Introduction To Topics For Supervisory Review

Section 2000.0

Discussed within these subsections are topics
associated with regard to the overall bank
holding company organization. Included is gen-
eral information, inspection objectives and
procedures, and in some instances references to
laws, interpretations, and Board orders. The
primary topics addressed are the supervision of
subsidiaries, grandfather rights, commitments,
extensions of credit to BHC officials, man-

agement information systems, taxes, funding,
control and ownership, reporting by foreign
and domestic banking organizations, formal
corrective actions, sharing of criminal referral
information, investment transactions, recog-
nition and control of risk, purchase and sale of
U.S. Government guaranteed loans, and venture
capital.
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Supervision of Subsidiaries

Section 2010.0

WHAT’S NEW IN THIS REVISED
SECTION

This section is revised to include a revision of
the Federal Deposit Insurance Act (FDIA) that
requires a BHC or SLHC to serve as a ‘“‘source
of strength” to its depository institution subsidi-
aries. See section 38A of the FDIA and section
616(d) of the Dodd-Frank Act.

The relative merit of the degree of supervision
is dependent upon a number of factors, and must
be analyzed in light of efficiency and operating
performance. The degree and nature of control
over subsidiary organizations in a holding
company system usually falls between two
extremes: a tightly controlled, centralized net-
work similar to a branch system, or a loosely
controlled, decentralized system with each sub-
sidiary operating autonomously. A bank holding
company might originate as a ““shell” corpora-
tion organized by investors interested in pur-
chasing a bank, or by a bank interested in reor-
ganizing into a holding company structure in
order to expand through acquisition of nonbank
concerns or other banks. The management and
directorate of such a holding company are often
the same as that of the bank. As the holding
company expands through acquisitions, the par-
ent may continue to exercise control through the
staff of the lead bank, or may form a separate
staff to overview the operations of all subsidi-
aries. The relative merit of the degree of super-
vision is dependent upon a number of factors,
and must be analyzed in light of efficiency and
operating performance.

The level at which policies are established
and supervised, the frequency of contact
between the parent and subsidiaries, and the
extent to which officers and directors of the
parent serve also as officers and directors of the
subsidiary organizations are indicative of the
level of control exercised by the parent. A cen-
tralized bank holding company is characterized
by the placement of directors and officers of the
parent company (or those of the lead bank) in
each of its subsidiaries, with frequent group
meetings held between the officers of the lead
bank or holding company and those of the sub-
sidiary organizations. While this is an efficient
method of operation, this type of organization
builds in the potential for conflicts of interest for
those individuals who serve in dual capacities.
Corporate policies should recognize this poten-
tial and provide guidance for resolution. The
overriding principle should be that no member

of the bank holding company organization
should be disadvantaged by a transaction with
another affiliate. Management of the investment
portfolio, budgets, tax planning, personnel, cor-
respondent relationships, loans and loan partici-
pations, and liability management are usually
controlled by the parent or lead bank in a cen-
tralized system.

A decentralized system is one in which the
banks act independently of the parent company,
with infrequent contacts with affiliates, place-
ment of parent or lead bank directors and offi-
cers in less than a majority of the banks within
the system and infrequent reporting by subsidi-
aries concerning investments and operating per-
formance. The bank holding company might act
only in a minor advisory capacity. In such a
decentralized system each subsidiary operates
as a relatively autonomous unit, with authority
and responsibility for certain actions delegated
by the parent to the board and/or chief executive
officer of each subsidiary.

It is the responsibility of the directors and
management of the parent company to establish
and supervise the policies of subsidiaries, either
directly or through delegation of authority. The
importance of written policies in a delegated,
decentralized organization cannot be over-
emphasized, and the selection of qualified offi-
cers to carry out policies is equally important. If
written policies have not been developed by the
holding company, the examiner should recom-
mend that major policies be written and commu-
nicated to subsidiaries. Policies should ensure
that subsidiaries are not managed for cross pur-
poses and should avoid concentrations of risks
on a consolidated basis.

2010.0.1 POLICY STATEMENT ON
THE RESPONSIBILITY OF BANK
HOLDING COMPANIES TO ACT AS
SOURCES OF STRENGTH TO THEIR
SUBSIDIARY BANKS

The Board is concerned about situations where
a bank has been threatened with failure
notwithstanding the availability of resources to
its parent bank holding company. In order to
assure that the Board’s policy that bank hold-
ing companies serve as sources of financial
strength to subsidiary banks is understood by
bank holding companies, the Board has issued a
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general policy statement reaffirming and
articulating these principles, and confirming that
the policy applies to failing bank situations.
This long-standing policy has been recognized
by the Supreme Court in its decision in Board of
Governors v. First Lincolnwood Corp., 439 U.S.
234 (1978), and has been incorporated explicitly
in the Board’s Regulation Y, 12 C.FR.
225.4(a)(1).

A fundamental and long-standing principle
underlying the Federal Reserve’s supervision
and regulation of bank holding companies is
that bank holding companies should serve as
sources of financial and managerial strength to
their subsidiary banks. The Federal Deposit
Insurance Act (FDIA) requires that a bank hold-
ing company or savings and loan holding com-
pany act as a source of strength to its depository
institution(s). The term “source of strength”
means the ability of a company that directly or
indirectly owns or controls an insured deposi-
tory institution to provide financial assistance to
such insured depository institution in the event
of financial stress to the insured depository insti-
tution. (See the FDIA, section 38A(a)—(c).) It is
the policy of the Board that in serving as a
source of strength to its subsidiary banks, a bank
holding company should stand ready to use
available resources to provide adequate capital
funds to its subsidiary banks during periods of
financial stress or adversity and should maintain
the financial flexibility and capital-raising
capacity to obtain additional resources for assist-
ing its subsidiary banks in a manner consistent
with the provisions of this policy statement.

Since the enactment of the Bank Holding
Company Act in 1956, the Board has formally
stated on numerous occasions that a bank hold-
ing company should act as a source of financial
and managerial strength to its subsidiary banks.
As the Supreme Court recognized, in the 1978
First Lincolnwood decision, Congress has
expressly endorsed the Board’s long-standing
view that holding companies must serve as a
“source of strength to subsidiary financial insti-
tutions.”! In addition to frequent pronounce-
ments over the years and the 1978 Supreme
Court decision, this principle has been incorpo-
rated explicitly in Regulation Y since 1983. In
particular, Section 225.4(a)(1) of Regulation Y
provides that:

1. Board of Governors v. First Lincolnwood Corp., 439
U.S. 234, 252 (1978), citing S. Rep. No. 95-323, 95th Cong.,
Ist Sess. 11 (1977).
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“A bank holding company shall serve as a
source of financial and managerial strength to
its subsidiary banks and shall not conduct its
operations in an unsafe or unsound manner.”

The important public policy interest in the sup-
port provided by a bank holding company to its
subsidiary banks is based upon the fact that in
acquiring a commercial bank, a bank holding
company derives certain benefits at the
corporate level that result, in part, from the
ownership of an institution that can issue
federally-insured deposits and has access to
Federal Reserve credit. The existence of the
federal “safety net” reflects important
governmental concerns regarding the critical
fiduciary responsibilities of depository institu-
tions as custodians of depositors’ funds and
their strategic role within our economy as
operators of the payments system and impartial
providers of credit. Thus, in seeking the
advantages flowing from the ownership of a
commercial bank, bank holding companies have
an obligation to serve as a source of strength
and support to their subsidiary banks.

An important determinant of a bank’s finan-
cial strength is the adequacy of its capital base.
Capital provides a buffer for individual banking
organizations to absorb losses in times of finan-
cial strain, promotes the safety of depositors’
funds, helps to maintain confidence in the bank-
ing system, and supports the reasonable expan-
sion of banking organizations as an essential
element of a strong and growing economy. A
strong capital cushion also limits the exposure
of the federal deposit insurance fund to losses
experienced by banking institutions. For these
reasons, the Board has long considered adequate
capital to be critical to the soundness of indi-
vidual banking organizations and to the safety
and stability of the banking and financial
system.

Accordingly, it is the Board’s policy that a
bank holding company should not withhold
financial support from a subsidiary bank in a
weakened or failing condition when the holding
company is in a position to provide the support.
A bank holding company’s failure to assist a
troubled or failing subsidiary bank under these
circumstances would generally be viewed as an
unsafe and unsound banking practice or a viola-
tion of Regulation Y or both.

Where necessary, the Board is prepared to
take supervisory action to require such assis-
tance. Finally, the Board recognizes that there
may be unusual and limited circumstances
where flexible application of the principles set
forth in this policy statement might be neces-
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sary, and the Board may from time to time
identify situations that may justify exceptions to
the policy.

This statement is not meant to establish new
principles of supervision and regulation; rather,
as already noted, it builds on public policy con-
siderations as reflected in banking laws and
regulations and long-standing Federal Reserve
supervisory policies and practices. A bank hold-
ing company’s failure to meet its obligation to
serve as a source of strength to its subsidiary
bank(s), including an unwillingness to provide
appropriate assistance to a troubled or failing
bank, will generally be considered an unsafe
and unsound banking practice or a violation of
Regulation Y, or both, particularly if appropriate
resources are on hand or are available to the
bank holding company on a reasonable basis.
Consequently, such a failure will generally
result in the issuance of a cease and desist order
or other enforcement action as authorized under
banking law and as deemed appropriate under
the circumstances.

2010.0.2 BOARD ORDER
REQUESTING A WAIVER FROM THE
BOARD’S SOURCE OF STRENGTH
POLICY

On December 23, 1991, the Board approved an
application of a BHC to eventually acquire
100 percent of the outstanding stock of another
BHC under a 5 year option. Initially, the BHC
would acquire approximately 26 percent of the
acquiree’s total capital by purchasing a 15-year
subordinated capital note agreement. It would
then have the option to acquire all of the remain-
ing stock within 5 years. The acquiring BHC
requested that the Board waive any requirement
of the Board that it serve as a source of financial
strength to the subsidiary bank (the Board’s
“Source of Strength” policy) of the BHC
acquired until such time that the option is exer-
cised to acquire the actual ownership of all the
shares. The Board considered the request and
determined that it would not be appropriate to
waive the responsibility to serve as a source of
financial strength to the bank in this case. The
Board noted that the option agreement and the
capital note agreement together provide a
mechanism for the acquiring BHC to exert con-
trol over the future ownership of the acquired
BHC and many of the most important manage-
ment decisions. Refer to 1992 FRB 159 and the
FR.R.S. at 4-271.3.

2010.0.3 INSPECTION OBIJECTIVES

1. To determine whether the board of direc-
tors of the parent company is cognizant of and
performing its duties and responsibilities.

2. To determine the adequacy of written poli-
cies and compliance with such policies by the
parent and its subsidiaries.

3. To determine whether the board is prop-
erly informed as to the financial conditions,
trends and policies of its subsidiaries.

4. To determine the level of supervision over
subsidiaries and whether the supervision as
structured has a beneficial or detrimental effect
upon the subsidiaries.

2010.0.4 INSPECTION PROCEDURES

1. Determine if the holding company main-
tains its own staff, or whether the holding com-
pany management and directorate are the same
as those of a subsidiary.

2. Determine whether the board of directors
of the parent company reviews the audit reports,
regulatory examination reports, and board min-
utes of its subsidiaries.

3. Determine the extent to which subsidiaries
rely upon the parent for investment and lending
guidance.

4. Determine which specific functions and
decisions are performed only at the parent com-
pany level.

5. Determine the extent to which repre-
sentatives of the parent company serve as offi-
cers and/or directors of subsidiaries.

6. Review minutes of the board and execu-
tive committees of the parent to determine
whether the parent company reviews loan de-
linquency reports, comparative balance sheets
and comparative income statements of the
subsidiaries.

7. Review the extent of influence and control
over both bank and nonbank subsidiaries.

8. Determine the degree of influence by the
parent company over:

. Appointment of officers;

. Salary administration;

. Budget and tax planning;

. Capital expenditures;

. Dividend policy;

. Investment portfolio management;

. Loan portfolio management;

. Asset/liability and interest rate/risk
management.
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9. Determine the degree to which man-
agement of the subsidiary companies interfaces
with management of the parent company to
discuss policies.
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Supervision of Subsidiaries
(Funding Policies)

Section 2010.1

The responsibility for the performance of the
organization rests with the board of directors
of the parent company. Parent company man-
agement should have policies in place to pre-
vent funding practices that put at risk the wel-
fare of the subsidiary banks or the consolidated
organization.

The parent’s supervision and control of sub-
sidiary funding activities and the funding
between itself and its subsidiaries should be
thus evaluated. The parent should be expected
to maintain policies for itself and its subsidiaries
that provide guidance and controls for funding
practices. The presence and wording of funding
policies and the degree to which the policies
are followed by the subsidiaries, and the effec-
tiveness of the policies in reducing risk to the
entire organization should also be assessed.

The importance of the parent’s involvement
in funding decisions and the need for monitor-
ing and control at the parent level needs to be
emphasized. As a minimum, the parent’s fund-
ing policies should address the following areas:

1. Capitalization—The holding company’s
policy on capital levels should address capital
for the bank subsidiaries, the nonbank subsidi-
aries, and the consolidated organization. The
policy for bank and consolidated capital should
be consistent with the Board’s Capital Ade-
quacy Guidelines and should address the asset
quality of the entity in question. The policy for
nonbank capital should include maintaining the
capital level at industry standards and should
also address the asset quality of the subsidiary,
the holding company’s capital for each entity
should address what measures would be taken
in the event capital falls below a targeted level.

Capital should also be addressed at the
parent company level by specifying the degree
of double leverage that the parent is willing
to accept. The parent’s capital policy should
provide some measure of assessing each indi-
vidual subsidiary’s capital adequacy in the
context of the double leverage within the
organization.

The capital policies should include the
method for calculating dividends from each
entity. The amount of dividends from subsidi-
aries to the parent is affected by the parent’s
philosophy on the distribution of capital
throughout the organization. Some companies
tend to keep minimum capital levels in their
subsidiary banks by transferring the excess capi-
tal to the parent in the form of dividends. The
parent then invests these funds for its own bene-
fit, and downstreams the funds as needed. Other

companies calculate dividends based strictly on
the parent’s cash needs and thus keep any excess
capital at the bank level.

2. Asset/Liability Management—The holding
company’s policies in the area of asset/liability
management should include interest rate sensi-
tivity matching, maturity matching, and the use
of interest rate futures and forwards. These top-
ics should be addressed for each entity as well
as the organization as a whole. It is the parent’s
responsibility to see that each entity is operating
consistently with the corporate goals.

The interest rate sensitivity policies should
be designed to reduce the organization’s vulner-
ability to interest rate movements. Policies con-
cerning the asset/liability rate sensitivity match
should not be limited to the subsidiary lead
bank. The rate charged on parent company debt
and the rate received by the parent on its
advances to subsidiaries should also be
addressed to monitor the parent’s ability to ser-
vice its debt in the face of changing interest
rates. The policy should specify what degree of
mismatching is considered acceptable. The
interest rate sensitivity matching of the organi-
zation should be monitored on a frequent basis
through the timely preparation of a matching
schedule.

Maturity matching policies should be
designed to provide adequate liquidity to the
organization. These policies should not be lim-
ited to the subsidiary lead bank, since a parent
company serving as a funding vehicle for non-
bank subsidiaries can have substantial exposure
through its advances to these subsidiaries. The
holding company’s policies should include some
measure of the liquidity of the assets in the
nonbank subsidiary (determined partially by the
quality of these assets), for comparison against
the parent’s source of funding. The policies
should quantify the maximum degree of expo-
sure in the organization that is considered
acceptable to management. The reporting in this
area should clearly indicate the current exposure
and thus the potential for liquidity problems.

The holding company’s policies ad-
dressing interest rate futures and forwards
should be consistent with the Board’s policy in
this area. Involvement in this activity should be
geared towards hedging against interest rate
movements rather than speculating that interest
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rates will either increase or decrease. The policy
should specify what use of futures and forwards
is considered appropriate.

3. Funding of Nonbank Subsidiaries—The
parent company should have policies addressing
how nonbank subsidiaries fund their activities.
If the subsidiaries obtain their own funding,
market discipline may be a factor in controlling
the activities of the subsidiaries. However, the
parent cannot rely solely on market discipline
due to the risks from interdependence. The par-
ent company is still responsible under the cen-
tralized accountability approach to approve and
supervise the subsidiaries’” funding policies.

If the subsidiaries obtain funds from the
parent, the risk from interdependence is
increased. The subsidiary is less able to stand
alone since it is reliant on the parent for fund-
ing. If the parent capitalizes the nonbank subsid-
iary through borrowed funds, bank capital is put
at risk due to the increased exposure of the
organization. If the borrowing results in double-
leverage, the risk is increased since less “hard”
capital is available for support. The parent’s
policy on advances to nonbank subsidiaries
should address this additional risk by specifying
the level of borrowings that is considered
acceptable relative to nonbank capital and con-
solidated capital. The terms of the borrowings
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should also be specified, and should be consis-
tent with the company’s asset/liability manage-
ment policies. The policy should include contin-
gency measures to be used in the event of
liquidity problems.

2010.1.1 INSPECTION OBJECTIVES

1. To determine if the parent’s funding poli-
cies adequately address funding risks to the
organization.

2. To determine if the implementation of the
parent’s policies is effective in controlling fund-
ing risks to the organization.

3. To determine if the parent is adequately
informed of actual funding practices and
decisions.

2010.1.2 INSPECTION PROCEDURES

1. Review the funding policies at the parent
and the subsidiary levels.

2. Determine how effectively the policies are
implemented throughout the organization.

3. Discuss with management the funding
practices of each subsidiary and any interorgani-
zational funding.



Supervision of Subsidiaries

(Loan Administration and Lending Standards)

Section 2010.2

WHAT’S NEW IN THIS REVISED
SECTION

Effective January 2016, section 2010.2.5 is
revised to reference SR-15-17, “Interagency
Statement on Prudent Risk Management for
Commercial Real Estate Lending” and its
attachment. Refer to the Board’s December 18,
2015, press release.

2010.2.05 LOAN ADMINISTRATION

The examiner should make a qualitative assess-
ment of the parent’s supervision and control of
subsidiary lending activities. The System’s abil-
ity to evaluate the effectiveness of a company’s
supervision and control of subsidiary lending
activities can be strengthened not only by evalu-
ating the parent’s role in light of efficiency and
operating performance, but also by evaluating
the quality of control and supervision.

In order to assess quality, there must be a
standard measure against which a company’s
policies can be evaluated. Establishing the mini-
mum areas that a company’s loan-administration
policies should address will create a standard
that will aid in evaluating the quality of the
company’s control and its supervision of that
activity.

Current inspection procedures include the
testing of subsidiaries’ compliance with a parent
company’s policies. This section summarizes
the parent’s responsibilities with regard to
supervising subsidiary lending. It defines the
internal and external factors that should be con-
sidered in the formulation of loan policies and a
strategic plan. It also outlines the minimum
elements that the lending policies should
include.

Internal and external factors that a banking
organization should consider when formulating
its loan policies and strategic plan are—

1. the size and financial condition of the credit-
extending subsidiaries,

2. the expertise and size of the lending staff,

3. the need to avoid undue concentrations of
risk,

4. compliance with all respective laws and
regulations, and

5. market conditions.

Following are the components that generally
form the basis for a sound loan policy:

1. Geographic limits. The trade area should be
clearly defined and loan officers should be
fully aware of specific geographic limita-
tions for lending purposes. Such a policy
avoids approval of loans to customers out-
side the trade area in opposition to primary
objectives. The primary trade area should
be distinguished from any secondary trade
area so that emphasis for each trade area
may be properly placed.

2. Distribution of loans by category. Limita-
tions based on aggregate percentages of
total loans in commercial, real estate, con-
sumer, and other categories are common.
Such policies are beneficial; however, they
should contain provisions for deviations
that are approved by the directorate or a
committee. This allows credit to be distrib-
uted in relation to the market conditions of
the trade area. During times of heavy loan
demand in one category, an inflexible loan-
distribution policy would cause that cate-
gory to be slighted in favor of another.
Deviations from loan distributions by cate-
gory may be beneficial but are appropriate
only until the risk of further increasing the
loan concentration outweighs the benefits
to be derived from expanding the portfolio
to satisfy credit demand. See compo-
nent 11, “Concentrations of credit,” below.

3. Types of loans. The lending policy should
state the types of loans that will be made
and the maximum amount for each type of
loan. The policy should also set forth
guidelines to follow in making specific
loans. Decisions about the types of loans to
be granted should be based on the exper-
tise of the lending officers, the deposit
structure, and anticipated creditworthy
demands of the trade area. Sophisticated
credits or loans secured by collateral that
require more than normal supervision
should be avoided unless or until there are
the necessary personnel to properly
administer them. Information systems and
internal controls should be in place to
identify, monitor, and control the types of
credit that have resulted in abnormal loss.
The amount of real estate and other types
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of term loans should be considered in rela-
tion to the amount of stable funds.

4. Maximum maturities. The loan policy
should call for underwriting standards that
ensure realistic repayment plans. Loan
maturities should be set by taking into con-
sideration the anticipated source of repay-
ment, the purpose of the loan, the type of
property, and the useful life of the collat-
eral. For term loans, the lending policy
should state the maximum time within
which loans may be amortized. Specific
procedures should be developed for situa-
tions requiring balloon payments and/or
modification of the original terms of the
loan. If a clean-up period’

5. Loan pricing. Rates on various loan types
must be sufficient to cover the cost of
funds loaned and the servicing of the loan,
including overhead and possible losses,
while providing an acceptable margin of
profit over the long run. These costs must
be known and taken into consideration
before rates are established. Periodic
reviews should be conducted to determine
whether adjustments are necessary to re-
flect changes in costs or competitive fac-
tors. Specific guidelines for other factors,
such as compensating balances and com-
mitment fees, are also germane to loan
pricing.

6. Loan amount to appraised value. The pol-
icy should outline where the responsibility
for appraisals rests and should define for-
mal, standard appraisal procedures, includ-
ing procedures for possible reappraisals in
case of renewal or extension. Acceptable
types of appraisals and limits on the dollar
amount and the type of property that per-
sonnel are authorized to appraise should be
outlined. Circumstances requiring apprais-
als by qualified independent appraisers
should be described. The maximum ratio of
the loan amount to appraised value,? the
method of valuation, and differences for
various types of property should be
detailed. The policy should contain a sched-
ule listing the downpayment requirements
for financing consumer goods and business
equipment.

11. A “clean-up period” is when a borrower is asked to
repay the entire balance of a credit line and to refrain from
further borrowing for a specified period of time.

2. This is often referred to as the loan-to-value ratio.
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7. Loan amount to market value of pledged
securities. In addition to the legal restric-
tions imposed by Federal Reserve Regula-
tion U, the lending policy should set forth
margin requirements for all types of securi-
ties acceptable as collateral. Margin require-
ments should be related to the marketability
of the security (for example, closely held,
over-the-counter, actively traded). The pol-
icy should assign responsibility and set a
frequency for the periodic pricing of the
collateral.

8. Financial information. Extension of credit
on a safe and sound basis depends on com-
plete and accurate information regarding
the borrower’s credit standing. One pos-
sible exception is when the loan is predi-
cated on readily marketable collateral, the
disposition of which was originally desig-
nated as the source of repayment for the
advance. Current and complete financial
information is necessary, including second-
ary sources of repayment, not only at the
inception of the loan, but also throughout
the term of the advance. The lending pol-
icy should define the financial-statement
requirements for businesses and individu-
als at various borrowing levels and should
include requirements for audited, nonau-
dited, fiscal, interim, operating, cash-flow,
and other statements.? It should include ex-
ternal credit checks required at various in-
tervals. The requirements for financial
information should be defined in such a
way that any credit-data exception would
be a clear violation of the lending policy.

9. Limits and guidelines for loan partici-
pations. Section 2020.2 provides significant
information regarding intercompany loan
participations between holding company
affiliates. The lending policy should place

3. On March 30, 1993, federal bank regulators set forth an
expanded interagency policy to encourage small-business
lending. Under the policy, banks and thrifts that are well or
adequately capitalized and that are rated CAMELS 1 or 2 may
make small-business and agricultural loans, the aggregate
value of which cannot exceed 20 percent of their total capital.
To qualify for the exemption, each loan may not exceed the
lesser of $900,000 or 3 percent of the institution’s total
capital. Further, the loans selected for this exemption by the
institution may not be delinquent as of the selection date and
may not be made to an insider. The loans must be separately
listed or have an accounting segregation from other loans in
the portfolio. They “will be evaluated solely on the basis of
performance and will be exempt from examiner criticism of
documentation.” The institution’s records must include an
evaluation of its ability to collect the loan in determining the
adequacy of its allowance for loan and lease losses. If a loan
becomes more than 60 days past due, it may be reviewed and
classified by an examiner based on its credit quality, not the
level of loan documentation.
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10.

11.

limits on the amount of loans purchased
from any one source and also place an
aggregate limit on such loans. The policy
should set forth credit standards for any
loan purchased as well as require that com-
plete documentation be maintained by the
purchasing entities. The policy should
define the extent of contingent liability,
holdback and reserve requirements, and the
manner in which the loan will be handled
and serviced.

Loans to insiders. Lending policies should
address loans to insiders. Such policies
should incorporate applicable regulatory
limitations (for example, Federal Reserve
Regulation O) and should also address situ-
ations in which it would be prudent to exer-
cise certain restrictions even though not
explicitly required to do so by regulation
(for example, loans by nonbank subsidiaries
to insiders).

Concentrations of credit. Credit concentra-
tions may be defined as loans collateralized
by a common security; loans to one bor-
rower or related group of borrowers; loans
dependent upon a particular agricultural
commodity; aggregate loans to major
employers, their employees, and their major
suppliers; loans within industry groups; out-
of-territory loans; aggregate amount of
paper purchased from any one source; or
those loans that often have been included in
other homogeneous risk groupings. Credit
concentrations, by their nature, are
dependent on common key factors, and
when weaknesses develop, they have an
adverse impact on each individual loan
making up the concentration.

In identifying asset concentrations, com-
mercial real estate loans 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 development
loans need not necessarily be grouped with
residential real estate development loans,
especially when the residential developer
has firm, reliable purchase contracts for the
sale of the homes upon completion. Even
within the commercial development and
construction sector, distinctions for concen-
tration purposes may be made, when appro-
priate, 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 sig-
nificant common characteristics and are

similarly affected by adverse economic,
financial, or business developments.

Banking organizations should establish
and adhere to policies that control “concen-
tration risk.” The lending policy should
address the risk involved in various concen-
trations and indicate those that should be
avoided or limited. However, before con-
centrations can be limited or reviewed,
accounting systems must be in place to
allow for the retrieval of information neces-
sary to determine and monitor concentra-
tions. The lending policy should provide for
frequent monitoring and reporting of all
concentrations.

Banking organizations with asset concen-
trations are expected to put in place effec-
tive internal policies, systems, and controls
to monitor and manage this risk. Concentra-
tions that involve excessive or undue risks
require close scrutiny and should be
reduced over a reasonable period of time.
When there is a need to reduce asset con-
centrations, banking organizations are nor-
mally expected to develop a plan that is
realistic, prudent, and achievable in view of
the particular circumstances and market
conditions. In situations where concentra-
tion levels have built up over an extended
period, it may take time—in some cases
several years—to achieve a more balanced
and diversified portfolio. What is critical is
that adequate systems and controls are in
place for reducing undue or excessive con-
centrations in accordance with a prudent
plan, along with strong credit policies and
loan-administration standards to control the
risks associated with new loans, and
adequate capital to protect the institution
while its portfolio is being restructured.

Institutions that have in place effective
internal controls to manage and reduce con-
centrations over a reasonable period of time
need not automatically refuse credit to
sound borrowers simply because of the bor-
rower’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.

The purpose of a lending organization’s
policies should be to improve the overall
quality of its portfolio. The replacement of
unsound loans with sound loans can

BHC Supervision Manual
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enhance the quality of a portfolio, even
when concentration levels are not reduced.
12. Refinancing or renewal of loans. Refinanc-
ings or renewals should be structured in a
manner that is consistent with sound bank-
ing, supervisory, and accounting practices,
and in a manner that protects the banking
organization and improves its prospects for
collecting or recovering on the asset.

13. Loan origination and loan approvals. The
policy should establish loan-origination and
loan-approval procedures, both generally
and by size and type of loan. The loan
limitations for all lending officers should be
set accordingly. Lending limits should also
be set for group authority, allowing a com-
bination of officers or a committee to
approve larger loans. Reporting procedures
and the frequency of committee meetings
should also be defined. The loan policy
should further establish identification,
review, and approval procedures for excep-
tion loans, including real estate and other
loans with loan-to-value percentages in
excess of supervisory limits.*

14. Loan-administration procedures for loans
secured by real estate. The loan policy
should establish loan-administration proce-
dures covering documentation, disburse-
ment, collateral administration and inspec-
tion, escrow administration, collection, loan
payoffs, and loan review. Documentation
procedures would specify, among other
things, the types and frequency of financial
statements and the requirements for verify-
ing information provided by the borrower.
They would also cover the type and fre-
quency of collateral evaluations (appraisals
and other estimates of value). In addition,
loan-administration policies should address
procedures for servicing and participation
agreements and other loan-administration
procedures such as those for claims process-
ing (for example, seeking recovery on
defaulted loans that are partially or fully
guaranteed by a government entity or insur-
ance program).

15. Collection and foreclosure and the
reporting and disclosure of delinquent obli-
gations and charge-offs. The lending policy

4. For subsidiaries that are insured depository institutions,

real estate loans that are in excess of supervisory loan-to-
value limits are to be identified in the subsidiaries’ records.
The aggregate amount of these loans is to be reported quar-

terly to the depository institution’s board of directors.
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should define delinquent obligations, pro-
vide guidelines on when loans are to be
placed on nonaccrual or to be restructured,
dictate appropriate procedures for reporting
to senior management and to the directorate
past-due credits, and provide appropriate
guidance on the extent of disclosure of such
credits. The policy should establish and
require a follow-up collection procedure
that is systematic and progressively stronger
and should set forth guidelines (where
applicable) for close surveillance by a loan
work-out division. It should also address
extensions and other forms of forbearance,
the acceptance of deeds in lieu of foreclo-
sure, and the timing of foreclosure. The
policy must be consistent with supervisory
instructions in the financial statements of
condition and income for financial institu-
tions and BHCs (bank call report and the
FR Y-9C and the other FR Y-series
reports). Guidelines should be established
to ensure that all accounts are presented to
and reviewed by management for charge-
off after a stated period of delinquency. See
section 2065.1 for disclosure, accounting,
and reporting issues related to nonaccrual
loans and restructured debt.

Reserve for loan losses and provisions for
loan losses. The policy should set forth the
parameters that management considers in
determining an appropriate level of loan-
loss reserves as well as provisions neces-
sary to attain this level.

Because an analysis of the allowance for
loan and lease losses (ALLL) requires an
assessment of the relative credit risks in the
portfolio, many banking organizations, for
analytical purposes, attribute portions of the
ALLL to loans and other assets classified
“substandard” by management or a supervi-
sory agency. Management may do this
because it believes, based on past history or
other factors, that there may be unidentified
losses associated with loans classified sub-
standard in the aggregate.

Furthermore, management may use this
as an analytical approach in estimating the
total amount necessary for the ALLL and in
comparing the ALLL to various categories
of loans over time. As a general rule, an
individual loan classified substandard may
remain in an accrual status as long as the
regulatory reporting requirements for
accrual treatment are met, even when an
attribution of the ALLL has been made.
Other. The policy should address the han-
dling of exceptions to the policy as well as
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provide for adherence to the policy via
internal audits, centralized loan review,
and/or “director’s examinations.” The pol-
icy should be reviewed annually to deter-
mine if it continues to be compatible with
the BHC’s objectives as well as market
conditions.

2010.2.1 UNIFORM REAL ESTATE
LENDING STANDARDS

On December 23, 1992, the Board announced
adoption of a uniform rule and guidelines on
real estate lending, along with the FDIC, OCC,
and OTS, as mandated by section 304 of the
Federal Deposit Insurance  Corporation
Improvement Act of 1991 (FDICIA). The
Board’s Regulation H (12 C.E.R. 208, Member-
ship of State Banking Institutions in the Federal
Reserve System) was amended to implement the
uniform real estate lending standards for state
member banks. Although the Board did not
directly apply the regulation to bank holding
companies and their nonbank subsidiaries, those
entities are expected to conduct and to supervise
real estate lending activities prudently, consis-
tent with safe and sound lending standards.

The agencies’ regulations require that each
insured depository institution adopt and main-
tain comprehensive written real estate lending
policies appropriate to the institution and the
nature and scope of its lending activities. Lend-
ing policies must be reviewed and approved by
the institution’s board of directors at least annu-
ally. The policies are to include standards for
loan diversification and prudent underwriting as
well as loan-administration procedures and
documentation, approval, and reporting require-
ments. Depository institutions’ policies are to
reflect consideration of the appendix to the
banking agencies’ regulations, “Interagency
Guidelines for Real Estate Lending Policies.”
The guidelines are designed to help an institu-
tion formulate and maintain real estate lending
policy that is appropriate to its size and the
nature and scope of its operations, as required
by the regulations. These guidelines are gener-
ally comparable to the inspection guidance pro-
vided in this section.

2010.2.2 LENDING STANDARDS FOR
COMMERCIAL LOANS

The lending decision is properly that of the
senior management and boards of directors of
banking institutions, and not of their supervi-

sory agencies. However, in fulfilling their roles,
directors and senior managers have the obliga-
tion to monitor lending practices and to ensure
that their policies are enforced and that lending
practices generally remain within the overall
ability of the institution to manage. The follow-
ing subsections describe certain sound practices
regarding lending standards and credit-approval
processes for commercial loans.®

Sound lending practices address formal credit
policies, formal credit-staff approval of transac-
tions, loan-approval documentation, the use of
forward-looking tools in the approval process,
and management and lender information sys-
tems. In addition to evaluating adherence to
these sound practices during inspections, super-
visory personnel and examiners may wish to
discuss these standards with loan portfolio man-
agers at institutions where a full credit review is
being performed. Senior management should be
made aware of the potential for deterioration in
the loan portfolio if lending discipline is not
maintained, whether from inadequate assess-
ment or communication of lending risks, incom-
plete adherence to prudent lending standards
that reflect the risk appetite of the board of
directors, or both.

Examiners should evaluate whether adequate
internal oversight exists and whether institution
management has timely and accurate informa-
tion. As always, examiners should also discuss
matters of concern with the institution and
include them in their reports of inspection, even
if cited practices and problem loans have not yet
reached harmful or criticized levels. Such cau-
tionary remarks help to alert institution manage-
ment to potential or emerging sources of con-
cern and may help to deter future problems.
Any practices that extend beyond prudent
bounds should be promptly corrected. See
SR-98-18.

2010.2.2.1 Sound Practices in Loan
Standards and Approval

Certain sound practices in lending can help to
maintain strong credit discipline and ensure that
an institution’s decision to take risk in lending is

5. This guidance is derived, in part, from the June 1998
Federal Reserve supervisory staff report, “The Significance of
Recent Changes in Bank Lending Standards: Evidence from
the Loan Quality Assessment Project.”
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well informed, balanced, and prudent. Several
of these sound practices are listed and described
below.

2010.2.2.1.1 Formal Credit Policies

The Federal Reserve and other supervisory
authorities have long stressed the importance of
formal written credit policies in a sound credit-
risk-management process. Such policies can
provide crucial discipline to an institution’s
lending process, especially when the institu-
tion’s standards are under assault due to intense
competition for loans. They can serve to com-
municate formally an institution’s appetite for
credit risk in a manner that will support sound
lending decisions, while focusing appropriate
attention on loans being considered that diverge
from approved standards.

In developing and refining loan policies, some
institutions specify “guidance minimums” for
financial performance ratios that apply to certain
types of loans or borrowers (for example, com-
mercial real estate). Such guidance makes
explicit that loans not meeting certain financial
tests (based on current performance, projected
future performance, or both) should in general
not be made, or alternatively should only be
made under clearly specified situations. Institu-
tions using this approach most effectively tend
to avoid specifying standards for broad ranges
of lending situations and instead focus on those
areas of lending most vulnerable to excessive
optimism, or where the institution expects loan
volume to grow most significantly.

Formal policies can also provide lending dis-
cipline by clearly stating the type of covenants
to be imposed for specific loan types. When
designed and enforced properly, financial cov-
enants can help significantly to reduce credit
losses by communicating clear thresholds for
financial performance and potentially triggering
corrective or protective action at an early stage.
Often, however, loan-approval documents do
not describe the key financial covenants even
when discussions with institutional staff dis-
close that such covenants are present. The staff
and/or management of many institutions
acknowledge that they have a “common prac-
tice” of imposing certain types of covenants on
various types of loans. They indicate that such a
practice is well known to lenders and others at
the institution (but not articulated in their writ-
ten loan policies), so that describing the actual
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covenants in the loan-approval document would
be redundant. However, management and other
approving authorities within an institution then
receive no formal positive indication that “com-
mon practice” controls have been imposed and
no indication of the level of financial perfor-
mance that the covenants require of the bor-
rower. As such, management and other approv-
ing authorities may be inadequately informed as
to the risks and controls associated with the loan
under consideration. In contrast, loan policies
can create a clear expectation that (1) all key
covenants should be described in loan-approval
documents, (2) certain covenant types should be
applied to all loans meeting certain criteria, and
(3) explicit approval of any exception to these
policies is necessary if such covenant require-
ments are to be waived.

Internal processes and requirements for
underwriting decisions should be consistent with
the nature, size, and complexity of the banking
organization’s (BO) activities. Departures from
underwriting policies and standards, however,
can have serious consequences for BOs of all
sizes. Internal controls and credit reviews should
be established and maintained to ensure compli-
ance with those policies and procedures. When
there are continued favorable economic and
financial conditions, compliance monitoring of
the BO’s lending policies and procedures needs
to be diligent to make certain that there is no
undue reliance on optimistic outlooks for bor-
rowers. Undue reliance on continued favorable
economic conditions can be demonstrated by
the following characteristics:

1. dependence on very rapid growth in a bor-
rower’s revenue as the “most likely” case

2. heavy reliance on favorable collateral
appraisals and valuations that may not be
sustainable over the longer term

3. greater willingness to make loans without
scheduled amortization prior to the loan’s
final maturity

4. willingness to readily waive violations of
key covenants, to release collateral or guar-
antee requirements, or even to restructure
loan agreements, without corresponding con-
cessions on the part of the borrower, on the
assumption that a favorable environment will
allow the borrower to recover quickly

Among the adverse effects of undue reliance
on a continued favorable economy is the possi-
bility that problem loans will not be identified
properly or in a timely manner. Timely identifi-
cation of problem loans is critical for providing
a full awareness of the BO’s risk position,
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informing management and directors of that
position, taking steps to mitigate risk, and pro-
viding a proper assessment of the adequacy of
the allowance for credit losses and capital.
Similarly, an overreliance on continued ready
access to financial markets on favorable terms
can originate from the following situations:

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

2. ambiguous or poorly supported analysis of
the sources of repayment of the loan’s princi-
pal, together with implicit reliance for repay-
ment on some realization of the implied mar-
ket valuation of the borrower (for example,
through refinancing, asset sales, or some
form of equity infusion), which also assumes
that markets will be receptive to such trans-
actions at the time that the facility is to be
repaid

3. measuring a borrower’s leverage (for exam-
ple, debt-to-equity) based solely on the mar-
ket capitalization of the firm without regard
to “book™ equity, thereby implicitly assum-
ing that currently unrealized appreciation in
the value of the firm can be readily realized if
needed

4. more generally, extending loans with a risk
profile that more closely resembles the pro-
file of an equity investment, under circum-
stances that leave additional credit or default
as the borrower’s only resort if favorable
expectations are not met

Banking organizations that become lax in adher-
ing to established loan-underwriting policies and
procedures, as a result of overreliance on favor-
able economic and financial market conditions,
may have significant credit concentrations that
are at great risk to possible economic and finan-
cial market downturns. See SR-99-23.

Some institutions have introduced credit scor-
ing techniques into their small-business lending
in an effort to improve credit discipline while
allowing heavier reliance on statistical analysis
rather than detailed and costly analysis of indi-
vidual loans. Institutions should take care to

6. See section 2122.0 and SR-98-25, “Sound Credit-Risk
Management and the Use of Internal Credit-Risk-Rating Sys-
tems at Large Banking Organizations.” Federal Reserve guid-
ance on credit-risk management and mitigation covers both
loans and other forms of on- and off-balance-sheet credit
exposure.

make balanced and careful use of credit scoring
technology for small-business lending and, in
particular, avoid using this technology for loans
or credit relationships that are large or complex
enough to warrant a formal and individualized
credit analysis.

In formalizing their lending standards and
practices, institutions are not precluded from
making loans that do not meet all written stan-
dards. Exceptions to policies, though, should be
approved and monitored by management. For-
mal reporting that describes exceptions to loan
policies, by type of exception and organiza-
tional unit, can be extremely valuable for
informing management and directors of the
number and nature of material deviations from
the policies that they have designed and
approved.

2010.2.2.1.2 Formal Credit-Staff
Approval of Transactions

Credit discipline is also enhanced when experi-
enced credit professionals are involved in the
approval process and are independent of the line
lending functions.” Such staff can play a vital
role in ensuring adherence to formal policies
and in ensuring that individual loan approvals
are consistent with the overall risk appetite of
the institution. These independent credit profes-
sionals can be most valuable if they have the
authority to reject a loan that does not meet the
institution’s credit standards or, alternatively, if
they must concur with a loan before it can be
approved.

Providing credit staff with independent
approval authority over lending decisions, rather
than with a more traditional requirement for
“consultation” between the lending function and
credit staff, allows credit staff to influence out-
comes on a broad and ongoing basis. This influ-
ence and indeed the ability of credit staff to
reinforce lending discipline is clearly enhanced
by their early involvement in negotiations with
borrowers; a more traditional approach might be
to only involve credit staff once the loan pro-

7. For example, loan officers might be compensated for
bringing loan business into the institution. Independent credit
professionals, however, would be another person who would
not be compensated for bringing any loan business into the
institution. That person would, however, serve as a quality
control monitor that would have the independent authority to
reject a loan(s) and to ensure that the institution’s risk appetite
and credit standards are not exceeded.
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posal is well developed, allowing credit staff the
opportunity to have only minor influence on the
outcome of negotiations except in extreme
cases. Maintaining a proper balance of lending
and control functions calls for a degree of part-
nership between line lenders and credit staff, but
also requires that the independence of credit
staff not be compromised by conflicting com-
pensation policies or reporting structures.

Independent credit staff can also support
sound lending practice by maintaining complete
and centralized credit files that contain all key
documents relevant to each loan, including com-
plete loan-approval packages. Such files ensure
that decisions are well documented and avoid
undue reliance on the files maintained by indi-
vidual loan officers.

2010.2.2.1.3 Loan-Approval Documents

Institutions can help ensure a careful loan-
approval decision by requiring thorough and
standardized loan-approval documents. Thor-
oughness can be enhanced by requiring formal
analysis of the borrower’s financial condition,
key characteristics and trends in the borrower’s
industry, information on collateral and its valua-
tion, as well as financial analysis of the entities
providing support or guarantees and formal
forward-looking analyses appropriate to the size
and type of loan being considered. Incorporat-
ing such elements into standardized formats and
requiring that analysis and supporting commen-
tary be complete and in adequate depth allows
approving authorities access to all relevant
information on the risk profile of the borrower.
Loan-approval documents should also include
all material details on the proposed loan agree-
ment itself, including key financial covenants.
Standardization of formats, and to some extent
content, can be useful in ensuring that all rel-
evant information is provided to management
and other approving authorities in a manner that
is understandable. Standard formats also draw
attention to cases in which certain key informa-
tion is not presented.

One area of particular interest in this regard is
analysis and commentary on participations in
syndicated loans. While it may be tempting to
rely on the analysis and documentation provided
by the agent institution to the transaction, it has
been long-standing Federal Reserve policy that
participating institutions should conduct their
own analysis of the borrower and the transac-
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tions, particularly if the risk appetite or portfolio
characteristics of the agent differs from that of
the participating institution.

2010.2.2.1.4 Use of Forward-Looking
Tools in the Approval Process

During continued periods of favorable economic
conditions, institutions should guard against
complacency and, in particular, the temptation
to base expectations of a borrower’s future
financial performance almost exclusively on that
borrower’s recent performance. In making lend-
ing decisions, and in evaluating their loan port-
folio, institutions should give sufficient consid-
eration to the potential for negative events or
developments that might limit the ability of
borrowers to fulfill their loan obligations.
Unforeseen changes in interest rates, sales rev-
enue, and operating expenses can have material
and adverse effects on the ability of many bor-
rowers to meet their obligations. In prior
decades, inadequate attention to these possibili-
ties during the underwriting process contributed
significantly to asset-quality problems in the
system. Also, sudden turmoil within various
countries can result in quick changes in cur-
rency valuations and economic conditions.

Examiners should evaluate the frequency and
adequacy with which institutions conduct
forward-looking analysis of borrower financial
performance when considering an institution’s
credit-risk-management process. Formal use of
forward-looking financial analysis in the loan-
approval process, and financial projections in
particular, can be important in guarding against
such complacency, especially when financial
institutions are competing intensely to attract
borrowers. Such projections, if they include less
favorable scenarios for the key determinants of
the borrower’s financial performance, can help
to contain undue optimism and ensure that man-
agement and other approving authorities within
the organization are formally presented with a
robust analysis of the risks associated with each
credit. They also provide credit staff and other
risk-management personnel with information
that is important for ensuring adherence to the
institution’s lending standards and overall appe-
tite for loan risk.

The formal presentation of financial projec-
tions and/or other forms of forward-looking
analyses of the borrower is important in making
explicit the conditions required for a loan to
perform and in communicating the vulnerabili-
ties of the transaction to those responsible for
approving loans. Analyses also provide a useful
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benchmark against which institutions can assess
the borrower’s future performance. Although it
may be tempting to avoid analyzing detailed
projections for smaller borrowers, such as
middle-market firms, these customers may col-
lectively represent a significant portion of the
institution’s loan portfolio. As such, applying
formal forward-looking analysis even on a basic
level assists the institution in identifying and
managing the overall risk of its lending
activities.

Detailed analysis of industry performance and
trends can be a useful supplement to such analy-
ses. Such projections have the most value in
maintaining credit discipline when, rather than
only describing the single “most likely” sce-
nario for future events, they characterize the
kind of negative events that might impair the
performance of the loan in the future.

2010.2.2.1.5 Stress Testing of the
Borrower’s Financial Capacity

The analysis of alternative scenarios, or “stress
testing,” should generally focus on the key
determinants of performance for the borrower
and the loan, such as the level of interest rates,
the rate of sales or revenue growth, or the rate at
which expense reductions can be realized.
Meaningful stress testing of the prospective bor-
rower’s ability to meet its obligations is a vital
part of a sound credit decision. Failure to recog-
nize the potential for adverse events—whether
specific to the borrower or its industry (for
example, a change in the regulatory climate or
the emergence of new competitors) or, alterna-
tively, 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) alone is
generally not sufficient, particularly for complex
loans and loans to leveraged borrowers or others
that must perform exceptionally well to meet
their financial obligations successfully. Scenario
analysis specific to the borrower, its industry,
and its business plan is critical to identify the
key risks of a loan. Such an analysis should
have a significant influence on the decision to
extend credit and, if credit is extended, on the
decisions as to the appropriate loan size, repay-
ment terms, collateral or guarantee require-
ments, financial covenants, and other elements
of the loan’s structure.

When properly conducted, meaningful stress
testing can include assessing the effect the fol-
lowing situations or events will have on the
borrower:

1. unexpected reductions in revenue growth or
reversals, including shocks to revenue of the
type and magnitude that would normally be
experienced during a recession

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

3. unplanned increases in capital expenditures
due to technological obsolescence or com-
petitive factors

4. deterioration in the value of collateral, guar-
antees, or other potential sources of principal
repayment

5. adverse developments in key product or input
markets

6. reversals in, or the borrower’s reduced access
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 sce-
nario, including asset sales, access to alternative
funding or refinancing, or ability to raise new
equity. In particular, the evaluation 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. See
SR-99-23.

2010.2.2.1.6 Management and
Lender Information

Management information systems that support
the loan-approval process should clearly indi-
cate the composition of the institution’s current
portfolio or exposure to allow for consideration
of whether a proposed new loan—regardless of
its own merits—might affect this composition
sufficiently to be inconsistent with the institu-
tion’s risk appetite. In particular, institutions
active in commercial real estate lending should
know the nature and magnitude of aggregate
exposure within relevant subclasses, such as by
the type of property being financed (that is,
office, residential, or retail).

In addition to portfolio information, institu-
tions should be encouraged to acquire or
develop information systems that provide ready
access for lenders and credit analysts to infor-
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mation sources that can support and enhance the
financial analysis of proposed loans. Depending
on the nature of an institution’s borrowers,
appropriate information sources may include
industry financial data, economic data and fore-
casts, and other analytical tools such as bank-
ruptcy scoring and default-probability models.

2010.2.3 LEVERAGED LENDING

Leveraged lending has been a financing vehicle
for transactions involving mergers and acquisi-
tions, business recapitalizations, and business
expansions.® 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 charac-
terized 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 standards that are unique to a particular
industry. Leveraged borrowers, however, can
have a diminished ability to respond to chang-
ing economic conditions or unexpected events,
creating significant implications for an institu-
tion’s overall credit-risk exposure and chal-
lenges for bank risk-management systems.

Leveraged lending activities can be conducted
in a safe-and-sound fashion if pursued with a
risk-management structure that provides for the
appropriate underwriting, pricing, monitoring,
and controls. Comprehensive credit analysis
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.?

8. 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.

9. For purposes of this guidance, the term “financial insti-
tution” or “institution” includes national banks, federal sav-
ings associations, and federal branches and agencies super-
vised by the OCC; state member banks, bank holding
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For example, a poorly underwritten leveraged
loan that is pooled with other loans or is partici-
pated with other institutions may generate risks
for the financial system. The leveraged lending
guidance that follows is designed to assist finan-
cial institutions in providing leveraged 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.”'° The
statement provides guidance about risk rating
leveraged-financed loans. See SR-13-3 and its
attachment.

2010.2.3.1 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.!!

2010.2.3.1.1 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

companies, 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.

10. This guidance augments previously issued supervisory
statements on sound credit-risk management. Refer to
SR-98-18, “Lending Standards for Commercial Loans.”

11. 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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leveraged lending activities could contribute to
supervisory findings that the financial institution
is engaged in unsafe and unsound banking prac-
tices. This guidance outlines the agencies’ mini-
mum expectations on the following topics:

* Leveraged Lending Definition
e General Policy Expectations
* Participations Purchased

e Underwriting Standards

* Valuation Standards

* Pipeline Management

e Reporting and Analytics

» Risk Rating Leveraged Loans
¢ Credit Analysis

* Problem-Credit Management
* Deal Sponsors

* Credit Review

* Stress Testing

* Conlflicts of Interest

* Reputational Risk

e Compliance

2010.2.3.1.2 Leveraged Lending
Definition

The policies of financial institutions should
include criteria to define leveraged lending that
are appropriate to the institution.'? For example,
numerous definitions of leveraged lending exist
throughout the financial services industry and
commonly contain some combination of the fol-
lowing:

e 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, respec-
tively, or other defined levels appropriate to
the industry or sector!3

 a borrower recognized in the debt markets as
a highly leveraged firm, which is character-
ized by a high debt-to-net-worth ratio

e transactions when the borrower’s post-
financing leverage, as measured by its lever-
age ratios (for example, debt-to-assets, debt-

12. 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”).

13. Cash should not be netted against debt for purposes of
this calculation.

to-net-worth, debt-to-cash flow, or other
similar standards common to particular indus-
tries or sectors), significantly exceeds industry
norms or historical levels'4

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 pur-
pose entities (SPEs)) that hold leveraged loans.

2010.2.3.1.3 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 will-
ing to underwrite (for example, pipeline lim-
its) and is willing to retain (for example,
transaction and aggregate hold levels). The
institution’s designated risk appetite should
be supported 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.

e A limit framework that includes limits or
guidelines for single obligors and transac-
tions, aggregate hold portfolio, aggregate
pipeline exposure, and industry and geo-
graphic 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 insti-
tutions with significant leveraged transactions
will implement underwriting-limit frame-

14. The designation of a financing as “leveraged lending”
is typically made at loan origination, modification, extension,
or refinancing. “Fallen angels” or borrowers that have exhib-
ited 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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works that assess stress losses, flex terms,
economic capital usage, and earnings at risk
or that otherwise provide a more nuanced
view of potential risk.!>

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 acquisi-
tion.

2010.2.3.1.4 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.'® 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 there-
after;

15. Flex terms allow the arranger to change interest-rate
spreads during the syndication process to adjust pricing to
current liquidity levels.

16. Refer to other joint agency guidance regarding pur-
chased participations: OCC Loan Portfolio Management
Handbook, www.occ.gov/publications/publications-by-type/
comptrollers-handbook/Ipm.pdf, “Loan Participations”; Board
Commercial Bank Examination Manual, www.federalreserve
.gov/boarddocs/supmanual/cbem/cbem.pdf, section 2045.1,
“Loan Participations, the Agreements 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).
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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.

2010.2.3.1.5 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 distribution. The originating institution
should be mindful of reputational risks associ-
ated with poorly underwritten transactions, as
these risks may find their way into a wide vari-
ety of investment instruments and exacerbate
systemic risks within the general economy. At a
minimum, an institution’s underwriting stan-
dards 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 dis-
tribute. 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 rea-
sonable period. As a general guide, institu-
tions also should consider whether base-case
cash-flow projections show the ability to fully
amortize senior secured debt or repay a sig-
nificant portion of total debt over the medium
term.!” Also, projections should include one
or more realistic downside scenarios that
reflect key risks identified in the transaction.

17. 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
measuring a borrower’s capacity to repay and de-lever.
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* 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
identification of expected distribution strate-
gies, including alternative strategies for fund-
ing and disposing of positions during market
disruptions, 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 peri-
odic 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,
including financial performance (such as debt-
to-cash flow, interest coverage, or fixed-
charge coverage), reporting requirements, and
compliance 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 indus-
tries.

Collateral requirements in credit agreements
that specify acceptable collateral and risk-
appropriate measures and controls, including
acceptable collateral types, loan-to-value
guidelines, 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 pay-
ment lockbox), other types of collateral and
account maintenance agreements, and peri-
odic reporting requirements.

* Whether loan agreements provide for distribu-
tion 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 dis-
courage well-structured, standalone asset-based
credit facilities to borrowers with strong lender
monitoring and controls, for which a financial
institution should consider separate underwrit-
ing and risk-rating guidance.

2010.2.3.1.6 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 valua-
tion 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 the
method or methods that give supportable and
credible results. In many cases, the income
method is generally considered the most reli-
able.

There are two common approaches employed
when using the income method. The “capital-
ized cash flow” method determines the value of
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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
inherent therein. This method is most appropri-
ate when future cash flows are cyclical or vari-
able over time. Both income methods involve
numerous assumptions, and therefore, support-
ing documentation 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 bor-
rower’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
assumptions should be conducted and docu-
mented at origination of the transaction and
periodically thereafter, incorporating the actual
performance of the borrower and any adjust-
ments to projections. The institution should per-
form its own discounted cash-flow analysis to
validate the enterprise value implied by proxy
measures such as multiples of cash flow, earn-
ings, 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 poli-
cies 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 estab-
lish limits for the proportion of individual trans-
actions and the total portfolio that are supported
by enterprise value. Regardless of the methodol-
ogy 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-
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tion methods should be appropriate for the
borrower’s industry and condition.

2010.2.3.1.7 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,
financial institutions should have strong risk
management and controls over transactions in
the pipeline, 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 characteristics (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 con-
ditions on the institution’s asset quality, earn-
ings, 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
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.

e 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
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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
markets, 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.

e Plans and provisions addressing contingent
liquidity and compliance with the Board’s
Regulation W (12 CFR part 223) when mar-
ket illiquidity or credit conditions change,
interrupting normal distribution channels.

2010.2.3.1.8 Reporting and Analytics

The agencies expect financial institutions to dili-
gently 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.

e Metrics derived from probabilities of default
and loss given default.

 Portfolio performance measures, including
noncompliance with covenants, restructurings,
delinquencies, non-performing amounts, and
charge-offs.

* Amount of impaired assets and the nature of
impairment (that is, permanent, or tempo-
rary), and the amount of the ALLL attribut-
able 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.

e 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.

e 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
position 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-
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 subsidi-
aries or affiliates.
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2010.2.3.1.9 Risk Rating
Leveraged Loans

Previously, the agencies issued guidance on rat-
ing credit exposures and credit-rating systems,
which applies to all credit transactions, includ-
ing those in the leveraged lending category.!®

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 sup-
ported. Evidence of well-supported value may
include binding purchase and sale agreements
with qualified third parties or thorough asset
valuations that fully consider the effect of the
borrower’s distressed circumstances and poten-
tial 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 gen-
erally will rate that portion doubtful or loss and
place the loan on nonaccrual status.

18. Board SR-98-25, “Sound Credit Risk Management 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 Man-
agement Manual of Examination Policies, “Loan Appraisal
and Classification.”
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2010.2.3.1.10 Credit Analysis

Effective underwriting and management of
leveraged lending risk is highly dependent on
the quality of analysis employed during the
approval process as well as ongoing monitoring.
A financial institution’s policies should address
the need for a comprehensive assessment of
financial, 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
