures
over staff who are responsible for perfecting
liens, collecting outstanding loan docu-
ments, obtaining insurance coverage (includ-
ing flood insurance), and paying property
taxes.

20. Determine whether policies and procedures
have been established for home equity
problem-loan workouts and loss-mitigation
strategies.

21. Summarize the findings of the home equity
loan portfolio review.
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Real Estate Loans
Internal Control Questionnaire
Effective date October 2012 Section 2090.4

Review the bank’s internal controls, policies,
practices, and procedures for making and ser-
vicing real estate loans. The bank’s system
should be documented completely and concisely
and should include, where appropriate, narrative
descriptions, flow charts, copies of forms used,
and other pertinent information. Negative
responses to the questions in this section should
be explained, and additional procedures deemed
necessary should be discussed with the examiner-
in-charge. Items marked with an asterisk require
substantiation by observation or testing.

LOAN POLICIES

1. Has the board of directors and manage-
ment, consistent with their duties and
responsibilities, adopted and, at least annu-
ally, reviewed and approved written real
estate loan policies that define—
a. the institution’s target market?
b. loan portfolio diversification standards?
c. acceptable collateral types?
d. prudent, clear, and measurable under-

writing standards, including relevant
credit factors such as—
• maximum loan amount by type of

property?
• maximum loan maturity by type of

property?
• repayment terms?
• pricing structure for each type of real

estate loan?
• loan-to-value (LTV) limits by type of

property?
e. procedures for reviewing real estate

loan applications?
f. loan-origination and -approval proce-

dures (including loan-authority limits)
by size and type of loan?

g. review and approval procedures for
exception loans?

h. loan-administration procedures that
include documentation, disbursement,
collateral inspection, collection, and
loan review?

i. minimum loan-documentation stan-
dards, such as minimum frequency and

type of financial information required
for each category of real estate loan?

j. LTV limits that are consistent with
regulatory supervisory limits?

k. real estate appraisal and evaluation pro-
grams consistent with the Federal
Reserve’s appraisal regulation (12 CFR
208.50–51), the Interagency Appraisal
and Evaluation Guidelines (see section
4140.1), and the October 27, 2003,
interagency statement on Independent
Appraisal and Evaluation Functions (see
SR-03-18)?

l. reporting requirements to the board of
directors relative to loan portfolio moni-
toring, including items such as compli-
ance with lending policies and proce-
dures, delinquency trends, and problem
loans?

2. Are real estate policies and objectives
appropriate to the size and sophistication
of the bank, and are they compatible with
changing market conditions?

LOAN RECORDS

*1. Are the preparation and posting of subsid-
iary real estate loan records performed or
adequately reviewed by persons who do
not also—
a. issue official checks and drafts?
b. handle cash receipts?
c. reconcile subsidiary records to general

ledger controls?
*2. Are the subsidiary real estate loan records

reconciled at least monthly to the appro-
priate general ledger accounts? Are recon-
ciling items adequately investigated by
persons who do not also handle cash or
prepare/post subsidiary controls?

3. Are loans in excess of supervisory LTV
limits identified in the bank’s records, and
are the aggregate amounts of such loans
reported at least quarterly to the board of
directors, along with the experience of the
high-LTV loan portfolio?

4. Are loan statements, delinquent-account-
collection requests, and past-due notices
reconciled to the real estate loan subsidi-
ary records? Are the notices and reconcili-
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ations handled by persons who do not also
handle cash?

5. Are inquiries about loan balances received
and investigated by persons who do not
also handle cash?

*6. Are documents supporting recorded credit
adjustments subsequently checked or tested
by persons who do not also handle cash?

7. Does the bank maintain a daily record
summarizing note-transaction details (loans
made, payments received, and interest
collected) to support applicable general
ledger account entries?

8. Are note and liability trial balances fre-
quently reconciled to the general ledger by
employees who do not process or record
loan transactions?

9. Are subsidiary payment records and files
pertaining to serviced loans segregated
and identifiable?

10. Are past-due-loan reports generated daily?

LOAN INTEREST AND
COMMITMENT FEES

*1. Are the preparation and posting of loan
interest and fee records performed or ade-
quately reviewed by persons who do not
also—
a. issue official checks or drafts?
b. handle cash?

2. Are any independent interest and fee com-
putations made and compared with or
adequately tested to loan interest records
by persons who do not also—
a. issue official checks or drafts?
b. handle cash?

PROCESSING AND DOCUMENT
CONTROL

*1. Are all real estate loan commitments issued
in written form?

2. Are loan officers prohibited from process-
ing loan payments?

*3. Are loan payments received by mail
recorded upon receipt independently before
being sent to and processed by a note
teller?

*4. Regarding mortgage documents—

a. Has the responsibility for the document
files been established?

b. Does the bank use a check sheet to
ensure that required documents are
received and on file?

c. Are safeguards in effect to protect notes
and other documents?

d. Does the bank obtain a signed applica-
tion form for all real estate mortgage
loan requests?

e. Are separate credit files maintained?
f. Is there a program of systematic follow-

up to determine that all required docu-
ments are received after the loan clos-
ing and from public recording
offices?

g. Does a designated employee conduct a
review after loan closing to determine if
all documents are properly drawn, exe-
cuted, recorded, and filed within the
loan files?

h. Are all notes and other instruments
pertaining to paid-off loans returned
promptly to the borrower, canceled, and
marked paid, where appropriate?

i. Are charged-off notes and related files
segregated and adequately controlled?

LOAN ORIGINATION

1. Does the bank have a written schedule of
fees, rates, terms, and types of collateral
for all new loans?

2. Does the bank have a mortgage errors and
omission policy?

3. Are procedures in effect to ensure compli-
ance with the requirements of governmen-
tal agencies that insure or guarantee loans
or with the requirements of private mort-
gage insurance companies?

ESCROW PROCESSING

1. Regarding insurance and property taxes
coverage—
a. Is there a procedure for determining

that private mortgage insurance premi-
ums are current on insured loans?

b. Is there a procedure for determining
that property and hazard insurance pre-
miums are current on properties secur-
ing loans?
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c. Does the bank require that the hazard
insurance policies include a loss-payable
clause to the bank?

d. Are escrow accounts reviewed at
least annually to determine if monthly
deposits will cover anticipated
disbursements?

e. Are disbursements for taxes and
insurance supported by records show-
ing the nature and purpose of the
disbursement?

f. If advance deposits for taxes and insur-
ance are not required, does the bank
have a system to determine that taxes
and insurance are being paid?

LOAN ADMINISTRATION

*1. Are approvals of real estate advances
reviewed, before disbursement, to deter-
mine that such advances do not increase
the borrower’s total liability to an amount
in excess of the bank’s legal lending limit?

2. Are detailed statements of account bal-
ances and activity mailed to mortgagors at
least annually?

COLLECTIONS AND FORECLOSURES

1. Does the bank have adequate collection
procedures to monitor delinquencies and,
as necessary, have procedures to pursue
foreclosure?

2. Are properties under foreclosure proceed-
ings segregated?
a. Has the bank decided not to complete

any foreclosures after the foreclosure
process was initiated? If yes,
1) Are there policies and procedures

for regularly monitoring the prop-
erty values to support the analysis—
to continue or abandon the foreclo-
sure? Is the collateral valuation
information sufficient to support a
decision to initiate, continue, or
abandon a foreclosure proceeding?

2) After discussing the examination
findings with the organization’s man-
agement, were the necessary com-
mitments obtained for corrective
action? Will these actions address
the noted deficiencies and weak-

nesses? If not, is supervisory action
is necessary?

3. Are properties to which the bank has
obtained title appropriately transferred to
other real estate owned (OREO)? See
‘‘Other Real Estate Owned,’’ section 2200.1,
for requirements.

4. Does the bank have an adequate manage-
ment and sales disposition program for
timely liquidation of OREO? Does the
program take into account the maximum
retention period for OREO allowed under
state law?

5. Does the bank have adequate procedures
for filing and monitoring its mortgage
insurance claims for government-insured
or -secured programs and for private mort-
gage insurance?

HOME EQUITY LENDING

Policies

1. Do the credit policies for home equity
lending address the underwriting standards
for all relevant risk factors, such as—

a. an analysis of a borrower’s income and
debt levels?

b. an analysis of a borrower’s credit score
and credit history versus the loan’s
size?

c, the collateral value (including valuation
methodology)?

d. the lien position?
e. the property type and location?

2. Are the financial institution’s risk-and
account-management procedures appropri-
ate for the size of the institution’s loan
portfolio, as well as for the risks associated
with the types of home equity lending
conducted by the institution?

3. Does the financial institution have reason-
able and adequate policies and procedures
for home equity problem-loan workouts
and loss-mitigation strategies?

Underwriting

4. Has the financial institution purchased
insurance products to mitigate the credit
risks of its high-LTV (HLTV) residential
loans?
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a. If so, do any of those insurance policies
have a coverage limit?

b. Has the institution conducted reason-
able and adequate analyses to deter-
mine whether the coverage may be
exhausted before all loans in the pool
covered by the insurance product mature
or pay off?

5. Does the financial institution’s credit-risk
management function oversee the support
function(s) for its real estate lending? Does
the institution have effective controls and
procedures over staff who are responsible
for perfecting liens, collecting outstanding
loan documents, obtaining insurance cov-
erage (including flood insurance), and pay-
ing property taxes?

6. Do the financial institution’s underwriting
standards include—
a. a properly documented evaluation of

the borrower’s financial capacity to
adequately service the debt?

b. an adequately documented evaluation
of the borrower’s ability to—
• amortize the fully drawn line of credit

over the loan term?
• absorb potential increases in interest

rates for interest-only and variable-
rate home equity lines of credit
(HELOCs)?

7. Are the analyses and methodologies under-
lying the institution’s evaluation of bor-
rowers reasonable and adequate?

8. Does the financial institution use third
parties to originate home equity loans? If
so, does the institution—
a. delegate the underwriting function to a

broker or correspondent?
b. have adequate internal controls for its

delegated underwriting?
c. retain appropriate oversight of all criti-

cal loan-processing activities, such as
verification of income and employment
and the independence of the appraisal
and evaluation function?

d. have adequate systems and controls to
ensure that a third-party originator is
appropriately managed, is financially
sound, provides mortgages that meet
the institution’s prescribed underwrit-
ing guidelines, and adheres to applica-
ble consumer protection laws and
regulations?

e. have a quality-control unit or function
that closely monitors (monitoring

activities should include post-purchase
underwriting reviews and ongo-
ing portfolio-performance-management
activities) the quality of loans that the
third party underwrites?

f. have adequate audit procedures and
controls to verify that third parties are
not being paid to generate incomplete
or fraudulent mortgage applications and
are not otherwise receiving referral or
unearned income or fees contrary to
Real Estate Settlement Procedures Act
(RESPA) prohibitions?

Collateral Valuation

9. Does the financial institution have adequate
collateral-valuation policies and proce-
dures that—
a. establish criteria for determining the

appropriate valuation methodology for
a particular transaction (based on the
risk in the transaction and loan
portfolio)?

b. set criteria for determining when a
physical inspection of the collateral is
necessary?

c. ensure that an expected or estimated
value of the property is not communi-
cated to an appraiser or individual per-
forming an evaluation?

d implement controls to preclude ‘‘value
shopping?’’

e. require sufficient documentation to sup-
port the collateral valuation in the
appraisal or evaluation?

10. Does the financial institution use auto-
mated valuation models (AVMs) to sup-
port evaluations or appraisals? If so, does
the institution—
a. periodically validate the models, to miti-

gate the potential valuation uncertainty
in the model?

b. adequately document the validation’s
analysis, assumptions, and conclusions?

c. implement controls to preclude ‘‘value
shopping’’ in its use of AVMs?

d. back-test a representative sample of
evaluations and appraisals supporting
loans outstanding?

e. evaluate the reasonableness and
adequacy of its procedures for validat-
ing AVMs?
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11. Are tax-assessment valuations used as a
basis for collateral valuation? If so, is the
financial institution able to demonstrate
and document the correlation between the
assessment value of the taxing authority
and the property’s market value, as part of
the validation process?

Risk Concentrations

12. Does the financial institution have large
home equity loan portfolios or portfolios
with high-risk characteristics? If so, does
the institution—
a. periodically refresh credit-risk scores

on all customers?
b. use behavioral scoring and analysis of

individual borrower characteristics to
identify potential problem accounts?

c. periodically assess utilization rates?
d. periodically assess payment patterns,

including borrowers who make only
minimum payments over a period of
time or those who rely on the credit line
to keep payments current?

e. monitor home values by geographic
area?

f. obtain updated information on the colla-
teral’s value when significant market
factors indicate a potential decline in
home values, or when the borrower’s
payment performance deteriorates and
greater reliance is placed on the
collateral?

Are the frequency of these actions com-
mensurate with the risk in the portfolio?

Management Information Systems

13. Are the financial institution’s real estate
lending policies consistent with safe and
sound banking practices, and does its board
of directors review and approve the poli-
cies at least annually?

14. Do the financial institution’s management
information systems (MIS) for real estate
lending—
a. allow for the segmentation of the loan

portfolios?
b. accurately assess key risk characteris-

tics?
c. provide management with sufficient

information to identify, monitor, mea-

sure, and control home equity
concentrations?

15. Does the financial institution’s manage-
ment periodically assess the adequacy of
its MIS, in light of growth and changes in
the institution’s risk appetite?

16. Does the financial institution have signifi-
cant concentrations of HELs or HELOCs?
If so, does the MIS include, at a minimum,
reports and analysis of—
a. production and portfolio trends by prod-

uct, loan structure, originator channel,
credit score, loan to value (LTV), debt
to income (DTI), lien position, docu-
mentation type, market, and property
type?

b. the delinquency and loss-distribution
trends, by product and originator chan-
nel, with some accompanying analysis
of significant underwriting characteris-
tics (such as credit score, LTV, or DTI)?

c. vintage tracking?
d. the performance of third-party origina-

tors (brokers and correspondents)?
e. market trends by geographic area and

property type, to identify areas of rap-
idly appreciating or depreciating hous-
ing values?

17. Do the financial institution’s records iden-
tify loans in excess of the supervisory LTV
limits as high-LTV (HLTV) loans? Is the
aggregate dollar value of such loans
reported quarterly to the instution’s board
of directors? Does the volume of HLTV
loans exceed 100 percent of the institu-
tion’s capital?

Internal Loan Review

18. Does the financial institution conduct annual
credit reviews of HELOC accounts? Does
the review of HELOC accounts determine
whether the line of credit should be contin-
ued, based on the borrower’s current finan-
cial condition?

19. Are the financial institution’s authoriza-
tions of over-limit home equity lines of
credit restricted? Are they subject to
appropriate policies and controls?
a. Does the institution require over-limit

borrowers to repay, in a timely manner,
the amount that exceeds established
credit limits?
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b. Is MIS sufficient to enable management
to identify, measure, monitor, and con-
trol the risks associated with over-limit
accounts?

CONCLUSION

1. Does the foregoing information provide an
adequate basis for evaluating internal con-

trol in that deficiencies in areas not cov-
ered by this questionnaire do not signifi-
cantly impair any controls? Explain
negative answers briefly, and indicate any
additional examination procedures deemed
necessary.

2. On the basis of a composite evaluation, are
internal controls adequate, as evidenced by
answers to the foregoing questions?
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Real Estate Construction Loans
Effective date November 2005 Section 2100.1

A construction loan is used to finance the
construction of a particular project within a
specified period of time and is funded by super-
vised disbursements of a predetermined amount
over the construction period. When properly
controlled, a bank can promote commercial or
residential development through its construction
lending as well as receive significant profits over
a relatively short time frame. However, the
higher rate of return demanded by construc-
tion lenders is indicative of the higher risks
assumed.

Inasmuch as construction lending is a form of
interim financing, loan repayment is contingent
on whether the borrower either obtains perma-
nent financing or finds a buyer with sufficient
funds to purchase the completed project. Because
many borrowers anticipate retaining ownership
after construction, the cost and availability of
funds from permanent financing is a primary
factor to be considered by the bank in assessing
the risk of a construction loan.

A construction loan is generally secured by a
first mortgage or deed of trust on the land and
improvements, which is often backed by a
purchase agreement from a financially sound
investor or by a takeout financing agreement
from a responsible permanent lender. A long-
term mortgage loan (permanent financing) is
typically obtained before or simultaneously with
the construction loan and is made to refinance
the short-term construction loan. Additionally,
the bank may require a borrower to provide
secondary collateral in the form of a junior
interest in another real estate project or a per-
sonal guarantee.

BANK LENDING POLICY

Banks can limit the risk inherent in construction
lending by establishing policies that specify the
type and extent of bank involvement. The bank’s
lending policies should reflect prudent lending
standards and set forth pricing guidelines, limits
on loan-to-value ratios and debt-coverage ratios,
and yield requirements. Such policies should
also address procedures relative to controlling
disbursements in a manner that is commensurate
with the progress of construction.

Lending Limits

A bank should have established and well-
controlled construction lending limits that are
within the acceptable standards of state banking
regulations. State banking statutes governing
construction lending may contain minimum stan-
dards of prudence without specifying actual loan
terms.

The bank’s internal limits should not exceed
the supervisory loan-to-value (LTV) limits set
forth in the Interagency Guidelines for Real
Estate Lending Policies, as required by the
Federal Deposit Insurance Corporation Improve-
ment Act of 1991 (12 USC 1828(c)) and included
as appendix C of the Federal Reserve’s Regula-
tion H. These guidelines and the accompanying
LTV limits are discussed in ‘‘Real Estate Loans,’’
section 2090.1. Generally, the LTV ratio should
not exceed the following supervisory limits:

• 65 percent for raw-land loans
• 75 percent for land-development and

improved-land loans
• 80 percent for commercial, multifamily, and

other nonresidential construction loans
• 85 percent for one- to four-family residential

construction loans

For loans that fund multiple phases of the same
real estate project, the appropriate LTV limit is
the supervisory LTV limit applicable to the final
phase of the project.

Lending Risks

Construction loans are vulnerable to a wide
variety of risks. Critical to the evaluation of any
construction loan is the analysis of the project’s
feasibility study to ascertain the developer’s
risk, which affects the lender’s risk. The major
portion of the risk is attributable to the need to
complete a project within specified cost and
time limits. Examples of difficulties that may
arise include—

• completion of a project after takeout
dates, which voids permanent funding
commitments;
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• cost overruns, which may exceed takeout
commitments or sale prices;

• the possibility that the completed project will
be an economic failure;

• the diversion of progress payments, result-
ing in nonpayment of material bills or
subcontractors;

• a financial collapse or the failure of the
contractors, subcontractors, or suppliers to
perform before the completion date;

• increased material or labor costs;
• the destruction of improvements from unex-

pected natural causes; and
• an improper or lax monitoring of funds

advanced by the bank.

TYPES OF CONSTRUCTION
LOANS

The basic types of construction lending are
unsecured front-money, land-development, resi-
dential construction, and commercial construc-
tion loans. It is not uncommon for a bank to
provide the acquisition, development, and con-
struction loans for a particular project.

Unsecured Front-Money Loans

Front-money loans are considered very risky
and should not be undertaken unless the bank
has the expertise to evaluate the credit risk.
These loans may represent working-capital
advances to a borrower who may be engaged in
a new and unproven venture. The funds may be
used to acquire or develop a building site,
eliminate title impediments, pay architect or
standby fees, and meet minimum working-
capital requirements established by construction
lenders. Because repayment often comes from
the first draw against construction financing,
many construction loan agreements prohibit the
use of the first advance to repay nonconstruction
costs. Unsecured front-money loans used as a
developer’s equity investment in a project or to
cover initial cost overruns are symptomatic of
an undercapitalized or possibly an inexperi-
enced or inept builder.

Land-Development Loans

Land-development or off-site-improvement loans
are intended to be secured-purchase loans or

unsecured advances to creditworthy borrowers.
A development loan involves the purchase of
land and lot development in anticipation of
further construction or sale of the property. In
addition to funding the acquisition of the land, a
development loan may be used to fund the
preparation of the land for future construction,
including the grading of land, installation of
utilities, and construction of streets.

Effective administration of a land-development
loan begins with a plan defining each step of the
development. The development plan should
incorporate cost budgets, including legal expenses
for building and zoning permits, environmental
impact statements, costs of installing utilities,
and all other projected costs of the development.
Bank management’s review of the plan and
related cost breakdowns should provide the
basis for determining the size, terms, and restric-
tions for the development loan. Refer to the
subsection below on the assessment of real
estate collateral for further discussion.

The LTV ratio should provide for sufficient
margin to protect the bank from unforeseen
events (such as unplanned expenses) that would
otherwise jeopardize the bank’s collateral posi-
tion or repayment prospects. If the loan involves
the periodic development and sale of portions of
the property under lien, each separately identi-
fiable section of the project should be inde-
pendently appraised, and any collateral should
be released in a manner that maintains a reason-
able margin. The repayment program should be
structured to follow the sales or development
program. Control over development loans can
be best established when the bank finances both
the development and the construction or sale
phases of the project.

In the case of an unsecured land-development
loan, it is essential to analyze the borrower’s
financial statements to determine the source of
loan repayment. In establishing the repayment
program, the bank should review sales projec-
tions to ensure that they are not overly optimis-
tic. Additionally, banks should avoid granting
loans to illiquid borrowers or guarantors who
provide the primary support for a borrower
(project).

Residential Construction Loans

Residential construction loans are made either
on a speculative basis, where homes are built to
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be sold later in the general market, or for a
specific buyer with prearranged permanent
financing. Loans financing residential projects
that do not have prearranged homebuyer financ-
ing are usually limited to a predetermined num-
ber of speculative homes, which are permitted to
get the project started. However, smaller banks
are often engaged in this type of financing, and
the aggregate total of individual speculative
construction loans may equal a significant por-
tion of their capital funds. It is important to
ensure that the homebuyer has arranged perma-
nent financing before the bank finances the
construction; otherwise, the bank may find itself
without a source of repayment. Construction
loans without takeout commitments generally
should be aggregated to determine whether a
concentration of credit exists, that is, in those
situations when the amount exceeds 25 percent
of the bank’s capital structure (tier 1 capital plus
loan loss reserves).

Proposals to finance speculative construction
should be evaluated according to predetermined
policies that are compatible with the institu-
tion’s size, the technical competence of its
management, and the housing needs of its ser-
vice area. The prospective borrower’s reputa-
tion, experience, and financial condition should
also be reviewed to assess the likelihood of
completing the proposed project. Until the
project is completed, the actual value of the real
estate is questionable. Thus, the marketability of
the project should be substantiated in a feasibil-
ity study, reflecting a realistic assessment of
current favorable and unfavorable local housing
market conditions. As in any real estate loan, the
bank must also obtain an appraisal or evaluation
for the project. The appraisal or evaluation and
the feasibility study are important tools to be
used by lenders in evaluating project risks. For
projects located out of area, the lender may lack
market expertise, which makes evaluating the
reasonableness of the marketing plan and feasi-
bility study more difficult, and therefore makes
the loan inherently riskier.

A bank dealing with speculative builders
should have control procedures tailored to the
individual project. A predetermined limit on the
number of unsold units to be financed at any one
time should be included in the loan agreement to
avoid overextending the builder’s capacity. The
construction lender should receive current in-
spection reports indicating the project’s progress.
In some instances, the construction lender is also
the permanent mortgagor. Loans on larger resi-

dential construction projects are usually negoti-
ated with prearranged permanent financing as
part of the construction loan.

Commercial Construction Loans

A bank’s commercial construction lending
activity can encompass a wide range of projects—
apartments, condominiums, office buildings,
shopping centers, and hotels—with each requir-
ing a special set of skills and expertise to
successfully manage, construct, and market.

Commercial construction loan agreements
should normally require the borrower to have a
precommitted extended-term loan to ‘‘take out’’
the construction lender. Takeout-financing agree-
ments, however, are usually voidable if construc-
tion is not completed by the final funding date,
if the project does not receive occupancy per-
mits, or if the preleasing or occupancy rate does
not meet an agreed-upon level. A bank can also
enter into an open-end construction loan where
there is no precommitted source to repay the
construction loan. Such loans pose an added risk
because the bank may be forced into providing
permanent financing, oftentimes in distressed
situations. In evaluating this risk, the bank
should consider whether the completed project
will be able to attract extended-term financing,
supportable by the projected net operating
income.

The risk of commercial construction requires
a complete assessment of the real estate collat-
eral, borrower’s financial resources, source of
the extended-term financing, and construction
plans. As it does any real estate loan, the bank
must obtain an appraisal or evaluation of the real
estate in accordance with the Federal Reserve’s
appraisal regulation. Additionally, the borrower
should provide a feasibility study for the project
that details the project’s marketing plan, as well
as an analysis of the supply-and-demand factors
affecting the projected absorption rate. For an
open-end construction loan, the feasibility study
is particularly important to the bank’s assess-
ment of the credit because the repayment of the
loan becomes increasingly dependent on the
sales program or leasing of the project.

The bank also needs to assess the borrower’s
development expertise, that is, whether the bor-
rower can complete the project within budget
and according to the construction plans. The
financial risk of the project is contingent on the
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borrower’s development expertise because the
source of the extended-term loan may be predi-
cated upon a set date for project completion.
Until the project is completed, the actual value
of the real estate is questionable.

A bank may reduce its financial risk by
funding the construction loan after the borrower
has funded its share of the project equity (for
example, by paying for the feasibility study and
land-acquisition and -development costs). An
alternative approach would require the borrower
to inject its own funds into the project at
agreed-upon intervals during the project’s man-
agement, construction, and marketing phases to
coincide with the construction lender’s contri-
butions. In larger projects, equity injections can
be provided by equity partners or joint ventures.
These can take the form of equity syndications,1
whose contributions are injected in the project in
phases. A bank should assess the likelihood of
the syndication being able to raise the necessary
equity.

BANK ASSESSMENT OF THE
BORROWER

The term borrower can refer to different types of
entities. These forms can range from an entity
whose sole asset is the project being financed to
an entity that has other assets available to
support the debt in addition to the project being
financed (a multi-asset entity).

Although the value of the real estate collateral
is an important component of the loan approval
process, the bank should not place undue reli-
ance on the collateral value in lieu of an ad-
equate analysis of the borrower’s ability to
repay the loan. The analytical factors differ
depending on the purpose of the loan, such as
residential construction versus the various types
of commercial construction loans.

The bank’s analysis is contained in its docu-
mentation files, which should include back-
ground information on the borrower and partner/
guarantor concerning their character and credit

history, expertise, and financial statements (pref-
erably audited) for the most recent fiscal years.
Background information regarding a borrower’s
and partner’s/guarantor’s character and credit
history is based upon their work experience and
previous repayment practices, both relative to
trade creditors and financial institutions. The
documentation files should indicate whether the
borrower has demonstrated it can successfully
complete the type of project to be undertaken.
The financial statements should be analyzed to
ensure that the loan can be repaid in the event
that a takeout does not occur.

The degree of analysis depends on whether
the borrower is in reality a single-asset entity or
a multi-asset entity. A loan to a single-asset
entity is often predicated upon the strength of
the partners/guarantors. Accordingly, understand-
ing their financial strength, which frequently is
made up of various partnership interests, is key
to assessing the project’s strength. In this exam-
ple, it would be necessary to obtain financial
information on the partner’s/guarantor’s other
projects, even those not financed by the bank, to
understand their overall financial condition. This
is necessary because other unsuccessful projects
may cause financial trouble for the partner/
guarantor, despite a successful sales program by
the bank’s borrower. Issues to be considered, in
addition to those raised in the preceding para-
graph, include the vacancy rates of the various
projects, break-even points, and rent rolls.

A loan to a multi-asset entity has similar
characteristics to those found in the single-asset
entity, in that it is necessary to evaluate all of the
assets contained therein to ascertain the actual
financial strength. In both cases, assessment of
the project under construction would include
pre-leasing requirements. For a loan with a
takeout commitment, the financial strength and
reputation of the permanent lender should be
analyzed. For a loan without a takeout commit-
ment, or one in which the construction lender
provides the permanent financing for its con-
struction loan, the long-term risks also need to
be evaluated. See the ‘‘Real Estate Loans’’
section in this manual, on the bank’s assessment
of the borrower, for additional factors to be
considered.

In instances where approval for the loan is
predicated upon the strength of entities other
than the borrower (partner/guarantor), the bank
should obtain information on their financial
condition, income, liquidity, cash flow, contin-
gent liabilities, and any other relevant factors

1. Syndication generally refers to the act of bringing
together a group of individuals or entities to invest in a real
estate project and does not refer to any particular legal form of
ownership. The legal form varies depending on the investors’
investment objectives, division of tax benefits, responsibility
for project management, and desire to limit personal liability.
The investment vehicle may be a general partnership, limited
partnership, joint venture, tenancy in common, corporation,
real estate investment trust, or common law trust.
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that exist to demonstrate their financial capacity
to fulfill the obligation in the event that the
borrower defaults.

Partners/guarantors generally have invest-
ments in other projects included as assets on
their financial statements. The value of these
investments frequently represents the partner’s/
guarantor’s own estimate of the investment’s
worth, as opposed to a value based upon the
investment’s financial statements. As a result, it
is necessary to obtain detailed financial statements
for each investment to understand the partner’s/
guarantor’s complete financial picture and
capacity to support the loan. The statements
should include detailed current and accurate
cash-flow information since cash flow is often
the source of repayment.

It is also important to consider the number
and amount of the guarantees currently extended
by a partner/guarantor to determine if they have
the financial capacity to fulfill the contingent
claims that exist. Furthermore, the bank should
review the prior performance of the partner/
guarantor to voluntarily honor the guarantee as
well as the marketability of the assets collater-
alizing the guarantee. Since the guarantee can be
limited to development and construction phases
of a project, the bank should closely monitor the
project before issuing a release to the partner/
guarantor.

BANK ASSESSMENT OF REAL
ESTATE COLLATERAL

Banks should obtain an appraisal or evaluation,
as appropriate, for all real estate–related finan-
cial transactions before making the final credit
or other decision. See ‘‘Real Estate Appraisals
and Evaluations,’’ section 4140.1, for a descrip-
tion of the related requirements a bank must
follow for real estate–related financial transac-
tions. The appraisal section explains the stan-
dards for appraisals, indicates which transac-
tions require an appraisal or an evaluation, states
qualifications for an appraiser and evaluator,
provides guidance on evaluations, and describes
the three appraisal approaches.

The appraisal or evaluation techniques used
to value a proposed construction project are
essentially the same as those used for other
types of real estate. The aggregate principal
amount of the loan should be based on an
appraisal or evaluation that provides, at a mini-

mum, the ‘‘as is’’ market value of the property.2
Additionally, the bank will normally request the
appraiser to report the ‘‘as completed’’ value.3
Projections should be accompanied by a feasi-
bility study explaining the effect of projected
property improvements on the market value of
the land. The feasibility study may be a separate
report or incorporated into the appraisal report.
If the appraiser uses the feasibility study, the
appraiser’s acceptance or rejection of the study
and its effect on the value should be fully
explained in the appraisal. An institution’s board
of directors is responsible for reviewing and
adopting policies and procedures that establish
and maintain an effective, independent real estate
appraisal and evaluation program (the program)
for all of its lending functions. The real estate
lending functions include commercial real estate
mortgage departments, capital-market groups,
and asset-securitization and -sales units. Con-
cerns about the independence of real estate
appraisal and evaluation programs include the
risk that improperly prepared appraisals and
evaluations may undermine the integrity of
credit-underwriting processes. More broadly, an
institution’s lending functions should not have
undue influence that might compromise the
program’s independence. See the October 27,
2003, interagency statement on Independent
Appraisal and Evaluation Functions (SR-03-18).

Management is responsible for reviewing the
reasonableness of the appraisal’s or evaluation’s
assumptions and conclusions. Also, manage-
ment’s rationale in accepting and relying upon
the appraisal or evaluation should be in writing
and made a part of loan documentation. In
assessing the underwriting risks, management
should reconsider any assumptions used by an
appraiser that reflect overly optimistic or pessi-
mistic values. If management, after its review of
the appraisal or evaluation, determines that there

2. The ‘‘as is’’ value is the value of the property in its
current physical condition and subject to the zoning in effect
as of the date of appraisal.

3. The ‘‘as completed’’ value reflects the value of the land
and the projected improvements. A bank may also request a
value based on stabilized occupancy or a value based on the
sum of retail sales. However, the sum of retail sales for a
proposed development is not the market value of the devel-
opment. For proposed residential developments that involve
the sale of individual houses, units, or lots, the appraisal
should reflect deductions and discounts for holding costs,
marketing costs, and entrepreneurial profit. For proposed and
rehabilitated income-producing properties, the appraisal should
reflect appropriate deductions and discounts for leasing com-
missions, rent losses, and tenant improvements from the
estimated value based on stabilized occupancy.
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are unsubstantiated assumptions, the bank may
request the appraiser or evaluator to provide a
more detailed justification of the assumptions or
a new appraisal or evaluation. The approval of
the loan is based upon the value of the project
after the construction is completed. Insofar as
the value component of the loan-to-value ratio is
concerned, it is important for the bank to closely
monitor the project’s progress (value) during the
construction period. See ‘‘Real Estate Loans,’’
section 2090.1, for additional information rela-
tive to the real estate collateral assessment.

LOAN DOCUMENTATION

The loan documentation should provide infor-
mation on the essential details of the loan
transaction, the security interest in the real estate
collateral, and the takeout loan commitment, if
any. The necessary documentation before the
start of construction generally includes:

• Financial and background information on the
borrower to substantiate the borrower’s exper-
tise and financial strength to complete the
project.

• The construction loan agreement, which sets
forth the rights and obligations of the lender
and borrower, conditions for advancing funds,
and events of default. In some states, the
agreement must be cited in either the deed of
trust or the mortgage.

• A recorded mortgage or deed of trust, which
can be used to foreclose and obtain title to the
collateral.

• A title insurance binder or policy, usually
issued by a recognized title insurance com-
pany or, in some states, an attorney’s opinion.
The title should be updated with each advance
of funds to provide additional collateral
protection.

• Insurance policies and proof of payment as
evidence that the builder has adequate and
enforceable coverage for liability, fire and
other hazards, and vandalism and malicious
mischief losses.

• An appropriate appraisal or evaluation show-
ing the value of the land and improvements to
date or, possibly, a master appraisal based on
specifications for a multiphase development.

• Project plans, a feasibility study, and a con-
struction budget showing the development
plans, project costs, marketing plans, and

equity contributions. A detailed cost break-
down of land, ‘‘hard’’ construction costs, and
indirect or ‘‘soft’’ construction costs (such as
construction loan interest; organizational and
administration costs; and architectural, engi-
neering, and legal fees) should be included.

• Property surveys, easements, an environmen-
tal impact report, and soil reports that indicate
construction is feasible on the selected devel-
opment site. The bank should also obtain the
architect’s certification of the plan’s compli-
ance with all applicable building codes and
zoning, environmental protection, and other
government regulations, as well as the engi-
neer’s report on compliance with building
codes and standards. If internal expertise is
not available, a bank may need to retain an
independent construction expert to review
these documents to assess the reasonableness
and appropriateness of the construction plans
and costs.

• The takeout commitment from the permanent
lender, if applicable, and the terms of the loan.
The bank should verify the financial strength
of the permanent lender to fund the takeout
commitment.

• A completion or performance bond signed by
the borrower that guarantees the borrower will
apply the loan proceeds to the project being
financed.

• An owners’ affidavit or a borrowing resolution
empowering the borrower or its representative
to enter into the loan agreement.

• Evidence that property taxes have been paid to
date.

These documents furnish evidence that the lend-
ing officer is obtaining the information neces-
sary for processing and servicing the loan and
protect the bank in the event of default.

Documentation for Residential
Construction Loans on Subdivisions

The documents mentioned above are usually
available for residential construction loans on
subdivisions (tracts). Documentation of tract
loans frequently includes a master note in the
gross amount of the entire project, and a master
deed of trust covering all of the land involved in
the project. In addition to an appraisal or evalu-
ation for each type of house to be constructed,
the bank should also obtain a master appraisal
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including a feasibility study for the entire devel-
opment. The feasibility study compares the
projected demand for housing against the antici-
pated supply of housing in the market area of the
proposed tract development. This analysis should
indicate whether there will be sufficient demand
for the developer’s homes given the project’s
location, type of homes, and unit sales price.

Documentation for the Takeout
Commitment

Most construction lenders require the developer
to have an arrangement for permanent financing
for each house to be constructed. Exceptions
include model homes, typically one for each
style of home offered, and a limited number
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of housing starts ahead of sales (speculative
houses). The starts ahead of sales, however,
contain additional risk. If the bank finances too
many houses without purchase contracts, and
housing sales decline rapidly, it may have to
foreclose on the unsold houses and sell them for
less than their loan value. A takeout of this type
is usually an arrangement between the developer
and a permanent mortgage lender, but construc-
tion lenders may also finance the permanent
mortgages.
The essential information required for a com-

mercial real estate takeout to proceed includes
the floor and ceiling rental rates and minimum
occupancy requirements; details of the project
being financed; expiration date; standby fee
requirement; assignment of rents; and, gener-
ally, a requirement that the construction loan be
fully disbursed and not in any way in default at
the time settlement occurs.
The commitment agreement, referred to as the

buy/sell contract or the tri-party agreement, is
signed by the borrower, the construction lender,
and the permanent lender. The purpose of this
agreement is to permit the permanent lender to
buy the loan directly from the construction
lender upon completion of the construction,
with the stipulation that all contingencies have
been satisfied. Examples of contingencies include
project completion by the required date, clear
title to the property, and minimum lease-up
requirements. A commitment agreement also
protects the construction lender against unfore-
seen possibilities, such as the death of a princi-
pal, before the permanent loan documents are
signed.

ADMINISTERING THE LOAN

The bank and the borrower4 must effectively
cooperate as partners if controls relative to
construction progress are to be maintained. The
loan agreement specifies the performance of
each party during the entire course of construc-
tion. Any changes in construction plans should
be approved by both the construction lender and

the takeout lender. Construction changes can
result in increased costs, which may not neces-
sarily increase the sale value of the completed
project. On the other hand, a decrease in costs
may not indicate a savings but may suggest the
use of lesser quality materials or workmanship,
which could affect the marketability of the
project.

Disbursement of Loan Funds

Loan funds are generally disbursed through
either a stage payment plan or a progress pay-
ment plan. Regardless of the method of disburse-
ment, the amount of each construction draw
should be commensurate with the improvements
made to date. Funds should not be advanced
unless they are used in the project being
financed and as stipulated in the draw request.
Therefore, the construction lender must monitor
the funds being disbursed and must be assured,
at every stage of construction, that sufficient
funds are available to complete the project.

Stage Payment Plan

The stage payment plan, which is normally
applied to residential and smaller commercial
construction loans, uses a preestablished sched-
ule for fixed disbursements to the borrower at
the end of each specified stage of construction.
The amount of the draw is usually based upon
the stage of development because residential
housing projects normally consist of houses in
various stages of construction. Nevertheless,
loan agreements involving tract financing
typically restrict further advances in the event of
an accumulation of completed and unsold houses.
Disbursements are made when construction has
reached the agreed-upon stages, verified by an
actual inspection of the property. These typi-
cally include advances at the conclusion of
various stages of construction, such as the foun-
dation, exterior framing, the roof, interior fin-
ishing, and completion of the house. The final
payment is made after the legally stipulated lien
period for mechanic’s liens has lapsed.
Disbursement programs of this type are usu-

ally required for each house constructed within a
tract development. As each house is completed
and sold, the bank makes a partial release
relative to that particular house covered by its

4. The borrower may not be the entity responsible for the
actual construction of the project. Depending on the size, type,
and complexity of the project, the borrower may strictly be a
developer who assembles the land, designs the project, and
contracts with a construction company to handle the actual
construction of the building. If this is the case, the bank should
obtain financial and project history information on the builder/
contractor.

Real Estate Construction Loans 2100.1

Commercial Bank Examination Manual May 1995
Page 7



master deed of trust. The amount of the release
is set forth in the loan agreement, which speci-
fies the agreed-upon release price for each house
sold with any excess over the net sales proceeds
remitted to the borrower.

Progress Payment Plan

The progress payment plan is normally used for
commercial projects.5 Under a progress pay-
ment system, funds are released as the borrower
completes certain phases of construction as
agreed upon in the loan agreement. Normally,
the bank retains a percentage of the funds as a
hold back (or retainage) to cover project cost
overruns or outstanding bills from suppliers or
subcontractors. Hold backs occur when a
developer/contractor uses a number of subcon-
tractors and maintains possession of a portion of
the amounts owed to the subcontractors during
the construction period. This is done to ensure
that the subcontractors finish their work before
receiving the final amount owed. Accordingly,
the construction lender holds back the same
funds from the developer/contractor to avert the
risk of their misapplication or misappropriation.
The borrower presents a request for payment

from the bank in the form of a ‘‘construction
draw’’ request or ‘‘certification for payment,’’
which sets forth the funding request by construc-
tion phase and cost category for work that has
been completed. This request should be accom-
panied by receipts for the completed work
(material and labor) for which payment is being
requested. The borrower also certifies that the
conditions of the loan agreement have been
met—that all requested funds have been used in
the subject project and that suppliers and sub-
contractors have been paid. Additionally, the
subcontractors and suppliers should provide the
bank with lien waivers covering the work com-

pleted for which payment has been received.
Upon review of the draw request and indepen-
dent confirmation on the progress of work, the
bank will disburse funds for construction costs
incurred, less the hold back. The percentage of
the loan funds retained are released when a
notice of the project’s completion has been filed,
and after the stipulated period has elapsed under
which subcontractors or suppliers can file a lien.

Monitoring Progress of Construction
and Loan Draws

It is critical that a bank has appropriate proce-
dures and an adequate tracking system to moni-
tor payments to ensure that the funds requested
are appropriate for the given stage of develop-
ment. The monitoring occurs through physical
inspections of the project once it has started. The
results of the inspections are then documented in
the inspection reports, which are kept in the
appropriate file. Depending on the complexity
of the project, the inspection reports can be
completed either by the lender or by an
independent construction consulting firm, the
latter generally staffed by architects and engi-
neers. The reports address both the quantity and
the quality of the work for which funds are
being requested. They also verify that the plans
are being followed and that the construction is
proceeding on schedule and within budget.
The bank must be accurately informed of the

progress to date in order to monitor the loan. It
is also important that the bank ascertain whether
draws are being taken in accordance with the
predetermined disbursement schedule. Before
any draw amount is disbursed, however, the
bank must obtain verification of continued title
insurance. Generally, this means verifying that
no liens have been filed against the title of the
project since the previous draw. The title insur-
ance insuring the construction lender’s mort-
gage or lien is then increased to include the new
draw, which results in an increase in the title
insurance commensurate with the disbursement
of funds. The lender frequently examines title to
the property securing the construction loan to
also be certain that the borrower is not pledging
it for other borrowings and to be sure that
mechanic’s liens are not being filed for unpaid
bills. When the project is not proceeding as
anticipated, that fact should be reflected in the
inspection reports.

5. Other methods for disbursing commercial construction
loans include the voucher system and the monthly draw
method. The voucher system is similar to the progress system
except that borrower prepares a voucher of all invoices to be
paid with signatures of the subcontractors attesting to the
invoiced amount. The bank then issues checks directly to the
subcontractors or suppliers. The monthly draw method is used
in long-term projects wherein the borrower makes a draw
request each month for the previous month’s work. In turn, the
bank determines the amount of work completed to date and
releases funds based on the value of work completed versus
the value of the work remaining.
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Another important component in the process
is the ongoing monitoring of general economic
factors that will affect the marketing and selling
of the residential or commercial properties and
affect their success upon completion of the
project.

Monitoring Residential Projects

An inventory list is maintained for each tract or
phase of the project. The inventory list should
show each lot number, the style of house, the
release price, the sale price, and the loan bal-
ance. The list should be posted daily with
advances and payments indicating the balance
advanced for each house, date completed, date
sold, and date paid, and should age the builder’s
inventory by listing the older houses completed
and unsold.
Inspections (usually monthly) during the

course of construction of each house should be
documented in progress reports. The progress
report should indicate the project’s activity dur-
ing the previous month, reflecting the number of
homes under construction, the number com-
pleted, and the number sold. The monthly report
should indicate whether advances are being
made in compliance with the loan agreement.

Monitoring Commercial Projects

To have an effective control over its commercial
construction loan program, the bank must have
an established loan administration process that
continually monitors each project. The process
should include monthly reporting on the work
completed, the cost to date, the cost to complete,
construction deadlines, and loan funds remain-
ing. Any changes in construction plans should
be documented and reviewed by the construc-
tion consulting firm and should be approved by
the bank and takeout lender. A significant num-
ber of change orders may indicate poor planning
or project design, or problems in construction,
and should be tracked and reflected in the
project’s budget. Soft costs such as advertising
and promotional expenses normally are not
funded until the marketing of the project has
started.

Final Repayment

Before the final draw is made, the construction

loan should be in a condition to be converted to
a permanent loan. Usually the final draw
includes payment of the hold back stipulated in
the loan agreement and is used to pay all
remaining bills. The bank should obtain full
waivers of liens (releases) from all contractors,
subcontractors, and suppliers before the loan is
released and the hold back is disbursed. The
bank should also obtain a final inspection report
to confirm the project is completed and meets
the building specifications, including confirma-
tion of the certificate of occupancy from the
governing building authority.
Sources of permanent funding for commercial

projects vary greatly, depending upon the type
of project. For condominium projects, the con-
struction lender may also be providing the
funding for marketing the individual units and
would be releasing the loan on a unit-by-unit
basis similar to a residential development con-
struction loan. If there is a precommitted takeout
lender, the new lender could purchase the con-
struction loan documents and assume the security
interest from the construction lender. If the
project is being purchased for cash, the bank
would release its lien and cancel the note.
Additionally, as the commercial project is

leased, the lender should ensure that the bank’s
position is protected in the event that extended-
term funding is not obtained. The bank may
require tenants to enter into subordination,
attornment, and nondisturbance agreements,
which protect the bank’s interests in the lease by
providing for the assumption of the landlord’s
position by the bank in the event the borrower
declares bankruptcy. Furthermore, to ensure that
the bank has full knowledge of all provisions of
the lease agreements, tenants should be required
to sign an estoppel certification.
In some cases, the takeout lender may only

pay off a portion of the construction loan be-
cause a conditional requirement for full funding
has not been met, such as the project not
attaining a certain level of occupancy. The
construction lender would then have a second
mortgage on the remaining balance of the con-
struction loan. When the conditions of the take-
out loan are met, the construction lender is
repaid in full and the lien is released.

Interest Reserves

A construction loan is generally an interest-only
loan because of the fact that cash flow is not
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available from most projects until they are
completed. The borrower’s interest expense is
therefore borrowed from the construction lender
as part of the construction loan for the purpose
of ‘‘paying’’ the lender interest on the ‘‘portion’’
of the loan used for actual construction. The
funds advanced to pay the interest are included
as part of the typical monthly draw. As a result,
the balance due to the lender increases with each
draw by the full amount of construction costs,
plus the interest that is borrowed.
The borrower’s interest cost is determined by

the amount of credit extended and the length of
time needed to complete the project. This inter-
est cost is referred to as an interest reserve. This
period of time should be evaluated for reason-
ableness relative to the project being financed.
In larger projects cash flow may be generated
prior to the project’s completion. In such cases,
any income from the project should be applied
to debt service before there is a draw on the
interest reserve. The lender should closely moni-
tor the lease-up of the project to ensure that the
project’s net income is being applied to debt
service and not diverted to the borrower as a
return of the developer’s capital or for use in the
developer’s other projects.

Loan Default

The inherent exposure in construction financing
is that the full value of the collateral is not
realized until the project is completed. In default
situations the bank must consider the alterna-
tives available to recover its advances. For
uncompleted projects, the bank must decide
whether it is more advantageous to complete the
project or to sell on an ‘‘as is’’ basis. The various
mechanic’s and materialmen’s liens, tax liens,
and other judgments that arise in such cases are
distressing to even the most seasoned lender.
Due to these factors, the construction lender
may not be in the preferred position indicated by
documents in the file. Therefore, the lender
should take every precaution to minimize any
third-party claim on the collateral. Because laws
regarding the priority of certain liens may vary
among states, the bank should take the necessary
steps to ensure that its lien is recorded prior to
the commencement of work or the delivery of
materials and supplies.

Signs of Problems

To detect signs of a borrower’s financial prob-
lems, the bank should review the borrower’s
financial statements on a periodic (quarterly)
basis, assessing the liquidity, debt level, and
cash flow. The degree of information the finan-
cial statements provide the bank, insofar as
understanding the borrower’s financial condi-
tion is concerned, depends primarily on whether
the borrower is a single-asset entity or a multi-
asset entity.
The financial statements of a single-asset

entity only reflect the project being constructed;
therefore, they are of a more limited use than
statements of multi-asset entities. Nevertheless,
one issue that is of importance to financial
statements of both entities relates to monitoring
changes in accounts and trade payables. Moni-
toring these payables in a detailed manner helps
the bank to determine if trade payables are paid
late or if there are any unpaid bills. In the event
of problems, a bank might choose to either
contact the payables directly or request an addi-
tional credit check on the borrower. Another
source of information indicating borrower prob-
lems is local publications that list lawsuits or
judgments that have been filed or entered against
the borrower. Additionally, the bank should also
verify that the borrower is making its tax pay-
ments on time.
In a multi-asset entity, on the other hand,

more potential problems could arise due to the
greater number of assets (projects/properties)
that make up the borrower. As a result, it is
necessary to obtain detailed financial statements
of each of the assets (projects/properties) and
the consolidating financial statements, as well as
the consolidated financial statements. This is
important because each kind of statement can
provide significant insight into problems that
could adversely affect the borrower’s overall
financial condition.
Assessing the financial condition of the multi-

asset entity includes evaluating the major sources
of cash and determining whether cash flow is
dependent on income generated from completed
projects, the sale of real estate, or infusion of
outside capital. Additionally, the bank should
also review the borrower’s account receivables
for the appropriateness of intercompany trans-
actions and to guard against diversion of funds.
Depending upon the structure of the loan, it

may also be desirable to obtain a partner’s/
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guarantor’s financial statements on a periodic
basis. In such cases it is important to obtain
detailed current and accurate financial state-
ments that include cash flow information on a
project-by-project basis.
Slow unit sales, or excessive inventory rela-

tive to sales, indicate the borrower may have
difficulty repaying the loan. Although some-
times there are mitigating factors beyond the
control of the borrower, such as delays in
obtaining materials and supplies, adverse weather
conditions, or unanticipated site work, the bor-
rower may be unable to overcome these prob-
lems. Such delays usually increase project costs
and could hamper the loan’s repayment.
The construction lender should be aware of

funds being misused—for example, rebuilding
to meet specification changes not previously
disclosed, starting a new project, or possibly
paying subcontractors for work performed else-
where. The practice of ‘‘front loading,’’ whereby
a builder deliberately overstates the cost of the
work to be completed in the early stages of
construction, is not uncommon and, if not de-
tected early on, will almost certainly result in
insufficient loan funds with which to complete
construction in the event of a default.

Loan Workouts

Sound workout programs begin with a full
disclosure of all relevant information based on a
realistic evaluation of the borrower’s ability to
manage the business entity (business, technical,
and financial capabilities), and the bank’s ability
to assist the borrower in developing and moni-
toring a feasible workout/repayment plan. Man-
agement should then decide on a course of
action to resolve the problems with the terms of
the workout in writing and formally agreed to by
the borrower. If additional collateral is accepted
or substituted, the bank should ensure that the
necessary legal documents are filed to protect
the bank’s collateral position.
In those cases where the borrower is permit-

ted to finish the project, additional extensions of
credit for completing the project, due to cost
overruns or an insufficient interest reserve, may
represent the best alternative for a workout plan.
At the same time, the bank should evaluate the
cause of the problem(s), such as mismanage-
ment, and determine whether it is in its best

interest to allow the borrower to complete the
project.

SUPERVISORY POLICY

As a result of competitive pressures, many
banks in the early 1980s made construction
loans on an open-end basis, wherein the bor-
rower did not have a commitment for longer-
term or takeout financing before construction
was started. Although there was sufficient
demand for commercial real estate space when
this practice commenced, the supply of space
began to exceed demand. One symptom of the
excess supply was an increase in vacancy rates,
which led to declining rental income caused by
the ever greater need for rent concessions. The
commensurate declining cash flow from income-
producing properties, and the uncertainty regard-
ing future income, reduced the market value of
many properties to levels considered undesir-
able by permanent mortgage lenders. As a result
of the subsequent void created by the permanent
lenders, banks in the mid- and late 1980s began
to extend medium-term loans with maturities for
up to seven years (also referred to as mini-
perms). These mini-perms were granted with the
expectation by banks that as the excess supply
of space declined, the return on investment
would improve, and permanent lenders would
return.
As these loans mature in the 1990s, borrowers

may continue to find it difficult to obtain ad-
equate sources of long-term credit. In some
cases, banks may determine that the most desir-
able and prudent course is to roll over or renew
loans to those borrowers who have demon-
strated an ability to pay interest on their debts,
but who presently may not be in a position to
obtain long-term financing for the loan balance.
The act of refinancing or renewing loans to

sound borrowers, including creditworthy com-
mercial or residential real estate developers,
generally should not be subject to supervisory
criticism in the absence of well-defined weak-
nesses that jeopardize repayment of the loans.
Refinancings or renewals should be structured in
a manner that is consistent with sound banking,
supervisory, and accounting practices, and that
protects the bank and improves its prospects for
collecting or recovering on the asset.
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Real Estate Construction Loans
Examination Objectives
Effective date November 1993 Section 2100.2

1. To determine if policies, practices, proce-
dures, and internal controls regarding real
estate construction loans are adequate.

2. To determine if bank officers are operating in
conformance with the bank’s established
guidelines.

3. To evaluate the portfolio for collateral suffi-
ciency, performance, credit quality, and
collectibility.

4. To determine compliance with applicable
laws and regulations.

5. To initiate corrective action when policies,
practices, procedures, or internal controls are
deficient or when violations of law or regu-
lations have been noted.
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Real Estate Construction Loans
Examination Procedures
Effective date November 1993 Section 2100.3

1. Refer to the Real Estate Loan Examination
Procedures section of this manual for exam-
ination procedures related to all types of
real estate lending activity, and incorporate
into this checklist those procedures applica-
ble to the review of the real estate construc-
tion loans. The procedures in this checklist
are unique to the review of a bank’s con-
struction lending activity.

2. Determine the scope of the examination
based on the evaluation of internal controls
and the work performed by internal/external
auditors.

3. Test real estate construction loans for com-
pliance with policies, practices, procedures,
and internal controls by performing the
remaining examination procedures in this
section. Also, obtain a listing of any defi-
ciencies noted in the latest internal/external
audit reviews and determine if appropriate
corrections have been made.

4. Review management reports on the status
of construction lending activity, economic
developments in the market, and problem
loan reports.

5. Evaluate the bank with respect to—
a. the adequacy of written policies and

procedures relating to construction
lending.

b. operating compliance with established
bank policy.

c. favorable or adverse trends in construc-
tion lending activity.

d. the accuracy and completeness of the
bank’s records.

e. the adequacy of internal controls, includ-
ing control of construction draws.

f. the adherence of lending staff to lending
policies, procedures, and authority as
well as the bank’s adherence to the
holding company’s loan limits, if
applicable.

g. compliance with laws, regulations, and
Federal Reserve policy on construction
lending activity, including supervisory
loan-to-value (LTV) limits and restric-
tions; loans to officers, directors, and
shareholders; appraisal and evaluation of
real estate collateral; and prudent lending
practices.

6. Select loans for examination, using an

appropriate sampling technique drawn from
judgmental (cut-off line) or statistical sam-
pling. Analyze the performance of the loans
selected for examination by transcribing the
following kinds of information onto the real
estate construction loan line cards, when
applicable:
a. Collateral records and credit files, includ-

ing the borrower’s financial statements,
review of related projects, credit report
of the borrower and guarantors, appraisal
or evaluation of collateral, feasibility
studies, economic impact studies, and
loan agreement and terms.

b. Loan modification or restructuring agree-
ments to identify loans where interest or
principal is not being collected according
to the terms of the original loan. Exam-
ples include reduction of interest rate or
principal payments, deferral of interest
or principal payments, or renewal of a
loan with accrued interest rolled into the
principal.

c. The commitment agreement—a buy/sell
contract or the tri-party agreement—
from the extended-term or permanent
lender for the takeout loan.

d. Cash-flow projections and any revisions
to projections based on cost estimates
from change orders.

e. Estimates of the time and cost to com-
plete construction.

f. Inspection reports and evaluations of the
cost to complete, construction deadlines,
and quality of construction.

g. Construction draw schedules and audits
for compliance with the schedules.

h. Documentation on payment of insurance
and property taxes.

i. Terms of a completion or performance
bond.

j. Past-due/nonaccrual–related information.
k. Loan-specific internal problem credit

analyses information.
l. Loans to insiders and their interests.
m. Loans classified during the preceding

examination.
7. In analyzing the selected construction loans,

the examiner should consider the following
procedures, taking appropriate action if
necessary:
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a. Determine the primary source of repay-
ment and evaluate its adequacy, includ-
ing whether—
• the permanent lender has the financial
resources to meet its commitment.

• the amount of the construction loan
and its estimated completion date cor-
respond to the amount and expiration
date of the takeout commitment and/or
completion bond.

• the permanent lender and/or the bond-
ing company have approved any mod-
ifications to the original agreement.

• properties securing construction loans
that are not supported by a takeout
commitment will be marketable upon
completion.

b. Analyze secondary support afforded by
guarantors and partners.

c. Relate collateral values to outstanding
debt by—
assessing the adequacy of the appraisal
and evaluation.
• ascertaining whether inspection re-
ports support disbursements to date.

• determining whether the amount of
undisbursed loan funds is sufficient to
complete the project.

• establishing whether title records
assure the primacy of the bank’s liens.

• determining if adequate hazard, build-
er’s risks, and worker’s compensation
insurance is maintained.

d. Determine whether the loan’s loan-to-
value (LTV) ratio is in excess of the
supervisory LTV limits. If so, ascertain
whether the loan has been properly
reported as a nonconforming loan.

e. Ascertain whether the loan complies with
established bank policy.

f. Identify any deficiencies in the loan’s
documentation in both the credit files
and the collateral records.

g. Identify whether the loan is to an officer,
director, or shareholder of the bank or a
correspondent bank and whether an offi-
cer, director, or shareholder of the bank
is a guarantor on the loan.

h. Review the borrower’s compliance with
the provisions of the loan agreement,
indicating whether the loan is in default
or in past-due status.

i. Determine if there are any problems that
may jeopardize the repayment of the
construction loan.

j. Determine whether the loan was classi-
fied during the preceding examination,
and, if the loan has been paid off, whether
all or part of the funds for repayment
came from another loan at the bank or
from the repossession of the property.

8. In connection with the examination of other
lending activity in the bank, the examiner
should—
a. check the central liability file on the

borrower(s) and determine whether the
total construction lending activity
exceeds the lending limit to a single
borrower.

b. obtain information and related perfor-
mance status on common borrowers and
their interests from examiners assigned
to other examination areas (such as non–
real estate loans, leasing, overdrafts, and
cash items) and determine the total in-
debtedness of the borrower to the bank.
Additionally, one examiner should be
assigned to review the borrower’s over-
all borrowing relationship with the bank.

c. perform appropriate procedural steps as
outlined in the Concentration of Credits
section of this manual. Interim construc-
tion loans that do not have firm perma-
nent takeout commitments are to be
treated as concentrations of credit.

9. Consult with the examiner responsible for
the asset/liability management analysis por-
tion of the examination to determine the
appropriate maturity breakdown of construc-
tion loans needed for the analysis and pre-
pare the necessary schedules.

10. Summarize the findings of the construction
loan portfolio review and address—
a. the scope of the examination.
b. the quality of the policies, procedures,

and controls.
c. the general level of adherence to policies

and procedures.
d. the competency of management.
e. the quality of the loan portfolio.
f. loans not supported by current and com-

plete financial information.
g. loans with incomplete documentation,

addressing deficiencies related to items
such as appraisals or evaluations, feasi-
bility studies, the environmental impact
study, takeout commitment, title policy,
construction plans, inspection reports,
change orders, proof of payment for
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insurance and taxes, deeds of trust, and
mortgage notes.

h. the adequacy of control over construc-
tion draws and advances.

i. loans to officers, directors, shareholders,
or their interests.

j. causes of existing problems.
k. delinquent loansand theaggregateamount

of statutory bad debts. Refer to the man-
ual section on classification of credits for
a discussion on statutory bad debts or A
Paper.

l. concentrations of credits.
m. classified loans.
n. violations of laws, regulations, and Fed-

eral Reserve policy.
o. action taken by management to correct

previously noted deficiencies and correc-
tive actions recommended to manage-
ment at this examination, with the bank’s
response to such recommendations.
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Real Estate Construction Loans
Internal Control Questionnaire
Effective date May 2004 Section 2100.4

Review the bank’s internal controls, policies,
practices, and procedures for making and ser-
vicing real estate construction loans. The bank’s
system should be documented completely and
concisely and should include, where appropriate,
narrative descriptions, flow charts, copies of
forms used, and other pertinent information.
Negative responses to the questions in this
section should be explained, and additional
procedures deemed necessary should be dis-
cussed with the examiner-in-charge. Items
marked with an asterisk require substantiation
by observation or testing.

POLICIES AND OBJECTIVES

*1. Has the board of directors and management,
consistent with their duties and
responsibilities, adopted and, at least
annually, reviewed and approved written
construction lending policies that—
a. outline construction lending objectives

regarding—
• the aggregate limit for construction

loans?
• concentrations of credit in particular

types of construction projects?
b. establish minimum standards for

documentation?
c. define qualified collateral and minimum

margin requirements?
d. define the minimum equity requirement

for a project?
e. define loan-to-value (LTV) limits that are

consistent with supervisory LTV limits?
f. require an appraisal or evaluation that

complies with the Federal Reserve
real estate appraisal regulation and
guidelines?

g. de l inea t e s t anda rds fo r t akeou t
commitments?

h. i n d i c a t e c o m p l e t i o n b o n d i n g
requirements?

i. establish procedures for reviewing con-
struction loan applications?

j. detail methods for disbursing loan
proceeds?

k. detail project-inspection requirements and
progress-reporting procedures?

l. require agreements by borrowers for
completion of improvements according
to approved construction specifications,
and cost and time limitations?

2. Are construction lending policies and
objectives appropriate to the size and
sophistication of the bank, and are they
compatible with changing market conditions?

3. Has the board of directors adopted, and
does it periodically review, policies and
procedures that establish and maintain an
effective, independent real estate appraisal
and evaluation program for the entire bank’s
lending functions? (The real estate lending
functions include commercial real estate
mortgage departments, capital-market
groups, and asset-securitization and -sales
units.)

REVIEWING LOAN
APPLICATIONS

1. Does bank policy require a personal guar-
antee from the borrower on construction
loans?

2. Does bank policy require personal comple-
tion guarantees by the property owner
and/or the contractor?

3. Does the bank require a construction bor-
rower to contribute equity to a proposed
project in the form of money or real estate?
If so, indicate which form of equity.

4. Does the project budget include the amount
and source of the builder’s and/or owner’s
equity contribution?

5. Does the bank require—
a. background information on the bor-

rower’s, contractor’s, and major subcon-
tractors’ development and construction
experience, as well as other projects
currently under construction?

b. payment-history information from sup-
pliers and trade creditors on the afore-
mentioned’s previous projects?

c. credit reports?
d. detailed current and historical financial

statements, including cash flow–related
information?
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6. Do the borrower’s project-cost estimates
include—
a. land and construction costs?
b. off-site improvement expenses?
c. soft costs, such as organizational and

administrative costs, and architectural,
engineering, and legal fees?

d. interest, taxes, and insurance expenses?
7. Does the bank require an estimated cost

breakdown for each stage of construction?
8. Does the bank require that cost estimates of

more complicated projects be reviewed by
qualified personnel: experienced in-house
staff, an architect, a construction engineer,
or an independent estimator?

9. Are commitment fees required on approved
construction loans?

CONSTRUCTION LOAN
AGREEMENTS

1. Is the construction loan agreement signed
before an actual loan disbursement is made?

*2. Is the construction loan agreement reviewed
by counsel and other experts to determine
that improvement specifications conform
to—

a. building codes?
b. subdivision regulations?
c. zoning and ordinances?
d. title and/or ground lease restrictions?
e. health and handicap access regulations?
f. known or projected environmental pro-

tection considerations?
g. specifications required under the

National Flood Insurance Program?
h. provisions in tenant leases?
i. specifications approved by the perma-

nent lender?
j. specifications required by the comple-

tion or performance bonding company
and/or guarantors?

*3. Does the bank require all change orders to
be approved in writing by the—

a. bank?
b. bank’s counsel?
c. permanent lender?
d. architect or supervising engineer?
e. prime tenants bound by firm leases or

letters of intent to lease?
f. completion bonding company?

4. Does the construction loan agreement set a
date for project completion?

5. Does the construction loan agreement
require that—

a. the contractor not start work until autho-
rized to do so by the bank?

b. on-site inspections be permitted by the
lending officer or an agent of the bank
without prior notice?

c. disbursement of funds be made as work
progresses, supported by documenta-
tion that the subcontractors are receiv-
ing payment and that the appropriate
liens are being released?

d. the bank be allowed to withhold dis-
bursements if work is not performed
according to approved specifications?

e. a percentage of the loan proceeds be
retained pending satisfactory comple-
tion of the construction?

f. the lender be allowed to assume prompt
and complete control of the project in
the event of default? If a commercial
project, are the leases assignable to the
bank?

g. the contractor carry builder’s risk and
workers’ compensation insurance? If
so, has the bank been named as mort-
gagee or loss payee on the builder’s risk
policy?

h. periodic increases in the project’s value
be reported to the builder’s risk and title
insurance companies?

6. Does the construction loan agreement
for residential tract construction loans
require—

a. bank authorization for individual tract-
housing starts?

b. that periodic sales reports be submitted
to the bank?

c. that periodic reports on tract houses
occupied under a rental, lease, or
purchase-option agreement be submit-
ted to the bank?

d. limitations on the number of specula-
tive houses and the completion of one
tract before beginning another?

COLLATERAL

1. Are liens filed on non–real estate construc-
tion improvements, i.e., personal property
that is movable from the project?

2. When entering into construction loans, does
the bank, consistent with supervisory loan-
to-value limits—
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a. limit the loan amount to a reasonable
percentage of the appraised value of the
project when there is no prearranged
permanent financing?

b. limit the loan amount to a percentage of
the appraised value of the completed
project when subject to the bank’s own
takeout commitment?

c. limit the loan amount to the floor of a
takeout commitment that is based upon
achieving a certain level of rents or
lease occupancy?

3. Are unsecured credit lines to contractors or
developers, who are also being financed by
secured construction loans, supervised by
the construction loan department or the
officer supervising the construction loan?

4. Does the bank have adequate procedures to
determine whether construction appraisal or
evaluation policies and procedures are con-
sistently being followed in conformance
with regulatory requirements, and that the
appraisal or evaluation documentation sup-
ports the value indicated in the conclusions?

INSPECTIONS

1. Are inspection authorities noted in the—
a. construction loan commitment?
b. construction loan agreement?
c. tri-party buy-and-sell agreement?
d. takeout commitment?

2. Are inspections conducted on an irregular
basis?

3. Are inspection reports sufficiently detailed
to support disbursements?

4. Are inspectors rotated from project to
project?

5. Are spot checks made of the inspectors’
work?

6. Do inspectors determine compliance with
plans and specifications as well as the
progress of the work? If so, are the inspec-
tors competent to make the determination?

DISBURSEMENTS

*1. Are disbursements—
a. advanced on a prearranged disburse-

ment plan?
b. made only after reviewing written

inspection reports?

c. authorized in writing by the contractor,
borrower, inspector, subcontractors,
and/or lending officer?

d. reviewed by a bank employee who had
no part in granting the loan?

e. compared with original cost estimates?
f. checked against previous disburse-

ments?
g. made directly to subcontractors and

suppliers?
h. supported by invoices describing the

work performed and the materials
furnished?

2. Does the bank obtain waivers of subcon-
tractor’s and mechanic’s liens as work is
completed and disbursements are made?

3. Does the bank obtain sworn and notarized
releases of mechanic’s liens from the gen-
eral contractor at the time construction is
completed and before final disbursement is
made?

4. Does the bank periodically review undis-
bursed loan proceeds to determine their
adequacy to complete the projects?

5. Are the borrower’s undisbursed loan pro-
ceeds and contingency or escrow accounts
independently verified at least monthly by
someone other than the individuals respon-
sible for loan disbursements?

TAKEOUT COMMITMENTS

1. Does counsel review takeout agreements
for acceptability?

2. Does the bank obtain and review the per-
manent lender’s financial statements
to determine the adequacy of its finan-
cial resources to fulfill the takeout
commitment?

3. Is a tri-party buy-and-sell agreement signed
before the construction loan is closed?

4. Does the bank require takeout agreements
to include a force majeure—an act-of-God
clause—that provides for an automatic
extension of the completion date in the
event that construction delays occur for
reasons beyond the builder’s control?

COMPLETION BONDING
REQUIREMENTS

1. Does the bank require completion insurance
for all construction loans?
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2. Has the bank established minimum finan-
cial standards for borrowers who are not
required to obtain completion bonding? Are
these standards observed in all cases?

3. Does counsel review completion insurance
bonds for acceptability?

DOCUMENTATION

1. Does the bank require and maintain docu-
mentary evidence of—

a. the contractor’s payment of—
• employee withholding taxes?
• builder’s risk insurance?
• workers’ compensation insurance?
• public liability insurance?
• completion insurance?

b. the property owner’s payment of real
estate taxes?

2. Does the bank require that documentation
files include—

a. loan applications?
b. financial statements for the—

• borrower?
• builder?
• proposed prime tenant?
• takeout lender?
• guarantors/partners?

c. credit and trade checks on the—
• borrower?
• builder?
• major subcontractor?
• proposed tenants?

d. a copy of plans and specifications?
e. a copy of the building permit?
f. a survey of the property?
g. the construction loan agreement?
h. an appraisal or evaluation and feasibil-

ity study?
i. an up-to-date title search?
j. the mortgage?
k. ground leases?
l. assigned tenant leases or letters of

intent to lease?
m. a copy of the takeout commitment?
n. a copy of the borrower’s application to

the takeout lender?
o. the tri-party buy-and-sell agreement?
p. inspection reports?
q. disbursement authorizations?
r. undisbursed loan proceeds and con-

tingency or escrow account
reconcilements?

s. insurance policies?

3. Does the bank employ standardized check-
lists to control documentation for individual
files, and does it perform audit reviews for
adequacy?

4. Does the documentation file indicate all of
the borrower’s other loans and deposit
account relationships with the bank, and
include a summary of other construction
projects being financed by other banks?
Does the bank analyze the status of these
projects and the potential effect on the
borrower’s financial position?

5. Does the bank use tickler files that—
a. control scheduling of inspections and

disbursements?
b. ensure prompt administrative follow-up

on items sent for—
• recording?
• an attorney’s opinion?
• an expert review?

6. Does the bank maintain tickler files that
provide advance notice (such as 30 days’
prior notice) to staff of the expiration dates
for—

a. the takeout commitment?
b. hazard insurance?
c. workers’ compensation insurance?
d. public liability insurance?

LOAN RECORDS

*1. Are the preparation, addition, and posting
of subsidiary real estate construction loan
records performed or adequately reviewed
by persons who do not also—

a. issue official checks or drafts?
b. handle cash?
c. reconcile subsidiary records to general

ledger controls?
*2. Are the subsidiary real estate construction

loan records reconciled at least monthly to
the appropriate general ledger accounts?
Are reconciling items adequately investi-
gated by persons who do not also handle
cash or prepare/post subsidiary controls?

*3. Are loan statements, delinquent account-
collection requests, and past-due notices
reconciled to the real estate construction
loan subsidiary records? Are the reconcili-
ations handled by a person who does not
also handle cash?

4. Are inquiries about construction loan bal-
ances received and investigated by persons
who do not also handle cash?
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*5. Are documents supporting recorded credit
adjustments subsequently checked or tested
by persons who do not also handle cash?

6. Is a delinquent-accounts report generated
daily?

7. Are loans in excess of supervisory LTV
limits identified in the bank’s records, and
are the aggregate amounts of such loans
reported at least quarterly to the board of
directors?

8. Does the bank maintain a daily record
summarizing note transaction details (loans
made, payments received, and interest
collected) to support applicable general led-
ger account entries?

9. Are note and liability trial balances fre-
quently reconciled to the general ledger by
employees who do not process or record
loan transactions?

LOAN INTEREST AND
COMMITMENT FEES

*1. Are the preparation and posting of loan
interest and fee records performed or

adequately reviewed by persons who do not
also—

a. issue official checks or drafts?
b. handle cash?

2. Are any independent interest and fee com-
putations made and compared with or
adequately tested to loan interest by persons
who do not also—

a. issue official checks or drafts?
b. handle cash?

CONCLUSION

1. Does the foregoing information provide an
adequate basis for evaluating internal con-
trol in that deficiencies in areas not covered
by this questionnaire do not significantly
impair any controls? Explain negative
answers briefly, and indicate any additional
examination procedures deemed necessary.

2. On the basis of a composite evaluation, are
internal controls adequate as evidenced by
answers to the foregoing questions?
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Concentrations in Commercial Real Estate Lending, Sound
Risk-Management Practices
Effective date October 2013 Section 2103.1

This interagency supervisory guidance was
developed to reinforce sound risk-management
practices for institutions with high and increas-
ing concentrations of commercial real estate
loans on their balance sheets. The guidance,
Concentrations in Commercial Real Estate
(CRE) Lending, Sound Risk-Management Prac-
tices (the guidance), was issued on December 6,
2006 (effective on December 12, 2006).1 How-
ever, institutions needing to improve their risk-
management processes may have been provided
the opportunity for some flexibility on the time
frame for complying with the guidance. This
time frame will be commensurate with the level
and nature of CRE concentration risk, the qual-
ity of the institution’s existing risk-management
practices, and its levels of capital. (See 71 Fed.
Reg. 74,580 [December 12, 2006], the Federal
Reserve Board’s press release dated December
6, 2006, and SR-07-01 and its attachments.)

SCOPE OF THE CRE CONCENTRA-
TION GUIDANCE

The guidance focuses on those CRE loans for
which the cash flow from the real estate is the
primary source of repayment rather than loans
to a borrower for which real estate collateral is
taken as a secondary source of repayment or
through an abundance of caution. For the pur-
poses of this guidance, CRE loans include those
loans with risk profiles sensitive to the condi-
tion of the general CRE market (for example,
market demand, changes in capitalization rates,
vacancy rates, or rents). CRE loans are land
development and construction loans (including
one- to four-family residential and commercial
construction loans) and other land loans. CRE
loans also include loans secured by multifam-
ily property, and nonfarm nonresidential
property where the primary source of repay-
ment is derived from rental income associated
with the property (that is, loans for which
50 percent or more of the source of repayment
comes from third-party, nonaffiliated, rental

income) or the proceeds of the sale, refinanc-
ing, or permanent financing of the property.
Loans to real estate investment trusts and
unsecured loans to developers also should be
considered CRE loans for purposes of this guid-
ance if their performance is closely linked to
performance of the CRE markets. The scope of
the guidance does not include loans secured by
owner-occupied nonfarm nonresidential proper-
ties where the primary source of repayment is
the cash flow from the ongoing operations and
activities conducted by the party, or affiliate of
the party, who owns the property. Rather than
defining a CRE concentration, the guidance’s
‘‘Supervisory Oversight’’ section describes the
criteria that the Federal Reserve will use as
high-level indicators to identify banks
potentially exposed to CRE concentration risk.

CRE CONCENTRATION
ASSESSMENTS

Banks that are actively involved in CRE lending
should perform ongoing risk assessments to
identify CRE concentrations. The risk assess-
ment should identify potential concentrations by
stratifying the CRE portfolio into segments that
have common risk characteristics or sensitivities
to economic, financial, or business develop-
ments. A bank’s CRE portfolio stratification
should be reasonable and supportable. The CRE
portfolio should not be divided into multiple
segments simply to avoid the appearance of
concentration risk.

The Federal Reserve recognizes that risk
characteristics vary among CRE loans secured
by different property types. A manageable level
of CRE concentration risk will vary by bank
depending on the portfolio risk characteristics,
the quality of risk-management processes, and
capital levels. Therefore, the guidance does not
establish a CRE concentration limit that applies
to all banks. Rather, banks are encouraged to
identify and monitor credit concentrations and
to establish internal concentration limits, and all
concentrations should be reported to senior man-
agement and the board of directors on a periodic
basis. Depending on the results of the risk
assessment, the bank may need to enhance its
risk-management systems.

1. The guidance was jointly adopted by the Board of
Governors of the Federal Reserve System, the Office of the
Comptroller of the Currency, and the Federal Deposit Insur-
ance Corporation.
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CRE RISK MANAGEMENT

The sophistication of a bank’s CRE risk-
management processes should be appropriate to
the size of the portfolio, as well as the level and
nature of concentrations and the associated risk
to the bank. Banks should address the following
key elements in establishing a risk-management
framework that effectively identifies, monitors,
and controls CRE concentration risk:

1. board and management oversight

2. portfolio management

3. management information systems

4. market analysis

5. credit underwriting standards

6. portfolio stress testing and sensitivity analysis

7. credit risk review function

Board and Management Oversight of
CRE Concentration Risk

A bank’s board of directors has ultimate respon-
sibility for the level of risk assumed by the bank.
If the bank has significant CRE concentration
risk, its strategic plan should address the ratio-
nale for its CRE levels in relation to its overall
growth objectives, financial targets, and capital
plan. In addition, the Federal Reserve’s real
estate lending regulations require that each bank
adopt and maintain a written policy that estab-
lishes appropriate limits and standards for all
extensions of credit that are secured by liens on
or interests in real estate, including CRE loans.
Therefore, the board of directors or a designated
committee thereof should—

1. establish policy guidelines and approve an
overall CRE lending strategy regarding the
level and nature of CRE exposures accept-
able to the bank, including any specific
commitments to particular borrowers or prop-
erty types, such as multifamily housing;

2. ensure that management implements proce-
dures and controls to effectively adhere to
and monitor compliance with the bank’s
lending policies and strategies;

3. review information that identifies and quan-
tifies the nature and level of risk presented by
CRE concentrations, including reports that
describe changes in CRE market conditions
in which the bank lends; and

4. periodically review and approve CRE risk
exposure limits and appropriate sublimits
(for example, by nature of concentration) to
conform to any changes in the bank’s strat-
egies and to respond to changes in market
conditions.

CRE Portfolio Management

Banks with CRE concentrations should manage
not only the risk of individual loans but also
portfolio risk. Even when individual CRE loans
are prudently underwritten, concentrations of
loans that are similarly affected by cyclical
changes in the CRE market can expose a bank to
an unacceptable level of risk if not properly
managed. Management regularly should evalu-
ate the degree of correlation between related real
estate sectors and establish internal lending
guidelines and concentration limits that control
the bank’s overall risk exposure.

Management should develop appropriate strat-
egies for managing CRE concentration levels,
including a contingency plan to reduce or miti-
gate concentrations in the event of adverse CRE
market conditions. Loan participations, whole
loan sales, and securitizations are a few examples
of strategies for actively managing concentra-
tion levels without curtailing new originations.
If the contingency plan includes selling or secu-
ritizing CRE loans, management should assess
periodically the marketability of the portfolio.
This should include an evaluation of the bank’s
ability to access the secondary market and a
comparison of its underwriting standards with
those that exist in the secondary market.

CRE Management Information
Systems

A strong management information system (MIS)
is key to effective portfolio management. The
sophistication of the MIS will necessarily vary
with the size and complexity of the CRE port-
folio and level and nature of concentration risk.
The MIS should provide management with suf-
ficient information to identify, measure, moni-
tor, and manage CRE concentration risk. This
includes meaningful information on CRE port-
folio characteristics that is relevant to the bank’s
lending strategy, underwriting standards, and
risk tolerances. A bank should assess periodi-
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cally the adequacy of the MIS in light of growth
in CRE loans and changes in the CRE por-
tfolio’s size, risk profile, and complexity.

Banks are encouraged to stratify the CRE
portfolio by property type, geographic market,
tenant concentrations, tenant industries, devel-
oper concentrations, and risk rating. Other use-
ful stratifications may include loan structure (for
example, fixed-rate or adjustable), loan purpose
(for example, construction, short-term, or per-
manent), loan-to-value (LTV) limits, debt ser-
vice coverage, policy exceptions on newly under-
written credit facilities, and affiliated loans (for
example, loans to tenants). A bank should also
be able to identify and aggregate exposures to a
borrower, including its credit exposure relating
to derivatives.

Management reporting should be timely and
in a format that clearly indicates changes in the
portfolio’s risk profile, including risk-rating
migrations. In addition, management reporting
should include a well-defined process through
which management reviews and evaluates con-
centration and risk-management reports, as well
as special ad hoc analyses in response to poten-
tial market events that could affect the CRE loan
portfolio.

Market Analysis

Market analysis should provide the bank’s man-
agement and board of directors with information
to assess whether its CRE lending strategy and
policies continue to be appropriate in light of
changes in CRE market conditions. A bank
should perform periodic market analyses for the
various property types and geographic markets
represented in its portfolio.

Market analysis is particularly important as a
bank considers decisions about entering new
markets, pursuing new lending activities, or
expanding in existing markets. Market informa-
tion also may be useful for developing sensitiv-
ity analysis or stress tests to assess portfolio risk.

Sources of market information may include
published research data, real estate appraisers
and agents, information maintained by the prop-
erty taxing authority, local contractors, builders,
investors, and community development groups.
The sophistication of a bank’s analysis will vary
by its market share and exposure, as well as the
availability of market data. While a bank oper-
ating in nonmetropolitan markets may have

access to fewer sources of detailed market data
than a bank operating in large, metropolitan
markets, a bank should be able to demonstrate
that it has an understanding of the economic and
business factors influencing its lending markets.

Credit Underwriting Standards

A bank’s lending policies should reflect the
level of risk that is acceptable to its board of
directors and should provide clear and measur-
able underwriting standards that enable the
bank’s lending staff to evaluate all relevant
credit factors. When a bank has a CRE concen-
tration, the establishment of sound lending poli-
cies becomes even more critical. In establishing
its policies, a bank should consider both internal
and external factors, such as its market position,
historical experience, present and prospective
trade area, probable future loan and funding
trends, staff capabilities, and technology
resources. Consistent with the Federal Reserve’s
real estate lending guidelines, CRE lending
policies should address the following underwrit-
ing standards:

1. maximum loan amount by type of property
2. loan terms
3. pricing structures
4. collateral valuation2

5. LTV limits by property type
6. requirements for feasibility studies and sen-

sitivity analysis or stress testing
7. minimum requirements for initial investment

and maintenance of hard equity by the
borrower

8. minimum standards for borrower net worth,
property cash flow, and debt service cover-
age for the property

A bank’s lending policies should permit
exceptions to underwriting standards only on a
limited basis. When a bank does permit an
exception, it should document how the transac-
tion does not conform to the bank’s policy or
underwriting standards, obtain appropriate man-
agement approvals, and provide reports to the
board of directors or designated committee
detailing the number, nature, justifications, and
trends for exceptions. Exceptions to both the
bank’s internal lending standards and the Fed-

2. Refer to the Federal Reserve’s appraisal regulations: 12
CFR 208 subpart E and 12 CFR 225, subpart G.
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eral Reserve’s supervisory LTV limits3 should
be monitored and reported on a regular basis.
Further, banks would analyze trends in excep-
tions to ensure that risk remains within the
bank’s established risk tolerance limits.

Credit analysis should reflect both the
borrower’s overall creditworthiness and project-
specific considerations as appropriate. In addi-
tion, for development and construction loans,
the bank should have policies and procedures
governing loan disbursements to ensure that the
bank’s minimum borrower equity requirements
are maintained throughout the development and
construction periods. Prudent controls should
include an inspection process, documentation on
construction progress, tracking pre-sold units,
pre-leasing activity, and exception monitoring
and reporting.

CRE Portfolio Stress Testing and
Sensitivity Analysis

A bank with CRE concentrations should per-
form portfolio-level stress tests or sensitivity
analysis to quantify the impact of changing
economic conditions on asset quality, earnings,
and capital. Further, a bank should consider the
sensitivity of portfolio segments with common
risk characteristics to potential market condi-
tions. The sophistication of stress testing prac-
tices and sensitivity analysis should be consis-
tent with the size, complexity, and risk
characteristics of the CRE loan portfolio. For
example, well-margined and seasoned perform-
ing loans on multifamily housing normally would
require significantly less robust stress testing
than most acquisition, development, and con-
struction loans.

Portfolio stress testing and sensitivity analysis
may not necessarily require the use of a sophis-
ticated portfolio model. Depending on the risk
characteristics of the CRE portfolio, stress test-
ing may be as simple as analyzing the potential
effect of stressed loss rates on the CRE port-
folio, capital, and earnings. The analysis should
focus on the more vulnerable segments of a
bank’s CRE portfolio, taking into consideration
the prevailing market environment and the
bank’s business strategy.

Credit Risk Review Function

A strong credit risk review function is critical
for a bank’s self-assessment of emerging risks.
An effective, accurate, and timely risk-rating
system provides a foundation for the bank’s
credit risk review function to assess credit
quality and, ultimately, to identify problem
loans. Risk ratings should be risk sensitive,
objective, and appropriate for the types of CRE
loans underwritten by the bank. Further, risk
ratings should be reviewed regularly for
appropriateness.

SUPERVISORY OVERSIGHT OF CRE
CONCENTRATION RISK

As part of its ongoing supervisory monitoring
processes, the Federal Reserve will use certain
criteria to identify banks that are potentially
exposed to significant CRE concentration risk.
A bank that has experienced rapid growth in
CRE lending, has notable exposure to a specific
type of CRE, or is approaching or exceeds the
following supervisory criteria may be identified
for further supervisory analysis of the level and
nature of its CRE concentration risk:

1. total reported loans for construction, land
development, and other land4 represent
100 percent or more of the bank’s total
capital5 or

2. total commercial real estate loans as defined
in this guidance6 represent 300 percent or

3. The Interagency Guidelines for Real Estate Lending
state that loans exceeding the supervisory LTV guidelines
should be recorded in the bank’s records and reported to the
board at least quarterly.

4. For commercial banks as reported in the Call Report
FFIEC 031 and 041, schedule RC-C, item 1a(1) and 1a(2).

5. For purposes of this guidance, the term total capital

means the total risk-based capital as reported for commercial
banks in the Call Report FFIEC 031 and 041 schedule RC-
R—Regulatory Capital, line 21.

6. For commercial banks as reported in the Call Report
FFIEC 031 and 041 schedule RC-C, items 1a(1), 1a(2), 1d,
1e(2), and memorandum item 3. Effective with the March 31,
2008, Call Report revision, item 1a on Schedule RC-C was
split into two components. Item 1a(1) reports 1–4 family
residential construction loans, and item 1a(2) reports other
construction loans and all land development and other land
loans. Both items 1a(1) and 1a(2) are used to calculate total
reported loans for construction, land development, and other
land. Also effective with the March 31, 2008, Call Report,
item 1e on Schedule RC-C was split into two components.
Item 1e(1) reports the amount of owner-occupied CRE loans,
and item 1e(2) reports the amount of non-owner-occupied
CRE loans. The amendment enables the exclusion of owner-
occupied CRE loans in the total CRE loan ratio in accordance
with the scope of the 2006 CRE Guidance. The supervisory
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more of the bank’s total capital, and the
outstanding balance of the bank’s commer-
cial real estate loan portfolio has increased by
50 percent or more during the prior 36 months.

The Federal Reserve will use the criteria as a
preliminary step to identify banks that may
have CRE concentration risk. Because regula-
tory reports capture a broad range of CRE
loans with varying risk characteristics, the
supervisory monitoring criteria do not consti-
tute limits on a bank’s lending activity but
rather serve as high-level indicators to identify
banks potentially exposed to CRE concentra-
tion risk. Nor do the criteria constitute a ‘‘safe
harbor’’ for banks if other risk indicators are
present, regardless of their measurements under
(1) and (2).

Evaluation of CRE Concentrations

The effectiveness of a bank’s risk-management
practices will be a key component of the super-
visory evaluation of the bank’s CRE concentra-
tions. Examiners will engage in a dialogue with
the bank’s management to assess CRE exposure
levels and risk-management practices. Banks
that have experienced recent, significant growth
in CRE lending will receive closer supervisory
review than those that have demonstrated a
successful track record of managing the risks in
CRE concentrations.

In evaluating CRE concentrations, the Fed-
eral Reserve will consider the bank’s own analy-
sis of its CRE portfolio, including consideration

of factors such as—

1. portfolio diversification across property types

2. geographic dispersion of CRE loans

3. underwriting standards

4. level of pre-sold units or other types of
take-out commitments on construction loans

5. portfolio liquidity (ability to sell or securitize
exposures on the secondary market)

While consideration of these factors should
not change the method of identifying a credit
concentration, these factors may mitigate the
risk posed by the concentration.

Assessment of Capital Adequacy for
CRE Concentration Risk

The Federal Reserve’s existing capital adequacy
guidelines note that a bank should hold capital
commensurate with the level and nature of the
risks to which it is exposed. Accordingly, banks
with CRE concentrations are reminded that their
capital levels should be commensurate with the
risk profile of their CRE portfolios. In assessing
the adequacy of a bank’s capital, the Federal
Reserve will consider the level and nature of
inherent risk in the CRE portfolio as well as
management expertise, historical performance,
underwriting standards, risk-management prac-
tices, market conditions, and any loan loss
reserves allocated for CRE concentration risk. A
bank with inadequate capital to serve as a buffer
against unexpected losses from a CRE concen-
tration should develop a plan for reducing its
CRE concentrations or for maintaining capital
appropriate to the level and nature of its CRE
concentration risk.

screening criteria are not intended to limit an institution’s
CRE lending activity. The intent of these indicators is to
encourage a dialogue between the supervisory staff and an
institution’s management about the level and nature of CRE
concentration risk.
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Concentrations in Commercial Real Estate Lending,
Sound Risk-Management Practices
Examination Objectives
Effective date October 2007 Section 2103.2

When a bank has significant commercial real
estate (CRE) credit concentrations, the inspec-
tion objectives are as follows:

1. To determine if the bank’s risk-management
practices and capital levels are commensu-
rate with the level and nature of its CRE
concentration risk.

2. To ascertain if the bank performs ongoing
risk assessments to identify its CRE
concentrations.

3. To evaluate whether the bank’s CRE risk-
management processes are appropriate for
the size of its CRE loan portfolio, as well as
for the level and nature of its concentrations
and their associated risks to the bank.
a. To determine whether the bank’s strategic

plan addresses the rationale for its CRE
credit concentration levels in relation to
its overall growth objectives, financial
targets, and capital plan.

b. To evaluate whether the bank manages not
only the risk of individual loans but also
its loan portfolio risks.

c. To find out if the bank’s management
information system provides management
with sufficient information that can be

used to identify, measure, and manage the
bank’s CRE concentration risk.

d. To verify whether the bank’s market analy-
ses provide the bank’s management and
board of directors with sufficient informa-
tion to assess whether the bank’s CRE
lending strategy and policies continue to
be appropriate in light of its changing
CRE market conditions.

4. To determine if the bank’s CRE lending
policies reflect the level of credit risk that is
acceptable to its board of directors.
a. To evaluate whether the lending policies

provide clear and measurable underwrit-
ing standards.

b. To assess whether the bank’s lending
policies enable the bank’s lending staff to
evaluate all relevant credit factors.

5. To find out if the bank performs portfolio-
level stress tests or sensitivity analyses in
order to quantify the impact of changing
economic conditions on asset quality, earn-
ings, and capital.

6. To determine if the bank has a strong credit-
review function that includes a self-
assessment of its emerging credit and other
risks.

Commercial Bank Examination Manual October 2007
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Concentrations in Commercial Real Estate Lending,
Sound Risk-Management Practices
Examination Procedures
Effective date October 2007 Section 2103.3

RISK MANAGEMENT

Board and Senior Management
Oversight

1. Determine if the board of directors or its
designated committee has—
a. established policy guidelines and

approved an overall commercial real
estate (CRE) lending strategy on the
level and nature of the bank’s CRE
exposures, including any specific com-
mitments to particular borrowers or prop-
erty types, such as multifamily housing;

b. ensured that management implements
procedures and controls to effectively
adhere to and monitor compliance with
the bank’s lending policies and strate-
gies;

c. reviewed information that identifies and
quantifies the nature and level of risk
presented by CRE concentrations, includ-
ing a review of reports that describe
changes in the CRE market conditions in
which the bank lends; and

d. periodically reviewed and approved CRE
risk exposure limits and appropriate sub-
limits (for example, by nature of concen-
tration) to ensure they conform to any
changes in the bank’s strategies and
respond to changes in market conditions.

Supervisory Oversight

2. Determine if the bank is (or is potentially)
exposed to significant CRE credit concen-
tration risk.

3. If the bank has experienced rapid growth in
CRE lending or has notable exposure to a
specific type of CRE, or if the bank is
approaching or exceeds one or both of the
following criteria, perform a preliminary
analysis of the bank’s CRE concentration
risk:
a. Total loans for construction, land devel-

opment, and other land represent 100 per-
cent or more of the bank’s total capital.

b. Total CRE loans represent 300 percent or
more of the bank’s total capital, and the

outstanding balance of the bank’s CRE
loan portfolio has increased by 50 per-
cent or more during the prior 36 months.

Portfolio Management

4. Ascertain whether the bank manages not
only the risk from individual loans but also
portfolio risk. Find out if management—
a. regularly (1) evaluates the degree of

correlation between related real estate
sectors and (2) establishes internal lend-
ing guidelines and concentration limits
that control the bank’s overall risk expo-
sure; and

b. develops appropriate strategies for man-
aging CRE concentration levels, includ-
ing the development of a contingency
plan to reduce or mitigate concentrations
during adverse CRE market conditions
(such a plan may include strategies
involving loan participations, whole loan
sales, and securitizations).
• Find out if the bank’s contingency plan

includes selling or securitizing CRE
loans.

• Ascertain if management periodically
assesses the marketability of the CRE
portfolio and evaluates the bank’s abil-
ity to access the secondary market.

• Verify whether the bank compares its
underwriting standards with those that
exist in the secondary market.

Management Information Systems

5. Evaluate whether management information
systems (MIS) provide sufficient informa-
tion to identify, measure, monitor, and man-
age CRE concentration risk (MIS should
include information on CRE portfolio char-
acteristics that are consistent with and rel-
evant to the bank’s lending strategy, under-
writing standards, and risk tolerances).

6. Verify that management reporting is timely
and in a format that clearly indicates changes
in the portfolio’s risk profile, including
risk-rating migrations.
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Market Analysis

7. Determine if management reporting includes
a well-defined process through which man-
agement reviews and evaluates concentra-
tion and risk-management reports, as well
as special ad hoc analyses that are prepared
in response to potential market events that
could affect the CRE loan portfolio.

8. Find out if the bank’s market analysis
provides management and the board of
directors with sufficient information to assess
(1) the bank’s CRE lending strategy and
policies and (2) whether they continue to be
appropriate in light of changes in CRE
market conditions.

Credit-Underwriting Standards

9. Determine if CRE lending policies include
the following underwriting standards:
a. maximum loan amount by type of

property
b. loan terms
c. pricing structures
d. collateral valuation
e. loan-to-value (LTV) limits by property

type
f. requirements for feasibility studies and

sensitivity analyses or stress testing
g. minimum requirements for initial invest-

ment and maintenance of hard equity by
the borrower

h. minimum standards for borrower net
worth, property cash flow, and debt-
service coverage for the property

10. Review the bank’s permitted exceptions to
its underwriting standards. Ascertain if the
exceptions—
a. have been granted on a limited basis

only; and
b. are supported by documentation and

reports to management and the board of
directors or a designated committee. The
documentation and reports should
indicate—
• how the transactions did not conform

to the bank’s policy or underwriting
standards;

• whether appropriate management
approvals were obtained; and

• the details of the number and nature of
and the justifications and trends for the
exceptions.

11. Verify that exceptions to both the bank’s
internal lending standards and the Federal
Reserve’s supervisory LTV limits are moni-
tored and reported on a regular basis.

12. Find out if the bank analyzes trends in its
CRE lending exceptions in order to ensure
that credit-underwriting risk remains within
its established risk-tolerance limits.

13. Evaluate whether the bank’s credit analyses
reflect both the borrowers’ overall credit-
worthiness and project-specific consider-
ations, as appropriate.

14. For the bank’s development and construc-
tion loans, determine if—
a. the bank has policies and procedures

governing loan disbursements in order to
ensure that the bank’s requirements for
minimum borrower equity are main-
tained throughout the development and
construction periods; and

b. prudent controls, including the follow-
ing, are in place:
• an inspection process
• documentation of construction progress
• tracking of pre-sold units
• pre-leasing activity
• exception monitoring and reporting

Portfolio Stress Testing and
Sensitivity Analysis

15. When the bank has CRE concentrations,
determine if it performs portfolio-level
stress tests or sensitivity analyses in order
to quantify the impact of changing
economic conditions on asset quality, earn-
ings, and capital.
a. Ascertain if the bank considers the sen-

sitivity of portfolio segments with com-
mon risk characteristics to potential mar-
ket conditions.

b. Determine whether the sophistication of
the bank’s stress-testing practices and
sensitivity analyses are consistent with
the size, complexity, and risk character-
istics of its CRE loan portfolio.

c. Evaluate whether the bank’s sensitivity
analyses focus on the more vulnerable
segments of its CRE portfolio, consider-
ing its prevailing market environment
and business strategy.
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Credit-Review Function

16. Find out if the bank has a credit-review
function, and if it is supported by a credit-
risk rating system that is used to assess
credit quality and identify problem loans.

17. Determine if (1) the bank’s risk ratings are
risk-sensitive, objective, and appropriate for
the types of CRE loans underwritten and
(2) the risk ratings are regularly reviewed.

EVALUATION OF
CRE CONCENTRATIONS

1. Engage in a dialogue with bank manage-
ment in order to assess the bank’s CRE
exposure levels and risk-management prac-
tices. If the bank has experienced recent,
significant growth in CRE lending, perform
an expanded review of the bank’s risk in
CRE concentrations, including a review of
the bank’s analysis of its CRE concentra-
tions. Consider factors such as—
a. portfolio diversification across property

types
b. the geographic dispersion of CRE loans
c. underwriting standards

d. the level of pre-sold units or other types
of take-out commitments on construction
loans

e. portfolio liquidity (the ability to sell or
securitize exposures on the secondary
market)

Assessment of Capital Adequacy

2. Evaluate whether the bank’s holds capital
commensurate with the risk profile of its
CRE portfolios. Consider the level and
nature of inherent risk in the bank’s CRE
portfolio, as well as management expertise,
historical performance, underwriting stan-
dards, risk-management practices, market
conditions, and any loan-loss reserves allo-
cated for CRE concentration risk.

3. If a bank has inadequate capital to serve as
a buffer against unexpected losses from its
CRE concentration, reach agreement with
the bank’s senior management and board of
directors on the development of a plan to
reduce the bank’s CRE concentrations or to
maintain capital that is appropriate and
commensurate with the level and nature of
the bank’s CRE concentration risk.

Concentrations in Commercial Real Estate Lending: Examination Procedures 2103.3
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Concentrations in Commercial Real Estate Lending,
Sound Risk-Management Practices
Internal Control Questionnaire
Effective date October 2007 Section 2103.4

CRE CONCENTRATION
ASSESSMENTS

1. Are ongoing risk assessments performed to
identify commercial real estate (CRE)
concentrations?

2. Are CRE concentration limits established
and monitored?

3. Is the CRE portfolio stratified into reason-
able and supportable segments that have
common risk characteristics or sensitivities
to economic, financial, or business
developments?

4. Are all CRE concentrations reported to
senior management and the board of direc-
tors on a periodic basis?

RISK MANAGEMENT

1. Has a risk-management framework been
established that effectively identifies, moni-
tors, and controls CRE concentration risk?
If such a framework has been established,
does it address—
a. board and management oversight?
b. portfolio management?
c. management information systems?
d. market analysis?
e. credit-underwriting standards?
f. portfolio stress testing and sensitivity

analysis?
g. the credit-risk review function?

Board and Management Oversight

2. If the bank has significant CRE concentra-
tion risk, does it have a strategic plan that
addresses the rationale for its CRE concen-
tration levels in relation to the bank’s over-
all growth objectives, financial targets, and
capital plan?

3. Has the board of directors or its designated
committee—
a. established policy guidelines and

approved an overall CRE lending
strategy for the level and nature of CRE
exposures, including any specific com-

mitments to particular borrowers or
property types, such as multifamily
housing?

b. ensured that the bank’s management
implements procedures and controls to
effectively adhere to and monitor com-
pliance with the bank’s lending policies
and strategies?

c. reviewed information that identifies and
quantifies the nature and level of risk
presented by CRE concentrations, includ-
ing a review of reports that describe
changes in the conditions of the CRE
market in which the bank lends?

d. periodically reviewed and approved
CRE risk exposure limits and appropri-
ate sublimits (for example, by nature of
concentration) in order to conform to
any changes in the bank’s strategies and
respond to changes in market
conditions?

Portfolio Management

4. Does the bank’s management regularly per-
form an analysis of its CRE portfolio, con-
sidering factors such as—
a. portfolio diversification across property

types?
b. the geographic dispersion of CRE loans?
c. underwriting standards?
d. the level of pre-sold units or other types

of take-out commitments on construction
loans?

e. portfolio liquidity (the ability to sell or
securitize exposures on the secondary
market)?

5. Has the bank’s board of directors and senior
management—
a. (1) regularly evaluated the degree of

correlation between related real estate
sectors and (2) established internal lend-
ing guidelines?

b. established internal lending guidelines
and concentration limits in order to con-
trol the bank’s overall risk exposure?

c. developed appropriate strategies to man-
age CRE concentration levels?

6. Has the bank’s management developed a
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contingency plan to reduce or mitigate CRE
loan concentrations during adverse market
conditions? If the bank’s contingency plan
includes selling or securitizing CRE loans,
has management periodically assessed the
marketability of the portfolio?

Management Information System

7. Does the bank’s management information
system (MIS) provide sufficient information
to identify, monitor, and manage CRE con-
centration risk?

8. Is the bank’s CRE portfolio stratified by
property type, geographic market, tenant
concentrations, tenant industries, developer
concentrations, and risk rating?

9. Does the bank’s MIS identify and aggregate
exposures to a borrower, including its credit
exposure relating to derivatives?

10. Are the bank’s management reports timely
and in a format that clearly indicates changes
in the portfolio’s risk profile?

11. Does the bank’s management reporting
include a well-defined process whereby
management reviews and evaluates CRE
concentrations, risk-management reports,
and special ad hoc analyses prepared in
response to potential market events that
could affect the concentration risk in the
bank’s CRE portfolio?

Credit-Underwriting Standards

12. Are underwriting standards clear and mea-
surable, and do they enable the bank’s
lending staff to evaluate relevant credit
factors?

13. Do the bank’s CRE lending policies address
the following underwriting standards—
a. maximum loan amount by type of

property?
b. loan terms?
c. pricing structures?
d. collateral valuation?
e. loan-to-value (LTV) limits by property

type?
f. requirements for feasibility studies and

sensitivity analyses or stress testing?
g. minimum requirements for initial invest-

ment and maintenance of hard equity by
the borrower?

h. minimum standards for borrower net
worth, property cash flow, and debt-
service coverage for the property?

14. Do the bank’s lending policies permit excep-
tions to its underwriting standards for CRE
concentrations on a limited basis only?

15. Are permitted exceptions documented; that
is, do the documented exceptions describe
how the loan transaction does not conform
to the bank’s lending policy or underwriting
standards?

16. Does management analyze trends in excep-
tions to ensure that the bank’s CRE concen-
tration risk remains within established risk-
tolerance limits?

17. Does the bank have policies and procedures
governing loan disbursements in order to
ensure that its minimum requirements for
borrower equity are maintained throughout
development and construction periods?

18. Do the bank’s internal controls consist of an
inspection process, documentation on con-
struction progress, tracking of pre-sold units,
tracking of pre-leasing activity, and excep-
tion monitoring and reporting?

Portfolio Stress Testing and
Sensitivity Analysis

19. Are portfolio stress tests or sensitivity analy-
ses performed in order to quantify the
impact of changing economic conditions on
asset quality, earnings, and capital?

20. If performed, are portfolio stress tests or
sensitivity analyses required to focus on the
more vulnerable segments of the bank’s
CRE portfolio? Do they take into consider-
ation the prevailing market environment
and the bank’s business strategy?

Credit-Review Function

21. Does the bank have an effective, accurate,
and timely risk-rating system that supports
its credit-review function?

22. Are credit-risk ratings reviewed regularly
for appropriateness?
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Floor-Plan Loans
Effective date May 1996 Section 2110.1

INTRODUCTION

Floor-plan lending is a form of dealer-inventory
financing in which each loan advance, which
may be as much as 100 percent of the dealer’s
invoiced cost, is collateralized by a specific
piece of inventory. As each unit of inventory is
sold by the dealer, the loan advance against that
unit of inventory is repaid. Floor-planned items
typically have broad consumer demand. Items
commonly subject to floor-plan debt are auto-
mobiles, large home appliances, furniture, tele-
visions and stereo equipment, boats, mobile
homes, and other types of merchandise usually
sold under a sales-finance contract. Floor-plan
financing involves all the basic risks inherent in
any form of inventory financing. However,
because of the high loan-to-value ratios typical
of floor-plan financing, the exposure to loss is
generally greater than in other types of inven-
tory financing.

COLLATERAL

As with all inventory financing, collateral value
is of prime importance. Control over collateral
value requires the bank to determine the value at
the time the loan is placed on the books, to
periodically inspect the collateral to determine
its condition and location, and to determine
whether any curtailment payments1 are needed
to keep the loan balance in line with depreciat-
ing collateral values. As a general rule, curtail-
ment payments are not required for new auto-
mobile models until the model year is
approximately one-half over. Periodic curtail-
ment payments are then expected to commence
at some predetermined percentage of the amount
financed.

Collateral Inspections

The examiner should determine whether the
bank is inspecting the collateral frequently and

thoroughly enough to ensure compliance with
the floor-plan agreement. Inspections should be
conducted on a surprise basis. Floor-plan inspec-
tion reports should be reviewed and retained by
the bank. Where practical, inspection duties
should be rotated among the bank’s staff. Banks
should verify the floor-planned inventory by
comparing serial numbers with manufacturers’
certificates of origin or titles and to the bank’s
records, and the inspection reports should reflect
whether the floor-planned inventory is available
for sale. Any missing inventory or other excep-
tions revealed by the inspection, and the dealer’s
explanation, should be noted in the inspection
report.

SECURITY INTEREST

In most banks, the security interest to floor-
planned inventory is evidenced by a trust
receipt.2 Generally, trust receipts are created
by two methods. First, the bank may enter into
a drafting agreement with the manufacturer,
which is similar to a letter of credit. In this
situation, the bank agrees to pay documentary
drafts covering shipments of merchandise to the
dealer. The drafts are payable at the time the
merchandise is received by the dealer or, if the
manufacturer permits, after a grace period, which
allows the dealer to prepare the inventory for
sale. The drafting agreement usually limits the
number of units, the per-unit cost, and the
aggregate cost that can be shipped at one time.
Drafting agreements are frequently used in con-
junction with repurchase agreements when the
manufacturer agrees to repurchase inventory
that remains unsold after a specified period of
time. The inventory and related title documents
remain with the dealer until they are sold and are
evidenced by a trust receipt. Banks should
physically inspect all the documents during the
floor-plan inspection to prevent dual financing.
Second, trust receipts are also created when

merchandise is shipped under an invoice sys-

1. Curtailment payments are payments made by the dealer
to the floor-plan lender when an item of floor-planned
inventory is not sold during the anticipated time frame. The
implicit assumption is that if the floor-planned inventory is not
sold as anticipated, the inventory value depreciates over time.
Unless a curtailment payment is made, the bank’s loan-to-
value ratio would increase and place the bank in a riskier
position than desired.

2. A trust receipt is a document issued to the floor-plan
lender by the dealer receiving the floor-plan financing. The
trust receipt provides evidence that the dealer possesses the
floor-planned inventory. It establishes the bank’s rights to the
inventory collateral and its proceeds or refers to other docu-
ments that set forth the rights of the bank.
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tem. The dealer receives the inventory accom-
panied by invoices and titles, where appropriate.
The dealer presents the documents to the bank
and the bank pays the invoice, attaching dupli-
cates of the documents to a trust receipt that is
signed by the borrower. Depending on the type
of inventory and the dealer, the title may remain
in the bank or be released. For example, used car
inventories are usually financed with trust
receipts listing each item of the inventory and its
loan value.
The method of perfecting a security interest

varies from state to state, and there can be
divergences from the Uniform Commercial
Code. The examiner should determine that the
security interest has been properly perfected.
For a detailed discussion of the UCC require-
ments regarding secured transactions, refer to
section 2080.1, ‘‘Commercial and Industrial
Loans.’’

BANK/DEALER RELATIONSHIP

Two important facets of the bank’s relationship
with a dealer are (1) the quality of the paper
generated and (2) the deposit account main-
tained. The income derived from a floor-plan
loan may not be sufficient to justify the credit
risk. However, additional income derived from
quality loans to purchasers of the dealer’s inven-
tory may justify the credit risk. If the bank is not
receiving an adequate portion of loans generated
by the dealer or if the paper is of inferior quality,
the relationship is of questionable value to the
bank. The dealer’s deposit relationship repre-
sents both a compensating balance and a tool by
which the loan officer can monitor customer
activity. A review of the flow of funds into and
out of the dealer’s account may suggest that
inventory has been sold without debt reduction,
that the dealer is incurring abnormal expenses,
or that unreported diversification, expansion, or
other financial activity has occurred that might
warrant a reconsideration of the credit arrange-
ment. Token or overdrawn balances should also
trigger increased attention to the value of the
relationship.

DEALER FINANCIAL ANALYSIS

Many dealers have minimal liquidity and capital
relative to total debt. Therefore, the bank should
closely and frequently review the dealer’s finan-

cial information. Annual and interim financial
statements are necessary to monitor the dealer’s
condition. Interim financial statements are often
in the form of monthly financial reports to the
dealer’s franchiser. In analyzing the data, the
bank should review the number of units sold and
the profitability of those sales, as well as com-
pare the number of units sold with the number
financed to determine that inventory levels are
reasonable.
Inventory will invariably be a dealer’s pri-

mary asset, and its acquisition will normally
create the dealer’s major liability. The dealer’s
financial statement should show an inventory
figure at least equal to the related flooring
liability. Unless the difference is represented by
short-term sales receivables, including contracts
in transit, a floor-plan liability that is greater
than the amount of inventory is an indication
that the dealer has sold inventory and has not
made the appropriate loan payment. To assess
credit quality, it is essential that the examiner
closely evaluate the level of floor-plan debt
relative to inventory.

IDENTIFYING PROBLEMS

Missing inventory, reportedly sold and unpaid,
should be verified to related contracts-in-process.
Time to collect on contracts-in-process should
be reasonable and conform to the floor-plan
agreement. Floor-planned inventory sold and
not in the process of payment is termed ‘‘sold
out of trust’’ and represents a breach of trust by
the dealer—and a significant exposure to the
bank.
During floor-plan inspections, recurring out-

of-trust positions that are not cleared in a rea-
sonable time frame (three to five days) should be
a red flag. If a bank discovers that a dealer is
deliberately withholding funds or diverting funds
received from the sale of pledged inventory,
bank officials should meet with the borrower to
discuss this situation and, if appropriate, con-
sider terminating the lending relationship. Banks
should avoid complicated situations in which
they finance only part of the dealer’s floor-plan
debt that originates from one particular manu-
facturer or distributor. Other warning signs
banks should be aware of include interest or
curtailment payment delinquencies, extended
maturities beyond reasonable expectations, slow-
moving inventory, and the absence of interim
financial statements.

2110.1 Floor-Plan Loans
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LOAN POLICY

The bank’s loan policy should establish sound
standards to control the credit and operational
risks associated with floor-plan lending. At a
minimum, the policy should address the need

for detailed tri-party (manufacturer, dealer, and
banker) floor-plan agreements, loan-to-value
requirements, the percentage amount and timing
of curtailment payments, inspection standards,
and the frequency for obtaining and evaluating
financial statements.

Floor-Plan Loans 2110.1
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Floor-Plan Loans
Examination Objectives
Effective date May 1996 Section 2110.2

1. To determine if policies, practices, proce-
dures, and internal controls for floor-plan
loans are adequate.

2. To determine if bank officers are conforming
to established guidelines.

3. To evaluate the quality of the loan portfolio
and the sufficiency of its collateral.

4. To determine the scope and effectiveness of
the audit function.

5. To determine compliance with applicable
laws and regulations.

6. To initiate corrective action when policies,
practices, procedures, or internal controls are
deficient or when violations of laws or regu-
lations have been noted.
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Floor-Plan Loans
Examination Procedures
Effective date November 2003 Section 2110.3

1. If selected for implementation, complete or
update the floor-plan loans section of the
internal control questionnaire.

2. On the basis of the evaluation of internal
controls and the work performed by internal
or external auditors, determine the scope of
the examination.

3. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also, obtain a listing of
any deficiencies noted in the latest review
done by internal or external auditors from
the examiner assigned to internal control,
and determine if corrections have been
accomplished.

4. Request that the bank supply the following:
a. schedule of curtailment requirements for

each dealer
b. schedule of approved floor-plan lines

for each dealer, including outstanding
balances

c. delinquent curtailment billing report
d. drafting agreements and amount of out-

standing drafts
e. delinquent interest billings, date billed,

and amount of past-due interest
5. Obtain a trial balance of all floor-plan

accounts.
a. Agree balances to department controls

and general ledger.
b. Review reconciling items for reason-

ableness.
6. Using an appropriate technique, select bor-

rowers for examination.
7. Using the trial balance, transcribe the fol-

lowing information for each borrower
selected onto the credit line cards:
a. total outstanding liability
b. number of items
c. status of any outstanding interest or cur-

tailment billings
d. amount of approved floor-plan line

8. Obtain liability and other information on
common borrowers from examiners assigned
to overdrafts, lease financing, and other
loan areas, and together decide who will
review the borrowing relationship.

9. Obtain from the bank or appropriate exam-
iner the following schedules, if applicable
to this area:

a. past-due loans
b. loans in a nonaccrual status
c. loans on which interest is not being

collected in accordance with the terms of
the loan (Particular attention should be
given to loans that have been renewed
with interest being rolled into principal.)

d. loans whose terms have been modified
by a reduction on interest rate or princi-
pal payment, by a deferral of interest or
principal, or by other restructuring of
repayment terms

e. loans transferred, either in whole or in
part, to another lending institution as a
result of a sale, participation, or asset
swap since the previous examination

f. loans acquired from another lending
institution as a result of a purchase,
participation, or asset swap since the
previous examination

g. loan commitments and other contingent
liabilities

h. extensions of credit to employees, offi-
cers, directors, and principal sharehold-
ers and their interests specifying which
officers are considered executive officers

i. extensions of credit to executive officers,
directors, and principal shareholders and
their interests of correspondent banks

j. a list of correspondent banks
k. miscellaneous loan-debit and credit-

suspense accounts
l. loans considered ‘‘problem loans’’ by

management
m. specific guidelines in the lending policy
n. each officer’s current lending authority
o. current interest-rate structure
p. any useful information obtained from the

review of the minutes of the loan
and discount committee or any similar
committee

q. reports furnished to the loan and
discount committee or any similar
committee

r. reports furnished to the board of directors
s. loans classified during the previous

examination
10. Review the information received, and per-

form the following procedures.
a. Loans transferred, either in whole or in

part, to or from another lending institu-
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tion as a result of a participation, sale or
purchase, or asset swap.
• Participations only:

— Test participation certificates and
records, and determine that the par-
ties share in the risks and contrac-
tual payments on pro rata basis.

— Determine that the bank, as lead or
agent in a credit, exercises similar
controls and procedures over syn-
dications and participations sold as
for loans in its own portfolio.

• Procedures pertaining to all transfers:
— Investigate any situations in which

loans were transferred immediately
before the date of examination to
determine if any were transferred
to avoid possible criticism during
the examination.

— Determine whether any of the loans
transferred were either nonperform-
ing at the time of transfer or clas-
sified at the previous examination.

— Determine that low-quality loans
transferred to (but not purchased)
or from the bank are properly
reflected on its books at fair market
value (while fair market value may
be difficult to determine, it should
at a minimum reflect both the rate
of return being earned on such
loans as well as an appropriate risk
premium). Section 23A of the Fed-
eral Reserve Act prohibits a state
member bank from purchasing low-
quality assets.

— Determine that low-quality loans
transferred to the parent holding
company or a nonbank affiliate are
properly reflected at fair market
value on the books of both the
bank and its affiliate.

— If low-quality loans were trans-
ferred to or from another lending
institution for which the Federal
Reserve is not the primary regula-
tor, prepare a memorandum to be
submitted to the Reserve Bank
supervisory personnel. The Reserve
Bank will then inform the local
office of the primary federal regu-
lator of the other institution
involved in the transfer. The
memorandum should include
the following information, as

applicable:
(1) name of originating institution
(2) name of receiving institution
(3) type of transfer (i.e., participa-

tion, purchase or sale, swap)
(4) date of transfer
(5) total number of loans trans-

ferred
(6) total dollar amount of loans

transferred
(7) status of the loans when trans-

ferred (e.g., nonperforming,
classified, etc.)

(8) any other information that
would be helpful to the other
regulator

b. Miscellaneous loan-debit and credit-
suspense accounts.
• Discuss with management any large or

old items.
• Perform additional procedures as

deemed appropriate.
c. Loans classified during the previous

examination. Determine the disposition
of loans so classified by reviewing—
• current balances and payment status,
• date loan was repaid and sources of

payment, and
• any situations in which all or part of

the funds for the repayment came from
the proceeds of another loan at the
bank, or as a result of a participation,
sale, or swap with another lending
institution. If repayment was a result
of a participation, sale or swap, refer to
step 10a of this section for the appro-
priate examination procedures.

d. Loan commitments and other contingent
liabilities. Analyze whether—
• the borrower has been advised of the

contingent liability, and
• the combined amounts of the current

loan balance and the commitment or
contingent liability exceeds the cutoff.

e. Select loans that require in-depth review
on the basis of the information derived
from the above schedules.

11. Consult with the examiner responsible for
the asset/liability management analysis to
determine the appropriate maturity break-
down of loans needed for the analysis. If
requested, compile the information using
bank records or other appropriate sources.
See‘‘ Instructions for the Report of Exami-
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nation,’’ section 6000.1, for considerations
to be taken into account when compiling
maturity information for the gap analysis.

12. For those loans selected in step 6 and for
any other loans selected while performing
the above steps—
a. transcribe the following information from

the bank’s collateral record onto the
credit line card:
• a list of items floored, including date

of entry, description of property, amount
advanced, and curtailment, if any
(Similar items and model year should
be shown in aggregate, and entry dates
should be shown as a range, except on
stale or not properly curtailed items.)

• a summary of the wholesale agreement
between the bank and the dealer

• a summary of the agreement between
the manufacturer and the bank

• a summary of any repurchase
agreement

• evidence that security interest has been
perfected

• details of any guarantees that may be
held

• details of any other collateral held
b. review the two most recent floor-plan

inspection reports and determine—
• if any items were sold out of trust,
• that where trust receipts were used, all

title documents were physically
inspected, and

• that appropriate follow-up was made
on all missing items.

13. Determine compliance with laws and regu-
lations pertaining to floor-plan loans by
performing the following steps.
a. Lending limits.

• Determine the bank’s lending limits as
prescribed by state law.

• Determine advances or combinations
of advances with aggregate balances
above the limit, if any.

b. 18 USC 215, Commission or Gift for
Procuring Loan.
• While examining the floor-plan loan

area, determine the existence of any
possible cases in which a bank officer,
director, employee, agent, or attorney
may have received anything of value
for procuring or endeavoring to pro-
cure any extension of credit.

• Investigate any such suspected
situation.

c. 12 USC 1972, Tie-In Provisions. While
reviewing credit and collateral files (espe-
cially loan agreements), determine
whether any extension of credit is con-
ditioned upon—
• obtaining or providing an additional

credit, property, or service to or from
the bank or its holding company (or a
subsidiary of its holding company),
other than a loan, discount, deposit, or
trust service, or

• the customer not obtaining a credit,
property, or service from a competitor
of the bank or its holding company (or
a subsidiary of its holding company),
other than a reasonable condition to
ensure the soundness of the credit.

d. Insider lending activities. The examina-
tion procedures for checking compliance
with the relevant law and regulation
covering insider lending activities and
reporting requirements are as follows
(the examiner should refer to the appro-
priate sections of the statutes for specific
definitions, lending limitations, reporting
requirements, and conditions indicating
preferential treatment):
• Regulation O (12 CFR 215), Loans to

Executive Officers, Directors, and Prin-
cipal Shareholders and Their Interests.
While reviewing information relating
to insiders that is received from the
bank or appropriate examiner (includ-
ing loan participations, loans pur-
chased and sold, and loan swaps)—
— test the accuracy and complete-

ness of information about
floor-plan loans by comparing it
with the trial balance or loans
sampled;

— review credit files on insider loans
to determine that required informa-
tion is available;

— determine that loans to insiders do
not contain terms more favorable
than those afforded other borrowers;

— determine that loans to insiders do
not involve more than normal risk
of repayment or present other
unfavorable features;

— determine that loans to insiders, as
defined by the various sections of
Regulation O, do not exceed the
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lending limits imposed by those
sections;

— if prior approval by the bank’s
board was required for a loan to an
insider, determine that such
approval was obtained;

— determine compliance with the vari-
ous reporting requirements for
insider loans;

— determine that the bank has made
provisions to comply with the pub-
lic disclosure requirements for
insider loans; and

— determine that the bank maintains
records of public disclosure requests
and the disposition of the requests
for a period of two years after the
date of the requests.

• Title VIII of the Financial Institutions
Regulatory and Interest Rate Control
Act of 1978 (FIRA) (12 USC
1972(2)), Loans to Executive Officers,
Directors, and Principal Shareholders
of Correspondent Banks.
— Obtain from or request that the

examiners reviewing due from
banks and deposit accounts verify
a list of correspondent banks pro-
vided by bank management, and
ascertain the profitability of those
relationships.

— Determine that loans to insiders of

correspondent banks are not made
on preferential terms and that no
conflict of interest appears to exist.

14. Perform the appropriate procedural steps in
‘‘Concentrations of Credit,’’ section 2050.3.

15. Discuss with appropriate officers, and pre-
pare summaries in appropriate report form
for—
a. delinquent loans;
b. extensions of credit to employees, offi-

cers, directors, and/or their interests;
c. loans on which collateral documentation

is deficient;
d. transfers of low-quality loans to or from

another lending institution;
e. the adequacy of written policies relating

to floor-plan loans;
f. the manner in which bank officers are

conforming with established policy;
g. schedules applicable to the department

that were discovered to be incorrect or
incomplete;

h. the performance of departmental
management;

i. internal control deficiencies or exceptions;
j. recommended corrective action when

policies, practices, or procedures are
deficient; and

k. other matters of significance.
16. Update the workpapers with any informa-

tion that will facilitate future examinations.
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Floor Plan Loans
Internal Control Questionnaire
Effective date March 1984 Section 2110.4

Review the bank’s internal controls, policies,
practices and procedures for making and servic-
ing floor plan loans. The bank’s system should
be documented in a complete and concise man-
ner and should include, where appropriate, nar-
rative descriptions, flowcharts, copies of forms
used and other pertinent information. Items
marked with an asterisk require substantiation
by observation or testing.

POLICIES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten floor plan loan policies that:
a. Establish procedures for reviewing floor

plan applications?
b. Define qualified borrowers, overall lim-

its, and types of merchandise to be floor
planned?

c. Establish minimum standards for
documentation?

d. Establish curtailment amounts and time
limits?

2. Are floor plan loan policies reviewed at
least annually to determine if they are
compatible with changing market
conditions?

RECORDS

*3. Is the preparation and posting of subsidi-
ary floor plan loan records performed or
reviewed by persons who do not also:
a. Issue official checks or drafts?
b. Handle cash?

4. Are the subsidiary floor plan loan records
reconciled daily with the appropriate gen-
eral ledger accounts, and are reconciling
items investigated by persons who do not
also handle cash?

*5. Are delinquent account collection requests
and past-due notices checked to the trial
balances used in reconciling floor plan
subsidiary records with general ledger
accounts, and are they handled only by
persons who do not also handle cash?

*6. Are inquiries about loan balances received
and investigated by persons who do not
also handle cash?

*7. Are documents supporting recorded credit
adjustments checked or tested subsequently
by persons who do not also handle cash (if
so, explain briefly)?

8. Is a daily record maintained summarizing
note transaction details, i.e., loans made,
payments received and interest collected,
to support applicable general ledger account
entries?

9. Are frequent note and liability ledger trial
balances prepared and reconciled with con-
trolling accounts by employees who do not
process or record loan transactions?

10. Is an overdue account report generated
frequently (if so, state frequency )?

LOAN INTEREST

*11. Is the preparation and posting of interest
records performed or reviewed by persons
who do not also:
a. Issue official checks or drafts singly?
b. Handle cash?

12. Are any independent interest computations
made and compared or adequately tested
to initial interest records by persons who
do not also:
a. Issue official checks or drafts singly?
b. Handle cash?

COLLATERAL

13. Are floor plan checks, physical invento-
ries, conducted at least monthly and on a
surprise basis (if so, state frequency

)?
14. Are more frequent floor plan checks

required if the dealer is experiencing finan-
cial difficulties?

15. Are individuals performing floor plan
checks rotated?

16. Are floor plan inspector(s) required to
determine or verify the following and
indicate their findings on the floor plan
check sheet:
a. Serial number of item?
b. Odometer reading of vehicles?
c. Condition of item?
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d. Location of item, if other than normal
place of business?

e. Existence of any fire or theft hazards?
17. Does the floor plan inspector include on

the check sheet:
a. Date inspection was performed?
b. Date any item located elsewhere was

checked?
c. His or her signature?
d. Summary of his or her report, if

appropriate?
18. Are all demonstrators checked?
19. Are floor plan reports reviewed by an

officer?
20. Are follow-up inspections made of items

not seen during the regular inspection?
21. Are items reported by the dealer as being

sold, required to be paid off immediately?
22. Does the floor plan inspector determine

the date that item(s) reported as sold were
sold from that on the dealer’s copy of the
sales agreement?

23. Are dealer sales patterns reviewed to de-
termine that the number of units reported
sold at the time of floor plan inspection is
not excessive and does not indicate a float?

24. Are payments-in-process reported by the
dealer during floor plan inspection verified
by bank personnel?

25. When a dealer trade or ‘‘swap’’ occurs,
does the bank:
a. Obtain the manufacturer’s invoice from

the selling dealer on the new unit
acquired?

b. Obtain the invoice from the borrowing
dealer for the new unit?

c. Have a trust receipt executed on the
new unit?

26. Does the bank have a procedure to check
all indirect paper received from a dealer
against the trust receipts of items floored
for that dealer to determine that there is
no duplication of loans against the same
security?

27. Does the bank have floor plan property
damage insurance or require that the dealer
maintain such coverage with the bank
named as loss payee?

28. Is the insurance coverage periodically re-
viewed for adequacy?

29. Are all trust receipts required to be sup-
ported by invoices or other evidence that
title to the security is vested in the bank?

30. Are trust receipts required to include:
a. Description of each item?

b. Serial number of each item?
c. Loan amount for each item?
d. Interest rate?
e. Date?
f. Authorized signature of dealer or per-

son holding power-of-attorney to exe-
cute the trust receipt?

31. If the bank and dealer permit a bank
employee to execute trust receipts using
the dealer’s power-of-attorney:
a. Are proper documents on file granting

the power-of-attorney?
b. Does the bank maintain a numbered

register for trust receipt notes?
c. Are trust receipt notes under dual

control?

OTHER

32. Are all floor plan loans granted under an
established line?

33. Are line approvals structured to permit the
bank to cancel or suspend shipments of
unwanted merchandise?

34. Are dealer floor plan line limits strictly
adhered to?

35. Is a trial balance of each dealer’s trust
receipts/security agreements prepared at
least monthly?

36. Are dealer trial balances reconciled to
department and general ledger controls?

37. Are floor plan interest charges systemati-
cally computed and regularly billed?

38. Are notices of past due interest payments
sent promptly?

39. Are all interest, curtailment and unit pay
off payments fromdealers postedpromptly?

40. Are disbursements for floor plan loans on
new units made only against the original
copy of the manufacturer’s invoices?

41. Are the original invoices retained in the
bank’s files?

42. Are loan proceeds on new units paid
directly to the manufacturer rather than to
the dealer?

43. Are accounting records established so that
the bank has records of all floored items
with adequate individual identification?

44. Are limits on loan advance versus invoice
price (current wholesale value, if used)
clearly established?

45. Are wholesale values determined indepen-
dently of dealer appraisals?
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46. Are wholesale values that are assigned by
floor plan department personnel periodi-
cally reviewed by someone independent of
the department?

47. Is amount of loan advance prohibited from
exceeding 100 percent of the invoice price
of a new item or of the wholesale value of
a used item?

48. Has a curtailment policy been established
and is it being followed?

49. Does the policy provide proper incentives
to the dealer to turn over inventory on a
timely basis?

50. Is the loan written so that the floored items
never depreciate faster than the loan bal-
ance is reduced?

51. If a manufacturer of floored items has
entered into a repurchase agreement, are
curtailments structured to keep the loan
balance in line with any declining repur-
chase amount?

52. Are records maintained on curtailment
billings so that delinquency is easily
determinable?

53. Are notices of past due curtailment pay-
ments sent promptly?

54. If assignment of rebates has been made,
have procedures been established to en-
sure that factory rebate checks payable at
the end of the model year are promptly
forwarded to the bank?

55. If demonstrators are floored, are they sub-
ject to separate curtailment requirements
which keep the loan balance in line with
their liquidation value?

56. Are floor plan agreements required for all
dealers?

57. Must agreements be accompanied by bor-
rowing resolutions?

58. Is a written agreement between the manu-
facturer and the bank required on any
flooring line which includes drafting
arrangements with the manufacturer?

59. Do such agreements with the manufacturer
stipulate under what conditions the bank
will accept items to be floored?

60. Are checks made periodically to determine
that only those individuals granted power-
of-attorney are signing the trust receipts?

61. Are dealers required to submit financial
and operating statements on a continuing
basis?

62. Are all dealers who prepare internal finan-
cial and operating statements more fre-
quently than annually required to submit
copies of those statements to the bank?

63. Are all financial statements received from
dealers reviewed promptly?

64. Do financial statement reviews include a
determination that floor plan loans, deposit
accounts and other information agree with
the bank’s records?

65. Are periodic reviews made of deposit
accounts to detect any possible out-of-trust
sales?

66. Are periodic reviews made of the retail
paper being generated to determine if the
bank is receiving an adequate portion?

CONCLUSION

67. Does the foregoing information constitute
an adequate basis for evaluating internal
control in that there are no significant
deficiencies in areas not covered in this
questionnaire that impair any controls?
Explain negative answers briefly, and indi-
cate any additional examination proce-
dures deemed necessary.

68. Based on a composite evaluation as evi-
denced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate).
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Leveraged Lending
Effective date April 2013 Section 2115.1

Leveraged lending has been a financing vehicle
for transactions involving mergers and acquisi-
tions, business recapitalizations, and business
expansions.1 It is an important type of financing
for national and global economies, and the U.S.
financial industry plays an integral role in mak-
ing credit available and syndicating that credit to
investors. Leveraged transactions are character-
ized by a degree of financial leverage that may
significantly exceed industry norms as measured
by ratios such as debt-to-assets, debt-to-equity,
cash flow-to-total debt, or other ratios and stan-
dards that are unique to a particular industry.
Leveraged borrowers, however, can have a
diminished ability to respond to changing eco-
nomic conditions or unexpected events, creating
significant implications for an institution’s over-
all credit-risk exposure and challenges for bank
risk-management systems.

Leveraged lending activities can be con-
ducted in a safe-and-sound fashion if pursued
with a risk-management structure that provides
for the appropriate underwriting, pricing, moni-
toring, and controls. Comprehensive credit analy-
sis processes, frequent monitoring, and detailed
portfolio reports are needed to better understand
and manage the inherent risk in leveraged port-
folios. Sound valuation methodologies must be
used in addition to ongoing stress testing and
monitoring.

Financial institutions should ensure they do
not unnecessarily heighten risks by originating
and then distributing poorly underwritten loans.2
For example, a poorly underwritten leveraged
loan that is pooled with other loans or is
participated with other institutions may generate
risks for the financial system. The leveraged

lending guidance that follows is designed to
assist financial institutions in providing lever-
aged lending to creditworthy borrowers in a
safe-and-sound manner.

On March 21, 2013, the Federal Reserve
Board, along with the Office of the Comptroller
of the Currency (OCC) and the Federal Deposit
Insurance Corporation (FDIC), issued ‘‘Inter-
agency Guidance on Leveraged Lending.’’3 The
statement provides guidance about risk rating
leveraged-financed loans. See SR-13-3 and its
attachment.

INTERAGENCY GUIDANCE ON
LEVERAGED LENDING

The vast majority of community banks should
not be affected by this guidance, as they have
limited involvement in leveraged lending. Com-
munity and smaller institutions that are involved
in leveraged lending activities should discuss
with their primary regulator the implementation
of cost-effective controls appropriate for the
complexity of their exposures and activities.4

Risk-Management Framework

Given the high-risk profile of leveraged transac-
tions, financial institutions engaged in leveraged
lending should adopt a risk-management frame-
work that has an intensive and frequent review
and monitoring process. The framework should
have as its foundation written risk objectives,
risk-acceptance criteria, and risk controls. A
lack of robust risk-management processes and
controls at a financial institution with significant
leveraged lending activities could contribute to
supervisory findings that the financial institution

1. For the purpose of this guidance, references to leveraged
finance, or leveraged transactions encompass the entire debt
structure of a leveraged obligor (including loans and letters of
credit, mezzanine tranches, senior and subordinated bonds)
held by both bank and nonbank investors. References to
leveraged lending and leveraged loan transactions and credit
agreements refer to all debt with the exception of bond and
high-yield debt held by both bank and nonbank investors.

2. For purposes of this guidance, the term ‘‘financial
institution’’ or ‘‘institution’’ includes national banks, federal
savings associations, and federal branches and agencies super-
vised by the OCC; state member banks, bank holding com-
panies, savings and loan holding companies, and all other
institutions for which the Federal Reserve is the primary
federal supervisor; and state nonmember banks, foreign banks
having an insured branch, state savings associations, and all
other institutions for which the FDIC is the primary federal
supervisor.

3. This guidance augments previously issued supervisory
statements on sound credit-risk management. Refer to SR-98-
18, ‘‘Lending Standards for Commercial Loans’’ (see also
sections 2040.1, ‘‘Loan Portfolio Management,’’ and 2040.3,
‘‘Loan Portfolio Management—Examination Procedures,’’ in
this manual).

4. The agencies do not intend that a financial institution
that originates a small number of less complex, leveraged
loans should have policies and procedures commensurate with
a larger, more complex leveraged loan origination business.
However, any financial institution that participates in lever-
aged lending transactions should follow applicable supervi-
sory guidance provided in ‘‘Participations Purchased’’ of this
section.
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is engaged in unsafe and unsound banking
practices. This guidance outlines the agencies’
minimum expectations on the following topics:

• Leveraged Lending Definition
• General Policy Expectations
• Participations Purchased
• Underwriting Standards
• Valuation Standards
• Pipeline Management
• Reporting and Analytics
• Risk Rating Leveraged Loans
• Credit Analysis
• Problem-Credit Management
• Deal Sponsors
• Credit Review
• Stress Testing
• Conflicts of Interest
• Reputational Risk
• Compliance

Leveraged Lending Definition

The policies of financial institutions should
include criteria to define leveraged lending that
are appropriate to the institution.5 For example,
numerous definitions of leveraged lending exist
throughout the financial services industry and
commonly contain some combination of the
following:

• proceeds used for buyouts, acquisitions, or
capital distributions

• transactions where the borrower’s Total Debt
divided by EBITDA (earnings before interest,
taxes, depreciation, and amortization) or Senior
Debt divided by EBITDA exceed 4.0 *
EBITDA or 3.0 * EBITDA, respectively, or
other defined levels appropriate to the industry
or sector6

• a borrower recognized in the debt markets as
a highly leveraged firm, which is character-
ized by a high debt-to-net-worth ratio

• transactions when the borrower’s post-
financing leverage, as measured by its lever-
age ratios (for example, debt-to-assets, debt-

to-net-worth, debt-to-cash flow, or other similar
standards common to particular industries or
sectors), significantly exceeds industry norms
or historical levels7

A financial institution engaging in leveraged
lending should define it within the institution’s
policies and procedures in a manner sufficiently
detailed to ensure consistent application across
all business lines. A financial institution’s defi-
nition should describe clearly the purposes and
financial characteristics common to these trans-
actions, and should cover risk to the institution
from both direct exposure and indirect exposure
via limited-recourse financing secured by lever-
aged loans, or financing extended to financial
intermediaries (such as conduits and special
purpose entities (SPEs)) that hold leveraged
loans.

General Policy Expectations

A financial institution’s credit policies and pro-
cedures for leveraged lending should address the
following:

• Identification of the financial institution’s risk
appetite, including clearly defined amounts of
leveraged lending that the institution is willing
to underwrite (for example, pipeline limits)
and is willing to retain (for example, transac-
tion and aggregate hold levels). The institu-
tion’s designated risk appetite should be sup-
ported by an analysis of the potential effect on
earnings, capital, liquidity, and other risks that
result from these positions, and should be
approved by its board of directors.

• A limit framework that includes limits or
guidelines for single obligors and transac-
tions, aggregate hold portfolio, aggregate pipe-
line exposure, and industry and geographic
concentrations. The limit framework should
identify the related management-approval
authorities and exception-tracking provisions.
In addition to notional pipeline limits, the
agencies expect that financial institutions with
significant leveraged transactions will imple-

5. This guidance is not meant to include asset-based loans
unless such loans are part of the entire debt structure of a
leveraged obligor. Asset-based lending is a distinct segment of
the loan market that is tightly controlled or fully monitored,
secured by specific assets, and usually governed by a borrow-
ing formula (or ‘‘borrowing base’’).

6. Cash should not be netted against debt for purposes of
this calculation.

7. The designation of a financing as ‘‘leveraged lending’’ is
typically made at loan origination, modification, extension, or
refinancing. ‘‘Fallen angels’’ or borrowers that have exhibited
a significant deterioration in financial performance after loan
inception and subsequently become highly leveraged would
not be included within the scope of this guidance, unless the
credit is modified, extended, or refinanced.
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ment underwriting-limit frameworks that assess
stress losses, flex terms, economic capital
usage, and earnings at risk or that otherwise
provide a more nuanced view of potential
risk.8

• Procedures for ensuring the risks of leveraged
lending activities are appropriately reflected in
an institution’s allowance for loan and lease
losses (ALLL) and capital adequacy analyses.

• Credit and underwriting approval authorities,
including the procedures for approving and
documenting changes to approved transaction
structures and terms.

• Guidelines for appropriate oversight by senior
management, including adequate and timely
reporting to the board of directors.

• Expected risk-adjusted returns for leveraged
transactions.

• Minimum underwriting standards (see the
‘‘Underwriting Standards’’ section below).

• Effective underwriting practices for primary
loan origination and secondary loan acquisition.

Participations Purchased

Financial institutions purchasing participations
and assignments in leveraged lending transac-
tions should make a thorough, independent
evaluation of the transaction and the risks
involved before committing any funds.9 They
should apply the same standards of prudence,
credit assessment and approval criteria, and
in-house limits that would be employed if the
purchasing organization were originating the
loan. At a minimum, policies should include
requirements for

• obtaining and independently analyzing full
credit information both before the participa-
tion is purchased and on a timely basis
thereafter;

• obtaining from the lead lender copies of all
executed and proposed loan documents, legal
opinions, title insurance policies, Uniform
Commercial Code (UCC) searches, and other
relevant documents;

• carefully monitoring the borrower’s perfor-
mance throughout the life of the loan; and

• establishing appropriate risk-management
guidelines as described in this document.

Underwriting Standards

A financial institution’s underwriting standards
should be clear, written, and measurable, and
should accurately reflect the institution’s risk
appetite for leveraged lending transactions. A
financial institution should have clear underwrit-
ing limits regarding leveraged transactions,
including the size that the institution will arrange
both individually and in the aggregate for dis-
tribution. The originating institution should be
mindful of reputational risks associated with
poorly underwritten transactions, as these risks
may find their way into a wide variety of
investment instruments and exacerbate systemic
risks within the general economy. At a mini-
mum, an institution’s underwriting standards
should consider the following:

• Whether the business premise for each trans-
action is sound and the borrower’s capital
structure is sustainable regardless of whether
the transaction is underwritten for the institu-
tion’s own portfolio or with the intent to
distribute. The entirety of a borrower’s capital
structure should reflect the application of
sound financial analysis and underwriting
principles.

• A borrower’s capacity to repay and the ability
to de-lever to a sustainable level over a
reasonable period. As a general guide, insti-
tutions also should consider whether base-
case cash-flow projections show the ability to
fully amortize senior secured debt or repay a
significant portion of total debt over the
medium term.10 Also, projections should

8. Flex terms allow the arranger to change interest-rate
spreads during the syndication process to adjust pricing to
current liquidity levels.

9. Refer to other joint agency guidance regarding pur-
chased participations: OCC Loan Portfolio Management Hand-
book, www.occ.gov/publications/publications-by-type/
comptrollers-handbook/lpm.pdf, ‘‘Loan Participations’’; Board
Commercial Bank Examination Manual,
www.federalreserve.gov/boarddocs/supmanual/cbem/
cbem.pdf, section 2045.1, ‘‘Loan Participations, the Agree-
ments and Participants’’; and FDIC Risk Management Manual
of Examination Policies, ‘‘Section 3.2—Loans,’’ www.fdic.gov/
regulations/safety/manual/section3-2.html#otherCredit, Loan
Participations (last updated Feb. 2, 2005).

10. In general, the base-case cash-flow projection is the
borrower or deal sponsor’s expected estimate of financial
performance using the assumptions that are deemed most
likely to occur. The financial results for the base case should
be better than those for the conservative case but worse than
those for the aggressive or upside case. A financial institution
may adjust the base-case financial projections, if necessary.
The most realistic financial projections should be used when
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include one or more realistic downside sce-
narios that reflect key risks identified in the
transaction.

• Expectations for the depth and breadth of due
diligence on leveraged transactions. This
should include standards for evaluating vari-
ous types of collateral, with a clear definition
of credit-risk-management’s role in such due
diligence.

• Standards for evaluating expected risk-adjusted
returns. The standards should include identi-
fication of expected distribution strategies,
including alternative strategies for funding
and disposing of positions during market dis-
ruptions, and the potential for losses during
such periods.

• The degree of reliance on enterprise value and
other intangible assets for loan repayment,
along with acceptable valuation methodolo-
gies, and guidelines for the frequency of
periodic reviews of those values.

• Expectations for the degree of support pro-
vided by the sponsor (if any), taking into
consideration the sponsor’s financial capacity,
the extent of its capital contribution at incep-
tion, and other motivating factors. Institutions
looking to rely on sponsor support as a sec-
ondary source of repayment for the loan
should be able to provide documentation,
including, but not limited to, financial or
liquidity statements, showing recently docu-
mented evidence of the sponsor’s willingness
and ability to support the credit extension.

• Whether credit-agreement terms allow for the
material dilution, sale, or exchange of collat-
eral or cash-flow-producing assets without
lender approval.

• Credit-agreement covenant protections, includ-
ing financial performance (such as debt-to-
cash flow, interest coverage, or fixed-charge
coverage), reporting requirements, and com-
pliance monitoring. Generally, a leverage level
after planned asset sales (that is, the amount of
debt that must be serviced from operating cash
flow) in excess of 6* Total Debt/EBITDA
raises concerns for most industries.

• Collateral requirements in credit agreements
that specify acceptable collateral and risk-
appropriate measures and controls, including
acceptable collateral types, loan-to-value guide-
lines, and appropriate collateral-valuation
methodologies. Standards for asset-based loans
that are part of the entire debt structure also

should outline expectations for the use of
collateral controls (for example, inspections,
independent valuations, and payment lock-
box), other types of collateral and account
maintenance agreements, and periodic report-
ing requirements.

• Whether loan agreements provide for distri-
bution of ongoing financial and other relevant
credit information to all participants and
investors.

Nothing in the preceding standards should be
considered to discourage providing financing to
borrowers engaged in workout negotiations, or
as part of a pre-packaged financing under the
bankruptcy code. Neither are they meant to
discourage well-structured, standalone asset-
based credit facilities to borrowers with strong
lender monitoring and controls, for which a
financial institution should consider separate
underwriting and risk-rating guidance.

Valuation Standards

Institutions often rely on enterprise value and
other intangibles when (1) evaluating the feasi-
bility of a loan request; (2) determining the debt
reduction potential of planned asset sales;
(3) assessing a borrower’s ability to access the
capital markets; and (4) estimating the strength
of a secondary source of repayment. Institutions
may also view enterprise value as a useful
benchmark for assessing a sponsor’s economic
incentive to provide financial support. Given the
specialized knowledge needed for the develop-
ment of a credible enterprise valuation and the
importance of enterprise valuations in the under-
writing and ongoing risk-assessment processes,
enterprise valuations should be performed by
qualified persons independent of an institution’s
origination function.

There are several methods used for valuing
businesses. The most common valuation meth-
ods are assets, income, and market. Asset valu-
ation methods consider an enterprise’s under-
lying assets in terms of its net going-concern or
liquidation value. Income valuation methods
consider an enterprise’s ongoing cash flows or
earnings and apply appropriate capitalization or
discounting techniques. Market valuation meth-
ods derive value multiples from comparable
company data or sales transactions. However,
final value estimates should be based on themeasuring a borrower’s capacity to repay and de-lever.
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method or methods that give supportable and
credible results. In many cases, the income
method is generally considered the most reliable.

There are two common approaches employed
when using the income method. The ‘‘capital-
ized cash flow’’ method determines the value of
a company as the present value of all future cash
flows the business can generate in perpetuity.
An appropriate cash flow is determined and then
divided by a risk-adjusted capitalization rate,
most commonly the weighted average cost of
capital. This method is most appropriate when
cash flows are predictable and stable. The ‘‘dis-
counted cash flow’’ method is a multiple-period
valuation model that converts a future series of
cash flows into current value by discounting
those cash flows at a rate of return (referred to as
the ‘‘discount rate’’) that reflects the risk inher-
ent therein. This method is most appropriate
when future cash flows are cyclical or variable
over time. Both income methods involve numer-
ous assumptions, and therefore, supporting docu-
mentation should fully explain the evaluator’s
reasoning and conclusions.

When a borrower is experiencing a financial
downturn or facing adverse market conditions, a
lender should reflect those adverse conditions in
its assumptions for key variables such as cash
flow, earnings, and sales multiples when assess-
ing enterprise value as a potential source of
repayment. Changes in the value of a borrower’s
assets should be tested under a range of stress
scenarios, including business conditions more
adverse than the base-case scenario. Stress tests
of enterprise values and their underlying assump-
tions should be conducted and documented at
origination of the transaction and periodically
thereafter, incorporating the actual performance
of the borrower and any adjustments to projec-
tions. The institution should perform its own
discounted cash-flow analysis to validate the
enterprise value implied by proxy measures
such as multiples of cash flow, earnings, or
sales.

Enterprise value estimates derived from even
the most rigorous procedures are imprecise and
ultimately may not be realized. Therefore, insti-
tutions relying on enterprise value or illiquid
and hard-to-value collateral should have policies
that provide for appropriate loan-to-value ratios,
discount rates, and collateral margins. Based on
the nature of an institution’s leveraged lending
activities, the institution should establish limits
for the proportion of individual transactions and
the total portfolio that are supported by enter-

prise value. Regardless of the methodology
used, the assumptions underlying enterprise
value estimates should be clearly documented,
well supported, and understood by the institu-
tion’s appropriate decisionmakers and risk-
oversight units. Further, an institution’s valua-
tion methods should be appropriate for the
borrower’s industry and condition.

Pipeline Management

Market disruptions can substantially impede the
ability of an underwriter to consummate syndi-
cations or otherwise sell down exposures, which
may result in material losses. Accordingly, finan-
cial institutions should have strong risk manage-
ment and controls over transactions in the pipe-
line, including amounts to be held and those to
be distributed. A financial institution should be
able to differentiate transactions according to
tenor, investor class (for example, pro-rata and
institutional), structure, and key borrower char-
acteristics (for example, industry).

In addition, an institution should develop and
maintain the following:

• A clearly articulated and documented appetite
for underwriting risk that considers the poten-
tial effects on earnings, capital, liquidity, and
other risks that result from pipeline exposures.

• Written policies and procedures for defining
and managing distribution failures and ‘‘hung’’
deals, which are identified by an inability to
sell down the exposure within a reasonable
period (generally 90 days from transaction
closing). The financial institution’s board of
directors and management should establish
clear expectations for the disposition of pipe-
line transactions that are not sold according to
their original distribution plan. Such transac-
tions that are subsequently reclassified as
hold-to-maturity should also be reported to
management and the board of directors.

• Guidelines for conducting periodic stress tests
on pipeline exposures to quantify the potential
impact of changing economic and market
conditions on the institution’s asset quality,
earnings, liquidity, and capital.

• Controls to monitor performance of the pipe-
line against original expectations, and regular
reports of variances to management, including
the amount and timing of syndication and
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distribution variances and reporting of recourse
sales to achieve distribution.

• Reports that include individual and aggregate
transaction information that accurately risk
rates credits and portrays risk and concentra-
tions in the pipeline.

• Limits on aggregate pipeline commitments.
• Limits on the amount of loans that an institu-

tion is willing to retain on its own books (that
is, borrower, counterparty, and aggregate hold
levels), and limits on the underwriting risk
that will be undertaken for amounts intended
for distribution.

• Policies and procedures that identify accept-
able accounting methodologies and controls in
both functional as well as dysfunctional mar-
kets, and that direct prompt recognition of
losses in accordance with generally accepted
accounting principles.

• Policies and procedures addressing the use of
hedging to reduce pipeline and hold expo-
sures, which should address acceptable types
of hedges and the terms considered necessary
for providing a net credit exposure after
hedging.

• Plans and provisions addressing contingent
liquidity and compliance with the Board’s
Regulation W (12 CFR part 223) when market
illiquidity or credit conditions change, inter-
rupting normal distribution channels.

Reporting and Analytics

The agencies expect financial institutions to
diligently monitor higher-risk credits, including
leveraged loans. A financial institution’s man-
agement should receive comprehensive reports
about the characteristics and trends in such
exposures at least quarterly, and summaries
should be provided to the institution’s board of
directors. Policies and procedures should iden-
tify the fields to be populated and captured by a
financial institution’s Management Information
Systems, which should yield accurate and timely
reporting to management and the board of direc-
tors that may include the following:

• Individual and portfolio exposures within and
across all business lines and legal vehicles,
including the pipeline.

• Risk rating distribution and migration analy-
sis, including maintenance of a list of those
borrowers who have been removed from the

leveraged portfolio due to improvements in
their financial characteristics and overall risk
profile.

• Industry mix and maturity profile.
• Metrics derived from probabilities of default

and loss given default.
• Portfolio performance measures, including

noncompliance with covenants, restructur-
ings, delinquencies, non-performing amounts,
and charge-offs.

• Amount of impaired assets and the nature of
impairment (that is, permanent, or temporary),
and the amount of the ALLL attributable to
leveraged lending.

• The aggregate level of policy exceptions and
the performance of that portfolio.

• Exposures by collateral type, including unse-
cured transactions and those where enterprise
value will be the source of repayment for
leveraged loans. Reporting should also con-
sider the implications of defaults that trigger
pari passu (in a fair way) treatment for all
lenders and, thus, dilute the secondary support
from the sale of collateral.

• Secondary-market-pricing data and trading
volume, when available.

• Exposures and performance by deal sponsors.
Deals introduced by sponsors may, in some
cases, be considered exposure to related bor-
rowers. An institution should identify, aggre-
gate, and monitor potential related exposures.

• Gross and net exposures, hedge counterparty
concentrations, and policy exceptions.

• Actual versus projected distribution of the
syndicated pipeline, with regular reports of
excess levels over the hold targets for the
syndication inventory. Pipeline definitions
should clearly identify the type of exposure.
This includes committed exposures that have
not been accepted by the borrower, commit-
ments accepted but not closed, and funded and
unfunded commitments that have closed but
have not been distributed.

• Total and segmented leveraged lending expo-
sures, including subordinated debt and equity
holdings, alongside established limits. Reports
should provide a detailed and comprehensive
view of global exposures, including situations
when an institution has indirect exposure to an
obligor or is holding a previously sold posi-
tion as collateral or as a reference asset in a
derivative.

• Borrower and counterparty leveraged lending
reporting should consider exposures booked
in other business units throughout the institu-
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tion, including indirect exposures such as
default swaps and total return swaps, naming
the distributed paper as a covered or refer-
enced asset or collateral exposure through
repo transactions. Additionally, the institution
should consider positions held in available-
for-sale or traded portfolios or through struc-
tured investment vehicles owned or sponsored
by the originating institution or its subsidiaries
or affiliates.

Risk Rating Leveraged Loans

Previously, the agencies issued guidance on
rating credit exposures and credit-rating sys-
tems, which applies to all credit transactions,
including those in the leveraged lending cate-
gory.11

The risk rating of leveraged loans involves
the use of realistic repayment assumptions to
determine a borrower’s ability to de-lever to a
sustainable level within a reasonable period. For
example, supervisors commonly assume that the
ability to fully amortize senior secured debt or
the ability to repay at least 50 percent of total
debt over a five- to seven-year period provides
evidence of adequate repayment capacity. If the
projected capacity to pay down debt from cash
flow is nominal with refinancing the only viable
option, the credit will usually be adversely rated
even if it has been recently underwritten. In
cases when leveraged loan transactions have no
reasonable or realistic prospects to de-lever, a
substandard rating is likely. Furthermore, when
assessing debt service capacity, extensions and
restructures should be scrutinized to ensure that
the institution is not merely masking repayment
capacity problems by extending or restructuring
the loan.

If the primary source of repayment becomes
inadequate, the agencies believe that it would
generally be inappropriate for an institution to
consider enterprise value as a secondary source
of repayment unless that value is well supported.
Evidence of well-supported value may include
binding purchase and sale agreements with quali-
fied third parties or thorough asset valuations

that fully consider the effect of the borrower’s
distressed circumstances and potential changes
in business and market conditions. For such
borrowers, when a portion of the loan may not
be protected by pledged assets or a well-
supported enterprise value, examiners generally
will rate that portion doubtful or loss and place
the loan on nonaccrual status.

Credit Analysis

Effective underwriting and management of lever-
aged lending risk is highly dependent on the
quality of analysis employed during the approval
process as well as ongoing monitoring. A finan-
cial institution’s policies should address the
need for a comprehensive assessment of finan-
cial, business, industry, and management risks
including, whether

• cash-flow analyses rely on overly optimistic
or unsubstantiated projections of sales, mar-
gins, and merger and acquisition synergies;

• liquidity analyses include performance met-
rics appropriate for the borrower’s industry,
predictability of the borrower’s cash flow,
measurement of the borrower’s operating cash
needs, and ability to meet debt maturities;

• projections exhibit an adequate margin for
unanticipated merger-related integration costs;

• projections are stress tested for one or more
downside scenarios, including a covenant
breach;

• transactions are reviewed at least quarterly to
determine variance from plan, the related risk
implications, and the accuracy of risk ratings
and accrual status. From inception, the credit
file should contain a chronological rationale
for and analysis of all substantive changes to
the borrower’s operating plan and variance
from expected financial performance;

• enterprise and collateral valuations are inde-
pendently derived or validated outside of the
origination function, are timely, and consider
potential value erosion;

• collateral liquidation and asset sale estimates
are based on current market conditions and
trends;

• potential collateral shortfalls are identified and
factored into risk rating and accrual decisions;

• contingency plans anticipate changing condi-
tions in debt or equity markets when expo-
sures rely on refinancing or the issuance of

11. Board SR Letter 98-25, ‘‘Sound Credit Risk Manage-
ment and the Use of Internal Credit Risk Ratings at Large
Banking Organizations’’; OCC Comptroller’s Handbooks
‘‘Rating Credit Risk’’ and ‘‘Leveraged Lending’’; and FDIC
Risk Management Manual of Examination Policies, ‘‘Loan
Appraisal and Classification.’’
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new equity; and
• the borrower is adequately protected from

interest rate and foreign exchange risk.

Problem-Credit Management

A financial institution should formulate indi-
vidual action plans when working with borrow-
ers experiencing diminished operating cash
flows, depreciated collateral values, or other
significant plan variances. Weak initial under-
writing of transactions, coupled with poor struc-
ture and limited covenants, may make problem-
credit discussions and eventual restructurings
more difficult for an institution as well as result
in less favorable outcomes.

A financial institution should formulate credit
policies that define expectations for the manage-
ment of adversely rated and other high-risk
borrowers whose performance departs signifi-
cantly from planned cash flows, asset sales,
collateral values, or other important targets.
These policies should stress the need for work-
out plans that contain quantifiable objectives
and measureable time frames. Actions may
include working with the borrower for an orderly
resolution while preserving the institution’s inter-
ests, sale of the credit in the secondary market,
or liquidation of collateral. Problem credits
should be reviewed regularly for risk rating
accuracy, accrual status, recognition of impair-
ment through specific allocations, and charge-offs.

Deal Sponsors

A financial institution that relies on sponsor
support as a secondary source of repayment
should develop guidelines for evaluating the
qualifications of financial sponsors and should
implement processes to regularly monitor a
sponsor’s financial condition. Deal sponsors
may provide valuable support to borrowers such
as strategic planning, management, and other
tangible and intangible benefits. Sponsors may
also provide sources of financial support for
borrowers that fail to achieve projections. Gen-
erally, a financial institution rates a borrower
based on an analysis of the borrower’s stand-
alone financial condition. However, a financial
institution may consider support from a sponsor
in assigning internal risk ratings when the insti-
tution can document the sponsor’s history of

demonstrated support as well as the economic
incentive, capacity, and stated intent to continue
to support the transaction. However, even with
documented capacity and a history of support,
the sponsor’s potential contributions may not
mitigate supervisory concerns absent a docu-
mented commitment of continued support. An
evaluation of a sponsor’s financial support should
include the following:

• the sponsor’s historical performance in sup-
porting its investments, financially and
otherwise

• the sponsor’s economic incentive to support,
including the nature and amount of capital
contributed at inception

• documentation of degree of support (for exam-
ple, a guarantee, comfort letter, or verbal
assurance)

• consideration of the sponsor’s contractual
investment limitations

• to the extent feasible, a periodic review of the
sponsor’s financial statements and trends, and
an analysis of its liquidity, including the
ability to fund multiple deals

• consideration of the sponsor’s dividend and
capital contribution practices

• the likelihood of the sponsor supporting a
particular borrower compared to other deals in
the sponsor’s portfolio

• guidelines for evaluating the qualifications of
a sponsor and a process to regularly monitor
the sponsor’s performance

Credit Review

A financial institution should have a strong and
independent credit-review function that demon-
strates the ability to identify portfolio risks and
documented authority to escalate inappropriate
risks and other findings to its senior manage-
ment. Due to the elevated risks inherent in
leveraged lending, and depending on the relative
size of a financial institution’s leveraged lending
business, the institution’s credit-review function
should assess the performance of the leveraged
portfolio more frequently and in greater depth
than other segments in the loan portfolio. Such
assessments should be performed by individuals
with the expertise and experience for these types
of loans and the borrower’s industry. Portfolio
reviews should generally be conducted at least
annually. For many financial institutions, the
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risk characteristics of leveraged portfolios, such
as high reliance on enterprise value, concentra-
tions, adverse risk rating trends, or portfolio
performance, may dictate reviews that are more
frequent.

A financial institution should staff its internal
credit-review function appropriately and ensure
that the function has sufficient resources to
ensure timely, independent, and accurate assess-
ments of leveraged lending transactions. Reviews
should evaluate the level of risk, risk rating
integrity, valuation methodologies, and the qual-
ity of risk management. Internal credit reviews
should include the review of the institution’s
leveraged lending practices, policies, and proce-
dures to ensure that they are consistent with
regulatory guidance.

Stress Testing

A financial institution should develop and imple-
ment guidelines for conducting periodic port-
folio stress tests on loans originated to hold as
well as loans originated to distribute, and sensi-
tivity analyses to quantify the potential impact
of changing economic and market conditions on
its asset quality, earnings, liquidity, and capi-
tal.12 The sophistication of stress testing prac-
tices and sensitivity analyses should be consis-
tent with the size, complexity, and risk
characteristics of the institution’s leveraged loan
portfolio. To the extent a financial institution is
required to conduct enterprise-wide stress tests,
the leveraged portfolio should be included in
any such tests.

Conflicts of Interest

A financial institution should develop appropri-
ate policies and procedures to address and to

prevent potential conflicts of interest when it has
equity and lending positions. For example, an
institution may be reluctant to use an aggressive
collection strategy with a problem borrower
because of the potential impact on the value of
an institution’s equity interest. A financial insti-
tution may encounter pressure to provide finan-
cial or other privileged client information that
could benefit an affiliated equity investor. Such
conflicts also may occur when the underwriting
financial institution serves as financial advisor to
the seller and simultaneously offers financing to
multiple buyers (that is, stapled financing). Simi-
larly, there may be conflicting interests among
the different lines of business within a financial
institution or between the financial institution
and its affiliates. When these situations occur,
potential conflicts of interest arise between the
financial institution and its customers. Policies
and procedures should clearly define potential
conflicts of interest, identify appropriate risk-
management controls and procedures, enable
employees to report potential conflicts of inter-
est to management for action without fear of
retribution, and ensure compliance with appli-
cable laws. Further, management should have an
established training program for employees on
appropriate practices to follow to avoid conflicts
of interest and provide for reporting, tracking,
and resolution of any conflicts of interest that
occur.

Reputational Risk

Leveraged lending transactions are often syndi-
cated through the financial and institutional
markets. A financial institution’s apparent fail-
ure to meet its legal responsibilities in under-
writing and distributing transactions can damage
its market reputation and impair its ability to
compete. Similarly, a financial institution that
distributes transactions, which over time have
significantly higher default or loss rates and
performance issues, may also see its reputation
damaged.

Compliance

The legal and regulatory issues raised by lever-
aged transactions are numerous and complex.
To ensure potential conflicts are avoided and
laws and regulations are adhered to, an institu-

12. See interagency guidance ‘‘Supervisory Guidance on
Stress Testing for Banking Organizations with More Than $10
Billion in Total Consolidated Assets’’ (see Board SR Letter
12-7 and its attachment), 77 Fed. Reg. 29458 (May 17, 2012),
at www.gpo.gov/fdsys/pkg/FR-2012-05-17/html/2012-
11989.htm, and the joint ‘‘Statement to Clarify Supervisory
Expectations for Stress Testing by Community Banks,’’
May 14, 2012, by the OCC at www.occ.gov/news-issuances/
news-releases/2012/nr-ia-2012-76a.pdf; the Board at
www.federalreserve.gov/newsevents/press/bcreg/
bcreg20120514b1.pdf; and the FDIC at www.fdic.gov/news/
news/press/2012/pr12054a.pdf. See also FDIC final rule,
Annual Stress Test, 77 Fed. Reg. 62417 (Oct. 15, 2012) (to be
codified at 12 CFR part 325, subpart C).
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tion’s independent compliance function should
periodically review the institution’s leveraged
lending activity. This guidance is consistent
with the principles of safety and soundness and
other agency guidance related to commercial
lending.

In particular, because leveraged transactions
often involve a variety of types of debt and bank
products, a financial institution should ensure
that its policies incorporate safeguards to pre-
vent violations of anti-tying regulations. Section
106(b) of the Bank Holding Company Act
Amendments of 197013 prohibits certain forms
of product tying by financial institutions and

their affiliates. The intent behind Section 106(b)
is to prevent financial institutions from using
their market power over certain products to
obtain an unfair competitive advantage in other
products.

In addition, equity interests and certain debt
instruments used in leveraged transactions may
constitute ‘‘securities’’ for the purposes of fed-
eral securities laws. When securities are involved,
an institution should ensure compliance with
applicable securities laws, including disclosure
and other regulatory requirements. An institu-
tion should also establish policies and proce-
dures to appropriately manage the internal dis-
semination of material, nonpublic information
about transactions in which it plays a role.13. 12 USC 1972.
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Leveraged Lending
Examination Objectives
Effective date April 2014 Section 2115.2

1. Risk-Management Framework, Definition,
and Policy Expectations. To determine

a. whether the institution has established a
sound definition of leveraged lending
that is appropriate for the types of lever-
aged loans that are underwritten and if it
can be applied across all business lines;

b. whether it has adjusted (if necessary) its
risk appetite and limit structure (includ-
ing pipeline limits and overall portfolio
limits) to conform with the institution’s
definition of leveraged lending and
whether it has the necessary reporting in
place to assess conformance with limits.

c. if there are appropriate policies and pro-
cedures limits in place and if the institu-
tion maintains sound leveraged lending
standards both for transactions that it
intends to hold as well as transactions
that are underwritten to distribute.

d. if the institution’s risk-management struc-
ture has strong and effective processes
and controls and if they are appropriate
based on its leveraged lending activity.

2. Participations Purchased. To ensure that
the institution applies the same standards of
prudence and credit assessment techniques
and in-house limits that would apply as if it
had originated the loan(s).

3. Underwriting Standards. To assess the effec-
tiveness of the institution’s underwriting
policy standards for leveraged lending to
determine whether they

a. are clear, written, and measurable;

b. contain underwriting limits that reflect
the institution’s definition and risk appe-
tite for leveraged lending;

c. are applied equally to loans that are
originated to be held and to loans that are
originated to distribute; and

d. fully reflect the underwriting standards
listed in the guidance, including

i. sound business premise and sustain-
able capital structure for each trans-
action

ii. capacity to repay and ability to
de-lever to a sustainable level over a
reasonable period

iii. appropriate depth and breadth of due
diligence

iv. standards for valuating expected risk-

adjusted returns

v. appropriate credit agreement cov-
enant protections

vi. acceptable collateral agreements.

4. Valuation Standards. To determine

a. whether enterprise valuation methodolo-
gies are appropriate to the borrower’s
industry and condition;

b. whether the assumptions are clearly docu-
mented, well supported, and understood
by the institution’s appropriate decision
makers and risk-oversight units;

c. whether enterprise valuations are per-
formed by qualified persons independent
of an institution’s origination function;

d. whether an institution has policies and
provides for appropriate loan-to-value
ratios, discount rates and collateral mar-
gins for loans dependent on enterprise
value or illiquid and hard-to-value col-
lateral.

5. Pipeline Management. To find out if there
are strong risk-management standards and
controls over transactions in and to the
pipeline and if those standards are applied
uniformly to transactions held in the port-
folio and those that are distributed.

6. Reporting and Analytics.

a. To determine if individual and portfolio
exposures within and across all business
lines and legal vehicles are captured and
reported in the appropriate amount of
detail to senior management and the
board.

b. To determine if the necessary risk infor-
mation (as outlined in the guidance)
about leveraged lending exposures (port-
folio holds and pipeline exposures) are
captured in reports that are distributed
timely and that adequate information is
distributed to senior management and the
institution’s board of directors at least
quarterly.

7. Risk Rating. To verify that leveraged loans
are risk rated based on the borrower’s
ability to repay and de-lever to a sustainable
level.

8. Credit Analysis.

a. To test transactions to determine if under-
writing practices are effective and com-
prehensive.
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b. To determine if individual leveraged lend-
ing exposures contain a comprehensive
assessment of financial, business, indus-
try, and management risks based on the
elements of the guidance.

9. Problem Credit Management.
a. To ascertain whether the institution for-

mulates individual action plans and
expectations.

b. To evaluate workout plans to confirm
that they contain quantifiable objectives
and measureable time frames.

c. To determine if problem credits are regu-
larly reviewed for risk-rating accuracy,
accrual status, impairment status, and
charge off.

10. Deal Sponsors.
a. To determine if the institution has guide-

lines for evaluating deal sponsors that
are based on the sponsor’s ability and
willingness to support the transaction
where sponsors are viewed as a source of
repayment.

11. Credit Review.
a. To ensure that the institution regularly

conducts an independent credit review of
the leveraged lending portfolio more fre-
quently and in greater depth than other
segments of the portfolio generally at
least annually. For firms making signifi-
cant changes to policies, underwriting
standards, procedures, etc., ensure that a
credit review is scheduled to test com-

pliance with changes.
b. To ensure that credit review personnel

have the expertise and experience to
evaluate leveraged loans.

12. Stress Testing.
a. To determine if the institution is conduct-

ing periodic loan- and portfolio stress
tests on leveraged loan portfolios or if
the portfolio has been incorporated into
enterprise-wide stress testing practices.

b. To verify the effectiveness of the institu-
tion’s periodic portfolio stress tests (in
accordance with stress testing guidance)
in identifying what effect economic and
market events could have on the institu-
tion’s financial condition and leveraged
lending transactions.

13. Conflict of Interest. To determine
a. if policies identify and if there are pro-

cedures to address transactions in which
the institution holds both an equity and
lending positions;

b. the adequacy and effectiveness of con-
trols and training programs that aim to
curb any potential conflicts of interests
that result from leveraged lending.

14. Reputational Risk.
a. To determine if the institution has suf-

fered reputational damage by failing to
meet its legal responsibilities in under-
writing and syndicating leveraged loan
transactions into the wider financial
market.
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Leveraged Lending
Examination Procedures
Effective date April 2014 Section 2115.3

Complete or update the Leveraged Lending
Internal Control Questionnaire if selected for
implementation.

1. Based on an evaluation of internal controls,
determine the scope of the examination.
The scope should include exposures related
through common ownership, guarantors, or
sponsors. Also include direct and indirect
leveraged lending exposure found in finan-
cial intermediaries formed to house or dis-
tribute leveraged loans (for example, CLOs,
SPEs, conduits, etc.).

2. Examination procedures should include both
a policy review and transaction testing
approach to determine the effectiveness of
the institution’s leveraged lending control
process.

If the institution is found to lack robust risk-
management processes and controls around
leveraged lending that reinforces the institu-
tion’s risk profile, a supervisory finding of
unsafe and unsound banking practices should be
considered.

3. Applicability/Risk-Management Framework

a. At the start of the examination, ascertain
whether the institution has adopted an
appropriate risk-management framework
for leveraged lending that includes robust
policies, procedures, and risk limits that
have been approved by the board of
directors.

b. Implementation of this guidance should
be consistent with the size and risk
profile of the institution.

c. All aspects of the guidance should be
applied to institutions that originate and
distribute leveraged loans.

d. The section on Participations Purchased
should be applied to banking organiza-
tions that have limited involvement in
leveraged lending; community banks
overall may not be materially affected by
the guidance.

4. Definition of Leveraged Lending

a. Determine if the institution has a written
policy for leveraged lending and if that
policy contains criteria for defining lever-
aged lending that are appropriate for the
institution and consistent with the guid-
ance standards.

b. Determine if the institution’s definition
includes related exposures and direct and
indirect exposures.

5. General Policy Expectations

a. Review the policy for the key risk ele-
ments referred to in the guidance (See
the section on General Policy Expecta-
tions in the guidance and in the Internal
Control Questionnaire). Determine if the
policy includes the following elements:

• Risk Appetite that clearly defines the
amount of leveraged lending the insti-
tution is willing to underwrite and is
willing to retain.

• Limit Framework for aggregate port-
folio held on balance sheet, single
obligors and transactions, aggregate
pipeline exposure, industry and geo-
graphic concentrations. For institu-
tions with significant underwriting
exposure, determine if limits have been
established for stress losses, flex terms,
economic capital, or earnings at risk
associated with leveraged loans.

• Allowance for loan and lease losses
(ALLL) and capital adequacy analysis
that reflect the risk of leveraged lend-
ing activities.

• Credit approval and underwriting
authorities.

• Guidelines for senior management
oversight and timely reporting to senior
management and the board of directors.

• Expected risk adjusted returns.

• Minimum underwriting standards.

• Underwriting practices for origination
and secondary loan acquisition.

6. Participations Purchased

a. Ascertain if the institution participating
or purchasing into a leveraged loan has a
clear understanding of the credit and the
risks involved and also has a clear under-
standing of its rights and responsibilities
under the participation agreement.

b. Determine if the institution has con-
ducted its own independent underwriting
of participations and has applied the
same standards of prudence, credit assess-
ment techniques, and in-house limits as
if the institution had originated the
loan(s).
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c. Verify that the institution has received
copies of all participation documents and
any other documents relevant to the credit
transaction(s).

7. Underwriting Standards
a. Determine if the institution employs simi-

lar and consistent underwriting standards
for leveraged loans it plans to hold or it
plans to distribute.
• Confirm that the institution’s under-

writing standards are clear, written,
measurable, and reflect the institu-
tion’s policy-based risk appetite for
leveraged lending.

• Evaluate the underwriting policies and
standards and determine if they con-
tain the elements found in guidance.
(Refer to the section on Underwriting
Standards in the guidance and in the
Internal Control Questionnaire.)

8. Valuation Standards
a. Confirm that the institution has policies

and procedures in place for estimating
enterprise value or for valuing other
illiquid collateral. If enterprise value is
relied on as a secondary source of repay-
ment, determine the following:
• If one or a combination of the three

methods referred to in the guidance is
used (asset, income, or market valua-
tion).

• If the underlying assumptions and the
resulting values are well documented,
supportable, and credible. (Refer to the
Valuations Standards section of the
guidance and the Internal Control
Questionnaire.)

• If enterprise value was calculated by
qualified persons independent of the
origination function.

• If stress tests of key enterprise value
variables and assumptions (such as
cash flow earnings and sales multiples)
are conducted.

• That firms have policies that provide
for appropriate loan-to-value ratios, dis-
count rates and collateral margins.

• If the institution has established limits
for the proportion of individual trans-
actions and the total portfolio that are
supported by enterprise value.

9. Pipeline Management
a. Determine if the institution has strong

risk management and controls that are
extended to deals in the pipeline, whether

those deals are intended for hold, or if
they are intended for distribution.
• Determine if the institution has poli-

cies and procedures for handling dis-
tribution failures.

• Determine if there are procedures for
stress testing pipeline deals.

• Ascertain if management reports show
that transactions can be differentiated
based on their key characteristics, tenor,
and investor class (pro-rata and insti-
tutional), structure, and key borrower
characteristics (for example, industry).

• Determine if there are clearly articu-
lated rationales for the effectiveness of
hedging methods and if there is appro-
priate measurement and monitoring.

• Confirm that the institution has devel-
oped and maintained the pipeline pro-
cedures referred to in the guidance (see
the section on Pipeline Management in
the guidance and in the Internal Con-
trol Questionnaire).

10. Reporting and Analytics
a. Ascertain if the institution’s risk-

management framework includes an
intensive and frequent review and moni-
toring process.

b. Establish whether management receives
comprehensive reports about the charac-
teristics and trends of the institution’s
leveraged lending portfolio at least quar-
terly and if summaries are provided to
the board of directors.

c. Find out if internal reports provide a
detailed and comprehensive view of
global exposures, including situations
when an institution has an indirect expo-
sure to an obligor or is holding a previ-
ously sold position as collateral or as a
reference asset in a derivative. Borrower
and counterparty leveraged lending
reporting should aggregate total expo-
sure and consider exposures booked
across business lines or legal entities.

d. Verify that internal policies identify the
data fields to be populated and captured
by the institution’s MIS and whether the
reports are accurate, timely, and if the
information is provided to management
and the board of directors.

e. Confirm that MIS reporting on the lever-
aged lending portfolio contains the appli-
cable measures listed in the guidance.
(Refer to the section on Reporting and
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Analytics in the guidance and in the
Internal Control Questionnaire.)

11. Credit Analysis
a. Conduct transaction testing on individual

leveraged lending credits to determine if
the credit analysis contains a comprehen-
sive assessment of financial, business,
and industry and management risks.

b. Evaluate individual credits to determine
if they fit the institutions definition of a
leveraged loan.

c. Determine if individual credits were ana-
lyzed in conjunction with the parameters
in the guidance. (Refer to the section on
Credit Analysis in the guidance and in
the Internal Control Questionnaire.)

d. Verify that there are guidelines for evalu-
ating deal sponsors and their willingness
and ability to support the credit.

e. Confirm that sponsors are used as a
secondary and not a primary source of
repayment.

f. Assess the credit agreement to determine
if it contains language for:
• Material dilution, sale, or exchange of

collateral or cash flow producing assets
without lender approval.

• Financial performance covenants;
covenant-lite, and payment-in-kind
(PIK) toggle loan structures.

• Reporting requirements and compli-
ance monitoring.

• The distribution of reporting and other
credit information to participants and
investors.

• Acceptable collateral types, loan to
value guidelines and appropriate col-
lateral valuation methodologies.

12. Internal Risk Rating
a. Determine if individual loans are risk

rated based on the borrower’s demon-
strated ability to repay the loan and
de-lever over a reasonable period of
time.
• Confirm that the institution has evi-

dence of adequate repayment capacity,
for example borrowers demonstrate the
ability to fully amortize senior debt or
repay at least 50 percent of total debt
over a 5–7 year period. Ensure that
extensions or other restructuring are
not masking an inability to repay.

• Consider adversely rating credits that
do not show the capacity to pay down
debt from cash flow or if refinancing is

the only option for repayment.
• Consider a substandard rating if there

are no reasonable or realistic prospects
for repayment or de-levering.

13. Deal Sponsors
a. If a deal sponsor is relied on as a

secondary source of repayment, deter-
mine if management has developed
guidelines for evaluating the sponsor’s
creditworthiness.

b. Evaluate the sponsor based on the crite-
ria listed in the guidance. (See the sec-
tion on Deal Sponsors in the guidance
and in the Internal Control Question-
naire).

14. Credit Review/Problem Credit Manage-
ment
a. Assess credit review staff’s expertise

relative to leveraged lending.
b. Verify that the institution conducts fre-

quent internal credit review of leveraged
lending portfolio that is done indepen-
dently of the origination function. Port-
folio reviews should generally be con-
ducted no less than annually.

c. Evaluate the institution’s procedures for
dealing with problem credits including if
work out plans contain quantifiable objec-
tives and measurable time frames.

15. Stress Testing
a. Determine if the institution has devel-

oped stress tests for leveraged loans or if
the loans are included in the existing
stress testing protocol.

16. Conflicts of Interest/Reputational Risk/
Compliance
a. Confirm that the institution is meeting its

legal responsibilities by underwriting and
distributing transactions that do not result
in undue reputational risk.

b. Determine if potential conflicts of inter-
est exist if the institution has both equity
and lending positions in a particular
transaction. Confirm that policies and
procedures are in place to handle con-
flicts of interest.

c. Ascertain whether the institution’s com-
pliance function periodically reviews the
institution’s leveraged lending activity.

d. Ascertain whether the institution’s poli-
cies incorporate safeguards to prevent
violations of anti-tying regulations.

e. When securities are involved, determine
how the institution ensures compliance
with applicable securities laws, includ-
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ing disclosure and other regulatory
requirements.

f. Ascertain what plans and provisions have

been developed to ensure compliance
with the Board’s Regulation W (12 CFR
part 223).
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Leveraged Lending
Internal Control Questionnaire
Effective date April 2014 Section 2115.4

Applicability/Risk-Management
Framework

1. Has the institution adopted a risk-
management framework around leveraged
lending that includes:
a. A leveraged lending policy that is based

on risk objectives, risk acceptance crite-
ria, and risk controls?

b. Structuring transactions that reflect a
sound business premise, have an appro-
priate capital structure, reasonable cash
flow, and balance sheet leverage?

c. A definition of leveraged lending that
can be applied across all business lines?

d. Well-defined underwriting standards that
define acceptable leverage levels and
amortization expectations?

e. A limit framework?
f. Sound MIS?
g. Pipeline management procedures, hold

limits, and expected timing for distribu-
tions?

h. Guidelines for stress testing?
2. Is the institution able to identify leveraged

exposures to related borrowers or guaran-
tors?

3. Is the institution able to identify leveraged
loans that are managed in non-lending port-
folios (for example collateralized loan obli-
gations (CLOs), special purpose entities
(SPEs), or other indirect exposures)?

4. Is the institution originating leveraged loans,
participating in leveraged loans, or both?

Definition of Leveraged Lending

1. Has the institution developed an appropriate
written definition for leveraged lending and
incorporated it into the leveraged lending
policy?

2. Is the policy definition consistent with the
amounts and types of leveraged loans that
the institution is engaged in?

General Policy Expectations

1. Has the institution’s leveraged lending pol-
icy been approved by the board of direc-
tors?

2. Does the leveraged lending policy contain
the following elements:
a. A clear statement of the amounts of

leveraged lending that it is willing to
underwrite and the amount(s) it is will-
ing to hold in its own portfolio?

b. A limit framework that establishes limits
or guidelines around the following as
applicable:
1) Single obligors and transactions?
2) Aggregate hold portfolio?
3) Total pipeline exposure?
4) Industry and geographic concentra-

tion?
5) Notional pipeline limits?
6) Stress losses, flex terms, economic

capital usage, and earnings at risk?
7) Other parameters particular to the

portfolio?
8) The required management approval

authorities and exception tracking pro-
visions?

c. Procedures for insuring that leveraged
lending risks are appropriately reflected
in the institution’s level of allowance for
loan and lease losses (ALLL) and capital
adequacy analysis?

d. Credit and underwriting approval authori-
ties, including the procedures for approv-
ing and documenting changes to approved
transaction structures and terms?

e. Guidelines for appropriate oversight by
senior management, including adequate
and timely reporting to the board of
directors?

f. Expected risk-adjusted returns for lever-
aged transactions?

g. Minimum underwriting standards and
underwriting practices for primary loan
origination and secondary loan acquisi-
tion?

Participations Purchased

1. Has the institution, with respect to partici-
pations purchased, done its own indepen-
dent underwriting of its portion of the
transaction and has it adequately identified
its risks?

2. Has the institution received copies of all
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documentation relevant to the transaction?
3. Is there evidence that the institution has

reviewed the participation agreement and
has a clear understanding of its rights and
responsibilities under the agreement?

Underwriting Standards

1. Is the institution using similar underwriting
standards for leveraged loans it plans to
hold as well as for leveraged loans it plans
to distribute?

2. Are the institution’s underwriting standards
clear, written, and measurable?

3. Do underwriting standards require:
• A sound business premise for each trans-

action and that the borrower’s capital
structure is sustainable?

• A determination and documentation of
the borrower’s capacity to repay and
ability to de-lever to a sustainable level
over a reasonable period?

• Standards for evaluating various types of
collateral?

• Standards for evaluating risk-adjusted
returns?

• The acceptable degree of reliance on
enterprise value and other intangible
assets for loan repayment?

• Expectations for the degree of support
expected to be provided by sponsors?

• A prohibition on material dilution, sale,
or exchange of collateral or cash flow
producing assets without lender approval?

• A credit agreement that contains finan-
cial covenants, reporting covenants, and
compliance monitoring? Does the loan
contain covenant-lite and PIK toggle loan
structures? If so, does the borrower have
the ability to repay the loan under the
contractual terms?

• Guidelines for acceptable collateral types,
loan-to value-guidelines, and acceptable
collateral valuation methodologies?

• Loan agreements that provide for the
distribution of financial information to
participants and investors?

Valuation Standards

1. Does the institution have policies for valu-
ing illiquid, intangible, or hard to value
collateral that include appropriate LTV

ratios, discount rates, and collateral mar-
gins?

2. Is the institution relying on enterprise value
to confirm a secondary source of repay-
ment?
a. Has the institution documented its valu-

ation approach to calculating enterprise
value?

b. Has the valuation been performed by
qualified persons independent of the
origination function?

c. Has one or a combination of three meth-
ods been used for determining enterprise
value, asset valuation, income valuation,
or market valuation?

d. If the income method is used, is it based
on capitalized cash flow or discounted
cash flow?

e. Has the institution confirmed proxy mea-
sures such as multiples of cash flow
earnings or sales by performing its own
discounted cash flow analysis?

f. Are stress tests of key variables and
assumptions used in determining enter-
prise value (such as cash flow earnings
and sales multiples) conducted at origi-
nation and periodically thereafter?

g. Does the institution have established lim-
its for the proportion of individual trans-
actions and the total portfolio that are
supported by enterprise value?

Pipeline Management

1. Do strong risk-management controls cover
all transactions in the pipeline, including
amounts planned for hold and those marked
for distribution?

2. Does the institution have the capability to
differentiate transactions based on their key
characteristics, tenor, and investor class (pro-
rata and institutional), structure, and key
borrower characteristics (for example, indus-
try)?

3. Does the institution have the following
controls for pipeline exposure:
• A documented appetite for underwriting

pipeline risk that considers the potential
effects on earnings, capital, and liquid-
ity?

• Written policies and procedures for
‘‘hung deals’’ or deals that are not sold
down within a reasonable or 90-day
period?
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– Have transactions reclassified as hold-to-
maturity been reported to management
and the board of directors?

• Guidelines for conducting periodic stress
tests of pipeline exposures?

• Controls to monitor expected vs. actual
performance?

• Reports that show individual and aggre-
gate transaction information, risk ratings
and concentrations?

• Limits on hold levels per borrower, coun-
terparty, and aggregate hold levels?

• Limits on the amounts intended for dis-
tribution?

• Policies and procedures for acceptable
accounting methods, including prompt
recognition of losses?

• Policies and procedures around accept-
able hedging practices if applicable?

• Plans to address contingent liabilities
and compliance with Sections 23A and
23B of the Federal Reserve Act and
Regulation W?

Reporting and Analytics

1. Does management receive quarterly com-
prehensive reports about the characteristics
and trends of the institution’s leveraged
lending portfolio? Are summaries provided
to the board of directors?

2. Do internal policies identify the data fields
to be populated and captured by the institu-
tion’s MIS? Are the reports accurate and
timely?

3. As dictated by the size and complexity of
the leveraged lending portfolio, does MIS
reporting on the leveraged lending portfolio
include the following:
a. Individual and portfolio exposures within

and across all business lines and legal
vehicles including the pipeline?

b. Risk-rating distribution and migration
analysis?

c. A list of borrowers who have been
removed from the leveraged lending port-
folio due to improvements in their finan-
cial characteristics and risk profile? Is
the removal from the profile concurrent
with a refinance, restructure or some
other modification in the loan agree-
ment?

d. Industry mix and maturity profile?
e. Metrics derived from probability of

default and loss-given default?

f. Portfolio performance measures includ-
ing covenant breaches, restructurings,
delinquencies, nonperforming asset
amounts, and charge offs?

g. Amount and nature of impaired assets
and the amount of ALLL attributable to
leveraged lending?

h. The level of policy exceptions in the
portfolio?

i. Exposures by collateral type, including
unsecured transactions when enterprise
values will be the only source of repay-
ment?

j. Defaults that trigger pari-passu treat-
ment for all lenders?

k. Secondary market pricing data and trad-
ing volume (when available)?

l. An aggregation of exposures by and
performance of deal sponsors?

m. An indication of gross and net expo-
sures, hedge and counterparty concentra-
tions; and indication of policy excep-
tions?

n. Actual vs. projected distribution levels
of the pipeline with reports of excess
levels of exposure over hold targets?

o. Types of exposure in the pipeline: com-
mitted exposures not accepted by the
borrower; exposures committed and
accepted but not closed; funded and
unfunded commitments closed but not
distributed?

p. Total and segmented exposures: subordi-
nated debt and equity holdings (com-
pared to limits); global exposures; indi-
rect exposure (to an obligor or if the
institution is holding a previously sold
position as collateral or as a reference
asset in a derivative)?

q. Exposures booked in other business units
throughout the institution that are related
to a leveraged loan or borrower? (For
example, default swaps or total return
swaps naming the distributed paper as a
covered or referenced asset or as collat-
eral exposure through repo transactions).

r. Positions held in leveraged loans in avail-
able for sale or traded portfolios or held
in structured-investment vehicles owned
or operated by the originating institution
or its subsidiaries or affiliates?
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Internal Risk Rating

1. Does the institution have evidence of
adequate repayment capacity? For example,
do borrowers demonstrate the ability to
fully amortize senior debt or repay at least
50 percent of total debt over a five- to
seven-year period?

2. Are there extensions or other restructuring
that are masking an inability to repay?

3. Has the primary source of repayment
become inadequate? Is enterprise value
being relied on as a secondary source of
repayment? Is enterprise value well sup-
ported with binding purchase and sale agree-
ments with qualified third parties? Does
enterprise value consider the borrower’s
distressed circumstances?

Credit Analysis

1. Does transaction testing of individual lever-
aged lending credits contain the following
elements and show that:
a. Cash flow analysis—The analysis does

not rely on overly optimistic or unsub-
stantiated projections of sales, margins,
or merger and acquisition synergies?

b. Liquidity analysis—There are measures
to determine operating cash needs and
cash needed to meet debt maturities?
Analyze liquidity based on industry per-
formance metrics?

c. Projections—There is adequate margin
for unanticipated merger-related integra-
tion costs?

d. Stress tests—Projections are stress tested
for one or more downside scenarios,
including a covenant breach?

e. Variances from plan—Transactions are
reviewed at least quarterly to determine
variance from plan; does the credit file
contain a chronological rationale for and
analysis of all changes to the operating
plan and variances from the expected
financial performance?

f. Enterprise value—Were enterprise val-
ues independently derived and validated
outside of the origination function? Were
values calculated timely and did they
consider value erosion?

g. Collateral shortfalls—Have shortfalls
been identified and factored into the risk
rating?

h. Collateral liquidation and asset sales—
Are any liquidations and sales based on
current market conditions and trends?

i. Contingency plans—Are there contin-
gency analyses to anticipate changing
conditions in debt or equity markets? Do
the exposures rely on refinancing or the
issuance of new equity?

j. Interest rate risk and foreign exchange
risk—Have these risks been addressed in
the analysis? Are mitigants in place?

Problem Credit Management

1. Has the institution formulated and estab-
lished procedures for dealing with problem
credits?

2. Do work out plans contain quantifiable
objectives and measurable time frames?

3. Are problem credits regularly reviewed for
risk-rating accuracy, accrual status, recog-
nition of impairment through specific allo-
cations and charge-offs.

Deal Sponsors

1. Has the institution developed guidelines for
evaluating the willingness and ability of
sponsors to support the credit exposure and
a process to regularly monitor sponsor per-
formance?

2. Determine if the credit analysis has consid-
ered:
a. If the sponsor is relied on as a secondary

source of repayment and not a primary
source of repayment?

b. If the sponsor has a historical pattern of
supporting investments, financially or
otherwise?

c. If the degree of support has been docu-
mented via a guarantee, comfort level, or
verbal assurance?

d. If there has been a periodic review of the
sponsor’s financial statements, an analy-
sis of liquidity, and an analysis of the
sponsor’s ability to support multiple
deals?

e. If consideration has been given to the
sponsor’s dividend and capital contribu-
tion practices and the likelihood that the
sponsor will support the borrower as
compared to other deals in the sponsor’s
portfolio?
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Credit Review

1. Does the institution conduct an internal
credit review of the leveraged lending port-
folio regularly, but at least once per year?

2. Does the institution ensure that credit review
personnel have the knowledge and ability to
identify risks in the leveraged lending port-
folio?

Stress Testing

1. Has the institution developed and imple-
mented guidelines for conducting periodic
portfolio stress tests on loans originated to
hold and on loans originated to distribute?

2. Has the institution conducted periodic loan
and leveraged lending portfolio level stress
tests?

3. If applicable, has the leveraged lending
portfolio been included in enterprise wide
stress tests?

4. Does stress testing of leveraged credits
include sensitivity analyses to quantify the
potential impact of changing economic and
market conditions on the institution’s asset
quality, earnings, liquidity, and capital?

Reputational Risk

1. Does the institution have procedures, safe-
guards, actions, training, and staff remind-
ers about the potential reputational risk
associated with poorly underwritten origi-
nated leveraged loans?

2. Has there been any failure or apparent
failure by the institution to meet its legal
responsibilities in underwriting and distrib-
uting transactions that could damage its
reputation or its ability to compete?

Conflicts of Interest

1. Has the institution developed appropriate
policies and procedures to address and to
prevent potential conflicts of interest when
it has both equity and lending positions?

2. Do policies and procedures:
a. Clearly define potential conflicts of inter-

est?
b. Identify appropriate risk-management

controls and procedures?
c. Enable employees to report potential con-

flicts of interest to managements without
fear of retribution?

d. Ensure compliance with applicable laws?
3. Has management:

a. Established a training program for
employees on appropriate practices to
follow to avoid conflicts of interest?

b. Provided for reporting, tracking, and reso-
lution of any conflicts?

Compliance

1. Does the institution maintain an indepen-
dent compliance review function to periodi-
cally review its leveraged lending activity?

2. Do the institution’s policies include safe-
guards to prevent violations of anti-tying
regulations?

3. How does the institution ensure compliance
with applicable securities laws, including
disclosure and other regulatory require-
ments when equity interests and certain
debt instruments have been used in lever-
aged transactions that may constitute ‘‘secu-
rities’’ under federal securities laws?

4. Have plans and provisions been developed
to ensure compliance with sections 23A and
23B of the Federal Reserve Act and Regu-
lation W?
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Direct Financing Leases
Effective date November 2000 Section 2120.1

INTRODUCTION

Leasing is a recognized form of financing for
fixed assets that provides a lessee (the customer)
the right to use depreciable assets without tying
up working capital. Leasing frequently offers
the lessee greater flexibility than traditional
bank term-loan financing. Leasing also provides
the lessor (the owner of the asset) with a
generally higher rate of return than lending, but
this is in exchange for assuming greater risk or
investing more resources in marketing and deal
structuring. The higher risk inherent in a typical
lease transaction is due to the higher advance to
collateral value; a longer payment period; and,
in some cases, the lessor’s dependence on the
sale of the leased property to recover a portion
of the initial investment. In most instances,
some or all of the higher rate of return for the
lessor is derived from the tax benefits of equip-
ment ownership.

While leases differ from loans in some
respects, they are similar from a credit view-
point because the basic considerations are cash
flow, repayment capacity, credit history, man-
agement, and projections of future operations.
Additional considerations are the type of prop-
erty being leased and its marketability in the
event of default or termination of the lease.
However, these latter considerations do not
radically alter how an examiner evaluates col-
lateral for a lease. The assumption is that the
lessee/borrower will generate sufficient funds to
liquidate the lease/debt. Leases are generally
structured so that the bank recovers the full cost
of the equipment plus an interest factor over the
course of the lease term. Sale of the leased
property/collateral remains a secondary source
of repayment and, except for the estimated
residual value at the expiration of the lease, will
not, in most cases, become a factor in liquidat-
ing the advance.

In general, leasing activities of state member
banks are governed by federal tax law and, in
some instances, applicable state law. The leas-
ing of personal or real property or acting as
agent, broker, or adviser in leasing such property
is considered a ‘‘closely related nonbanking
activity’’ and is therefore permitted under sec-
tion 225.28(b)(3) of Regulation Y by a bank
holding company (BHC) or subsidiary thereof,
in accordance with certain requirements. While
not specifically applicable to banks, these crite-

ria provide useful guidelines for reviewing the
appropriateness and prudence of bank leasing
activities. Any substantial departure from these
criteria must be judged in light of safety-and-
soundness implications.

A BHC can act as an agent, broker, or adviser
in leasing such property only if—

• the lease is on a nonoperating basis1 and
• the initial term of the lease is at least 90 days.

For leases involving real property—

• the effect of the transaction at the inception of
the initial lease must be to yield a return that
will compensate the lessor for not less than the
lessor’s full investment in the property plus
the estimated total cost of financing the prop-
erty over the term of the lease, such return to
be derived from rental payments, estimated
tax benefits, and the estimated residual value
of the property at the expiration of the initial
lease; and

• the estimated residual value cannot exceed 25
percent of the acquisition cost of the property
to the lessor.

Examiners should ensure that the bank’s poli-
cies and procedures appropriately govern its
direct-lease-financing activities and that bank
management adheres to established policies and
procedures. Examiners should also ensure that
the bank’s audit and loan-review functions
adequately encompass the leasing activity.

1. With respect to the ‘‘nonoperating basis’’ requirement, a
BHC may not, directly or indirectly, engage in operating,
servicing, maintaining, or repairing leased property during the
term of the lease. For automobile leasing, this requirement
means that a BHC may not, directly or indirectly, (1) provide
servicing, repair, or maintenance of the leased vehicle during
the lease term; (2) purchase parts and accessories in bulk or
for an individual vehicle after the lessee has taken delivery of
the vehicle; (3) provide the loan of an automobile during
servicing of the leased vehicle; (4) purchase insurance for the
lessee; or (5) provide for the renewal of the vehicle’s license
merely as a service to the lessee when the lessee could renew
the license without authorization from the lessor. The BHC
can arrange for a third party to provide these services or
products.
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ACCOUNTING FOR LEASES

Since leasing activity became prominent within
the last few decades, lessors have employed a
number of different methods to account for their
investments in leases. Financial Accounting
Standards Board (FASB) Statement No. 13,
‘‘Accounting for Leases,’’ effective January 1,
1977, was intended to bring uniformity to lease
accounting.2 Pursuant to the guidance, a lease is
generally structured as a direct financing lease
and reported as such on the institution’s account-
ing records. A direct financing lease is a type of
capital lease 3 that transfers substantially all the
benefits and risks inherent in the ownership of
the leased property to the lessee. In addition,
collection of the minimum lease payments must
be reasonably predictable, and no important
uncertainties may exist regarding costs to be
incurred by the lessor under the terms of the
lease. Although minor variations in accounting
methods are still found, most investment-in-
leases accounts will be equal to—

• the sum of the minimum lease payments to be
received from the lessee, plus

• the unguaranteed residual value (estimated
fair market value) of the property at the end of
the lease term, reduced by

• the amount of unearned and deferred income
to be recognized over the life of the lease.

For the purpose of illustration, assume that
property costing $120,000 is leased for a period
of 96 months at $1,605 per month, and the
estimated residual value (ERV) of the property
is $24,000. In this example, income is recog-
nized monthly according to the sum of the
months’ digits method. The investment in this
lease is calculated below, followed by an expla-
nation of each component of the net investment.

Cost $120,000

Unearned income 34,080

Rentals receivable (96 × $1,605) 154,080

Est. residual value 24,000

Gross investment 178,080

Less:

Unearned income 34,080

Unearned income (ERV) 24,000

Net investment 120,000

Rentals Receivable

This account is established in the amount of
total rental payments to be received from the
lessee. The amount by which the rentals receiv-
able ($154,080) exceeds the cost of the property
($120,000) is the functional equivalent of inter-
est and represents a portion of the income to be
recognized over the life of the lease. In the
example below, the cost of the property is
temporarily charged to a fixed-asset account,
then transferred to rentals receivable.

2. Other Financial Accounting Standards Board releases
dealing with leasing are FASB Statements 22, 23, 27, 28, 29,
76, 77, 91, 94, 98, and 109; FASB Interpretations 19, 21, 23,
24, 26, and 27; and FASB Technical Bulletins 79-10, 79-12,
79-13, 79-14, 79-15, 79-16, 85-3, 86-2, and 88-1.

3. FASB Statement No. 13, paragraph 7, outlines in detail
certain criteria that a lease must meet for it to be classified as
a capital lease. (See also the call report instructions.)

2120.1 Direct Financing Leases
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Fixed assets $120,000

Cash 120,000

To record purchase
or property
for lease

Rentals receivable 154,080

Fixed assets 120,000

Unearned income 34,080

To record amount
due from lessee

Throughout the lease term, the rentals-
receivable account is periodically reduced by
the full amount of each rental payment received.

Cash $1,605

Rentals receivable 1,605

To record receipt of
monthly payment

Estimated Residual Value

The estimated residual value represents the pro-
ceeds the lessor expects to realize at the end of
the lease term from the sale or re-leasing of the
property. Exactly as its title states, this account
represents only an estimate of future value and
does not represent current market value or
depreciated book value. The residual value at
the end of the lease term is considered to be
income, and the corresponding credit for this
asset account is posted to unearned income.
The balance of the ERV account does not

normally change significantly during the lease
term. The unguaranteed residual value should be
reviewed at least annually to determine whether
a decline, other than a temporary one, has
occurred in its estimated value. If a decline is
not temporary, the accounting for the lease
transaction should be revised using the new
estimate, and the resulting loss should be recog-
nized in the period that the change is made.
Upward adjustments or increases in the residual
value are not recognized.
After the end of the term, the residual value

account is eliminated from the books upon sale,
re-lease, or other disposition of the property. If
the amount of proceeds received differs from the

recorded residual value, the difference will be
recognized as either a gain or loss, whichever is
appropriate.

Est. residual value $24,000

Unearned income 24,000

To record ERV of
leased property

Cash 26,000

Est. residual value 24,000

Gain on sale 2,000

To record sale of
property

Any portion of the ERV guaranteed by a party
unrelated to the lessor would be deducted
from the ERV account and added to rentals
receivable.

Unearned Income

This liability account has a credit balance and is
netted against the total of rentals receivable and
the ERV for balance-sheet presentation. Its com-
ponent parts are the ‘‘interest’’ income equal to
the excess of rentals receivable over the cost of
the property and the income to be realized from
disposition of the property at the end of the lease
term. Each of these components is recognized as
income throughout the life of the lease by
periodic transfers to earned income. Unearned
income is amortized to income over the lease
term to produce a constant periodic rate of
return on the net investment in the lease. Any
other method, such as the sum-of-the-months’-
digits method, may be used if the results obtained
are not materially different from those that
would result from the interest method described
in the preceding sentence and if the resulting
impact does not overstate income during the
current period. Loan-origination fees and initial
direct costs, such as commissions and fees that
are incurred by the lessor in negotiating and
consummating the lease, are offset against each
other, and the resulting net amount is deferred
and recognized over the lease term. The practice
of recognizing a portion of the unearned income
at the inception of the lease to offset initial direct
costs is no longer acceptable.

Direct Financing Leases 2120.1
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Depreciation

For certain leases, the lessor is entitled to claim
depreciation for tax purposes. However, for
financial statement purposes, no depreciation for
leased property will appear on the income state-
ment and no accumulated depreciation will
appear on the balance sheet. If the lessor is
entitled to the benefits of depreciation, then, for
tax purposes only, depreciation will be calcu-
lated and will reduce the lessor’s tax liability.
The lessor’s entitlement to depreciation tax

benefits is a function of the type of lease
arrangement negotiated. When the lessor retains
title to the asset and owns the asset at the
expiration of the lease, the lessor may take
depreciation into account for tax purposes. These
characteristics are typical of a ‘‘true," ‘‘net,’’ or
‘‘capital’’ lease, terms often used interchange-
ably in the industry. In a ‘‘financing’’ lease, the
lessee rather than the lessor acquires title to the
property at the expiration of the lease and is
entitled to depreciation tax benefits. Accord-
ingly, the lessor will charge the lessee a higher
periodic lease payment (for a higher ‘‘rate of
return’’) to offset its loss of depreciation tax
benefits.

Balance-Sheet Presentation

Lease receivables are to be reported on the
balance sheet as the single amount ‘‘net invest-
ment’’ (see below). If the lessor has established
an allowance for possible lease losses, this
amount is included in the total allowance for
loan and lease losses and represents a deduction
from the net investment. Footnotes to the bal-
ance sheet should disclose the components of
the net investment, as follows:

Rentals receivable $154,080

Est. residual value 24,000

Gross investment 178,080

Less:

Unearned income 58,080

Net investment $120,000

For call report purposes, lease financing
receivables are reported net of unearned income
as part of an institution’s total loans.

Classification

If it is deemed appropriate to classify a lease, the
amount at which the lease would be classified is
the net investment. For example, assume that 94
of the 96 payments have been received on the
above lease, that income has been recognized
monthly according to the sum-of-the-months’-
digits method, and that the lease is now consid-
ered a loss. Its balance on the books is $27,173,
as follows:

Rentals receivable $ 3,210

Est. residual value 24,000

Gross investment 27,210

Less:

Unearned income 22

Unearned income (ERV) 15

Net investment 27,173

Classification of the $27,173 balance of this
lease involves classifying $3,188 of the unre-
covered portion of the cost of the property
($3,210 less $22 unearned income) plus $23,985
of income that has already been recognized in
anticipation of receiving the ERV ($24,000 less
$15 not yet recognized). In short, the calculation
is $3,188 + $23,985 = $27,173.
Charging off the ERV included in the net

investment treats the lease as if the underlying
property has no value and, in effect, reverses the
unearned income that has been recognized in
anticipation of selling the leased property at its
recorded ERV. Accordingly, if the property does
have value, the $27,173 classified should be
reduced by the net amount that the lessor could
realize by selling the property.

Delinquency

It is appropriate for the examination report to
state the percentage of delinquency in the lease
portfolio. The percentage is calculated by divid-
ing the aggregate rentals receivable on delin-
quent leases (less the ‘‘interest’’ components of
their unearned income accounts) by the total of
rentals receivable on all leases (less the ‘‘inter-
est’’ components of their unearned income
accounts). ERVs would not be included in the

2120.1 Direct Financing Leases
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delinquent amounts since they do not represent
obligations of the lessees.
If the lease obligation in the previously

described classification example was the only
delinquent obligation in a portfolio of leases
with component accounts as shown below, the
rate of delinquency in the portfolio would be
3.4 percent.

Rentals receivable $ 94,411

Est. residual value 705,882

Gross investment 800,293

Less:

Unearned income 647

Unearned income (ERV) 441

Net investment $799,205

$3,210− 22

$94,411− 647
= 3.4%

Termination of a Lease

The termination of a lease is recognized in the
income of the period in which the termination
occurs by eliminating the remaining net invest-
ment from the lessor’s account. The lease prop-
erty is then recorded as an asset using the lower
of the original cost, present fair value, or present
carrying amount.

LEVERAGED LEASES

Leveraged leasing is a specialized form of
financing and should only be pursued by banks
with the appropriate expertise. Part of the exam-
iner’s duty is to determine that the personnel
who structure and follow leveraged leases are
highly qualified in that area and have a current
working knowledge of applicable tax laws and
regulations.
A leveraged lease transaction is complex in

terms of size, the number of parties involved,
legal involvement, and, of course, the unique
advantages to all parties. Legal expenses and
administrative costs associated with leveraged
leasing limit its use to financing large capital-
equipment projects. By tailoring the tax effects
to the needs of the parties involved, the structure

of a leveraged lease permits multiple tax bene-
fits and maximum investment return. The lessor
is in search of a tax shelter to offset income
generated from other sources, while the lessee
bargains for lower rental charges in exchange
for the tax advantage the lessor receives. The
result of this trade-off ideally produces an
attractive rate of return on the lessor’s invested
dollars, while the lessee conserves working
capital and obtains financing at a cost substan-
tially below the lessee’s usual borrowing rate.
In a leveraged lease, the lessor purchases and

becomes owner of the equipment by providing
only a percentage (usually 20 to 40 percent) of
the capital needed. The rest of the purchase price
is borrowed by the lessor from long-term lenders
on a nonrecourse basis. The borrowings are
secured by a first lien on the equipment, an
assignment of the lease, and an assignment of
the lease payments.
If the purchase price of the equipment is

large, there may be several equity owners and
debtholders involved. In this case, an owner
trustee may be named to hold title to the
equipment and to represent the equity owners.
An indenture trustee may be named to hold the
mortgage on the property for the benefit of the
debtholders.
The lessor (equity holder), as the owner, is

allowed to take accelerated depreciation based
on the total cost of the equipment. The lessor
might also receive a small portion of the rental
payments, but the desired yield is obtained from
the timing of depreciation. The effect gives the
lessor a return through the small rentals and
allows the lessor to retain the residual value
rights to the equipment at the end of the lease
period.
The bank should consider its present and

anticipated future tax position, its future money
rates, and the residual value of the property. The
return on the bank’s investment in leveraged
leases depends largely on these factors. A slight
change can precipitate significant changes in the
bank’s position. Anticipated proceeds from the
sale or re-leasing of the property at the conclu-
sion of the lease term (the residual value) is an
important element of the return and should be
estimated carefully. It will, in most cases, exceed
25 percent of the purchase price because of
certain tax requirements. The bank should con-
tinually evaluate the property for misuse, obso-
lescence, or market decline, all of which can
rapidly deteriorate the value of the property
before the lease term expires. In these cases, the
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lessee may default, often with expensive conse-
quences for the lessors.
The examiner should remember that a portion

of the bank’s recapture of its investment in
leased property is often predicated on the inher-
ent tax benefits. Accordingly, a decline in the
bank’s ability to use these tax benefits could
reduce or eliminate the profitability of the
venture.
The complexity of leveraged leasing should

motivate the examiner to carefully scrutinize
each indenture and all parties concerned before
any analysis begins. The examiner should
approach each lease from the standpoint of the
creditworthiness of the lessee and the continu-
ous assessment of the value of the leased prop-
erty. If the lessee defaults, the loan participant is

in a position to foreclose and leave the bank
without a way to recapture the carrying value of
its investment. Therefore, the general rule is that
a bank should not enter into a leveraged lease
transaction with any party to which it would not
normally extend unsecured credit.
The lessor’s net investment in a leveraged

lease shall be recorded in a manner similar to
that for a direct financing lease, but net of the
principal and interest on the nonrecourse debt.
The components of the net investment, includ-
ing related deferred taxes, should be fully dis-
closed in the footnotes to the lessor’s financial
statements when leveraged leasing is a signifi-
cant part of a bank’s business activities. (See
appendix E of FASB 13 for an example of how
to account for a leveraged lease.)
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Direct Financing Leases
Examination Objectives
Effective date May 1996 Section 2120.2

1. To determine if lease policies, practices,
procedures, objectives, and internal controls
are adequate.

2. To determine if bank officers are operating
in conformance with the established
guidelines.

3. To evaluate the adequacy of collateral, credit
quality, and collectibility.

4. To determine the scope and adequacy of the
audit function.

5. To determine compliance with applicable
laws and regulations.

6. To initiate corrective action when policies,
practices, procedures, objectives, or internal
controls are deficient or when violations of
laws or regulations have been noted.
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Direct Financing Leases
Examination Procedures
Effective date March 1984 Section 2120.3

1. If selected for implementation, complete or
update the Direct Financing Leases section
of the Internal Control Questionnaire.

2. Based on the evaluation of internal controls
and the work performed by internal/
external auditors, determine the scope of the
examination.

3. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also, obtain a listing of
any deficiencies noted in the latest review
done by internal/external auditors from
the examiner assigned ‘‘Internal Control’’
and determine if corrections have been
accomplished.

4. The following information should be avail-
able at the start of the examination:
a. trial balance of all leases and outstanding

credits
b. listing of accounts on which payments

are delinquent 30 days or more or on
which payments are otherwise not being
made according to schedule

c. listing of available lines of credit
d. minutes of board and executive meet-

ings since the date of the previous
examination

5. Using an appropriate sampling technique,
select leases for review.

6. Obtain liability and other information on
common borrowers from examiners as-
signed cash items, overdrafts, and other
loan areas and together decide who will
review the borrowing relationship.

7. For leases selected for review, analyze the
creditworthiness of the lessees. Consider-
ation is given to the figures derived from the
lessee’s financial statements, as well as to
cash flow, trends and projections of growth
in sales and income, and the qualifications
of management. Delinquency on a lease
obligation is potentially more serious
than delinquency on a conventional loan
because, if the property under lease is nec-
essary for the lessee’s continued production
of income, as is frequently the case, the
lessee’s financial condition will be seriously
deteriorated before the lessee is willing to
risk losing the property by default.

8. For those leases which might result in loss

to the lessor or for which financial infor-
mation was not adequate to make such a
determination, transcribe the following
information to line cards:
a. name and line of business of lessee
b. name of guarantor(s)
c. original date of the lease contract
d. original amount of the rentals receivable
e. ERV of the property
f. amount of ITC to be realized
g. book value of the investment in the lease

as of the examination date
h. cost of the property
i. description and location of the property
j. amount and f requency o f ren ta l

payments
k. original amount, term, rate, and schedule

of amortization of any nonrecourse debt
associated with the lease

l. lessor’s percentage of equity participa-
tion in the lease obligation, if applicable

m. summary financial data indicating the
creditworthiness of the lessee and guar-
antors, if applicable

9. Before the conclusion of the examination,
discuss with management all classified
leases. Inadequate or negative cash flow and
unfavorable trends reflected in financial
statements of the lessee are usually indica-
tive of a substandard lease. Leases classified
doubtful typically include those on which
payments are delinquent for an extended
period and those on which the lessor’s
recovery of investment is dependent upon
an event of unknown probability, such as a
pending lawsuit or insurance claim. A loss
classification results from the lessee’s
inability or refusal to continue making
payments.

10. Prepare write-ups to support the classifica-
tions. The write-up should include the
lessee’s type of business, present financial
status, circumstances that led to the classi-
fication, the probability that the terms of the
lease can be met, and the amount of protec-
tion afforded by sale or release of the
underlying property.

11. Review a sample of the lessor’s computa-
tions of lease yields to determine whether
the lessor will recover the cost of purchas-
ing and the after-tax cost of financing the
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property during the initial term of the lease
or 40 years, whichever is less.

Shown below are the amounts which may
be applied against the purchase and financ-
ing costs in calculating recovery.

a. Total of lease payments and ERV, reduced
by the estimated taxes to be paid on
unearned income. The amount of the
ERV used in this calculation may not
exceed 20 percent of acquisition cost,
though it is permissible for the ERV to
be carried on the books in an amount
exceeding 20 percent of cost.

b. ITC to be realized by the lessor.
c. Tax benefits resulting from depreciation

charges, equal to total allowable depre-
ciation times the lessor’s marginal tax
rate. Depreciation for tax purposes is
calculated on the basis of total original
cost ignoring ERV. However, over time,
accumulated depreciation may not
exceed original cost less ERV.

d. For personal property leases of seven
years or less, any additional amount
provided by an unconditional guarantee
of the lessor’s full recovery of invest-
ment plus financing cost. The guarantee
can be made by a lessee, an indepen-
dent third party, or manufacturer deemed
creditworthy by the lessor. In determin-
ing full-payout compliance, the guaran-
tee may only account for up to 60 per-
cent of the acquisition cost of the
property.

The following example of a payout cal-
culation assumes a marginal tax rate of
46 percent and depreciation of the full cost
of the property for tax purposes:

Total lease payments $154,080
ERV 24,000
ITC (tax benefit) 12,000
Depreciation—tax benefit
(46%× 120,000) 55,200
Subtotal $245,280

Less taxes on unearned income:
(‘‘interest’’) $34,080
(ERV) 24,000

46% × $58,080 26,717
$218,563

After deducting the $120,000 cost of the
property from the net cash flow provided by
the lease, after-tax funds of $98,563 are
available to cover the cost of financing the
property. Dividing this amount by the
assumed marginal tax rate of 46 percent
indicates that the equivalent amount in pre-
tax funds is $214,267. If this $214,267 were
paid as interest over a 96-month period to
finance the acquisition of property costing
$120,000, the annual rate of interest (inter-
nal rate of return) would be 32.0 percent
(see compound interest chart). No further
calculation need be made since this high
percentage based on funds available to cover
finance costs would exceed by far the les-
sor’s likely approximate pre-tax cost of
funds. However, in those instances in which
the percentage calculated is believed to
closely approximate the cost of funds, the
lessor should be asked to explain the man-
ner by which its recovery of cost is assured.
If this example were a personal property

lease with a term of seven years or less, any
qualified guarantee up to 60 percent of
acquisition cost could have been considered
as an addition to the funds available to
provide the lessor with full payout.
As mentioned in the introduction to this

section, an exception to the full-payout
requirement is made for leases to those
governmental entities that are prohibited
from entering into leases for periods exceed-
ing one year. In the case of leases to
government entities, the lessor should dem-
onstrate that the lease is expected to be
continually renewed until the cost is fully
recovered.

12. Review records to determine that the lease
transaction constitutes a valid lease for tax
purposes. If the agreement is ruled by the
IRS to be a ‘‘conditional sale,’’ the lessor
would not be entitled to depreciation charges
or the ITC, and the lessee would be required
to deduct depreciation charges rather than
lease payments from taxable income. It is
preferable that the lessor obtain a private
ruling from the IRS to make certain that it
qualifies as the original user of the property
and is therefore entitled to the previously
mentioned tax benefits. Circumstances
that the IRS considers as evidence of a
conditional sale rather than a lease are as
follows:
a. portions of the rental payments are made
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applicable to an equity interest of the
lessee in the property

b. the lessee acquires title to the property
after making a specified number of
payments

c. the payments made by the lessee for a
short period of use constitute an unusu-
ally large percentage of the purchase
price of the property

d. the total rental payments to be received
exceed the current fair rental value of the
property, indicating that the payments
include an element other than rent

e. the lessee has an option to purchase the
property at a price that is nominal in
relation to the value of the property or to
the total amount of rental payments

f. a portion of each rental payment is readily
identifiable as the equivalent of interest

13. Ascertain whether title to the property rests
with the lessor and that the lessor has taken
steps to protect its ownership rights. Evi-
dence of filing under the Uniform Commer-
cial Code, where appropriate, should be
found in the documentation file. Aircraft
should be registered with the FAA, inter-
state vehicles with the ICC, and ships with
the Coast Guard.

14. Check for cancellation or other provisions
in the contract that could jeopardize the
full-payout status of the lease. There is no
need to take exception to a cancellation
provision that provides for payment by the
lessee of an amount that allows the lessor to
fully recover its investment in the property.

15. Check that insurance coverage on leased
property is provided by the lessee in com-
pliance with all insurance provisions of the
contract in an amount sufficient to protect
against loss from property damage. Public
liability insurance should also be provided
to protect against loss from lawsuits that
could arise from situations such as the crash
of leased aircraft.

16. Review the lessee’s duties under the con-
tract with respect to repairs and taxes.
Determine whether the lessor has instituted
procedures to check that the lessee’s
required duties are being performed.

17. Review the status of all property acquired
for lease purposes but which is not now
under lease. Determine the reason for the
‘‘off-lease’’ status of the property, ascertain
the realizable value of the property, and
investigate whether the off-lease property

will be sold or re-leased within the required
two-year period.

18. Investigate the lessor’s procedures for peri-
odic review of the reasonableness of the
estimated residual value. The estimate
should be reviewed at least annually and
reduced in amount on the books if the value
has declined on a presumably permanent
basis.

19. Review past operations of the lessee com-
pany to determine if projections of income
and ERV have been realistic in light of
actual experience.

20. Review the minutes of the meetings of the
board and executive committees to deter-
mine whether purchases of property and
delinquent leases are reported to the board.

21. Determine if the bank has entered into
leases with companies owned or controlled
by any director or officer. Compare the rates
and terms on such leases to the rates and
terms offered on leases to companies of
similar credit standing.

22. Check for lease concentrations to any one
lessee or industry and prepare a comment
for the examination report if any concentra-
tion is considered unwarranted.

23. Determine whether the bank has established
limits for the maximum amount of ‘‘credit’’
to be extended to a single lessee. If these
limits have been established, investigate
whether the bank adheres to them. If they
have not been established, inquire as to the
bank’s policy on this matter.

24. Check for action taken on matters criticized
in the most recent audit reports and the
previous examination report. Determine if
leases classified ‘‘loss’’ were removed from
the books.

25. Discuss with appropriate officer(s) and pre-
pare summaries in appropriate report form
of—
a. delinquent leases, including those con-

sidered ‘‘A’’ paper;
b. violations of laws and regulations;
c. leases not supported by current and com-

plete financial information;
d. leases on which documentation is

deficient;
e. equipment deficiencies revealed in

inspection reports;
f. off-lease equipment;
g. concentrations of leases;
h. classified leases; and
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i. leases to major shareholders, employees,
officers, directors, and/or their interests.

26. Update workpapers with any information
that will facilitate future examinations.
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Direct Financing Leases
Internal Control Questionnaire
Effective date March 1984 Section 2120.4

Review the bank’s internal controls, policies,
practices, and procedures for making and ser-
vicing direct lease financing. The bank’s system
should be documented in a complete and con-
cise manner and should include, where appro-
priate, narrative descriptions, flow charts, copies
of forms used, and other pertinent information.
Items marked with an asterisk require substan-
tiation by observation or testing.

POLICIES AND OBJECTIVES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten direct lease financing policies that—
a. establish procedures for reviewing direct

lease financing applications,
b. define qualified property, and
c. establish minimum standards for

documentation?
2. Are direct lease financing policies reviewed

at least annually to determine if they
are compatible with changing market
conditions?

RECORDS

*3. Is the preparation and posting of subsidi-
ary direct lease financing records per-
formed or reviewed by persons who do not
also—
a. issue official checks and drafts or
b. handle cash?

*4. Are the subsidiary direct lease financing
records reconciled, at least monthly, with
the appropriate general ledger accounts,
and are reconciling items investigated by
persons who do not also handle cash?

5. Are delinquent account collection requests
and past-due notices checked to the trial
balances that are used in reconciling sub-
sidiary records of direct lease receivables
to general ledger accounts, and are they
handled only by persons who do not also
handle cash?

6. Are inquiries about lease balances received
and investigated by persons who do not
also handle cash or pass adjustments?

*7. Are documents supporting recorded credit

adjustments checked or tested subsequently
by persons who do not also handle cash or
initiate transactions (if so, explain briefly)?

INTEREST AND/OR RENT

*8. Is the preparation and posting of interest
and/or rent records performed or reviewed
by persons who do not also—
a. issue official checks and drafts or
b. handle cash?

DEPRECIATION (OPERATING
LEASES)

9. Is the preparation and posting of periodic
depreciation records performed or re-
viewed by persons who do not also have
sole custody of property?

10. Do the bank’s procedures require that
depreciation expense be charged at least
quarterly?

*11. Are the subsidiary depreciation records
balanced, at least quarterly, to the appro-
priate general ledger controls by persons
who do not also have sole custody of
property?

OTHER

*12. Are periodic property inventory reports
prepared by the lessee or trustee?

13. Do reports clearly indicate the condition
and location of the leased property?

14. When inspection of the equipment leased
is either infrequent or not feasible, has the
bank taken measures to protect its equip-
ment and prevent its misuse?

15. At lease termination, are outside appraisals
made of property before bids are accepted?

16. Are review procedures in effect to main-
tain the necessary insurance coverage on
all leased assets regardless of whether the
cost of this insurance is to be borne by the
bank or the lessee?

17. Does the bank have insurance coverage
against its potential public liability risk as
owner/lessor of the property?
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18. Are safeguards in effect to prevent the
possibility of conflict of interest or self-
dealing in selecting the seller, servicer,
insurer, or purchaser for the equipment
leased?

19. Are separate files maintained for each
lease transaction?

20. Does each file supporting the acquisition
and disposal of assets reflect the review
and written approval of an officer other
than the person who actually controlled
the disbursement and receipt of funds?

21. Are all leases required to be supported by
current credit information?

22. Do modifications of terms require the
approval of the board or committee that
initially approved the lease?

23. If commitments are issued contingent upon
receipt of certain satisfactory information,
has authority to reject or accept such
information been vested in someone other
than the account officer?

24. Is residual value substantiated by periodic
appraisals?

25. Are reports listing past-due leases and/or
those receiving special attention submitted
to the board for review at their regular
meetings?

CONCLUSION

26. Is the foregoing information considered an
adequate basis for evaluating internal con-
trol in that there are no significant defi-
ciencies in areas not covered in this ques-
tionnaire that impair any controls? Explain
negative answers briefly and indicate any
additional examination procedures deemed
necessary.

27. Based on a composite evaluation, as evi-
denced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate).
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Consumer Credit
Effective date May 2005 Section 2130.1

This section applies to most types of loans found
in a consumer loan department. Consumer credit,
also referred to as retail credit, is defined as
credit extended to individuals for household,
family, and other personal expenditures, rather
than credit extended for use in a business or for
home purchases. Consumer credit loans are
loans not ordinarily maintained by either the
commercial or real estate loan departments.
Consumer loans frequently make up the largest
number of loans originated and serviced by the
bank, but their dollar volume may be signifi-
cantly less than for other types of loans. Con-
sumer credit loans may be secured or unsecured
and are usually structured with short- or medium-
term maturities. Broadly defined, consumer
credit includes all forms of closed-end credit
(installment credit) and open-end credit (revolv-
ing credit), such as check credit and credit card
plans. Consumer credit also includes loans
secured by an individual’s personal residence,
such as home equity and home-improvement
loans. Home equity loans are discussed in ‘‘Real
Estate Loans,’’ section 2090.1.

The examiner should determine the adequacy
of the consumer credit department’s overall
policies, procedures, and credit quality. The
examiner’s goal should not be limited to identi-
fying current portfolio problems but should also
include identifying potential problems that may
result from liberal lending policies, unfavorable
trends, potentially imprudent concentrations, or
nonadherence to established policies. Banks lack-
ing written policies, or failing to implement or
follow established policies effectively, should be
criticized in the report of examination.

TYPES OF CONSUMER CREDIT

Installment Loans

Many traditional forms of installment credit
have standard monthly payments and fixed
repayment schedules of one to five years. These
loans are made with either fixed or variable
interest rates that are based on specific indices.
Installment loans fill a variety of needs, such as
financing the purchase of an automobile or
household appliance, financing home improve-
ment, or consolidating debt. These loans may be
unsecured or secured by an assignment of title,

as in an automobile loan, or by money in a bank
account.

A bank’s installment loan portfolio usually
consists of a large number of small loans, each
scheduled to be amortized over a specific period.
Most installment loans are made for consumer
purchases; however, amortizing commercial
loans are sometimes placed in the installment
loan portfolio to facilitate their servicing. In
addition, the installment loan portfolio can con-
sist of both loans made by the bank and loans
purchased from retail merchants who originated
the loans to finance the sale of goods to their
customers.

Indirect Installment Loans

Indirect installment loans are also known as
dealer loans, sales-finance contracts, or dealer
paper. In this type of consumer credit, the bank
purchases, sometimes at a discount, loans origi-
nated by retailers of consumer goods, such as a
car dealer. This type of lending is called indirect
lending because the dealer’s customer indirectly
becomes a customer of the bank.

The sales-finance contracts purchased from
dealers of consumer goods are generally closed-
end installment loans with a fixed rate of inter-
est. These loans are purchased in one of three
ways depending on the dealer and the circum-
stances of purchase:

• Without recourse. The bank is responsible for
collecting the account, curing the delinquency,
or applying the deficiency against dealer
reserves or holdback accounts. The majority
of sales-finance contracts with dealers are
without recourse.

• Limited recourse. The dealer will repurchase
the loan, cure the default, or replace the loan
only under certain circumstances in accordance
with the terms of the agreement between the
bank and the dealer.

• With recourse. The dealer is required to repur-
chase the loan from the bank on demand,
typically within 90 to 120 days of default.

In the case of recourse and limited-recourse
loans, legal lending limitations need to be
considered.

Sales-finance contracts purchased without
recourse from dealers should be based on the
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individual’s creditworthiness, not on the finan-
cial strength of the dealership itself. The con-
tracts purchased should comply with the bank’s
loan policy for similar consumer loans. Excep-
tions to the bank’s policies and procedures
should be documented in the credit file and have
the appropriate level of approval. For sales-
finance contracts purchased with recourse that
do not meet the bank’s normal credit criteria and
are purchased on the basis of the added strength
of the dealer, the bank should document the
minimum criteria for such loans and the specific
bank-approved financial covenants with which
the dealer must comply.

Check Credit and
Overdraft Protection

Check credit is defined, for the purpose of this
manual, as the granting of unsecured, interest-
bearing revolving lines of credit to individuals
or businesses. Such extensions of credit are
subject to the disclosure requirements of the
Truth in Lending Act (TILA). Banks provide
check-credit services through overdraft protec-
tion, cash reserves, and special drafts.

The most common product is overdraft line-
of-credit protection, whereby a transfer is made
from a preestablished line of credit to a custom-
er’s deposit account when a check is presented
that would cause the account to be overdrawn.
Transfers normally are made in specific incre-
ments, up to a maximum line of credit approved
by the bank.

In a cash reserve system, the customer must
request that the bank transfer funds from a
preestablished line of credit to his or her deposit
account. To avoid overdrawing the account, the
customer must request the transfer before nego-
tiating a check against the account.

In a special draft system, the customer nego-
tiates a special check drawn directly against a
preestablished line of credit. In this method,
deposit accounts are not affected.

In all three systems, the bank periodically
provides its check-credit customers with a state-
ment of account activity. Required minimum
payments are computed as a fraction of the
balance in the account on the cycle date and may
be made by automatic charges to the deposit
account.

Banks also provide credit through ad hoc and
automated overdraft-protection programs. Typi-

cally, ad hoc programs involve insured deposi-
tory institutions’ providing discretionary cover-
age of customers’ overdrafts on a case-by-case
basis. Automated overdraft-protection programs,
also referred to as bounced-check protection or
overdraft protection, are credit programs increas-
ingly offered by institutions to transaction-
account (typically deposit-account) customers
as an alternative to traditional check-credit and
ad hoc programs for covering overdrafts.

Under both the ad hoc and automated pro-
grams, regardless of whether an overdraft is
paid, institutions typically impose a fee when an
overdraft occurs. This fee is referred to as a
nonsufficient-funds, or NSF, fee. Unlike the
discretionary ad hoc accommodation typically
provided to those lacking a line of credit or other
type of overdraft service (such as linked
accounts), automated programs are often mar-
keted to consumers and may give consumers the
impression that the service is a guaranteed short-
term credit facility. These marketed programs
typically provide consumers with an express
overdraft ‘‘limit’’ that applies to their account.

Neither the ad hoc nor the automated over-
draft programs are subject to the annual percent-
age rate (APR) disclosure requirements of TILA.
These programs are, however, subject to the
disclosure requirements of the Truth in Savings
Act (TISA) and Regulation DD.

The specific details of institutions’ overdraft-
protection programs have varied over time. The
programs currently offered by institutions incor-
porate some or all of the following characteristics:

• Institutions inform consumers that overdraft
protection is a feature of their accounts and
promote consumers’ use of the service. Insti-
tutions may also inform consumers of their
aggregate dollar limit under the overdraft-
protection program.

• Coverage is automatic for consumers who
meet the institution’s criteria (for example,
the account has been open a certain number
of days, and deposits are made regularly).
Typically, the institution performs no credit
underwriting.

• Overdrafts generally are paid up to the aggre-
gate limit set by the institution for the specific
class of accounts. Limits are typically $100 to
$500.

• Many program disclosures state that payment
of an overdraft is discretionary on the part of
the institution and may disclaim any legal
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obligation of the institution to pay any
overdraft.

• The service may extend to check transactions
as well as other transactions, such as with-
drawals at automated teller machines (ATMs),
transactions using debit cards, preauthorized
automatic debits from a consumer’s account,
telephone-initiated funds transfers, and online
banking transactions.

• A flat fee is charged each time the service is
triggered and an overdraft item is paid. Com-
monly, a fee in the same amount would be
charged even if the overdraft item was not
paid for nonsufficient funds. A daily fee may
also apply for each day the account remains
overdrawn.

• Some institutions offer closed-end loans to
consumers who do not bring their accounts to
a positive balance within a specified time
period. These repayment plans allow consum-
ers to repay their overdrafts and fees in
installments.

To assist insured depository institutions in
the responsible disclosure and administration of
overdraft-protection services, particularly those
that are marketed to consumers (a depository
institution’s customers), the federal banking and
thrift agencies issued Joint Guidance on Over-
draft Protection Programs. The interagency guid-
ance, issued on February 18, 2005, addresses the
agencies’ concerns about the potentially mis-
leading implementation, marketing, disclosure,
and operation of these programs. (See the ‘‘Best
Practices’’ section of the guidance.) The guid-
ance also discusses the agencies’ safety-and-
soundness considerations and the legal risks of
such programs. Institutions are encouraged to
carefully review their programs to ensure that
their marketing and other communications con-
cerning the programs (1) do not mislead con-
sumers into believing that their programs are
traditional lines of credit (when they are not) or
that payment of overdrafts is guaranteed, (2) do
not mislead consumers about their account bal-
ance or the costs and scope of the overdraft
protection offered, and (3) do not encourage
irresponsible consumer financial behavior that
may potentially increase the institution’s risk.
See SR-05-3 and the attached interagency
guidance for detailed discussions of the agen-
cies’ concerns and best practices (for marketing
and communication with consumers and pro-
gram features and operation). See also section
3000.1.

Safety-and-Soundness Considerations

When overdrafts are paid, credit is extended to
an institution’s customers. To the extent overdraft-
protection programs lack individual account
underwriting, these programs may expose an
institution to more credit risk (higher delinquen-
cies and losses) than overdraft lines of credit and
other traditional overdraft-protection options.

Institutions providing overdraft-protection pro-
grams should adopt written policies and proce-
dures adequate to address the credit, operational,
and other risks associated with these types of
programs. Prudent risk-management practices
include the establishment of express account-
eligibility standards and well-defined and prop-
erly documented dollar-limit decision criteria.
Institutions should also monitor these accounts
on an ongoing basis and be able to identify
consumers who may represent an undue credit
risk to the institution. Overdraft-protection pro-
grams should be administered and adjusted, as
needed, to ensure that credit risk remains in line
with expectations. Program adjustments may
include, as appropriate, disqualification of a
consumer from future overdraft protection. Man-
agement should regularly receive reports suffi-
cient to enable it to identify, measure, and
manage overdraft volume, profitability, and credit
performance.

Institutions are also expected to incorporate
prudent risk-management practices related to
account repayment and suspension of overdraft-
protection services. These practices include the
establishment of specific time frames for when
consumers must pay off their overdraft balances.
For example, procedures should be established
for the suspension of overdraft services when
an account holder no longer meets the eligibility
criteria (such as when the account holder
has declared bankruptcy or defaulted on another
loan at the bank) as well as for when an account
holder does not repay an overdraft. In addition,
overdraft balances should generally be charged
off when considered uncollectible, but no later
than 60 days from the date first overdrawn. In
some cases, an institution may allow a consumer
to cover an overdraft through an extended re-
payment plan when the consumer is unable to
bring the account to a positive balance within
the required time frames. The existence of the
repayment plan, however, would not extend the
charge-off determination period beyond 60 days
(or a shorter period if applicable), as measured
from the date of the overdraft. Any payments
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received after the account is charged off (up to
the amount charged off against the allowance for
loan and lease losses) should be reported as a
recovery.

Some overdrafts are rewritten as loan obliga-
tions in accordance with an institution’s loan
policy and are supported by a documented
assessment of that consumer’s ability to repay.
In those instances, the institution should use the
charge-off time frames described in the Federal
Financial Institutions Examination Council’s
Uniform Retail Credit Classification and Account
Management Policy (revised June 6, 2000; ef-
fective December 31, 2000). (See SR-00-8.)

Institutions should follow generally accepted
accounting principles and the instructions for
the Reports of Condition and Income (Call
Reports) to report income and loss recognition
on overdraft-protection programs. Overdraft
balances should be reported on the Report of
Condition of the bank Call Report as loans.
Accordingly, overdraft losses should be charged
off against the allowance for loan and lease
losses. All institutions are expected to adopt
rigorous loss-estimation processes to ensure that
overdraft-fee income is accurately measured.
Such methods may include providing loss allow-
ances for uncollectible fees or, alternatively,
only recognizing that portion of earned fees
estimated to be collectible.1 The procedures for
estimating an adequate allowance should be
documented in accordance with the July 2,
2001, interagency Policy Statement on the Allow-
ance for Loan and Lease Losses Methodologies
and Documentation for Banks and Savings
Institutions.2 (See SR-01-17.)

If an institution advises account holders of the
available amount of overdraft protection, for
example, when accounts are opened or on
depositors’ account statements or automated
teller machine (ATM) receipts, the institution
should report the available amount of overdraft
protection with its other legally binding com-
mitments, for Call Report purposes. These avail-
able amounts, therefore, should be reported as
‘‘unused commitments.’’

Risk-Based Capital Treatment of
Overdraft Balances

Banks are expected to provide proper risk-based
capital treatment of outstanding overdrawn
balances and unused commitments. Overdraft
balances should be risk-weighted according to
the obligor. Under the risk-based capital guide-
lines, the capital charge on the unused portion
of commitments is generally based on an off-
balance-sheet credit-conversion factor and the
risk weight appropriate to the obligor. (See
section 3020.1.) In general, the capital guide-
lines provide that the unused portion of a com-
mitment is subject to a zero percent credit-
conversion factor if the commitment has an
original maturity of one year or less, or to a
50 percent credit-conversion factor if the com-
mitment has an original maturity over one year.
Under the guidelines, a zero percent conversion
factor also applies to the unused portion of a
‘‘retail credit card line’’ or ‘‘related plan’’ if it is
unconditionally cancelable by the institution in
accordance with applicable law. (See 12 CFR
208, appendix A, section III.D.5.) The phrase
‘‘related plans’’ in the guidelines includes over-
draft checking plans. The overdraft-protection
programs discussed in the agencies’ February
18, 2005, guidance fall within the meaning of
‘‘related plans’’ as a type of ‘‘overdraft checking
plan’’ for the purposes of the federal banking
agencies’ risk-based capital guidelines. Conse-
quently, overdraft-protection programs that are
unconditionally cancelable by the institution in
accordance with applicable law would qualify
for a zero percent credit-conversion factor.

Institutions entering into overdraft-protection
contracts with third-party vendors must conduct
thorough due-diligence reviews before signing a
contract. The November 30, 2000, interagency
guidance Risk Management of Outsourced Tech-
nology Services outlines the agencies’ expecta-
tions for prudent practices in this area. (See
section 4060.1 and SR-00-17.)

Legal Risks

Overdraft-protection programs must comply with
all applicable federal laws and regulations,
including the Federal Trade Commission Act (as
outlined below). State laws may also be appli-
cable, including usury and criminal laws, as well
as laws on unfair or deceptive acts or practices.
Before implementing an overdraft-protection

1. Uncollected overdraft fees may be charged off against
the allowance for loan and lease losses if such fees are
recorded with overdraft balances as loans and if estimated
credit losses on the fees are provided for in the allowance for
loan and lease losses.

2. The interagency policy statement was issued by the
Board of Governors of the Federal Reserve System, the Office
of the Comptroller of the Currency, the Federal Deposit
Insurance Corporation, and the Office of Thrift Supervision.
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program, institutions should have their program
reviewed by counsel for compliance with all
applicable laws. Further, although the agencies’
guidance outlines the applicable federal laws
and regulations as of February 2005, such laws
and regulations are subject to amendment.
Accordingly, institutions should monitor appli-
cable laws and regulations for revisions and
ensure that their overdraft-protection programs
are fully compliant.

Federal Trade Commission Act. Section 5 of the
Federal Trade Commission Act (the FTC Act)
prohibits unfair or deceptive acts or practices
(15 USC 45). The banking agencies enforce this
section pursuant to their authority in section 8
of the Federal Deposit Insurance Act (12 USC
1818).3 An act or practice is unfair if it causes or
is likely to cause substantial injury to consumers
that is not reasonably avoidable by consumers
themselves and not outweighed by countervail-
ing benefits to consumers or to competition. An
act or practice is deceptive if, in general, it is a
representation, omission, or practice that is likely
to mislead a consumer acting reasonably under
the circumstances and if the representation,
omission, or practice is material.

Overdraft-protection programs may raise
issues under the FTC Act, depending on how the
programs are marketed and implemented. Insti-
tutions should closely review all aspects of their
overdraft-protection programs, especially any
materials that inform consumers about the pro-
grams, to avoid engaging in deceptive, inaccu-
rate, misrepresentative, or unfair practices.

Examiner’s Review of Delinquencies
Involving Check-Credit
(Overdraft-Protection) Plans

Delinquencies are often experienced when an
account is at or near the customer’s maximum
credit line. Examiners should verify that the
following reports are generated for and reviewed
by bank management, and examiners should
also analyze them as part of the examination
process:

• aging of delinquent accounts
• accounts on which payments are made (either

on this account or other loans) by drawing on
reserves

• accounts with steady usage

Many banks offer check-credit plans to small
businesses; these plans may have a higher-than-
normal degree of risk unless they are offered
under very stringent controls. In these situations,
the examiner’s review should be based on the
same factors and criteria used for the review of
unsecured commercial loans.

Credit Card Plans

Most bank credit card plans are similar. The
bank solicits retail merchants, service organiza-
tions, and others who agree to accept a credit
card in lieu of cash for sales or services per-
formed. The bank assumes the credit risk and
charges the nonrecourse sales draft to the indi-
vidual customer’s credit card account. The bank
sends monthly statements to the customer, who
may elect to pay the entire amount or to pay in
monthly installments, with an additional percent-
age charge on the outstanding balance each
month. A cardholder may also obtain cash
advances, which accrue interest from the trans-
action date, from the bank or automated teller
machines.

A bank can be involved in a credit card plan
in various ways. Also, the terminology used to
describe the manner in which a bank is involved
in a credit card plan may vary. The examiner
first needs to determine the type of credit card
plan that the bank has and then ascertain the
degree of risk that the plan poses to the bank.

Both the bank’s customers and the bank itself
can generate potential risk in the credit card
department. On the customer side, the risk is
generally divided into two categories: the mis-
use of credit and the misuse of the credit card.
The potential for credit misuse is reduced by
careful screening of cardholders before cards are
issued and by monitoring individual accounts
for abuse. Credit card misuse may be reduced by
establishing controls to prevent the following
abuses:

• employees or others from intercepting the
card before delivery to the cardholder

• merchants from obtaining control of cards
• fraudulent use of lost or stolen cards

3. See the March 2002 OCC Advisory Letter 2002-3 and
the March 11, 2004, joint Federal Reserve Board and FDIC
interagency guidance Unfair or Deceptive Acts or Practices by
State-Chartered Banks.
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Because credit cards may be easily misused by
the cardholders and others who may obtain the
cards, strict adherence to appropriate internal
controls and operating procedures is essential in
any credit card department. The examiner should
determine if adequate controls and procedures
exist.

Account Management, Risk Management,
and the Allowance for Loan and Lease
Losses

Credit card lending programs can generate risk
through inappropriate account-management, risk-
management, and loss-allowance practices. Banks
should have and follow prudent policies for
credit-line management, over-limit practices,
minimum payments, negative amortization,
workout and forbearance practices, and recovery
practices. In addition, banks should follow gen-
erally accepted accounting principles (GAAP),
existing interagency policies, and Call Report
instructions for income-recognition and loss-
allowance practices. In arriving at an overall
assessment of the adequacy of a bank’s account-
management practices for its credit card lending
business, examiners should incorporate the risk
profile of the bank, the quality of management
reporting, and the adequacy of the bank’s charge-
off policies and its allowance for loan and lease
losses methodologies and documentation prac-
tices. (See SR-03-01 and the FFIEC January 8,
2003, interagency guidance on credit card
lending.)

Credit-line management. Banks should carefully
consider the repayment capacity of borrowers
when assigning initial credit lines or signifi-
cantly increasing borrowers’ existing credit lines.
When a bank inadequately analyzes the repay-
ment capacity of a borrower, practices such as
liberal line-increase programs and multiple card
strategies can increase the risk profile of a
borrower quickly and result in rapid and signifi-
cant portfolio deterioration.

Credit-line assignments should be managed
conservatively using proven credit criteria. Sup-
port for credit-line management should include
documentation and analysis of decision factors
such as a borrower’s repayment history, risk
scores, behavior scores, or other relevant criteria.

Banks can significantly increase their credit
exposure by offering customers additional cards,
including store-specific private-label cards and

affinity-relationship cards, without considering
their entire relationship with a customer. In
extreme cases, some banks may grant additional
cards to borrowers who are already experiencing
payment problems on their existing cards. Banks
that offer multiple credit lines should have
sufficient internal controls and management
information systems (MIS) to aggregate related
exposures and analyze performance before they
offer additional credit lines to customers.

Over-limit practices. Account-management prac-
tices that do not adequately control authoriza-
tion and provide for timely repayment of over-
limit amounts may significantly increase the
credit-risk profile of a bank’s portfolio. While
prudent over-limit practices are important for all
credit card accounts, such practices are espe-
cially important for subprime accounts. Liberal
over-limit tolerances and inadequate repayment
requirements in subprime accounts can magnify
the high risk exposure of the lending bank, and
deficient reporting and loss-allowance method-
ologies can understate the credit risk.

All banks should carefully manage their over-
limit practices and focus on reasonable control
and timely repayment of amounts that exceed
established credit limits. A bank’s MIS should
be sufficient to enable its management to iden-
tify, measure, manage, and control the unique
risks associated with over-limit accounts. Over-
limit authorization on open-end accounts, par-
ticularly those that are subprime, should be
restricted and subject to appropriate policies and
controls. The bank’s objective should be to
ensure that the borrower remains within prudent
established credit limits that increase the likeli-
hood of responsible credit management.

Minimum payment and negative amortization.
Competitive pressures and a desire to preserve
outstanding balances can lead to a bank’s easing
of minimum-payment requirements, which in
turn can increase credit risk and mask portfolio
quality. These problems are exacerbated when
minimum payments consistently fall short of
covering all finance charges and fees assessed
during the billing cycle and when the outstand-
ing balance continues to build (known as ‘‘nega-
tive amortization’’). In these cases, the lending
bank is recording uncollected income by capi-
talizing the unpaid finance charges and fees into
the account balance the customer owes. The
pitfalls of negative amortization are magnified
when subprime accounts are involved—and are
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even more damaging when the condition is
prolonged by programmatic, recurring over-
limit fees and other charges that are primarily
intended to increase recorded income for the
lending bank rather than enhance the borrowers’
performance or their access to credit.

The Federal Reserve expects lending banks to
require minimum payments that will amortize
the current balance over a reasonable period of
time, consistent with the unsecured, consumer-
oriented nature of the underlying debt and the
borrower’s documented creditworthiness. Exam-
iners should criticize prolonged practices involv-
ing negative amortization and inappropriate fees,
as well as other practices that inordinately com-
pound or protract consumer debt and disguise
portfolio performance and quality, all of which
raise safety-and-soundness concerns.

Workout and forbearance practices. Banks
should properly manage workout programs. 3a

Areas of concern involve liberal repayment
terms with extended amortizations, high charge-
off rates, moving accounts from one workout
program to another, multiple re-agings, and poor
MIS to monitor program performance. Examin-
ers should criticize management and require
appropriate corrective action when workout pro-
grams are not managed properly. Such actions
may include adversely classifying entire seg-
ments of portfolios, placing loans on nonac-
crual, increasing loss allowances to adequate
levels, and accelerating charge-offs to appropri-
ate time frames.

Workout programs should be designed to
maximize principal reduction and should gener-
ally strive to have borrowers repay credit card
debt within 60 months. Repayment terms for
workout programs should be consistent with
these time frames; exceptions should be clearly
documented and supported by compelling evi-

dence that less conservative terms and condi-
tions are warranted. To meet the appropriate
time frames, banks may need to substantially
reduce or eliminate interest rates and fees on
credit card debt so that more of the payment is
applied to reducing the principal.

In lieu of workout programs, banks some-
times negotiate settlement agreements with
borrowers who are unable to service their unse-
cured open-end credit. In a settlement arrange-
ment, the bank forgives a portion of the amount
owed. In exchange, the borrower agrees to pay
the remaining balance either in a lump-sum
payment or by amortizing the balance over
several months.

Income-recognition and ALLL methodologies
and practices. Most banks use historical net
charge-off rates, which are based on a migration
analysis of the roll rates 3b to charge-off, as the
starting point for determining appropriate loss
allowances. Banks then typically adjust the
historical charge-offs to reflect current trends
and conditions and other factors.

Banks should evaluate the collectibility of
accrued interest and fees on credit card accounts
because a portion of accrued interest and fees is
generally not collectible. 3c Although regulatory
reporting instructions do not require consumer
credit card loans to be placed on nonaccrual on
the basis of their delinquency status, all banks
should employ appropriate methods to ensure
that income is accurately measured. Such meth-
ods may include providing loss allowances for
uncollectible fees and finance charges or placing
delinquent and impaired receivables on non-
accrual status. Banks must account for the
owned portion of accrued interest and fees,
including related estimated losses, separately
from the retained interest in accrued interest and
fees from credit card receivables that have been
securitized.

A bank’s allowance for loan and lease losses
should be adequate to absorb credit losses
that are probable and estimable on all loans.
While some banks provide for an ALLL on all
loans, others may only provide for an

3a. A workout is a former open-end credit card account in
which credit availability has been closed and the balance
owed has been placed on a fixed (dollar or percentage)
repayment schedule in accordance with modified, concession-
ary terms and conditions. Generally, the repayment terms
require amortization or liquidation of the balance owed over a
defined payment period. Such arrangements are typically used
when a customer is either unwilling or unable to repay the
open-end credit card account in accordance with the original
terms but shows the willingness and ability to repay the loan
in accordance with modified terms and conditions.

Workout programs generally do not include temporary-
hardship programs that help borrowers overcome temporary
financial difficulties. However, temporary-hardship programs
longer than 12 months, including renewals, should be consid-
ered workout programs.

3b. Roll rate is the percentage of balances or accounts that
move from one delinquency stage to the next delinquency
stage.

3c. AICPA Statement of Position 01-6, Accounting by
Certain Entities (Including Entities with Trade Receivables)
That Lend to or Finance the Activities of Others, provides
guidance on accounting for delinquency fees.

Consumer Credit 2130.1

Commercial Bank Examination Manual May 2005
Page 4.3



ALLL on loans that are delinquent. This last
practice may result in an inadequate ALLL.
Banks should ensure that their loan-impairment
analysis and ALLL methodology, including the
analysis of roll rates, consider the losses inher-
ent in both delinquent and nondelinquent loans.

A bank’s allowance methodologies should
always fully recognize the losses inherent in
over-limit portfolio segments. For example, if a
bank requires borrowers to pay monthly over-
limit and other fees in addition to the minimum
monthly payment amount, roll rates and esti-
mated losses may be higher than indicated in the
overall portfolio migration analysis. Accord-
ingly, banks should ensure that their allowance
methodology addresses the incremental losses
that may be inherent in over-limit accounts.

A bank’s allowances should appropriately
provide for the inherent probable loss in work-
out programs, particularly when a program has
liberal repayment periods with little progress in
reducing principal. Accounts in workout pro-
grams should be segregated for performance-
measurement, impairment-analysis, and moni-
toring purposes. When multiple workout
programs with different performance character-
istics exist, a bank should track each program
separately and establish and maintain adequate
allowances for each program. Generally, the
allowance allocation should equal the estimated
loss in each program based on historical expe-
rience as adjusted for current conditions and
trends. These adjustments should take into
account changes in economic conditions, the
volume and mix of loans in each program, the
terms and conditions of each program, and loan
collection activities.

Banks should ensure that they establish and
maintain adequate loss allowances for credit
card accounts that are subject to settlement
arrangements. In addition, the FFIEC Uniform
Retail Credit Classification and Account Man-
agement Policy states that ‘‘actual credit losses
on individual retail loans should be recorded
when the bank becomes aware of the loss.’’ In
general, the amount of debt forgiven in a settle-
ment arrangement should be classified as loss
and charged off immediately. Immediate charge-
off, in some circumstances, however, may be
impractical. In such cases, banks may treat
amounts forgiven in settlement arrangements as
specific allowances.4 Upon receipt of the final

settlement payment, banks should charge off
deficiency balances within 30 days.

Recovery practices. After a credit card loan is
charged off, banks must properly report any
subsequent collections on the loan.5 Typically,
banks report some or all of such collections on
charged-off credit card loans as recoveries to the
ALLL. If the total amount a bank credits to the
ALLL as the recovery on an individual credit
card loan (which may include principal, interest,
and fees) exceeds the amount previously charged
off against the ALLL on that loan (which may
have been limited to principal), then the bank’s
net charge-off experience—an important indica-
tor of the credit quality and performance of its
portfolio—will be understated. Banks must
ensure that the total amount credited to the
ALLL as recoveries on a loan (which may
include amounts representing 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.

Re-aging of credit card receivables. The exam-
iner should review the bank’s credit card receiv-
ables to determine if re-aging occurs. Re-aging
refers to the removal of a delinquent account
from normal collection activity after the bor-
rower has demonstrated over time that he or she
is capable of fulfilling contractual obligations
without the intervention of the bank’s collection
department. The bank may use re-aging when a
customer makes regular and consecutive pay-
ments over a period of time that maintain the
account at a consistent delinquency level or
reduce the delinquency level with minimal col-
lection effort. Re-aging, in effect, changes the
delinquency-payment status of a credit card
receivable from a past-due to a current status.
The examiner should determine if the bank
re-ages its accounts on an exception basis or as
a regular practice. The bank should document
those accounts that have been re-aged, obtain
appropriate approval, and ensure that re-aging is
done in conformance with internal policies and
procedures. (See ‘‘Bank Classification and
Charge-Off Policy’’ later in this section and
SR-00-8 for further guidance.)

4. For regulatory reporting purposes, banks should report
the creation of a specific allowance as a charge-off in Schedule

RI-B of the call report.
5. AICPA Statement of Position 01-6 provides recognition

guidance for recoveries of previously charged-off loans.
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Exceptions to examiner guidance. From time to
time, banks with well-managed programs may
authorize, and provide a basis for granting,
limited exceptions to the FFIEC Uniform Retail
Credit Classification and Account Management
Policy. The basis for granting exceptions to the
policy should be identified and described in the
bank’s policies and procedures. Such policies
and procedures should address the types of
exceptions allowed and the circumstances for
permitting them. The volume of accounts granted
exceptions should be small and well controlled,
and the performance of these accounts should be
closely monitored. Examiners will evaluate
whether a bank uses its exceptions prudently.
Examiners should criticize management and
require corrective action when exceptions are
not used prudently, are not well managed, result
in improper reporting, or mask delinquencies
and losses.

LOAN POLICY

A written consumer credit policy provides bank
management with the framework to underwrite
and administer the risk inherent in lending
money while establishing a mechanism for the
board of directors or senior management to
monitor compliance. The policy should estab-
lish the authority, rules, and guidelines to oper-
ate and administer the bank’s consumer loan
portfolio effectively; that is, the policy should
help manage risk while ensuring profitability.
The policy should set basic standards and pro-
cedures clearly and concisely. The policy’s
guidelines should be derived from a careful
review of internal and external factors that affect
the bank. To avoid any discriminatory policies
or practices, the policy should include guide-
lines on the various consumer credit laws and
regulations.

The composition of the loan portfolio will
differ considerably among banks because lend-
ing activities are influenced by many factors,
including the type of institution, management’s
objectives and philosophies on diversification
and risk, the availability of funds, and credit
demand. An effective lending policy and com-
mensurate procedures are integral components
of the lending process. The bank’s consumer
credit policy should accomplish the following:

• define standards, rules, and guidelines for the

credit-evaluation process, with the following
specific goals:
— establish minimum and maximum loan

maturities
— establish minimum levels of creditworthi-

ness
— create consistency within the bank’s under-

writing process
— ensure uniformity in how the bank’s con-

sumer credit products are offered to
borrowers

• provide a degree of flexibility, which allows
credit officers and management to use their
knowledge, skills, and experience

• provide specific guidelines for determining
the creditworthiness of applicants; these guide-
lines might include the following:
— minimum income levels
— maximum debt-to-income ratios
— job or income stability
— payment history on previous obligations
— the type and value of collateral
— maximum loan-to-value ratios on various

types of collateral
— a minimum score on a credit scoring

system
• provide guidelines for the level and type of

documentation to be maintained, including—
— a signed application
— the identity of the borrower and his or her

occupation
— documentation of the borrower’s financial

capacity
— a credit bureau report
— the purpose of all loans granted to the

borrower, the sources of repayment, and
the repayment programs

— documentation of the collateral, its value,
and the source of the valuation

— documents perfecting the lien on the
collateral

— verification worksheets and supporting
documentation

— a credit scoring worksheet, if applicable
— the sales contract and related security

agreements, if applicable
— evidence of insurance coverage, if appli-

cable
— any other documentation received or pre-

pared in conjunction with the credit request
• define procedures for handling delinquent con-

sumer credit loans and the subsequent charge-
off and possible re-aging of those loans

The consumer credit policy should also provide
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guidelines for granting loans that do not con-
form to the bank’s written lending policy or
procedures. The policy should require that the
reason for the exception be detailed in writing,
submitted for approval to a designated authority,
and documented in the loan file. Credit excep-
tions should be reviewed by the appropriate
bank committee. The frequency of exceptions
granted may indicate a lessening of underwrit-
ing standards or a need to adjust the policy to
allow flexibility within safe and sound param-
eters. The examiner should assess the excep-
tions and make recommendations accordingly.

Obtaining and maintaining complete and
accurate information on every consumer credit
applicant 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, if any, subsequent information the bor-
rower will be required to submit while the credit
remains outstanding. Credit files should be main-
tained on all borrowers, regardless of the credit
amount, with the exception of the latitude pro-
vided by the March 30, 1993, Interagency Pol-
icy Statement on Documentation of Loans. Each
borrower’s credit file should include the names
of all other borrowers who are part of the same
borrowing relationship, or the bank should have
some other system for informing the reader of a
credit file that the borrower is part of a more
extensive credit relationship. A current credit
file should provide the loan officer, loan com-
mittee, and internal and external reviewers with
all information necessary to (1) analyze the
credit before it is granted and (2) monitor the
credit during its life.

Documentation requirements will vary accord-
ing to the type of loan, borrower, and collateral.
For example, the bank may not require a finan-
cial statement from a borrower whose loans are
fully secured by certificates of deposit issued by
the bank. For most consumer credit loans, the
borrower’s financial information is collected
only at the time of the loan application.

OPERATIONAL RISK

The management of the consumer credit func-
tion and the accompanying internal controls is
of primary importance to the safe, sound, and
profitable operation of a bank. In evaluating
controls for consumer credit administration, the
examiner should review (1) the bank’s adher-

ence to policies and procedures and (2) the
operational controls over recordkeeping, pay-
ments, and collateral records to ensure that risks
are controlled properly. (See ‘‘Loan Portfolio
Management,’’ section 2040.1, for an overview
of the various types of risk that the bank should
be aware of and the controls it should implement
to effectively manage risk.) Risks that are inher-
ent to the consumer credit function and that
require internal controls include, but are not
limited to, the following:

• Insurance. All insurance policies on file should
name the bank as loss payee. The bank should
maintain a tickler system to monitor the expi-
ration of insurance policies. In addition, the
bank should implement procedures to ensure
single-interest insurance coverage is obtained
in case the borrower’s insurance is canceled or
expires.

• Security agreements. The bank should imple-
ment procedures to ensure that lien searches
are performed and that liens are perfected by
appropriate filings.

• Indirect installment loans. The bank should
implement procedures to reduce the risk that
can occur in this area. These procedures
should ensure the following:
— payments are made directly to the bank

and not through the dealer
— dealer lines are reaffirmed at least

annually
— selling prices as listed by the dealer are

accurate
— credit checks on the borrowers are per-

formed independently of the dealer
— overdrafts are prohibited in the dealer

reserve and holdback accounts
— past-due accounts are monitored in aggre-

gate per dealer to assess the quality of
loans received from each individual dealer

CREDIT SCORING SYSTEM

Credit scoring is a method for predicting how
much repayment risk consumer credit borrowers
present. Credit scoring systems are developed
using application or credit bureau data on con-
sumers whose performance has already been
categorized as creditworthy or noncreditworthy.
Items of information that help predict acceptable
performance are identified and assigned point
values relative to their overall importance. These
values are then totaled to calculate an overall
credit score.
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The credit score is used to approve credit, and
frequently allows a bank to avoid the costly and
time-consuming process of individual underwrit-
ing. Management determines a minimum score,
which is sometimes called the cutoff score.
Borrowers whose credit scores are not within
the approved cutoff-score range for the type of
loan requested do not meet the bank’s minimum
underwriting criteria. However, the bank may
override a borrower’s unacceptable credit score
when other mitigating factors are present that
may not have been included in the credit score.
Exceptions to the bank’s credit scoring system
should be documented.

A number of banks have developed and
implemented credit scoring systems as part of
the approval process for consumer credit; other
banks use traditional methods that rely on a
credit officer’s subjective evaluation of an ap-
plicant’s creditworthiness. Credit scoring sys-
tems are replacing credit officers’ subjective
evaluation of borrowers’ creditworthiness in
more and more banks, particularly in larger
institutions. Credit scoring systems are divided
into two categories: (1) empirically derived,
demonstrably and statistically sound credit sys-
tems and (2) judgmental systems.

Empirically derived credit scoring systems
are generally defined as systems that evaluate
creditworthiness by assigning points to various
attributes of the applicant and, perhaps, to
attributes of the credit requested. The points
assigned are derived from a statistical analysis
of recent creditworthy and noncreditworthy
applicants of the bank. An empirically derived
credit scoring system is statistically sound when
it meets the following requirements:

• The data used to develop the system are
derived from an empirical comparison of
sample groups or from the population of
creditworthy and noncreditworthy applicants
who applied for credit within a reasonably
recent period of time.

• The system is developed to evaluate the cred-
itworthiness of applicants in order to serve the
legitimate business interests of the bank using
the system.

• The system is developed and validated using
statistical principles and methodology.

• The bank periodically reevaluates the predic-
tive ability of the system by using statistical
principles and methodologies and adjusts the
system as necessary.

An empirically derived credit scoring system
may take the age of an applicant into account as
a predictive variable, provided that the age of an
elderly applicant is not assigned a negative
factor or value. In a judgmental system, which
relies on a credit officer’s personal evaluation of
a potential borrower’s creditworthiness, a credi-
tor may not take age directly into account.
However, the applicant’s age may be related to
other information that the creditor considers in
evaluating creditworthiness. For example, a
creditor may consider the applicant’s occupation
and length of time to retirement to ascertain
whether the applicant’s income (including
retirement income) will support the extension of
credit to maturity. Consumer credit regulations
allow any system of evaluating creditworthiness
to favor an applicant who is 62 or older.

If the bank has a credit scoring system, the
examiner should review the items or customer
attributes that are included in it. In general,
credit scoring systems are built on an experien-
tial or historical database. Credit scoring meth-
ods analyze the experiences of individuals who
have been previously granted credit and divide
them into creditworthy and noncreditworthy
accounts for purposes of predicting future
extensions of consumer credit.

A successful credit scoring system provides a
standardized way of measuring the inherent risk
of the borrower. An important measure of any
credit scoring system is its definition of risk and
the care with which explanatory variables are
defined, data are collected, and the system is
tested. The standardized risk measurement
should be fundamentally sound, be based on
historical data, measure the risk of default (or
loss), and produce consistent results across time
for a wide range of borrowers. The bank should
further investigate potential borrowers who do
not meet the credit scoring criteria.

Some banks may use more than one type of
credit scoring methodology in their underwrit-
ing and account-management practices. The fol-
lowing are three examples of credit scoring
systems:

• Credit bureau scoring. The bank uses a con-
sumer’s credit bureau information in a scoring
formula. The scoring model is developed by
the various credit bureaus, using the reported
experience of all credit grantors with whom
the applicant has or has had a relationship.

• Custom-application scoring. The bank uses
both a consumer’s application and credit
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bureau data in a scoring formula. This scoring
model is developed using only information on
the bank’s applicants and borrowers.

• Behavioral scoring. The bank uses a formula
that includes a borrower’s repayment history,
account utilization, and length of time with
the bank to calculate a risk score for revolving
accounts.

Applicants who fail the scoring process may
still be judgmentally reviewed if additional
information exists that may not have been
included in the scoring formula. In addition, if
an applicant passes the scoring process, but
other information indicates that the loan should
not be made, the applicant can be denied but
the reason for the credit denial should be
documented.

BANK CLASSIFICATION AND
CHARGE-OFF POLICY

Consumer credit loans, based on their volume
and size, are generally classified using criteria
that are different from the classification of other
types of loans. The examiner should use the
Uniform Retail Credit Classification and Account
Management Policy6 when determining con-
sumer credit classifications. (See the appendix
to this section.)

A bank should have procedures detailing
when consumer credit loans become watch list
or problem credits. In addition, the bank should
have charge-off procedures for consumer credit
loans. The examiner should review the bank’s
policies and procedures for adequacy and
compliance.

Identification of unfavorable trends must
include the review of past-due percentages and
income and loss trends in the consumer credit
department, which management should monitor
closely. Unfortunately, in banks that lack a
well-enforced charge-off program, loss ratios

are often meaningless for periods of less than a
year. As a result, bank management may not
become aware of downward trends until year-
end or examiner-initiated charge-offs are made.
Recognition and implementation of any neces-
sary corrective action are thus delayed.

The examiner should determine whether the
bank has adopted a well-enforced charge-off
procedure. If so, his or her review should be
limited to ascertaining that exceptions meet
established guidelines. If the bank is properly
charging off delinquent consumer credit loans in
the normal course of business under a policy
that generally conforms to that of the Federal
Reserve System, no specific request for charge-
off should be necessary. When the bank has not
established a program to ensure the timely
charge-off of delinquent accounts, such a pro-
gram should be recommended in the examina-
tion report. If material misstatements in the
FFIEC Consolidated Reports of Condition and
Income (Call Reports) for previous quarters
have resulted from management’s failure to
charge off loans, management should be in-
structed to amend the Call Reports for each
affected quarter. The following loans are subject
to the uniform classification policy:

• All loans to individuals for household, family,
and other personal expenditures as defined in
the Call Reports.

• Mobile home paper, except when applicable
state laws define the purchase of a mobile
home as the purchase of real property and the
loan is secured by the purchased mobile home
as evidenced by a mortgage or similar
document.

• Federal Housing Authority (FHA) title 1 loans.
These loans are also subject to the following
classification criteria:
— Uninsured portions should be charged off

when claims have been filed.
— When claims have not been filed, unin-

sured delinquent portions should be clas-
sified in accordance with the delinquent-
installment-loan classification policy.

— The portion covered by valid insurance is
not subject to classification.

The uniform classification policy includes
consumer credit loans. Small, delinquent con-
sumer credit loans may be listed for classifica-
tion purposes in the report of examination with-
out detailed comments. Larger classified
consumer loans might need to be supported with
detailed comments. When no specific proce-

6. The 1980 Federal Financial Institutions Examination
Council (FFIEC) policy was revised and issued in February
1999 and June 2000. The June 2000 policy replaces the 1980
policy and its February 1999 revision. Reporting on the
FFIEC Call Report, based on the revised policy, is not
required until December 31, 2000. In addition to discussing
the revised policy statement, SR-00-8 advises examiners to
consider the methodology used for aging retail loans. In
accordance with the FFIEC Call Report instructions, banks
and their consumer finance subsidiaries are required to use the
contractual method, which ages loans based on the status of
contractual payments.
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dures have been established, or when adherence
to the established procedures is not evident, the
examiner should make every effort to encourage
the bank to adopt and follow acceptable
procedures.

REPOSSESSED PROPERTY

Repossessed property should be booked at its
fair value, less cost to sell, on the date the bank
obtains clear title and possession of the property.
Any outstanding loan balance in excess of the
fair value of the property, less selling costs,
should be charged off. Periodic repricing should
be performed, and appropriate accounting entries
should be made when necessary. Generally,
repossessed property should be disposed of
within 90 days of obtaining possession, unless
legal requirements stipulate a longer period.

VIOLATIONS OF LAW

The consumer credit department is particularly
susceptible to violations of the various con-
sumer credit laws and regulations. These types
of violations may result in serious financial
penalties and loss of public esteem. Therefore,
the examiner must be aware of any violations
discovered during the consumer compliance
examination and ensure that corrective action
has been effected. All examiners should be
familiar with the various consumer credit laws
and regulations and be alert to potential violations.

APPENDIX—RETAIL-CREDIT
CLASSIFICATION POLICY

The revised June 2000 Uniform Retail Credit
Classification and Account Management Policy
issued by the FFIEC and approved by the
Federal Reserve Board is reproduced below.
The Board has clarified certain provisions of
this policy. In this text, the Board’s revisions are
in brackets.

The Uniform Retail Credit Classification and
Account Management Policy1 establishes stan-
dards for the classification and treatment of
retail credit by financial institutions. Retail credit
consists of open- and closed-end credit extended

to individuals for household, family, and other
personal expenditures, and includes consumer
loans and credit cards. For purposes of this
policy, retail credit also includes loans to indi-
viduals secured by their personal residence,
including first mortgage, home equity, and home-
improvement loans. Because a retail-credit port-
folio generally consists of a large number of
relatively small-balance loans, evaluating the
quality of the retail-credit portfolio on a loan-
by-loan basis is inefficient and burdensome for
the institution being examined and for examiners.

Actual credit losses on individual retail cred-
its should be recorded when the institution
becomes aware of the loss, but in no case should
the charge-off exceed the time frames stated in
this policy. This policy does not preclude an
institution from adopting a more conservative
internal policy. Based on collection experience,
when a portfolio’s history reflects high losses
and low recoveries, more conservative standards
are appropriate and necessary.

The quality of retail credit is best indicated by
the repayment performance of individual bor-
rowers. Therefore, in general, retail credit should
be classified based on the following criteria:

• Open- and closed-end retail loans past due 90
cumulative days from the contractual due date
should be classified substandard.

• Closed-end retail loans that become past due
120 cumulative days and open-end retail loans
that become past due 180 cumulative days
from the contractual due date should be clas-
sified loss and charged off.2 In lieu of charging
off the entire loan balance, loans with non–
real estate collateral may be written down to
the value of the collateral, less cost to sell, if
repossession of collateral is assured and in
process.

• One- to four-family residential real estate
loans and home equity loans that are past due
90 days or more with loan-to-value ratios

1. [For the Federal Reserve’s classification guidelines, see
section 2060.1, ‘‘Classification of Credits.’’]

2. For operational purposes, whenever a charge-off is
necessary under this policy, it should be taken no later than the
end of the month in which the applicable time period elapses.
Any full payment received after the 120- or 180-day charge-
off threshold, but before month-end charge-off, may be
considered in determining whether the charge-off remains
appropriate.

OTS regulation 12 CFR 560.160(b) allows savings institu-
tions to establish adequate (specific) valuation allowances for
assets classified loss in lieu of charge- offs.

Open-end retail accounts that are placed on a fixed repay-
ment schedule should follow the charge-off time frame for
closed-end loans.
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greater than 60 percent should be classified
substandard. Properly secured residential real
estate loans with loan-to-value ratios equal to
or less than 60 percent are generally not
classified based solely on delinquency status.
Home equity loans to the same borrower at the
same institution as the senior mortgage loan
with a combined loan-to-value ratio equal to
or less than 60 percent need not be classified.
However, home equity loans where the insti-
tution does not hold the senior mortgage, that
are past due 90 days or more should be
classified substandard, even if the loan-to-
value ratio is equal to, or less than, 60 percent.

• For open- and closed-end loans secured by
residential real estate, a current assessment of
value should be made no later than 180 days
past due. Any outstanding loan balance in
excess of the value of the property, less cost to
sell, should be classified loss and charged off.

• Loans in bankruptcy should be classified loss
and charged off within 60 days of receipt of
notification of filing from the bankruptcy
court or within the time frames specified in
this classification policy, whichever is shorter,
unless the institution can clearly demonstrate
and document that repayment is likely to
occur. Loans with collateral may be written
down to the value of the collateral, less cost to
sell. Any loan balance not charged off should
be classified substandard until the borrower
re-establishes the ability and willingness to
repay for a period of at least six months.

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

• Loans of deceased persons should be classi-
fied loss and charged off when the loss is
determined or within the time frames adopted
in this classification policy, whichever is
shorter.

Other Considerations for
Classification

If an institution can clearly document that a
past-due loan is well secured and in the process
of collection, such that collection will occur
regardless of delinquency status, then the loan
need not be classified. A well-secured loan is
collateralized by a perfected security interest in,
or pledges of, real or personal property, includ-

ing securities with an estimable value, less cost
to sell, sufficient to recover the recorded invest-
ment in the loan, as well as a reasonable return
on that amount. ‘‘In the process of collection’’
means that either a collection effort or legal
action is proceeding and is reasonably expected
to result in recovery of the loan balance or its
restoration to a current status, generally within
the next 90 days.

Partial Payments on Open- and
Closed-End Credit

Institutions should use one of two methods to
recognize partial payments. A payment equiva-
lent to 90 percent or more of the contractual
payment may be considered a full payment in
computing past-due status. Alternatively, the
institution may aggregate payments and give
credit for any partial payment received. For
example, if a regular installment payment is
$300 and the borrower makes payments of only
$150 per month for a six-month period, [the
institution could aggregate the payments received
($150 × six payments, or $900). It could then
give credit for three full months ($300 × three
payments) and thus treat the loan as] three full
months past due. An institution may use either
or both methods in its portfolio, but may not use
both methods simultaneously with a single loan.

Re-aging, Extensions, Deferrals,
Renewals, and Rewrites

Re-aging of open-end accounts, and extensions,
deferrals, renewals, and rewrites of closed-end
loans3 can be used to help borrowers overcome

3. These terms are defined as follows. Re-age: Returning a
delinquent, open-end account to current status without collect-
ing [at the time of aging] the total amount of principal,
interest, and fees that are contractually due. Extension:
Extending monthly payments on a closed-end loan and rolling
back the maturity by the number of months extended. The
account is shown current upon granting the extension. If
extension fees are assessed, they should be collected at the
time of the extension and not added to the balance of the loan.
Deferral: Deferring a contractually due payment on a closed-
end loan without affecting the other terms, including maturity
[or the due date for subsequently scheduled payments] of the
loan. The account is shown current upon granting the deferral.
Renewal: Underwriting a matured, closed-end loan generally
at its outstanding principal amount and on similar terms.
Rewrite: Underwriting an existing loan by significantly chang-
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temporary financial difficulties, such as loss of
job, medical emergency, or change in family
circumstances like loss of a family member. A
permissive policy on re-agings, extensions,
deferrals, renewals, or rewrites can cloud the
true performance and delinquency status of the
portfolio. However, prudent use is acceptable
when it is based on a renewed willingness and
ability to repay the loan, and when it is struc-
tured and controlled in accordance with sound
internal policies.

Management should ensure that comprehen-
sive and effective risk management and internal
controls are established and maintained so that
re-ages, extensions, deferrals, renewals, and
rewrites can be adequately controlled and moni-
tored by management and verified by examin-
ers. The decision to re-age, extend, defer, renew,
or rewrite a loan, like any other modification of
contractual terms, should be supported in the
institution’s management information systems.
Adequate management information systems usu-
ally identify and document any loan that is
re-aged, extended, deferred, renewed, or rewrit-
ten, including the number of times such action
has been taken. Documentation normally shows
that the institution’s personnel communicated
with the borrower, the borrower agreed to pay
the loan in full, and the borrower has the ability
to repay the loan. To be effective, management
information systems should also monitor and
track the volume and performance of loans that
have been re-aged, extended, deferred, renewed,
or rewritten and/or placed in a workout program.

Open-End Accounts

Institutions that re-age open-end accounts should
establish a reasonable written policy and adhere
to it. To be considered for re-aging, an account
should exhibit the following:

• The borrower has demonstrated a renewed
willingness and ability to repay the loan.

• The account has existed for at least nine
months.

• The borrower has made at least three consecu-
tive minimum monthly payments or the
equivalent cumulative amount. Funds may not
be advanced by the institution for this purpose.

Open-end accounts should not be re-aged
more than once within any twelve-month period
and no more than twice within any five-year
period. Institutions may adopt a more conserva-
tive re-aging standard; for example, some insti-
tutions allow only one re-aging in the lifetime of
an open-end account. Additionally, an over-limit
account may be re-aged at its outstanding bal-
ance (including the over-limit balance, interest,
and fees), provided that no new credit is extended
to the borrower until the balance falls below the
predelinquency credit limit.

Institutions may re-age an account after it
enters a workout program, including internal
and third-party debt-counseling services, but
only after receipt of at least three consecutive
minimum monthly payments or the equivalent
cumulative amount, as agreed upon under the
workout or debt-management program. Re-aging
for workout purposes is limited to once in a
five-year period and is in addition to the once-
in-twelve-months/twice-in-five-years limitation
described above. To be effective, management
information systems should track the principal
reductions and charge-off history of loans in
workout programs by type of program.

Closed-End Loans

Institutions should adopt and adhere to explicit
standards that control the use of extensions,
deferrals, renewals, and rewrites of closed-end
loans. The standards should exhibit the following:

• The borrower should show a renewed willing-
ness and ability to repay the loan.

• The standards should limit the number and
frequency of extensions, deferrals, renewals,
and rewrites.

• Additional advances to finance unpaid interest
and fees should be prohibited.

Management should ensure that comprehen-
sive and effective risk management, reporting,
and internal controls are established and main-
tained to support the collection process and to
ensure timely recognition of losses. To be effec-
tive, management information systems should
track the subsequent principal reductions and
charge-off history of loans that have been granted
an extension, deferral, renewal, or rewrite.

ing its terms, including payment amounts, interest rates,
amortization schedules, or its final maturity.
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Examination Considerations

Examiners should ensure that institutions adhere
to this policy. Nevertheless, there may be
instances that warrant exceptions to the general
classification policy. Loans need not be classi-
fied if the institution can document clearly that
repayment will occur irrespective of delin-
quency status. Examples might include loans
well secured by marketable collateral and in the
process of collection, loans for which claims are
filed against solvent estates, and loans supported
by valid insurance claims.

The Uniform Retail Credit Classification and
Account Management Policy does not preclude
examiners from classifying individual retail-
credit loans that exhibit signs of credit weakness
regardless of delinquency status. Similarly, an
examiner may also classify retail portfolios, or

segments thereof, where underwriting standards
are weak and present unreasonable credit risk,
and may criticize account-management prac-
tices that are deficient.

In addition to reviewing loan classifications,
the examiner should ensure that the institution’s
allowance for loan and lease losses provides
adequate coverage for probable losses inherent
in the portfolio. Sound risk- and account-
management systems, including a prudent retail-
credit lending policy, measures to ensure and
monitor adherence to stated policy, and detailed
operating procedures, should also be imple-
mented. Internal controls should be in place to
ensure that the policy is followed. Institutions
that lack sound policies or fail to implement or
effectively adhere to established policies will be
subject to criticism.
Issued by the FFIEC on June 12, 2000.
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Consumer Credit
Examination Objectives
Effective date May 2003 Section 2130.2

1. To determine the quality and adequacy of
operations (including the adequacy of lend-
ing policies, practices, procedures, internal
controls, and management information sys-
tems) for consumer credit and credit card
plans.

2. To determine if bank officers and employees
are operating in conformance with the estab-
lished guidelines.

3. To evaluate the consumer credit portfolio for
credit quality, performance, adequate collat-
eral, and collectibility.

4. To determine the scope and adequacy of the
audit and loan-review function.

5. To determine the level of risk inherent in a
bank’s consumer credit and credit card lend-

ing departments and what actions manage-
ment has taken to identify, measure, control,
and monitor the level and types of risks.

6. To determine that the goals and objectives of
specific credit card plans are being achieved
and that the plans are profitable.

7. To determine compliance with the board of
directors’ and senior management’s policies
and procedures and with applicable laws and
regulations.

8. To initiate corrective action when policies,
procedures, practices, or internal controls are
deficient or when violations of law or regu-
lations have been noted.
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Consumer Credit
Examination Procedures
Effective date May 2007 Section 2130.3

GENERAL CONSUMER CREDIT

1. If selected for implementation, complete or
update the installment loan section of the
internal control questionnaire.

2. Based on the evaluation of internal controls
and the work performed by internal or
external auditors, determine the scope of
the examination.

3. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Obtain a listing of any
deficiencies noted in the latest review con-
ducted by internal or external auditors. If
applicable, also determine if the latest con-
sumer compliance examination disclosed
any violation of laws or regulations. Deter-
mine if corrective action has been taken.

4. Request that the bank supply the following:
a. a listing of all dealers who have indirect-

paper, fleet-leasing, or discounted-lease
lines, along with respective codes

b. an indirect paper or a fleet-leasing or
discounted fleet-leasing report by code,
along with the respective delinquency
report for all loans past due 30 days or
more

c. a listing of dealer reserves, holdback
accounts, or both showing the dealer,
account number, and balance

d. the latest month-end extension and
renewal reports

e. a schedule of all loans with irregular or
balloon payments or both

f. a schedule of all loans with more than
five prepaid installments

g. a listing of loans generated by brokers or
finders

h. a listing of current repossessions, includ-
ing the name of the borrower, a descrip-
tion of the item, the date of repossession,
the date title was acquired, and the
balance

i. a copy of each monthly installment-loan
charge-off report since the preceding
examination (If the monthly reports do
not include all the information necessary
to support the charge-off of the install-
ment loans, request a revised listing that
includes the missing information for each

charge-off.)
j. management reports that are prepared by

department personnel and that are not
forwarded in their entirety to the board
of directors or its committee

k. a listing of the amount of recoveries on
charged-off installment loans, by month,
since the preceding examination

l. a listing of all outstanding loans that
have been assigned to an attorney for
collection

m. an identification of all columns and codes
on the computer printout

5. Obtain a trial balance of installment loans.
Use of the bank’s latest trial balance is
acceptable. If exact figures are required,
update the trial balance from the daily
transaction journals. Using the trial balance—
a. agree or reconcile balances to depart-

ment controls and the general ledger and
b. review reconciling items for reasonable-

ness.
6. Using an appropriate sampling technique,

select borrowers’ loans to be reviewed dur-
ing the examination.

7. Using an appropriate technique, select indir-
ect dealers and fleet-leasing and indirect-
lease lines from indirect-dealer or leasing
reports. Transcribe the following onto con-
sumer finance indirect line cards:
a. the amount and number of contracts,

indicating whether they are with or with-
out recourse

b. the amount and number of contracts still
accruing that are past due 30–89 days
and 90 days or more

c. the balance in dealer reserve or holdback
accounts or both

8. Obtain the following schedules from the
bank or the appropriate examiner if they are
applicable to this area:
a. past-due loans (obtain separate schedules

by branch, if available)
b. loans transferred, either in whole or in

part, to another lending institution as a
result of a sale, participation, or asset
swap since the previous examination

c. loans acquired from another lending
institution as a result of a purchase,
participation, or asset swap since the
previous examination
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d. loan commitments and other contingent
liabilities

e. extensions of credit to employees, offic-
ers, directors, principal shareholders, and
their interests, specifying which officers
are considered executive officers

f. correspondent banks’ extensions of credit
to executive officers, directors, and prin-
cipal shareholders and their interests

g. a list of correspondent banks
h. miscellaneous loan debit-and-credit sus-

pense accounts
i. loans considered ‘‘problem loans’’ by

management
j. each officer’s current lending authority
k. the current structure of interest rates
l. any useful information obtained from the

review of the minutes of the loan
and discount committee or any similar
committee

m. reports furnished to the loan and
discount committee or any similar
committee

n. reports furnished to the board of directors
o. loans classified during the preceding

examination
p. the extent and nature of loans serviced

9. Review the information received and per-
form the following for—
a. Loans transferred, either in whole or in

part, to or from another lending institu-
tion as a result of a participation, sale or
purchase, or asset swap:
• Participations only:

— Test participation certificates and
records and determine that the par-
ties share in the risks and contrac-
tual payments on a pro rata basis.

— Determine that the bank exercises
similar controls and procedures
over loans serviced for others as
for loans in its own portfolio.

• Procedures pertaining to all transfers:
— Investigate any situations in which

loans were transferred immediately
before the date of examination to
determine if any were transferred
to avoid possible criticism during
the examination.

— Determine whether any of the loans
transferred were either nonperform-
ing at the time of transfer or clas-
sified at the previous examination.

— Determine that low-quality loans
transferred to or from the bank are

properly reflected on its books at
fair value (while fair value may be
difficult to determine, it should at a
minimum reflect both the rate of
return being earned on such loans
as well as an appropriate risk pre-
mium).

— Determine that low-quality loans
transferred to the parent holding
company or a nonbank affiliate are
properly reflected at fair value on
the books of both the bank and its
affiliate.

— If low-quality loans were trans-
ferred to or from another lending
institution for which the Federal
Reserve is not the primary regula-
tor, prepare a memorandum to be
submitted to the Reserve Bank
supervisory personnel. The Reserve
Bank will then inform the local
office of the primary federal regu-
lator of the other institution involved
in the transfer. The memorandum
should include the following infor-
mation, as applicable:
(1) name of originating institution
(2) name of receiving institution
(3) type of transfer (i.e., participa-

tion, purchase/sale, swap)
(4) date of transfer
(5) total number of loans trans-

ferred
(6) total dollar amount of loans

transferred
(7) status of the loans when trans-

ferred (e.g., nonperforming,
classified, etc.)

(8) any other information that
would be helpful to the other
regulator

b. Miscellaneous loan debit-and-credit sus-
pense accounts:
• Discuss with management any large or

old items.
• Perform additional procedures as con-

sidered appropriate.
c. For loan commitments and other contin-

gent liabilities, if the borrower has been
advised of the commitment and it exceeds
the cutoff alone or in combination with
any outstanding debt, prepare a line card
for subsequent analysis and review.

d. For loans classified during the previous
examination, determine the disposition
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of loans so classified by—
• obtaining current balances and their

payment status, or the date the loan
was repaid and source of payment;

• investigating any situations in which
all or part of the funds for the repay-
ment came from the proceeds of
another loan at the bank or were a
result of a participation, sale, or swap
with another lending institution; and

• referring to step 9a of this section for
the appropriate examination proce-
dures, determine if repayment was a
result of a participation, sale, or swap.

e. Select loans that require in-depth review
on the basis of information derived from
the above schedules.

10. Consult with the examiner responsible for
the asset-liability management analysis to
determine the appropriate maturity break-
down of loans needed for the analysis. If
requested, compile the information using
bank records or other appropriate sources.
See section 6000.1, ‘‘Instructions for the
Report of Examination,’’ for considerations
to be taken into account when compiling
maturity information for the gap analysis.

11. Obtain liability and other information on
common borrowers from examiners assigned
to overdrafts, lease financing, and other
loan areas. Together decide who will review
the borrowing relationship.

12. Obtain the credit files of all direct non-
consumer borrowers, indirect dealers, and
fleet-leasing and discounted-leasing lines
for which line cards have been developed.
Transcribe and analyze the following as
appropriate:
a. the purpose of the loan
b. collateral information, including its value

and the bank’s right to hold and negoti-
ate it

c. the source of repayment
d. ancillary information, including the type

of business, its officers, and its affiliation
e. fiscal and interim financial exhibits
f. guarantors and the amount of any

guarantee
g. personal statements of borrowers,

endorsers, or guarantors
h. external credit checks and credit bureau

reports
i. loan officer’s credit memoranda
j. subordination agreements

k. a corporate resolution to borrow or
guarantee

l. provisions of the loan agreement or mas-
ter lease agreement

m. the type of dealer endorsement:
• full recourse
• limited recourse
• nonrecourse

n. dealer repurchase agreements
o. reserve and holdback requirements
p. the amount of insurance coverage

13. Check the central liability file on borrowers
indebted above the cutoff or borrowers
displaying credit weakness who are sus-
pected of having additional liability in other
loan areas.

14. Transcribe significant liability and other
information on officers, principals, and
affiliations of borrowers for which line cards
have been developed. Cross-reference, if
appropriate.

15. Review a listing of loans generated by
brokers or finders:
a. Check the quality of the paper being

acquired.
b. Determine that sufficient financial data

have been obtained to support the credits.
c. Evaluate performance.

16. Review the current past-due (delinquent)
loan list and determine that loans are aged
using the contractual method, which ages a
loan on the basis of its contractual repay-
ment terms, as required by the Call Report
instructions. Discuss with management
selected delinquent loans from the listings
of delinquent loans and repossessed
collateral.

17. Determine if management has a general
policy for the timely classification and
charge-off of past-due loans and ascertain
whether the policy is adhered to. Determine
if loan-classification practices follow the
board of directors’ respective policies.
Ascertain whether those policies comply
with the provisions of the FFIEC’s Uniform
Retail Credit Classification and Account
Management Policy and with Federal
Reserve policy. Review with management
individual accounts that have not been
charged off in line with these policies.

18. Review voluntary charge-offs made since
the preceding examination and, on a test
basis, review files on borrowers and ascer-
tain the correctness of the charge-off.

19. Review any reports being submitted on
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delinquent and defaulted loans guaranteed
by government agencies:
a. Determine that management is informed

accurately and is complying with the
reporting requirements.

b. Determine that claims are being promptly
filed after default.

OVERDRAFT-PROTECTION
PROGRAMS

1. Determine if the bank has developed and
implemented adequate written overdraft-
protection-program policies and procedures
for its ad hoc, automated, and other over-
draft programs. Determine if the policies
and procedures comply with the February
18, 2005, interagency Joint Guidance on
Overdraft Protection Programs.

2. Ascertain whether the bank’s management
emphasizes and monitors adherence to its
overdraft policies and procedures, applies
generally accepted accounting principles to
overdraft transactions, and applies the bank
Call Report’s accounting and reporting
instructions and requirements to overdrafts.
Evaluate whether the bank maintains and
monitors safe and sound overdraft business
practices to control the credit, operational,
and other risks associated with overdraft
programs.

3. Apply the additional examination proce-
dures for overdraft-protection programs (see
section 3000.3) when weaknesses are found
in (1) the bank’s compliance with the Feb-
ruary 2005 interagency guidance and (2) the
bank’s evaluation of the risks associated
with overdraft-protection programs.

CREDIT CARD LENDING

The examiner’s analysis of operating policies
and procedures is key to the examination of
credit card banks and credit card operations.
Credit card lending is characterized by a high
volume of accounts, homogeneous loan pools,
and small-dollar balances. A concentrated review
of individual accounts, therefore, may not be
practical. Examination procedures should focus
on evaluating policies, procedures, and internal
controls in conjunction with performing other
selected functions. The goal is not confined to

identifying current portfolio problems. The
examination process should include an investi-
gation of potential problems that may result
from ineffective policies, unfavorable trends,
lending concentrations, or nonadherence to poli-
cies. The following examination procedures
should be performed.

1. Review UBPR data to determine the vol-
ume of credit card activity.

2. Determine if management has recently
offered or plans to offer new products or if
management plans to enter new market
niches or expand the credit card portfolio
significantly (new offerings may include
affinity cards, co-branded cards, secured
cards, or purchasing cards).

3. Determine whether the bank is engaged or
plans to engage in subprime credit card
lending. If subprime lending exists or is
planned, perform the subprime-lending
examination procedures in section 2133.3.

4. Review correspondence that the bank has
received or exchanged with credit card
networks (i.e.,Visa, MasterCard). These
agencies perform periodic reviews of their
members.

Policy Considerations

1. Review the credit card policy. Policy guide-
lines should include the following items:
a. adequate screening of account applicants
b. standards for approving accounts and

determining credit-line size
c. minimum standards for documentation
d. internal controls to prevent and detect

fraud, such as—
• review procedures, including frequent

review of delinquent accounts;
• delinquency notification and collection

procedures;
• criteria for freezing accounts and charg-

ing off balances;
• criteria for curing and re-aging delin-

quent accounts;
• controls to avoid reissuances of expired

cards to obligors who have unsatisfac-
tory credit histories;

• approvals of and controls over over-
limits and overrides; and

• cardholder information security controls
e. due diligence before engaging the ser-

vice of a third party, as well as the
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ongoing management of credit card
operations

Audit

1. Review the adequacy of the audit function
regarding credit card operations.
a. Determine if the audit program identifies

contraventions of internal policy, credit
card network (i.e., Visa, MasterCard)
regulations, and written contracts.

b. Determine if audit procedures include
reviewing the accuracy and integrity of
the bank’s system for reporting the past-
due status of credit card loans, over-limit
accounts, and other management infor-
mation systems.

c. Determine if audit procedures include
reviewing computer-driven models.

d. Determine if independent tests of auto-
mated procedures are performed (for
example, a sample of automatically
re-aged accounts may be independently
reviewed to test the integrity of auto-
mated systems).

e. Determine whether audit procedures
include a review of credit card process-
ing operations. Ascertain if the product
control file governing credit card process-
ing was reviewed and whether it revealed
any significant internal control weak-
nesses, such as a lack of segregation of
duties and access controls. Determine
whether management is aware of the
risks and if the audit staff has the exper-
tise to adequately evaluate procedures
and suggest controls commensurate with
the risks.

f. Determine if audit procedures include a
review of the services provided by out-
side vendors (services such as telemar-
keting, data processing, and direct mail).
Ascertain if the audit procedures included
a review of the performance of the
vendors and documentation of the
relationships.

2. Determine if management has reviewed and
appropriately responded to audit findings
regarding credit card operations.

Fraud

1. Evaluate management’s strategy for control-
ling fraud, including whether the strategies

frequently emphasize review of credit card
applications to prevent fraudulent accounts
from being booked or whether neural net-
works are used to identify fraudulent trans-
actions. Common controls include the fol-
lowing items:

a. methods of preventing application fraud,
such as name and address verification,
duplicate-application detection, Social
Security number verification, etc.

b. physical aspects of cards such as holo-
grams and enriched information on the
magnetic stripe

c. adequate staffing and training of the
fraud-detection department

d. computer systems to identify suspicious
activity

e. procedures for issuing cards to prevent
their interception and activation

f. procedures for handling returned cards,
statements, PINs, checks, and lost and
stolen cards

g. investigation and documentation of cases
of suspected fraud

h. freezing of accounts with suspicious
activity

i. procedures for filing a Suspicious Activ-
ity Report (See the FFIEC BSA/AML
Examination Manual), the requirements
for suspicious-activity reporting in sec-
tion 208.62 of the Board’s Regulation H
(12 CFR 208.62), and the Bank Secrecy
Act compliance program in section 208.63
(12 CFR 208.63).)

j. procedures for access to and alteration of
customer information

k. controls over cardholder payments,
account-balance records, and charge-
back administration

l. account-authorization procedures

2. Determine whether management receives
adequate fraud-monitoring reports, such
as—

a. out-of-pattern-purchase or sequence-of-
purchase reports that identify suspicious
transactions that do not fit an individual
cardholder’s established purchasing pat-
tern or

b. suspicious-purchasing-pattern reports that
identify certain types of purchases, such
as electronics or jewelry, that can corre-
late with fraudulent activity.

3. Review consumer complaint correspon-
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dence from cardholders that is on file with
the bank or primary federal regulator for
irregularities or patterns of activity.

Account Solicitation

1. Determine management’s general approach
to account solicitations (a variety of
approaches or a combination of approaches
can exist). Solicitations may be for preap-
proved or non-preapproved accounts. The
latter are usually solicited through mass
mailings, telemarketing, or counter displays.

2. Determine the extent to which outside con-
tractors are used in marketing programs (for
example, outsourced mass-mailing and tele-
marketing operations).

3. Review management’s product and market-
ing program, including the goals of the
program, the basis of the marketing approach,
and product pricing. Ascertain whether
adequate supporting evidence exists to indi-
cate (1) that management has a marketing
program and a product that appeal to the
bank’s targeted markets and (2) that the
projected product and marketing program
results will be obtained.

4. Determine how management identifies mar-
kets for new solicitations and evaluates
expected performance.
a. Identify the analytical procedures (for

example, response rates, usage rates,
credit-score distributions, and future
delinquency and loss rates) management
uses to project the results of a particular
solicitation.

b. Determine how management verifies
projections before proceeding with a
full-scale solicitation program (test
marketing).

5. Determine if management monitors solici-
tation results for each major account seg-
ment and if management incorporates the
findings into future solicitations.

6. Determine if management monitors and
responds to trends in adverse selection (such
as when a disproportionate number of
respondents that are poor credit risks answer
an offer, which may result in a larger-than-
projected percentage of riskier accounts
being including in the solicitation-response
pool).

7. Review affinity and co-branding relation-
ships. Determine if the bank has control

over the approval and acceptance of such
accounts. (In co-branding, a third-party
relationship exists between a broad base of
cardholders and a jointly sponsored credit
card. Usually, the sponsors are the bank and
a retail merchant for the affinity and
co-branding relationships. These cards have
some type of value-added feature such as
cash rebates or discounts on merchandise.)

8. Review new-product offerings and the
adequacy of management’s market identifi-
cation, testing, and ongoing monitoring of
new products. Ascertain if management
monitored and controlled key new-product
concerns, including whether—
a. the amount of historical and test-sample

data available to analyze the product or
solicitation was adequate;

b. the speed at which the new product was
introduced was compatible with the
internal controls for credit authoriza-
tions; and

c. the size of solicitations introduced was
adequately controlled, considering opera-
tional and managerial capabilities.

9. Determine if management had any prob-
lems with the wording of solicitations or
applications and if any imprecise offer terms
contributed to asset-quality and earnings
problems. Ascertain if there were errors
such as the following:
a. no expiration date on the offer
b. an absence of wording giving manage-

ment discretion in setting credit lines
c. insufficient information requirements on

applications
10. Review balance-transfer policies and moni-

toring practices. Determine if balance trans-
fers generally resulted in higher credit
exposures and a tendency to distort finan-
cial condition and performance ratios due to
the immediate booking of relatively large
balances.

11. Review teaser interest-rate practices. Deter-
mine if controls are adequate to prevent
teaser rates from disguising a borrower’s
repayment capacity and from resulting in
higher attrition when the teaser rates expire.

Predictive Models

1. Review the integrated models management
uses to identify and select prospective cus-
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tomers. (Management usually uses two dis-
tinct credit card predictive models. The first
model, the credit-scoring model, is used in
the initial application process. The second
model, a behavioral model, is used in the
management of existing accounts. These
models use a credit scorecard, which is a
table of characteristics, attributes, and scores
that enable a credit grantor to calculate
default risk. Information derived from these
models assists management with quantify-
ing and minimizing credit risk and fraud
losses.)

Credit Scoring

1. Determine the nature and extent that credit
scores are used in the underwriting process.

2. Determine the degree of reliance placed on
credit bureau score ‘‘good’’ and ‘‘bad’’ odds
charts. Ascertain if management develops
and calibrates its own good and bad odds
chart with a sufficient quantity and quality
of historical account data (a customized
odds chart is more predictive than a credit
bureau odds chart).

3. Determine if a single- or dual-score model
is used. (A single-score model uses credit
bureau scores; a dual-score matrix calcu-
lates a score based on the combination of a
custom score, usually based on credit appli-
cation data, and a credit bureau score. For
the more complex operations, management
should be using the more sophisticated
dual-scoring model.)
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Behavior-Scoring System

1. Determine whether management has imple-
mented a behavior-scoring system to man-
age existing accounts. (The score is derived
from a cardholder’s payment and usage
behavior with the credit cardholder’s issu-
ing bank. A cardholder’s historical perfor-
mance with a particular bank is typically the
best indicator of future performance with
that bank. Behavior scores are frequently
supplemented with credit bureau scores to
enhance their predictive value.)

2. Ascertain if management continually refines
existing, or if it considers new, predictive
models.
a. Determine whether a champions and chal-

lengers system is used. (Such a system
involves continual portfolio analysis and
identification of predictive characteris-
tics. Based on this analysis, existing
models are revised and enhanced. The
revised challenger model is then com-
pared with the existing champion model.
If the challenger is more predictive, it is
adopted. This procedure is an ongoing
system of refinement.)

b. Determine if management has adopted or
is considering new predictive models
(for example, revenue, revolving, bank-
ruptcy, and payment-predictor models).

Validation

1. If credit scoring is used, determine if man-
agement is validating scores by comparing
account-quality rankings of accepted appli-
cations with those predicted by the system
(when the rank orderings remain substan-
tially the same, the scoring system remains
valid).
a. Review the statistical techniques used to

validate each model used, and determine
whether common statistical techniques
are being used, such as the K/S test, the
chi square, the goodness-of-fit test,
divergence statistics, and the population
stability test.

b. Determine if high and low override con-
trols are in place and if they are detailed
on exception reports (overrides can skew
a statistical population and distort
analysis).

Portfolio Analysis

1. Review and analyze the bank’s customized
credit card reports, which usually include
performance and industry peer-group analy-
sis data (be alert to the possibility that the
data may have been distorted by niche
marketing, specialized card products, or
extensive affiliate support).

2. Determine if management is segmenting
portfolios (such as by geographic or demo-
graphic distribution, affinity relationship
(cardholders belonging to a particular union,
corporation, professional association, etc.),
product type (premium or standard cards),
or credit bureau scores). Consider the par-
ticular characteristics of each segment for
delinquency, profitability, future marketing
programs, ALLL calculations, and other
purposes.

3. Determine whether geographic, customer-
base, card-type, or other concentrations
exist, and identify the unique risks posed by
any of these portfolio segments or concen-
trations. Evaluate their degree of risk and
consider mitigating factors.

4. Review how management uses portfolio
information to identify developing trends,
make strategic decisions, and detect poten-
tial problems.
a. Determine how management reports iden-

tify the number and volume of workout
and re-aged credits.1

b. Evaluate the portfolio information that
management reviews, such as asset-
quality ratios and vintage analysis (an
analysis of the account performance of
homogeneous loans booked at a similar
time using the same credit and pricing
criteria).

5. Determine if cash advances are monitored
and authorization procedures are in place

1. A workout is a former open-end credit card account in
which credit availability has been closed and in which the
balance owed has been placed on a fixed (dollar or percentage)
repayment schedule in accordance with modified, concession-
ary terms and conditions. Generally, the repayment terms
require amortization or liquidation of the balance owed over a
defined payment period. Such arrangements are typically used
when a customer is either unwilling or unable to repay the
open-end credit card account in accordance with the original
terms but shows the willingness and ability to repay the loan
in accordance with modified terms and conditions. In a
re-aged credit account, the bank changes the delinquency
status of an account without the full collection of its delin-
quent payments.
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(cardholders with excessive debt may obtain
cash advances to pay other debts).

6. Review the level and trend of the following
portfolio ratios:
a. average balance of delinquent accounts

(by 30-day time frames) to average bal-
ance of nondelinquent accounts

b. lagged delinquency rate and nine-month
net charge-offs to lag rates

c. net charge-off rate and lagged net charge-
off rate

d. re-aged accounts and partial-payment
plans to total active accounts and to
average total loans

e. total past-due loans to gross loans
f. noncurrent loans to gross loans

7. Consider indicators of possible deteriora-
tion in asset quality and criticize prolonged
practices that result in negative amortiza-
tion (that is, when minimum payments con-
sistently fall short of covering all finance
charges and fees assessed during the billing
cycle and when the outstanding balance
continues to increase), inappropriate fees,
and other practices that inordinately com-
pound or protract consumer debt and dis-
guise portfolio performance and quality. Be
alert to other indicators and practices that
can reflect a deterioration of asset quality,
such as—
a. rapid growth that may indicate a lower-

ing of underwriting standards;
b. lower minimum-payment requirements

and extended principal-payment cycles,
which may result in negative amortiza-
tion and may also indicate less creditwor-
thy accounts;

c. a heightened ratio of total accounts being
charged off to the number of accounts or
a high average balance of accounts that
may indicate a lax policy toward the
number and level of credit lines granted
to cardholders;

d. lower payment rates combined with
higher average balances, which may indi-
cate that borrowers are having trouble
paying their debt;

e. an inordinately high ratio of income
earned not collected on loans to total
loans when compared with the percent-
age of total past-due loans to gross loans,
which may indicate frequent re-agings,
inadequate collection procedures, or a
failure to charge off credit card receiv-
ables on a timely basis; and

f. the average age of accounts, which may
indicate that loss rates will rise for
unseasoned accounts (loss rates are usu-
ally low for new offerings and peak at 18
to 24 months after issue).

8. Evaluate management’s practices for cure
programs, such as re-aging, loan extensions,
deferrals, fixed payment, and forgiveness.

9. Develop an overall assessment of the
adequacy of a bank’s account-management
practices for its credit card lending busi-
ness, incorporating the risk profile of the
bank, the quality of management reporting,
and the adequacy of the bank’s charge-off
policies and loss-allowance methodologies.

10. Evaluate whether the bank clearly docu-
ments in its policies and procedures the
basis for using the exceptions to the FFIEC
Uniform Retail Credit Classification and
Account Management Policy and whether
the bank documents the types of exceptions
used and the circumstances giving rise to
their use. Determine if the bank prudently
limits the use of exceptions. If it does not,
criticize the bank’s management and require
corrective action when the exceptions are
not well managed, result in improper report-
ing, or mask delinquencies and losses.

11. Criticize management and recommend
appropriate supervisory corrective action
when workout programs are not managed
properly (characteristics of improperly man-
aged workout programs include workout
programs that do not strive to have the
borrowers repay credit card debt within 60
months, the existence of liberal repayment
terms with extended amortizations, high
charge-off rates, accounts being moved from
one workout program to another, multiple
re-agings, and poor MIS to monitor pro-
gram performance).

12. Determine that the bank complies with the
FFIEC Uniform Retail Credit Classification
and Account Management Policy.

13. Determine whether management monitors
and analyzes the performance of each work-
out program (whether the program achieves
the objective of improving the borrower’s
subsequent performance, the effect of the
program on delinquency ratios, etc.)

14. Assess the current and potential impact the
workout programs have on reported perfor-
mance and profitability, including their
ALLL implications.

15. Determine if third parties purchase or fund
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loan payments to cure loan delinquencies
and, if so, assess the impact.

16. Determine whether management developed
contingent strategies to deal with rising
delinquency levels, which are generally the
first sign of account deterioration. Strategies
could include the following issues:
a. reviewing accounts more frequently
b. decreasing the size of credit lines
c. freezing or closing accounts
d. increasing collection efforts

17. Ascertain the bank’s compliance with its
credit card policies and procedures by
reviewing a sample of the bank’s credit card
loans that were originated since the prior
examination.

18. Determine the level of classifications for
credit card loans:
a. Review a sample of loans to ascertain the

accuracy and integrity of the bank’s
system for reporting past-due status.

b. Verify that the bank’s classification and
charge-off procedures adhere to, at a
minimum, the guidance of the FFIEC
Uniform Retail Credit Classification and
Account Management Policy.

Allowance for Loan and Lease Losses

1. Ascertain whether an allowance for loan
and lease losses (ALLL) policy exists for
credit card loans and if adequate ALLL
analytical procedures are in place. Roll-rate
analysis (analysis of the migration of an
account from one billing cycle to the next),
which is generally performed for each port-
folio segment, is the industry standard.
However, some banks use the following
additional or alternative methods:
a. delinquency analysis using a set percent-

age of loans over 60 days delinquent
b. exposure analysis that projects net charge-

off rates to each 30-day period of
delinquency

c. charge-off projections based on vintage
analysis

d. a historical rolling average based on
charge-off rates for the last six months

e. analysis based on external economic fore-
casting services

2. Review ALLL-calculation techniques for
reasonableness (variables such as aggregat-
ing seasoned and unseasoned portfolios can

significantly distort the calculation of
required reserves).

3. Determine if ALLL calculations are com-
prehensive and if they consider the follow-
ing factors:
a. contingent liabilities, or the risk associ-

ated with undisbursed funds
b. bankrupt and deceased cardholders (such

losses are usually not predicted by a
simple roll-rate analysis)

c. economic conditions, such as unemploy-
ment and bankruptcy rates, that can sig-
nificantly affect asset quality

d. the number and volume of workout and
re-aged credits

4. Determine if the ALLL methodologies
adequately provide for the use of cure
programs, settlement arrangements,2 work-
out programs, existing over-the limit port-
folio segments, any resulting estimable prob-
able losses on those accounts, and any other
credit card loan accounts.

5. Review the accounting practices for credit-
ing recoveries on credit card loans. Deter-
mine that the total amount credited to the
ALLL as recoveries on individual credit
card loans is limited to the amounts previ-
ously charged off against the ALLL for the
credit card loan. Any excess recovery
amount must be recognized as income.

6. Verify that fraud losses are not charged to
the ALLL or included in ALLL calculations
and that the losses are recorded as a non-
interest expense.

Asset Securitization

Perform the following examination procedures
when the bank has securitized its credit card
receivables (removed designated credit card
receivables from its balance sheet to a special-
purpose vehicle (SPV) while the bank retains its
account ownership).

1. Determine if the credit card loan delin-
quency and loss rates are similar for both
the owned portfolio and the securitized
portfolio. (Slightly higher delinquency and
net charge-off ratios on securitized assets

2. In a settlement arrangement, the bank forgives a portion
of the amount owed. In exchange, the borrower agrees to pay
the remaining balance either in a lump-sum payment or by
amortizing the balance over several months.
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will be prevalent if the bank is experiencing
high growth and possesses a significant
portion of unseasoned accounts.) When the
delinquency and loss rates deviate signifi-
cantly, determine if management is priori-
tizing credit card receivables for securitiza-
tion by selecting credit card accounts that
have either a high credit quality or superior
past credit history. For example, in the
following two ratios, the resulting percent-
ages on a managed and owned basis should
approximate one another: (1) noncurrent
loans to gross loans and (2) total past-due
loans to gross loans.

2. Determine the on- and off-balance-sheet
effects of asset securitization. (For example,
what is the on- and off-balance-sheet effect
of removing seasoned accounts?) (A perfor-
mance analysis is important because the
level of a credit card bank’s earnings and
capital is largely dependent on the quality
of its average total assets under manage-
ment and not merely on the owned credit
card portfolio.)

Third Parties

1. Determine whether any credit card–related
activities are outsourced. If so, complete the
third parties review located in the Subprime
Lending Loan Reference. Third parties may
include brokers, marketing firms, collection
or servicing firms, correspondents, affinity
partners, and information systems firms.

2. Determine whether the bank shares a BIN
(bank identification number) with a third
party. (Sharing of BINs can create financial
liability. A bank sharing a BIN should have
a process to identify, monitor, and control
the risks associated with BIN sharing. Cer-
tain Visa and MasterCard members are
assigned BINs (represented by a series of
numbers on the credit card) for clearing and
settlement of their credit card activities.
Members that are licensed specific BINs
may allow other members to deposit and
receive transactions through those BINs.
However, the BIN licensee (holder of the
BIN) has primary responsibility for transac-
tions processed through its BIN. In addi-
tion, users of a BIN other than the BIN
licensee (BIN holder) may share responsi-
bility for transactions processed under that

BIN if the licensee fails to meet its mem-
bership obligations.)

BANK POLICIES AND
PROCEDURES AND STATUTORY
AND REGULATORY
REQUIREMENTS

1. Determine compliance with laws, regula-
tions, and Federal Reserve Board policies
pertaining to lending by performing the
following steps.
a. Lending limits:

• Determine the bank’s lending limits as
prescribed by state law.

• Determine advances or combinations
of advances whose aggregate balances
are above the limit.

b. Sections 23A and 23B of the Federal
Reserve Act (12 USC 371c and 371c-1)
and the Federal Reserve’s Regulation
W—Transactions with Affiliates:
• Obtain a listing of loans and other

extensions of credit to affiliates.
• Test-check the listing against the bank’s

customer liability records to determine
the list’s accuracy and completeness.

• Obtain a listing of other covered trans-
actions with affiliates (i.e., purchase of
an investment or securities issued by
an affiliate; purchase of loans or other
credit-related assets, including assets
subject to an agreement to repurchase
from an affiliate; the issuance of a
guarantee, acceptance, or letter of
credit, including an endorsement or
standby letter of credit, on behalf of an
affiliate; or acceptance of affiliate’s
securities as collateral for a loan to any
person).

• Determine the volume of transactions
with third parties when the proceeds
were used or transferred for the benefit
of any affiliate.

• Ensure that covered transactions with
affiliates do not exceed the limits of
section 23A.

• Ensure that covered transactions with
affiliates meet the collateral require-
ments of section 23A.

• Determine that low-quality loans or
other assets have not been purchased
from an affiliate.
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• Determine that all transactions with
affiliates are on market terms and con-
ditions that are consistent with safe
and sound banking practices.

• Determine that the transactions were
conducted on terms and conditions that
reflect pricing that is generally avail-
able to unaffiliated parties.

c. 18 USC 215—Commission or Gift for
Procuring Loan:
• While examining the installment loan

area, determine the existence of any
possible cases in which a bank officer,
director, employee, agent, or attorney
may have received anything of value
for procuring or endeavoring to pro-
cure any extension of credit.

• Invest igate any such suspected
situation.

d. Federal Election Campaign Act (2 USC
441b)—Political Contributions:
• While examining the installment loan

area, determine the existence of any
loans in connection with any election
to any political office.

• Review each such credit to determine
whether it is made in accordance with
applicable banking laws and regula-
tions and in the ordinary course of
business.

e. 12 USC 1972—Tie-In Provisions. While
reviewing credit and collateral files (espe-
cially loan agreements), determine
whether any extension of credit is con-
ditioned upon the customer’s—
• obtaining additional credit, property,

or services from the bank, other than
a loan, discount, deposit, or trust
service;

• obtaining additional credit, property,
or service from the bank’s parent hold-
ing company or the parent’s other
subsidiaries;

• providing an additional credit, prop-
erty, or service to the bank, other than
those related to and usually provided in
connection with a loan, discount,
deposit, or trust service;

• providing additional credit, property,
or service to the bank’s parent holding
company or any of the parent’s other
subsidiaries; or

• not obtaining other credit, property, or
service from a competitor of the bank,
the bank’s parent holding company, or

the parent’s other subsidiaries, except
that the lending bank may impose
conditions and requirements in a credit
transaction to ensure the soundness of
the credit.

f. Insider lending activities. The examina-
tion procedures for checking compliance
with the relevant law and regulation
covering insider activities and reporting
requirements are as follows (the exam-
iner should refer to the appropriate sec-
tions of the statutes for specific defini-
tions, lending limitations, reporting
requirements, and conditions indicating
preferential treatment):
• Regulation O (12 CFR 215)—Loans to

Executive Officers, Directors, and
Principal Shareholders and Their
Interests. While reviewing information
relating to insiders received from the
bank or appropriate examiner (includ-
ing information on loan participations,
loans purchased and sold, and loan
swaps)—
— Test the accuracy and complete-

ness of information about install-
ment loans by comparing it with
the trial balance or loans sampled.

— Review credit files on insider loans
to determine that required informa-
tion is available.

— Determine that loans to insiders do
not contain terms more favorable
than those afforded to other
borrowers.

— Determine that loans to insiders do
not involve more than the normal
risk of repayment or present other
unfavorable features.

— Determine that loans to insiders, as
defined by the various sections of
Regulation O, do not exceed the
lending limits imposed by those
sections.

— If prior approval by the bank’s
board was required for a loan to an
insider, determine that such appro-
val was obtained.

— Determine compliance with the
various reporting requirements for
insider loans.

— Determine that the bank has made
provisions to comply with the pub-
lic disclosure requirements for
insider loans.
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— Determine that the bank maintains
records of such public requests and
the disposition of the requests for a
period of two years.

• Title VIII of the Financial Institutions
Regulatory and Interest Rate Control
Act of 1978 (FIRA) (12 USC 1972(2))—
Loans to Executive Officers, Directors,
and Principal Shareholders of Corre-
spondent Banks.
— Obtain from or request that the

examiners reviewing due from
banks and deposit accounts verify
a list of correspondent banks pro-
vided by bank management, and
ascertain the profitability of those
relationships.

— Determine that loans to insiders of
correspondent banks are not made
on preferential terms and that no
conflict of interest appears to exist.

g. Federal Reserve Board Policy Statement
on the Disposition of Credit Life Insur-
ance Income (67 Fed. Res. Bull. 431
(1981), FRRS 3–1556). Test for compli-
ance with the policy statement by
determining—
• that the income generated from the

sale of credit life, health, and accident
insurance3 is—
— not distributed directly to employ-

ees, officers, directors, or principal
shareholders in the form of com-
missions or other income for their
personal profit; however, such
individuals may participate in a
bonus or incentive plan in an
amount not exceeding, in any one
year, 5 percent of the recipient’s
annual salary, and paid not more
often than quarterly; and

— for accounting purposes, credited
to the bank’s income account, the
income account of an affiliate
operating under the Bank Holding
Company Act, or in the case of an
individual shareholder, to a trust
for the benefit of all shareholders.

• whether an insurance agent or agency
acted as an intermediary in arranging

the bank’s credit life insurance cover-
age and what the relationship of the
agent or agency is to the bank. Is the
agent or agency in compliance with the
provisions of this policy?

• which employees, officers, directors.
and principal shareholders are licensed
insurance agents.

• whether bank officers have entered
into reciprocal arrangements with offi-
cers of other banks to act as agent for
sale of credit life insurance and to
receive commissions.

• if the credit life insurance income is
credited to an entity other than the
bank and whether the bank is being
appropriately reimbursed for the use of
its premises, personnel, and goodwill.
Compute the percentage compensation
paid to the bank (total credit life insur-
ance income). Include that percentage
in the confidential section of the com-
mercial report of examination. As a
general rule, a reasonable compensa-
tion would be an amount equivalent to
at least 20 percent of the credited
entity’s net income (if available) attrib-
utable to the credit life insurance sales.

h. Financial Recordkeeping and Reporting
of Currency and Foreign Transactions
(31 CFR 1010.410)—Records to Be Re-
tained by Financial Institutions. Review
operating procedures and credit life docu-
mentation and determine whether the
bank retains records of each extension of
credit over $10,000, specifying the name
and address of the borrower, the amount
of the credit, the nature and purpose of the
loan, and the date therefor. Loans secured
by an interest in real property are exempt.

2. Perform appropriate procedural steps for the
separate area, concentration of credits.

3. Discuss with the appropriate officer (or
officers) and prepare comments to the
examiner-in-charge stating your findings on
the following:
a. delinquent loans, including breakout of

‘‘A’’ paper
b. violations of laws and regulations
c. concentration of credits
d. classified loans
e. loans not supported by current and com-

plete financial information
f. loans on which collateral documentation

is deficient

3. This policy also applies to income derived from the sale
of mortgage life insurance; therefore, consult with the exam-
iner assigned real estate loans to coordinate work to avoid any
duplication of efforts.
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g. inadequately collateralized loans
h. extensions of credit to major stockhold-

ers, employees, officers, directors, and/or
their interests

i. Small Business Administration or other
government-guaranteed delinquent or
criticized loans

j. a list of installment loans requested to be
charged off

k. the adequacy of written policies relating
to installment loans

l. the manner in which bank officers are
operating in conformance with estab-
lished policy

m. adverse trends within the installment area
n. the accuracy and completeness of the

schedules obtained from the bank or
other examination areas

o. internal-control deficiencies or exceptions
p. recommended corrective action when

policies, practices, or procedures are
deficient

q. the quality of departmental management
r. other matters of significance

4. Update the workpapers with any informa-
tion that will facilitate future examinations.
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Consumer Credit
Internal Control Questionnaire
Effective date May 2005 Section 2130.4

Review the bank’s internal controls, policies,
practices, and procedures for making and ser-
vicing installment loans. The bank’s system
should be documented completely and concisely
and should include, where appropriate, narrative
descriptions, flow charts, copies of forms used,
and other pertinent information. In the question-
naire below, items marked with an asterisk
require substantiation by observation or testing.

POLICIES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten installment-loan policies that
establish—
a. procedures for reviewing installment-

loan applications?
b. standards for determining credit lines?
c. minimum standards for documentation?

2. Are installment-loan policies reviewed at
least annually to determine if they are
compatible with changing market
conditions?

3. Does the bank have adequate written
overdraft-protection-program policies and
procedures that follow the February 28,
2005, interagency Joint Guidance on Over-
draft Protection Programs?

4. Does the bank’s management emphasize
and monitor adherence to its overdraft
policies and procedures, apply generally
accepted accounting principles, and apply
the bank Call Report’s accounting and
reporting requirements to overdrafts? Does
the bank maintain and monitor safe and
sound overdraft business practices to con-
trol the credit, operational, and other risks
associated with overdraft programs?

RECORDS

*1. Is the preparation and posting of subsidi-
ary installment-loan records performed or
reviewed by persons who do not also—
a. issue official checks or drafts?
b. handle cash?

*2. Are the subsidiary installment-loan
records reconciled daily to the appropriate
general ledger accounts, and are reconcil-

ing items investigated by persons who do
not also handle cash?

3. Are delinquent-account collection requests
and past-due notices checked to the trial
balances that are used in reconciling
installment-loan subsidiary records to
general ledger accounts, and are requests
and notices handled only by persons who
do not also handle cash?

4. Are loan-balance inquiries received and
investigated by persons who do not also
handle cash?

*5. Are documents supporting recorded credit
adjustments checked or tested subsequently
by persons who do not also handle cash?
(If not, explain why briefly.)

6. Is a daily record maintained that summa-
rizes loan-transaction details, i.e., loans
made, payments received, and interest col-
lected, to support applicable general ledger
account entries?

7. Are frequent note and liability ledger trial
balances prepared and reconciled with con-
trolling accounts by employees who do not
process or record loan transactions?

8. Are two authorized signatures required to
effect a status change in an individual
customer’s account?

9. Does operating management produce and
review an exception report that encom-
passes extensions, renewals, or any factors
that would result in a change in a custom-
er’s account status?

10. Do customer account records clearly indi-
cate accounts that have been renewed or
extended?

LOAN INTEREST

1. Is the preparation and posting of interest
records performed or reviewed by persons
who do not also—
a. issue official checks or drafts?
b. handle cash?

2. Are any independent tests of loan-interest
computations made and compared with
initial and subsequent borrowers’ interest
records by other persons who do not—
a. issue official checks or drafts?
b. handle cash?
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COLLATERAL

1. Are multicopy, prenumbered records main-
tained that—
a. detail the complete description of col-

lateral pledged?
b. are typed or completed in ink?
c. are signed by the customer?

2. Are receipts issued to customers for each
item of collateral deposited?

3. Are the functions of receiving and releas-
ing collateral to borrowers and of making
entries in the collateral register performed
by different employees?

4. Is negotiable collateral held under joint
custody?

5. Is all collateral for a single loan main-
tained in a separate file?

6. Are receipts obtained and filed for released
collateral?

7. Is a record maintained of entry to the
collateral vault?

8. Are the following controls on collateral in
effect:
a. When the bank customers’ savings pass-

books are held as collateral, the savings
department is notified and the account
is so noted on the deposit ledger.

b. Descriptions of motor vehicles, as set
forth on the certificate of title and
insurance policies, are checked to the
chattel mortgages or other appropriate
documents granting security interest in
the vehicle.

c. An insurance-maturity tickler file is
maintained.

d. Procedures are in effect to ensure single-
interest insurance coverage is
obtained in case regular insurance is
canceled or expires.

e. All insurance policies on file include a
loss-payable clause in favor of the bank.

f. Filings are made on all security
agreements.

g. Supporting lien searches and property
appraisals are performed when a judg-
ment action is returned involving real
property.

9. Are control records maintained that iden-
tify loans secured by junior liens on real
estate?

10. Do those records indicate the current bal-
ance for loans secured by superior liens on
the same property?

DEALER LOANS

1. On dealer loans, are—
a. separate controls maintained or can they

be easily generated?
b. payments made directly to the bank and

not through the dealer?
c. coupon books, if used in connection

with loans, mailed to the borrowers,
instead of the dealer?

d. monthly summaries of the total paper
discounted and outstanding for each
dealer prepared and reviewed?

e. dealer lines reaffirmed at least annually?
f. required documents on file in connec-

tion with the establishment of each
dealer line?

g. signed extension agreements obtained
from dealers before extending accounts
originally discounted on a repurchase
agreement or other recourse basis?

h. downpayment amounts checked to
ensure they do not misrepresent the
sales price?

i. procedures in effect to prevent the dealer
from making late payments?

j. prohibitions against bringing loans cur-
rent by charges to the dealer’s reserve
accounts in effect?

k. selling prices, as listed by the dealer,
verified?

l. overdrafts prohibited in the dealer
reserve and holdback accounts?

m. procedures in effect to have the title
application controlled by someone other
than the purchaser?

n. credit checks on borrowers performed
independently of the dealer, or are the
dealer’s credit checks independently
verified?

o. delinquencies verified directly with the
customers?

DISCOUNTED LEASING PAPER

1. If the bank discounts leasing paper—
a. are separate controls maintained or can

they be easily generated?
b. are payments made directly to the bank?
c. are controls established or are audits of

lessor’s books conducted if the lessor is
permitted to accept payments (if so,
explain why briefly)?

d. are monthly summaries of total paper
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discounted for each lessor prepared and
reviewed?

e. are lines for each lessor reaffirmed at
least annually?

f. is a master lease required and properly
recorded when fleet-leasing or blanket
purchase of leasing paper is handled?

g. is the value of leased goods verified to
ensure that it is not less than the amount
advanced?

h. is lease paper screened for the credit
quality of the lessee?

i. are lease terms and payment amounts
required to be adequate to liquidate the
debt in full?

CREDIT CARD LENDING

1. Has the bank tested, analyzed, and docu-
mented line-assignment and line-increase
criteria prior to broad implementation of a
new credit card plan?

2. Is a borrower’s repayment capacity care-
fully considered when the bank assigns an
initial credit line or significantly increases
existing credit lines?
a. Are credit-line assignments managed con-

servatively using proven credit criteria?
b. Does the bank have documentation and

analyses of decision factors such as
repayment history, risk scores, behavior
scores, or other relevant criteria?

c. Does the bank consider its entire rela-
tionship with a borrower when making
decisions about credit-line assignments?

d. If the bank offers multiple credit lines to
borrowers, does it have sufficient con-
trols and management information sys-
tems to aggregate related exposures and
analyze borrowers’ performance before
offering them additional lines of credit?

3. Do the bank’s policies and procedures focus
on adequate control, authorizations, and the
timely repayment of amounts that exceed
established credit limits?
a. Are the bank’s management information

systems sufficient to enable management
to identify, measure, manage, and con-
trol the risks associated with over-limit
accounts?

b. Does the bank have appropriate policies
and controls for over-limit authorizations
on open-end accounts, particularly
subprime accounts?

4. Do the bank’s policies and procedures
require that minimum payments on credit
card accounts amortize the current balances
over a reasonable period of time, consistent
with the nature of the underlying debt and
the borrower’s documented creditworthi-
ness? Do the bank’s policies and practices
foster or encourage prolonged negative
amortization, inappropriate fees, and other
practices that inordinately compound or
protract consumer debt?

5. Are workout programs designed to maxi-
mize principal reduction, and do they strive
to have borrowers repay their credit card
debt within 60 months? Has the bank docu-
mented and supported, with compelling evi-
dence, any exceptions to the 60-month time
frame for workout programs? Has the bank
also documented and supported any less
conservative loan terms and conditions that
may be warranted?

6. Has the bank established and maintained
adequate loss allowances for credit card
accounts subject to settlement arrangements?
a. Does the bank classify as a loss and

charge off immediately amounts of debt
forgiven in settlement arrangements?

b. Are specific allowances for such settle-
ment accounts reported as a charge-off in
Schedule RI-B of the call report?

c. Does the bank charge off any deficiency
balances within 30 days from the receipt
of a final settlement payment?

7. Does the bank evaluate the collectibility of
accrued interest and fees on credit card
accounts and recognize and properly account
for the amounts that are uncollectible?
a. Are appropriate methods employed to

ensure that income is accurately mea-
sured (such methods include providing
loan-loss allowances for uncollectible
fees and finance charges or placing
delinquent and impaired receivables on
nonaccrual status)?

b. Is the owned portion of accrued interest
and fees, including related estimated
losses, accounted for separately from
the retained interest in accrued interest
and fees from securitized credit card
receivables?

8. Does the bank’s allowance for loan and
lease losses (ALLL) methodology fully rec-
ognize the incremental losses that may be
inherent in over-limit accounts and port-
folio segments?
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9. Are accounts in workout programs segre-
gated for performance-measurement,
impairment-analysis, and monitoring
purposes?
a. Are multiple workout programs with dif-

ferent performance characteristics tracked
separately?

b. Is the allowance allocation for each work-
out program equal to the estimated loss
in each program, based on historical
experience adjusted for current condi-
tions and trends?

10. Is the total amount credited to the ALLL as
recoveries on a loan limited to the amount
previously charged off against the ALLL,
and are any amounts that are collected in
excess of this limit recognized as income?

11. Do the bank’s policies and procedures
address the types of allowed exceptions to
the FFIEC’s Uniform Retail Credit Classi-
fication and Account Management Policy
and also the circumstances permitting those
exceptions?
a. Is the volume of accounts that are granted

exceptions small and well controlled?
b. Is the performance of accounts that are

granted exceptions closely monitored?
c. Does the bank use exceptions prudently?

If not, has management been criticized
and has appropriate supervisory correc-
tive action been recommended?

REPOSSESSIONS

1. Are procedures established on reposses-
sions so that—
a. management takes timely action to

receive full advantage of any dealer
endorsement or repurchase agreement?

b. the notice of intention to sell is mailed
to all parties who are liable on the
account?

c. bids are required before the sale of the
item?

d. bids are retained in the borrower’s credit
file?

e. open repossessions are physically
checked monthly?

f. surplus funds received from the sale of
a repossession are mailed back to the
borrower in the form of a cashier’s
check?

g. any deficiency balance remaining after
the sale of repossession is charged off?

h. the bill of sale is properly completed
and signed by an officer?

i. separate general ledger control is
maintained?

DELINQUENT ACCOUNTS AND
OPERATING REVIEW SYSTEM

1. Are collection policies established so that—
a. a delinquent notice is sent before a loan

becomes 30 days past due?
b. collection effort is intensified when a

loan becomes two payments past due?
c. records of collection efforts are main-

tained in the customer’s file?
d. field or outside collectors are under the

supervision of an officer and are required
to submit progress reports?

e. all collections are acknowledged on
multicopy prenumbered forms?

f. all documents that are held outside the
regular files and that pertain to
installment loans under collection are
evidenced by a transmittal sheet and
receipt?

g. delinquency lists are generated on a
timely basis (indicate the frequency)?

2. Is an operating review system in place
that—
a. determines that duties are properly seg-

regated and that loan officers are pro-
hibited from processing loan payments?

b. recomputes the amount of credit life
and accident and health insurance on
new loans?

c. recomputes the amount of discount on
new loans?

d. recomputes the rebates on prepaid
loans?

e. test-checks daily transactions to subse-
quent general ledger postings?

f. reviews new-loan documentation?
g. reviews all information in reports being

submitted to the board of directors, or
any committee thereof, for errors or
omissions?

h. conducts a periodic review of income
accruals for accuracy?

i. reviews entries to unearned discount or
income accounts?

j. reviews all charged-off loans for proper
approval?

k. periodically reconciles charged-off notes
to controls?
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l. reviews dealer’s reserve and holdback
agreements and periodically determines
the adequacy of the balances in the
deposit account?

m. periodically verifies dealer reserve
balances?

n. determines that payments are accu-
rately and promptly posted?

o. reviews collection or reversal of late
charges?

p. determines that extension fees are col-
lected on all extended loans?

q. determines that discounted dealer paper
is properly endorsed?

r. determines that discounted dealer paper
is within established guidelines?

s. reviews compliance with laws and
regulations?

t. reviews trial balance reconcilements to
the general ledger?

CONCLUSION

1. Is the foregoing information an adequate
basis for evaluating internal control that is,
there are no significant deficiencies in
areas not covered in this questionnaire that
impair any controls? Explain negative
answers briefly and indicate any additional
examination procedures deemed necessary.

2. On the basis of a composite evaluation (as
evidenced by answers to the foregoing
questions), is internal control considered
adequate or inadequate?
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Subprime Lending
Effective date May 2007 Section 2133.1

Federally insured banks tend to avoid lending to
customers with poor credit histories because of
the higher risk of default and resulting loan
losses. However, some lenders1 extend their
risk-selection standards to attract lower-credit-
quality accounts.

Subprime lending involves extending credit
to borrowers who exhibit characteristics that
indicate a significantly higher risk of default
than traditional bank lending customers.2 The
risk of default may be measured by traditional
credit-risk measures (such as credit or repay-
ment history or debt-to-income levels) or by
alternative measures such as credit scores.

Subprime borrowers represent a broad spec-
trum of debtors, ranging from those who have
repayment problems because of an adverse event,
such as job loss or medical emergency, to those
who persistently mismanage their finances and
debt obligations. Subprime borrowers typically
have weakened credit histories that include pay-
ment delinquencies and possibly more severe
problems, such as charge-offs, judgments, and
bankruptcies. They may also display reduced
repayment capacity as measured by credit scores,
debt-to-income ratios, or other criteria that may
encompass borrowers with incomplete credit
histories. Generally, subprime borrowers will
display a range of one or more credit-risk
characteristics, such as—

• two or more 30-day delinquencies in the last
12 months, or one or more 60-day delinquen-
cies in the last 24 months;

• judgment, foreclosure, repossession, or charge-
off in the prior 24 months;

• bankruptcy in the last five years;
• relatively high default probability as evi-

denced by, for example, a credit bureau risk
score (FICO) of 660 or below (depending on
the product or collateral), or other bureau or
proprietary scores with an equivalent default-
probability likelihood; or

• debt-service-to-income ratio of 50 percent or
greater, or an otherwise limited ability to
cover family living expenses after deducting
total monthly debt-service requirements from
monthly income.

Subprime loans are loans to borrowers display-
ing one or more of these characteristics at the
time of origination or purchase.

SUPERVISORY GUIDANCE FOR
SUBPRIME LENDING

The subprime supervisory guidance applies to
direct extensions of credit; the purchase of
subprime loans from other lenders, including
delinquent or credit-impaired loans purchased at
a discount; the purchase of subprime automobile
or other financing ‘‘paper’’ from lenders or
dealers; and the purchase of loan companies that
originate subprime loans.

Subprime lending does not include loans to
borrowers who have had minor, temporary credit
difficulties but are now current. Also, the
subprime-lending guidance does not generally
apply to prime loans that develop credit prob-
lems after acquisition; loans that were initially
extended in subprime programs and are later
upgraded, as a result of their performance, to
programs targeted to prime borrowers; and com-
munity development loans, as defined in the
Community Reinvestment Act (CRA) regula-
tions, that may have some higher risk character-
istics, but are otherwise mitigated by guarantees
from government programs, private credit
enhancements, or other appropriate risk-
mitigation techniques.

Subprime lending poses unique and signifi-
cant risks to banking institutions engaged in the
activity. Market events have raised supervisory
issues about how well subprime lenders are
prepared to manage and control the risks.
Subprime-lending institutions need strong risk-
management practices and internal controls, as
well as board-approved policies and procedures
that appropriately identify, measure, monitor,
and control all associated risks. Institutions
considering or engaging in this type of lending
should recognize the additional risks inherent in
this activity and determine if these risks are
acceptable and controllable, given their organi-
zation’s financial condition, asset size, level of
capital support, and staff size. Well-managed
subprime lenders should recognize the height-
ened loss characteristics in their portfolios and
internally classify their delinquent accounts well

1. The terms lenders, financial institutions, and institutions
refer to federally insured banks and their subsidiaries.

2. For purposes of this section, loans to customers who are
not subprime borrowers are referred to as prime.
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before the time frames in their respective inter-
agency supervisory policy.

Interagency guidance on subprime lending
was issued on March 1, 1999, to alert examiners
and financial institutions to some of the pitfalls
and hazards involved in this type of lending.3
(See SR-99-06.) Additional interagency exami-
nation guidance was issued on January 31, 2001,
to further strengthen the supervision of certain
institutions, primarily those institutions having
subprime-lending programs with an aggregate
credit exposure equaling or exceeding 25 per-
cent of their tier 1 capital.4 (See SR-01-04.) The
aggregate exposure includes principal outstand-
ing and committed, accrued and unpaid interest,
and any retained residual interests5 relating to
securitized subprime loans. The Federal Reserve
may also apply the additional guidelines to
certain smaller subprime portfolios, such as
those experiencing rapid growth or adverse
performance trends, those administered by inex-
perienced management, and those with inad-
equate or weak controls.

Subprime loans command higher interest rates
and loan fees than those offered to standard-risk
borrowers. Subprime loans can be profitable,
provided the price charged by the lender is
sufficient to cover higher loan-loss rates and
overhead costs related to underwriting, servic-
ing, and collecting the loans. The ability to
securitize and sell subprime portfolios at a profit
while retaining the servicing rights makes
subprime lending attractive to a larger number
of institutions, further increasing the number of
subprime lenders and loans. Some financial
institutions have experienced losses attributable
to ill-advised or poorly structured subprime-
lending programs. These losses have attracted

greater supervisory attention to subprime lend-
ing and the ability of an insured bank to manage
the unique risks associated with this activity.

Risk Management

The following items are essential components of
a well-structured risk-management program for
subprime lenders.

Planning and Strategy

Before engaging in subprime lending, the board
and management should ensure that proposed
activities are consistent with the institution’s
overall business strategy and risk tolerances,
and that all involved parties have properly
acknowledged and addressed critical business-
risk issues. These issues include the costs asso-
ciated with attracting and retaining qualified
personnel, investments in the technology neces-
sary to manage a more complex portfolio, a
clear solicitation and origination strategy that
allows for after-the-fact assessment of under-
writing performance, and the establishment of
appropriate feedback and control systems. The
risk-assessment process should extend beyond
credit risk and appropriately incorporate operat-
ing, compliance, and legal risks. Finally, the
planning process should set clear objectives for
performance, including the identification and
segmentation of target markets or customers, as
well as set performance expectations and bench-
marks for each segment and the portfolio as a
whole. Institutions establishing a subprime-
lending program should proceed slowly and
cautiously into this activity to minimize the
impact of unforeseen personnel, technology, or
internal-control problems and to determine if
favorable initial profitability estimates are real-
istic and sustainable.

Staff Expertise

Subprime lending requires specialized knowl-
edge and skills that many financial institutions
may not possess. Marketing, account-origination,
and collections strategies and techniques often
differ from those employed for prime credit;
thus, it may not be sufficient to have the same
lending staff responsible for both subprime loans
and other loans. Additionally, servicing and

3. The March 1999 and January 2001 statements were
adopted and issued by the Board of Governors of the Federal
Reserve System, the Federal Deposit Insurance Corporation,
the Office of the Comptroller of the Currency, and the Office
of Thrift Supervision.

4. The March 1999 and January 2001 subprime-lending
interagency guidance is consolidated within this section. To
focus on the supervisory guidance that applies primarily to
institutions having subprime-lending programs equaling or
exceeding 25 percent of tier 1 capital, see the January 2001
release. The March 1999 interagency supervisory guidance
applies to all subprime-lending institutions.

5. Residual interests are on-balance-sheet assets that rep-
resent interests (including beneficial interests) in transferred
financial assets retained by a seller (or transferor) after a
securitization or other transfer of financial assets. They are
structured to absorb more than a pro rata share of credit loss
related to the transferred assets through subordination provi-
sions or other credit-enhancement techniques.
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collecting subprime loans can be very labor
intensive. If necessary, the institution should
implement programs to train staff. The board
should ensure that staff possess sufficient exper-
tise to appropriately manage the risks in subprime
lending and that staffing levels are adequate for
the planned volume of subprime activity. The
experience, or seasoning, of staff and loans
should be taken into account as performance is
assessed over time.

Lending Policy

A subprime-lending policy should be appropri-
ate to the size and complexity of the institution’s
operations and should clearly state the goals of
the subprime-lending program. While not
exhaustive, the following lending standards
should be addressed in any subprime-lending
policy:

• types of products offered as well as those that
are not authorized

• portfolio targets and limits for each credit
grade or class

• lending and investment authority clearly stated
for individual officers, supervisors, and loan
committees

• a framework for pricing decisions and profit-
ability analysis that considers all costs associ-
ated with the loan, including origination costs,
administrative or servicing costs, expected
charge-offs, and capital

• evaluation of collateral and appraisal
standards

• well-defined and specific underwriting param-
eters (that is, on acceptable loan term, debt-
to-income ratios, and loan-to-collateral-value
ratios for each credit grade and a minimum
acceptable credit score) that are consistent
with any applicable supervisory guidelines6

• procedures for the separate tracking and moni-
toring of loans approved as exceptions to
stated policy guidelines

• credit-file documentation requirements, such
as applications, offering sheets, loan and col-
lateral documents, financial statements, credit

reports, and credit memoranda to support the
loan decision

• correspondent/broker/dealer approval process,
including measures to ensure that loans origi-
nated through this process meet the institu-
tion’s lending standards

If the institution elects to use credit scoring
(including applications scoring) for approvals or
pricing, the scoring model should be based on a
development population that captures the behav-
ioral and credit characteristics of the subprime
population targeted for the products offered.
Because of the significant variance in character-
istics between the subprime and prime popula-
tions, institutions should not rely on models
developed solely for products offered to prime
borrowers. Further, the model should be reviewed
frequently and updated as necessary to ensure
that assumptions remain valid.

Purchase Evaluation

As they evaluate expected profits, institutions
that purchase subprime loans from other lenders
or dealers must give due consideration to the
cost of servicing these assets and to the loan
losses that may be experienced. For instance,
some lenders who sell subprime loans charge
borrowers high up-front fees, which are usually
financed into the loan. This provides incentive
for originators to produce a high volume of
loans with little emphasis on quality, to the
detriment of a potential purchaser. Further,
subprime loans, especially those purchased from
outside the institution’s lending area, are at
special risk for fraud or misrepresentation (that
is, the quality of the loan may be less than the
loan documents indicate).

Institutions should perform a thorough due-
diligence review before committing to purchase
subprime loans. Institutions should not accept
loans from originators that do not meet their
underwriting criteria, and they should regularly
review loans offered to ensure that loans pur-
chased continue to meet those criteria. Deterio-
ration in the quality of purchased loans or in the
portfolio’s actual performance versus expecta-
tions requires a thorough reevaluation of the
lenders or dealers who originated or sold the
loans, as well as a reevaluation of the institu-
tion’s criteria for underwriting loans and select-
ing dealers and lenders. Any such deterioration
may also highlight the need to modify or termi-

6. Extensions of credit secured by real estate, whether the
credit is subprime or otherwise, are subject to the Interagency
Guidelines for Real Estate Lending Policies, which establish
supervisory loan-to-value (LTV) limits on various types of
real estate loans and impose limits on an institution’s aggre-
gate investment in loans that exceed the supervisory LTV
limits. (See 12 CFR 208, appendix C.)
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nate the correspondent relationship or to adjust
underwriting and dealer or lender selection
criteria.

Loan-Administration Procedures

After the loan is made or purchased, loan-
administration procedures should provide for
the diligent monitoring of loan performance and
establish sound collection efforts. To minimize
loan losses, successful subprime lenders have
historically employed stronger collection efforts,
such as calling delinquent borrowers frequently,
investing in technology (for example, using
automatic dialing for follow-up telephone calls
on delinquent accounts), assigning more expe-
rienced collection personnel to seriously delin-
quent accounts, moving quickly to foreclose or
repossess collateral, and allowing few loan
extensions. This aspect of subprime lending is
very labor intensive but critical to the program’s
success. To a large extent, the cost of such
efforts can be a tradeoff with future loss expec-
tations, when an institution analyzes the profit-
ability of subprime lending and assesses its
appetite to expand or continue this line of
business. Subprime-loan administration proce-
dures should be in writing and at a minimum
should detail—

• billing and statement procedures;
• collection procedures;
• content, format, and frequency of manage-

ment reports;
• asset-classification criteria;
• methodology to evaluate the adequacy of the

allowance for loan and lease losses (ALLL);
• criteria for allowing loan extensions, defer-

rals, and re-agings;
• foreclosure and repossession policies and pro-

cedures; and
• loss-recognition policies and procedures.

Loan Review and Monitoring

Once an institution books the loans, designated
staff must perform an ongoing analysis of
subprime loans, not only on an aggregate basis
but also for subportfolios. Information systems
should be in place to segment and stratify the
institution’s portfolio (for example, by origina-
tor, loan-to-value, debt-to-income ratios, or credit
scores). Assigned staff should produce reports

that management can use to evaluate the perfor-
mance of subprime loans. The review process
should focus on whether performance meets
expectations. Institutions then need to consider
the source and characteristics of loans that do
not meet expectations and make changes in their
underwriting policies and loan-administration
procedures to restore performance to acceptable
levels.

When evaluating actual performance against
expectations, it is particularly important that
management review credit scoring, pricing, and
any ALLL-adequacy models. Models driven by
the volume and severity of historical losses
experienced during an economic expansion may
have little relevance in an economic slowdown,
particularly in the subprime market. Manage-
ment should ensure that models used to estimate
credit losses or to set pricing allow for fluctua-
tions in the economic cycle and are adjusted to
account for other unexpected events.

Consumer Protection

Institutions that originate or purchase subprime
loans must take special care to avoid violating
fair lending and consumer protection laws and
regulations. Higher fees and interest rates com-
bined with compensation incentives can foster
predatory pricing or discriminatory ‘‘steering’’
of borrowers to subprime products for reasons
other than the borrower’s underlying creditwor-
thiness. An adequate compliance-management
program must identify, monitor, and control the
consumer protection hazards associated with
subprime lending.

Subprime mortgage lending may trigger the
special protections of the Home Ownership and
Equity Protection Act of 1994, subtitle B of title
I of the Riegle Community Development and
Regulatory Improvement Act of 1994. This act
amended the Truth in Lending Act to provide
certain consumer protections in transactions
involving a class of nonpurchase, closed-end
home mortgage loans. Institutions engaging in
this type of lending must also be thoroughly
familiar with the obligations set forth in Regu-
lation Z (12 CFR 226.32), Regulation X (24
CFR 3500), and the Real Estate Settlement
Procedures Act (RESPA) (12 USC 2601) and
should adopt policies and implement practices
that ensure compliance.

The Equal Credit Opportunity Act makes it
unlawful for a creditor to discriminate against an
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applicant on a prohibited basis regarding any
aspect of a credit transaction. Similarly, the Fair
Housing Act prohibits discrimination in connec-
tion with residential real estate–related transac-
tions. Loan officers and brokers must treat all
similarly situated applicants equally and without
regard to any prohibited-basis characteristic (for
example, race, sex, or age). This is especially
important with respect to how loan officers or
brokers assist customers in preparing their ap-
plications or otherwise help them to qualify for
loan approval.

Securitization and Sale

To increase their loan-production and -servicing
income, some subprime lenders originate loans
and then securitize and sell them in the asset-
backed securities market. Strong demand from
investors and favorable accounting rules often
allow securitization pools to be sold at a gain,
providing further incentive for lenders to expand
their subprime-lending program. However, the
securitization of subprime loans carries inherent
risks, including interim credit risk and liquidity
risks, which are potentially greater than those
for securitizing prime loans. Accounting for the
sale of subprime pools requires assumptions that
can be difficult to quantify, and erroneous
assumptions could lead to the significant over-
statement of an institution’s assets. Moreover,
the practice of providing support and substitut-
ing performing loans for nonperforming loans to
maintain the desired level of performance on
securitized pools has the effect of masking
credit-quality problems.

Institutions should recognize the volatility of
the secondary market for subprime loans and the
significant liquidity risk incurred when originat-
ing a large volume of loans intended for secu-
ritization and sale. Investors can quickly lose
their appetite for risk in an economic downturn
or when financial markets become volatile. As a
result, institutions that have originated, but have
not yet sold, pools of subprime loans may be
forced to sell the pools at deep discounts. If an
institution lacks adequate personnel, risk-
management procedures, or capital support to
hold subprime loans that were originally intended
for sale, these loans may strain an institution’s
liquidity, asset quality, earnings, and capital.
Consequently, institutions actively involved in
the securitization and sale of subprime loans
should develop a contingency plan that addresses

backup purchasers of the securities or the atten-
dant servicing functions, alternate funding
sources, and measures for raising additional
capital.

Institutions should refer to the Statement of
Financial Accounting Standards No. 140 (FAS
140), ‘‘Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of
Liabilities,’’ for guidance on accounting for
these transactions. If a securitization transaction
meets FAS 140 sale or servicing criteria, the
seller must recognize any gain or loss on the sale
of the pool immediately and carry any retained
interests in the assets sold (including servicing
rights or obligations and interest-only strips) at
fair value. Management should ensure that the
key assumptions used to value these retained
interests are reasonable and well supported, both
for the initial valuation and for subsequent
quarterly revaluations. In particular, manage-
ment should consider the appropriate discount
rates, credit-loss rates, and prepayment rates
associated with subprime pools when valuing
these assets. Since the relative importance of
each assumption varies with the underlying
characteristics of the product types, manage-
ment should segment securitized assets by spe-
cific pool, as well as by predominant risk and
cash-flow characteristics, when making the un-
derlying valuation assumptions. In all cases,
however, institutions should take a conservative
approach when developing securitization
assumptions and capitalizing expected future
income from subprime-lending pools. Institu-
tions should also consult with their auditors as
necessary to ensure that their accounting for
securitizations is accurate.

Reevaluation

Institutions should periodically evaluate whether
the subprime-lending program has met profit-
ability, risk, and performance goals. Whenever
the program falls short of original objectives, an
analysis should be performed to determine the
cause, and the program should be modified
appropriately. If the program falls far short of
the institution’s expectations, management should
consider terminating it. Questions that manage-
ment and the board need to ask may include the
following:

• Have cost and profit projections been met?
• Have projected loss estimates been accurate?
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• Has the institution been called upon to provide
support to enhance the quality and perfor-
mance of loan pools it has securitized?

• Were the risks inherent in subprime lending
properly identified, measured, monitored, and
controlled?

• Has the program met the credit needs of the
community that it was designed to address?

Examination Review and Analysis

The following supervisory guidance (up to the
examination objectives) applies only to banks
that have subprime-lending programs equaling
or exceeding 25 percent of tier 1 capital and to
banks that have other designated subprime pro-
grams referenced in SR-01-4.

The heightened risk levels and potential vola-
tility in delinquency and loss rates posed by
subprime-lending programs warrant examiners’
increased ongoing attention. The risks inherent
in subprime-lending programs call for frequent
reviews. There are generally two levels of review
appropriate for subprime activities:

• Portfolio-level reviews include assessments of
underwriting standards, marketing practices,
pricing, management information and control
systems (quality control, audit and loan review,
vendor management, compliance), portfolio
performance, and the appropriate application
of regulatory and internal allowance and capi-
tal policies.

• Transaction-level testing includes the testing
of individual loans for compliance with un-
derwriting and loan-administration guide-
lines; the appropriate treatment of loans under
delinquency, re-aging, and cure programs; and
the appropriate application of regulatory and
internal allowance and capital policies.

During each regularly scheduled examination
cycle, examiners should perform a portfolio-
level review and some transaction testing at
each institution engaged in subprime lending.
The Federal Reserve will perform regular off-
site supervisory monitoring and may require
subprime lenders to supply supplementary infor-
mation about their subprime portfolios between
examinations. The examiner’s findings from
transaction-level testing and portfolio-level
reviews should be incorporated into the conclu-
sions about overall asset quality, the adequacy

of the ALLL and capital, and the adequacy of
portfolio risk-management practices.

Transaction-Level Testing

Subprime-loan portfolios contain elevated risks,
and actual subprime-lending practices often can
deviate from stated policy and procedural guid-
ance. Therefore, examiners should supplement
the portfolio-level examination procedures with
transaction-level testing to determine whether—

• individual loans adhere to existing policy,
underwriting, risk-selection, and pricing
standards;

• individual loans and portfolios are classified
in accordance with the subprime-lending
guidelines described in this section, or in other
Federal Reserve credit-extending supervisory
guidance;

• management, board, and regulatory reporting
is accurate and timely;

• existing loans conform to specified account-
management standards (such as over-limits,
line increases, reductions, cancellations,
re-scoring, or collections);

• key risk controls and control processes are
adequate and functioning as intended;

• roll rates and other loss-forecasting methods
used to determine ALLL levels are accurate
and reliable; and

• lending practices exist that may appear unsafe,
unsound, or abusive and unfair.

Adequacy of the ALLL

Examiners should assess the adequacy of the
ALLL to ensure that the portion allocated to the
subprime portfolio is sufficient to absorb esti-
mated credit losses for this portfolio. Consistent
with interagency policy,7 the term estimated
credit losses means an estimate of the amount
that is not likely to be collected; that is, net
charge-offs that are likely to be realized given
the facts and circumstances as of the evaluation
date.8 These estimated losses should meet the

7. The 2006 Interagency Policy Statement on the Allow-
ance for Loan and Lease Losses was issued December 13,
2006. (See SR-06-17.) The Supplemental Interagency policy
statement on the ALLL methodologies and documentation
was issued July 2, 2001. (See SR-01-07.)

8. Estimates of credit losses should include accrued interest
and other accrued fees (for example, uncollected credit card
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criteria for accrual of loss contingency, as set
forth under generally accepted accounting prin-
ciples (GAAP), consistent with supervisory
ALLL policy.

New Entrants to the Business

In some instances, an institution (for example, a
newly chartered institution or an existing insti-
tution entering the subprime-lending business)
may not have sufficient previous loss experience
to estimate an allowance for subprime-lending
activities. In such cases, industry statistics or
another institution’s loss data for similar loans
may be a better starting point to determine the
ALLL than the institution’s own data for devel-
oping loss rates. When an institution uses loss
rates developed from industry statistics or from
other institutions to determine its ALLL, it
should demonstrate and document that the
attributes of the loans in its portfolio or portfolio
segment are similar to those in the other insti-
tution’s (or industry’s) portfolio.

Pools of Subprime Loans—Not Classified

The ALLL required for subprime loans should
be sufficient to absorb at least all estimated
credit losses on outstanding balances over the
current operating cycle, typically 12 months.
The board of directors and management are
expected to ensure that the institution’s process
for determining an adequate level for the ALLL
is based on a comprehensive and adequately
documented analysis of all significant factors.
The consideration factors should include histori-
cal loss experience, ratio analysis, peer-group
analysis, and other quantitative analysis as a
basis for the reasonableness of the ALLL. To the
extent that the historical net charge-off rate is
used to estimate expected credit losses, it should
be adjusted for changes in trends, conditions,
and other relevant factors, including business

volume, underwriting, risk selection, account-
management practices, and current economic or
business conditions that may alter such experi-
ence. The allowance should represent a prudent,
conservative estimate of losses that allows a
reasonable margin for imprecision. Institutions
should clearly document loss estimates and the
allowance methodology in writing. This docu-
mentation should describe the analytical process
used, including—

• portfolio-segmentation methods applied;
• loss-forecasting techniques and assumptions

employed;
• definitions of terms used in ratios and model

computations;
• relevance of the baseline loss information

used;
• rationale for adjustments to historical experi-

ence; and
• a reconciliation of forecasted loss rates to

actual loss rates, with significant variances
explained.

Classification Guidelines for
Subprime Lending

Well-managed subprime lenders should recog-
nize the heightened loss characteristics in their
portfolios and internally classify their delin-
quent accounts well before the time frames
outlined in the retail classification policy issued
by the Federal Financial Institutions Examina-
tion Council (FFIEC) on June 12, 2000. Exam-
iners should classify subprime loans and port-
folios in accordance with the guidelines in this
section and other applicable Federal Reserve
supervisory guidelines. Classified loans are loans
that are not protected adequately by the current
sound worth and paying capacity of the bor-
rower or the collateral pledged. As such, full
liquidation of the debt may be in jeopardy. Pools
of classified subprime loans (to include, at a
minimum, all loans past due 90 days or more)
should be reviewed for impairment, and an
adequate allowance should be established con-
sistent with existing interagency policy.

Individual Loans

Examiners should not automatically classify or
place loans in special mention merely because
they are subprime. Rather, classifications should

fees or uncollected late fees) that have been added to the loan
balances and, as a result, are reported as part of the institu-
tion’s loans on the balance sheet. An institution may include
these types of estimated losses in either the ALLL or a
separate valuation allowance, which would be netted against
the aggregated loan balance for regulatory reporting purposes.
When accrued interest and other accrued fees are not added to
the loan balances and are not reported as part of loans on the
balance sheet, the collectibility of these accrued amounts
should nevertheless be evaluated to ensure that the institu-
tion’s income is not overstated.
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reflect the borrower’s capacity and willingness
to repay and the adequacy of collateral pledged.

Loans to borrowers that do not have the
capacity to service their loans generally will be
classified substandard. When repayment capac-
ity is insufficient to support the orderly liquida-
tion of the debt, and the collateral pledged is
insufficient to mitigate risk of loss, then a more
severe classification and nonaccrual is war-
ranted. Subprime loans that are past due 90 days
or more should be classified at least substandard
based on a reasonable presumption that their
past-due status indicates an inadequate capacity
or unwillingness to repay. A more stringent
classification approach may be appropriate based
on the historical loss experience of a particular
institution. Classification of other subprime loans
as doubtful or loss will be based on examiners’
analysis of the borrower’s capacity to repay, and
on the quality of institution underwriting and
account-management practices as evidenced in
the loan file or by other documentation.

In some cases, the repayment of principal,
interest, and fees on some subprime loans may
be overly dependent on collateral pledged. This
occurs when the risk of default is so high that an
abundance of collateral is taken to mitigate risk
of loss in the event of default. From a safety-
and-soundness perspective, institutions should
be discouraged from lending solely on the basis
of collateral pledged. Such loans will generally
be classified substandard. Further, when the
borrower does not demonstrate the capacity to
service the loan from sources other than col-
lateral pledged, the loan may be placed on
nonaccrual.

Portfolios

When the portfolio review or loan sample indi-
cates serious concerns with credit-risk selection
practices, underwriting standards, or loan qual-
ity, examiners should consider classifying or
criticizing the entire portfolio or segments of the
portfolio. Such a decision may be appropriate in
cases where risk is inordinately high or delin-
quency reports reflect performance problems.
Some subprime-lending portfolios may pose
very high risk. These may include portfolios of
unsecured loans or secured, high loan-to-value
loans to borrowers who clearly exhibit inad-
equate capacity to repay the debt in a reasonable
time frame. Most such portfolios should be
classified at least substandard.

Required Documentation for Cure
Programs

Cure programs, including such practices as
re-aging, extensions, renewals, rewrites, or other
types of account restructuring, are subject to the
standards outlined in the retail classification
policy. In accordance with that policy, cure
programs should be used only when the institu-
tion has substantiated the customer’s renewed
willingness and ability to repay. Examiners will
expect institutions to maintain documentation
supporting their analysis of the customer’s
renewed ability and willingness to repay the
loan at the time it is extended, renewed, or
deferred. When the institution cannot demon-
strate both the willingness and ability of the
customer to repay, the loan should not be
renewed, extended, deferred, or rewritten, and
the loan should be moved back to its pre-cure
delinquency status. Documentation should
include one or more of the following:

• a new verification of employment
• a recomputed debt-to-income ratio indicating

sufficient improvement in the borrower’s finan-
cial condition to support orderly repayment

• a refreshed credit score or updated bureau
report

• a file memo evidencing discussion with the
customer

When documentation of the customer’s renewed
willingness and ability to repay the loan is
absent or deficient, management practices should
be criticized.

Predatory or Abusive Lending
Practices

The term ‘‘subprime’’ is often misused to refer
to certain predatory or abusive lending practices.
Lending practices can be designed to responsi-
bly provide service to customers and enhance
credit access for borrowers with special credit
needs. Subprime lending that is appropriately
underwritten, priced, and administered can serve
these goals.

Some forms of subprime lending may be
abusive or predatory, however. Lending prac-
tices may be designed to transfer wealth from
the borrower to the lender or loan originator
without a commensurate exchange of value.
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This is sometimes accomplished when the lender
structures a loan to a borrower who has little or
no ability to repay the loan from sources other
than the collateral pledged. When default occurs,
the lender forecloses or otherwise takes posses-
sion of the borrower’s property (generally the
borrower’s home or automobile). In other cases,
the lender may use the threat of foreclosure or
repossession to induce duress on the borrower
for payment. Typically, predatory lending
involves at least one, and perhaps all three, of
the following elements:

• making unaffordable loans based on the assets
of the borrower rather than on the borrower’s
ability to repay an obligation

• inducing a borrower to refinance a loan
repeatedly in order to charge high points and
fees each time the loan is refinanced (that is,
‘‘loan flipping’’)

• engaging in fraud or deception to conceal the
true nature of the loan obligation or ancillary
products from an unsuspecting or unsophisti-
cated borrower

Loans to borrowers who do not demonstrate the
capacity to repay the loan, as structured, from
sources other than the collateral pledged are
generally considered unsafe and unsound. Such
lending practices should be criticized in the
examination report as imprudent. Further, exam-
iners should refer any loans with the aforemen-
tioned characteristics to Federal Reserve con-
sumer compliance/fair lending specialists for
additional review.

Capitalization

The Federal Reserve’s minimum capital require-
ments generally apply to portfolios that exhibit
substantially lower risk profiles than those that
exist in subprime-loan programs. Therefore,
these requirements may not be sufficient to
reflect the risks associated with subprime port-
folios. Subprime-lending activities can present a
greater-than-normal risk for financial institu-
tions and the deposit insurance funds; therefore,
the level of capital institutions need to support
this activity should be commensurate with the
additional risks incurred. Each subprime lender
is responsible for quantifying the amount of
capital needed to offset the additional risk in
subprime-lending activities, and for fully docu-

menting the methodology and analysis support-
ing the amount specified.

The amount of additional capital necessary
will vary according to the volume and type of
subprime activities conducted and the adequacy
of the institution’s risk-management program.
An institution’s overall capital adequacy will be
evaluated on a case-by-case basis through on-
site examinations and off-site monitoring proce-
dures, considering, among other factors, the
institution’s own documented analysis of the
capital needed to support subprime lending.
Institutions that are determined to have insuffi-
cient capital must correct the deficiency within a
reasonable time frame or be subject to supervi-
sory action. In light of the higher risks associ-
ated with this type of lending, higher minimum-
capital requirements may be imposed on
institutions engaging in subprime lending.

The sophistication of this analysis should be
commensurate with the size, concentration level,
and relative risk of the institution’s subprime-
lending activities and should consider the fol-
lowing elements:

• portfolio-growth rates
• trends in the level and volatility of expected

losses
• the level of subprime-loan losses incurred

over one or more economic downturns, if such
data or analyses are available

• the impact of planned underwriting or market-
ing changes on the credit characteristics of the
portfolio, including the relative levels of risk
of default, loss in the event of default, and the
level of classified assets

• any deterioration in the average credit quality
over time due to adverse selection or retention

• the amount, quality, and liquidity of collateral
securing the individual loans

• any asset, income, or funding-source
concentrations

• the degree of concentration of subprime
credits

• the extent to which current capitalization con-
sists of residual assets or other potentially
volatile components

• the degree of legal or reputation risk associ-
ated with the subprime business lines pursued

• the amount of capital necessary to support the
institution’s other risks and activities

Given the higher risk inherent in subprime-
lending programs, examiners should reasonably
expect, as a starting point, that an institution
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would hold capital against such portfolios in an
amount that is one and one-half to three times
greater than what is appropriate for non-
subprime assets of a similar type. Refinements
should depend on the factors analyzed above,
with particular emphasis on the trends in the
level and volatility of loss rates, and on the
amount, quality, and liquidity of collateral
securing the loans. Institutions should have
capital ratios that are well above the averages
for their traditional peer groups or other simi-
larly situated institutions that are not engaged in
subprime lending.

Some subprime asset pools warrant increased
supervisory scrutiny and monitoring, but not
necessarily additional capital. For example, well-
secured loans to borrowers who are slightly
below what is considered prime quality may
entail minimal additional risks compared with
prime loans, and they may not require additional
capital if adequate controls are in place to
address the additional risks. On the other hand,
institutions that underwrite higher-risk subprime
pools, such as unsecured loans or high loan-to-
value second mortgages, may need significantly
higher levels of capital, perhaps as high as
100 percent of the loans outstanding, depending
on the level and volatility of risk.

Stress Testing

An institution’s capital adequacy analysis should
include stress testing as a tool for estimating
unexpected losses in its subprime-lending pools.
Institutions should project the performance of
their subprime-loan pools under conservative
stress-test scenarios, including an estimation of
the portfolio’s susceptibility to deteriorating eco-
nomic, market, and business conditions. Port-
folio stress testing should include ‘‘shock’’ test-
ing of basic assumptions, such as delinquency
rates, loss rates, and recovery rates on collateral.
Stress tests should also consider other poten-
tially adverse scenarios, such as changing attri-
tion or prepayment rates; changing utilization
rates for revolving products; changes in credit-
score distribution; and changes in the capital-
market demand for whole loans or asset-backed
securities supported by subprime loans. These
are representative examples; actual factors will
vary by product, market segment, and the size
and complexity of the portfolio relative to the
institution’s overall operations. Whether stress

tests are performed manually, or through auto-
mated modeling techniques, it is expected that—

• the process is clearly documented, rational,
and easily understood by the institution’s
board and senior management;

• the inputs are reliable and relate directly to the
subject portfolios (for example, baseline loss
history or default probabilities should reflect
each segment of the institution’s portfolio and
not just a blend of prime and subprime
borrowers);

• assumptions are well documented and conser-
vative; and

• any models are subject to a comprehensive
validation process.

The results of the stress-test exercises should be
a documented factor in the analysis and deter-
mination of capital adequacy for the subprime
portfolios.

Institutions that engage in subprime-lending
programs without adequate procedures to esti-
mate and document the level of capital neces-
sary to support their activities should be criti-
cized. Where capital is deemed inadequate to
support the risk in subprime-lending activities,
examiners should consult with their Reserve
Bank supervisory official to determine the
appropriate course of action. Such actions may
include requiring additional capital in accor-
dance with the Federal Reserve’s capital adequacy
rules, or requiring the institution to submit an
acceptable capital plan in accordance with safety-
and-soundness guidelines.

Subprime-Lending Examiner
Responsibilities

Using the interagency guidance and any supple-
mental Federal Reserve guidelines, examiners
should assess carefully management’s ability to
administer the higher risk in subprime port-
folios. The examiner should judge manage-
ment’s ability to manage the risk involved in the
subprime-lending program, in particular, the
quality of the risk-management and control
processes in place, and more importantly, the
extent to which management is adhering to
those processes. When examiners determine that
risk-management practices are deficient, they
should criticize management and initiate correc-
tive action. Such actions may include formal or
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informal enforcement actions or a plan to achieve
adequate capitalization. When a primary super-
visor determines that an institution’s risk-
management practices are materially deficient,
the primary supervisor may instruct the institu-
tion to discontinue its subprime-lending
programs.

APPENDIX—QUESTIONS AND
ANSWERS FOR EXAMINERS
REGARDING THE EXPANDED
GUIDANCE FOR SUBPRIME-
LENDING PROGRAMS

To assist examiners who review subprime-
lending activities, the following questions and
answers were developed to provide additional
guidance on the expanded interagency guidance
that was issued on January 31, 2001.

Applicability of the Guidance

Question 1: Does the guidance apply to all
institutions?

No. The guidance will not affect the vast major-
ity of insured institutions engaged in traditional
consumer lending. The guidance applies to
institutions that systematically target the subprime
market through programs that employ tailored
marketing, underwriting standards, and risk
selection.

The guidance does not address traditional
consumer lending that has historically been the
mainstay of community banking. It does not
apply to institutions extending credit to subprime
borrowers as part of their standard community-
lending process, or making loans to subprime
borrowers as an occasional exception to a prime-
lending program, even if the aggregate of these
loans totals more than 25 percent of tier 1
capital. Such institutions continue to be subject
to the normal supervisory process.

Institutions engaging in subprime-lending pro-
grams generally have knowingly and purpose-
fully focused on the subprime-lending markets
through planned business strategies, tailored
products, and explicit borrower targeting. In
instances where significant exposures to subprime
borrowers are identified, examiners should con-
sider the institution’s marketing program, loan
products, pricing, underwriting standards and

practices, and portfolio performance to deter-
mine if the institution has a program that war-
rants the supervision and safeguards outlined in
the guidance.

Question 2: Does the guidance apply when an
institution offers a product that attracts a dis-
proportionate number of subprime borrowers,
but which the institution does not explicitly
identify as subprime?

A subprime program commonly features prod-
ucts specifically tailored to borrowers with weak-
ened credit histories. Such products often differ
substantially in pricing and terms from products
offered to prime borrowers, and usually have
separate and distinctly different underwriting
standards. An institution offering a product that
attracts a disproportionate number of borrowers
with weakened credit histories likely has a
subprime program whether or not the activity is
called a subprime program. The guidance will
apply to these programs when the resultant
aggregate credit exposure is at least 25 percent
of the institution’s tier 1 capital.

Institutions with significant programs are
expected to have the necessary risk-management
and internal-control systems in place to properly
identify, measure, monitor, and control the
inherent risks in its subprime portfolio. Risk
management and controls for these programs
typically involve enhanced performance moni-
toring, intensive collection activities, and other
loss-mitigation strategies. If an institution sys-
tematically targets the subprime market but does
not segregate these loans from its prime port-
folio, it is doubtful that the institution has the
necessary risk-management and control systems
in place to safely engage in the activity.

Subprime Characteristics

Question 3: Why does the Expanded Guidance
for Subprime Lending Programs use a credit
bureau risk score (FICO) of 660 as a cutoff
point for subprime lending?

The guidance does not use credit scores, or any
other single risk factor, as a definitive cutoff
point for subprime lending. The characteristics
listed are not explicit, bright-line definitions.
The range of credit characteristics used to
describe subprime borrowers is intended to help
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examiners identify lenders that are engaged in
subprime-lending programs. These characteris-
tics describe borrowers with varying, but signifi-
cantly higher, probabilities of default than prime
borrowers. The guidance states that ‘‘this list is
illustrative rather than exhaustive and is not
meant to define specific parameters for all bor-
rowers.’’

A credit bureau score of 660 (FICO) is used
only as an example to illustrate a credit score
that generally indicates a higher default prob-
ability. The guidance indicates the probability of
default, as evidenced by the credit score, will
vary by product and collateral. The subprime
guidance lists several characteristics that denote
a higher probability of default. Examiners are
directed to use these characteristics as a starting
point to expand their review of lending pro-
grams targeting subprime borrowers in accor-
dance with risk-focused examination proce-
dures. The severity of risk may vary significantly
for the different characteristics listed, as well as
for the type and quality of collateral. Examiners
should take this into consideration when review-
ing the portfolio and determining the adequacy
of loan-loss reserves and capital.

The characteristics used in the guidance are
well recognized in the investment and lending
industries. A number of public debt rating agen-
cies and financial institutions, including the
government-sponsored enterprises (GSEs), use
similar credit characteristics to differentiate risk
among borrowers. Specific examples include the
following:

• Fitch defines a subprime borrower as ‘‘...one
with a credit profile worse than that of a prime
A quality borrower, whose credit report would
typically reveal no recent mortgage delinquen-
cies and whose credit profile would yield a
[FICO] credit score in the range above 680.’’
Fitch’s mortgage credit grade matrix lists the
following credit-history elements for A-, the
highest subprime grade: one 30-day delin-
quency in the last 12 months on a mortgage
debt; one 30-day delinquency in the last 24
months on installment debt, or two 30-day
delinquencies in the last 24 months on revolv-
ing debt; bankruptcy in past five years; charge-
off or judgments exceeding $500 in the past
24 months; and/or a debt-to-income ratio of
45 percent.1

• Standard & Poor’s subprime-mortgage under-
writing guidelines define subprime
A-characteristics as two or more 30-day
delinquencies on mortgage and consumer
credit, one 60-day delinquency on consumer
credit, debt-to-income ratio of 45 percent, and
no bankruptcy in the past five years. Standard
& Poor’s also ‘‘...considers subprime borrow-
ers to have a FICO credit score of 659 or
below.’’2

• Standard & Poor’s has classified nonprime B
auto securitization pools as having occasional
delinquencies and minor charge-offs on re-
volving debt, static pool net losses of 3.1 per-
cent to 7.5 percent, and FICO credit scores
ranging from 620–679.3

• Freddie Mac has used the FICO score of 660
or below to designate higher-risk borrowers
requiring more comprehensive review. Fred-
die Mac views a score in the 620–660 range as
an indication that the ‘‘borrower’s willingness
to repay debt as agreed is uncertain.’’ FICO
scores below 620 are placed in the ‘‘cautious-
review category,’’ and Freddie Mac considers
scores below 620 ‘‘as a strong indication that
the borrower’s credit reputation is not
acceptable...’’4

Capital Guidance

Question 4: If an institution is engaged in
subprime lending as described by the guidance,
does the 1.5-to-3 times capital described in the
guidance automatically apply?

No. The expanded interagency guidance on
subprime lending is flexible examination guid-
ance; the capital range does not automatically
apply because the guidance is not a capital rule
or regulation. Rather, the guidance describes an
expectation that subprime lenders hold sufficient
loan-loss reserves and capital to offset the addi-
tional risks that may exist in subprime activities.
The agencies expect institutions to have meth-
odologies and analyses in place to support and
document the level of reserves and capital needed

1. Fitch IBCA, Duff & Phelps, ‘‘Rating U.S. Residential
Subprime Mortgage Securities, March 16, 2001: 2.

2. Standard & Poor’s, ‘‘U.S. Residential Subprime Mort-
gage Criteria,’’ Structured Finance, 1999: 12, 169.

3. Standard & Poor’s, ‘‘Auto Loan Criteria and Market
Overview 1998,’’ Structured Finance Ratings Asset-Backed
Securities, 6.

4. Freddie Mac, Single-Family Seller/Servicer Guide, chap-
ter 37, section 37.6, ‘‘Using FICO Scores in Underwriting,’’
March 7, 2001.
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for the additional risks assumed. The higher the
risk, the more reserves and capital needed to
support the activity. Institutions with lower-risk
subprime portfolios may not need additional
reserves and capital. In addition, examiners are
reminded that subprime lending is only one
element in the evaluation of the institution’s
overall capital adequacy. If the analysis shows
that the institution has adequate capital for all its
assets and activities, including subprime lend-
ing, there is no additional capital requirement
arising from the guidance.

Examiners are instructed not to unilaterally
require additional reserves and capital based on
the guidance. Any determination made by an
examiner that an institution’s reserves or capital
are deficient will be discussed with the institu-
tion’s management and with each agency’s
appropriate supervisory office before a final
decision is made.

Question 5: Are the regulatory expectations for
higher capital levels consistent with capital
levels supporting subprime assets outside the
insured banking industry?

Yes. The regulatory expectations of higher capi-
tal maintenance are consistent with expectations
in the capital markets. The 1.5-to-3-times-
capital multiple is risk based, e.g., the level of
additional capital varies by relative loan quality
and is applied only to the subprime portfolio, not
the institution’s entire asset structure. This is
consistent with the financial marketplace’s
assessment of relative risk in subprime assets
outside the banking industry. For example, the
amount of credit enhancement required for
subprime securitization structures varies accord-
ing to the level and volatility of perceived credit
risk in the underlying assets. In addition, pub-
licly traded subprime-finance companies (that
are not currently suffering from adverse ratings)
maintain equity-capital-to-managed-asset ratios
that are 1.5 to as much as 6 times (depending on
loan type and relative quality) those of finance
companies that do not specialize in subprime
loans.
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Subprime Lending
Examination Objectives
Effective date November 2002 Section 2133.2

1. To assess and evaluate the extent of subprime-
lending activities; whether management has
adequately planned for this activity; and
whether management has developed and
maintains board-approved policies and pro-
cedures, systems, and internal controls that
identify, measure, monitor, and control the
additional risks.

2. To ascertain whether management has estab-
lished adequate subprime-lending standards
that are commensurate with the risks associ-

ated with the subprime-lending program.
3. To conduct portfolio-level reviews and

transaction-level testing of the subprime-
lending activities, assessing the quality and
performance of the subprime-loan portfolios
and subprime-lending program, including its
profitability, delinquency, and potential and
actual loss experience.

4. To assess the adequacy of the allowance for
loan and lease losses (ALLL) for the
subprime-loan portfolio.
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Subprime Lending
Examination Procedures
Effective date November 2002 Section 2133.3

1. Determine whether the subprime-lending
activities are consistent with the bank’s
overall business strategy and risk toler-
ances, and that the critical business risks
have been identified and considered.

2. Assess whether the bank has the financial
capacity, including capital adequacy, to con-
duct the high-risk activity of subprime lend-
ing safely, without any undue concentra-
tions of credit.

3. Ascertain if management has committed the
necessary resources, that is, technology and
skilled personnel, to manage and control the
risks associated with the volume and com-
plexity of the subprime-lending program.

4. Determine whether the banking institution’s
contingency plans are adequate to address
the issues of (1) alternative funding sources,
(2) back-up purchasers of the securities or
the attendant servicing functions, and
(3) methods of raising additional capital
during an economic downturn or when
financial markets become volatile.

5. Determine if management has established
adequate lending standards that are appro-
priate for the size and complexity of the
banking organization’s operations, and if
management is maintaining proper controls
over the program. (See ‘‘Risk Manage-
ment’’ in section 2133.1 for the lending
standards that should be included in the
subprime-loan program.)

6. Review and evaluate loan-administration
and loan-monitoring procedures for subprime
loans originated or purchased, including—
a. collection, repossession, and disclosure

procedures;
b. the management of the number of staff

members, the level and effective use of
skilled staffing, and advanced technol-
ogy;

c. the adequacy of the allowance for loan
and lease losses (ALLL); and

d. the adequacy and accuracy of models
used to estimate credit losses or set
pricing, making certain that the models
account for economic cycles and other
unexpected events.

7. Perform a portfolio-level review and con-
duct some transaction testing. Incorporate
examination findings from the portfolio-

level and transaction-level testing reviews
into the conclusions about overall asset
quality, the adequacy of the ALLL and
capital, and the adequacy of portfolio risk-
management practices.

8. Review securitization transactions for com-
pliance with Statement of Financial Account-
ing Standards No. 140 (FAS 140) and this
guidance, including whether the banking
organization has provided any support to
maintain the credit quality of loan pools it
has securitized.

9. Evaluate the ALLL and regulatory capital
allocated to support subprime-lending pro-
grams, including whether the total protec-
tion for subprime-asset programs and the
levels for each component are adequate.
Ascertain that a sound risk-management
program exists that includes the ability of
management to determine and quantify
appropriate levels for each component.

10. Analyze the performance of the program,
including its profitability, delinquency, and
loss experience.

11. Consider management’s response to adverse
performance trends, such as higher-than-
expected prepayments, delinquencies,
charge-offs, customer complaints, and
expenses.

12. Determine if the banking institution’s
subprime-lending program effectively man-
ages the credit, market, liquidity, reputa-
tional, operational, and legal risks associ-
ated with subprime-lending operations.

13. Evaluate the documented analysis of the
institution’s capital needed to support its
subprime-lending activities. Ascertain
whether the capital levels are risk sensitive,
that is, does allocated capital reflect the
level and variability of loss estimates within
reasonably conservative parameters? Deter-
mine if there is a direct link between the
expected loss rates used to determine the
required ALLL and the unexpected loss
estimates used to determine capital. Docu-
ment and reference each institution’s
subprime capital evaluation in the examina-
tion comments and conclusions regarding
capital adequacy.

14. Classify loans according to the following
criteria:
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a. Classify as substandard loans to borrow-
ers that do not have the capacity to
service their loans.

b. Classify as at least substandard subprime
loans that are 90 days or more past due
based on a reasonable presumption that
their past-due status indicates an inad-
equate capacity or unwillingness to
repay.

c. Consider classifying or criticizing the
entire portfolio or segments of the port-
folio when the portfolio review or loan
sample indicates serious concerns with
credit-risk selection practices, underwrit-
ing standards, or loan quality.

d. Classify as substandard high-risk unse-
cured loan portfolios or secured high

loan-to-value loans to borrowers who
clearly exhibit inadequate capacity to
repay the debt in a reasonable time
frame.

15. Report as unsafe and unsound imprudent
loans to borrowers who do not demonstrate
the capacity to repay the loan, as structured,
from sources other than the pledged collat-
eral. Refer such loans to a consumer
compliance/fair lending specialist for review.

16. Carefully assess management’ s ability to
administer the higher risk in subprime port-
folios. If risk-management practices are
deficient, criticize management and reach
specific agreements with senior manage-
ment and the board of directors to initiate
corrective action.

2133.3 Subprime Lending: Examination Procedures
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Subprime Mortgage Lending
Effective date October 2007 Section 2135.1

An interagency Statement on Subprime Mort-
gage Lending (the subprime statement) was
issued on July 10, 2007 (72 Fed. Reg. 37569) by
the agencies1 (same effective date). The subprime
statement address issues and questions related to
certain adjustable-rate mortgage (ARM) prod-
ucts marketed to subprime borrowers. The state-
ment clarifies how institutions can offer certain
ARM products in a safe and sound manner, and
in a way that clearly discloses the risks that a
borrower may assume from certain ARMs. The
statement applies to all banks and their subsid-
iaries and bank holding companies and their
nonbank subsidiaries. See SR-07-12/CA-07-3
and its attachment (the full text of the inter-
agency statement).

The guidance was developed to address
emerging risks associated with certain subprime
mortgage products and lending practices. The
agencies are particularly concerned about the
growing use of ARM products2 that provide low
initial payments based on a fixed introductory
rate that expires after a short period, and then
adjusts to a variable rate plus a margin for the
remaining term of the loan. These products
could result in payment shock to the borrower.
Also, there is concern that these products, typi-
cally offered to subprime borrowers, present
heightened risks to lenders and borrowers. Often,
these products have additional characteristics
that increase risk. These include qualifying bor-
rowers based on limited or no documentation of
income or imposing substantial prepayment pen-
alties or prepayment penalty periods that extend
beyond the initial fixed-interest-rate period.

ARM products originally were extended to
customers primarily as a temporary credit accom-
modation in anticipation of early sale of the
property or in expectation of future earnings
growth. However, these loans have been offered
to subprime borrowers as ‘‘credit repair’’ or
‘‘affordability’’ products. The agencies had con-
cerns that many of these subprime borrowers
may not have sufficient financial capacity to
service a higher debt load, especially if they
were qualified based on a low introductory
payment. Also, there was concern that the

subprime borrowers may not fully understand
the risks and consequences of obtaining these
types of ARM products. Borrowers who obtain
these loans may face unaffordable monthly pay-
ments after the initial rate adjustment, difficulty
in paying real estate taxes and insurance that
were not escrowed, or expensive refinancing
fees, any of which could cause borrowers to
default and potentially lose their homes.

SCOPE OF THE SUBPRIME
STATEMENT

The subprime statement emphasizes the need for
prudent underwriting standards and clear and
balanced consumer information so that institu-
tions and consumers can assess the risks arising
from certain ARM products with discounted or
low introductory rates. The statement is focused
on these types of ARMs and uses the inter-
agency Expanded Guidance for Subprime Lend-
ing (the expanded guidance)3 issued in 2001 to
determine subprime borrower characteristics.
While the statement is focused on subprime
borrowers, the principles in the statement are
also relevant to ARM products offered to non-
subprime borrowers.

RISK-MANAGEMENT PRACTICES

The risk-management practices discussed in the
subprime statement are generally consistent with
existing interagency guidance regarding real
estate lending, subprime lending, and nontradi-
tional mortgage products.4 Like the nontradi-

1. The Board of Governors of the Federal Reserve System
(the Board), the Office of the Comptroller of the Currency
(OCC), the Federal Deposit Insurance Corporation (FDIC),
the Office of Thrift Supervision (OTS), and the National
Credit Union Administration (NCUA).

2. See footnote 8.

3. As discussed in the 2001 interagency Expanded Guid-
ance for Subprime Lending Programs, the term ‘‘subprime’’
refers to the characteristics of individual borrowers. Subprime
borrowers typically have weakened credit histories that include
payment delinquencies and possibly more severe problems,
such as charge-offs, judgments, and bankruptcies. They may
also display reduced repayment capacity as measured by
credit scores, debt-to-income ratios, or other criteria that may
encompass borrowers with incomplete credit histories.

4. The 1993 Interagency Guidelines for Real Estate Lend-
ing (see SR-93-1 and sections 2090.1–2090.4); the 1999
Interagency Guidance on Subprime Lending (see SR-99-6 and
sections 2133.1–2133.3); the 2001 Expanded Guidance for
Subprime Lending Programs (see SR-01-4 and sections
2133.1–2133.3); and the 2006 Interagency Guidance on Non-
traditional Mortgage Product Risks (see SR-06-15/CA-06-12
and sections 2043.1–2043.4).
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tional mortgage guidance issued in 2006, the
subprime statement encourages institutions to
evaluate the borrower’s repayment capacity and
ability to repay the loan by final maturity at the
fully indexed rate, assuming a fully amortizing
repayment schedule.5 Further, the subprime state-
ment emphasizes that an institution’s assess-
ment of a borrower’s repayment capacity should
include an evaluation of the borrower’s debt-to-
income ratio and states that this assessment
should include total monthly housing-related
payments (i.e., principal, interest, taxes, and
insurance).

WORKOUT ARRANGEMENTS

The subprime statement reiterates the principles
in the interagency Statement on Working with
Borrowers (April 2007) in which the agencies
encouraged institutions to work constructively
with residential borrowers who are in default or
whose default is reasonably foreseeable. Both
documents indicate that prudent workout arrange-
ments that are consistent with safe and sound
lending practices are generally in the long-term
best interest of both the financial institution and
the borrower. The Federal Reserve will not
criticize institutions that pursue reasonable work-
out arrangements with borrowers.

SUPERVISORY REVIEW

Federal Reserve examiners are expected to care-
fully review an institution’s risk management,
consumer-disclosure practices, and consumer
compliance, concerns which are contained in the
subprime statement as a part of ongoing exami-
nation activities. Examiners will take action
against institutions that exhibit predatory lend-
ing practices, violate consumer protection or fair
lending laws, engage in unfair or deceptive acts
or practices, or otherwise engage in unsafe or
unsound lending practices.

STATEMENT ON SUBPRIME
MORTGAGE LENDING

The Statement on Subprime Mortgage Lending
(the subprime statement) was developed by the
agencies to address emerging issues and ques-
tions relating to certain subprime6 mortgage
lending practices. The agencies stated their con-
cern that borrowers may not fully understand the
risks and consequences of obtaining products
that can cause payment shock.7 In particular,
they have concerns with certain adjustable-rate
mortgage (ARM) products typically offered to
subprime borrowers that have one or more of the
following characteristics:

• low initial payments based on a fixed intro-
ductory rate that expires after a short period
and then adjusts to a variable index rate plus a
margin for the remaining term of the loan;8

• very high or no limits on how much the
payment amount or the interest rate may
increase (‘‘payment or rate caps’’) on reset
dates;

• limited or no documentation of borrowers’
income;

• product features likely to result in frequent
refinancing to maintain an affordable monthly
payment; and/or

• substantial prepayment penalties and/or pre-
payment penalties that extend beyond the
initial fixed-interest-rate period.

Products with one or more of these features
present substantial risks to both consumers and
lenders. These risks are increased if borrowers
are not adequately informed of the product
features and risks, including their responsibility
for paying real estate taxes and insurance, which
may be separate from their monthly mortgage
payments. The consequences to borrowers could

5. The nontraditional mortgage (NTM) guidance covers
mortgage products that allow borrowers to defer payment of
principal and sometimes interest, including interest-only mort-
gages when a borrower pays no loan principal for the first few
years of the loan and payment-option ARMs when a borrower
has flexible payment options with the potential for negative
amortization. Because certain ARM products offered to
subprime borrowers are fully amortizing, the NTM guidance
does not cover such products.

6. The term ‘‘subprime’’ is described in the 2001 Expanded
Guidance for Subprime Lending Programs. (See SR-01-4 and
sections 2133.1–2133.3)

7. Payment shock refers to a significant increase in the
amount of the monthly payment that generally occurs as the
interest rate adjusts to a fully indexed basis. Products with a
wide spread between the initial interest rate and the fully
indexed rate that do not have payment caps or periodic interest
rate caps, or that contain very high caps, can produce
significant payment shock.

8. For example, ARMs known as ‘‘2/28’’ loans feature a
fixed rate for two years and then adjust to a variable rate for
the remaining 28 years. The spread between the initial fixed
interest rate and the fully indexed interest rate in effect at loan
origination typically ranges from 300 to 600 basis points.
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include being unable to afford the monthly
payments after the initial rate adjustment because
of payment shock; experiencing difficulty in
paying real estate taxes and insurance that were
not escrowed; incurring expensive refinancing
fees, frequently due to closing costs and prepay-
ment penalties, especially if the prepayment
penalty period extends beyond the rate adjust-
ment date; and losing their homes. Conse-
quences to lenders may include unwarranted
levels of credit, legal, compliance, reputation,
and liquidity risks due to the elevated risks
inherent in these products.

Many of these concerns are addressed in
existing interagency guidance. The most promi-
nent are the 1993 Interagency Guidelines for
Real Estate Lending (real estate guidelines) (see
SR-93-1 and sections 2090.1–2090.4), the 1999
Interagency Guidance on Subprime Lending
(see SR-99-6 and sections 2133.1–2133.3)) and
the 2001 Expanded Guidance for Subprime
Lending Programs (expanded subprime guid-
ance) (see SR-01-4 and sections 2133.1–2133.3).

While the 2006 Interagency Guidance on
Nontraditional Mortgage Product Risks (NTM
guidance)9 may not explicitly pertain to prod-
ucts with the characteristics addressed in this
statement, it outlines prudent underwriting and
consumer protection principles that institutions
also should consider with regard to subprime
mortgage lending. This statement reiterates many
of the principles addressed in existing guidance
relating to prudent risk-management practices
and consumer protection laws.10

Risk-Management Practices

Predatory Lending Considerations

Subprime lending is not synonymous with preda-
tory lending, and loans with the features
described above are not necessarily predatory in
nature. However, institutions should ensure that
they do not engage in the types of predatory
lending practices discussed in the expanded
subprime guidance. Typically, predatory lending
involves at least one of the following elements:

• making loans based predominantly on the
foreclosure or liquidation value of a borrow-
er’s collateral rather than on the borrower’s
ability to repay the mortgage according to its
terms;

• inducing a borrower to repeatedly refinance a
loan in order to charge high points and fees
each time the loan is refinanced (‘‘loan flip-
ping’’); or

• engaging in fraud or deception to conceal the
true nature of the mortgage loan obligation, or
ancillary products, from an unsuspecting or
unsophisticated borrower.

Institutions offering mortgage loans such as
these face an elevated risk that their conduct will
violate section 5 of the Federal Trade Commis-
sion Act (FTC Act), which prohibits unfair or
deceptive acts or practices.11

Underwriting Standards

Institutions should refer to the real estate guide-
lines, which provide underwriting standards for
all real estate loans.12 The real estate guidelines
state that prudently underwritten real estate
loans should reflect all relevant credit factors,
including the capacity of the borrower to
adequately service the debt. The 2006 NTM
guidance details similar criteria for qualifying
borrowers for products that may result in pay-
ment shock.

Prudent qualifying standards recognize the
potential effect of payment shock in evaluating a
borrower’s ability to service debt. An institu-
tion’s analysis of a borrower’s repayment capac-
ity should include an evaluation of the borrow-
er’s ability to repay the debt by its final maturity
at the fully indexed rate,13 assuming a fully

9. See SR-06-1, sections 2043.1–2043.4, and 71 Fed. Reg.
58609 (October 4, 2006).

10. As with the NTM guidance, this statement applies to all
banks and their subsidiaries as well as to bank holding
companies and their nonbank subsidiaries.

11. The Board, the OCC, the OTS, and the FDIC enforce
this provision under section 8 of the Federal Deposit Insur-
ance Act. The Board, the OCC, and the FDIC also have issued
supervisory guidance to the institutions under their respective
jurisdictions concerning unfair or deceptive acts or practices.
See OCC Advisory Letter 2002-3, Guidance on Unfair or
Deceptive Acts or Practices, March 22, 2002, and 12 CFR 30,
appendix C; Joint Board and FDIC Guidance on Unfair or
Deceptive Acts or Practices by State-Chartered Banks, March
11, 2004.

12. Refer to 12 CFR 208, subpart C.
13. The fully indexed rate equals the index rate prevailing

at origination plus the margin to be added to it after the
expiration of an introductory interest rate. For example,
assume that a loan with an initial fixed rate of 7 percent will
reset to the six-month London Interbank Offered Rate (LIBOR)
plus a margin of 6 percent. If the six-month LIBOR rate
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amortizing repayment schedule.14

One widely accepted approach in the mort-
gage industry is to quantify a borrower’s repay-
ment capacity by a debt-to-income (DTI) ratio.
An institution’s DTI analysis should include,
among other things, an assessment of a borrow-
er’s total monthly housing-related payments
(e.g., principal, interest, taxes, and insurance, or
what is commonly known as PITI) as a percent-
age of gross monthly income.

This assessment is particularly important if
the institution relies upon reduced documenta-
tion or allows other forms of risk layering.
Risk-layering features in a subprime mortgage
loan may significantly increase the risks to both
the institution and the borrower. Therefore, an
institution should have clear policies governing
the use of risk-layering features, such as reduced-
documentation loans or simultaneous second-
lien mortgages. When risk-layering features are
combined with a mortgage loan, an institution
should demonstrate the existence of effective
mitigating factors that support the underwriting
decision and the borrower’s repayment capacity.

Recognizing that loans to subprime borrowers
present elevated credit risk, institutions should
verify and document the borrower’s income
(both source and amount), assets, and liabilities.
Stated-income and reduced-documentation loans
to subprime borrowers should be accepted only
if there are mitigating factors that clearly mini-
mize the need for direct verification of repay-
ment capacity. Reliance on such factors also
should be documented. Typically, mitigating
factors arise when a borrower with favorable
payment performance seeks to refinance an
existing mortgage with a new loan of a similar
size and with similar terms, and the borrower’s
financial condition has not deteriorated. Other
mitigating factors might include situations where
a borrower has substantial liquid reserves or
assets that demonstrate repayment capacity and
can be verified and documented by the lender.
However, a higher interest rate is not considered
an acceptable mitigating factor.

Workout Arrangements

As discussed in the April 2007 Interagency
Statement on Working with Borrowers (see
SR-07-6/CA-07-1), financial institutions are
encouraged to work constructively with residen-
tial borrowers who are in default or whose
default is reasonably foreseeable. Prudent work-
out arrangements that are consistent with safe
and sound lending practices are generally in the
long-term best interest of both the financial
institution and the borrower.

Financial institutions should follow prudent
underwriting practices in determining whether
to consider a loan modification or a workout
arrangement.15 Such arrangements can vary
widely based on the borrower’s financial capac-
ity. For example, an institution might consider
modifying loan terms, including converting loans
with variable rates into fixed-rate products to
provide financially stressed borrowers with pre-
dictable payment requirements.

The agencies will not criticize financial insti-
tutions that pursue reasonable workout arrange-
ments with borrowers. Further, existing super-
visory guidance and applicable accounting
standards do not require institutions to immedi-
ately foreclose on the collateral underlying a
loan when the borrower exhibits repayment
difficulties. Institutions should identify and report
credit risk, maintain an adequate allowance for
loan losses, and recognize credit losses in a
timely manner.

Consumer Protection Principles

Fundamental consumer protection principles rel-
evant to the underwriting and marketing of
mortgage loans include—

• approving loans based on the borrower’s abil-
ity to repay the loan according to its terms;
and

• providing information that enables consumers
to understand material terms, costs, and risks
of loan products at a time that will help the
consumer select a product.

Communications with consumers, including

equals 5.5 percent, lenders should qualify the borrower at
11.5 percent (5.5 percent + 6 percent), regardless of any
interest rate caps that limit how quickly the fully indexed rate
may be reached.

14. The fully amortizing payment schedule should be
based on the term of the loan. For example, the amortizing
payment for a ‘‘2/28’’ loan would be calculated based on a
30-year amortization schedule. For balloon mortgages that
contain a borrower option for an extended amortization
period, the fully amortizing payment schedule can be based on
the full term the borrower may choose.

15. Institutions may need to account for workout arrange-
ments as troubled-debt restructurings and should follow gen-
erally accepted accounting principles in accounting for these
transactions.
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advertisements, oral statements, and promo-
tional materials, should provide clear and bal-
anced information about the relative benefits
and risks of the products. This information
should be provided in a timely manner to assist
consumers in the product-selection process, not
just upon submission of an application or at
consummation of the loan. Institutions should
not use such communications to steer consumers
to these products to the exclusion of other
products offered by the institution for which the
consumer may qualify.

Information provided to consumers should
clearly explain the risk of payment shock and
the ramifications of prepayment penalties, bal-
loon payments, and the lack of escrow for taxes
and insurance, as necessary. The applicability of
prepayment penalties should not exceed the
initial reset period. In general, borrowers should
be provided a reasonable period of time (typi-
cally at least 60 days prior to the reset date) to
refinance without penalty.

Similarly, if borrowers do not understand that
their monthly mortgage payments do not include
taxes and insurance, and they have not budgeted
for these essential homeownership expenses,
they may be faced with the need for significant
additional funds on short notice.16 Therefore,
mortgage-product descriptions and advertise-
ments should provide clear, detailed information
about the costs, terms, features, and risks of the
loan to the borrower. Consumers should be
informed of—

• payment shock: potential payment increases,
including how the new payment will be cal-
culated when the introductory fixed rate
expires;17

• prepayment penalties: the existence of any
prepayment penalty, how it will be calculated,
and when it may be imposed;

• balloon payments: the existence of any bal-
loon payment;

• cost of reduced-documentation loans: whether
there is a pricing premium attached to a
reduced-documentation or stated-income loan
program; and

• responsibility for taxes and insurance: the
requirement to make payments for real estate
taxes and insurance in addition to their loan
payments, if not escrowed, and the fact that
taxes and insurance costs can be substantial.

Control Systems

Institutions should develop strong control sys-
tems to monitor whether actual practices are
consistent with their policies and procedures.
Systems should address compliance and con-
sumer information concerns, as well as safety
and soundness, and encompass both institution
personnel and applicable third parties, such as
mortgage brokers or correspondents.

Important controls include establishing appro-
priate criteria for hiring and training loan per-
sonnel, entering into and maintaining relation-
ships with third parties, and conducting initial
and ongoing due diligence on third parties.
Institutions also should design compensation
programs that avoid providing incentives for
originations inconsistent with sound underwrit-
ing and consumer protection principles, and that
do not result in the steering of consumers to
these products to the exclusion of other products
for which the consumer may qualify.

Institutions should have procedures and
systems in place to monitor compliance with
applicable laws and regulations, third-party
agreements, and internal policies. An
institution’s controls also should include
appropriate corrective actions in the event of
failure to comply with applicable laws, regula-
tions, third-party agreements, or internal poli-
cies. In addition, institutions should initiate
procedures to review consumer complaints to
identify potential compliance problems or other
negative trends.

Supervisory Review

The agencies will continue to carefully review
risk-management and consumer compliance
processes, policies, and procedures. The agen-

16. Institutions generally can address these concerns most
directly by requiring borrowers to escrow funds for real estate
taxes and insurance.

17. To illustrate: a borrower earning $42,000 per year
obtains a $200,000 ‘‘2/28’’ mortgage loan. The loan’s two-
year introductory fixed interest rate of 7 percent requires a
principal and interest payment of $1,331. Escrowing $200 per
month for taxes and insurance results in a total monthly
payment of $1,531 ($1,331 + $200), representing a 44 percent
DTI ratio. A fully indexed interest rate of 11.5 percent (based
on a six-month LIBOR index rate of 5.5 percent plus a
6 percent margin) would cause the borrower’s principal and
interest payment to increase to $1,956. The adjusted total
monthly payment of $2,156 ($1,956 + $200 for taxes and
insurance) represents a 41 percent increase in the payment
amount and results in a 62 percent DTI ratio.
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cies will take action against institutions that
exhibit predatory lending practices, violate
consumer protection laws or fair lending laws,

engage in unfair or deceptive acts or practices,
or otherwise engage in unsafe or unsound lend-
ing practices.
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Agricultural Loans
Effective date May 1996 Section 2140.1

INTRODUCTION

Agricultural loans can be broadly defined as
loans made to agricultural producers to finance
the production of crops or livestock. The term
‘‘crops’’ is meant to include any of the many
types of plants that produce grains, fruits, veg-
etables, or fibers that can be harvested. Simi-
larly, a variety of animals is produced for profit,
although cattle, swine, sheep, and poultry are by
far the most common. Production cycles vary
with the type of crop or livestock, from a few
weeks or months to several years; in the case of
an orchard crop or timber, the time from plant-
ing to harvest (from cash outlay to the genera-
tion of income) is quite lengthy. The type of
crop or livestock to be produced will determine
the nature of the financing needed, including its
timing, collateral considerations, and repayment
terms.
Repayment terms for farm loans normally

correspond to anticipated cash flows. Since
repayment of agricultural-related loans usually
comes from the sale of crops or livestock,
annual repayment terms are not uncommon.
Depending on the type of operation and timing
of cash income, payments may be set to come
due semiannually, quarterly, or on an irregular
schedule. However, many smaller farm opera-
tors also receive income from nonfarm employ-
ment, which allows them to make monthly
payments on some loans.
Agricultural producers need access to land

(often with buildings and other improvements)
and equipment, in addition to the shorter-term
operating inputs directly involved in crop or
livestock production. Not all producers own
land; some are tenants who pay the landowners
cash rent or a portion of the crop yield. Many
producers both own and rent or lease land in an
effort to maximize efficiency and income.
Accordingly, individual producers may need a
variety of types of loans, including—

• real estate loans,
• equipment loans,
• livestock loans, and
• operating (or production) loans.

Information on each of these types of agricul-
tural loans follows, as well as general comments
on agricultural lending and the examiner’s review
of agricultural loans.

AGRICULTURAL REAL ESTATE
LOANS

Real estate loans are not intended as a primary
focus of this manual section. However, real
estate loans are a significant portion of total debt
for many agricultural producers, and the exam-
iner should consider them when evaluating other
types of loans to agricultural producers. For a
more thorough discussion of real estate loans,
refer to section 2090.1, ‘‘Real Estate Loans.’’
Loans to finance agricultural land, together with
related improvements (frequently including the
producer’s residence) comprise the most com-
mon type of real estate loan made by agricul-
tural banks. These loans are subject to the same
general lending principles and legal and regula-
tory requirements1 as loans on other types of
real estate. Even if a bank has not made a real
estate loan to the agricultural borrower, any real
estate debt owed elsewhere must be considered
in analyzing the borrower’s creditworthiness,
along with amounts due to the bank and any
other creditors. Additionally, any state laws on
homestead exemptions should be noted.
Agricultural real estate loans tend to have

special characteristics, particularly with regard
to valuation and repayment considerations. For
instance, farmlandappraisers need special knowl-
edge of soil types, topography, data on rain-
fall or water tables, and crop production data,
as well as a knowledge of area market condi-
tions and other extenuating information. Prevail-
ing market values for farmland tend not to
permit as high a level of cash return as those
for other types of income-producing property.
Values always reflect supply and demand, and,
probably due to a number of factors, the demand
for farmland has traditionally been relatively
strong from neighboring landowners, other area
farmers, nonfarmers, and absentee owners who
have a strong desire to own land. A lower level
of return generally dictates a lower loan-to-
value ratio, although a borrower may be able to

1. In connection with the supervisory loan-to-value limits
set forth in the ‘‘Interagency Guidelines for Real Estate
Lending Policies,’’ farmland, ranchland, or timberland com-
mitted to ongoing management and agricultural production is
considered ‘‘improved property,’’ subject to a loan-to-value
limit of 85 percent. However, a bank may set a lower limit for
itself and, as a matter of policy, probably will loan less than
85 percent of appraised value on farmland in most cases.
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service debt at a higher level from other income
sources such as less-heavily encumbered land,
rented land, or nonfarm income. For example, it
would not be unusual for a bank to advance
100 percent of the purchase price of land if a
lien on additional land is taken to lower the
overall loan-to-value ratio.
There is generally a well-established market

for agricultural land. Although values fluctuate
based on a variety of factors (just as they do
with other types of real estate), there is normally
a recognized range of values at any given time
for particular land types within a general area.
The examiner should gain some knowledge of
current area land prices and trends through
published data from local universities or private
organizations, interviews with bank manage-
ment, and the review of appraisal reports. This
knowledge will be vital in assessing collateral
values and the borrower’s overall financial con-
dition and future prospects.
An amortization period of up to 20 years is

not uncommon for agricultural real estate loans
by banks. Longer-term loans (up to 30 years) on
farm real estate are sometimes made by com-
mercial banks, but are more common with other
lenders such as Federal Land Banks. Many
banks structure real estate loans so that required
payments are based on a 20- to 30-year amorti-
zation, but they write the notes with a 5- to
10-year maturity, at which time a balloon
payment is due. Major improvements, such
as livestock-confinement buildings or grain-
handling facilities, commonly have a shorter
amortization period of 10 years or less.

AGRICULTURAL MACHINERY
AND EQUIPMENT LOANS

Agricultural producers often need to finance the
purchase of machinery, equipment, vehicles,
and implements. Typically, these loans are
secured by the durable goods being financed and
are amortized over an intermediate term of up to
seven years. As with any equipment loan, some
borrower equity should be required, the amorti-
zation period should be no longer than the
expected useful life of the equipment, and sched-
uled payments should correlate reasonably with
the timing and amount of anticipated income. In
some cases, equipment loan payments may be
advanced under the borrower s operating line of
credit.

Loans to farmers and ranchers may include
individual notes to finance the purchase of
specific pieces of equipment or vehicles.
However, many agricultural borrowers provide
the bank with a blanket lien on all equipment
and vehicles to secure any and all debts owed
the bank. Frequently, borrowers have both
purchase money loans on specific equipment
and other loans secured by a blanket equipment
lien.
Under the Uniform Commercial Code, a

security interest in equipment is created with
a security agreement signed by the borrower and
a bank officer, and the lien is perfected by a
centrally filed financing statement. Many banks
file the financing statement in both the county
and state in which the borrower residesand in
the county and state in which the equipment is
located. The filing is a public record that notifies
lenders or other interested parties that the assets
identified have been pledged, as well as to
whom and when they were pledged.
Since the filing record provides vital informa-

tion for potential lenders, bank management
must check it before extending credit to deter-
mine whether the collateral is already pledged
to another lender. In many cases, a bank might
approve a loan request only if it were to be in
a first lien position, but there can be excep-
tions. For example, a bank may agree to advance
on a second lien position in a large piece of
equipment in which the borrower has substan-
tial equity or take a blanket lien on all equip-
ment, including one or a few items of equipment
pledged elsewhere (such as a purchase money
lien held by an equipment dealer). As a matter
of prudent lending and sound loan administra-
tion, lien searches should be performed peri-
odically on at least larger borrowers or on
those borrowers known to be or suspected of
having problems or of being involved with other
lenders.
Sound bank lending policies should prescribe

a maximum loan-to-value ratio for equipment,
as well as maximum repayment terms. The same
is true for vehicles, although the loan-to-value
limits on vehicles for highway use (automobiles
and trucks) tend to be higher because they have
a less-specialized use and are more liquid.
Maximum loan-to-value limits, particularly for
loans to purchase specific pieces of farm equip-
ment, may range to more than 80 percent or
even to 100 percent for strong borrowers. How-
ever, many farm lines of credit are supported in
part by blanket liens on all the borrower’s
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equipment. Typically, overall loan-to-value ratios
on a line of equipment do not exceed 60 percent.

LIVESTOCK LOANS

Livestock loans vary with the animal species
and the nature of the individual producer’s
operation, but the same general lending prin-
ciples apply to virtually all types of livestock
loans. The borrower should have an equity
position in the livestock financed, ample feed on
hand, or another underlying financial strength
that will protect the lender from risks such as
losses from animal diseases and deaths, rising
feed costs, or market fluctuations. The size of
the livestock operation should be commensurate
with the borrower’s physical facilities and man-
agement capability. Total debt should not over-
burden the borrower, and the timing and source
of repayment for loans should be understood
when they are originated. The term of a live-
stock loan normally bears a close relationship to
the length of time the animals are to be held.
Feed is a necessity for livestock producers

and a major expense for those involved in
finishing animals for slaughter, dairy herds, or
egg-laying operations. On the other hand, stocker
cattle feed mainly on pasture or silage, which
reduces feed costs. Some livestock producers
also raise feed crops, which may improve their
overall efficiency. Many producers, however,
need to buy feed. In any event, the loan officer
should have a firm understanding of how much
feed the borrower has on hand (or will be
harvesting) and how much will have to be
purchased. Still, even though both borrower and
banker may be experienced and capable at
projecting feed costs, variables beyond their
control impose some risk of increased costs.
These variables might include perils such as
unfavorable weather or disease affecting feed
crop yields or rising feed prices or shortages
brought on by other unanticipated forces.
Many banks will advance up to 100 percent of

the cost of livestock if the borrower has suffi-
cient feed on hand and a sound overall financial
position. Since the animals gain weight and
value as feedstocks are consumed, the bank’s
collateral position normally strengthens as the
livestock matures toward market weight. For
borrowers without adequate feedstocks on hand,
advance rates may be limited to 70 to 80 percent
of the purchase price.

TYPES OF LIVESTOCK
OPERATIONS AND LOAN
CONSIDERATIONS

Livestock producers usually specialize in par-
ticular kinds or breeds of animals or in certain
phases of an animal’s life cycle. This special-
ization may vary depending on geographic
area, climate, topography, soil type, or the
availability of water and feed, or on the pro-
ducer’s preferences, experience, or physical
facilities. A producer may change his special-
ization from time to time based on recurring
market cycles or more fundamental shifts in
economic factors, such as consumer demand.
Some producers are involved in more than
one type of livestock operation at any given
time.
The following is a brief discussion of the

most common types of livestock operations, as
well as the lending and loan analysis consider-
ations for each.

Cattle
Beef Breeds

• Cow-calf operation. A producer has breeding
stock that produces calves, which are then
sold as either feeder calves or future breeding
stock or are kept until the animal reaches full
maturity.
The typical cow-calf loan is for financing

the breeding stock (cows and bulls) of a herd.
The loan term is usually three to five years,
with annual payments of principal and interest
to fully amortize the loan within that term.
Often, loans for this type of operation are
written with one-year maturities and no pre-
determined amount of principal reduction at
maturity. However, this kind of loan structure
is more suitable for borrowers who are not
highly leveraged.
Repayment is from the annual sale of calves

and cull cows (older cows or those that fail to
produce offspring). Approximately 10 to
15 percent of a cow herd is culled each year;
most cows are retained for seven to as many
as twelve years. Bulls are typically stocked at
one for each 20 to 25 cows; pregnancy rates
are generally 80 to 100 percent, depending on
the age and health of the cows and on feed
availability.
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Most calves are born in late winter and
early spring, weighing around 100 pounds.
Cows may be winter-fed on hay, but cows and
calves graze on pastureland from spring to
around October when the calves weigh 500 to
550 pounds. At this time, the calves may be
sold to another producer who specializes in
raising stockers. (However, in some areas,
herds are managed to produce fall calves.
Also, depending on feed sources and market
conditions, calves may be sold at lighter
weights, around 300 to 400 pounds.)

• Stocker or backgrounding operation.A pro-
ducer in a stocker operation acquires calves
weighing from 300 to 550 pounds and feeds
them, primarily on pasture, until they weigh
around 700 to 750 pounds, when they are sold
to a finisher. Since the growth gains of young
cattle are generally the most efficient phase of
beef production, some stock operators prefer
to buy lighter weight calves, although the
lighter weights require more care and super-
vision to minimize death losses. Stocker
operations are relatively high-risk programs
that require specialized knowledge, but they
can also be quite profitable.
Backgrounding requires approximately

100 days, during which time the cattle may be
fed a daily ration of silage (the entire corn or
grain sorghum plant chopped into feed and
stored in a silo) and grain and feed supple-
ments, including soybean meal, minerals, salt,
and vitamins. The supplements usually need
to be purchased. Steers gain approximately
two pounds per day, and heifers slightly less.
Sometimes stocker cattle are placed on pas-
ture, which can include dormant wheat in the
winter or grass during the summer.
Stocker cattle are typically financed with a

90- to 120-day single-advance, single-maturity
note. Funds for feed purchases may be pro-
vided as part of the note proceeds, but, more
commonly, the feed is raised by the producer.
Loan repayment comes from the sale of
the cattle when they weigh around 700 to
750 pounds. Collateral for stocker loans is
typically the cattle financed and the feed.
Banks usually require around a 30 percent
margin in the cattle, but may require as little
as 20 percent or less for financially strong
borrowers.
The profitability of a backgrounding opera-

tion is sensitive to the average daily weight
gain, feed costs, weather, and purchase and
sale prices of the cattle.

• Finishing operation. A finishing operation
acquires cattle weighing approximately 700 to
750 pounds and feeds them a high-protein
grain ration until they are ready for slaughter
at around 1,100 to 1,200 pounds.
Finishing usually takes around 130 to

145 days. Most finishing cattle are now
custom-fed in commercial feedlots, but the
producer (not the feedlot owner) usually retains
ownership of the cattle. Feeder steers usually
gain approximately 3.2 pounds per day, and
heifers around 2.8 pounds per day. However,
average daily gains vary depending on the
breed, type of ration, time of year, or weather
conditions.
Finishing cattle can be risky because of

fluctuations in cattle prices between purchase
and sale dates. Some producers use futures
contracts to lock in prices and reduce the risk,
or they enter into forward contracts with a
packer. Larger producers may use a ‘‘moving
hedge’’ to offset the risk imposed by market
cycles.2
Banks normally require 20 to 30 percent

initial margin in financing the purchase of
feeder cattle, but may advance up to 100 per-
cent of the feed costs. As the cattle gain
weight, the bank’s collateral position tends to
improve. Repayment comes from sale of the
cattle, with loan maturity set near the antici-
pated sale date.

Dairy Operations

Cows are milked for ten months each year, then
rested for two months and allowed to ‘‘dry up’’
(quit producing milk by not being milked).
Three months after a female dairy cow gives
birth, she is rebred and calves nine months later.
Cows are commonly bred through artificial
insemination, which allows the producer to
improve the genetics of the herd. Each year
approximately one-third of the cows are culled,

2. In this strategy, the producer periodically buys a given
number of lightweight feeders and at the same time sells a
similar number of fat cattle. When prices are down, lower
revenues from sales of cattle are offset by the benefit of lower
costs to purchase replacement lightweight feeders. By the
same token, when prices are up, higher purchase costs are
offset by higher revenues on the slaughter cattle sold. This
strategy allows the producer to prevent or substantially
minimize losses due to fluctuating market prices. Otherwise,
the producer might too often be in the position of only buying
at high prices and only selling at low prices.
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with replacement heifers usually raised on the
farm. An 80 percent calf crop is common, with
the males either sold soon after birth or fed for
slaughter.
Milk production is measured by pounds of

milk produced per cow per year. Production in
the range of 13,500 to 20,500 pounds is com-
mon. Milk production variables include the
quality of the cows, number of days milked each
year, and amount and quality of feed. Feeding
cows a higher ratio of grain to dry hay will result
in higher milk production, but the higher feed
costs must be weighed against the returns of
higher production.
Feed is a major expense for a dairy operation.

Dairy cows consume a ration of corn or grain
sorghum, soybean meal, high-quality hay, silage,
vitamins, and minerals. Family-oriented dairy
operations usually grow most of their own feed
on the farm, while larger operations purchase
most of their feed and confine the cows to a
dry-lot facility.
A dairy operation is heavily capital intensive

because of the investment in cows, buildings,
and equipment. Dairying is also labor intensive,
which further adds to the cost of production.
The efficiency of a dairy operation is mea-

sured on a ‘‘per-cow’’ basis. Gross income,
expenses, and net income can be divided by the
number of cows to analyze trends and compare
them with other dairy operations. Several other
key indicators of a dairy operation’s productiv-
ity include the following:

• Pounds of milk per cow per year.Herds
averaging less than 14,000 pounds may be
struggling.

• Calving interval.Twelve to thirteen months is
favorable; if the interval lengthens, milk pro-
duction and the overall efficiency of the
operation will decline.

• Calf losses.A 10 percent or less loss on live
calves born is favorable and considered an
indication of good management.

• Culling rate.Cows should start milking when
they are about two years old and should
average four to five lactation periods before
they are culled; if cows have to be culled
prematurely, efficiency declines.

Loans to dairy operators may include longer-
term financing for land and improvements;
intermediate financing for the cow herd, special-
ized equipment, and vehicles; and operating
loans to help finance the production of feed

crops. Established operations may not require
herd financing unless the herd is being expanded.
Financing replacement cows to maintain a herd,
if necessary, should be included in a shorter-
term operating loan. Generally, operating loans
are not a major financing activity as the dairy
farmer’s regular income from the sale of milk
can often accommodate operating needs.
Collateral for dairy loans, in addition to real

estate, typically includes the livestock, crops
and feed on hand, and equipment. The collateral
is usually covered with a blanket security agree-
ment. Often, milk sale proceeds are assigned to
the bank, and the milk buyer sends a monthly
check directly to the bank to meet scheduled
loan repayments.
Clearly, the primary source of income for the

dairy farmer is the sale of milk, which is
produced daily. Additional income is produced
from the annual sale of calves and culled cows.

Hogs

Hog production consists of a two-stage opera-
tion: (1) ‘‘farrowing’’ (breeding sows to produce
feeder pigs) and (2) ‘‘finishing’’ (fattening feeder
pigs to slaughter weight). Many producers com-
bine both enterprises and are called farrow-to-
finish operations.
Hog producers range from small operators to

large corporate interests. The small producers
can be considered those who market less than
2,500 head per year; they can be involved either
in finishing hogs or in farrow-to-finish opera-
tions. Small producers also tend to be involved
in grain farming (raising their own feed) and
other kinds of livestock production. The profit-
ability and financial strength of a small producer
is generally tied to the ability to market hogs
frequently throughout the year, which lessens
the impact of adverse market fluctuations. If the
producer cannot market frequently, he or she
probably needs to be involved in hedging prac-
tices. A corporate hog farm is usually a farrow-
to-finish operation, with the number of sows
ranging from 500 to as many as 100,000 for the
largest producers.

Farrowing Operations

Hog breeding normally requires one boar for
approximately 20 sows. Sows typically have
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two litters per year, and litter size is one of the
most crucial factors in determining the success
of a farrowing operation. Eight hogs per litter is
a goal for most producers. Up to 25 percent of
the sows will be culled each year. Some produc-
ers raise their own replacement sows, while
others purchase quality breeding stock in an
attempt to improve herd quality.
Pigs are farrowed (born) in confinement build-

ings, and after three weeks, they are moved to a
nursery facility where the pigs are weaned from
the sow. The capital invested in farrowing
facilities varies greatly, but the trend has been
toward higher investments in facilities that
require less labor. However, a large investment
in a single-use, costly hog facility can pose a
significant risk if the farrowing operation is not
profitable.
Feed costs are the largest operating expense

of a farrowing operation. The feed required
consists of a feed grain (corn or milo), a protein
supplement, vitamins and minerals, and a pig
starter (a commercial feed used in the transition
from nursing to eating solid food). In a feeder
pig production operation, the young pigs are
typically kept until they weigh 40 to 60 pounds,
which takes around two months. Feed costs are
continually changing because of fluctuating grain
prices, so it may be difficult to project cash flow
accurately. Historical cash flow may be more
useful in demonstrating the borrower’s overall
management capabilities.
Loans to farrowing operations may include an

intermediate- to mid-term loan on the facilities
(usually not for more than ten years), breeding
stock loans that should be amortized over no
more than four years, and operating loans.
Operating loans are often in the form of revolv-
ing lines of credit to purchase feed, with repay-
ment normally coming from the sale of hogs.
The operating line should be cleaned up peri-
odically, or the bank should establish systems to
monitor advances and repayments to ensure that
stale debt is not accumulating.
Collateral for a farrowing operation could

include the facilities and the hogs and feed on
hand. For collateral purposes, the hogs should
be valued at local market prices even though the
producer might have paid a premium for breed-
ing stock. Feed should be heavily margined, as
the proceeds from feed sale during a foreclosure
are likely to be limited.
Loan repayment comes primarily from the

sale of young feeder pigs and culled sows. The
timing of scheduled repayments will vary,

depending largely on the producer’s breeding
schedule and the anticipated sale dates for feeder
pigs. Usually, sows are bred at different times so
they are not all having pigs at the same time. In
the case of a farrow-to-finish operation, the
cycle will be longer, and repayments will be
scheduled according to anticipated sale dates of
the fat hogs and culled breeding stock.

Finishing Operations

Hog finishing is the process of acquiring young
pigs that weigh 40 to 60 pounds, and feeding
them until they reach a slaughter market weight
of 220 to 240 pounds. The process takes
approximately four months. The average death
loss for a finishing operation is generally 4 to
5 percent of the total number of hogs started on
feed.
Loans for hog finishing are usually in the

form of single-payment notes that mature in
approximately four months. Loan proceeds are
used to purchase young pigs and may also be
used to purchase feed. A bank commonly
advances up to 100 percent of the purchase price
of the pigs. Usually, there is a blanket security
agreement in place that gives the bank a security
interest in all hogs, as well as in feed and other
chattels to provide additional overall support for
the credit. Margin in the collateral increases as
the animals gain weight. Repayment comes
from the sale of fat hogs to a packing plant.
The main factors in determining a finisher’s

profitability are (1) the cost of the feeder pigs,
(2) the cost of feeding the pigs, and (3) revenues
from the sale of hogs. Costs and revenues
continually change because of fluctuations in
market prices for young pigs, slaughter hogs,
grain, and feed. Because of the relatively short
cycle of hog finishing, a number of loans may be
made during one year. In analyzing hog loans,
reviewing the overall profitability of the opera-
tion (taking into account depreciation on facili-
ties and equipment, interest, and insurance) is
more meaningful than reviewing the results
from each individual loan advance.

Sheep

Sheep are raised for the production of meat and
wool. The most common sheep enterprise is the
raising of ewe (female) flocks, which produces
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income from the sale of both wool and lambs.
Larger flocks tend to be more efficient as they
can take better advantage of investments in
labor-saving equipment.
Ewes give birth once a year, usually during

late fall or winter. They frequently have twins,
resulting in an overall lamb production per ewe
of approximately 140 percent. About 20 percent
of the ewes are culled each year, with replace-
ments usually being raised from lambs. There is
typically one ram for each 30 ewes in a breeding
flock. The sheep and lambs graze on pasture
during the summer and are fed a ration of
roughage and grain during the winter.
Loans to ewe flock operators are made to

purchase breeding stock and to pay operating
expenses. Breeding-stock loans should be
amortized over no more than five years. Repay-
ment comes primarily from the sale of lambs
and wool.
Typically, lambs are finished in commercial

feedlots until they reach slaughter weight, which
involves purchasing 60-pound feeder lambs
and feeding them a hay-grain ration for about
90 days until they weigh approximately
120 pounds. The loan term is usually 90 to
120 days, with the sale of fat lambs to a
processor being the source of repayment.
Collateral consists of the lambs, which should
be valued at local market prices. Margin
required in the lambs, if any, will depend on
feedstocks owned or on the borrower’s financial
strength.

Poultry

Poultry production has become a very large and
highly organized agribusiness. Large corporate
producers dominate the industry. However, they
depend to a large extent on individual growers,
with whom they contract to raise the birds
almost from the day they are hatched until they
are ready for slaughter. The large company
supplies an independent grower with the day-old
chicks, feed, and medications and provides tech-
nical support. Under the contract, the company
pays the grower at a rate designed to provide an
acceptable return on the grower’s investment in
poultry houses, equipment, and labor.
Producing breeding stock, incubating eggs,

hatching chicks, and producing pullets and eggs
are other aspects of the poultry industry that are
highly specialized and relatively concentrated

within fairly large corporate producers. Most
banks will not extend loans on these types of
operations, and any that do should have substan-
tial background information on the industry in
their files. The examiner should review that
information and discuss the industry and the
borrower’s operation with the officer originating
or servicing the credit.
The typical grower owns 60 to 80 acres of

land and has an average of three to four poultry
houses. Most growers also have other jobs and
earn supplemental income from their growing
operations. Broiler (or fryer) chickens generally
are grown to a live market weight of approxi-
mately 4.2 pounds at 42 days of age.
Most bank loans to contract poultry growers

consist of construction loans to build poultry
houses and permanent financing for the houses
and equipment. The houses are large but of
relatively simple construction. Permanent financ-
ing is typically amortized over 10 to 15 years.
Government guarantees (Farmers Home

Administration, Small Business Administration,
or various state agencies) are often available
to mitigate the bank’s risk by guaranteeing from
85 percent to as much as 100 percent of the
permanent loan. Federal guarantees have not
been available for construction financing of
poultry houses, so the bank generally will have
to assume the full risk of the loan during the
construction period.
Construction loans are generally converted

into long-term loans that are repaid with the
contract income a grower receives from the
large corporate producer. Since feed and other
supplies are typically furnished by the large
producer, individual growers do not normally
require operating loans.
Egg production for consumption (rather than

hatching) is another aspect of the poultry indus-
try; it is also highly organized and controlled by
large producers. Facilities, feed, and labor rep-
resent the primary costs for these operations,
with repayment coming primarily from the sale
of eggs. Some income is also derived from the
sale of ‘‘spent’’ hens (older hens that are no
longer efficient layers). These operations are
capital intensive and highly specialized. Loans
to egg producers need to be carefully analyzed
to determine whether they are properly struc-
tured and adequately margined. Assessment of
the borrower’s overall management ability, and
record of profitability, industry trends, and any
special risk factors is particularly important in
judging loan quality.
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OPERATING (PRODUCTION)
LOANS

Banks (and other lenders) commonly finance the
operating expenses of agricultural producers
with short-term operating loans. Expenses
financed may include items such as cash rent;
seed; fertilizer; chemicals; irrigation; fuel; taxes;
hired labor; professional fees; and, for a live-
stock producer, feed, feed supplements, veteri-
nary care and medicines, and other supplies.
Operating loans may take the form of single-
purpose financing or line-of-credit financing.
The single-purpose loan is the simplest and
most basic form of financing, as it does not
attempt to address the borrower’s total credit
requirements, and the repayment source and
timing are relatively certain.
Line-of-credit financing may accommodate

most of a borrower’s operating needs for the
production cycle. Advances are made as needed
to purchase inputs or pay various expenses, with
all income usually remitted to the lender to
reduce the line. Depending on the type of
operation, the line may seldom be fully retired
because funds are advanced for a new operating
year before all inventories from prior years are
marketed. An operating line of credit is gener-
ally established after cash-flow projections for
the year are made to anticipate credit needs and
repayment capacity. While this type of financing
has the advantages of convenience and accurate
cash-flow monitoring (which permits comparing
actual cash flow with projections), it can also
have some disadvantages. The lender may be
inadvertently funding or subsidizing other credi-
tors’ payments with advances on the line and,
because operating cycles overlap, it may be
difficult for the lender to get out of an undesir-
able situation.
An operating line may be revolving or non-

revolving. A revolving line replenishes itself as
repayments are made, so the outstanding bal-
ance can fluctuate up and down during the
approved term. There is no limit on the total
amount borrowed during the term of the line, as
long as the amount outstanding never exceeds
the established limit. A nonrevolving line is
structured so that once the approved amount
is used, even though payments are made to
reduce the line, the borrower must reapply and
receive approval for any further advances.
Revolving lines afford flexibility but have no
firm disbursement or repayment plan, so they

are usually reserved for borrowers with strong
financial positions, proven financial manage-
ment, and a history of cooperation and perfor-
mance. Bank management should continually
monitor operating lines and clearly document
the purpose for advances and source of repay-
ments. A clean-up period may or may not be
required after harvest or completion of the
operating cycle, depending on the anticipated
schedule for selling farm or ranch production.
The primary source of repayment for an

agricultural operating loan is revenue from agri-
cultural production. Many farmers also receive
some form of government support payments,
and they may have employment off the farm or
do custom work (such as harvesting) for hire. In
many cases, wages or salaries generated from
the nonfarm employment of a farmer’s spouse
will cover a significant portion of the family’s
living expenses, relieving the financial pressure
on the farming operation. To evaluate repay-
ment capacity, the loan officer must determine
how much revenue will be generated from either
current production or inventories. Revenues will
need to be sufficient to cover all expenses,
however, not just those funded by the loan.
These could include various operating expenses,
family living expenses, payments on capital
debt (for real estate and equipment), and any
anticipated new capital expenditures. There
should also be a margin to cover incorrect
assumptions about yields and prices.
Most agricultural lenders recognize the need

for yearly cash-flow projections to help deter-
mine credit needs and repayment capacity. Pro-
jections of both income and expense are usually
made for each month (or each quarter) of the
year to anticipate the amount and timing of peak
financing needs, as well as the total net cash
flow for the year. Obtaining and analyzing
yearly federal income tax returns (particularly
Schedule F) should be strongly encouraged as a
means of reviewing actual operating results.
Actual data can then be compared with projec-
tions to determine variances. Reasons for the
variances should be understood as a part of the
credit analysis process. This analysis will help
the bank decide whether to grant or deny credit
and service loans.
If a borrower loses money from operations in

one year and cannot fully repay the operating
loan, there will be ‘‘carryover debt.’’ In general,
carryover debt should be segregated, secured
with additional collateral if possible, and amor-
tized over a reasonable term that is consistent
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with the borrower’s repayment capacity. Consis-
tent losses and excessive carryover debt can
preclude further advances and lead to the sale of
certain assets or even to full liquidation of the
operation.
Collateral for a typical operating loan includes

growing crops, feed and grain, livestock, and
other inventories. Normally, a bank also obtains
a security interest in equipment, vehicles, gov-
ernment payments, and other receivables to
strengthen the collateral margin. For new bor-
rowers, a lien search is recommended to deter-
mine the presence of any senior liens. Pledged
assets should be valued, either by a knowledge-
able bank officer or an outside appraiser, and the
operation and collateral should be inspected
periodically to judge conditions and values.
Inspections for established borrowers are usu-
ally done at least annually. More frequent
inspections are usually performed on marginal
borrowers or if the borrower has a feeder live-
stock operation with more rapid turnover of
assets.

GOVERNMENT AGRICULTURAL
SUBSIDY PROGRAMS

Federal government programs have long been
able to help farmers financially and, to an extent,
control the overproduction of agricultural prod-
ucts. These programs are continually evolving,
but remain important in determining many pro-
ducers’ income levels and profitability. In addi-
tion to establishing subsidies, the programs also
set limits on the number of acres of certain crops
that a producer can plant to help control crop
surpluses and support price levels.

Conservation Reserve Program

The Conservation Reserve Program (CRP) is a
long-term retirement program for erodible land.
Landowners submit bids for a 10-year contract,
stating the annual payment per acre they would
accept to convert the highly erodible land to a
grass cover. The maximum bid per acre has been
established, and accepted bids must not exceed
prevailing local rental rates for comparable land.
If the bid is accepted by the local Agricultural
Stabilization and Conservation Service (ASCS)
office, the landowner must sow the land to grass,
with the cost of planting grass shared by the
landowner and the government.

During the term of the 10-year contract, the
landowner cannot plant a crop on the land, allow
grazing on it, or cut the grass for hay. The CRP
contract is assignable, so it can be transferred to
a new owner along with title to the land.

Farmers Home Administration

The Farmers Home Administration (FmHA) is a
federal lending agency operating within the U.S.
Department of Agriculture. The FmHA per-
forms two main functions: (1) providing super-
vised credit to farmers who are unable to obtain
adequate credit from commercial banks and
(2) improving rural communities and enhancing
rural development.
Three basic programs allow the FmHA to

extend funds to farmers: (1) grants, (2) direct
loans, and (3) loan guarantees. The grant pro-
gram is the smallest and generally relates to
rural housing and community programs, most of
which are for water and waste disposal systems.
The direct loan programs are for loans made by
FmHA through its county and state offices to
farmers. The loan guarantee program permits
the FmHA to guarantee up to 90 percent of the
amount of loss on a loan made and serviced by
another lender.
Most FmHA loans are (1) farm-operating

loans, (2) farm ownership loans, or (3) emer-
gency farm loans. Operating loans and farm
ownership loans are for operators of family
farms. Eligible purposes for operating loans
include capital loans for machinery and live-
stock, as well as annual production inputs. Farm
ownership loans are available for buying land,
refinancing debts, and constructing buildings.
Emergency loans are designed for farmers in
counties where severe production losses have
resulted from a disaster or from economic
emergencies.
To qualify for a loan, a borrower must (1) be

unable to obtain sufficient credit elsewhere at
reasonable rates and terms, (2) be a citizen of the
United States, (3) be an owner or tenant operator
of a farm not larger than a family farm, and
(4) have sufficient training or experience to
ensure a reasonable chance of success in the
proposed operation.
Banks have been highly motivated to use the

FmHA-guaranteed loan program as a means of
mitigating risk and perhaps developing a sound
customer for the future. An FmHA loan also
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improves the bank’s liquidity, since the guaran-
teed portion of the loan can be sold in the
secondary market.

Small Business Administration

While it is not primarily a lender to agricultural
producers, the Small Business Administration
(SBA) has made low-interest-rate disaster loans
available to individuals, including farmers. The
SBA can make or guarantee various types of
agricultural loans to producers whose annual
revenues do not exceed $500,000. Banks occa-
sionally make these loans, which are supported
by collateral as well as a substantial percentage
guarantee by the SBA. In many rural areas,
however, it is probably more convenient for a
bank to work with a nearby FmHA office than
with an SBA office, which may be located some
distance away in a metropolitan community.

Federal Crop Insurance Corporation

The Federal Crop Insurance Corporation, which
is a part of the U.S. Department of Agriculture,
writes multiperil crop insurance. The premiums
for this insurance are subsidized by the federal
government. For further information, see the
following subsection on crop insurance.

CROP INSURANCE

The Federal Crop Insurance Reform Act of 1994
combined crop insurance and disaster aid into a
single, unified program. To be eligible for any
price support or production adjustment program
and for new contracts in the conservation reserve
program or any FmHA loan, farmers must carry
crop insruance coverage. The expanded crop
insurance program replaces the need for disaster
bills as the federal response to emergencies
involving widespread crop loss.
Aside from the basic required coverage under

the federal program, known as the catastrophic
coverage level, banks encourage some borrow-
ers to carry crop insurance to reduce their risk of
not being repaid on farm-operating loans. Bor-
rowers that are more highly leveraged and have
minimum margin in their operating loans are
most likely to be required to carry crop insur-

ance. Two common types of crop insurance are
(1) crop hail insurance sold by private insurers,
which insures only against hail damage, and
(2) multiperil crop insurance written by the
Federal Crop Insurance Corporation. As its
name implies, multiperil crop insurance insures
against drought, rain, hail, fire, wind, frost,
winterkill, disease, and insect losses.
The federal government subsidizes the multi-

peril crop insurance premium by paying most of
its administrative, actuarial, underwriting, and
selling expenses. By subsidizing premiums and
encouraging more producers to purchase the
insurance, the government hopes to reduce the
dependency on crop disaster payments when
natural disasters occur. However, this program
has not been particularly popular with farmers
because they would have to suffer a high level
of losses on all planted acres to receive any
significant proceeds from the insurance. By
diversifying their crops and planting in fields
that are separated by significant distances, many
farmers are willing to risk planting without crop
insurance.

EVALUATING AGRICULTURAL
MANAGEMENT

A crucial factor in loan analysis for banks, as
well as for examiners, is an evaluation of the
management capabilities of the agricultural pro-
ducer. Cash earnings from an operation provide
the primary source of repayment for most agri-
cultural loans, so it is important to evaluate the
borrower’s ability to manage a profitable oper-
ation. The three kinds of management that
agricultural lenders most often analyze are pro-
duction, marketing, and financial management.

Production Management

A lender should first assess the borrower’s
technical ability as a producer of crops or
livestock. This is primarily an objective measure
because it consists of comparing an operation’s
output against industry and area norms. An
operator whose production levels are consis-
tently below average will probably have diffi-
culty meeting debt-service requirements and
may not be able to stay in business. There may
be justifiable reasons for occasional years of
below-average production, but lenders should
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be cautious of operators who consistently per-
form poorly.
Another factor to consider is the producer’s

ability to successfully cope with the inherent
variability of agricultural production. Adverse
weather, disease, and pest infestations are all
production risks that continually affect crops
and livestock. Some producers diversify the
commodities they produce to reduce their
dependency on one crop or type of livestock.

Marketing Management

Good marketing management enables the pro-
ducer to reduce price risk exposure. Volatile
markets have convinced most producers and
lenders that sound marketing is crucial for an
ongoing agricultural operation, and almost every
producer needs a marketing plan designed to
control price risk. Aside from helping to ensure
profitability, the plan can be incorporated in
formulating a more reliable statement of pro-
jected cash flow, which helps both the lender
and producer anticipate financing needs.
Some of the techniques that producers use to

manage price risk exposure are forward contract-
ing, hedging, purchasing options, and using
government programs. See the subsection ‘‘Mar-
keting Farm Products’’ for details.

Financial Management

A producer should have the ability and willing-
ness to understand, maintain, and use financial
records. The importance of sound financial
records began to be more fully appreciated in
the 1980s when agricultural loan losses rose,
and many agricultural producers and banks
failed. During that time, the primary emphasis
for many agricultural lenders shifted from
collateral-based lending to cash-flow lending.
While collateral may afford ultimate protection
for the lender under a liquidation scenario, cash
flow allows for repayment of debt in the normal
course of business.
In addition to recordkeeping, financial man-

agement also encompasses how a producer uses
his or her assets and liabilities. Maintaining
financial reserves in the form of current assets is
one means by which a producer can be prepared
to overcome short-run adversity. The reserves
need not necessarily be cash; they might be in

the form of stored grain or other nonperishable
produce or they could be earning assets such as
livestock, which is readily marketable. Con-
trolled, reasonable equipment purchases are
another indication of good financial manage-
ment. Overspending on equipment may be indi-
cated if the borrower’s equipment list includes
many items that are new, especially costly,
duplicative, or unneeded for the types of opera-
tions being conducted. The presence of sizable
nonbank equipment debt on the borrower’s finan-
cial statement can, in some cases, also reflect
overspending.

MARKETING FARM PRODUCTS

Marketing considerations have become more
important for many producers as they attempt to
maximize returns. Rather than merely selling
crops or livestock at prevailing market prices
when the production cycle is complete, some
producers attempt to lock in a price through the
use of forward contracts or futures or options
trading. Some producers of nonperishables may
simply study market action and cycles and keep
harvested crops in storage, waiting for higher
prices. Some livestock producers may buy and
sell throughout the year to help even out the
effects of market fluctuations. Both the bank
lending officer and the borrower need to have a
clear understanding of the marketing plan,
including its potential costs, benefits, and risks.
The following comments briefly describe some

of the basic tools producers use as alternatives to
the cash market to manage price risk.

• Forward contracting. The producer contracts
with a buyer to sell farm products at a fixed
price in advance of the actual marketing date.
These contracts are simple to use if willing
buyers can be found, but carry some risk of
the buyer’s defaulting, particularly if market
prices decline significantly before the contract
matures. This risk may be mitigated to some
extent by requiring the buyer to provide secu-
rity in the form of a 10 to 15 percent margin
to help ensure that the buyer honors the
contract.

• Minimum-price forward contract. This is a
relatively new type of forward pricing that
may be available to some producers. It estab-
lishes a floor but not a ceiling for the price the
producer will receive for his commodities, so
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it protects against price declines but permits
the producer to garner additional profits if the
market rises.

• Basis contracting. This is a variation on for-
ward contracting, whereby the price the pro-
ducer receives is not fixed when the contract is
drawn, but will be determined by the futures
market price plus or minus some agreed-on
difference (basis). For example, cattle for
September delivery might be priced at the
September futures price (as of a date to be
selected by the seller) plus 50 cents per
hundredweight. Accordingly, a basis contract
does not reduce risk until the price is set by
the seller, so if the seller waits to set the price,
he or she is still subject to all market risk.
However, a basis contract can be combined
with a put option (see below) to set a mini-
mum price.

• Hedging. Hedging involves the use of coun-
terbalancing transactions to substantially elimi-
nate market risk. The type of hedge typically
used by an agricultural producer is sometimes
referred to as a ‘‘short hedge’’ because it
involves use of the futures market to, in effect,
sell short. Later, when the producer’s com-
modities are ready for delivery, he sells them
in the cash market. If the price has declined,
he makes a profit on the sale of the futures
contract to offset the lower price he receives in
the cash market. Conversely, if the price has
increased, a loss on the futures contract will
be incurred to offset the gain in the cash
market. Hedging is similar to fixing a price
with a forward contract except that the price is
said to be an ‘‘expected’’ fixed price, since the
difference between the cash and futures prices
may not be correctly anticipated and the
resulting net price received will vary some
from the expected level. Hedging can have an
advantage over forward contracting because it
is readily available and based on competi-
tively determined futures prices. Since posi-
tions in the futures market require the pro-
ducer to keep a cash margin with the broker,
and additional margin calls may have to be
met if the market goes up (after the producer
has sold short), it is especially important that
the bank loan officer be aware of and under-
stand the borrower’s marketing plan.

• Put option. Buying a put option gives the
producer the right, but not the obligation, to
sell a commodity at a given (strike) price any
time before the put’s expiration date. It pro-
tects against falling prices because the put

becomes more valuable as prices fall. At the
same time, a put allows the producer to benefit
from rising prices, if they rise more than
enough to cover the cost of the put. Puts can
also be attractive because they can limit losses
by establishing a minimum price at times
when current prices are not profitable and the
producer is reluctant to fix a low price with
forward contracting or short hedging. Puts
have the disadvantage of being more expen-
sive than hedging; premiums for put options
can be especially high when market prices are
high.

Other more complex strategies are sometimes
used that combine cash and futures instruments
to minimize risk or to modify initial positions to
adjust for changing market conditions, including
the following.

• Establishing minimum prices with basis con-
tracts. Purchasing a put option along with
selling commodities on a basis contract estab-
lishes a minimum price, while allowing the
producer to gain from rising prices.

• Converting a fixed price into a minimum
price. If a producer accepts a fixed price via
forward contracting and later regrets that
decision, he or she may decide to purchase a
call option (which becomes more valuable as
prices rise). The combination of a fixed-price
contract and a call option is called a ‘‘syn-
thetic put’’ because the net effect is the same
as buying a put option. The producer who has
accepted an estimated fixed price via a short
hedge can either lift the hedge (cover the open
short sale in the futures market) or, depending
on circumstances and relative costs, leave the
hedge in place and purchase a call option.

• Converting a minimum price into a fixed
price. If a put option has been used to set a
minimum price at very low levels, and prices
subsequently increase, the producer can either
roll up the put to a higher strike price or sell
futures and establish a fixed price when the
market reaches an acceptable level. Buying
one or a series of additional puts allows the
producer to profit from a further rising market
but may become expensive.

FINANCIAL AND INCOME
INFORMATION FOR
AGRICULTURAL PRODUCERS

The financial and income information most
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commonly used by agricultural lenders includes
balance sheets, income tax returns, and state-
ments of projected cash flow. Many producers
do not prepare income statements on an accrual
basis. Often, their only available income state-
ment is Schedule F of the annual federal income
tax return.

Balance Sheet

Balance sheets for agricultural producers usu-
ally divide assets and liabilities into three
groups—current, intermediate, and long-term—
based on the liquidity of assets and repayment
schedules of liabilities. Current assets are those
that will either be depleted within 12 months or
can easily be converted to cash without affecting
the ongoing business operation. Current assets
include cash, accounts receivable, livestock held
for sale, inventories of crops, feed, supplies,
growing crops to be harvested within 12 months,
and prepaid expenses.
Intermediate assets support production and

may be held for several years. Principal inter-
mediate assets include breeding stock, equip-
ment, and vehicles. While these assets may be
relatively liquid, their sale would seriously affect
the productivity of the operation.
Long-term, or fixed, assets are more perma-

nent in nature and benefit the operation on an
ongoing basis. The principal fixed asset of an
agricultural operation is farm real estate, although
the producer may have other long-term assets,
such as investments, which may or may not
be related to his or her farming or ranching
operation.
Current liabilities include those which must

be paid within 12 months, including amounts
owed for feed, seed, supplies, interest, and
taxes. The amounts of any payments due within
12 months on intermediate-term and long-term
debt should also be included in current liabilities.
Intermediate liabilities are generally those

due between one and ten years from the state-
ment date, and commonly represent debt to
finance equipment and vehicles. As mentioned
above, the amounts of payments due on these
debts within 12 months are shown as current
liabilities.
Long-term liabilities usually are those that, at

inception, had a maturity of more than ten years.
Debt on real estate is the main type of long-term
liability on the balance sheets of most agricul-
tural producers.

The difference between total assets and total
liabilities is the net worth of the producer or the
equity in the producer’s assets. Most producers
are individual or family farmers whose balance
sheets also include personal assets not directly
used in the operation, as well as debts owed on
those items.
It is important to remember that the amount

shown on the statement for net worth is subject
to question. Since it is merely the difference
between the amounts shown for total assets and
total liabilities, its accuracy depends on how the
assets are valued and whether all liabilities are
reflected. Most agricultural borrowers value
assets on their balance sheets at what they
assume to be ‘‘market value.’’ However, some
tend to use rather optimistic valuations, particu-
larly on items such as equipment and real estate.
Also, some borrowers tend to carry the same
values forward each year for real estate or
equipment, which may cast some doubt on
accuracy. Examiners reviewing agricultural cred-
its should try to determine prevailing market
prices for various types of land in the bank’s
trade area and acquire general knowledge of
equipment values. Recent published sales data
on both real estate and equipment provide reli-
able indications of current values.
Sometimes not all liabilities are fully or

properly disclosed. A form of potential liability
that is often not disclosed is the amount of
deferred income tax that will be due on the sale
of real estate in which the borrower may have a
substantial unrealized capital gain. It may not
be possible to readily estimate such deferred-tax
liability unless the borrower’s statement shows
both cost and market values. However, the
examiner should keep these points in mind in
analyzing the balance sheet, in an attempt
to accurately assess the borrower’s financial
strength. Comparison with previous balance
sheets, other information in the loan file, and
general knowledge about values will aid the
examiner in this analysis.
It is advisable to determine how the balance

sheet was prepared and by whom. Many are
prepared by the borrower and submitted to the
bank. Others may be prepared by the borrower
and lending officer working together. Presum-
ably, the latter method would tend to ensure a
more accurate presentation but, if not, it could
raise questions about lending practices or the
lending officer’s competency. Similarly, balance
sheets that do not balance (not an unusual
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occurrence) might indicate a lack of appropriate
analysis by the lending officer.

Balance-Sheet Ratio Analysis

The following are some basic, fairly simple
ratios that can indicate the financial strength of a
producer.

• Current ratio (current assets/current liabili-
ties). This ratio can reflect a borrower’s ability
to meet current obligations without additional
borrowing.

• Quick ratio (liquid assets/current liabilities).
This ratio compares current assets that are
easily converted into cash with current obli-
gations and reflects a borrower’s ability to
immediately meet current obligations.

• Leverage ratio (total liabilities/net worth).
This ratio shows the relationship between
borrowed capital and owned capital. The
higher the ratio, the greater is the reliance on
borrowed capital, which means higher interest
expense, potentially lower net income, and
certainly less equity cushion to withstand risk
and adversity. This is often called thedebt-to-
worth ratio.

Ratio Interpretation Guidelines3

Ratio
Low
Risk

Mod-
erate
Risk

High
Risk

Current Ratio 1.5:1 1:1–1.5:1 <1:1

Quick Ratio 1.1:1 .8:1–.5:1 <.5:1

Leverage Ratio .75:1 1:1 1.25:1

Income Statement

Determining actual profitability for most agri-
cultural borrowers is difficult, primarily because
of the absence of complete income and expense
information on an accrual basis. The most com-
mon income statement for agricultural produc-
ers is Schedule F of the federal income tax
return (‘‘Profit or Loss from Farming’’), which

accompanies Form 1040. It is prepared on a
cash basis, showing cash income received and
cash expenses paid, although the taxpayer is
also permitted to deduct depreciation expense
for items such as equipment, improvements to
real estate, and breeding stock. Farmers may
have other farm-related income reported on
Form 4797, which reports sales of dairy and
breeding livestock, or on Schedule D, which
shows sales of real estate and equipment. Addi-
tional nonfarm income is reported on page 1 of
Form 1040. All sources of income need to be
considered by lenders and examiners, but for
most farm borrowers, Schedule F is the primary
report of income for the farming operation.
Tax returns probably provide the most accu-

rate income and expense information for most
farm operations. Some lenders attempt to con-
vert the cash basis Schedule F to an accrual
basis by adjusting for changes in inventory
values, receivables, payables, and similar items,
but the process requires timely, detailed finan-
cial information that often is not readily avail-
able. Instead, many lenders and examiners look
at cash-basis income over a three-to-five year
period to analyze trends and even out the cash-
flow variances caused by differences in produc-
tion and marketing cycles.
While cash income is not necessarily a good

measure of farm business profits, it does help
show the cash-flow situation and is useful in
planning debt repayment programs and family
budgets. In addition, cash income statements
can be compared with projected cash flows to
determine variances that need explanation or
that may indicate the need for changes in the
operation.

Operating Ratio Analysis

Key ratios can be calculated from income state-
ments to aid in analysis. The most commonly
used ratios measure profitability, repayment abil-
ity, and efficiency. Profitability is usually deter-
mined by return on equity and return on assets.
Repayment ability can be determined by the
earnings coverage ratio and debt payment ratio.
The most common economic efficiency ratio
used is the operating expense to revenue ratio.
Although many smaller banks have not used
income statements to any extent to analyze
agricultural credits, this type of analysis can
provide useful insights into an operator’s effi-
ciency and repayment ability.

3. These ratio interpretation guidelines are only rules of
thumb and need to be viewed in conjunction with a thorough
analysis of other pertinent factors, including balance-sheet
composition, the nature of the operation, and an assessment of
the borrower’s management ability.
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Return on assets is usually calculated by
adding interest expense to net farm income and
deducting a management fee (usually an amount
for unpaid family labor), then dividing the
resulting figure by average total farm assets for
the year. Return on equity is usually calculated
by deducting a management fee or unpaid fam-
ily labor from net farm income and dividing the
difference by total farm net worth.
Common ratios used to assess debt repayment

ability and repayment risk are the earnings
coverage ratio and the debt payment ratio. The
earnings coverage ratio (also known as the
cash-flow ratio) is a measure used to assess the
operation’s ability to repay. A strong earnings
coverage ratio would be 30 percent or above.
An acceptable but riskier level would be 10 to
30 percent. The debt payment ratio is used to
determine risk over the term of the loan. It is
calculated by dividing total annual debt pay-
ments by total revenue. As a general rule, total
principal and interest payments should not
exceed 25 percent of total revenue. A ratio of
less than 15 percent would be relatively safe,
while a 15 to 25 percent range would indicate
some degree of risk.
The operating expense to revenue ratio mea-

sures the operating efficiency of the farm exclu-
sive of debt obligations. A ratio of less than
70 percent usually reflects an efficient manager
who can service larger amounts of debt. If the
ratio exceeds 80 percent, repayment problems
could occur if large amounts of debt are out-
standing. The ratio tends to be higher for smaller
operations.
The following example shows how the earn-

ings coverage, debt payment, and operating
expense to revenue ratios are determined from
the income statement. This example reflects
generally adequate ratios.

1. Total farm revenue $210,000
2. PLUS: Nonfarm revenue 22,000
3. Total revenue (line 1 + line 2) 232,000
4. LESS: Farm operating expenses

(excluding interest and
depreciation) 153,000

5. LESS: Family living expenses
and income taxes 35,000

6. Earnings available for interest and
principal payments and new
investments 44,000

7. LESS: Interest and principal
payments 32,500

8. Remaining earnings available for
risk, uncertainty, or new
investments 11,500

Earnings coverage ratio = line 8
divided by line 7 35%

Debt payment ratio = line 7
divided by line 3 14%

Operating expense to revenue ratio
= line 4 divided by line 1 73%

Statement of Projected Cash Flow

Projecting cash flow for an agricultural opera-
tion gives recognition to the importance of cash
flow in servicing the debt of an ongoing opera-
tion. It also tends to impose some discipline on
both borrower and lender by requiring a thought-
ful planning process for the year in terms of
anticipated income, expenses, financing needs,
debt-servicing requirements, and capital expen-
ditures. For individual or family farm opera-
tions, family living expenses should be included
in the projections, as well as nonfarm income.
A cash-flow statement typically shows both

the timing and amount of cash receipts and
expenses. It can be either a forecasting device
(statement of projected cash flow) or historical
record (statement of actual cash flow). Banks
and other lenders most commonly use the state-
ment of projected cash flow because it aids in
planning the borrower’s credit needs, usually for
the coming 12-month period.
A statement of projected cash flow shows not

only how much credit is likely to be needed, but
approximately when it will be needed. Perhaps
most importantly, it shows whether cash income
is expected to exceed expenses for the year. It
also indicates the likely high point of the credit
(amount and time) and the expected cash or debt
position at the end of the year. The projected
cash-flow statement represents a kind of budget
that provides benchmarks against which actual
performance can be compared. Significant vari-
ances call for explanations and may prompt
certain actions to improve future operating
results. Historical statements of actual cash flow
have value for comparative purposes and can be
an excellent aid in preparing projections for the
following year, although banks do not typically
request them from most agricultural borrowers.
They tend to rely, instead, on income tax returns
for information on actual operating results.

Agricultural Loans 2140.1

Commercial Bank Examination Manual May 1996
Page 15



Cash flow projections are usually made near
the beginning of a calendar year, although tim-
ing can vary depending on the nature of the
operation. The statement is prepared as a spread-
sheet normally listing, by month, anticipated
cash receipts and disbursements. For each period,
the projected operating-loan balance is shown
after adjusting for the amount of projected net
cash flow.

AGRICULTURAL LOAN POLICIES

Not all banks make agricultural loans, but for
many banks, these loans comprise a significant
portion of their portfolios. Any bank making
agricultural loans should have developed an
adequate, formalized set of written policies to
guide the lending officers and staff. Agricultural
loan policies should address the same general
considerations as the policies used for other loan
categories, such as desirable, undesirable, or
prohibited loans; collateral requirements (includ-
ing evaluation guidelines); maximum loan-to-
value ratios; maximum maturities; documenta-
tion requirements; and concentration limitations.
Given the specialized nature of agricultural
assets and the varied types of operations, the
policies should be comprehensive and specifi-
cally address the types of agricultural loans the
bank intends to make.
Some banks may have general policies,

supplemented by separate procedures or prac-
tices. Regardless of the individual bank’s termi-
nology or the way in which the material is
organized, it is important that the bank’s board
of directors ensure that appropriate written
guidance is provided for management in the
agricultural lending area. The policies should
help ensure that loans are made on a sound
basis and provide a framework for identifying,
addressing, and resolving problems that arise.
Loan grading, either by the loan officers, a
separate loan review function, or both is desir-
able, as well as a general plan for actions to
be taken on loans with unsatisfactory grades.
The policies should also address collection and
charge-off considerations. Agricultural loan poli-
cies should be reviewed by the bank’s board
of directors and modified when deemed neces-
sary. For more detailed guidance on bank loan
policy, refer to section 2040.1, ‘‘Loan Portfolio
Management.’’

AGRICULTURAL LOAN
DOCUMENTATION

Loan documentation establishes the bank’s legal
position as creditor and secured party and evi-
dences the borrower’s ownership of and actual
existence of collateral. Some documents, such
as an insurance policy, give some evidence of
collateral values and ensure that tangible collat-
eral is protected. A number of documents play a
supporting role, as they provide information that
is vital in assessing a borrower s creditworthi-
ness and in demonstrating the borrower’s finan-
cial capacity to regulatory authorities, auditors,
loan reviewers, senior management, and the
board of directors. The documents also help
management to service and grade the credit,
determine the nature and extent of any prob-
lems, and formulate plans to resolve them by
strengthening the bank’s position or averting
losses.
Absence of complete and current loan docu-

mentation is a weakness in the lending function
and can pose a significant threat to the bank’s
safety and soundness. Some documentation
exceptions are noted during virtually every
examination, largely due to inadvertent over-
sights or unavoidable delays in obtaining origi-
nal or updated documents. However, an unusu-
ally large volume of exceptions can be an
important indication of weak and deteriorating
loan quality. Excessive exceptions reflect unfa-
vorably on management and indicate a need for
management to either formulate stronger loan
policies and procedures or to emphasize adher-
ence to established guidance.
Many banks use a standard checklist to help

ensure that all applicable documents are obtained
when a loan is made. Most banks also have
either an automated or manual ‘‘tickler’’ system
to identify when updated documents are needed,
such as current financial statements, tax returns,
UCC-1 filings, collateral inspections, and evi-
dence of insurance. Because of the large volume
of required documents, many of which need to
be updated at least annually, it is imperative that
bank management be firmly committed to a
sound loan documentation program. The pro-
gram should establish responsibility for obtain-
ing documents, monitoring compliance, and pro-
viding follow-up to help ensure that all required
documents are obtained in a timely manner.
Not every document is applicable to each

agricultural loan. Examiners need to assess which
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documents are appropriate for a given loan
depending on its individual circumstances. There
should be little disagreement between examiners
and bank management about the basic docu-
ments needed. Basic documentation require-
ments are usually listed in the bank’s loan
policies or procedures. The need for certain
supporting documents may be a matter of judg-
ment, particularly in regard to frequency of
updating documents. In most cases, however,
bankers and examiners tend to agree on items
that are to be considered documentation excep-
tions. Refer to section 2080.1, ‘‘Commercial and
Industrial Loans,’’ for further guidance on loan
documentation. Following is a list of the types
of documents a bank should have in connection
with agricultural loans:

• promissory note
• security agreement
• financing statement
• real estate mortgage or deed of trust
• other collateral assignments, as appropriate
(such as assignments of third-party notes,
mortgages or deeds of trust, life insurance
policies, deposit accounts, securities, or other
contracts)

• subordination agreements (for example, a prior
lienholder may subordinate its lien position to
a bank to induce the bank to make a loan)

• appraisals
• hazard insurance policy or certificate of
coverage

• cash-flow projections, usually prepared
annually

• income tax returns
• financial statements (balance sheets) for the
borrower, cosigner, or guarantor

• collateral inspection reports by the bank
• bill of sale for livestock or equipment
• worksheet for each note (showing the pur-
pose, timing, and source of repayment; collat-
eral; total existing bank debt; analysis)

• overall credit analysis (particularly on large or
troubled loans)

• loan officer memos and comments
• correspondence

LOAN ADMINISTRATION AND
SERVICING

In addition to making agricultural loans, analyz-
ing creditworthiness, setting loan terms, obtain-

ing collateral, and assembling required docu-
mentation, management needs to administer the
portfolio of outstanding loans. They need to
monitor borrowers’ performance relative to
agreed-upon terms, collateral margins, financial
and income data, cash flow, crop prospects, and
market trends that may affect borrower perfor-
mance. If problems arise, bankers need to for-
mulate and implement plans to protect the bank’s
position.

Farm and Livestock Inspections

A physical inspection of the farming operation
is usually performed by bank management
before advancing any substantial funds to a new
borrower. Subsequent inspections, particularly
for larger or more marginal borrowers and for
readily moveable collateral, should be per-
formed periodically. Inspections may be per-
formed by the loan officer or by another bank
officer or employee with agricultural experi-
ence. The inspector usually prepares a fairly
detailed report listing farm assets (livestock,
equipment, grain and feed on hand, and growing
crops) and at least brief comments on the
condition of assets and crop prospects. Often,
a listing of machinery, equipment, and vehicles
is prepared from the bank’s records ahead
of time to aid in the inspection process; any
additions, deletions, or exceptions noted
should be shown on the report. Livestock are
listed by type, showing numbers, sex, and
approximate weight. Values for all items should
be shown on the report, based on current mar-
ket prices. The report may note the number of
acres the potential borrower owns and rents, as
well as the approximate value of real estate
owned. A real estate evaluation might be per-
formed as part of a farm inspection, but a full
appraisal, if required, would almost always
be performed separately, usually by another
individual.
Farm inspections are usually performed annu-

ally, unless the borrower has a livestock feeding
operation or some other type of operation that
involves frequent turnover of assets. Generally,
it is desirable to inspect feeder operations
approximately every six months or more fre-
quently if deemed necessary. The absence of a
current inspection report, especially for larger or
troubled borrowers, may be considered a loan-
documentation exception.
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UNSOUND AGRICULTURAL
LENDING PRACTICES

Following is a list of common unsound lend-
ing practices, some of which are general and
apply to all types of loans while others relate
more specifically to agricultural loans. This list
includes the most common shortcomings.
Depending on the extent of the unsound prac-
tices, the examiner should incorporate specific
recommendations for improvement into the
examination report or formal supervisory action
where appropriate.

• absence of or failure to follow sound lending
policies and procedures

• failure to require adequate performance on
debt

• failure to monitor the borrower’s performance
and position, commonly evidenced by the—
—lack of periodic collateral inspections
—absence of current income and financial
information

—failure to consider the borrower’s total
debt-service requirements

—presence of additional operating debt at
another bank; or

—absence of a lien search to verify the bank’s
position in collateral

• inappropriate loan structuring, such as—
—untimely or inappropriate repayment
schedules

—failure to identify or segregate carryover
operating debt

• unwillingness to say ‘‘no’’ to a financially
stressed borrower, which could be an indica-
tion of—
—overlending (building loan volume without
regard to quality or long-term effects on the
borrower and the bank)

—failure to consider borrower’s management
capabilities

—failure to analyze or project costs of
production

—failure to observe market trends.
• lending for speculative purposes
• lending outside of the bank’s normal trade
area

• lending on new or unproven types of opera-
tions or operations in which bank manage-
ment has little or no experience

TROUBLED AGRICULTURAL
LOANS

Aside from readily identifiable problem loans
such as past-due loans, loans on nonaccrual
status, loans on the bank’s watch list or those
that were previously classified, or loans to
borrowers who have filed for bankruptcy, the
following characteristics may indicate existing
or potential problems. Examiners should keep in
mind both current conditions and trends.

• undermargined collateral position
• unusually high leverage
• marginal liquidity
• heavy investment in equipment, vehicles, or
real estate

• need for unplanned credit advances
• deficiencies or problems revealed in the col-
lateral inspection

• unfavorable financial trends (especially in-
creasing debt-to-worth ratio or declining col-
lateral margins)

• lack of performance (renewals without appro-
priate performance)

• capitalizing interest on debt
• charge-offs
• inability to meet scheduled debt payments
• tax problems
• reluctance of borrower to provide current,
complete, and accurate financial information

• notification of insurance cancellation for fail-
ure to pay premium

• evidence of legal action against the borrower
• overdependence on guarantors
• overdependence on anticipated inheritance

CHAPTER 12 BANKRUPTCY

Chapter 12 bankruptcy for family farmers
became effective in November 1986. It was
designed specifically for the family-farm debtor
and permits family farmers to reorganize farm
debt so that the amount of the debt approximates
the value of the collateral. Only a ‘‘family
farmer with regular annual income’’ (which can
be a partnership or corporate structure) may file
a chapter 12 bankruptcy. To be eligible, a debtor
must meetall of the following tests:

• have a farming operation
• have no more than $1.5 million in total debts
• derive at least 80 percent of total debts (exclud-
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ing debt on the principal residence) from the
farming operation

• derive more than 50 percent of the family’s
income from the farming operation during the
year immediately preceding the filing

The family farmer will have regular annual
income if the court finds the annual income to be
sufficiently stable and regular to enable the
farmer to make payments under the chapter 12
plan.
Under chapter 12, there is no requirement for

accelerated payment of arrearage as there is with
chapter 13. Instead, the farmer/debtor can com-
mence making plan-required payments from the
start of the chapter 12 bankruptcy. Also, a
farmer/debtor will have the ability to modify a
promissory note and continue payments on it
beyond the life of the chapter 12 plan if the court
approves the modification; in such cases, the
creditor cannot object.
A secured creditor will be ‘‘adequately pro-

tected’’ during the chapter 12 bankruptcy if it
receives cash payments to offset any decrease in
the value of collateral and, in the case of
farmland, if the creditor is paid a reasonable
rental fee based on the earning capacity of the
property. Also, chapter 12 does not allow the
creditor to recover ‘‘lost opportunity costs,’’ so
the creditor will not be entitled to interest and
other gains that would have been received by the
creditor had bankruptcy not been filed. Elimina-
tion of the lost-opportunity-cost provision makes
it more difficult for creditors to obtain a lift of
stay on the grounds that there is not adequate
protection.
Before confirming the chapter 12 plan, a court

may permit a farmer to sell pledged assets
without the consent of the secured creditor,
although proceeds from the sale must go to the
secured creditor. Creditors may bid at the sale,
and collateral that is not sold will be subject to
current evaluation in determining what amounts
will be claimed by secured creditors under the
plan. There is no time limit on the duration of a
chapter 12 plan, except for a three-year limit (or
five years with court approval) on unsecured
debts.
If a chapter 12 debtor voluntarily dismisses

the case, he is prohibited from refiling for
180 days. The law also provides for a dismissal
from chapter 12, or a conversion to chapter 7,
when the debtor commits fraud. Any other
provisions of chapter 12 that are not discussed

here are generally similar to those in chapter 11
and chapter 13 bankruptcy proceedings.

WORKING OUT PROBLEM
AGRICULTURAL LOANS

When significant problems arise in agricultural
credits, bank management resolves the problems
in a timely manner to protect and strengthen the
bank’s condition. A sound and accurate loan-
grading system, supported by a competent inter-
nal loan review program, will help to ensure
timely identification of problems. Regulatory
examinations provide an independent assess-
ment, which may identify additional problems
that management has not recognized. Once prob-
lems are identified, the following considerations
are important in a workout program:

• identify the source of the problem
• establish a workout plan designed to strengthen
the borrower and to minimize loss to the bank

• set at least a tentative timetable for the workout
• reach agreement with the borrower on the
plan, if possible

• monitor progress frequently

Alternative actions in a workout plan might
include—

• reducing the bank’s exposure in outstanding
debt by—
—obtaining additional collateral,
—obtaining financial assistance through sound
cosigners, guarantors, or government
guarantees,

—encouraging the borrower to modify his
operations, or

—restructuring the credit to reduce the inter-
est rate or payments

• advancing more funds to—
—refinance existing nonbank debt on more
favorable terms or

—improve the bank’s overall collateral posi-
tion (for example, take out a small balance
to a senior lender to put the bank in a first
lien position)

• reducing or eliminating outstanding bank debt
by—
—selling assets, which can range from a
partial sale to reduce debt burden and
improve chances for survival to a complete
liquidation;
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—refinancing a portion of bank debt (such as
real estate) elsewhere if more favorable
rates or terms are available; or

—recognizing a loss by partial or complete
charge-off of the credit.

EXAMINER REVIEW OF
AGRICULTURAL LOANS

A review of agricultural loans during an exami-
nation will follow the same basic guidelines
employed in reviewing commercial or real estate
loans. Certain practices, types of collateral, and
documents may be unique to agricultural loans,
and credit analysis will be somewhat special-
ized. However, the objectives of assessing credit
quality basedon theborrower’s financial strength,

cash flow, collateral, history of performance,
and indications of management capabilities are
much the same as for other loan types.
Sample size and sampling techniques will

vary with the planned scope of the examination
and size of the bank and its agricultural loan
portfolio. As a minimum, the examination scope
would usually include past-due and nonaccrual
loans, watch-list loans, previously classified
loans, insider loans, and some portion of other
loans. See section 2080.1, ‘‘Commercial Loans,’’
for details regarding this topic.
Classification of agricultural loans should be

made using the same criteria established for
other types of loans. See section 2060.1, ‘‘Clas-
sification of Credits,’’ for regulatory definitions
of substandard, doubtful, and loss classifica-
tions, as well as the special mention category
and guidance on classifying loans.
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Agricultural Loans
Examination Objectives
Effective date May 1996 Section 2140.2

1. To determine if lending policies, practices,
procedures, and internal controls for agricul-
tural loans are adequate.

2. To determine if bank officers are operating in
conformance with the established guidelines.

3. To evaluate the agricultural loan portfolio for
credit quality, performance, collectibility, and
collateral sufficiency.

4. To determine the scope and adequacy of the
audit function.

5. To determine compliance with applicable
laws and regulations.

6. To initiate corrective action when policies,
practices, procedures, objectives, or internal
controls are deficient or when violations of
laws or regulations have been noted.
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Agricultural Credit-Risk Management
Effective date April 2012 Section 2142.1

This section reinforces key factors in agricul-
tural lending and provides a discussion of poten-
tial agricultural market issues and risk ramifica-
tions banking organizations and supervisory staff
should consider when assessing the adequacy of
the risk-management practices and capital needs
for a bank’s exposure to agriculture-related
risks. This supervisory guidance also addresses
factors that examiners should consider in evalu-
ating individual agriculture-related credits and
the adequacy of a banking organization’s prac-
tices to monitor a borrower’s capacity to repay
given uncertain events. These concepts are based
on the existing guidance within this manual’s
section 2140.1, ‘‘Agricultural Loans.’’

A bank’s risk-management and capital plan-
ning practices should be sufficiently robust to
assess the level of agriculture-related credit risk
and the adequacy of a bank’s capital to withstand
potential future market and economic distress.
The risk-management principles discussed in this
section are broadly applicable, irrespective of
agricultural market conditions.

MARKET ISSUES AND RISK
RAMIFICATIONS

Prolonged and abrupt declines in farm income,
brought about by negative movements in com-
modity prices and/or increased production costs,
could have serious ramifications for the repay-
ment ability of previously sound farm borrowers
and could result in substantial declines in farm-
land collateral values. Highly leveraged farm
borrowers or those that are in weakened finan-
cial condition would be most vulnerable to
abrupt or prolonged financial distress.

Banks should monitor a number of market
factors in order to manage and control the risk
of their agriculture-related loan portfolio
(including collateral values for farmland) and
determine the repayment ability of individual
farm borrowers. These factors include the
following:

• Agricultural commodity prices. These prices
have experienced unusually large swings over
the past several years.

• Production costs. Volatility in costs for labor,
feed, fertilizer, seed, land rent, and machinery
and equipment may challenge farm opera-

tors’ ability to effectively manage operating
profit margins.

• Farmland values. Land values, particularly in
the central United States, have surged to
record highs over the past several years.
Capitalization rates for farmland, particularly
cropland, appear to be well below historical
norms and may reflect overly optimistic long-
term expectations. An abrupt increase in inter-
est rates, coupled with a decline in farm
income, could trigger an increase in capital-
ization rates, thereby lowering farmland values.

• Global market issues. Global supply and
demand imbalances can adversely affect com-
modity prices and the cost of production. For
example, weather events, economic condi-
tions, and numerous other factors can impact
global supply as well as demand and place
downward pressure on farm income. Produc-
ers of ethanol and other biofuels may be
adversely affected by the volatility in oil,
corn, and other commodity prices.

SUPERVISORY EXPECTATIONS FOR
CREDIT-RISK MANAGEMENT AND
UNDERWRITING PRACTICES

The potential for volatile market conditions and
risk factors raises the importance of ensuring
that agricultural banks have in place appropriate
risk-management programs and prudent lending
standards. A key component of a sound risk-
management program is the linkage between an
analysis of market conditions and an agricultural
bank’s risk-management and capital planning
practices. The range and extent of market analy-
sis may vary depending on the composition of
the bank’s portfolio and overall risk exposure.
The goal of this analysis should be to provide
management and the board of directors with
sufficient information on current market condi-
tions, factors that could influence changes to
market conditions, and possible events that could
significantly change near- and long-term market
conditions. At a minimum, banks with signifi-
cant agricultural exposure should have estab-
lished risk-management practices that address
the following:

• Assessment of the Borrower’s Creditworthi-
ness. A bank should conduct a thorough

Commercial Bank Examination Manual April 2012
Page 1



analysis of a borrower’s creditworthiness,
including assessments of the borrower’s pro-
jected income and expenses compared to actual
results, adequacy of working capital, capital
expense analysis, reliability of supplementary
sources of income, and cash flow stress test
analysis. Current borrower financial informa-
tion is essential to the bank’s ability to evalu-
ate the borrower’s creditworthiness and lever-
age. A successful agriculture-related business
should exhibit strong repayment ability and
risk analysis, liquidity, solvency, collateral,
credit management, profitability, and manage-
ment performance.

• Assessment of the Borrower’s Cash Flow. In
volatile markets, a highly leveraged borrower
may not have the necessary cash flow to
properly service the debt according to the loan
terms. By reviewing the borrower-prepared
cash flow statements, the bank should be able
to identify potential repayment ability prob-
lems, calculate key cash flow ratios, and
assess the ability of the business to handle risk
and uncertainty. Risk and uncertainty due to
commodity prices, production, and weather
are prevalent characteristics of most farm
operations and should be explained in the cash
flow projections. A sensitivity analysis that
determines a farm operation’s ability to with-
stand risk and uncertainty is useful in analyz-
ing cash flow projections. While there is a
broad spectrum of agricultural activities (e.g.,
grain, livestock, and fruit), there are some key
elements of sound financial analysis that
should be applied to all situations. These
elements include
— reviewing the reasonableness of budget

assumptions and projections for yield,
weight gain, production costs, and com-
modity prices;

— comparing these projections with actual
performance results;

— assessing the impact of capital expendi-
tures; and

— evaluating significant changes in the bor-
rower’s balance sheet structure.

• Underwriting Standards. A bank should peri-
odically review its underwriting standards to
ensure that loan policies do not become out-
dated and ineffective. The frequency and depth
of the review will depend on circumstances
specific to each institution, such as growth
expectations, competitive factors, economic
conditions, and the bank’s overall financial
condition. Planned changes to a bank’s lend-

ing function or business plan should prompt a
modification to lending policies. The appro-
priateness of minimum debt-service-coverage
ratios and maximum loan-to-value ratios
should be assessed. Significant criticisms and
recommendations made during recent audits
and examinations should also be considered
during the updating process.

• Credit Administration and Controls. A bank
should have appropriate policies and controls
to monitor and segregate agricultural carry-
over debt. Bank management should under-
stand the fundamental causes of carryover
debt. Carryover debt resulting from the bor-
rower’s inability to generate sufficient cash
flow from sales to repay the current cycle’s
production loans generally reflects a well-
defined credit weakness. The identification of
a troubled borrower does not, however, pro-
hibit a banker from working with the bor-
rower. When carryover debt arises, the bank
should confirm the reasons for the carryover
debt (e.g., weaknesses in a borrower’s finan-
cial condition or operations, inappropriate
credit administration on the bank’s part, a
poor marketing plan, or adverse weather con-
ditions), as well as the viability of the bor-
rower’s operation so that an informed decision
can be made on whether debt restructuring is
appropriate. The restructured debt should gen-
erally be on a term basis and require clearly
identified collateral, a reasonable amortization
period, and payment amounts based on real-
istic expectations.

• Loan Structure. The structure of a loan will
depend on the nature of the borrower’s busi-
ness. To properly structure the borrowing
relationship, the bank should be able to
— project how the borrower will perform in

the future, including likely primary and
secondary repayment sources;

— anticipate challenges and problems that
the borrower may encounter;

— match the type and terms of the loan to
both the loan purpose and the likely repay-
ment sources and ensure the loan is sup-
ported by sufficient cash flow from the
expected repayment source;

— develop a set of loan agreement covenants
that protects the bank for the term of the
loan; and

— secure the credit facility with collateral
and consider requiring loan support such
as guarantees.

• Reliable Collateral Evaluations and Reason-
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able Collateral Margins. A bank should have
a process in place to monitor periodically the
value of collateral pledged to the debt in order
to manage the risk over the life of the loan.
Evidence of collateral lien perfection and
timely collateral inspections should be docu-
mented in the loan file review. Evidence of
declining collateral margins may signify
emerging concerns over the ability of the
borrower to repay and could adversely affect
the bank’s collateral protection in the event of
default.

Expectations for the level of sophistication of
risk-management systems will vary based on the
specific risk characteristics, complexity, and size

of the bank’s exposure to agriculture. In general,
there should be higher expectations around risk-
management systems for banks with significant
exposures to one or several agricultural sectors.
An institution should assess the effect, if any, of
its agricultural credit activities upon the institu-
tion’s overall financial condition, including capi-
tal, the allowance for loan and lease losses, and
liquidity.1

1. See, respectively, SR-09-4, ‘‘Applying Supervisory Guid-
ance and Regulations on the Payment of Dividends, Stock
Redemptions, and Stock Repurchases at Bank Holding Com-
panies’’; SR-06-17, ‘‘Interagency Policy Statement on the
Allowance for Loan and Lease Losses (ALLL),’’ (section
2070.1); and SR-10-6, ‘‘Interagency Policy Statement on
Funding and Liquidity Risk Management,’’ (section 4020.1).
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Energy Lending—Production Loans
Effective date May 1996 Section 2150.1

INTRODUCTION

This section is intended to provide guidance
to examiners reviewing small, noncomplex
production loans, usually to small independent
oil and/or gas operators. The examination of
a loan to a small oil or gas operator is con-
siderably different from the examination of
most commercial loans, and is similar in some
respects to examinations of real estate loans.
The only asset that many small independent
operators have is oil or gas in the ground or
both. Loans to operators are based solely on the
predicted cash-flow value of the oil or gas
production. Therefore, a production loan is a
loan secured by interests in oil and/or gas
production properties. Cash flow generated
from the future sale of encumbered oil and/or
gas reserves is the primary, and in some cases,
the only credible source of repayment. There-
fore, production payments are usually assigned
to the bank, and the liquidation value of collat-
eral is expected to be sufficient to pay off
the loan at any time. In considering this or any
type of secured loan, the banker will deter-
mine or judge the character, capacity, credit
history, and other credit factors related to the
borrower. Also, the bank must determine that
the operator of the properties is capable and
dependable.
Because cash flow generated from the future

sale of oil or gas is the justification or basis for
production lending, only proved-producing
reserves are acceptable collateral for a bank
because they provide sufficiently predictable
cash flow for debt service. For this reason, loan
values are predicated primarily on reserves that
are proved-developed-producing properties.

DEFINITIONS OF RESERVES

Reserves are classified into one of three catego-
ries: proved, probable, or possible, with proved
divided into three subcategories.

Proved Reserves

• Proved-developed-producing.These wells
have been drilled and completed, and are
producing oil or gas.

• Proved-developed-nonproducing.These are
generally proved-developed reserves behind
the casing of existing wells or at minor depths
below the present bottom of such wells that
are expected to be produced through these
wells in the predictable future. The develop-
ment cost of this type of reserves should be
relatively small compared with the cost of a
new well.

• Proved-undeveloped.These are reserves that
are proved resources to be recovered from
new wells on undrilled acreage or from exist-
ing wells requiring a relatively major expen-
diture for recompletion.

Probable Reserves

• Probable reserves.These reserves might
include those expected to be producing from
existing or planned wells in areas anticipated
to be economically beneficial, based on geo-
logical or seismic data.

Possible Reserves

• Possible reserves.These reserves include those
whose existence may be inferred from geo-
logical considerations, including potential
reserves from planned waterfloods or other
recovery techniques that have not been proved.

EVALUATION OF RESERVES

When a lender decides to proceed with financing
secured by oil or gas reserves, an engineering
report will be obtained. The initial step to
determining the loan value of the collateral or
assessing the creditworthiness of a production
loan is an analysis of the engineering report.
Banks that make production loans will usually
have a petroleum engineer on staff or contract
with an engineering consultant firm to provide
an engineer’s report on the properties to be
pledged. Basically, the engineering report con-
sists of determining reserves and production
forecasts and then applying the pricing and costs
to arrive at the net lease operating income
available for debt service. This report is compa-
rable to a real estate appraisal in its importance
and function.
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The following table is a very simple presen-
tation compared with the typical evaluation of
oil and gas properties in an engineer’s report.
Typically, most reports will detail five or more
years with the last row including all remaining
years. Production is usually broken down into
categories of oil and gas, and sometimes the
number of wells is detailed. Expenses may be
divided into major components such as operat-
ing costs; production and ad valorem taxes;
depreciation, depletion, and write-off of intan-
gibles; general and administration expenses; and
taxes on income. Also, if the owner expects to
make capital improvements from income, a
column may be added for that factor. Some
reports include the pro forma amount and terms
of the loan to aid the analysis.
Engineering reports must be generated by a

fully qualified petroleum engineer. The lender
must have complete confidence in the engineer’s
ability and intellectual honesty, as well as in the
quality of the data and its susceptibility to
analysis. The integrity of engineering data that
depict future cash stream is critical to the initial
lending decision and equally important to an
examiner in the assessment of credit quality. In
summary, an acceptable engineering report must
be an independent, detailed analysis of the
reserves prepared by a competent engineer. The
examiner should carefully review the following
three elements.

Pricing

The value assigned to production and expenses
must be realistic. Operating costs are based on
what similar operations in similar areas have
been or, in the case of producing reserves, on
historical performance, which may be escalated
at some reasonable percentage each year. The
report should consider increases and decreases
in price as well as cost inflation over the ‘‘life of
the properties.’’ The future price of oil is a
judgment factor and should be based on conser-
vative pricing and can include some reasonable
escalation each year. This information can be
obtained from a number of reliable sources, and
the examiner should determine the source to
judge the reliability of report information. The
prices used for gas are usually contract prices
plus escalation-clause rates. Special care is nec-
essary in evaluating gas contracts, including
their reasonableness in light of current condi-
tions and the ability and willingness of the
purchasers to honor the contracts. In some
instances, certain purchasers have broken con-
tracts or exercised ‘‘market-out’’ clauses to cease
complying with long-term purchase commit-
ments. The Securities and Exchange Commis-
sion requires reserves with renegotiable con-
tracts or under market-out clauses to value the
reserves at spot prices at the date of renegotia-
tion or immediately, in the case of market-out
clauses.

TABLE 1
ENGINEER’S REPORT—EVALUATION OF OIL AND GAS PROPERTIES

Year

Production
$18 per

Barrel (bbl)
Future
Income

Operating
and Other
Expenses

Future
Net Income

Present
Worth (PW)
Future
Income
@10%

PW
Future

Net Income
@10%

1 5,000 $ 90,000 $10,000 $ 80,000 $ 85,8001 $ 76,300

2 4,000 72,000 8,000 64,000 62,400 55,500

3 3,000 54,000 7,000 47,000 42,600 37,000

4 2,000 36,000 6,000 30,000 25,800 21,500

5 1,000 18,000 5,000 13,000 11,700 8,500

Total 15,000 $270,000 $36,000 $234,000 $228,300 $198,800

1. For present-worth calculations, usually1⁄2 year is
used for the first period, 11⁄2 for the second period, and
21⁄2 for the third period, and so on.
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Present Worth

Present worth is used to recast future income
into the equivalent dollar value today; it should
reflect current market interest rates. The present
worth of future net revenues is used to help
determine the maximum amount that can be
loaned.

Timing

Preferably, the report should be no more than six
months old. A report that is up to 12 months old
may be acceptable in some cases; however, it
should not be more than 12 months old. Change
is the most important factor in determining the
adequacy and timeliness of reports. Recent sig-
nificant price fluctuations or changes in interest
rates may require the examiner to adjust the
valuation of the reserves to reflect current
conditions.
The engineer is responsible for ensuring that

the evaluation includes only proved-developed-
producing reserves, unless otherwise directed
by the lender. In some cases, the lender might
give value to a property or well that is proved-
developed-nonproducing if it has been drilled
and completed, but is not producing because
sales facilities or a gas pipeline hookup has not
been completed. The lender would, however,
deduct a safety factor by cutting back the
reserves assumed to be dedicated to that well
because the margin of error increases. However,
the lender will not generally loan against proved-
undeveloped, probable, or possible reserves
because of the speculative nature of those cate-
gories. Their inclusion as collateral is usually as
an abundance of caution with little or no value
assigned to them.
A judgment has to be made on the probable

accuracy of predictions of future revenues. The
engineer evaluates geologic conditions such as
sand continuity, faulting, spacing, the number of
wells, the diversity of properties, well produc-
tivity, the pressure production history, and overall
data quality, as well as the degree of confidence
the engineers have in their own numbers. Esti-
mates based on well-established production per-
formance are given the most credibility. Lesser
weight is given to estimates derived from more
speculative methods such as volumetrics, anal-
ogy with similar reservoirs, or a computer
simulation of new producing zones. The exam-
iner should carefully review the narrative por-

tion of the engineer’s report to help determine
its usefulness. It will detail what data were
available, how they were used, the methods of
analysis, and whether a field inspection was
made, including individual well tests. This sec-
tion of the report should inform the examiner of
the true condition of the well and reserves. It is
possible for the projected cash flow to portray
one picture while the narrative portrays an
entirely different one.
Generally, a bank will loan up to 50 percent

of the net present value of proved-developed-
producing reserves; however, a lower percent-
age may be needed depending on a number of
factors. If the reserves are in an area that is
highly faulted, or if seismic work and drilling
indicated that a zone is contiguous from one
well to the next and the porosity and permeabil-
ity of the pay-zone rock are very similar, then a
smaller percentage will be used. To avoid the
possibility that any individual, unforeseen event
will have a significant effect on the total projec-
tion, a wide spread of properties is preferable.
This applies not only to a concentration of value
in any one well, but also to a concentration in
one reservoir, field, or producing area. Gener-
ally, a safety factor of not less than 2:1 will be
used on proved-producing properties, but on
long-life and high-quality reserves, a safety
factor of 1.5:1 is sometimes used. However,
wells that are highly faulted may require a 3:1 or
higher safety factor. Terms will usually require
that the loan be fully repaid before the safety
factor is reduced.

DOCUMENTATION

The documentation for a term loan is relatively
simple. There is a note, a loan agreement, a deed
of trust/mortgage, an assignment of production
(usually in the mortgage), a title opinion, and
a security agreement/financing statement. The
assignment of oil and gas interests is unique
because oil and gas are treated as real property
while in the ground but convert to personal
property interests as production is generated at
the wellhead. Most lenders also require an
affidavit as to payment of bills. Also, the owner
or the operator is usually required to guarantee
payment of the loan.
The bank will obtain an acceptable title opin-

ion that indicates the borrower has, on the date
of the loan, clear title to each of the leases under
mortgage and that properties are free and clear
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of all liens. After the loan is closed, the bank
will send a letter of instruction to notify the
company sending out production checks that the
bank has taken a lien on the production and to
request that production checks be sent directly
to the bank. The mortgage covers surface rights
and mineral interests. A copy of the mortgage
containing an assignment of production will be
sent to the company purchasing the production,
along with a request that division orders or
transfer orders be prepared recording its interest
in production payments. This authorizes the
purchaser to send production payments directly
to the bank for the account of the borrower. The
security agreement and financing statement cov-
ers removable equipment, oil and gas inventory
above the ground, and accounts receivable. The
financing statements are filed in the real estate
records of the county in which the properties are
located (usually with the county clerk) and in
the secretary of state’s office. This filing is done
to perfect security interests in equipment, which
may be moved from place to place. However,
some states have different requirements, and the
examiner should be familiar with each state’s
filing requirements. The affidavit as to payment
of bills is executed by the borrower to ensure
that all the bills have been paid on the properties
or will be paid out of loan proceeds. If bills are
to be paid out of proceeds, the bank should
ensure that payments are verified. The loan
agreement should be read very carefully by the
examiner with close attention paid to both posi-
tive and negative covenants.
The bank will usually take a collateral interest

in equipment, accounts receivables, and inven-
tory. The deed of trust/mortgage will cover real
estate, surface rights, and mineral interests, and
a security agreement will cover removable equip-
ment, oil as inventory (in tanks), and accounts
receivable. An appropriate filing is needed for
each type of collateral. Filing requirements may
vary from state to state and should be researched.
Generally, collateral documents should be filed
with the state and county. It is reasonable to
expect the bank to have collateral files com-
pleted within two to three months.

CLASSIFICATION GUIDELINES
FOR TROUBLED PRODUCTION
LOANS

The classification of production loans is like all
loan classifications in that it must be predicated

on an independent assessment of all credit
factors that are germane to the specific credit
being reviewed. A comprehensive analysis of
the credit must take place if any of the following
factors are present:

• The loan balance exceeds 65 percent of the
discounted present worth of future net income
(PWFNI) of proved-developed-producing
reserves, or the cash-flow analysis indicates
that the loan will not amortize over four to five
years.

• The credit is not performing in accordance
with terms or payment of interest and/or
principal.

• The credit is identified by the bank as a
problem credit.

• Other factors indicate a potential problem
credit.

After performing the analysis, the examiner
must determine if classification is warranted.
When classification is warranted, the following
guidelines are to be applied when repayment of
the debt is solely dependent on oil and/or gas
properties pledged as collateral. A lesser per-
centage or less severe criticism may be appro-
priate when other reliable means of repayment
exist for a portion of the debt.

Proved-Developed-Producing
Reserves

Sixty-five percent of discounted PWFNI should
be classified substandard when the discounted
PWFNI is determined using historical produc-
tion data (decline-curve-analysis engineering).
When less than 75 percent of the reserve esti-
mate is determined using historical production
data, or when the discounted PWFNI is predi-
cated on engineering estimates of the volume of
oil/gas flow (volumetric and/or analogy-based
engineering data), the collateral value assigned
to substandard should be reduced accordingly.
The balance, but not more than 100 percent of
discounted PWFNI of proved-developed-
producing (PDP) reserves, should be extended
doubtful. Any remaining deficiency balance
should be classified loss.

Other Reserves

In addition to PDP, many reserve-based credits
will include proved-developed-nonproducing
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reserves, shut-in reserves, behind-the-pipe
reserves, and proved-undeveloped properties
(PUPs) as collateral. Due to the nature of these
other reserves, there are no strict percentage
guidelines for the proportion of the credit sup-
ported by this type of collateral that should
remain as a bankable asset. However, only in
very unusual situations would the proportion of
collateral values assigned to a classification
category approach the values for PDP. The
examiner must ascertain the current status of
each reserve and develop an appropriate amount.
Examples could be reserves that are shut in
due to economic conditions versus reserves that
are shut in due to the absence of pipeline or
transportation. PUPs require careful evaluation
before allowing any bankable collateral value.
An example of a bankable value for a PUP could
be one that has a binding purchase contract. In
every classification where a bankable value is
given for any of these other reserves, the loan
write-up should fully support the examiner’s
determination.
The above guidelines apply to production

loans that are considered collateral-dependent
and are devoid of repayment capacity from any
other tangible source. Rarely should bankable
consideration be given to loans that are com-
pletely collateral dependent in excess of the
liquidation value of the pledged reserves. Once
again, there is no substitute for a specific,
case-by-case analysis of applicable credit and
collateral factors pertaining to each individual
credit. Frequently, when a lender encounters
problems with a production credit, numerous
other types of assets (for example A/R, inven-
tories, or real estate) are encumbered in an effort
to protect the bank’s interests. Other types of

collateral and sources of repayment should be
carefully evaluated on a case-by-case basis.

SAMPLE CASE

The following case describes some of the gen-
eral principles related to production lending. A
customer applied for a $100,000 loan to help
fund the purchase of oil reserves, which will be
used to secure the note. Based on an analysis,
the loan officer agreed to make a loan and secure
it with oil production. As part of the analysis,
the loan officer ordered an engineer’s report on
the properties to determine the half-life of the
cash flow—the point at which 50 percent of cash
flow available for debt service has been depleted.
Using table 1 (presented earlier in the ‘‘Evalu-
ation of Reserves’’ subsection), the loan officer
determined that cumulative PWFNI equals
$198,800 and 50 percent of that amount equals
$99,400. In the next step, the loan officer deter-
mined the point in time that $99,400 is reached,
which in this case is 17 months. Based on these
calculations, the loan officer determined that
the maximum loan should not exceed $99,400
and should be repaid within 17 months. He
offered a term loan to the borrower for $99,400
with 17 monthly payments of $5,847 principal
plus interest of 12 percent. Although the
loan request was for $100,000, the borrower
accepted the offer. Shortly after the loan is
made, the value of oil declines from $18 bbl to
$12 bbl, and the discount used for evaluations
increases from 10 to 15 percent. As a result,
table 1 was revised. Table 2 includes these new
factors.

TABLE 2
ENGINEER’S REPORT—EVALUATION OF OIL AND GAS PROPERTIES

Year
Production
@$12 bbl

Future
Income

Operating
and Other
Expenses

Future Net
Income

PW Future
Income
@15%

PW Future
Net Income
@15%

1 5,000 $ 60,000 $10,000 $ 50,000 $ 56,000 $ 46,600

2 4,000 48,000 8,000 40,000 38,900 32,400

3 3,000 36,000 7,000 29,000 25,400 20,400

4 2,000 24,000 6,000 18,000 14,700 11,000

5 1,000 12,000 5,000 7,000 6,400 3,700

Total 15,000 $180,000 $36,000 $144,000 $141,400 $114,100
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The loan now exceeds 65 percent of PWFNI
of PDP reserves, and a comprehensive analysis
of the credit is performed. Because the obligor is
devoid of other repayment capacity or other
reliable means of repayment, with total support
of the debt provided solely by the pledged
production, the loan should be classified. Sixty-
five percent of discounted PWFNI of PDP
reserves equals $74,165, and this amount will be
classified substandard. The balance of $16,827,
which is also supported by discounted PWFNI
of PDP reserves, should be classified doubtful.
The loan should be placed on nonaccrual status
with any outstanding interest classified as loss.

TERMINOLOGY

The following are abbreviated explanations or
discussions of some of the terms found in
engineering reports and energy-lending
transactions.

Analogy-based engineering data.Comparative
analyses relating past performances of compa-
rable properties to determine possible future
reserves.

Assignment of production.Usually in the mort-
gage agreement, it allows direct payment from
purchaser to the bank for oil production. Gas
purchases generally are paid to the operator, and
the operator then pays the bank.

Carried interest.When a party or parties have
their expenses paid (carried) by other parties up
to a specified limit.

Decline curves.Used to determine reserves by
extrapolation of historical production data.

Deed of trust/mortgage.Covers real estate, sur-
face rights, and mineral interests. Mortgage is
unique because oil and gas are treated as real
property while in the ground but converted to
personal property interests as production is gen-
erated at the wellhead and as oil and gas enter
storage tanks or a pipeline. The security agree-
ment portion of the oil and gas mortgage will
usually cover fixtures and equipment affixed to
the well site.

Development wells.Drilled in the proven terri-
tory of a field, they have a high likelihood of
producing oil or gas.

Division orders.Set out the borrower’s interest
in the property and direct production payments.
Division order title opinions can be used to
verify ownership and will contain the legal
description of properties.

Escalating.Involves the difficult task of predict-
ing future prices of oil and gas for valuing
production. Escalating the value of production
usually increases the risk to the lender. Exam-
iners should carefully review the basis for esca-
lating values when it has a significant impact
on the value of the collateral and/or cash flow.
Also, the examiner should carefully review
how future expenses related to each well are
estimated.

Exploratory well.Also known as a ‘‘wildcat,’’ a
well drilled in an unproven area. The term
originated in early drilling days in Pennsylvania
when wells were drilled within the sight and
sound of wildcats.

Fault. A break or fracture in the earth’s crust
that causes rock layers to shift.

Field. An area in which a number of wells
produce from a reservoir or from several reser-
voirs at various depths.

Formation.A bed or deposit of substantially the
same kinds of rocks.

Fracturing, frac’ing, frac job.Refers to pump-
ing fluids under extremely high pressure into a
formation to create or enlarge fractures through
which oil or gas can move. Propping agents such
as sand are sent down with fluids to hold the
fractures open. Many completed wells require
additional treatment (stimulation) before oil or
gas can be produced.

Lease.A contract between the landowner (les-
sor) and the lessee that gives the lessee the right
to exploit the premises for minerals or other
products and to use the surface as needed.
However, surface damages would normally have
to be reimbursed. Surface ownership is different
from mineral ownership in many cases. Also, if
drilling does not begin during a specified time
period, the lease will expire.

Lithology.The scientific study of rocks.

Log(s). Used to record three basic measure-
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ments: electrical, radioactive, and sonic. The
logging device is lowered into the well bore
and transmits signals to the surface. These are
recorded on film and used to make a log
showing the recorded measurements that are
used to analyze the formation’s porosity, fluid
saturation, and lithology. The log’s header gives
the log’s type and date, the operator, the well
name, and other information.

Market-out.A clause that basically allows the
purchaser to stop paying the original contract
price and institute a lower price with the intent
of maintaining the marketability of the gas.
Some contracts allow the producer to be released
from the contract if he refuses the lower price or
may offer other remedies.

Mineral rights.The ownership of minerals under
a tract, which includes the right to explore, drill,
and produce such minerals, or assign such rights
in the form of a lease to another party. Mineral-
rights ownership may or may not be severed
from land-surface ownership, depending on state
law. Title in fee simple means all rights are held
by one owner; the fee in surface owner does not
hold mineral rights. The term ‘‘minerals’’ is
loosely used to refer to mineral ownership and
even, incorrectly, to royalty ownership. A min-
eral acre is the full mineral interest under one
acre of land.

Operator.The manager of drilling and produc-
tion for the owner.

Perforations.The holes in casing and cement
through which oil and/or gas flow from forma-
tion into wellbore and up to surface.

Permeability.A measure of how easily fluids
may flow through pore spaces. A tight rock or
sand formation will have low permeability and,
thus, low capacity to produce oil or gas. Wells in
these zones usually require fracturing or other
stimulation.

Porosity.Refers to the pore space in rock that
enables it to hold fluids.

Reservoir or pool.A single accumulation of oil
or gas trapped in a rock body.

Reserves.The estimated amount of oil and gas
in a given reservoir that is capable of being

profitably recovered, assuming current costs,
prices, and technology. Not to be confused with
oil and gas in place, which is the total amount of
petroleum in the earth regardless of whether or
not it can be recovered. Recovery is a function
not only of technology, but of the marketplace.

Reserve interest.The term used to describe the
percent of revenue received.

Royalty interest.The share of gross production
proceeds from a property received by its mineral
owner(s), free of exploration, drilling, and pro-
duction costs. Typically one-eighth to one-sixth
of production, but fractions may be higher.
Royalty payments take precedence over all other
payments from lease revenues.

Primary, secondary, and tertiary recovery.Re-
lates to the method of obtaining production from
a well. Primary recovery is production from a
reservoir through flowing or pumping wells
because of the existence of natural energy within
the reservoir. This usually recovers about 10 to
35 percent of the oil and gas in place. Secondary
recovery is any method by which essentially
depleted reservoir energy is restored. This may
be accomplished by injection of liquids or gases
or both. Tertiary recovery is any enhanced
method employed after secondary recovery and
is generally very costly.

Runs.A term used to refer to oil or gas produc-
tion income from a lease.

Seismic survey or shooting.A method of gath-
ering information by recording and analyzing
shock waves artificially produced and reflected
from subsurface rocks.

Stripper wells.Wells that make less than 10
barrels of oil per day based on the last
12 months or wells that make less than 60,000
cubic feet of gas per day based on the last
90 days.

Volumetric calculations.Determine oil or
gas reserves by use of rock volume and
characteristics.

Working interest.Also referred to as an operat-
ing interest, the term used to describe the lease
owner’s interest in the well. Lease owners are
the ones who pay for drilling and completing the
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well. Lease owners pay 100 percent of cost and
receive all revenues after taxes and royalties are
paid.

Workover.Relates to the process of cleaning out
or other work on a well to restore or increase its
production.
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Energy Lending—Production Loans
Examination Objectives
Effective date May 1996 Section 2150.2

1. To determine if policies, practices, proce-
dures, and internal controls for energy loans
are adequate to identify and manage the risks
the bank is exposed to.

2. To determine if bank officers are operating in
conformance with the established guidelines.

3. To evaluate the portfolio for performance,
credit quality, collateral sufficiency, and
collectibility.

4. To determine the scope and adequacy of the
audit function.

5. To determine compliance with applicable
laws and regulations.

6. To initiate corrective action when policies,
practices, procedures, or internal controls are
deficient or when violations of laws or regu-
lations have been noted.
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Asset-Based Lending
Effective date May 1996 Section 2160.1

INTRODUCTION

Asset-based lending is a specialized area of
commercial bank lending in which borrowers
assign their interests in certain accounts receiv-
able and inventory, and in selected cases fixed
assets, to the lender as collateral. In asset-based
lending, the primary repayment source is the
conversion of the pledged assets into cash.
Asset-based lending differs from a commercial
loan in which the bank takes a security interest
in all accounts receivable and inventory owned
or acquired by the borrower. This section will
discuss asset-based lending in relation to the
characteristics of the borrower, its advantages to
the borrower and the bank, credit and collateral
analysis, documentation, and safeguards to
ensure the authenticity and collectibility of the
assigned receivables.
The examiner must judge the quality of the

asset-based credit by evaluating the financial
condition and debt-servicing ability of the bor-
rower and the quality of the collateral. In addi-
tion, the examiner must evaluate the bank’s
credit policy, internal controls, audit procedures,
and operational practices.
Many borrowers whose financial condition is

not strong enough to allow them to qualify for
regular, secured commercial bank loans may use
asset-based loans to meet their financial needs.
Some examples of asset-based borrowers are—

• businesses that are growing rapidly and need
year-round financing in amounts too large
to justify commercial lines of credit secured
by blanket liens on accounts receivable and
inventory,

• businesses that are nonseasonal and need
year-round financing because working capital
and profits are insufficient to permit periodic
cleanups,

• businesses whose working capital is inad-
equate for their volume of sales and type of
operation, and

• businesses that cannot obtain regular commer-
cial loan terms because of deteriorating credit
factors.

Some advantages of asset-based lending for
the borrower are—

• efficiency in financing an expanding operation
because the business’s borrowing capacity

expands along with increases in levels of
accounts receivables, inventory, and sales;

• the ability to take advantage of purchase
discounts because the company receives
immediate cash on its sales and is able to pay
trade creditors in a timely manner (consistent
usage of purchase discounts reduces the cost
of goods sold and enhances the gross profit
margin); and

• the interest paid on asset-based loans may be
lower than for alternate sources of funds.

Some advantages of asset-based lending for
banks are—

• a relatively high-yield loan is generated com-
mensurate with the perceived credit risk of the
borrower;

• a depository relationship is formed that pro-
vides income and enhances the bank’s ability
to monitor changes in the borrower’s cash
flow and overall financial condition;

• banking relationships with longstanding cus-
tomers whose financial conditions no longer
warrant traditional commercial bank loans can
continue;

• new business is generated by prudently lend-
ing to financially weaker customers who could
not qualify for normal commercial loans; and

• potential loss is minimized when the loan is
collateralized by a percentage of the accounts
receivable and inventory.

CREDIT ANALYSIS

Although asset-based loans are collateralized
and closely monitored, it is important to analyze
the borrower’s financial statements. Even if the
collateral is of good quality and supports the
loan, the borrower should demonstrate financial
progress. Full repayment through collateral liq-
uidation is normally a solution of last resort. An
examiner should analyze the borrower’s finan-
cial statements with particular emphasis on trends
in working capital, review trade reports, analyze
accounts receivable and inventory turnover, and
review the agings of receivables and payables.
Furthermore, the prompt payment of taxes, espe-
cially payroll taxes, should be verified. One
reason for a company to obtain asset-based
financing is to maximize discounts offered by
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suppliers; therefore, it should pay creditors
promptly upon receiving the financing.
Bank management’s ability to recognize a

customer’s financial problems as they develop,
and to initiate orderly liquidation, if necessary,
is important in the supervision of asset-based
financing. Theoretically, a borrower’s line could
be fully liquidated by discontinuing further
advances, collecting the assigned receivables,
and liquidating pledged inventory. However,
such drastic action would most likely cause the
borrower’s business to close, resulting in a
probable deterioration of the receivables from
new disputes and in returns and offsets. Conse-
quently, the bank usually notifies its borrower of
a contemplated liquidation, which gives the
borrower time to seek other means of continuing
business so that the bank’s loan may be liqui-
dated in an orderly manner without losses or
other adverse effects. Unless the bank has initi-
ated an orderly liquidation, examiners should
specially mention or classify receivable and
inventory lines in which the borrower’s financial
position has declined so that continued financing
is not prudent. When a liquidation is occurring,
classification of the credit may not be necessary
if the borrower’s business is continuing, the
existing collateral is of good quality, liquidation
value sufficiently covers outstanding debt, and
no collateral deterioration is anticipated.
A related issue concerning asset-based loans

is the amount of excess availability associated
with the revolving line of credit. The quantity of
a borrowing company’s excess availability is an
excellent indicator of whether it has the capacity
to service its loan. If a status report shows little
availability, the borrower has used all of the cash
that the pledged receivables and inventory are
capable of generating under the asset-based line
of credit. Since these loans may not yet be on the
bank’s watch list or problem-loan report, it is
important for the examiner to track, over a
fiscal-year period, a borrower’s changing levels
of availability when performing an analysis of
creditworthiness. This analysis is especially criti-
cal for borrowers whose business is seasonal.
Initial credit analyses of potential asset-based
loan customers should include detailed projec-
tions showing that availability under revolving
lines of credit at anticipated advance rates would
be sufficient to meet the borrower’s working-
capital needs. Occasionally, overadvance lines
are part of the initial credit facility.
Bank management must continually evaluate

the realizable value of receivables and inventory

pledged. To do so, management should review
the quality of the receivables and inventory
pledged, including documentation; the safe-
guards imposed to ensure the authenticity and
collectibility of the assigned receivables; and the
loan agreement and compliance therewith. The
information obtained is sometimes difficult to
interpret unless it is related to other periods,
comparable businesses, or industry statistics.
Comparative analysis helps indicate the continu-
ing value of the collateral.
Lender-liability exposure is a risk in all types

of commercial lending, but especially in asset-
based lending. Borrowers using asset-based
financing are generally very dependent on its
continuation, so an abrupt cessation of a line of
credit would be more likely to result in legal
action against a lender. To protect themselves as
much as possible from lender-liability lawsuits,
banks frequently use time notes (with renewal
options). Time notes are supported by loan
agreements that usually include more numerous
and detailed loan covenants. Legal counsels for
both the lender and borrower should approve the
loan agreement and covenants. At times, the
borrower may not comply with one or more
covenants in a loan agreement. The lender may
agree to waive specific covenant violations to
give a borrower time to take corrective action. If
a covenant such as a financial covenant requir-
ing a minimum capital level is waived, the
waiver should be formally communicated to the
borrower in writing. The lender should avoid
both not taking action for a period of time and
not issuing a written waiver for a covenant
violation. In either case, if a covenant violation
is subsequently used as a reason to cancel an
asset-based loan, the lender is more vulnerable
to lender liability. The lender should be careful
to be consistent in all actions regarding the
borrower.

ASSET-BASED LOAN
AGREEMENTS

An asset-based loan agreement is a contract
between a borrower and the bank that sets forth
conditions governing the handling of the account
and the remedies available in the event of
default. The following areas should be addressed
in the loan agreement:

• Eligible accounts receivable.This involves
identifying classes of receivables that will not
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be regarded as acceptable collateral. Certain
types of receivables carry a higher degree of
risk relative to the willingness and ability of
account debtors to pay and, by their very
nature, should be excluded from the lending
formula. The following are typical classes of
ineligible receivables:
—Delinquent accounts.Eligible receivables
generally exclude accounts that are more
than a given number of days delinquent,
most often 60 days or more past due.
Delinquency is frequently expressed in loan
agreements as a given number of days from
the invoice date, such as 90 days from the
invoice date when payment is required in
30 days, which is the most common pay-
ment term. Expressing delinquency in days
from the invoice date prevents a borrower
from reducing the volume of ineligible
delinquent accounts by giving dated terms
(extending payment days). For example,
accounts with 30-day trade terms that are
becoming 60 days delinquent could other-
wise be maintained in the eligible-
receivable base by increasing payment
terms to 90 days. Also, under what is
commonly referred to as the ‘‘50 percent
rule,’’ accounts with multiple invoices that
have more than 50 percent of the total
balance past due are excluded from the
eligible-receivable base. For example, if a
borrower’s customer owes payment for ten
invoices, of which six are delinquent, all
ten would be considered ineligible, not just
the six that are delinquent. While 50 per-
cent is standard industry practice, lenders
may be more conservative and require
ineligibility for an entire account if less
than 50 percent of it is past due.

—Contra accounts.These usually arise when
the borrower both sells to and purchases
from the account debtor. The risk is the
possibility of direct offset against these
accounts.

—Affiliate accounts.These accounts, unlike
contra-accounts, occur when a borrower
sells to an account debtor, both of whom
are associated through common ownership.
Associated risks include forgiveness of debt
on behalf of the affiliate and a temptation
for the borrower to create fraudulent
invoices.

—Concentration accounts.A lender may be
vulnerable to loss if a large percentage of
the dollar amount of receivables assigned is

concentrated in a few accounts. Too many
sales, even to a good creditworthy cus-
tomer, could ultimately cause problems
should disputes arise over products or con-
tracts. A common benchmark is that no
more than 20 percent of the receivables
assigned should be from one customer.
Some lenders will use a percentage that is
also subject to a dollar limit.

—Bill-and-hold sales.These occur when a
product ordered by a buyer has actually
been billed and is ready for shipment, but is
held by the seller pending receipt of ship-
ping instructions from the buyer. Bill-and-
hold sales are not eligible as receivables to
be loaned against because they are not fully
executed transactions. A second party’s
claim could be of little value when mer-
chandise has not been shipped and there is
no evidence of acceptance on behalf of the
buyer.

—Progress billings.These are invoices issued
on partial completion of contracts, usually
on a percentage basis. This practice is
standard in construction and other indus-
tries where long-term contracts are gener-
ally used. Failure to complete a contract
could jeopardize thecollectibility of progress
receivables and, therefore, should generally
not be considered eligible collateral. More-
over, failure to complete contracts can
expose companies to lawsuits from their
customers, who may be forced to pay
higher prices to other parties to complete
the contracts over much shorter time
periods. The only exception for progress
billings is when, on partial completion,
there has been delivery of the product, and
the contract clearly states that buyers have
accepted the product and are responsible
for payment of the product delivered.

—Receivables subject to a purchase-money
interest.These include floor-plan arrange-
ments, under which a manufacturer will
frequently file financing statements when
merchandise is delivered to the borrower.
That filing usually gives the manufacturer a
superior lien on the receivable. An alterna-
tive would be to enter into an agreement
with the manufacturer, which specifies that
rights to the receivables are subordinated to
the bank.

• Percentage advanced against eligible or
acceptable accounts receivable.The accounts-
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receivable advance rate, typically in the range
of 75 to 85 percent, must serve the two
primary functions of providing adequate cash
flow for the borrower and providing a margin
that gives adequate protection for the lender.
Protection for the lender requires a sufficient
margin for the continual costs of collection
and absorption of dilution in the receivables.
Selecting the proper advance rate for a bor-
rower involves understanding the amounts
and causes of portfolio dilution. Causes of
dilution that are positive include the offering
of discounts and various allowances. Causes
that are negative include merchandise returns,
bad debts, product liability, or warranty claims.
An abundance of negative causes, such as
bad debts, might indicate poor receivable-
management practices. A lender must know
how dilution is occurring in each receivable
portfolio to measure it continually. This knowl-
edge should lead to proper advance-rate selec-
tion, resulting in a loan balance protected by a
receivables base with sufficient liquidation
value to repay the loan.

• Percentage advanced against eligible inven-
tory. The inventory advance rate typically
ranges from 35 to 65 percent for finished
products. Marketability and accessibility of
the inventory are key factors in determining
the advance rate. Proper evaluation of the
liquidation value of inventory requires a firm
understanding of marketability in all the vari-
ous inventory stages (raw materials, works-in-
process, finished merchandise). Works-in-
process often have very low marketability
because of their unfinished nature, and they
will typically carry a very low advance rate—if
they are even allowed as eligible inventory.
Conversely, the raw materials or commodities
(such as aluminum ingots, bars, and rolls)
have a broader marketability as separately
financed collateral components. When setting
advance rates, it is also important to consider
whether inventory is valued at LIFO (last in,
first out) or FIFO (first in, first out). In an
inflationary environment, FIFO reporting will
result in higher overall inventory values on the
customer’s books.

The above factors are considerations in the
conduct of inventory audits performed in con-
nection with the granting and monitoring of
asset-based loans. These audits will generally
discuss the inventory from a liquidation basis.

This information is critical in determining
appropriate advance rates.

Pledged Receivables

The following factors should be considered in
evaluating the quality of receivables pledged:

• Standard procedures require that the bank
obtain a monthly aging report of the accounts
receivable pledged. The eligible receivables
base is then calculated by deducting the vari-
ous classes of ineligible receivables. Usually
the eligible receivables base will be adjusted
daily during the month following receipt of
the aging report. If accounts are ledgered, the
base will be increased by additional sales, as
represented by duplicate copies of invoices
together with shipping documents and/or
delivery receipts received by the bank. The
receivables base will be decreased daily by
accounts-receivable payments received by the
borrower, who then remits the payments to the
bank. Another method of payment in which
the bank has tighter control is a lockbox
arrangement. Under this arrangement, receiv-
ables are pledged on a notification basis and
the borrower’s customers remit their pay-
ments on accounts receivable directly to the
bank through deposit in a specially designated
account. If accounts are not ledgered but a
blanket assignment procedure is used, the
borrower periodically informs the bank of the
amount of receivables outstanding on its
books. Based on this information, the bank
advances the agreed percentage of the out-
standing receivables. Receivables are also
pledged on a non-notification basis, with pay-
ments on the receivables made directly to the
borrower who then remits them to the bank.
Proper management of any asset-based credit
line requires that all payments on accounts
receivable be remitted to the bank, with the
accounts-receivable borrowing base reduced
by a like amount. The borrower’s working-
capital needs should then be met by drawing
against the asset-based credit line.

• Slower turnover of the pledged receivables
can be a strong indication of deterioration in
credit quality of accounts receivable.

• Debtor accounts that are significant to the
bank borrower’s business should be well rated
and financially strong. Borrowers should also
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obtain financial statements on their major
customers to make credit decisions. These
financial statements should be reviewed when
the bank performs its periodic audits. In addi-
tion, the borrower should maintain an appro-
priate level of reserves for doubtful accounts.
Credit insurance is often used, which indem-
nifies a company against noncollection of
accounts receivable for credit reasons. When
credit insurance is used, the asset-based lender
should be named as beneficiary.

• Dilution or shrinking of the accounts-
receivable borrowing base can result from
disputes, returns, and offsets. A large or in-
creasing volume of these transactions could
adversely affect the bank’s collateral position.

The following safeguards, which bank man-
agement should consider and the examiner
should evaluate, ensure the authenticity and
collectibility of the pledged accounts receivable:

• Audits.To verify the information supplied by
the borrower to the bank, the bank should
audit the borrower’s books. Audits should
occur several times a year at the borrower’s
place of business. For satisfactory borrowers,
the audit is usually performed quarterly. How-
ever, audits can occur more frequently if
deemed necessary. Individuals who perform
bank audits should be independent of the
credit function. The scope of an audit should
include—
—verification that the information on the
borrowing-base certificate reconciles to the
borrower’s books;

—review of concentrations of accounts;
—review of trends in accounts receivable,
accounts payable, inventory, sales, and costs
of goods sold;

—review of the control of cash proceeds;
—determination that the general ledger is
regularly posted;

—verification of submitted aging reports;
—review of bank reconciliations and can-
celed checks;

—determination if any accounts receivable
are being settled with notes receivable;

—verification that the accounts-receivable led-
ger is noted to show that an assignment has
been made to the bank;

—determination on non-notification accounts
that all payments are remitted to the bank
and that positive written confirmations are
issued timely (for example, semiannually);

—verification that all taxes, especially sales
and payroll, are paid timely; and

—review of compliance with the loan
agreement.

• Confirmation.To verify the authenticity of
the pledged collateral, the bank should institute
a program of direct confirmation. This proce-
dure is particularly important if the accounts
receivable are pledged on a non-notification
basis, since the bank does not have the same
control over debtor accounts as it does when
the receivables are pledged on a notification
basis. Direct confirmation should be made
before the initial lending arrangement and
periodically thereafter. Confirmation should
be on a positive basis. The bank should obtain
written approval from the borrower before
confirming accounts receivable on a non-
notification basis.

Pledged Inventory

The following factors should be considered in
evaluating the inventory pledged:

• A borrowing-base certificate, obtained from
the borrower at least monthly, is normally
used to calculate the dollar amount of inven-
tory eligible for collateral. The borrowing-
base certificate will show the different classes
of inventory, such as raw materials, works-in-
process, and finished goods. After this will be
listed the different types of ineligible inven-
tory, which will be subtracted to give the
amount of eligible inventory. Finally, the
advance rates are applied to the different
classes of eligible inventory to determine the
borrowing base.

• Factors affecting marketability, advance rates,
and the decision whether to allow a class of
inventory as eligible at even a low advance
rate:
—Obsolescence.This could involve not only
merchandise that is no longer in demand
for various reasons, such as technological
advances, but also style products, such as
clothing, which obviously have a greater
potential for obsolescence.

—Seasonal goods.It is necessary to know
the seasonal highs and lows associated with
a particular class of inventory, as well as
the costs associated with these seasonal
variations.
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—Oversupply.If there is an oversupply in the
general market of a particular class of
inventory, then its value would be nega-
tively affected.

—Limited-use raw materials and finished
goods.These would be difficult to liquidate
at a reasonable value.

Two other areas a lender must analyze in
setting the inventory advance rate are the ease
or difficulty, in terms of cost, of liquidating
inventory in multiple locations, and the cost of
maintaining certain inventory, such as food
products that require refrigeration, in a salable
state.
In addition to marketability, accessibility of

the collateral is extremely important, as liquida-
tion plans become meaningless if a lender can-
not gain access to collateral. Constant vigilance
is necessary to guard against actions that would
preempt a lender’s security interest in inventory.
Following are some common actions that impede
a lender’s access to collateral:

• Possessory liens.A landlord lien is a common
example. To protect their interest, lenders
need to obtain landlord waivers to the lien.

• Nonpossessory liens.A purchase-money
security interest is a common example. These
are usually filed by trade suppliers against
their customers.

• Secret lien.A tax lien is the most common
example. To ensure that a loss of collateral
does not occur, it is necessary to conduct

periodic lien searches if a borrower develops
financial problems.

Commercial lenders oftenuseoutsideappraisal
firms to help them determine prudent inventory-
advance rates. Also, normal industry practice
for advance rates on different classes of inven-
tory is available through the Commercial Finance
Association Information Exchange.
Turnover rates should be analyzed to identify

potential slow-moving or obsolete inventory,
which should be subject to a lower or no
advance rate. The borrower should establish
inventory reserves if the volume of slow-
moving or obsolete inventory is significant, and
charge-off procedures should be in effect. Inven-
tory should be adequately insured in relation to
its location and amount. Furthermore, bill-and-
hold merchandise and goods held on consign-
ment should be physically segregated from other
warehoused inventory and should not be included
as inventory on the borrower’s books or on the
borrowing-base certificate submitted to the
bank.

UCC Requirements for Secured
Transactions

Article 9 of the UCC applies to any transaction
that is intended to create a security interest in
personal property. For a detailed discussion of
the UCC requirements regarding secured trans-
actions, refer to section 2080.1, ‘‘Commercial
and Industrial Loans.’’
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Asset-Based Lending
Examination Objectives
Effective date May 1996 Section 2160.2

1. To determine if the policies, practices, pro-
cedures, and internal controls for accounts
receivable and inventory financing are
adequate.

2. To determine if bank officers are conforming
to established guidelines.

3. To evaluate the portfolio for collateral suffi-
ciency, credit quality, and collectibility.

4. To determine the scope and adequacy of the
audit function.

5. To determine compliance with laws and
regulations.

6. To initiate corrective action when policies,
practices, procedures, or internal controls are
deficient or when violations of laws or regu-
lations have been noted.
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Asset-Based Lending
Examination Procedures
Effective date November 2003 Section 2160.3

1. If selected for implementation, complete
or update the asset-based lending section of
the internal control questionnaire.

2. On the basis of the evaluation of internal
controls and the work performed by internal
or external auditors, determine the scope of
the examination.

3. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also, obtain a listing of
any deficiencies noted in the latest review
done by internal or external auditors, and
determine if corrections have been
accomplished.

4. Obtain a trial balance of the customer lia-
bility records.
a. Agree or reconcile balances to depart-

ment controls and the general ledger.
b. Review reconciling items for reasonable-

ness.
5. Using an appropriate technique, select bor-

rowers for examination. Prepare credit line
cards.

6. Obtain the following information from the
bank or other examination areas, if
applicable:
a. past-due loans
b. loans in a nonaccrual status
c. loans on which interest is not being

collected in accordance with the terms of
the loan (Particular attention should be
paid to loans that have been renewed
without payment of interest.)

d. loans whose terms have been modified
by a reduction of interest rate or princi-
pal payment, by a deferral of interest or
principal, or by other restructuring of
repayment terms

e. loans transferred, either in whole or in
part, to another lending institution as
a result of a sale, participation, or asset
swap since the previous examination

f. loans acquired from another lending
institution as a result of a purchase,
participation, or asset swap since the
previous examination

g. loan commitments and other contingent
liabilities

h. Extensions of credit to employees, offi-
cers, directors, and principal sharehold-

ers and their interests, specifying which
officers are considered executive officers

i. extensions of credit to executive officers,
directors, and principal shareholders and
their interests of correspondent banks

j. a list of correspondent banks
k. miscellaneous loan-debit and credit-

suspense accounts
l. loans considered ‘‘problem loans’’ by

management
m. Shared National Credits
n. specific guidelines in the lending policy
o. each officer’s current lending authority
p. current interest-rate structure
q. any useful information obtained from the

review of the minutes of the loan
and discount committee or any similar
committee

r. reports furnished to the loan and
discount committee or any similar
committee

s. reports furnished to the board of
directors

t. loans classified during the preceding
examination

7. Review the information received and per-
form the following procedures.
a. Loans transferred, either in whole or in

part, to or from another lending institu-
tion as a result of a participation, sale or
purchase, or asset swap.
• Participations only:

— Test participation certificates and
records, and determine that the par-
ties share in the risks and contrac-
tual payments on a pro rata basis.

— Determine that the bank exercises
similar controls and procedures
over loans serviced for others as
for loans in its own portfolio.

— Determine that the bank, as lead or
agent in a credit, exercises similar
controls and procedures over syn-
dications and participations sold as
for loans in its own portfolio.

• Procedures pertaining to all transfers:
— Investigate any situations in which

loans were transferred immediately
before the date of examination to
determine if any were transferred
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to avoid possible criticism during
the examination.

— Determine whether any of the loans
transferred were either nonperform-
ing at the time of transfer or clas-
sified at the previous examination.

— Determine that the consideration
received for low-quality loans trans-
ferred from the bank to an affiliate
is properly reflected on the bank’s
books and is equal to the fair
market value of the transferred
loans. (While fair market value
may be difficult to determine, it
should at a minimum reflect both
the rate of return being earned on
these loans as well as an appropri-
ate risk premium.) Section 23A of
the Federal Reserve Act prohibits a
state member bank from purchas-
ing a low-quality asset.

— Determine that low-quality loans
transferred to an affiliate are prop-
erly reflected at fair market value
on the books of both the bank and
its affiliate.

— If low-quality loans were trans-
ferred to or from another lending
institution for which the Federal
Reserve is not the primary regula-
tor, prepare a memorandum to be
submitted to the Reserve Bank
supervisory personnel. The Reserve
Bank will then inform the local
office of the primary federal regu-
lator of the other institution involved
in the transfer. The memorandum
should include the following infor-
mation, as applicable:
(1) name of originating institution
(2) name of receiving institution
(3) type of transfer (i.e., participa-

tion, purchase or sale, swap)
(4) date of transfer
(5) total number of loans trans-

ferred
(6) total dollar amount of loans

transferred
(7) status of the loans when trans-

ferred (e.g., nonperforming,
classified, etc.)

(8) any other information that
would be helpful to the other
regulator

b. Miscellaneous loan-debit and credit-

suspense accounts.
• Discuss with management any large or

old items.
• Perform additional procedures as

deemed appropriate.
c. Loan commitments and other contingent

liabilities. Analyze the commitment or
contingent liability if the borrower has
been advised of the commitment, and
analyze the combined amounts of the
current loan balance (if any) and the
commitment or other contingent liability
exceeding the cutoff.

d. Loans classified during the previous
examination.
• Determine the disposition of loans so

classified by transcribing—
— current balance and payment sta-

tus, or
— date loan was repaid and source of

payment.
• Investigate any situations in which all

or part of the funds for the repayment
came from the proceeds of another
loan at the bank, or as a result of a
participation, sale, or swap with another
lending institution. If repayment was a
result of a participation, sale, or swap,
refer to step 7a of this section for the
appropriate examination procedures.

e. Uniform review of Shared National
Credits.
• Compare the schedule of credits

included in the uniform review of
Shared National Credits Program with
line cards to ascertain which loans in
the sample are portions of Shared
National Credits.

• For each loan so identified, transcribe
appropriate information from schedule
to line cards. (No further examination
procedures are necessary in this area.)

8. Consult with the examiner responsible for
the asset/liability management analysis to
determine the appropriate maturity break-
down of loans needed for the analysis. If
requested, compile the information using
bank records or other appropriate sources.
See ‘‘Instructions for the Report of Exami-
nation,’’ section 6000.1, for the consider-
ations to be taken into account when com-
piling maturity information for the gap
analysis.

9. Prepare line cards for any loan not in the
sample that, on the basis of the information
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derived from the above schedules, requires
in-depth review.

10. Obtain liability and other information on
common borrowers from examiners
assigned to cash items, overdrafts, lease
financing, and other loan areas, and together
decide who will review the borrowing
relationship.

11. Obtain credit files for each loan for which
line cards have been prepared. In ana-
lyzing the loans, perform the following
procedures:
a. Analyze balance-sheet and profit-and-

loss items as reflected in current and
preceding financial statements, and deter-
mine the existence of any favorable or
adverse trends.

b. Review components of the balance sheet
as reflected in the current financial state-
ments, and determine the reasonableness
of each item as it relates to the total
financial structure.

c. Review supporting information and con-
solidation techniques for major balance-
sheet items.

d. Ascertain compliance with provisions of
loan agreements.

e. Review digests of officers’ memoranda,
mercantile reports, credit checks, and
correspondence.

f. Review the following:
• relationship between amount collected

in a month on the receivables pledged
as collateral and the borrower’s credit
limit

• aging of accounts receivable
• ineligible receivables
• concentration of debtor accounts
• financial strength of debtor accounts
• disputes, returns, and offsets
• management’s safeguards to ensure the

authenticity and collectibility of the
assigned receivables

g. Analyze secondary support offered by
guarantors and endorsers.

h. Ascertain compliance with established
bank policy.

12. Transcribe significant liability and other
information on officers, principals, and
affiliations of appropriate borrowers con-
tained in the sample. Cross-reference line
cards to borrowers, where appropriate.

13. Determine compliance with laws and regu-
lations pertaining to accounts receivable
lending by performing the following steps.

a. Lending limits.
• Determine the bank’s lending limit as

prescribed by state law.
• Determine advances or combinations

of advances with aggregate balances
above the limit, if any.

b. Section 23A, Relations with Affiliates (12
USC 371c), and section 23B, Restric-
tions on Transactions with Affiliates (12
USC 371c-1), of the Federal Reserve
Act, and Regulation W.
• Obtain a listing of loans to affiliates.
• Compare the listing with the bank’s

customer liability records to determine
its accuracy and completeness.

• Obtain a listing of other covered trans-
actions with affiliates (i.e., acceptance
of affiliate’s securities as collateral for
a loan to any person).

• Ensure that covered transactions with
affiliates do not exceed the limits of
section 23A and Regulation W.

• Ensure that covered transactions with
affiliates meet the collateral require-
ments of section 23A and Regulation
W.

• Determine that low-quality loans have
not been purchased from an affiliate.

• Determine that all covered transactions
with affiliates are on terms and condi-
tions that are consistent with safe and
sound banking practices.

• Determine that all transactions with
affiliates comply with the market-
terms requirement of section 23B and
Regulation W.

c. 18 USC 215, Receipt of Commission or
Gift for Procuring Loans.
• While examining the accounts receiv-

able loan area, determine the existence
of any possible cases in which a bank
officer, director, employee, agent, or
attorney may have received anything
of value for procuring or endeavoring
to procure any extension of credit.

• Investigate any such suspected
situation.

d. Federal Election Campaign Act (2 USC
441b), Political Contributions and Loans.
• While examining the accounts receiv-

able loan area, determine the existence
of any loans in connection with any
political campaign.

• Review each such credit to determine
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whether it is made in accordance with
applicable banking laws and regula-
tions and in the ordinary course of
business.

e. 12 USC 1972, Tie-In Provisions. While
examining the accounts receivable loan
area, determine whether any extension of
credit is conditioned upon—
• obtaining or providing an additional

credit, property, or service to or from
the bank or its holding company (or a
subsidiary of its holding company),
other than a loan, discount, deposit, or
trust service, or

• the customer not obtaining a credit,
property, or service from a competitor
of the bank or its holding company (or
a subsidiary of its holding company),
other than a reasonable condition to
ensure the soundness of the credit.

f. Insider lending activities. The examina-
tion procedures for checking compliance
with the relevant law and regulation
covering insider lending activities and
reporting requirements are as follows.
(The examiner should refer to the appro-
priate sections of the statutes for specific
definitions, lending limitations, reporting
requirements, and conditions indicating
preferential treatment.)
• Regulation O (12 CFR 215), Loans

to Executive Officers, Directors,
and Principal Shareholders and Their
Related Interests. While reviewing
information relating to insiders that is
received from the bank or appropriate
examiner (including loan participa-
tions, loans purchased and sold, and
loan swaps)—
— test the accuracy and completeness

of information about accounts
receivable loans by comparing it
with the trial balance or loans
sampled;

— review credit files on insider loans
to determine that required informa-
tion is available;

— determine that loans to insiders
do not contain terms more favor-
able than those afforded other
borrowers;

— determine that loans to insiders do
not involve more than normal risk
of repayment or present other
unfavorable features;

— determine that loans to insiders do
not exceed the lending limits
imposed by Regulation O;

— if prior approval by the bank’s
board was required for a loan to an
insider, determine that this approval
was obtained;

— determine compliance with the vari-
ous reporting requirements for
insider loans;

— determine that the bank has made
provisions to comply with the dis-
closure requirements for insider
loans; and

— determine that the bank maintains
records of public disclosure requests
and the disposition of the requests
for a period of two years after the
dates of the requests.

• Title VIII of the Financial Institutions
Regulatory and Interest Rate Control
Act of 1978 (FIRA) (12 USC 1972(2)),
Loans to Executive Officers, Directors,
and Principal Shareholders of Corre-
spondent Banks.
— Obtain from or request that the

examiners reviewing due from
banks and deposit accounts verify
a list of correspondent banks pro-
vided by bank management, and
ascertain the profitability of those
relationships.

— Determine that loans to insiders
of correspondent banks are not
made on preferential terms and
that no conflict of interest appears
to exist.

g. Financial Recordkeeping and Reporting
of Currency and Foreign Transactions
(31 CFR 103.33), Retention of Credit
Files. Review the operating procedures
and credit file documentation and deter-
mine if the bank retains records of each
extension of credit over $10,000, speci-
fying the name and address of the bor-
rower, the amount of the credit, the
nature and purpose of the loan, and the
date thereof. (Loans secured by an inter-
est in real property are exempt.)

14. Determine whether the consumer compli-
ance examination uncovered any violations
of law or regulation in this department. If
violations were noted, determine whether
corrective action was taken. Extend testing
to determine subsequent compliance with
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any noted law or regulation.
15. Perform the appropriate steps in ‘‘Concen-

trations of Credits,’’ section 2050.3.
16. Discuss with appropriate officers, and pre-

pare summaries in appropriate report form
of—
a. delinquent loans
b. loans not supported by current and com-

plete financial information
c. loans on which documentation is defi-

cient
d. inadequately collateralized loans
e. classified loans
f. Small Business Administration delin-

quent or criticized loans
g. transfers of low-quality loans to or from

another lending institution
h. concentrations of credit
i. extensions of credit to major sharehold-

ers, employees, officers, directors, and/or
their interests

j. violations of laws and regulations

k. other matters concerning the condition of
the department

17. Evaluate the function for—
a. the adequacy of written policies, relating

to accounts receivable financing;
b. the manner in which bank officers are

conforming with established policy;
c. adverse trends within the accounts

receivable financing department;
d. the accuracy and completeness of the

schedules obtained from the bank;
e. in te rna l con t ro l de f ic ienc ies or

exceptions;
f. recommended corrective action when

policies, practices, or procedures are
deficient;

g. the competency of departmental
management; and

h. other matters of significance.
18. Update the workpapers with any information

that will facilitate future examinations.
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Asset-Based Lending
Internal Control Questionnaire
Effective date March 1984 Section 2160.4

Review the bank’s internal controls, policies,
practices, and procedures for making and ser-
vicing accounts receivable financing loans. The
bank’s system should be documented in a com-
plete and concise manner and should include,
where appropriate, narrative descriptions, flow
charts, copies of forms, and other pertinent
information. Items marked with an asterisk
require substantiation by observation or testing.

POLICIES

*1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten accounts receivable financing policies
that—
a. establish procedures for reviewing

accounts receivable financing
applications,

b. establish standards for determining
credit lines,

c. establish standards for determining per-
centage advance to be made against
acceptable receivables,

d. define acceptable receivables,
e. establish minimum requirements for

verification of borrower’s accounts
receivable, and

f. establish minimum standards for
documentation?

2. Are accounts receivable financing policies
reviewed at least annually to determine if
they are compatible with changing market
conditions?

RECORDS

*3. Is the preparation and posting of subsidi-
ary accounts receivable financing records
performed or reviewed by persons who do
not also—
a. issue official checks and drafts or
b. handle cash?

*4. Are the subsidiary accounts receivable
financing records reconciled, at least
monthly, to the appropriate general ledger
accounts, and are reconciling items inves-
tigated by persons who do not also handle
cash?

5. Are loan statements, delinquent account

collection requests, and past-due notices
checked to the trial balances that are used
in reconciling subsidiary records of
accounts receivable financing loans with
general ledger accounts, and are they
handled only by persons who do not also
handle cash?

6. Are inquiries about accounts receivable
financing loan balances received and
investigated by persons who do not also
handle cash or pass adjustments?

*7. Are documents supporting recorded credit
adjustments to loan accounts or accrued
interest receivable accounts checked or
tested subsequently by persons who do not
also handle cash or initiate transactions
(if so, explain briefly)?

8. Are terms, dates, weights, descriptions of
merchandise, etc., shown on invoices, ship-
ping documents, delivery receipts, and
bills of lading scrutinized for differences?

9. Are procedures in effect to determine if the
signatures shown on the above documents
are authentic?

10. Are payments from customers scrutinized
for differences in invoice dates, numbers,
terms, etc.?

LOAN INTEREST

*11. Is the preparation and posting of loan
interest records performed or reviewed by
persons who do not also—
a. issue official checks and drafts or
b. handle cash?

12. Are independent interest computations
made and compared or tested to initial
loan interest records by persons who do
not also—
a. issue official checks and drafts or
b. handle cash?

COLLATERAL

*13. Does the bank record, on a timely basis, a
first lien on the assigned receivables for
each borrower?

14. Do all loans granted on the security of the
receivables also have an assignment of the
inventory?
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15. Does the bank verify the borrower’s
accounts receivable or require independent
verification periodically?

16. Does the bank require the borrower to
provide aged accounts receivable sched-
ules periodically?

17. If applicable, are cash receipts and invoices
block proven in the mailroom and subse-
quently traced to posting on daily transac-
tion records?

CONCLUSION

18. Is the foregoing information an adequate

basis for evaluating internal control in that
there are no significant deficiencies in
areas not covered in this questionnaire that
impair any controls? Explain negative
answers briefly and indicate any addi-
tional examination procedures deemed
necessary.

19. Based on a composite evaluation, as evi-
denced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate).
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Securities Broker and Dealer Loans
Effective date May 1996 Section 2170.1

Some member banks provide lending services to
stock brokerage firms using marketable securi-
ties as collateral. While various financial ser-
vices are offered, typically most banks make
loans to brokerage firms to provide them with
the funding needed to carry their securities
portfolio. The securities can either be held by
the bank or a tri-party custodian or pledged to
the bank at a depository. Collateral securities
can be in physical form or can be held at a
depository in book-entry form.
To promote efficiency, a brokerage firm may

use a depository to hold the securities it has
pledged as collateral for a bank loan. Brokerage
firms deposit shares of eligible securities with
the depository, and the stock certificates repre-
senting those shares are registered in the name
of a common nominee. Beneficial ownership of
the securities is transferred through computer-
ized book entries, thus eliminating the physical
movement of the securities. The depository has
physical control of the securities while they are
on deposit. Loan arrangements are made between
the broker and the lending bank, with the broker
providing electronic instructions to the deposi-
tory to debit the firm’s account and credit that of
the lending bank. The depository acknowledges
the transaction to the lending bank and will not
reverse the entry or allow partial withdrawals
without authorization from that institution. Par-

ticipating banks receive daily reports showing
their position in the program by broker name
and type of security.
The New York Stock Exchange formed a

subsidiary, the National Securities Clearing Cor-
poration (NSCC), to provide equity clearance
and continuous net settlement for the brokerage
community. The Depository Trust Company in
New York, under contract with the NSCC,
handles the technical aspects of that operation,
including final settlement. Collateral-pledging
services may be offered by other depositories as
well.
Book-entry transfer of ownership is limited to

only those securities that are eligible for deposit
in a depository. However, even if a security was
depository-eligible, it would not be eligible for
book-entry movement unless the lending bank
was a direct or indirect participant in the deposi-
tory. If the lending institution does not have a
relationship, either directly or indirectly, with a
depository, the securities would have to be
delivered physically to the ultimate custodian
(presumably the lending bank).
Securities lending is not always constrained

by eligibility. Depending on the bank’s under-
writing standards, some banks may be willing
to lend on the basis of securities that are not
depository-eligible. This would preclude book-
entry movement and require physical delivery.
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Securities Broker and Dealer Loans
Examination Objectives
Effective date May 1996 Section 2170.2

1. To determine if policies, practices, proce-
dures, objectives, and internal controls for
securities broker anddealer loansareadequate.

2. To determine the types of loans (underwrit-
ing loan, day loan, inventory loan, margin
loan, or guidance line) made, loan pricing
and fees, loan-to-value ratios, and margin
calls.

3. To evaluate credit quality, credit analysis,
collateral and custody requirements, and pro-
cedures for lost and stolen securities.

4. To determine if bank officers are operating in
conformance with the established guidelines.

5. To determine compliance with applicable

laws and regulations, including Regulations
T and U, the Securities Act of 1933, and the
Securities Exchange Act of 1934.

6. To evaluate management information sys-
tems, particularly the lender’s ability to ensure
adequate collateral coverage by being able to
automatically price collateral daily.

7. To determine the scope and adequacy of the
audit function.

8. To initiate corrective action when policies,
practices, procedures, objectives, or internal
controls are deficient or when violations of
laws or regulations have been noted.
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Securities Broker and Dealer Loans
Examination Procedures
Effective date March 1984 Section 2170.3

1. If selected for implementation, complete or
update the Securities Broker and Dealer
Loans section of the Internal Control
Questionnaire.

2. Based on the evaluation of internal controls
and of the work performed by internal/
external auditors ascertain the scope of the
examination.

3. Test for compliance with policies, practices,
procedures and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also, obtain a listing of
any deficiencies noted in the latest review
done by internal/external auditors, and
determine if corrections have been
accomplished.

4. Request the bank to supply:
a. Schedule of approved lines for each

dealer including outstanding balances.
b. Delinquent interest billings, date billed

amount of past-due interest.
5. Obtain a trial balance of all dealer accounts

and:
a. Agree balances to department controls

and general ledger.
b. R e v i ew r e c o n c i l i n g i t ems f o r

reasonableness.
6. Using an appropriate technique, select bor-

rowers to be reviewed.
7. Using the trial balance, transcribe the fol-

lowing information for each borrower
selected onto the credit line cards.
a. Total outstanding liability.
b. Amount of approved line.

8. Obtain from the appropriate examiner the
following schedules, if applicable to this
area:
a. Past-due loans.
b. Loan commitments and other contingent

liabilities.
c. Miscellaneous loan debit and credit sus-

pense accounts.
d. Loans considered ‘‘problem loans’’ by

management.
e. Each officer’s current lending authority.
f. Current interest rate structure.
g. Any useful information obtained from

the review of the minutes of the loan
and discount committee or any similar
committee.

h. Reports furnished to the loan and
discount committee or any similar
committee.

i. Reports furnished to the board of
directors.

j. Loans classified during the preceding
examination.

k. A listing of loans charged-off since the
preceding examination.

9. Review the information received and per-
form the following:
a. For miscellaneous loan debit and credit

suspense accounts:
• Discuss with management any large or
old items.

• Perform additional procedures as
deemed appropriate.

b. For loans classified during the previous
examination, determine disposition of
loans so classified by transcribing:
• Current balances and payment status,
or

• Date loan was repaid and sources of
payment.

c. For loan commitments and other contin-
gent liabilities, analyze if:
• The borrower has been advised of the
contingent liability.

• The combined amounts of the current
loan balance and the commitment or
contingent liability exceed the cutoff.

d. Select loans which require in-depth
review based on information derived
when performing the above steps.

10. For those loans selected in step 6 above and
for any other loans selected while perform-
ing the above steps, transcribe the following
information from the bank’s collateral record
onto the credit-line cards:
a. A list of collateral held, including date of

entry, and amount advanced.
b. A brief of the agreement between the

bank and the dealer.
c. Evidence that the proper documentation

is in place.
d. Details of any other collateral held.

11. The examiner should be aware that certain
stock-secured purpose transactions with and
for brokers and dealers are exempt from the
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margin restrictions of Regulation U. Refer
to the regulation for a complete description
of such transactions, which include the
following:
a. Temporary advances to finance cash

transactions.
b. Securities in transit or transfer.
c. Day loans.
d. Temporary financing of distributions.
e. Arbitrage transactions.
f. C r e d i t e x t e n d e d p u r s u a n t t o

hypothecation.
g. Emergency credit.
h. Loans to specialists.
i. Loans to odd-lot dealers.
j. Loans to OTC market makers.
k. Loans to third-market makers
l. Loans to block positioners.
m. Loans for capital contributions.

12. Discuss with appropriate officer(s) and pre-
pare summaries in appropriate report form
of:
a. Delinquent loans, including a breakout

of ‘‘A’’ paper.

b. Loans on which collateral documenta-
tion is deficient.

c. Recommended corrective action when
policies, practices or procedures are
deficient.

d. Other matters regarding the condition of
the department.

13. Prepare appropriate comments for examina-
tion report stating your findings with regard
to:
a. The adequacy of written policies relating

to dealer loans.
b. The manner in which bank officers are

conforming with established policy.
c. Schedules applicable to the department

that were discovered to be incorrect or
incomplete.

d. The competence of departmental
management.

e. In terna l cont ro l def ic ienc ies or
exceptions.

f. Other matters of significance.
14. Update the workpapers with any informa-

tion that will facilitate future examinations.
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Securities Broker and Dealer Loans
Internal Control Questionnaire
Effective date March 1984 Section 2170.4

Review the bank’s internal control, policies,
practices and procedures for making and servic-
ing loans. The bank’s system should be docu-
mented in a complete and concise manner and
should include, where appropriate, narrative
descriptions, flowcharts, copies of forms used
and other pertinent information.

POLICIES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten loan policies that:
a. Establish standards for determiningbroker

and dealer credit lines?
b. Establish minimum standards for

documentation?
2. Are such loan policies reviewed at least

annually to determine if they are compatible
with changing market conditions?

3. Is a daily record maintained summarizing
loan transaction details, i.e., loans made,
payments received and interest collected to
support applicable general ledger account
entries?

4. Are frequent note and liability ledger trial
balances prepared and reconciled with con-
trolling accounts by employees who do not
process or record loan transactions?

5. Is anexception report producedand reviewed
by operating management that encompasses
extensions, renewals or any factors that
would result in a change in customer account
status?

6. Do customer account records clearly indi-
cate accounts which have been renewed or
extended?

LOAN INTEREST

7. Is the preparation and posting of interest

records performed and reviewed by appro-
priate personnel?

8. Are any independent interest computations
made and compared or adequately tested
to initial interest records by appropriate
personnel?

COLLATERAL

9. Are multicopy, prenumbered records main-
tained that:
a. Detail the complete description of collat-

eral pledged?
b. Are typed or completed in ink?

10. Are receipts issued to customers covering
each item of negotiable collateral
deposited?

11. If applicable, are the functions of receiving
and releasing collateral to borrowers and of
making entries in the collateral register
performed by different employees?

12. Are appropriate steps with regard to Regu-
lation U being considered in granting dealer
and broker loans?

CONCLUSION

13. Is the foregoing information an adequate
basis for evaluating internal control in that
there are no significant deficienicies in areas
not covered in this questionnaire that impair
any controls? Explain negative answers
briefly, and indicate any additional exami-
nation procedures deemed necessary.

14. Based on composite evaluation, as evi-
denced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate).
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Factoring
Effective date May 1996 Section 2180.1

INTRODUCTION

Factoring is the purchase, essentially without
recourse, of the accounts receivable of a client
by a bank (the factor). Generally, factor clients
are small, undercapitalized companies or start-up
firms with limited liquidity that generally do not
qualify for more traditional bank financing. In
contrast to accounts receivable financing, where
the client retains the credit and collection risk
associated with the receivables, factoring trans-
fers these risks to the factor. For the client, the
principal advantage of factoring is the assurance
that it will receive the proceeds of its sales,
regardless of whether the factor is paid. Further-
more, the client does not have to maintain a
credit department to evaluate the creditworthi-
ness of customers, collect past-due accounts, or
maintain accounting records on the status of
receivables. The factor assumes these responsi-
bilities. An additional advantage for the client is
that under the terms of an ‘‘advance factoring’’
arrangement, the client receives payment for its
receivables before the time stated on the invoice.
Two basic types of factoring service offered

by the industry are (1) maturity factoring and
(2) advance factoring. In maturity factoring, an
average maturity due date is computed for the
receivables purchased within a given time period,
and the client receives payment on that date.
Advance factoring is computed in the same way;
however, the client has the option of taking a
percentage of the balance due on a receivable in
advance of the computed average maturity due
date. The remainder of the receivable, some-
times called the ‘‘client’s equity,’’ is payable on
demand at the due date.

ACCOUNTING FOR FACTORING

The factor’s balance sheet reflects the purchased
accounts receivable as an asset account, ‘‘fac-
tored receivables,’’ with ‘‘due to clients’’ as the
corresponding liability. Usually, the balance of
due-to-clients will be less than the factored
receivables because of payments and advances
to the clients. If, however, the factor makes
advances to the client in amounts that exceed
amounts due to the client, the advances will be
shown as ‘‘overadvances.’’ Overadvances are
common and usually secured by other collateral.

The factoring agreement should set limits on the
amount of overadvances available at any one
time, generally based on specified collateral,
such as the client’s inventory. The relationship
to inventory is based on the premise that the
inventory will be sold, thus generating receiv-
ables that the factor has contracted to purchase.
Proceeds from the factored receivables resulting
from the sale of inventory are then used to repay
the overadvance. If the overadvance is unse-
cured, it should be offset by a corresponding
reduction in the ‘‘client’s equity.’’ The factor’s
income statement will show factoring com-
missions, which represent the discount on the
receivables purchased, as income. Interest income
for advances on the due-to-client balances may
or may not be a separate line item.
Since factoring is a highly competitive indus-

try, price cutting has reduced factoring commis-
sions to the point that they provide minimal
support to a factor’s earnings. As a result,
interest margins on factoring advances represent
an increasingly important part of a factor’s net
income. An analysis of proportional changes in
the due-to-clients account should provide valu-
able insight into the analysis of the earnings of
a bank’s factoring activities. As more clients
take advances (reducing due-to-clients), profit
margins should widen. Conversely, as the due-
to-clients proportion of total liabilities rises,
profit margins may be expected to narrow.

FACTORING AGREEMENT,
APPROVAL PROCEDURES, AND
EXAMINER’S EVALUATION

The typical factoring agreement stipulates that
all of a client’s accounts receivable are assigned
to the factor. However, the agreement between
the factor and the client will usually state that
receivables subject to shipping disputes and
errors, returns, and adjustments are chargeable
back to the client because they do not represent
bona fide sales. The agreement will, in most
instances, require that a reserve be established
against the purchased receivables to ensure the
factor’s access to funds for any future charge-
back adjustments.
The usual approval process requires the client

to contact the factor’s credit department before
filling a sales order on credit terms. The credit
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department conducts a credit review, determines
the creditworthiness of the customer, and
approves or rejects the sale. If the credit depart-
ment rejects the sale, the client may complete
the sale, but at its own risk. The most commonly
rejected sales are those to affiliates, known
bad risks, customers whose credit cannot be
verified, and customers whose outstanding pay-
ables exceed the factor’s credit line to that
customer. Sales made by the client without the
factor’s approval are considered client-risk
receivables, and the factor has full recourse to
the client.
Once a sale has been made and the receivable

assigned to the factor, whether or not the factor
has approved it, the client’s account will be
credited for the net invoice amount of the sale.
Trade or volume discounts, early payment terms,
and other adjustments are deducted from the
invoice amount. The receivable then becomes
part of the client’s ‘‘availability’’ to be paid
immediately or at the computed date, depending
on the basis of the factoring arrangement.
Each month the client receives an ‘‘accounts-

current’’ statement from the factor, which details
daily transactions. This statement reflects the
daily assignments of receivables, remittances
made (including overadvances and amounts
advanced at the client’s risk), deductions for
term loans, interest charges, and factoring com-
missions. Credit memos, client-risk charge-
backs, and other adjustments will also be shown.
Client-risk charge-backs are the amounts
deducted from the remittances to the client
resulting from the failure of the client’s custom-
ers to pay receivables that were advanced at the
client’s risk.
The accounts-current statement and the avail-

ability sheets are necessary for analyzing asset
quality. The factor’s ability to generate these
reports daily is a basic control feature. Account-
ing systems for a high-volume operation prob-
ably will be automated, providing the factor
with the data necessary to properly monitor the
client. If a monitoring system is in place, the
examiner should use the data provided in the
asset analysis process.
The evaluation of a factoring operation

includes a review of its systems and controls as
well as an analysis of the quality of its assets. A
major portion of a factor’s assets will be fac-
tored receivables, for which the credit depart-
ment has the responsibility for credit quality and
collection. The other major portion of assets will
consist of client loans and credit accommoda-

tions, such as overadvances and amounts
advanced at the client’s risk, for which the
account officers are responsible.

CREDIT DEPARTMENT
EVALUATION

Because of its integral function in the credit
and collection process, the credit department is
the heart of a factoring operation. The depart-
ment should maintain a credit file for each of its
client’s customers, and these files should be
continually updated as purchases are made and
paid for by the customers. These files should
includefinancial statements, credit bureau reports,
and details of purchasing volume and paying
habits. Each customer should have an assigned
credit line based on the credit department’s
review of the customer’s credit capacity.
The objective of a credit department evalua-

tion is to critique the credit and collection
process and to assess departmental effective-
ness. The examiner should have a copy of
departmental policies and procedures as well as
a verbal understanding of them before beginning
the review. The factor’s policies should include,
at a minimum, well-defined field audit proce-
dures, a fraud detection and monitoring plan,
and a computer back-up plan. Customer files
selected for review may be drawn from large
and closely monitored customers, or they may
be selected by a random sample.

ASSET EVALUATION

The asset evaluation is a twofold process. The
first part is to evaluate credit accommodations
to each client. The second part is to evaluate
customer receivables purchased by the factor
at its own risk. For the first part of the process,
the examiner should obtain a list that shows
the aggregate of each client’s credit exposure
to the factor, both direct and indirect, including
overadvances and receivables purchased at
the client’s risk. For the second part of the
process, the examiner should obtain an aging
schedule of factored receivables aggregated
by customer but net of client-risk receivables.
The selection of clients and customers for review
should be based on the same selection methods
as those used for the commercial loan review.
Clients with a high ‘‘dilution’’ of receivables
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(that is, customer nonpayment due to returns,
shipping disputes, or errors) and those with
client-risk receivables equal to 20 percent
or more of factored volume might also be
selected for review. Past-due factored volume
is not a meaningful measure of client quality
because a factor usually collects principal
and interest payments directly from the client’s
availability.

A maturity client’s availability is the sum of
all factored receivables less trade and other
discounts, factoring commissions, client-risk
charge-backs, and other miscellaneous charges
to the client’s account. There may also be
deductions for letters of credit and other credit
accommodations. An advance client’s availabil-
ity would be further reduced by advances on the
factored receivables, interest charges, and the
reciprocal of the contractually agreed-upon
‘‘advance’’ percentage. This reciprocal, 20 per-
cent in the case of a client who receives an
80 percent advance, is sometimes referred to as
the client’s equity in the factored receivables.
Availability may be increased by liens on addi-
tional collateral, such as inventory, machinery
and equipment, real estate, and other marketable
assets.

A client’s balance sheet will show a ‘‘due-
from-factor’’ account instead of accounts receiv-
able. The account balance may be somewhat
lower than a normal receivables balance, thus
distorting turnover ratios and other short-term
ratios. A client can convert sales to cash faster
with a factor than if it collected the receivables.
The statement analysis should consider the
client’s ability to repay any advances received
from the factor in the form of overadvances,
term loans, or other credit accommodations.
The analysis should also assess the client’s
ability to absorb normal dilution and the poten-
tial losses associated with client-risk receiv-
ables, particularly when these elements are
unusually high.

CLASSIFICATION GUIDELINES

When classifying the credit exposure to a client,
the client-risk receivables portion of factored
volume is the only amount subject to classifica-
tion. Because of the recourse aspect, the balance
is considered an indirect obligation rather than a
direct obligation. Any other credit accommoda-
tions to a client that are not included in factored
receivables, such as overadvances or term loans,
are also subject to classification. Customer
receivables purchased by the factor at its own
risk are subject to classification. Care should be
taken not to classify any receivables that have
already been classified under client-risk expo-
sure. Seasonal aspects of clients’ businesses
should be carefully analyzed in assessing asset
quality based on classification data.

CONCLUSION

Due to the large volume of daily transactions
that typically flows through a factor, any internal
control procedure that can be easily circum-
vented is a potential problem. The review of the
department’s internal systems and controls
should be continuous throughout the examina-
tion. This review should include credit controls
for both clients and customers. Since credit
problems can develop rapidly in factoring,
credit controls and systems must be responsive
to the identification of these problems. Earnings
and capital adequacy are evaluated based on
the department’s own performance. The factor-
ing department’s earnings trends may be evalu-
ated by comparing the yield on assets for vari-
ous periods. Factors are subject to the same
price competition in the commercial finance
market as accounts receivable financiers. Declin-
ing portfolio yields may reflect competitive
pressures and may portend declining future
profitability.

Factoring 2180.1
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Factoring
Examination Objectives
Effective date May 1996 Section 2180.2

1. To determine if policies, practices, proce-
dures, and internal controls for factoring are
adequate.

2. To determine if bank officers are operating in
conformance with the established guidelines.

3. To evaluate the portfolio for performance,
credit quality, collectibility, and collateral
sufficiency.

4. To determine the scope and adequacy of the
audit function.

5. To determine compliance with applicable
laws and regulations.

6. To initiate corrective action when policies,
practices, procedures, or internal controls are
deficient or when violations of laws or regu-
lations have been noted.
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Factoring
Examination Procedures
Effective date March 1984 Section 2180.3

1. If selected for implementation, complete or
update the Factoring section of the Internal
Control Questionnaire.

2. Based on the evaluation of internal controls
and the work performed by internal/external
auditors, determine the scope of the
examination.

3. Test for compliance with policies, practices,
procedures and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Also obtain a listing of
any deficiencies noted in the latest reviews
done by internal/external auditors, and
determine if appropriate corrections have
been made.

4. Obtain a trial balance(s) of applicable asset
and liability accounts and:
a. Agree or reconcile balances to depart-

ment controls and general ledger.
b. R e v i ew r e c o n c i l i n g i t ems f o r

reasonableness.
5. Obtain the following information:

a. A list of all clients with their outstanding
balances including total factored receiv-
ables with those purchased at the client’s
risk segregated, overadvances, term loans
and other credit accommodations.

b. If not included in 5a above, a list of
amounts due to each client by the factor
(availability reports).

c. Aging schedules of factored receivables
by client and by customer with client risk
receivables segregated.

d. Past due status reports for 5c, above.
e. Listings of all clients and customers

considered to be problems.
f. Credits classified at the previous

examination.
g. Concentration reports by client and by

customer.
h. Exception reports highlighting dilution

of factored receivables because of ship-
ping disputes and errors, returns, or any
other adjustments.

i. Credit commitments/lines for each client
including amounts for overadvances and
receivables purchased at the client’s risk.

j. Credit lines for each customer.
k. Specific lending policy guidelines

including each officer’s current lending
authority.

l. Current fee schedule.
m. Any useful information obtained

from the review of the minutes of the
loan and discount committee or any sim-
ilar committees.

n. Reports furnished to theboardof directors.
o. Any other management reports main-

tained by the factoring department.
6. After consulting with the examiner-in-

charge, determine the appropriate cut-off
lines for:
a. Client’s aggregate direct liability (i.e.,

overadvances, term loans and other credit
accommodations).

b. Client’s indirect liability (i.e., client-risk
exposure).

c. Customer’s factored receivables not
including those in 6b above.

7. Transcribe information to line cards for
all client and customer credits over the
cut-off limits, for all credits recognized as
problems, and for credits classified at the
previous examination.

8. Cross reference clients and customers with
the examiners assigned to other loan areas
for common borrowers, and together decide
who will review the borrowing relationship.

9. Obtain credit files for all clients and cus-
tomers for whom line cards were prepared
and analyze the accounts by performing the
following procedures:
a. Analyze balance sheet and profit and loss

items as reflected in current and preced-
ing financial statements, determine the
existence of any favorable or adverse
trends.

b. Review components of the balance sheet
as reflected in the current financial state-
ments and determine the reasonableness
of each item as its relates to the total
financial structure.

c. Review supporting information for the
major balance sheet items and the
techniques used in consolidation, if
applicable, and determine the primary
sources of repayment and evaluate their
adequacy.

d. Compare the amount of the credit line(s)
with the lending officer’s authority.

e. Determine compliance with the bank’s
established commercial loan policy.
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In addition to the above procedures which
are applicable to both client and customer
accounts, the following additional proce-
dures should beperformed for client accounts
only:

f. Determine compliance with provisions
of factoring agreements.

g. Review digest of officers’ memoranda,
mercantile reports, credit checks and cor-
respondence to determine the existence
of any problems which might deter the
contractual program as set forth in the
factoring agreement.

h. Relate collateral values to outstanding
debt.

i. Compare fees charged to the fee sched-
ule and determine that the terms are
within established guidelines.

j. Analyze secondary support afforded by
guarantors and endorsers.

10. Perform appropriate procedural steps
in Concentration of Credits section, if
applicable.

11. Discuss with appropriate officer(s) and pre-
pare summaries in appropriate report form
of:
a. Delinquent amounts, segregating those

considered ‘‘A’’ paper.

b. Violations of laws and regulations.
c. Accounts not supported by current and

complete financial information or on
which other documentation is deficient.

d. Concentrations of credit.
e. Criticized accounts.
f. Other matters regarding condition of asset

quality.
12. Evaluate the factoring department with

respect to:
a. The adequacy of written policies relating

to factoring.
b. The manner in which bank officers are

operating in conformance with estab-
lished policy.

c. Adverse trends within the factoring
department.

d. Internal control deficiences or exceptions.
e. Recommended corrective action when

policies, practices or procedures are
deficient.

f. The competency of departmental
management.

g. Other matters of significance.
13. Update the workpapers with any informa-

tion that will facilitate future examinations.

2180.3 Factoring: Examination Procedures
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Factoring
Internal Control Questionnaire
Effective date March 1984 Section 2180.4

Review the bank’s internal controls, policies,
practices and procedures for its factoring oper-
ation. The bank’s system should be documented
in a complete and concise manner and should
include, where appropriate, narrative descrip-
tions, flowcharts, copies of forms used and other
pertinent information. Items marked with an
asterisk require substantiation by observation or
testing.

POLICIES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten factoring policies that:
a. Establish procedures for reviewing fac-

toring agreements?
b. Establish standards for determining cli-

ent credit lines for each of the various
types of accommodations available (i.e.,
factored receivables, client-risk receiv-
ables, overadvances, term loans, etc.)?

c. Establish standards for determining indi-
vidual customer limits?

d. Require a client to contact the factor for
approval before filling a sales order on
credit terms?

e. Establish standards for approving the
sales orders referred to above.

f. Establish standards for determining the
percentage of advance that will be
made against acceptable receivables in
advance factoring arrangements?

g. Establish standards for determining
the discount on factored receivables
and the interest rate or fee charged for
other credit accommodations?

h. Establish minimum standards for
documentation?

2. Are factoring policies reviewed at least
annually to determine if they are compat-
ible with changing market conditions?

INTERNAL CONTROL

*3. Is the preparation and posting of subsidi-
ary factoring records performed or re-
viewed by persons who do not also:
a. Issue official checks and drafts?

b. Handle cash?
*4. Are the subsidiary factoring records rec-

onciled, at least monthly, to the appropri-
ate general ledger accounts, and reconcil-
ing items investigated by persons who do
not also handle cash?

5. Are accounts current statements, delin-
quent account collection requests, and past-
due notices checked to the trial balances
that are used in reconciling subsidiary
records of factoring accounts with general
ledger accounts,andhandled only by per-
sons who do not also handle cash?

6. Are inquiries about factored balances
received and investigated by persons who
do not also handle cash?

*7. Are documents supporting recorded credit
adjustments to factored receivable accounts
and the due-to-clients accounts checked or
tested subsequently by persons who do not
also handle cash (if so, explain briefly)?

8. Are proper records maintained for approval
of:
a. Customer orders?
b. Client credit accommodations?

9. Are items, dates, weights, description of
merchandise, etc., shown on invoices, ship-
ping documents, delivery receipts, and
bills of lading scrutinized for differences?

10. Are procedures in effect to determine if the
signatures shown on the above documents
are authentic?

11. Are payments from customers scrutinized
for differences in invoice dates, numbers,
terms, etc.?

INTEREST AND FEES

*12. Is the preparation and posting of discount,
interest, and fee records performed or
reviewed by persons who do not also:
a. Issue official checks and drafts singly?
b. Handle cash?

13. Are independent discount, interest and fee
computations made and compared or tested
to initial records by persons who do not
also:
a. Issue official checks and drafts?
b. Handle cash?
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COLLATERAL

*14. Does the bank record, on a timely basis, a
first lien on the assigned receivables for
each borrower?

15. Does the bank verify the borrower’s
accounts receivable or require independent
verification on a periodic basis?

16. Does the bank review aged accounts re-
ceivable schedules on a regular basis?

17. If applicable, are cash receipts and invoices
block proved in the mailroom and subse-
quently traced to posting on daily transac-
tion records?

CONCLUSION

18. Is the foregoing information an adequate
basis for evaluating internal control in that
there are no significant deficiencies in
areas not covered in this questionnaire that
impair any controls? Explain negative
answers briefly, and indicate any addi-
tional examination procedures deemed
necessary.

19. Based on a composite evaluation as evi-
denced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate).

2180.4 Factoring: Internal Control Questionnaire
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Bank Premises and Equipment
Effective date October 2009 Section 2190.1

Bank premises and equipment includes land,
buildings, furniture, fixtures, and other equip-
ment, either owned or acquired by means of a
capitalized lease, and any leasehold improve-
ments. This section covers the fair valuation,
general propriety, and legality of the bank’s
investment in premises and equipment. Other
real estate owned and insurance coverage on
fixed assets are discussed in other sections of
this manual. (See sections 2200.1 and 4040.1,
respectively.)

ACQUISITION AND VALUATION

Banks obtain premises and equipment in three
primary ways:

• directly purchasing premises and equipment
with cash outlays or by incurring debt, such as
a mortgage

• indirectly investing in a corporation that holds
title to bank premises (the corporation may or
may not be affiliated with the bank)

• leasing bank premises and equipment from a
third party

The bank’s initial investment in premises and
equipment should be booked at cost, which
should be determined according to generally
accepted accounting principles (GAAP). Non-
depreciable assets such as land and art should
remain on the books at cost, unless the asset
incurs a material and permanent decline in
value. Under such circumstances, the asset
should be reduced to its fair value on the books,
and a loss should be recorded.

The bank should depreciate assets that, over
time, decline in economic value. These assets
may be depreciated differently for book and tax
purposes, which may give rise to deferred tax
assets and deferred tax implications. GAAP
allows depreciation using various methods.
These include time-factor methods such as
straight-line and accelerated methods. Acceler-
ated methods include sum-of-the-years’ digits
depreciation, declining-balance depreciation,
double-declining-balance depreciation, and other
accelerated methods. The Internal Revenue Ser-
vice allows accelerated depreciation methods
for many assets to encourage businesses to make
capital investments. While many banks follow

these accelerated schedules for tax purposes,
they may not depreciate these same assets as
rapidly for book purposes.

Examiners should closely review internal con-
trols for the bank’s premises and equipment to
ensure that these assets are properly safeguarded
and appropriately recorded on the bank’s books.
Controls should be in place to inventory these
assets and periodically review their economic
usefulness. Furniture, fixtures, and equipment
whose economic usefulness has expired or that
are otherwise damaged, impaired, or obsolete
should be written down to value. Assets that
cannot be located should be accounted for as a
loss.

LEASES

Banks frequently lease their premises and equip-
ment rather than own them. Leases should be
accounted for in accordance with Financial
Accounting Standards Board Statement No. 13
(FAS 13), ‘‘Accounting for Leases.’’1 FAS 13
requires, among other things, that the lessee or
lessor capitalize certain leases based upon four
general criteria. A lease is classified as a capital
lease or an operating lease depending upon
whether (1) there will be a transfer of title at the
end of the lease term, (2) the lease contains a
bargain purchase option that will be activated at
some future date, (3) the lease term is equal to
75 percent or more of the estimated economic
life of the leased property, and (4) the present
value of the minimum lease payments equals or
exceeds 90 percent of the fair value of the leased
asset. For the lessee, a lease is capitalized if any
one of the four general criteria is met. For the
lessor, a lease is capitalized if any one of the
four general criteria is met, but two revenue
recognition criteria must also be met. The fol-
lowing recognition criteria are applicable to the
lessor: (1) the collectability of the minimum
lease payments must be reasonably assured and
(2) there are no important uncertainties surround-
ing the amount of unreimbursed cost yet to be
incurred by the lessor. The instructions for the

1. Portions of Statement No. 13 have been amended by
Statement Nos. 17, 22, 23, 26, 27, 28, 29, 34, 71, 77, 91, 96,
98, 109, 125, 135, 145, and 157. In addition the FASB
released Interpretations 19, 21, 23, 24, 26, and 27. It has also
issued several Technical Bulletins to clarify certain view-
points or positions involving the standard for leases.
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preparation of the FFIEC Consolidated Reports
of Condition and Income (Call Report) further
detail the capitalization of leases and specify
treatment for leases. For the lessee, if a lease is
required to be capitalized, the lease is recorded
as a capitalized lease asset and as a correspond-
ing liability. The amount capitalized would be
the present value of the minimum required lease
payments over the noncancelable term, as defined
in the lease, plus the present value of the
payment required under the bargain-purchase
option, if any, less any portion of the payments
representing executory expenses such as insur-
ance, maintenance, and taxes to be paid by the
lessor. The amortization period should be the
life of the lease or a period established in a
manner consistent with the lessee’s normal
schedule of depreciation for owned assets. The
requirements of FAS 13 are somewhat complex,
and examiners who have questions on the capi-
talization of leases should refer to that statement
for necessary detail. Leases not required to be
capitalized are called ‘‘Operating Leases,’’ and
lease payments associated with them are charged
to expense over the term of the lease as they
become payable.

Lease arrangements between a state member
bank and its parent company or other affiliated
entity should be reviewed in detail. Examiners
should ensure that the lease arrangement is
reasonable in relation to the cost of the asset, its
current fair value, or similar lease arrangements
in the current market. Transactions that appear
to be self-serving or otherwise unreasonable to
the bank should be criticized.

PROCEDURES FOR INVESTING
IN BANK PREMISES

Section 24A of the Federal Reserve Act (12
U.S.C. 371d) requires state member banks to
obtain Federal Reserve System approval to make
additional investments that would cause the
bank’s total bank premises investments to exceed
certain percentage-of-capital thresholds. Section
208.21 of Regulation H implements this require-
ment. Note that for purposes of this requirement,
‘‘bank premises investments’’ include a bank’s
direct investment in premises; its investment in
the stock (or other ownership interests), bonds,
debentures, or other such obligations of any
company holding the premises of the bank; and
loans made to (or on security of) any company

holding the premises of the bank.

150 Percent Threshold for
Well-Managed, Well-Capitalized
Banks

A bank that is well-capitalized (as defined in
Regulation H) and has a CAMELS composite
rating of 1 or 2 (as of its most recent examina-
tion) must obtain prior Federal Reserve System
approval for a bank premises investment only if
the investment would cause the bank’s total
bank premises investments (plus any debt
incurred by any bank premises company affili-
ated with the bank) to exceed 150 percent of the
bank’s perpetual preferred stock (and related
surplus) plus its common stock (and related
surplus).

100 Percent Threshold for Other
Banks

A bank not eligible for the 150 percent threshold
must obtain prior Federal Reserve System
approval for a bank premises investment only if
the investment would cause the bank’s total
bank premises investments (plus any debt
incurred by any bank premises company affili-
ated with the bank) to exceed the bank’s per-
petual preferred stock (and related surplus) plus
its common stock (and related surplus).

Bank Premises Investment that Exceeds
the Applicable Threshold

To make a bank premises investment that
exceeds the applicable threshold, a bank must
notify the appropriate Reserve Bank of the
proposed investment at least 15 days before
making it, and must not have been advised by
the Reserve Bank prior to the end of the 15-day
period that the investment is subject to further
review.

When considering the approval of domestic-
branch applications, the Board follows the guide-
lines detailed in section 208.6(b) of Regulation
H. The Board will analyze whether the bank’s
investment in premises for the branch is consis-
tent with section 208.21 of Regulation H.
Reserve Banks, under their delegated authority,
can also perform this analysis.

2190.1 Bank Premises and Equipment
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FUTURE USE AND
CLASSIFICATION AS OREO

Member banks are encouraged to plan for their
future premises needs. However, examiners
should not arbitrarily classify real estate acquired
for future use. The examiner needs to review the
circumstances surrounding each individual case
and determine if the period of time which the
property has been held is reasonable relative to
the intended use. Real estate acquired for future
expansion is considered ‘‘other real estate
owned’’ from the date when its use for banking
is no longer contemplated. In addition, former
banking premises are considered other real estate
owned from the date of relocation to new
banking quarters.

TRANSACTIONS WITH INSIDERS

If a member bank contracts for or purchases any
securities or other property from any of its
directors, any firm its directors are members of,
or any of its affiliates, the transaction is subject
to the requirements of sections 22(d) and 23B of
the Federal Reserve Act and the Board’s Regu-

lation W. These sections require that transac-
tions be made in the regular course of business
on terms not less favorable to the bank than
those offered to others. When the purchase is
authorized by a majority of the board of direc-
tors who have no interest in the sale of such
securities or property, the authority should be
evidenced by affirmative vote or written assent.
In addition, a member bank may sell securities
or other property to any of its directors subject
to the same stipulations.

EXAMINATION
CONSIDERATIONS

As indicated earlier, the examiner responsible
for bank premises and equipment should assess
the appropriateness of the bank’s investment in
this area and the overall impact of occupancy
expense on the bank. Even if a bank’s total
investment in bank premises is within legal
limits and all of its fixed assets are valued fairly,
its total expenditures for or investment in prem-
ises and equipment may be inappropriate rela-
tive to earnings, capital, or the nature and
volume of the bank’s operations.

Bank Premises and Equipment 2190.1
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Bank Premises and Equipment
Examination Objectives
Effective date May 1996 Section 2190.2

1. To determine if the policies, practices, pro-
cedures, and internal controls regarding bank
premises and equipment are adequate.

2. To determine if bank officers and employees
are operating in conformance with the estab-
lished guidelines.

3. To determine the scope and adequacy of the
audit function.

4. To determine the adequacy and propriety of
the bank’s present and planned investment in
bank premises.

5. To determine compliance with laws and
regulations.

6. To initiate corrective action when policies,
practices, procedures, or internal controls are
deficient or when violations of laws or regu-
lations have been noted.
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Bank Premises and Equipment
Examination Procedures
Effective date October 2009 Section 2190.3

1. If selected for implementation, complete or
update the Bank Premises and Equip-
ment section of the Internal Control
Questionnaire.

2. Based on the evaluation of internal controls
and the work performed by internal/external
auditors (see separate program) determine
the scope of the examination.

3. Evaluate policies and procedures regarding
premises and fixed assets. Determine that
the guidelines discourage conflicts of inter-
est or self dealing with vendors, servicers,
and insurers. Test for compliance with poli-
cies, practices, procedures, and internal con-
trols in conjunction with performing the
remaining examination procedures. Deter-
mine that audit procedures consider prem-
ises and equipment that are held by the
bank, a subsidiary, or an affiliate realty
corporation as part of sale and leaseback
transactions or as lease-purchase contracts.
• If significant, auditors should ensure capi-

talized lease designations are appropriate
and in accordance with GAAP.

• If part of sale-leaseback agreement, they
should review for proper accounting treat-
ment and in accordance with GAAP.

Also obtain a listing of any audit deficien-
cies noted in the latest review done by
internal/external auditors from the examiner
assigned ‘‘Internal Control,’’ and determine
if appropriate corrections have been made.

4. Obtain a summary of changes in fixed asset
and depreciation ledgers that have occurred
since the previous examination. Also, bal-
ance each of the fixed asset subsidiary
accounts to the appropriate general ledger
control account.

5. Determine, by reference to excerpts of the
minutes of meetings of the board of direc-
tors, that all major additions and disposals
of fixed assets are properly documented.

6. Determine whether information and report-
ing regarding fixed assets to senior manage-
ment and the board are adequate.

7. Determine by observation and inquiry of
appropriate management personnel, that the
bank’s books have been properly adjusted
to reflect significant assets that are idle,
abandoned, or useless.

8. In instances where bank premises are sub-

ject to lease, perform the following for:
a. Bank as lessee:

• For each lease which has an initial
lease period of more than one year,
obtain from the bank:
— Name of lessor.
— Expiration date.
— R e q u i r e d m i n i m u m a n n u a l

payments.
— Current status.
— Renewable option provisions.

b. Bank as lessor:
• Determine if the bank relies on rental

income to contribute to payment of
occupancy expenses and if that income
is material. As a general guideline,
rental income is considered material if
it equals or exceeds l percent of total
operating revenues.

• If rental income is material, analyze
the bank’s potential exposure from:
— Concentrations among lessees.
— Impending expiration of major

leases.
— Lack of creditworthiness of lessee.
— Non-compliance with lease terms.

9. Forward to the examiner assigned ‘‘Funds
Management:’’
a. The total minimum annual commitment

under various lease agreements.
b. The dollar amount of any significant,

future fixed asset expenditure(s).
10. Determine, by reference to appropriate work-

papers (see ‘‘Insurance Coverage’’), that
fire and hazard insurance, in sufficient
amounts, is in force.

11. Perform a limited test of the records to
verify that depreciation methods are consis-
tent with bank policy, prior years’ calcula-
tions, GAAP, and applicable IRS laws.

12. Analyze the bank’s investment in fixed
assets and the annual expenditures required
to carry them and determine their reason-
ableness relative to:
a. Present total capital structure.
b. Present annual earnings.
c. Projected future earnings.
d. Nature and volume of operations.

13. Test for compliance with the limitations set
forth in section 24A of the Federal Reserve
Act.
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14. Determine that real estate held for future
expansion still qualifies as bank premises.

15. Review the following with appropriate man-
agement personnel or prepare a memo to
other examiners for their use in reviewing
with management:
a. Any internal control deficiencies.
b. Any policy deficiencies.
c. Any violations of law.

16. Review your findings with respect to the
propriety and adequacy of present and pro-
jected investment in bank premises. In for-
mulating your conclusion, consider:
a. Size of bank.
b. Cash flow forecasts.
c. Existing fixed asset investments.

d. Anticipated growth potential.
e. Bank programs to maintain assets at their

most optimal use.
f. The policy used to establish the useful

life of each asset.
g. Control of inventory procedures.
h. Systems used to record all asset pur-

chases, sales and retirements between
physical inventories.

17. Prepare comments regarding deficiencies or
violations of law for inclusion in the exami-
nation report.

18. Prepare the appropriate write-ups for the
report of examination.

19. Update workpapers with any information
that will facilitate future examinations.

2190.3 Bank Premises and Equipment: Examination Procedures
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Bank Premises and Equipment
Internal Control Questionnaire
Effective date March 1984 Section 2190.4

Review the bank’s internal controls, policies,
practices and procedures over additions, sales
and disposals and depreciation of bank premises
and equipment. The bank’s system should be
documented in a complete and concise manner
and should include, where appropriate, narrative
descriptions, flowcharts, copies of forms used
and other pertinent information. Items marked
with an asterisk require substantiation by obser-
vation or testing.

CUSTODY OF PROPERTY

*1. Do the bank’s procedures preclude per-
sons who have access to property from
having ‘‘sole custody of property,’’ in that:
a. Its physical character or use would

make any unauthorized disposal readily
apparent?

b. Inventory control methods sufficiently
limit accessibility?

ADDITIONS, SALES, AND
DISPOSALS

2. Is the addition, sale or disposal of property
approved by the signature of an officer
who does not also control the related
disbursement or receipt of funds?

3. Is board of directors’ approval required for
all major additions, sales or disposals of
property (if so, indicate the amount that
constitutes a major addition, sale or dis-
posal $ )?

*4. Is the preparation, addition and posting of
property additions, sales and disposals
records, if any, performed and/or ade-
quately reviewed by persons who do not
also have sole custody of property?

*5. Are any property additions, sales and dis-
posals records, balanced, at least annually,
to the appropriate general controls by per-
sons who do not also have sole custody of
property?

6. Are the bank’s procedures such that all
additionsare reviewed todeterminewhether
they represent replacements and that any
replaced items are cleared from the
accounts?

7. Do the bank’s procedures provide for
signed receipts for removal of equipment?

*8. Do the bank’s policies cover procedures
for selecting a seller, servicer, insurer, or
purchaser of major assets (through com-
petitive bidding, etc.), to prevent any
possibility of conflict of interest or self-
dealing?

9. Do the review procedures provide for
appraisal of an asset to determine the
propriety of the proposed purchase or sales
price?

DEPRECIATION

*10. Is the preparation, addition and posting of
periodic depreciation records performed
and adequately reveiwed by persons who
do not also have sole custody of property?

11. Do the bank’s procedures require that
regular charges be made for depreciation
expense?

*12. Are the subsidiary depreciation records
balanced, at least annually, to the appro-
priate general controls by persons who do
not also have sole custody of property?

PROPERTY RECORDS

*13. Are subsidiary property records posted by
persons who do not also have sole custody
of property?

*14. Are the subsidiary property records bal-
anced, at least annually, to the appropriate
general ledger accounts by persons who do
not also have sole custody of property?

BANK AS LESSOR (BANK
PREMISES AND BANK-RELATED
EQUIPMENT ONLY)

*15. Do policies provide for division of the
duties involved in billing and collection of
rental payments?

16. Are the lease agreements subject to the
same direct verification program applied
to other bank assets and liabilities?
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17. Are credit checks performed on potential
lesses?

18. Do policies provide for a periodic review
of lessees for undue concentrations of
affiliated or related concerns?

BANK AS LESSEE (BANK
PREMISES AND BANK-RELATED
EQUIPMENT ONLY)

19. Does the bank have a clearly defined
method of determining whether fixed assets
should be owned or leased, and is support-
ing documentation maintained by the bank?

20. Are procedures in effect to determine
whether a lease is a ‘‘capital’’ or an
‘‘operating’’ lease as defined by the gen-
erally accepted accounting principles?

21. Do the bank’s operating procedures pro-
vide, on ‘‘capital’’ leases, that the amount
capitalized is computed by more than one
individual and/or reviewed by an indepen-
dent party?

OTHER PROCEDURES

*22. Is the physical existence of bank equip-
ment periodically checked or tested, such
as by a physical inventory, and are any

differences from property records investi-
gated by persons who do not also have sole
custody of property?

23. Do the bank’s procedures provide for
serial numbering of equipment?

24. Are the bank’s policies and procedures on
property in written form?

25. Is the benefit of expert tax advice obtained
prior to final decision-making on signi-
ficant transactions involving fixed assets?

*26. Does the bank maintain separate property
files which include invoices (including
settlement sheets and bills of sale, as
necessary), titles (on real estate, vehicles,
etc.) and other pertinent ownership data as
part of the required documentation?

CONCLUSIONS

27. Is the foregoing information an adequate
basis for evaluating internal control in that
there are no significant additional deficien-
cies that impair any controls? Explain
negative answers briefly, and indicate any
additional examination procedures deemed
necessary.

28. Based on a composite evaluation, as evi-
denced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate).

2190.4 Bank Premises and Equipment: Internal Control Questionnaire

March 1994 Commercial Bank Examination Manual
Page 2



Other Real Estate Owned
Effective date October 2012 Section 2200.1

A state member bank’s authority to hold real
estate is governed by state law. A bank is
permitted to include owned real estate in its
premises account if the real estate serves as
premises for operations or is intended to be used
as premises. In addition, a bank may hold other
real estate owned (OREO), which is defined
below. State laws dictate the terms and condi-
tions under which state-chartered banks may
acquire and hold OREO.

DEFINITION

Other real estate comprises all real estate, other
than bank premises, owned or controlled by the
bank or its consolidated subsidiaries, including
real estate acquired through foreclosure, even if
the bank has not received title to the property.
Bank holdings of OREO may arise from the
following events:

• the bank purchases real estate at a sale under
judgment, decree, or mortgage when the prop-
erty secured debts previously contracted;

• a borrower conveys real estate to the bank to
fully or partially satisfy a debt previously
contracted (acceptance of deed in lieu of
foreclosure);

• real estate is obtained in exchange for future
advances to an existing borrower to fully or
partially satisfy debts previously contracted;

• a bank takes possession (although not neces-
sarily title) of collateral in a collateral-
dependent real estate loan (i.e., an in-substance
foreclosure);

• a bank has relocated its premises and has not
yet sold the old premises;

• a bank abandons plans to use real estate as
premises for future expansion; and

• a bank has foreclosed real estate that is under
contract for sale.

There are three major phases of the OREO
life cycle: acquisition, holding period, and
disposition.

ACCOUNTING AND REPORTING
STANDARDS

The accounting and reporting standards for the

acquisition phase are set forth in Accounting
Standards Codification (ASC)1 310-40,
Receivables-Troubled Debt Restructurings by
Creditors (formerly known as FAS 15, ‘‘Account-
ing by Debtors and Creditors for Troubled Debt
Restructurings’’); ASC 360-10-30, Property,
Plant and Equipment-Initial Measurement (for-
merly included in FAS 144, ‘‘Accounting for the
Impairment or Disposal of Long-Lived Assets’’);
and ASC 360-10-35, Property, Plant and
Equipment-Subsequent Measurement. The dis-
position of other real estate is addressed in ASC
360-20-40, Property, Plant and Equipment-Real
Estate Sales-Derecognition (formerly within FAS
66, ‘‘Accounting for Sales of Real Estate’’),
which includes specific criteria for the recogni-
tion of profit. Reference should also be made to
the FFIEC 031 Consolidated Report of Condi-
tion and Income for a Bank with Domestic and
Foreign Offices (Call Report), Schedules RC
and M, and the instructions for the reporting of
OREO transactions.

TRANSFER OF ASSETS TO OREO

Real estate assets transferred to OREO should
be accounted for individually (on an asset-by-
asset basis) on the date of transfer. Each trans-
ferred real estate asset should be recorded at its
‘‘fair value’’ less estimated cost to sell the asset.
This ‘‘fair value’’ becomes the cost of the asset.
‘‘Fair value’’ is the amount the creditor should
reasonably expect to receive for the asset in a
current sale between a willing buyer and a
willing seller (that is, not a forced liquidation
sale).

The recorded amount of a loan (or an invest-
ment in a loan) at the time of foreclosure
involving real estate transferred to OREO is the
unpaid balance adjusted for any unamortized
premium or discount and unamortized loan fees
or costs, less any amount previously charged off,
plus recorded accrued interest. Any excess of
the recorded amount of the loan over the trans-
ferred property’s fair value is a loss that must be
charged against the allowance for loan and lease

1. This section uses the Financial Accounting Standards
Board (FASB)’s Accounting Standards Codification (ASC)
numbering system, references, and titles, which it approved in
June 2009 for its authoritative pronouncements. Within this
section, each first ‘‘ASC’’ reference is followed by its ‘‘pre-
codification’’ FASB reference and title.
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losses (ALLL) immediately upon the property’s
transfer to OREO. If the fair value (less costs to
sell) of the property exceeds a recorded loan
amount, the excess should be reported as a
recovery of a previous charge-off or in current
earnings, as appropriate. Legal fees and other
direct costs incurred by the bank should gener-
ally be included in expenses.

The value of OREO properties must be
reported at the fair value minus estimated selling
expenses or the recorded loan amount. For
example, if the recorded investment in the
property is $125, the fair value of the property is
$100, and the estimated selling expenses are
$6, the carrying value for this property would be
$94. The difference between the recorded loan
amount of $125 and the fair value of $100 minus
the $6 estimated cost to sell the property, or
$31, would be charged to the ALLL at the time
the property was transferred to OREO. Subse-
quent to the acquisition date, the OREO prop-
erty should be reported at the lower of the cost
of the property ($94 in this case) or the fair
value of $100 less cost to sell of $6, which is
also $94. Any subsequent declines in value
should be recorded by creating a valuation
allowance.

Alternatively, if the recorded loan amount is
$250, the property’s fair value is $275, and the
estimated selling expenses are $18, the proper-
ty’s carrying value would be $257 ( the proper-
ty’s fair value of $275 less estimated cost to sell
of $18). The $7 difference between the fair
value (less costs to sell) and the recorded loan
amount would be recorded as a recovery of a
previous charge-off or in current earnings, as
appropriate. Before recording the $7 in earnings,
significant scrutiny should be applied to under-
stand why the borrower would risk losing the
equity in the property. Additionally, in some
states, lenders are required to return recovered
amounts, in excess of the amount owed, to the
borrower.

EVALUATIONS OF REAL ESTATE TO
DETERMINE THE CARRYING VALUE
OF OREO

The transfer of real estate pledged as collateral
for a loan to OREO is considered to be a
‘‘transaction involving an existing extension of
credit’’ under 12 CFR 225.63(a)(7) and is exempt
from Regulation Y’s appraisal requirement.

However, under 12 CFR 225.63(b), the bank
must obtain an ‘‘appropriate evaluation’’ of the
real estate that is ‘‘consistent with safe and
sound banking practices’’ to establish the carry-
ing value of the OREO. A bank may elect, but is
not required, to obtain an appraisal to serve as
the ‘‘appropriate evaluation.’’ Until the evalua-
tion is available, a bank should rely on its best
estimate of the property’s value to establish the
carrying value. The federal banking agencies
have issued appraisal and evaluation guidelines
to provide guidance to examining personnel and
federally regulated institutions regarding pru-
dent appraisal and evaluation policies, proce-
dures, practices, and standards.

The appraisal or evaluation should provide an
estimate of the parcel’s market value. (Refer to
section 4140.1, ‘‘Real Estate Appraisals and
Evaluations,’’ and its appendices A to D found
in section A4140.1.) Generally, appraisals or
evaluations contain an estimate of the property’s
fair value based on a forecast of expected cash
flows, discounted at an interest rate that is
commensurate with the risks involved. The cash
flow estimate should include projected revenues
and the costs of ownership, development, opera-
tion, marketing, and sale. In such situations, the
appraiser or evaluator should fully describe the
definition of value and the market conditions
that have been considered in estimating the
property’s fair value.

PROPERTY ACQUIRED THROUGH
FORECLOSURE—JUNIOR
LIENHOLDER

When a bank acquires a property through fore-
closure as a junior lienholder, whether or not the
first lien has been assumed, the property should
be recorded as an asset at its fair value less its
estimated cost to sell. Any senior debt (principal
and accrued interest) should be recorded as a
corresponding liability. Senior debt should not
be netted against the assets. Any excess of the
recorded loan amount over the property’s fair
value less estimated cost to sell should be
charged off to the ALLL. The recorded invest-
ment may not exceed the sum of any senior and
junior debt. Payments made on senior debt
should be accounted for by reducing both the
asset and the liability. Interest that accrues on
the senior debt after foreclosure should be rec-
ognized as interest expense.

2200.1 Other Real Estate Owned
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COLLATERAL-DEPENDENT LOANS

Collateral-dependent loans are those for which
repayment is expected to be provided solely
from the underlying collateral when there are no
other available and reliable sources of repay-
ment. Guidance for the treatment of certain
troubled debts and collateral dependent loans is
found in ASC 310-40, Receivables-Troubled
Debt Restructurings by Creditors (formerly
within FAS 15, as amended by FAS 114 and
Accounting Principles Board Opinion no. 21,
‘‘Interest on Receivables and Payables’’). Accord-
ing to the instructions in the Call Report,
collateral-dependent real estate loans should be
transferred to OREO only when the lender has
taken possession (title) of the collateral; other-
wise they should remain categorized as loans.
To facilitate administration and tracking, how-
ever, banks may choose to include a collateral-
dependent real estate loan in the OREO port-
folio as potential or probable OREO. Impairment
of a collateral-dependent loan must be measured
using the fair value of the collateral. In general,
any portion of the recorded amount of a
collateral-dependent loan in excess of the fair
value of the collateral (less the estimated cost to
sell) that can be identified as uncollectible should
be promptly charged off against the ALLL.
Examiners should review these loans using the
same criteria applied to OREO.

PROPERTY ACQUIRED FOR FUTURE
USE

Property the bank originally acquired for future
use as premises, but for which plans have been
abandoned, and property that formerly served as
bank premises, should be accounted for at the
lower of (1) its fair value less cost to sell or
(2) the cost of the asset on the date of transfer to
OREO. Any excess of book value over fair
value should be charged to other operating
expense during the current period.

CARRYING VALUE OF OREO

A bank should have a policy for periodically
determining the fair value of its OREO property
by obtaining an appraisal or an evaluation, as
appropriate. While the Federal Reserve has no

prescribed time frame for when a bank should
reappraise or reevaluate its OREO property, the
bank’s policy should conform to state law, if
applicable, and take into account the volatility of
the local real estate market. A bank should
determine whether there have been material
changes to the underlying assumptions in the
appraisal or valuation that have affected the
original estimate of value. If material changes
have occurred, the bank should obtain a new
appraisal or evaluation based on assumptions
that reflect the changed conditions.

ACCOUNTING FOR SUBSEQUENT
CHANGES IN FAIR MARKET VALUE

Charges for subsequent declines in the fair
value of OREO property should never be posted
to the ALLL. If an appraisal or evaluation indi-
cates a subsequent decline in the fair value of an
OREO property, the loss in value should be
recognized through the income statement by a
charge to earnings. Banks should attempt to
determine whether a property’s decline in value
is not recoverable, taking into consideration
each property’s characteristics and existing
market dynamics. The preferred treatment for
nonrecoverable losses in value is the direct
write-down method, in which the charge to
expenses is offset by a reduction in the OREO
property’s carrying value. If the reduction in
value is deemed temporary, the charge to earn-
ings may be offset by establishing a valuation
allowance specifically for that property. In the
event of subsequent appreciation in the value of
an OREO property, the increase can only be
reflected by reducing this valuation allowance
or recognizing a gain upon disposition, but
never by a direct write-up of the property’s
value. A change to the valuation allowance
should be offset with a debit or credit to expense
in the period in which it occurs.

In addition to the preceding treatment of the
write-down in the OREO value, the previous
subsection ‘‘Transfer of Assets to Other Real
Estate Owned’’ discusses setting up a valuation
allowance for estimated selling expenses asso-
ciated with the sale of the other real estate. The
balance of this valuation allowance can fluctuate
based on changes in the fair value of the
property held, but it can never be less than zero.
The following examples are presented to illus-
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trate the treatment that subsequent depreciation
and appreciation would have on OREO
properties.

Depreciation in OREO Property Value

Assume a bank has written down its initial
recorded investment in an OREO property from
$125 to its fair value of $100 minus costs to sell
(assume costs to sell of $6), or $94. Assume that
a new appraisal indicates a fair value of $90, with
reduced estimated selling expenses of $5. If the
bank determines this decline in value is nonre-
coverable, the bank must expense the deprecia-
tion of $9.

Appreciation in OREO Property
Value

Assume a bank has written down its recorded
investment in an OREO property to its fair value
of $110 less costs to sell of $10, or $100, and it
subsequently created a valuation allowance for
the $10 temporary decline in value. A new
appraisal indicates an increase in the fair value
of the property to $112 less costs to sell of $9, or
$103. Notwithstanding the property’s increased
fair value, the recorded investment value cannot
be increased above $100. The valuation allow-
ance for selling expenses can never be less than
zero, thus prohibiting an increase in the value of
the property above the recorded investment. In
this case, the bank would reduce the valuation
allowance to zero, which would increase the
recorded value to $100.

Accounting for Income and Expense

Gross revenue from OREO should be recog-
nized in the period in which it is earned. Direct
costs incurred in connection with holding an
OREO property, including legal fees, real estate
taxes, depreciation, and direct write-downs,
should be charged to expense when incurred.

A bank can expend funds to develop and
improve OREO when it appears reasonable to
expect that any shortfall between the property’s
fair value and the bank’s recorded book value
will be reduced by an amount equal to or greater
than the expenditure. Such expenditures should
not be used for speculation in real estate. The

economic assumptions relating to the bank’s
decision to improve a particular OREO property
should be well documented. Any payments for
developing or improving OREO property are
treated as capital expenditures and should be
reflected by increasing the property’s carrying
value to the extent that those expenditures
increase the value of the property.

DISPOSITION OF OREO

OREO property must be disposed of within any
holding period established by state law and, in
any case, as soon as it is prudent and reasonable.
Banks should maintain documentation reflecting
their efforts to dispose of OREO property, which
should include

• a record of inquiries and offers made by
potential buyers,

• methods used in advertising the property for
sale whether by the bank or its agent, and

• other information reflecting sales efforts.

The sale or disposition of OREO property is
considered a real estate-related financial trans-
action under the Board’s appraisal regulation. A
sale or disposition of an OREO property that
qualifies as a federally related transaction under
the regulation requires an appraisal conforming
to the regulation. A sale or disposition that does
not qualify as a federally related transaction
nonetheless must comply with the regulation by
having an appropriate evaluation of the real
estate, that is consistent with safe and sound
banking practices.

The bank should promptly dispose of OREO
if it can recover the amount of its original loan
plus additional advances and other costs related
to the loan or the OREO property before the end
of the legal holding period. The holding period
generally begins on the date that legal title to the
property is transferred to the bank, except for
real estate that has become OREO because the
bank no longer contemplates using it as its
premises. The holding period for this type of
OREO property begins on the day that plans for
future use are formally terminated. Some states
require OREO property to be written off or
depreciated on a scheduled basis, or to be
written off at the end of a specified time period.
The bank should determine whether such require-
ments exist and comply with them.
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Financing Sales of OREO

Gains and losses resulting from a sale of OREO
properties for cash must be recognized immedi-
ately. A gain resulting from a sale in which the
bank provides financing should be accounted for
under the standards described in ASC 360-20-
40, Property, Plant and Equipment-Real Estate
Sales-Derecognition (formerly within Statement
of Financial Accounting Standards 66 (FAS
66)). ASC 360-20-40 recognizes that differences
in terms of the sale and in selling procedures
lead to different profit recognition criteria and
methods. The standards establish five different
methods of accounting for dispositions of real
estate. In practice, most banks have primarily
used either the full accrual or the deposit method.
The full accrual method accounts for the trans-
action as a sale of real estate, while the deposit
method does not. The deposit method is the only
method whereby disposition and financing by
the seller does not result in a sale and corre-
sponding recognition of a loan.

Banks may facilitate the sale of foreclosed
real estate by requiring little or no down pay-
ment, or by offering loans with favorable terms.
Profit shall only be recognized in full when the
collectibility of the sales price is reasonably
ensured and when the seller is not obligated to
perform significant activities after the sale to
earn the profit. Unless both conditions exist,
recognition of all or part of the profit should be
deferred. Collectibility of the sale price of OREO
property is demonstrated when the buyer’s
investment is sufficient to ensure that the buyer
will be motivated to honor his or her obligation
to the seller rather than lose the investment.
Collectibility shall also be assessed by consid-
ering factors such as the credit standing of the
buyer, age and location of the property, and
adequacy of cash flow from the property.

Bank records should (1) indicate the account-
ing method used for each sale of OREO, (2) sup-
port the choice of the method selected, and
(3) sufficiently document that the institution is
correctly reporting associated notes receivable,
as either loans or OREO property, with valua-
tion allowances when appropriate.

Full Accrual Method

The practice of recognizing all profit from the
sale of bank-financed OREO at the time of the

sale is referred to as the full-accrual method.
(See SR-12-10/CA-12-9 and its attachment.) A
bank shall not recognize profit using this method
until all of the following general criteria are met:

• a sale is consummated,
• the buyer’s initial investment (down payment)

and continuing investment (periodic pay-
ments) are adequate to demonstrate the buy-
er’s commitment to pay for the property,

• the bank’s loan is not subject to future subor-
dination, and

• the bank has transferred to the buyer the usual
risks and rewards of ownership.

A sale will not be considered consummated
until the parties are bound by the terms of the
contract, all consideration has been exchanged,
and all conditions precedent to closing have
been performed.

Initial investment, as defined within ASC
360-20-40, includes only cash down payments,
notes supported by irrevocable letters of credit
from an independent lending institution, pay-
ments by the buyer to third parties to reduce
existing debt on the property, and other amounts
paid by the buyer that are part of the sale price.
In these situations, the standards require that
profit on the sale be deferred until a minimum
down payment has been received and annual
payments equal those for a loan for a similar
type of property with a customary amortization
period. Payments must be sufficient to repay the
loan over the customary term for the type of
property. The amount of down payment required
varies by property category: land, 20–25 per-
cent; commercial and industrial, 10–25 percent;
multifamily residential, 10–25 percent; and
single-family residential, 5–10 percent. Ranges
within these categories are defined further in the
statement.

Continuing investment requires the buyer to
be contractually obligated to make level annual
payments on his or her total debt for the pur-
chase price of the property. This level annual
payment must be able to service principal and
interest payments amortized for no more than
20 years for raw land, and for no more than the
customary amortization term for a first-mortgage
loan by an independent lending institution for
other types of real estate. For example, the
customary repayment term for a loan secured by
a single-family residential property could range
up to 30 years.
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The Installment Method

This method is used when the buyer’s down
payment is insufficient to allow the full-accrual
method, but when recovery of the cost of the
property is reasonably assured if the buyer
defaults. The installment method recognizes the
sale of the property and the corresponding loan,
although profits from the sale are recognized
only as the bank receives payments from the
buyer. Under this method, interest income is
recognized on an accrual basis.

Since default on the loan usually results in the
seller (the bank) reacquiring the real estate, the
bank is reasonably assured that it will be able to
recover its costs with a relatively small down
payment. Cost recovery is especially likely when
loans are made to buyers who have verifiable net
worth, liquid assets, and income levels adequate
to service the loan. Reasonable assurance of cost
recovery also may be achieved when the buyer
pledges adequate additional collateral.

The Cost-Recovery Method

This method recognizes the sale of the property
and the booking of the corresponding loan. This
method may apply when dispositions do not
qualify under the full accrual or installment
methods. All income recognition is deferred.
Principal payments are applied by reducing the
loan balance, and interest payments are accounted
for by increasing the unrecognized gross profit.
No profit or interest income is recognized until
either the buyer’s aggregate payments exceed
the recorded amount of the loan or a change to
another accounting method (for example, the
installment method) is appropriate. Conse-
quently, the loan is maintained on nonaccrual
status while this method is being used.

The Reduced Profit Method

This method is used in certain situations when
the sale of the real estate has not been consum-
mated. The bank receives an adequate down
payment, but the loan amortization schedule
does not meet the requirements for use of the
full-accrual method. The bank again recognizes
the sale of the property and the booking of the
corresponding loan, but, as under the installment
method, profits from the sale are recognized
only as the bank receives payments from the

buyer. Since sales with adequate down pay-
ments generally are not structured with inad-
equate loan-amortization schedules, this method
is seldom used.

The Deposit Method

This method is used when a sale of OREO has
not been consummated. It also may be used for
dispositions that could be accounted for under
the cost-recovery method. Under this method, a
sale is not recorded and the asset continues to be
reported as OREO. Further, no profit or interest
income is recognized. Payments received from
the buyer are reported as a liability until suffi-
cient payments or other events allow the use of
one of the other methods.

Nonrecourse Financing

Banks may promote the sale of foreclosed real
estate by offering nonrecourse financing to buy-
ers. These loans should be made under the same
credit terms and underwriting standards the
bank employs for its regular lending activity.
Financing arrangements associated with this
type of transaction are subject to the accounting
treatment discussed above.

RENTAL OF RESIDENTIAL OREO
PROPERTIES

OREO Rental Policy Statement
Overview

The Federal Reserve issued a policy statement
on April 5, 2012, indicating that, consistent with
the general policy of the Federal Reserve and in
light of the extraordinary market conditions that
exist, banking organizations may rent one- to
four-family residential OREO properties with-
out having to demonstrate continuous active
marketing of the properties, provided suitable
policies and procedures are followed.2 Under
these conditions and circumstances, banking
organizations would not contravene supervisory
expectations that they show ‘‘good-faith efforts’’

2. The policy statement supplements other relevant Federal
Reserve guidance, including the Board’s policy statement on
the disposition of property acquired in satisfaction of debts
previously contracted. See 12 CFR 225.140.

2200.1 Other Real Estate Owned

October 2012 Commercial Bank Examination Manual
Page 6



to dispose of OREO by renting the property
within the applicable holding period. Key risk-
management considerations for banking organi-
zations that engage in the rental of residential
OREO, including compliance with holding-
period requirements for OREO, compliance with
landlord-tenant and associated requirements, and
accounting according to generally accepted
accounting principles (GAAP). Rental of OREO
properties with leases in place and demonstrated
cash flow from rental operations sufficient to
generate a reasonable rate of return should
generally not be classified.

The statement establishes specific supervisory
expectations for banking organizations that
undertake large-scale residential OREO rentals
(generally, 50 properties or more available for
rent). Such organizations should have formal
policies and procedures governing the operation
and administration of OREO rental activities,
including property-specific rental plans, policies
and procedures for compliance with applicable
laws and regulations, a risk-management frame-
work, and oversight of third-party property man-
agers. (See SR-12-5/CA-12-3 and their
attachments.)

Policy Statement on Rental of
Residential OREO Properties

In light of the large volume of distressed resi-
dential properties and the indications of higher
demand for rental housing in many markets,
some banking organizations may choose to make
greater use of rental activities in their disposi-
tion strategies than in the past. In response to the
volume of these activities, the Federal Reserve
adopted an April 2012 policy statement, whereby
banking organizations may rent one- to four-
family residential OREO properties without hav-
ing to demonstrate continuous active marketing
of such properties, provided suitable policies
and procedures are followed. This policy state-
ment reminds banking organizations and exam-
iners that the Federal Reserve’s regulations and
policies permit the rental of residential OREO
properties to third-party tenants as part of an
orderly disposition strategy within statutory and
regulatory limits.3 This policy statement applies
to state member banks, BHCs, nonbank subsid-

iaries of BHCs, savings and loan holding com-
panies, non-thrift subsidiaries of savings and
loan holding companies, and U.S. branches and
agencies of foreign banking organizations (col-
lectively, banking organizations).

The general policy of the Federal Reserve is
that banking organizations should make good-
faith efforts to dispose of OREO properties at
the earliest practicable date. Consistent with this
policy, in light of the extraordinary market
conditions that currently prevail, banking orga-
nizations may rent residential OREO properties
(within statutory and regulatory holding-period
limits) without having to demonstrate continu-
ous active marketing of the property, provided
that suitable policies and procedures are fol-
lowed. Under these conditions and circum-
stances, banking organizations would not con-
travene supervisory expectations that they show
‘‘good-faith efforts’’ to dispose of OREO by
renting the property within the applicable hold-
ing period. Moreover, to the extent that OREO
rental properties meet the definition of commu-
nity development under the Community Rein-
vestment Act (CRA) regulations, they would
receive favorable CRA consideration.4 In all
respects, banking organizations that rent OREO
properties are expected to comply with all appli-
cable federal, state, and local statutes and
regulations.

Home prices have been under considerable
downward pressure since the financial crisis
began, in part due to the large volume of houses
for sale by creditors, whether acquired through
foreclosure or voluntary surrender of the prop-
erty by a seriously delinquent borrower (dis-
tressed sales). Creditors, in turn, often seek to
liquidate their inventories of such properties
quickly. Since 2008, it is estimated that millions
of residential properties have passed through
lender inventories. These distressed sales repre-
sent a significant proportion of all home sales
transactions, despite some ebb and flow, and
thus are a contributing element to the downward
pressure on home prices. With mortgage delin-
quency rates remaining stubbornly high, the
continued inflow of new real estate owned
properties to the market—expected to be mil-
lions more over the coming years—will con-

3. The term ‘‘residential properties’’ in this policy state-
ment encompasses all one- to four-family properties and does
not include multifamily residential or commercial properties.

4. The Federal Reserve’s CRA regulations define commu-
nity development to include activities that provide affordable
housing for low- and moderate-income individuals as well as
those activities that revitalize or stabilize low- and moderate-
income areas (see 12 CFR 228.12(g)(1) and (4)).
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tinue to weigh on house prices for some time.5

Banking organizations include their holdings
of such properties in OREO on regulatory reports
and other financial statements.6 Existing federal
and state laws and regulations limit the amount
of time banking organizations may hold OREO
property.7 In addition, there are established super-
visory expectations for management of OREO
properties and the nature of the efforts banking
organizations should make to dispose of these
properties during that period.

Risk-Management Considerations for
Residential OREO Property Rentals

In all circumstances, the Federal Reserve expects
a banking organization considering such rentals
to evaluate the overall costs, benefits, and risks
of renting. The banking organization’s decision
to rent OREO might depend significantly on the
condition of individual properties, local market
conditions for rental and owner-occupied hous-
ing, and its capacity to engage in rental activity
in a safe and sound manner and consistent with
applicable laws and regulations.

Banking organizations should have an opera-
tional framework for their residential OREO
rental activities that is appropriate to the extent
to which they rent OREO properties. In general,
banking organizations with relatively small hold-
ings of residential OREO properties—fewer than
50 individual properties rented or available for
rent—should use a framework that appropriately
records the organizations’ rental decisions and
transactions as they take place, preserves key
documents, and is otherwise sufficient to safe-

guard and manage the individual OREO assets.8
In contrast, banking organizations with large
inventories of residential OREO properties9—
50 or more individual properties available for
rent or rented—should utilize a framework that
systematically documents how they meet the
supervisory expectations described in the next
section. All banking organizations that rent
OREO properties, irrespective of the size of
their holdings, should adhere to the guidance set
forth in this section.

Compliance with Maximum OREO
Holding-Period Requirements

Banking organizations should pursue a clear and
credible approach for ultimate sale of the rental
OREO property within the applicable holding-
period limitations. Exit strategies in some cases
may include special transaction features to facili-
tate the sale of OREO, potentially including
prudent use of seller-assisted financing or rent-
to-own arrangements with tenants.

Compliance with Landlord-Tenant and
Other Associated Requirements

Banking organizations’ residential property
rental activities are expected to comply with all
applicable federal, state, and local laws and
regulations, including landlord-tenant laws; land-
lord licensing or registration requirements; prop-
erty maintenance standards; eviction protections
(such as under the Protecting Tenants at Fore-
closure Act); protections under the Servicemem-
bers Civil Relief Act;10 and anti-discrimination
laws, including the applicable provisions of the
Fair Housing Act and the Americans with Dis-
abilities Act. Prior to undertaking the rental of
OREO properties, banking organizations should

5. For further discussion of housing market conditions and
the obstacles to conversions of OREO properties to rental, see
‘‘The U.S. Housing Market: Current Conditions and Policy
Considerations,’’ Federal Reserve staff white paper, January 4,
2012 (housing white paper).

6. ‘‘Other real estate owned’’ is comprised of all real estate
other than (1) bank premises owned or controlled by the bank
and its consolidated subsidiaries and (2) direct and indirect
investments in real estate ventures.

7. Generally, the Federal Reserve allows BHCs to hold
OREO property for up to five years, with an additional
five-year extension subject to certain circumstances (see 12
CFR 225.140). National banks are subject to similar restric-
tions. State member banks and licensed branches of foreign
banks are subject to the holding periods and other limitations
on OREO activity established by their respective licensing
authorities, which vary. Savings and loan holding companies
generally may acquire real estate for rental (see 12 USC
1467a(c)(2) and 12 CFR 238.53(b)).

8. A preliminary analysis of December 2011 Call Report
data suggests that roughly 98 percent of community banks
held 50 or fewer residential OREO properties.

9. For purposes of this guidance, the supervisory expecta-
tions for OREO rentals and the number of properties available
for rent should include those properties for which tenants were
already in place at the time of foreclosure or transfer of
ownership, and for which tenants are afforded certain protec-
tions under the Protecting Tenants at Foreclosure Act of 2009.
See the Federal Reserve Consumer Compliance Handbook,
Section IV for further information.

10. See CA-09-5, ‘‘Information and Examination Proce-
dures for the ‘Protecting Tenants at Foreclosure Act of 2009,’’’
July 30, 2009, and CA-05-3, ‘‘Servicemembers Civil Relief
Act of 2003,’’ May 6, 2005.

2200.1 Other Real Estate Owned

October 2012 Commercial Bank Examination Manual
Page 8



determine whether such activities are legally
permissible under applicable laws, including
state laws. When applicable, banking organiza-
tions should review homeowner and condo-
minium association bylaws and local zoning
laws for prohibitions on renting a property.
Banking organizations may use third-party ven-
dors to manage properties but should provide
necessary oversight to ensure that property man-
agers fully understand and comply with these
federal, state, and local requirements.

Other Considerations

Banking organizations should account for OREO
assets in accordance with GAAP and applicable
regulatory reporting instructions.11

Specific Expectations for Large-Scale
Residential OREO Rentals

Banking organizations with large inventories of
residential OREO properties that decide to
engage in rental activities should have in place a
documented rental strategy, including formal
policies and procedures for OREO rental activi-
ties and a documented operational framework.
Policies and procedures should clearly describe
how the banking organization will comply with
all applicable laws and regulations. Policies and
procedures should include processes for deter-
mining whether the properties meet local build-
ing code requirements and are otherwise habit-
able, and whether improvements to the properties
are needed in order to market them for rent. In
addition, policies and procedures should estab-
lish operational standards for the banking orga-
nization’s rental activities, including that adequate
insurance policies are in place, that property and
other tax obligations are met on a timely basis,
and that expenditures on improvements are
appropriate to the value of the property and to
prevailing norms in the local market.

Policies and procedures should also require
plans for rental of residential OREO properties,
down to the individual property level, that cover
the full holding period from the time the bank
received title to ultimate sale by the bank. Plans

should identify which properties would be eli-
gible for rental. Plans also should establish
criteria by which properties are chosen for
marketing as rental properties, and the process
by which rental decisions should be made and
implemented. Plans should describe the general
conditions under which the organization believes
a rental approach is likely to be successful,
including appropriate consideration of rental
market and economic conditions in respective
local markets.

Finally, policies and procedures should address
all risk-management issues that arise in renting
residential OREO properties. Some risk ele-
ments parallel those found in other banking
activities, for example, the credit risk associated
with tenants’ potential failure to make timely
rent payments, or potential conflict of interest
issues such as the use of a firm by a banking
organization to both provide information on a
property’s value and list that property for sale on
behalf of the banking organization. Other risks
unique to such rental include

• dealing with vacancy, marketing, and re-rental
of previously occupied properties;12

• liability risk arising from rental activities,
along with the use and management of liabil-
ity insurance or other approaches to mitigate
that liability and risk; and

• legal requirements arising from the potential
need to take action against tenants for rent
delinquency, potentially including eviction.
Such requirements may include notice periods.

Banking organizations may need to develop new
policies and risk-management processes to
address properly these categories of risk.

In many cases, banking organizations will use
third-party vendors (for example, real estate
agents or professional property managers) to
manage their OREO properties. Policies and
procedures should provide that such individuals
or organizations have appropriate expertise in
property management, be in sound financial
condition, and have a good track record in
managing similar properties. Policies and pro-
cedures should also call for contracts with such
vendors to carry appropriate terms and provide,
among other key elements, for adequate man-

11. See the instructions for the Consolidated Reports of
Condition and Income (Call Report) as to the reporting of
OREO transactions and to the Consolidated Financial State-
ments for Bank Holding Companies (FR Y-9C).

12. Various jurisdictions may apply specific requirements
to landlords in their marketing and re-rental activities (for
example, an obligation to offer potential tenants an initial
lease term of two years).
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agement information systems and reporting to
the banking organization, including rent rolls
(along with actual lease agreements), mainte-
nance logs, and security deposits and charges to
these deposits. Banking organizations should
provide for adequate oversight of vendors.13

Additional Materials for Reference

• ASC 310-40, Receivables-Troubled Debt
Restructurings by Creditors (formerly known
as FAS 15, ‘‘Accounting by Debtors and
Creditors for Troubled Debt Restructurings’’).

• ASC 360-10-30, Property, Plant and
Equipment-Initial Measurement (formerly
included in FAS 144, ‘‘Accounting for the
Impairment or Disposal of Long-Lived
Assets’’).

• ASC 360-10-35, Property, Plant and
Equipment-Subsequent Measurement.

• The disposition of other real estate is addressed
in ASC 360-20-40, Property, Plant and
Equipment-Real Estate Sales-Derecognition
(formerly within FAS 66, ‘‘Accounting for
Sales of Real Estate’’), which includes spe-
cific criteria for the recognition of profit.

• SR-10-16, ‘‘Interagency Appraisal and Evalu-
ation Guidelines,’’ December 2, 2010, and this
manual’s section 4140.1. For the sale of
OREO property with a value of $250,000 or
less, a BHC or state member bank may obtain
an evaluation in lieu of an appraisal.

• SR-95-16, ‘‘Real Estate Appraisal Require-
ments for Other Real Estate Owned (OREO),’’
March 28, 1995.

• SR-12-10/CA-12-9, ‘‘Questions and Answers
for Federal Reserve-Regulated Institutions
Related to the Management of Other Real
Estate Owned (OREO),’’ June 28, 2012.

CLASSIFICATION OF OREO

The examiner should generally evaluate the
quality of each OREO property to determine if
classification is appropriate. OREO usually

should be considered a problem asset, even
when it is carried at or below its appraised
value. Despite the apparent adequacy of the fair
or market value, the bank’s acquisition of
OREO through foreclosure usually indicates a
lack of demand. As time passes, the lack of
demand can become more apparent, and the
value of the real estate can become increas-
ingly questionable.

When evaluating the OREO property for
classification purposes, the examiner must
consider the property’s fair value, whether it is
being held in conformance with state law, and
whether it is being disposed of according to the
bank’s plan. The amount of an OREO property
subject to classification is the carrying value of
the property, net of any specific valuation allow-
ance. The existence of a specific valuation
allowance does not preclude adverse classifica-
tion of OREO. Banking organizations should
also provide the appropriate classification treat-
ment for their residential OREO holdings.
Residential OREO is typically treated as a
substandard asset, as defined by the interagency
classification guidelines (see section 2060.1,
‘‘Classification of Credits’’). However,
residential properties with leases in place and
demonstrated cash flow from rental operations
sufficient to generate a reasonable rate of
return14 should generally not be classified. The
examiner should review all types of OREO for
classification purposes, including sales that fail
to meet the standards required for the full-
accrual method of accounting. When the bank

13. See Federal Financial Institutions Examination Council
statement on Risk Management of Outsourced Technology
Services (November 28, 2000, SR-00-17) and the appendix of
this manual’s section 4060.1, which provides illustrative
guidance on constructing outsourcing risk assessments, due
diligence in selecting a service provider, contract review, and
monitoring of a third party that provides services to a
regulated institution.

14. Whether a rate of return is reasonable depends on a
number of considerations, including local market conditions,
the time horizon of the rental, and the nature of the property.
Commonly used measures include a capitalization rate (known
as a ‘‘cap rate,’’ which generally is the expected annual cash
flows from renting the property relative to the price at which
the property holder could expect to sell it in the owner-
occupied market), as discussed in the housing white paper, or
other measures of internal rate of return. Depending on the
circumstances and risks associated with the property, valid
indications that a level of return is reasonable could include
(but would not be not limited to) comparisons with normal
returns for single-family rentals in the relevant local market;
rates of return on other similar local real estate investments; or
cap rates or other measures of internal rate of return on
investments with similar risk profiles. For example, in many
markets a cap rate above 8 percent would likely represent a
reasonable rate of return. Large one-time expenditures that are
idiosyncratic to a given year but are normal to residential
properties over their lifetime, such as replacement costs for
worn-out appliances, should generally not be the reason that a
property would be classified. Costs of improvement should be
treated as capital expenditures with a corresponding effect on
the properties’ carrying values, but only to the extent the
improvements increase the properties’ values.

2200.1 Other Real Estate Owned
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provides financing, the examiner should deter-
mine whether it is prudently underwritten.

The examiner should review all relevant fac-
tors to determine the quality and risk of the
OREO property and the degree of probability
that its carrying value will be realized. Some
factors the examiner should consider include

• the property’s carrying value relative to its fair
value (including the date of any appraisal or
evaluation relative to changes in market con-
ditions), the bank’s asking price, and offers
received;

• the source and quality of the appraisal or
evaluation, including the reasonableness of
assumptions, such as projected cash flow for
commercial properties;

• the length of time a property has been on the
market and local market conditions for the
type of property involved, such as history and
trend of recent sales for comparable properties;

• bank management’s ability and track record in
liquidating other real estate and assets acquired
in satisfaction of debts previously contracted;

• income and expenses generated by the prop-
erty and other economic factors affecting the
probability of loss exposure;

• the manner in which the bank intends to
dispose of the property;

• other pertinent factors, including property-
title problems, statutory redemption privi-

leges, pending changes in the property’s zon-
ing, environmental hazards, other liens, tax
status, and insurance.

ENVIRONMENTAL LIABILITY

Under federal and state environmental liability
statutes, a bank may be liable for cleaning up
hazardous substance contamination of OREO.
In some cases, the liability may arise before the
bank takes title to a borrower’s real estate
collateral. A property’s transition from collat-
eral to bank ownership may take an extended
period of time. As the financial problems facing
a borrower worsen, a bank may become more
involved in managing a company or property.
Such involvement may become extensive enough
that the bank is deemed to have met substan-
tially all ownership criteria, the absence of a
clear title in the bank’s name notwithstanding.
Generally, the more bank management is involved
in such activity, the greater the bank’s exposure
to any future clean-up costs assessed in connec-
tion with the property. A more thorough discus-
sion of environmental liability can be found in
section 2040.1, ‘‘Loan Portfolio Management,’’
of this manual, under the subsection ‘‘Other
Lending Concerns.’’

Other Real Estate Owned 2200.1
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Other Real Estate Owned
Examination Objectives
Effective date May 1995 Section 2200.2

1. To determine if the policies, practices, pro-
cedures, and internal controls regarding other
real estate owned are adequate.

2. To determine that bank officers and employees
are operating in conformance with the estab-
lished guidelines.

3. To evaluate the validity and quality of all
other real estate owned.

4. To determine the scope and adequacy of the
audit function.

5. To determine compliance with laws and
regulations.

6. To initiate corrective action when policies,
practices, procedures, or internal controls are
deficient or when violations of law or regu-
lations have been noted.
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Other Real Estate Owned
Examination Procedures
Effective date March 1984 Section 2200.3

1. If selected for implementation, complete the
Other Real Estate Owned section of the
Internal Control Questionnaire.

2. Test for compliance with policies, practices,
procedures and internal controls in conjunc-
tion with performing the remaining examina-
tion procedures and obtain a listing of any
audit deficiencies noted in the latest review
done by internal/external auditors and deter-
mine if appropriate corrections have been
made.

3. Obtain a list of other real estate owned and
agree total to general ledger.

4. Review the other real estate owned account
to determine if any property has been dis-
posed of since the prior examination and:
a. If so, determine that:

• The bank accepted written bids for the
property.

• The bids are maintained on file.
• There is justification for accepting a
lower bid if the bank did not accept the
highest one.

b. Investigate any insider transactions.
5. Test compliance with applicable laws and

regulations:
a. Determine that other real estate owned is

held in accordance with the provisions of
applicable state law.

b. Determine if other real estate is being
amortized or written off in compliance
with applicable state law.

c. Consult with the examiners assigned to
‘‘Loan Portfolio Management,’’ ‘‘Other
Assets and Other Liabilities,’’ ‘‘Reserve
for Possible Loan Losses’’ and ‘‘Bank
Premises and Equipment’’ to determine if
the situation holds real estate acquired as
salvage on uncollectible loans, abandoned
bank premises or property originally pur-
chased for future expansion, which is no
longer intended for such usage.

d. Review the details of all other real estate
owned transactions to determine that:

• The property has been booked at its fair
value.

• The documentation reflects the bank’s
persistent and diligent effort to dispose
of the property.

• If the bank has made expenditures to
improve and develop other real estate
owned, proper documentation is in the
file.

• Real estate that is former banking prem-
ises has been accounted for as other
real estate owned since the date of
abandonment.

• Such property is disposed of in accor-
dance with state law.

6. Review parcels of other real estate owned
with appropriate management personnel and,
if justified, assign appropriate classification.
Classification comments should include:
a. Description of property.
b. How real estate was acquired.
c. Amount and date of appraisal.
d. Amount of any offers and bank’s asking

price.
e. Other circumstances pertinent to the

classification.
7. Review the following with appropriate man-

agement personnel or prepare a memo to
other examiners for their use in reviewing
with management:
a. Internal control exceptions and deficien-

cies in, or non-compliance with, written
policies, practices and procedures.

b. Uncorrected audit deficiencies.
c. Violations of law.

8. Prepare comments in appropriate report form
for all:
a. Criticized other real estate owned.
b. Deficiencies noted.
c. Violations of law.

9. Update the workpapers with any information
that will facilitate future examinations.
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Other Real Estate Owned
Internal Control Questionnaire
Effective date March 1984 Section 2200.4

Review the bank’s internal controls, policies,
practices and procedures for other real estate
owned. The bank’s systems should be docu-
mented in a complete and concise manner and
should include, where appropriate, narrative
descriptions, flowcharts, copies of forms used
and other pertinent information.

RECORDS

1. Is the preparation, addition, and posting of
subsidiary other real estate owned records
performed and/or tested by persons who do
not have direct, physical or accounting,
control of those assets?

2. Are the subsidiary other real estate owned
records balanced at least annually to the
appropriate general ledger accounts by per-
sons who do not have direct, physical or
accounting, control of those assets?

3. Is the posting to the general ledger other
real estate owned accounts approved, prior
to posting, by persons who do not have
direct, physical or accounting, control of
those assets?

4. Are supporting documents maintained for
all entries to other real estate owned
accounts?

5. Are acquisitions and disposals of other real
estate owned reported to the board of direc-
tors or its designated committee?

6. Does the bank maintain insurance coverage
on other real estate owned including liabil-
ity coverage where necessary?

7. Are all parcels of other real estate owned
reviewed at least annually for:
a. Current appraisal or certification?
b. Documentation inquiries and offers?
c. Documented sales efforts?
d. Evidence of the prudence of additional

advances?

OTHER PROCEDURES

8. Are the bank’s policies and procedures
relating to the real estate owned in writing?

CONCLUSION

9. Is the foregoing information an adequate
basis for evaluating internal control in that
there are no significant deficiencies in areas
not covered in this questionnaire that impair
any controls? Explain negative answers
briefly, and indicate any additional exami-
nation procedures deemed necessary.

10. Based on a composite evaluation, as
evidenced by answers to the foregoing
questions, internal control is considered
(adequate/inadequate).
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Other Assets and Other Liabilities
Effective date May 2005 Section 2210.1

OTHER ASSETS

The term other assets, as used in this section,
includes all balance-sheet asset accounts not
covered specifically in other areas of the exami-
nation. Often, such accounts may be quite insig-
nificant in the overall financial condition of the
bank. However, significant subquality assets
may be uncovered in banks lacking proper
internal controls and procedures.

In many banks, other asset accounts are
maintained on the daily statement but must be
reflected in a specific asset category for report-
ing. Schedule RC-F of the Consolidated Report
of Condition lists the specific accounts classified
as ‘‘other assets’’ and includes a catchall head-
ing of ‘‘other.’’ Certain accounts in that other
asset account, such as securities borrowed, are
examined using the procedures described in the
appropriate section of this manual.

Types of Other Asset Accounts

Types of other assets frequently found in banks
are the various temporary holding accounts,
such as suspense, interoffice, teller, transit, and
bookkeeping differences having debit balances.
Those accounts should be used only for tempo-
rary recording until the offsetting entry is
received or fully identified and posted to the
proper account. A bank should have written
internal control procedures to ensure that differ-
ence accounts are reconciled and closed out on a
timely basis. Nothing should be allowed to
remain in those accounts for any significant
length of time—usually no more than a few
business days. All difference accounts should be
closed out at least quarterly.

General categories of other assets common to
banks are accrued interest receivables (on loans,
debt securities, and other interest-bearing assets)
and other types of income earned but not yet
collected (income derived from an asset that is
recognized but not yet collected or received on
the reporting date), net deferred tax assets (de-
ferred tax assets less deferred tax liabilities that
result in a debit balance for a particular tax
jurisdiction), interest-only strips receivables for
mortgage loans and other financial assets, pre-
paid expenses (cash outlays for goods and ser-
vices, the benefits of which will be realized in

future periods), equity securities (cost of) that do
not have readily determinable fair values (includ-
ing Federal Reserve stock and bankers’ bank
stock), the cash surrender value of bank-owned
life insurance (BOLI), and other nonsecurity or
other interest-only strips receivables.

An interest-only strip receivable is the con-
tractual right to receive some or all of the
interest due on a bond, mortgage loan, collater-
alized mortgage obligation, or other interest-
bearing financial asset. This includes, for exam-
ple, the contractual rights to future interest cash
flows that exceed contractually specified servic-
ing fees on financial assets that have been sold.

The other assets category also consists of
unique and unusual transactions that are not
appropriate to include in other line items of a
bank’s balance sheet. An unlimited number of
possible account titles could be included in this
category, such as redeemed food stamps, art
objects, antiques, and coin and bullion. Regard-
less, the examiner must design specific proce-
dures for review and testing to fit the particular
account and situation and must document the
scope of the review in the workpapers.

Examination Review of Other Assets

Examiners assigned to ‘‘other assets’’ must ob-
tain the detailed breakdown of these accounts
when they are reported on the bank’s statement
of condition and when they are so designated for
the purposes of reporting on the bank’s Call
Report. When the account can best be examined
by examiners assigned to other areas of the
bank, the detailed breakdown of the accounts
should be furnished to those examiners. The
remaining accounts should be reviewed and
evaluated by examiners assigned to this section.
The major factor in deciding which accounts are
to be reviewed are materiality and the volume of
transactions flowing through the account.

With regard to materiality, the examiner
should evaluate whether to analyze the nature
and quality of each individual item, on the basis
of its impact on the overall soundness of the
bank or the quality of the bank’s earnings.
Therefore, the examiner needs to verify—

• the existence of the asset;
• the proper valuation of the asset;
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• that the asset is properly classified, described,
and disclosed in the financial statements
(including the existence of any liens);

• that the asset is being properly amortized on a
consistent basis over the estimated period of
benefit;

• that any sales of assets, including the recog-
nition of gains and losses, have been properly
recognized; and

• the adequacy of the accounting and disposi-
tion controls for, as well as the quality of, the
asset.

With regard to transaction volume, the exam-
iner should evaluate whether any accounts with
small balances have an unusually high level of
transaction volume. Therefore, it is important
that the examiner verify that—

• the account has a valid business purpose,
• the account is reconciled on a regular basis,

and
• the accounting controls are adequate.

An examiner should authenticate the exist-
ence of the selected assets by ensuring that their
supporting documentation is adequate. Also, the
examiner should verify that ownership of the
asset rests with the bank. (In the case of orga-
nizational costs borne by the bank for the
formation of a holding company, those costs,
and the related ownership rights in the capital-
ized asset, should more properly be borne by the
ownership interests and should not be recorded
as assets of the bank.)

Proper valuation and reporting of other asset
accounts is another potential area of concern for
the examiner. Assets are generally acquired
through purchase, trade, repossession, prepay-
ment of expenses, or accrual of income. Gener-
ally, assets purchased, traded, or repossessed are
transferred at their fair market value. Prepaid
expenses and income accrued are booked at
cost. An examiner should be particularly alert in
identifying those assets that lose value over time
to ensure that they are appropriately depreciated
or amortized. All intangible assets should be
regularly amortized, and management should
have a system in place to confirm the valuation
of the remaining book balance of the intangible
assets.

The examiner needs to ensure that the con-
trols concerning other assets protect the bank’s
ownership rights, the accounts are properly
valued and accurately reported, and control

activities are monitored regularly by manage-
ment. A bank with good control and review
procedures will periodically charge off all un-
collectible or unreconcilable items. However,
the examiner must frequently go beyond the
general ledger control accounts and scan the
underlying subsidiary ledgers to ensure that
posting errors and the common practice of
netting certain accounts against each other do
not cause significant balances to go unnoticed
because of lack of proper detail.

Deferred Tax Assets

For verifying compliance with the limits found
in the risk-based capital guidelines, examiners
need to review the net deferred tax assets
(deferred tax assets less deferred tax liabilities)
that a bank reports in its regulatory reports and
the amount of limited deferred tax assets that are
not deducted from a bank’s tier 1 capital. The
net deferred taxes result from the application of
an asset and liability approach for financial-
accounting and reporting for income taxes. Net
deferred taxes (net deferred tax assets) generally
arise from the tax effects of reporting income or
expense charges in one period for financial-
statement purposes and in another period for tax
purposes. This effect, known as a temporary
difference, is at times sizable. Tax laws often
differ from the recognition and measurement
requirements of financial accounting standards.
Differences can arise between (1) the amount of
taxable income and pretax financial income for a
year and (2) the tax bases of assets or liabilities
and their reported amounts in financial state-
ments. Charges that result in a significant
deferred tax asset are often caused by loan-loss
provisions exceeding bad debt deductions for
tax purposes in a given period. While banks are
permitted to carry deferred income tax assets on
their reports of condition, they are limited by
generally accepted accounting principles (GAAP)
to the extent these items can be carried.

The Financial Accounting Standards Board’s
(FASB) Statement No. 109 (FAS 109), ‘‘Account-
ing for Income Taxes,’’ establishes procedures
to (1) measure deferred tax assets and liabilities
using a tax-rate convention and (2) assess
whether a valuation allowance should be estab-
lished for deferred tax assets. Enacted tax laws
and rates are considered in determining the
applicable tax rate and in assessing the need for
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a valuation allowance. FAS 109 was to be
adopted by banks as of January 1, 1993, or the
beginning of their first fiscal year thereafter, if
later.

FAS 109 requires a deferred tax asset to be
recognized for all temporary differences that
will result in deductible amounts in future years
and for tax credit carryforwards. For example, a
temporary difference may be created between
the reported amount and the tax basis of a
liability for estimated expenses if, for tax pur-
poses, those estimated expenses are not deduct-
ible until a future year. Settlement of that
liability will result in tax deductions in future
years, and a deferred tax asset is recognized in
the current year for the reduction in taxes
payable in future years. A valuation allowance is
recognized (deducted from the amount of the
deferred tax asset) if, based on the weight of
available evidence, it is likely that some or all of
the deferred tax asset will not be realized.

Deferred Tax Liabilities

A deferred tax liability is recognized for tempo-
rary differences that will result in taxable
amounts in future years. Deferred tax liabilities
that may be related to a particular tax jurisdic-
tion (for example, federal, state, or local) may be
offset against each other for reporting purposes.
A resulting debit balance is included in ‘‘other
assets’’ on the bank Call Report and reported in
Schedule RC-F; a resulting credit balance is
included in ‘‘other liabilities’’ on the bank Call
Report and reported in Schedule RC-G. A bank
may report a net deferred tax debit (or asset) for
one tax jurisdiction (for example, federal taxes)
and also report a net deferred tax credit (or
liability) for another tax jurisdiction (for exam-
ple, state taxes).

Limitation on Deferred Tax Assets for
Tier 1 Risk-Based Capital and Leverage
Capital

The risk-based capital and leverage capital guide-
lines include a limit on the amount of certain
deferred tax assets that may be included in (that
is, not deducted from) tier 1 capital for deter-
mining the amount of the bank’s required risk-
based and leverage capital levels. Certain
deferred tax assets can only be realized if a bank
earns taxable income in the future. Deferred tax

assets are limited, for regulatory capital pur-
poses, to (1) the amount that the bank expects to
realize within one year of the quarter-end report
date (based on its projections of future taxable
income for that year) or (2) 10 percent of tier 1
capital, whichever is less. The reported amount
of deferred tax assets, net of any valuation
allowance for deferred tax assets, in excess of
the lesser of these two amounts is to be deducted
from a bank’s core capital elements in determin-
ing tier 1 capital. See section 3020.1 for more
detailed information on how to determine the
capital composition and limitation on deferred
tax assets.

Bank-Owned Life Insurance to Be
Included in Other Assets

FASB’s Technical Bulletin No. 85-4 (FTB 85-
4), ‘‘Accounting for the Purchases of Life Insur-
ance,’’ addresses the accounting for BOLI.
‘‘Other assets’’ are to include the amount of the
assets that represent the cash surrender value of
the insurance policy that is reported to the
institution by the insurance carrier (less any
applicable surrender charges not reflected by the
insurance carrier in the reported cash surrender
value that could be realized under the insurance
contract) as of the balance-sheet date. Because
there is no right of offset, an investment in BOLI
is reported as an asset separately from any
deferred compensation liability. BOLI is reported
on the balance sheet of the bank Call Report as
‘‘other assets’’ and on its schedule RC-F as ‘‘all
other assets—cash surrender value of life insur-
ance.’’ (See SR-04-4 and SR-04-19.) (The net
earnings (losses) on, or the net increases
(decreases) in, the net cash surrender value of
BOLI should be reported according to the bank
Call Report instructions for the glossary and the
income statement, Schedules RI and RI-E.)

OTHER LIABILITIES

The term other liabilities represents the bank’s
authorized obligations. Other liabilities, as used
in this section, include all balance-sheet liability
accounts not covered specifically in other areas
of the examination. The accounts often may be
quite insignificant when compared with the
overall size of the bank. In some banks, indi-
vidual accounts are established for control pur-

Other Assets and Other Liabilities 2210.1

Commercial Bank Examination Manual May 2005
Page 3



poses and appear on the balance sheet as ‘‘other
liabilities.’’ For reporting, however, these
accounts must be assigned to specific liability
categories or netted from related asset catego-
ries, as appropriate.

Schedule RC-G of the Consolidated Report of
Condition lists the specific accounts classified as
‘‘other liabilities.’’ The schedule includes inter-
est accrued and unpaid on deposits and other
expenses that are accrued and unpaid (including
accrued income taxes payable), net deferred tax
liabilities, the allowance for credit losses on
off-balance-sheet credit exposures, and all other
liabilities. ‘‘All other liabilities’’ includes liabil-
ity accounts such as accounts payable, deferred
compensation liabilities, dividends that are
declared but not yet payable, and derivatives
with a negative fair value held for purposes
other than trading.

As stated above, the ‘‘all other liabilities’’
term includes deferred compensation liabilities.
This account is used to record the bank’s obli-
gation under its deferred compensation agree-
ments. Section 3015.1 discusses deferred com-
pensation agreements in detail, both as to the
nature and operation of the different types of
agreements and the accounting standards and
guidance that are applicable to those
agreements—in particular, a revenue-neutral plan
or an indexed retirement plan. (See also SR-
04-4, SR-04-19, and the glossary entry for
‘‘deferred compensation agreements’’ in the bank
Call Report instructions.)

Types of Other Liability Accounts

A general category of other liabilities common
to banks is expenses accrued and unpaid. These
accounts represent periodic charges to income
based on anticipated or contractual payments of
funds to be made at a later date. They include
such items as interest on deposits, dividends,
taxes, and expenses incurred in the normal
course of business. There should be a correlation
between the amount being accrued daily or
monthly and the amount due on the stated or
anticipated payment date.

Other liability accounts should be reviewed to
determine that accounts, such as deferred taxes,
are being properly recognized when there are
temporary differences in the recognition of
income and expenses between the books and the
income tax returns. This review should also

determine that matters such as pending tax
litigation, equipment contracts, and accounts
payable have been properly recorded and are
being discharged in accordance with their terms
and requirements.

Various miscellaneous liabilities may be found
in accounts, such as undisbursed loan funds,
deferred credits, interoffice, suspense, and other
titles denoting pending status. An unlimited
number of possible items could be included. The
review of these accounts should determine that
they are used properly and that all such items are
clearing in the normal course of business.
Because of the variety of such accounts, the
examiner must develop specific examination
procedures to fit the particular account and
situation.

Examination Review of Other
Liabilities

Examiners assigned to ‘‘other liabilities’’ are
responsible for obtaining the bank’s breakdown
of these accounts and, when the accounts are to
be examined under other sections, must ensure
that examiners in charge of those sections receive
the necessary information. The remaining
accounts should be reviewed and evaluated by
examiners assigned to this section.

The primary emphasis of examining other
liabilities is to obtain reasonable assurance that
(1) the liabilities represent the bank’s authorized
obligations and (2) all contingencies and esti-
mated current-period expenses that will be paid
in future periods that should be accrued during
the period have been accrued, classified, and
described in accordance with GAAP, and the
related disclosures are adequate. Another
emphasis in examining this area should be the
adequacy of the controls and procedures the
bank employs to promptly record the amount of
liability. Without proper management attention,
these accounts may be advertently or inadvert-
ently misstated. Unless properly supervised,
these accounts may be used to conceal shortages
that should be detected immediately. For instance,
other liabilities may include fraudulent entries
for suspense or interbranch accounts that could
be rolled over every other day to avoid stale
dates, causing shortages of any amount to be
effectively concealed for indefinite periods of
time.

Similar to ‘‘other assets,’’ other liability
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accounts with small balances may be significant.
Scanning account balances may disclose a
recorded liability, but it does not aid in deter-
mining the accuracy of liability figures. There-
fore, it is important to review the documented
information obtained from examiners working
with and reviewing the minutes of the board and

its committees. Responses from legal counsel
handling litigation could also be important
because this information might reveal a major
understatement of liabilities. Determining accu-
rate balances in other liability accounts requires
an in-depth review of source documents or the
other accounts in which the liability arose.

Other Assets and Other Liabilities 2210.1
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Other Assets and Other Liabilities
Examination Objectives
Effective date May 1993 Section 2210.2

1. To determine if policies, practices, proce-
dures, and internal controls regarding ‘‘other
assets’’ and ‘‘other liabilities’’ are adequate.

2. To determine that bank officers and employees
are operating in conformance with estab-
lished guidelines.

3. To evaluate the validity and quality of all
‘‘other assets.’’

4. To determine that ‘‘other liabilities’’ are prop-
erly recorded.

5. To determine the scope and adequacy of the
audit function.

6. To determine compliance with laws and
regulations.

7. To initiate corrective action when policies,
practices, procedures, or internal controls are
deficient or when violations of laws or regu-
lations have been noted.
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Other Assets and Other Liabilities
Examination Procedures
Effective date May 1993 Section 2210.3

1. Complete or update the Internal Con-
trol Questionnaire, if selected for
implementation.

2. Based on the evaluation of internal controls
and the work performed by internal/
external auditors, determine the scope of
the examination.

3. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the remaining exami-
nation procedures. Obtain a listing of any
deficiencies noted in the latest review done
by internal/external auditors from the exam-
iner assigned ‘‘Internal Control,’’ and deter-
mine if appropriate corrections have been
made.

4. Obtain from the examiner assigned ‘‘Exam-
ination Strategy’’ the list of ‘‘other assets’’
and ‘‘other liabilities’’ accounts.

5. Obtain a trial balance of ‘‘other assets’’ and
‘‘other liabilities’’ accounts, including a de-
tailed listing of the interbank accounts and:
a. Agree or reconcile balances to depart-

ment controls and general ledger.
b. R e v i ew r e c o n c i l i n g i t ems f o r

reasonableness.
6. Scan the trial balances for:

a. Obvious misclassifications of accounts
and, if any are noted, discuss reclassifi-
cation with appropriate bank personnel
and furnish a list to appropriate examin-
ing personnel.

b. Large, old, or unusual items and, if any
are noted, perform additional procedures
as deemed appropriate, being certain to
appraise the quality of ‘‘other assets.’’

c. ‘‘Other assets’’ items that represent
advances to related organizations, direc-
tors, officers, employees, or their inter-
ests, and if any are noted, inform the
examiner assigned ‘‘Loan Portfolio
Management.’’

7. Determine that amortizing ‘‘other assets’’
accounts are being amortized over a reason-
able period correlating to their economic
life.

8. If the bank has outstanding customer liabil-
ity under letters of credit, obtain and for-
ward a list of the names and amounts to
the examiner assigned ‘‘Loan Portfolio
Management.’’

9. Review the balance of any ‘‘other liabili-
ties’’ owed to officers, directors, or their
interests and investigate, by examining
applicable supporting documentation,
whether they have been used to—
a. record unjustified amounts; or
b. record amounts for items unrelated to

bank operations.
10. Develop, and note in the workpapers, any

special programs considered necessary to
properly analyze any remaining ‘‘other
assets’’ or ‘‘other liabilities’’ account.

11. Test for compliance with applicable state
laws and regulations.

12. For ‘‘other assets’’ items that are deter-
mined to be stale, abandoned, uncollectible,
or carried in excess of estimated values, and
for ‘‘other liabilities’’ items that are deter-
mined to be improperly stated, after consult-
ing with the examiner-in-charge, request
management to make the appropriate
entries on the bank’s books.

13. Prepare, in appropriate report form, and
discuss with appropriate officer(s):
a. Violations of laws and regulations.
b. Criticized ‘‘other assets.’’
c. The adequacy of written policies relating

to ‘‘other assets’’ and ‘‘other liabilities.’’
d. Recommended corrective action when

policies, practices, or procedures are
deficient.

14. Update the workpapers with any informa-
tion that will facilitate future examinations.

Commercial Bank Examination Manual March 1994
Page 1



Other Assets and Other Liabilities
Internal Control Questionnaire
Effective date May 1993 Section 2210.4

Review the bank’s internal controls, policies,
practices, and procedures concerning ‘‘other
assets’’ and ‘‘other liabilities.’’ The bank’s sys-
tems should be documented in a complete and
concise manner and should include, where
appropriate, narrative descriptions, flowcharts,
copies of forms used, and other pertinent
information.

OTHER ASSETS

Policies and Procedures

1. Has the bank formulated written policies
and procedures governing ‘‘other assets’’
accounts?

Records

2. Is the preparation of entries and posting of
subsidiary ‘‘other assets’’ records performed
or tested by persons who do not also have
direct control, either physical or accounting,
of the related assets?

3. Are the subsidiary ‘‘other assets’’ records, if
any, balanced at least quarterly to the
appropriate general ledger accounts by per-
sons who do not also have direct control,
either physical or accounting, of the related
assets?

4. Is the posting of ‘‘other assets’’ accounts to
the general ledger approved prior to posting
by persons who do not also have direct
control, either physical or accounting, of the
related assets?

5. Are worksheets or other supporting records
maintained to support prepaid expense
amounts?

6. Are supporting documents maintained for
all entries to ‘‘other assets’’?

7. Are the items included in suspense accounts
aged and reviewed for propriety regularly
by responsible personnel?

Receivables

8. Are receivables billed at regular intervals?
(If so, state frequency .)

9. Are receivables reviewed at least quarterly
for collectibility by someone other than the
originator of the entry?

10. Is approval required to pay credit balances
in receivable accounts?

11. Do credit entries to a receivables account,
other than payments, require the approval
of an officer independent of the entry
preparation?

Other Procedures

12. Does charge-off of a nonamortizing ‘‘other
asset’’ initiate review of the item by a
person not connected with entry authoriza-
tion or posting?

13. Do review procedures, where applicable,
provide for an appraisal of the asset to
determine the propriety of the purchase or
sale price?

Conclusion

14. Does the foregoing information provide an
adequate basis for evaluating internal con-
trols in that deficiencies in areas not covered
by this questionnaire do not significantly
impair any controls? Explain negative
answers briefly, and indicate any additional
examination procedures deemed necessary.

15. Are internal controls adequate based on a
composite evaluation, as evidenced by
answers to the foregoing questions?

OTHER LIABILITIES

Policies and Procedures

1. Has the bank formulated written policies
and procedures governing the ‘‘other liabil-
ities’’ accounts?

Records

2. Does the bank maintain subsidiary records
of items comprising ‘‘other liabilities’’?
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3. Is the preparation of entries and posting of
subsidiary ‘‘other liabilities’’ records per-
formed or tested by persons who do not also
originate or control supporting data?

4. Are subsidiary records of ‘‘other liabilities’’
balanced at least monthly to appropriate
general ledger accounts by persons who do
not also originate or control supporting
data?

5. Are the items included in suspense accounts
aged and reviewed for propriety regularly
by responsible personnel?

Other Procedures

6. Does the bank book obligations immedi-
ately on receipt of invoices or bills for
services received?

7. If the bank uses a Federal Reserve deferred
credit account, is the liability for incoming
‘‘Fed’’ cash letters booked immediately upon
receipt?

8. Does the bank book dividends that have
been declared but are not yet payable?

9. Are invoices and bills proved for accuracy
prior to payment?

10. Are invoices and bills verified and approved
by designated employees prior to payment?

11. Are procedures established to call attention,
within the discount period, to invoices not
yet paid?

12. Does the bank have a system of advising the
board of directors of the acquisition and
status of major ‘‘other liabilities’’ items?

13. Are all payroll tax liabilities agreed to
appropriate tax returns and reviewed by an
officer to ensure accuracy?

Conclusion

14. Does the foregoing information provide an
adequate basis for evaluating internal con-
trols in that deficiencies in areas not covered
by this questionnaire do not significantly
impair any controls? Explain negative
answers briefly, and indicate any additional
examination procedures deemed necessary.

15. Are internal controls adequate based on a
composite evaluation, as evidenced by
answers to the foregoing questions?

2210.4 Other Assets and Other Liabilities: Internal Control Questionnaire
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