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Introduction

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

Overview

The credit card is one of the most universally accepted and convenient payment methods,
used by millions of consumers and merchants worldwide as a routine means of payment for a
variety of products and services.

Because of their profitability, credit cards play a role in the strategic plans of many banks
that may function as issuers, merchant acquirers, or agent banks. There are several major
issuers, very few of them are community banks. Many community banks use referral
programs or other contracted services provided by large bank issuers to provide credit cards
to their customers. Issuing banks hold or sell credit card loans and, therefore, bear some
creditrisk. Some banks are involved in an arrangement commonly known as “rent-a-BIN.”
This arrangement allows an entity, such as a merchant processor, to conduct credit card
activities using a bank’s Visa bank identification number or Mastercard Interbank Card
Association number in return for a fee paid to the bank.?

A merchant bank, or acquiring bank, is an entity that has entered into an agreement with a
merchant to accept deposits generated by credit card transactions. Processing merchant sales
drafts may result in customer chargebacks and, therefore, create operational, reputattons;
strategic, and credit risks to the merchant bank.

An agent bank is a bank that has entered into an agreement to participate in an acquiring
bank’s merchant processing program. Many agent banks are community banks that offer
merchant processing as a customer service. Agent banks are exposed to reputationtisiand

! Generally, references to “national banks” throughout this booklet also apply to federal branches and a gencies
of foreign banking organizations unless otherwise specified. Refer to the “Federal Branches and Agencies
Supervision”booklet of the Comptroller’s Handbook for more information regarding applicability of laws,
regulations, and guidanceto federal branches and agencies. Certain FSAs may make anelectionto operate as a
covered savings association. Formore infommation, referto OCC Bulletin2019-3 1, “Covered Savings
Associations Implementation: Covered Savings Associations,” and 12 CFR 101, “Covered Savings
Associations.”

? For more information aboutrent-a-BIN arrangements, refer to the “Merchant Processing” booklet of the
Comptroller’s Handbook.
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credit risk when executing merchant processing. For more information about merchant banks
and agent banks, refer to the “Merchant Processing” booklet of the Comptroller’s Handbook.

This “Credit Card Lending” booklet discusses the operations of issuing banks and provides
information for examiners regarding elements usually found in sound risk management
systems. Specific practices included in a bank’s risk management system will vary.
Examiners should consider the circumstances of the individual bank.

There are multiple laws and regulations applicable to credit card lending activities. The Truth
in Lending Act (TILA) (15 USC 1601 etseq.) was implemented by Regulation Z

(12 CFR 1026) and became effective on July 1, 1969, and has since been amended many
times. The Credit Card Accountability Responsibility and Disclosure Act (CARD Act)
further amended the TILA in 2009;3 those amendments are implemented in subparts B and G
of 12 CFR 1026. The CARD Act provisions require creditors to increase the amount of
notice consumers receive before the rate on a credit card account is increased or a significant
change is made to the account’s terms. The amendments allowed consumers to reject such
increases and changes by informing the creditor before the increase or change takes effect.
The CARD Act provisions also involve rules regarding interest rate increases, over-limit
transactions, and student cards. Lastly, the CARD Act addresses the reasonableness and
proportionality of penalty fees and charges and the reevaluation of rate increases.

Accordingly, throughout this booklet, there are references to the CARD Act and its
implementing regulation. For more information about the CARD Act requirements and
examination procedures, refer to the “Truth in Lending Act (Interagency)” booklet of the
Comptroller’s Handbook.

The Home Owners’ Loan Act (HOLA) (12 USC 1461 et seq.), established the lending and
investment limitation of FSAs. The statute is implemented by 12 CFR 160, “Lending and
Investment.” Although FSAs are generally limited under 12 USC 1464(c)(2)(D) to investing
35 percent of assets in consumer loans and certain securities, section 5(c)(1)(T) of HOLA
(12 USC 1464(c)(1)(T)) authorizes FSAs to invest in credit cards and loans made through
credit card accounts without a statutory percentage of assets limitation. HOLA’s credit card
lending authorization is separate from, and in addition to, the investment limits for other
loans and investments authorized under HOLA. FSAs do not have to aggregate their
consumer-related credit cards with other consumer loans in determining compliance with the
limitations on consumer loans and certain other assets in section 5(c)(2)(D) of HOLA (12
USC 1464(c)(2)(D)). Similarly, FSAs do not have to aggregate business-related credit card
accounts with loans made under HOLA’s commercial loan authority.

Regulations and statutes are addressed throughout this booklet. Further, several sections of
this booklet include examples of transaction testing. Transaction testing is one of the most
important steps in the supervision of credit card lending because account-level testing allows
examiners to determine exactly what processes the bank is using and then assess those

3 Referto Pub.L.111-24.
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processes. Transaction testing also helps examiners determine the bank’s level of adherence
to its own policies and procedures as well as its implementation of sound risk management.*

An issuing bank’s success is highly dependent on how it manages every aspect of the lending
process given the dynamics of credit card lending. This booklet discusses each segment of an
issuing bank’s credit card operation, from marketing and account acquisition to account
management and collections.

Competition, market saturation, and changing consumer demographics and attitudes have
forced successful issuing banks to be innovative with the credit card products they offer,
customer selection, incentive programs, and management methods. This booklet discusses
various types of credit card programs, such as affinity and cobranded card programs, and the
unique characteristics, risks, and controls necessary for each. This booklet also includes a
discussion of credit scoring because all major issuers use this technology to help identify
possible customers and then manage cardholder accounts.

Banks may use securitization as a funding source for credit card lending. Securitization
provides banks some flexibility with respect to availability and cost of funding for the
portfolios. Banks account for these securitizations in accordance with Accounting Standards
Codification (ASC) Topic 810, “Consolidation,” and ASC Topic 860, “Transfers and
Servicing,” which generally do not allow for derecognition of the card receivables in most
traditional credit card securitization structures. For more information, refer to the “Asset
Securitization” booklet of the Comptroller’s Handbook for national banks and Office of
Thrift Supervision (OTS) Examination Handbook section 221, “Asset-Backed
Securitization,” for FSAs.

The credit card business has become one of the most complex and competitive areas in the
financial services industry. The market environment, through ever-evolving technology, has
become one of speed and volume. Due to the inherently significant credit and operational
risks, issuing banks’ written operating policies are typically tied to well-designed business
plans and risk management systems.

Credit Card Products

Credit card products generally fall into the following broad categories:

e General purpose cards (including charge cards)
e Proprietary or private-label cards

e Corporate or commercial cards

e Secured cards

* For more information about transaction testing, refer to appendix A of this booklet.
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General Purpose Cards

General purpose bank cards, including affinity and cobranded cards, are branded credit cards
that are accepted by a wide variety of merchants and service providers. Banks that offer
general purpose cards are typically members of Mastercard or Visa, the two primary systems
for the settlement of interbank credit card transactions. Issuers may offer a “charge” card (on
which the balance must be paid in full each month) and a “credit” card where (the balance
can revolve month-over-month). Bank cards generate transaction-based interchange income
(generally a small percentage of each transaction to compensate the bank for processing the
transaction) in addition to finance charge and fee-related income.

Issuers of general purpose cards may form partnerships with businesses, associations, and
not-for-profit groups to market their credit cards. These credit cards, called affinity or
cobranded cards, are typically issued as American Express, Mastercard, or Visa cards. The
cards normally carry the affinity group or cobranding partner’sname and logo. These cards
can be used for purchases anywhere the applicable processing network (e.g., American
Express, Mastercard, Visa) is used and can sometimes be used for purchases of a partner’s
products and services. A bank issues the card under a contractual agreement with a partner.
Although compensation arrangements can vary, the partner typically endorses the bank’s
card in return for negotiated financial compensation based on customer acceptance and use of
the card.

Although the terms “affinity” and “cobranded” are sometimes used interchangeably, there are
differences. Generally, affinity cards are issued for a variety of groups and not-for-profit
organizations, such as alumni associations, professional organizations, and sports enthusiasts.
The cards provide cardholders with access to credit and a way to identify with the group. The
affinity group is compensated for endorsing the issuer’s card. Compensation can include a
portion of annual credit card fees, fees paid on renewal, a percentage of the interchange
income, a share of the interest income, or any combination of these. This arrangement
provides groups with a relatively low-cost source of income. The issuing bank expects to
benefit from the affinity group’s endorsement; while the affinity group introduces the bank to
what the bank hopes are high-quality and loyal customers. Members of affinity groups also
may be more responsive to credit card solicitations than consumers are to generic cards,
providing the issuer with more effective target marketing initiatives.

In cobranded card programs, the issuing bank forms partnerships with for-profit
organizations, such as retailers, hotels, gasoline companies, automobile manufacturers, and
airlines. The cobranding partner may receive part of the income that would normally go to
the issuer, such as interchange income, or may receive other compensation based on the
volume or activity of accounts opened through the card partnership. The cobranding partner
may also agree to share in a portion of credit losses or other expenses associated with the
card receivables. The partner is willing to share various income and expenses with the card
issuer because the issuer brings customer service and expertise in consumer lending to the
partnership. A bank card issuer generally benefits from a cobranding program through
increased credit card receivables.
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General purpose cards, including affinity and cobranded cards, often offer reward programs
as an incentive for cardholders to use a specific card. For affinity and cobranded cards, the
nonbank partner offers financial rewards, such as discounts tied to the partner’s product,
points, or even some percentage of cash back. Recently, these types of programs have been
adopted by other general purpose cards, although the rewards they offer are not tied to a
specific entity.>

Underwriting standards, account management activities, and collection practices that are
important for safety and soundness also apply to affinity and cobranded cards. Examiners
should review and discuss with bank management any differences in terms, account
management activities, or collection practices that apply to affinity or cobranded cards versus
the bank’s other credit card products. Examiners should assess the appropriateness of any
differences and whether there are increased risks or safety and soundness or consumer
protection concerns. Examiners should be alert to situations in which the bank materially
alters these practices primarily to accommodate prospective affinity or cobranded card
customers as these situations are imprudent.

Issuing banks with numerous partnership program accounts tied to affinity or cobranded
programs can be seriously affected by a partner’s viability and commitment to the program.
Sound risk management includes analyzing of potential credit card lending partners before
finalizing contracts.® Negative publicity about the partner could reflect poorly on the bank.
Issuers of affinity cards should conduct appropriate due diligence before entering into third-
party relationships. Bank management’s assessment and monitoring of the financial status of
the bank’s cobranding partners is important because the bank might be exposed to liability
for unpaid rebates if the partneris not financially sound.

Contract terms should specify that control over the partnership program rests with the issuer.
Issuers typically track and monitor each partnership program, paying particular attention to
aspects of the program such as response and approval rates, utilization rates, purchase
volume, delinquencies, and charge-offs. The bank’s planning strategies should consider the
possibility of high attrition rates if a partner withdraws its endorsement from the bank. The
bank should periodically assess third-party relationships, typically including the profitability
of each relationship for its financial feasibility to continue offering the affinity or cobranded
card. Although the product may be profitable initially, the issuing bank may find that the
contract is no longer profitable as circumstances change.’

Examiners should be aware that partnership agreements may include more than just credit
card lending. Partnership agreements may also include other lending facilities for the
borrower, such as operating lines of credit and real estate loans. Merchant services may also
be part of the agreement.

3 Referto the “Accounting for Rebate Programs” section of this book let fora discussion ofrisks associated with
rebates.

¢ Referto OCC Bulletin 2013-29, “Third-Party Relationships: Risk Management Guidance,” and OCC Bulletin
2020-10, “Third-Party Relationships: Frequently Asked Questions to Supplement OCC Bulletin 2013-29.”

" Tbid.
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Proprietary or Private-Label Cards

Proprietary or private-label cards are generally accepted at only one retailer to facilitate the
purchase of that particular retailer’s goods and services. In addition to traditional retailers,
many sellers of high-cost goods (such as furniture, kitchen appliances, etc.) often offer their
own credit cards.

Proprietary or private-label card agreements may include various revenue and expense-
sharing arrangements as described in the “General Purpose Cards” section of this booklet.
One additional feature commonly associated with private-label cards, particularly for
retailers of high-cost goods, is the promotional period. Such programs often allow the
consumer a period of no interest on purchases they make from the retailer. Examples of this
type of offer appear in advertisements for various consumer goods from furniture stores
offering “No Interest for Two Years” on purchases made by a certain date.® These programs
can be structured in two ways: (1) interest accrues during the promotional period, and, if the
balance is not paid in full when the promotion expires, it is added to the outstanding balance
at the end of the period;® or (2) no interest accrues during the promotional period, but interest
begins to accrue if the balance is not paid in full when the promotional period expires. 1

Some card issuers offer promotional programs that defer principal payments or have a
deferred payment option, which features a period during which no payments are required of
the consumer. These types of promotions are usually offered at the opening of the credit card
account and are limited to the highest credit quality borrowers. While banks (or their retail
partners) may offer “no interest” promotions, sound lending practices require monthly
minimum principal payments even during the promotional period. The minimum monthly
payment should be consistent with the issuer’s standard principal reduction for the product or
program, but in no event less than an amount that will amortize the current balance over a
reasonable period of time.

8 Solicitations, application, account-opening materials, or other disclosures must comply with Regulation Z and
laws prohibiting unfair, deceptive, orabusive acts or practices. For more information, refer to the “Unfair or
Deceptive Acts or Practices and Unfair, Deceptive, or Abusive Acts or Practices” booklet ofthe Comptroller’s
Handbook Marketing materials for promotional annual percentage rate (APR) programs may risk being
deceptive if they do notclearly and prominently describethe material costs, conditions, and limitation of such
offers andthe effectof promotional APR offers on the grace period for new purchases. The Consumer Financial
Protection Bureau (CFPB) has issued a bulletin advising credit card issuers of the risks associated with the
marketing of credit card promotional offers. Refer to CFPB Bulletin 2014-2, “Marketing of Credit Card
Promotional APR Offers.”

? Under this program structure, accrued interest can be imposed only if the specified period is six months or
longerand, beforethe commencement of the promotional period, the issuer discloses in a clearand conspicuous
mannerthe length of the period and the rate at which interest willaccrue. Referto 12 CFR 1026.55(b)(1),
“Temporary Rate, Fee, or Charge Exception.”

' Assumingthe issuer promotes sucha waiver, the cessation ofthe waiverif the balance is not paid in fullat
the end of the promotional period constitutes anincreasein the APR forthe purposes of RegulationZ. Referto
12 CFR 1026.55(e), “Promotional Waivers or Rebates of Interest, Fees, and Other Charges.” Such an increase is
permissible under 12 CFR 1026.55(b)(1) if the promotional period is six months or longer and, before the
beginning of the promotional period, the cardissuer clearly disclosed the length of the period and the APR that
would apply afterthe period ended.
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Minimum monthly payments that amortize the current balance over a reasonable period of
time are a key tenet of safe and sound retail lending. Regular monthly payments add structure
and discipline to the lending arrangement, provide regular and ongoing contact with the
borrower, and allow the borrower to demonstrate, and the bank to assess, continued
willingness and ability to repay the obligation over time. Conversely, the absence of a regular
payment stream may result in protracted repayment and mask true portfolio performance and

quality.

Credit card accounts that receive these types of promotions may have a different rate of
default when compared to accounts without these types of promotions. Separating these
portfolios to monitor overall performance and by vintage is a prudent practice. Examiners
should understand the promotional offers, the targeted borrowers, and how management
measures the success and monitors performance of the promotional accounts originated.

Corporate or Commercial Cards

Corporate or commercial charge cards are usually issued to facilitate corporate or
government travel and entertainment (T&E) or procurement. Some banks also issue
consumer charge cards. Generally, the balance is due in full at the end of each billing cycle.
Although T&E cards are typically general purpose in nature, procurement cards may be
either general purpose or proprietary. Corporate cards are generally less profitable to banks
than consumer credit cards because users of corporate cards normally do not incur finance
charges. Rather, annual fees, interchange income, and other service fees are the primary
sources of income for banks that issue these cards. As a result, examiners should determine
whether management has analyzed the costs and risks associated with these programs and
possesses the necessary expertise to engage in this type of business. Corporate and
commercial cards are subject to the similar risk management principles as consumer cards.

Secured Cards

Secured cards look and function like traditional, unsecured credit cards, but the credit
extended by the issuer is partly or wholly secured by borrower collateral, typically in the
form of a bank deposit. These cards are generally marketed to individuals with limited or
blemished credit histories, who may not be eligible for unsecured credit. The cards may serve
as a means for those individuals to establish or improve their credit and to qualify for or
“graduate” to more traditional unsecured credit.!!

In a traditional secured card program, funds are transferred to the issuing bank by the
consumer at account opening, pledged as security for the credit card account, and placed on
deposit (at the issuer or another depository institution) in the name of or for the benefit of the
consumer. The consumer generally may not access those funds. Rather, the funds remain on
deposit so that if the consumer defaults on his or her credit card account, the deposited funds
may be used to help satisty the debt. Minimum bank deposits under secured credit card

' Cards thatare marketed as improving credit may carry heightenedrisk forunfair, deceptive, orabusive acts
or practices. Formore information, refer to the “Unfair or Deceptive Acts or Practices and Unfair, Deceptive, or
Abusive Acts or Practices” booklet ofthe Comptroller’s Handbook.
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programs typically range from $100 to $500, although customers are often permitted to
deposit more if they choose. The deposit account may earn interest, depending on the terms
of the agreement. It is important for banks to have controls in place to avoid unintentionally
releasing collateral.

In some programs, security deposits and account opening fees are charged to the credit card
account. The CARD Act and Regulation Z limit fees issuers can charge before account
opening and during the first 12 months after account opening.!? Secured credit card accounts
are often high cost for the bank and generally have heightened compliance risk.

Risks Associated With Credit Card Lending

From a supervisory perspective, risk is the potential that events will have an adverse effect on
a bank’s current or projected financial condition!? and resilience.'* The OCC has defined
eight categories of risk for bank supervision purposes: credit, interest rate, liquidity, price,
operational, compliance, strategicrand-reputatton. These categories are not mutually
exclusive. Any product or service may expose a bank to multiple risks. Risks also may be
interdependent and may be positively or negatively correlated. Examiners should be aware of
and assess this interdependence. Examiners also should be alert to concentrations that can
significantly elevate risk. Concentrations can accumulate within and across products,
business lines, geographic areas, countries, and legal entities. Refer to the “Bank Supervision
Process” booklet of the Comptroller’s Handbook for an expanded discussion of banking risks
and their definitions.

The primary risks associated with credit card lending are credit, operational, liquidity,
strategic, repttation; interest rate, and compliance. These are discussed more fully in the
following paragraphs. Although all of these risks are associated with credit card lending, the
primary focus of this booklet is credit risk, with some emphasis on operational, strategic-and
reputattontisk. For more information on compliance risk and consumer protection-related
laws and regulations, refer to the Consumer Compliance series of the Comptroller’s
Handbook and interagency consumer compliance examination procedures, as applicable.

Credit Risk

Creditrisk is the risk to current or projected financial condition and resilience arising from an
obligor’s failure to meet the terms of any contract with the bank or otherwise perform as
agreed. Credit risk poses the most significant risk to banks involved in credit card lending.
Because credit card debt is generally unsecured, repayment depends primarily on a
borrower’s willingness and capacity to repay. The highly competitive environment for credit

2 For more information, refer to the “Truthin Lending Act (Interagency)” bookletof the Comptroller’s
Handbook.

13 Financial condition includes impacts from diminished capital and liquidity. Capital in this contextincludes
potential impacts from reduced earnings and marketvalue ofequity.

14 Resilience recognizes the bank’s ability to withstand periods of stress.
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card lending provides consumers with ample opportunity to hold several credit cards from
different issuers and to pay only minimum monthly payments on outstanding balances. In
such an environment, borrowers may become overextended and unable to repay, particularly
in times of an economic downturn or a personal life event, such as illness, divorce, childbirth,
or other events like natural disasters.

Regulation Z prohibits a card issuer from opening a credit card account for a consumer under
an open-end (not secured by a dwelling or real property) consumer credit plan, or increasing
any credit limit applicable to such account, unless the card issuer considers the consumer’s
ability to make the required minimum periodic payments under the terms of the account,
based on the consumer’s income or assets and current obligations. 13

Product pricing may vary widely and include both fixed- and variable-rate structures. Issuers
may offer low introductory rates to consumers to entice them to transfer balances to a new
credit card. Introductory rate offers may be as low as zero percent, although transfer fees may
apply. Atthe end of the introductory period, the variable rate is likely to increase.!®

In addition to credit risk posed by individual borrowers, credit risk exists in the overall credit
card portfolio. Relaxed underwriting standards, aggressive solicitation programs, inadequate
account management, and a general deterioration of economic conditions can increase credit
risk. Changes in product mix and the degree to which the portfolio has concentrations,
geographic or otherwise, can also affect a portfolio’s risk profile.

Examiners assess credit risk by evaluating portfolio performance, profitability, and borrower
characteristics by business lines, products, and markets. They consider changes in
underwriting standards, account acquisition channels, credit scoring systems, and marketing
plans.

Operational Risk

Operational risk is the risk to current or projected financial condition and resilience arising
from inadequate or failed internal processes or systems, human errors or misconduct, or
adverse external events. An effective risk management system, inclusive of proper internal
controls, helps to control operational risk exposures.

A bank’s success in credit card lending depends in part on achieving economies of scale to
service large volumes of customers and transactions. Credit card operations are highly
automated and effective operational controls are needed given the risks and transaction
volumes. Failing to develop proper risk management processes inclusive of internal controls
and a sound audit can lead to significant exposure and operational failures. Aggressive
growth has the potential to stretch operational capacity and can cause problems in handling
customer accounts and processing payments. A bank’s technology infrastructure can also

'S Referto 12 CFR 1026.51,“Ability to Pay.”

'® For information on Regulation Z requirementspertaining to introductory rates, referto 12 CFR 1026.55(b)(1)
and the “Truthin Lending Act (Interagency)” bookletof the Comptroller’s Handbook.
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pose significant operational risk to an issuer. Technology that is outdated or difficult to use or
reprogram exposes banks to higher servicing costs and higher potential for errors when they
require manual intervention.

The risk of fraud is a continuing problem associated with credit card programs. The very
nature of the product—an easily obtainable unsecured line of credit that is disbursable at the
borrower’s discretion up to the stated credit limits—makes it an ideal mechanism for first-
party and victim fraud.!” Heightened exposure to fraudulent activities may also increase a

bank’s exposure to reputation-and-strategic risks.

Operational risk exists not only in account originations and servicing, but also in collections,
whether or not a bank uses third parties in collection practices (e.g., collection agencies,
attorneys). There are many detailed legal requirements around the preparation and filing of
collection documentation, and each issuer should have processes in place to comply with
those requirements. When a bank relies on third parties for collection activities, the bank
maintains responsibility for compliance with legal requirements and for executing activities
in a safe and sound manner.!8

Effective internal controls, audits, third-party risk management, business continuity planning,
management information systems (MIS), and reporting are important aspects of managing
operational risk. The volume of accounts managed (both on the books and securitized), the
capabilities of systems and technologies in relation to current and prospective volume,
contingency preparedness, and exposures through the payment system are factors that can
affect a bank’s operational risk exposure.

Examiners assess operational risk by evaluating the adequacy of governance and risk
management of all activities included in the origination and management of credit card
lending, including the engagement of any third parties in the processes.

Liquidity Risk

Liquidity risk is the risk to current or projected financial condition and resilience arising from
an inability to meet obligations when they come due. Banks use a variety of funding
techniques to support credit card portfolios. Techniques employed by individual banks
introduce different types of liquidity risk. For example, a credit card bank that is self-funded
through securitizations (refer to the “Glossary” section of this booklet) has different liquidity
risk considerations than a credit card bank that is funded by its retail parent’s commercial
paper. Moreover, large banks with access to a full array of funding sources to support credit
card operations have different liquidity risk considerations than small banks with potentially
less diverse funding sources.

7 For more information regarding fraud risks, refer to OCC Bulletin 2019-37, “Operational Risk: Fraud Risk
Management Principles.”

'8 For more information regarding risks associated with third -party relationships, refer to OCC Bulletins 2013 -
29 and 2020-10.
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Liquidity risk is present in a bank’s obligation to fund unused credit card commitments. For
example, seasonal credit card demands mean that more consumers use their cards at certain
times, such as around holidays.

Credit card portfolios composed of higher-risk assets and having unusual portfolio volatility
may be difficult to securitize or sell. Failure to adequately underwrite or collect loans may
trigger early amortization of a securitization, which could cause liquidity problems, increase
costs, or limit access to funding markets in the future.!®

To assess liquidity risk, examiners consider

e reliability of funding mechanisms.

e dependence of the credit card operation on securitization of assets.
e volume of unfunded commitments.

e attrition of credit card accounts.

e stability of affinity and cobranded card relationships.

e ability to fund seasonal increases in demand.

Strategic Risk

Strategic risk is the risk to current or projected financial condition and resilience arising from
adverse business decisions, poor implementation of business decisions, or lack of
responsiveness to changes in the banking industry and operating environment. Strategic risk
in credit card lending can arise when business decisions adversely affect the quantity or
quality of products and services offered, program operating controls, management
supervision, or technology. Bank management’s knowledge of economic dynamics and
industry market conditions can help mitigate strategic risk. Banks may be exposed to
strategic risk if they inadequately plan for marketing of preapproved credit card solicitation
programs.

Failure to sufficiently test new markets and strategies before full rollout can present
significant strategic risk. Fully testing new markets, analyzing results, and refining
solicitation offers to limit the booking of new credit card accounts that do not perform as
anticipated can help mitigate risk. An issuer that wants to change the composition of its
portfolio may also reduce strategic risk by testing the new strategy in a pilot phase.

Examiners assess strategic risk by determining whether bank management has evaluated the
feasibility and profitability of each new credit card product and service before it is offered.
Examiners determine whether the bank’s pricing, growth, and acquisition strategies
realistically consider economic and market factors. In particular, examiners evaluate whether
a proper balance exists between the bank’s willingness to accept risk and its supporting
resources and controls.

¥ For more information on early amortization of securitizations, refer to the “Asset Securitization” booklet of
the Comptroller’s Handbook (national banks) and OTS Examination Handbook, section221, “Asset-Backed
Securitization” (FSAs).
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Interest Rate Risk

Interest rate risk is the risk to current or projected financial condition and resilience arising
from movements in interest rates. Interest rate risk results from differences between the
timing of rate changes and the timing of cash flows (repricing risk); from changing rate
relationships among different yield curves affecting bank activities (basis risk); from
changing rate relationships across the spectrum of maturities (yield curverisk); and from
interest-related options embedded in bank products (options risk).

Interest income and fee income derived from credit card portfolios are sensitive to changes in
interest rates. Complex, illiquid hedging strategies or products have their own risks that may

Comptroller's Handbook 12 Credit Card Lending


OCC
Cross-Out


Version 2.0

exacerbate interest rate risk. The availability of a wide variety of rate structures for credit
card products provides flexibility in managing such risk.

When assessing interest rate risk, examiners should consider the CARD Act’s limits on rate
increases,?0 as well as the variety of pricing programs and the impact of competition on rates.
Intense competition on pricing to meet market demands can compress margins. Examiners
should also consider the source(s) and cost of funding the credit card portfolio.

Compliance Risk

Compliance risk is the risk to current or projected financial condition and resilience arising
from violations of laws or regulations, or from nonconformance with prescribed practices,
internal bank policies and procedures, or ethical standards. An examiner’s evaluation of
compliance risk should consider the numerous laws that pertain to credit card lending.
Examples of laws and regulations applicable to credit card lending include

e the Bank Secrecy Act (BSA).2!

e the Truth in Lending Act, implemented by 12 CFR 1026, “Truth in Lending (Regulation
Z).”

e the Fair Credit Reporting Act (FCRA), implemented by 12 CFR 1022, “Fair Credit
Reporting (Regulation V).”

e the Fair Debt Collection Practices Act (FDCPA), implemented by 12 CFR 1006, “Fair
Debt Collection Practices Act (Regulation F).”

e the Equal Credit Opportunity Act (ECOA), implemented by 12 CFR 1002, “Equal Credit
Opportunity Act (Regulation B).”

e the Servicemembers Civil Relief Act (50 USC 3901 et seq.).

e the Military Lending Act (10 USC 987).

e laws prohibiting unfair or deceptive acts or practices (UDAP) and unfair, deceptive, or
abusive acts or practices (UDAAP).22

The examiner should assess the consumer compliance risks associated with the bank’s credit
card lending activities.

Examiners should understand the potential exposure to risks of money laundering or terrorist
financing related to credit card lending. For example, secured credit cards in which cash is
used as a deposit may pose a higher risk of money laundering or terrorist financing as the

2 Referto 12 CFR 1026.55, “Limitations on Increasing Annual Percentage Rates, Fees, and Charges.”

2! See, forexample, 12 CFR 21.21, “Procedures for Monitoring Bank Secrecy Act (BSA) Compliance”
(nationalbanks and FSAs), 12 CFR 21.11, “Suspicious Activity Report” (national banks),and 12 CFR 163.180,
“ Suspicious Activity Reports and Other Reports and Statements” (FSAs).

22 Section 5 of the Federal Trade Commission Act (15 USC 45) prohibits unfair or deceptive acts or practices.
Sections 1031 and 1036 ofthe Dodd—Frank Wall Street Reform and Consumer Protection Act (Dodd—Frank)
(12 USC 5531 and 5536) prohibit unfair, deceptive, orabusive acts or practices. Formore information, refer to
the “Unfair or Deceptive Acts or Practices and Unfair, Deceptive, or Abusive Acts or Practices”booklet of the
Comptroller’s Handbook.
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source of cash may be unknown or derived from illicit sources. Policies that allow payments
in excess of the assigned line can create large card balances that can be exploited for money
laundering or terrorist financing purposes. In addition, certain features relating to the credit
card, including prepaid access, the ability to accept funds transfers on to the card through
automated clearing house (ACH) or wire transfers or other means, may also present
heightened money laundering or terrorist financing risks.

Examiners should be familiar with subparts B and G of 12 CFR 1026, which incorporated the
CARD Act. These sections of the regulation provide explicit rules for issuing and operating a
credit card program. With many of the requirements under TILA pertaining to credit cards, a
creditor that fails to comply generally may be held liable to the consumer for actual damages
and legal costs.?? In addition, a creditor may be held liable for twice the amount of the
finance charge involved, subject to certain limits. Effective controls and efficient processes
should be in place to manage litigation exposure in credit card lending.

For the primary compliance-related examination information on credit card lending, refer to
the

e Federal Financial Institutions Examination Council’s (FFIEC) Bank Secrecy Act/Anti-
Money Laundering Examination Manual.

e “Truth in Lending Act (Interagency)” booklet of the Comptroller’s Handbook.

e “Fair Credit Reporting” (national banks),?* “Fair Lending,” and other Consumer
Compliance series booklets of the Comptroller’s Handbook.

Risk Management

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

A sound risk management system identifies, measures, monitors, and controls risks. A bank’s
risk management system comprises policies, processes, personnel, and control systems.
Control systems include internal and external audits, credit risk review, quality control (QC),
and quality assurance (QA). The structure and function of risk management systems and their
components can vary depending on the size and complexity of the bank’s credit card
operations. Technology, level of sophistication, and staffing levels may also be different.

2 TILA exemptsa creditor from civil liability fora violation if the creditor shows by a preponderance of the
evidence thatthe violation was not intentional and results from a bona fide error, notwithstanding the
maintenance of procedures designed to avoid suchanerror. Referto 15 USC 1640(c), “Unintentional
Violations; Bona Fide Errors.” Further, failing to comply with the advertising provisionsin 15 USC 1661—
1665bdoes not exposea creditor to civil liability foractual damages orlegalcosts.

2 For FSAs, referto OTS Examination Handbook, section 1300, “Fair Credit Reporting Act.”
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Examiners should determine how each function is performed, whether it is performed
internally or by a third party, and assess its effectiveness.

Credit card lending is a highly automated, high-volume activity that distributes sophisticated
products to consumers. Risk management of a bank’s credit card operation includes a clearly
defined organizational structure that provides accountability, appropriate expertise, and
staffing levels, information systems, training programs, and general and specialty audit
processes.

A well-developed strategy for credit card activities typically identifies, in broad terms, the
level of risk the bank is willing to accept for various products in the bank’s portfolio.
Examiners should assess the adequacy of the bank’s total strategy and whether plansreflect
realistic goals and objectives based on reasonable data and assumptions. The board’s appetite
for risk often involves balancing the bank’s underwriting and the pricing structure to achieve
desired results. For example, management may ease credit standards, and price for the
associated risk through higher interest rates, ultimately projecting increased profits in spite of
the higher losses that may be associated with those accounts.

Banks should implement sound fundamental business principles that identify risk, establish
controls, ensure compliance with applicable laws and regulations, and provide for monitoring
systems for lending activities. Monitoring systems should also provide a mechanism to
identify, investigate, and report suspicious activities. Effective policies and internal controls
governing each operational area are important for managing risks associated with credit card
lending. Effective policies and internal controls enable the bank to adhere to its established
strategic objectives and to institutionalize effective risk management practices. Policies also
can help ensure that the bank benefits through efficiencies gained from standard operating
procedures.

The bank’s audit and credit risk review functions should conduct periodic reviews of the
bank’s credit card program. Credit card audit programs should be comprehensive, covering
the life of the account and the product overall, including marketing, origination, account
management and servicing, loss mitigation, fraud prevention, and collection. Adequate
procedures regularly test the credit underwriting function for compliance with policy
guidelines and applicable laws and regulations. Also important is reviewing all significant
policies for adequacy and staff adherence to policy.?’ Further, the bank’s audit function
should test controls designed to identify and report suspicious activity.26

An effective credit risk management function is crucial to the ongoing success and
profitability of the credit card program. The risk management function is responsible for
evaluating credit standards, monitoring the quality of the portfolio, and making changes to
the underwriting standards as necessary to maintain the appropriate level of risk in the
portfolio. An effective risk management function promotes early and accurate identification

» For more information, refer to the “Internal and External Audits” bookletof the Comptroller’s Handbook and
OCC Bulletin 2020-50, “Credit Risk: Interagency Guidance on Credit Risk Review Systems.”

26 Referto 12 CFR 21.21 and the FFIEC BankSecrecy Act/Anti-Money Laundering Examination Manual.
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of existing and potential problems, identifies the need for policy revisions, and provides bank
management with the information it needs to respond promptly to problems.

Effective risk management addresses the entire cycle of credit card lending, from strategic
development, testing, and product rollout to long-term performance of the portfolio. OCC
Bulletin 2017-43, “New, Modified, or Expanded Bank Products and Services: Risk
Management Principles,” provides OCC guidance to banks regarding the risk management of
new activities. Examiners should review this issuance when evaluating a bank’s process for
introducing new, modified, or expanded credit card products.

Performing product analyses that serve as the basis for underwriting, marketing, compliance,
and portfolio management decisions is a component of sound risk management, as is
ensuring that marketing initiatives appropriately reflect acceptable levels of risk. Risk
management systems should help manage and maintain all scoring systems, analyze portfolio
delinquencies and losses, and identify reasons for adverse changes or trends. Monitoring
portfolio performance, including the performance of specific products, marketing initiatives,
and vintages is an effective way to identify and control the risks in a credit card portfolio.

MIS support effective risk management. For example, MIS should be able to provide
sufficient information to evaluate and measure the impact of actions taken and identify
unusual or suspicious activity. Bank management should receive reports derived from MIS
data outlining portfolio dimensions, composition, and performance. Reports should include
portfolio risk levels, trends, concentrations, and earnings.?’ These reports should be prepared
for each product type, affinity group, or other portfolio segment that may be significant due
to strategic importance, performance related concerns or new products.

Information Technology

Credit card lending is highly dependent on technology. From the time of the loan application
through the remaining life of the loan, information technology (IT) plays a key role in
operations, risk management, and regulatory reporting. IT and the IT infrastructure allow
bankers to leverage resources and increase both operational and financial efficiency. An
effective IT culture is important because of the volume of, and reliance on, MIS and
reporting for management and regulatory requirements.

Assessment of IT systems within credit card lenders should include an assessment of the
capability of the IT systems to support the operational, risk management, and risk control
functions of a credit card operation. The assessment also should consider business continuity
management as well as overall resiliency of business processes. IT systems should be
compatible and able to process the high volume of data generated during the life of a credit
card.

2" Referalso to the “Loan Portfolio Management”booklet of the Comptroller’s Handbook (national banks) and
the OTS Examination Handbook, Section 201, “Overview: Lending Operations and Portfolio Risk
Management,” (FSAs) for further discussion of MIS.
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Scoring Models

Most banks use credit scorecards to some degree in their credit card operations. Credit
scorecards, the most common scoring model used in credit card lending, are designed to
differentiate between accounts that will exhibit “good” behavior and those that will not. 28
The scores generated indicate the relative level of risk in either ascending or descending
order, depending on the convention used by the model developer. Credit scoring is used to
control risk in acquisition and underwriting, account management, marketing, and collection
processes.

Scoring models are also used for pricing, line assignment, and loss projection. Model
accuracy is important when scoring models are used for pricing, line assignment, and loss
projection. Various other models are used throughout the life of a card exposure from
marketing and origination to setting reserves and collection strategies. The use of models also
can pose risk to the bank specifically, the risk that the bank will suffer losses because the
bank’s lending strategies are based on models that are incorrect or misused.??

In simple terms, scoring employs a quantitative method, system, or approach to predict future
behavior based on past performance. Predictive horizons range from six months to two years.
The assumption is that the behaviors of the scored population going forward will not change
markedly from those of the population used to develop the model. The ability of models to
differentiate risk deteriorates with time, however, as a result of shifts in consumer behavior,
economic conditions, and bank and industry product terms and marketing.

The majority of scoring models rely on quantitative modeling techniques (e.g., linear
regression, logistic regression, and decision trees). Some banks are applying artificial
intelligence (Al) and machine learning (ML)3* methods (e.g., gradient boosting or neural
network) to credit scoring. Banks occasionally use nonempirical “expert” models that are
based on expert judgement and designed using subjective and judgmental factors.

Models can be categorized as either generic or custom. Generic scorecards, which are off-
the-shelf scorecards also known as pooled data models, are built using information obtained
from multiple lenders, credit repositories, or credit bureaus to determine general credit risk.
Generic scorecards are typically used when the bank lacks a sufficient number of approved
and denied applications or depth of account history to provide the requisite development
sample to build a custom scorecard (i.e., the bank does not have enough data to generate
statistically valid conclusions). Some generic models are developed specifically for credit
cards.

8 The definition of a “bad” account varies but typically involves some level of delinquency, usually more than
60 0r90 dayspastdue.

» For more information, refer to OCC Bulletin 1997-24, “Credit Scoring Models: Examination Guidance”;
OCC Bulletin 2011-12, “Sound Practices for Model Risk Management: Supervisory Guidance on Model Risk
Management”;and appendix H of'this booklet, “Credit Scoring and Development of Scoring Models.”

3 Machine learningis a subset ofartificial intelligence. References to Al in this booklet includeboth Al and
ML methods.
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Custom or proprietary scorecards are bank- or product-specific models developed using the
bank’s own data, data from credit bureaus, and customer experience. These scorecards may
be developed in-house, if the bank has the modeling expertise on staff and technological
infrastructure, or scorecards may be developed by third parties. Custom scorecards frequently
have an improved performance compared to generic scorecards since the modeling
population is typically more tailored to the bank’s specific customers.

Scoring systems do not normally consist of a single model. Instead, it is common practice for
a modeler to segment the customer population into multiple similarly situated subpopulations
based on differences in available information and customer behavior patterns. The modeler
can then develop individual scorecards for each distinct subpopulation that use the variables
most predictive of risk for that particular group, thereby increasing accuracy and precision.
For example, a credit card application might consist of seven models: a “thin file” scorecard
for applicants with little or no previous credit history; three “derog” or “subprime” models
for those with prior delinquencies; and three “prime” scorecards for those with more
substantial credit histories who have been paying on time. The criteria used to determine
segmentation and subpopulations are key components of the model development process.

Banks’ use of risk models in the underwriting process varies. Banks may

e use scoring models exclusively to approve or reject loan applications.

e rely heavily on scoring, using automated underwriting systems to approve high scores
and reject low scores, but divert borderline scores to underwriters for further manual
review (also called “gray zone” strategies).

e use scores as one among many inputs in a judgmental underwriting process.

e use scores to route applications between senior and junior underwriters or for some other
queuing strategy.

e use scores in determining account pricing and initial line assignment.

Most large retail credit operations fall into the category described in the second bullet above,
while small banks with low volume tend to fall into the category described in the third bullet.
The types of scores generated by risk models include the following:

e Credit bureau risk scores: The most widely used of all the scores, bureau scores use
only information on file at the three major credit bureaus; loan-specific information and
general economic conditions are not included in these models. For the most part, bureau
scorecards (e.g., FICO, formerly known as Fair [saac Corporation, and VantageScore)
have been developed by third parties, although a few large banks have collected enough
data over time to develop internal bureau scores. For example, FICO developed several
bureau scorecards with different bureaus and maintains different scorecard versions (e.g.,
Classic FICO, FICO8, FICO NextGen) to reflect borrower behavior changes over time.
The bureau scorecards are used to underwrite and manage mortgage, credit card, and auto
loan portfolios. Although the models that each bureau uses are somewhat different, they
all assign a three-digit number ranging from 300 to 850, which quantifies the relative
ranking of consumers according to general credit quality. The higher the customer score,
the lower the credit risk. Each bureau has a name for its own scoring system. When
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originally introduced, the names were “BEACON” at Equifax, “EMPIRICA” at
TransUnion, and “FICO” at Experian. As the models have evolved and newer versions
were developed, the names of the models may have changed. In March 2006, the three
bureaus launched a new scoring model called VantageScore to compete with FICO in
selling scorecards to banks, credit card issuers, and other users. VantageScore also rank
orders consumers using scores from 300 to 850.

Credit bureau scores consider five general groups of predictive variables:

e Previous performance, including the severity and frequency of poor performance and
how recently the poor performance occurred.3!

e Currentlevel and use of nonmortgage debt.

e Amount of time that credit has been in use.

e Pursuit of new credit and inquiries.3?

e Types of credit available.

e Application scores: As the name suggests, application scores incorporate information
from the loan application as well as various credit bureau data, possibly including the
bureau score. In some cases, the model may also consider information related to the
transaction being financed. The score may be used to determine pricing and initial line
assignment, as well to decide approval or denial.

Once the accounts are booked, the bank uses account management models to help manage
the portfolio. Banks can use scores for monitoring portfolio risk, implementing account
management initiatives, targeting cross-selling opportunities, and prioritizing collection
activities. These scores may include the following:

e Behavioral scores: These models generate scores based on customer performance on the
bank’s loans (e.g., payment and delinquency patterns), and may provide an estimate of
customer profitability. Whereas traditional behavior scorecards were confined to internal,
or “on us,” borrower performance, many models now include bureau scores or certain
bureau report characteristics in the scores. Some of these models are commonly used at
the time of booking to predict behavior, not just for account management. For example,
these models are used to detect potential fraud, to predict a credit bust-out, and to
determine underwriting level for net present value (NPV) or pseudo NPV, which are used
to predict profitability or reward activity. Transactional behavior models, such as those
used for fraud identification, can rescore credit card accounts after individual
transactions. Some collection departments use specialized behavior models based on the
performance of delinquent borrowers.

e Bankruptcy scores: These are designed to identify customers posing a higher risk of
bankruptcy based on the attributes of borrowers who have declared bankruptcy.
Bankruptcy scores usually are used in conjunction with conventional credit risk models.

3! This includes public record information such as bankruptcies.

32 Multiple inquiries in a short period oftime are usually eliminated, or “de-duped,” so that the consumeris not
penalized forrate shopping. In addition, non-consumer-originated promotional inquiries are excluded.
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¢ Line management scores: These models are used to assess how the customer’s behavior
or how the expected returns or profitability in the form of incremental net credit margin
reacts to different line assignment changes. Those models can help to manage risk in
credit line management and also take customers’ growing needs into consideration.

Banks may also use other models in the account acquisition, underwriting, and account
management processes. These models include the following:

e Marketing: Target marketing initiatives to meet preferences or perceived needs.

e Response: Target prospects most likely to respond to an offer.

e Profit: Project the level of revenue and losses a customer will generate for the life of the
loan. These models can be NPV models or traditional profit and loss tools or models.

e Attrition: Identify accounts likely to prepay or voluntarily close.

e Fraud: Identify potentially fraudulent applications or credit card transactions.

Bankers sometimes combine multiple scorecards. This practice is also known as model
layering or combined scorecards, (e.g., dual scorecards), through which the bank benefits
from combining the risk selection capabilities of the various models used. Strategy cutoffs
are then developed based on the combined matrix cell odds rather than the individual score.
Combined scorecards let the bank adjust the cutoff on a cell-by-cell, stair-step basis, allowing
for clearly visible “swap sets.” This enables the bank to approve the best of the customers,
who may or may not have been approved based on a fixed cutoff score. Effective use of
matrixing encourages a bank to develop a “joint delinquency table” (which can be converted
to a “joint odds” table) from the combination of multiple scorecards.

The dual scorecard concept is illustrated in table 1, in which the application scores are on the
vertical axis and the bureau scores are on the horizontal axis, with the risk decreasing as
scores increase. The percentages in the body of the table represent the frequency with which
an account was ever delinquent within a defined time period.

Table 1: Joint Delinquency Matrix, Delinquency Rates

Average
delinquency
Less than 750 or rate by custom
600 600-649 650-699 700-749 higher score segment

Less than 180 20% 14% 14% 11% 8% 13.4%
180-199 13% 1% 10% 6% 7% 9.4%
200-219 1% 10% 7% 5% 5% 7.6%
220-239 10% 7% 5% 4% 5% 6.2%
240 orhigher 8% 3% 3% 2% 1% 3.4%
Average 12.4% 9.0% 7.8% 5.6% 5.2%
delinquency rate
by bureau score
segment
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Assume, for simplicity, that the delinquency chart is based on the performance of 2,500
borrowers evenly distributed over the 25 cells (i.e., 100 borrowers in each cell). If the bank’s
tolerance for risk is associated with a delinquency rate of roughly 6 percent, a cutoff score of
200 using only the custom scorecard would achieve that objective (the delinquency rate
based on a custom score greater than 200 would be 5.7 percent) based on a portfolio of 1,500
borrowers. The bank could lower the average delinquency rate to 5.1 percent—an 11.6
percent reduction in the delinquency rate—without decreasing volume by overlaying the
bureau score and swapping out poor performers (i.e., bureau scores below 650) with custom
scores greater than 200 and swapping in better performers (i.e., bureau scores greater than
700) with custom scores less than 200.

Banks also layer credit scores with nonrisk scores or complex model-like credit strategies.
For example, revenue and response models may be used together for a pre-approved credit
card solicitation, or assumptions and basic projections on profit and loss at a segment-level
can inform underwriting cutoffs or line amounts. This practice presents difficulty in that the
purposes of the models used may conflict. Although management tries to control credit risk
by using the credit score, revenue and response scores generally increase for higher-risk
borrowers (reflecting higher potential for bank revenue generation in terms of pricing and
fees and a borrower’s greater propensity to respond to credit offers). This may result in
adverse selection (e.g., higher-risk borrowers are more likely to respond). The odds
associated with the risk score can be adversely affected as fewer “good risk” prospects
respond relative to the level of “bad risk” prospects. Sound planning typically reflects an
understanding of the risks associated with the use of these types of strategies. Such
combining of models and overlays into a banks’ overall strategy introduces aggregate model
risk as discussed in OCC Bulletin 2011-12.

Banks are developing and leveraging Al methods for a broad range of activities, including
credit modeling and tasks associated with managing credit card lending. Specific uses may
include fraud detection and prevention, marketing (e.g., targeted offer campaigns, and
response models), and credit risk management (e.g., underwriting, authorizations, credit line
management, and collection). Banks may use Al to automate repetitive or routine tasks
aimed at gaining operational efficiency or reducing human error. Banks also use ML
techniques including convolutional A, neural networks, deep learning, and natural language
processing to assist with sophisticated decision making and pattern recognition. As the uses
of Al increase, so will the complexity and sophistication of models, requiring bank
management to increase its understanding of Al methods to oversee the implementation and
use.

Risk management of Al processes should be commensurate with the risk posed by Al use
and the core functions the Al processes support. Effective Al implementation generally
includes sufficient oversight and effective challenge over the potential risk associated with
the use and implementation of these tools or models. An effective risk governance
framework also typically addresses areas of model risk management unique to Al, such as
their opacity (e.g., black-box nature) and conceptual soundness of hyperparameter tuning and
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unstructured data. Proper data governance also remains important for identifying possible
biases in the data, particularly if the model uses nontraditional (or alternative) data sources.33

Model Documentation

Examiners should determine whether bank policies address requirements for maintaining
appropriate model documentation. Documentation typically includes the following:

e Model inventory: Summary listing of
- all models in use, under development, or recently retired.
- the models’ application(s).
- the dates developed, implemented, and last validated.
- information on the model’s purpose and design, actual or expected usage, and any

restrictions on use.

¢ Individual models: Documentation that is understandable and sufficiently detailed to
allow for precise replication should the need arise.

e Chronology log: Listing by date of all significant internal and external events relevant to
the credit function (e.g., score implementation, product changes, cutoff score changes,
major marketing initiatives, and economic or competitive shifts).

Models purchased from third parties ordinarily come with comprehensive manuals describing
development, as well as ongoing maintenance and validation requirements. Third-party
models are subject to the same validation processes by the bank as internal models, including
validating their performance on internal data, and evaluating conceptual soundness, such as
variable selection and sensitivity, as much as is feasible. Examiners should verify that the
bank has adequate documentation standards and has performed proper validation for third-
party models.

Model Management and Tracking

Banks using scoring systems should have the management expertise and processes in place to
evaluate the models, validate their appropriate use, monitor and assess their performance on
an ongoing basis, and conduct proper validation. This oversight also should extend to any
scoring-based strategies employed.3*

Any time a credit decision is made that is contrary to that indicated by the customer score, it
is known as a scoring override. Requests that meet or exceed the score cutoff but that are

3 For more information aboutnontraditional data sources, refer to OCC Bulletin 2019-62, “Consumer
Compliance: Interagency Statementon the Use of Alternative Data in Credit Underwriting.” Examples of
alternative data uses in modelingby banks include using enhanced assessments of repayment capacity,
including cash flow data, to evaluatethe creditworthiness of consumers who currently may notobtain credit in
the mainstream credit modeling system.

3* For guidance regarding scorecard management and model risk management, refer to OCC Bulletins 1997-24
and2011-12.
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denied are known as high-side overrides.3> Requests that fail the cutoff but are approved are
known as low-side overrides. Not only are these policy exceptions, but excessive levels of
overrides may diminish the effectiveness of the scoring models and may be indicative of
illegal discrimination on a prohibited basis (causing a violation of Regulation B).3¢
Furthermore, approved loans that fail to meet the score cutoff often perform worse than loans
above the cutoff. It is a prudent practice to evaluate low-side overrides by comparing them
with the bad rate at the lowest score band above the cutoff; the highest-scoring overrides just

under the cutoff should theoretically outperform the marginal passes in the next-highest score
band.

Override analysis is an important aspect of model validation. Decisions to override a model
suggests important information may be excluded from the model. For example, an omission
may result in incorrectly approving applicants who should be denied (low-side override) or
incorrectly denying an application that should be approved (high-side override). Banks
typically track override performance by reason, channel, analyst approving credit, and score
band. They also monitor the volume, the reason codes, and the quality of the override
segment. It is important to know why some applicants with low scores are approved and
others with high scores are denied. Override volume and quality may support the need for
underwriting criteria or score cutoff changes. Table 2 shows an example of override tracking.

Table 2: Example of Override Tracking

Scorecard Overrides

Number of Percentage Number of | Percentage Percentage Percentage

overrides of overrides overrides | of overrides | of bad loans | of bad loans
Score range approved approved denied denied (volume) (dollars)
800 orhigher 50 100% 0 0% 1% 1%
750-799 100 95% 5 5% 1% 2%
700-749 200 93% 15 7% 2% 4%
675-699 300 88% 40 12% 3% 6%
650-674 400 89% 50 11% 5% 9%
625-649 60 15% 350 85% 8% 15%
600-624 10 9% 100 91% 1% 20%
Less than 600 2 4% 50 96% 100% 100%

Low-side overrides can be tracked by number as well as by dollar balances. Generally, banks
establish low-side and high-side override limits. Overrides are generally monitored as part of
back-end analyses. Based on the performance of overrides, management can make
adjustments to the models to reduce the volume of low-side and high-side overrides in the
future.

35 A high-side override can occur when the bank considers variables or characteristics that were excluded from
the model.

3 UnderRegulation B, the prohibited bases are race, color, religion, national origin, sex, marital status, age, the
factthatallora part of the applicant’s income derives from any public assistance program, or the fact thatthe
applicant has in good faith exercised any right under the Consumer Credit Protection Act orany statelaw on
which an exemption has been granted by the CFPB. Referto 12 CFR 1002.2(z), “Prohibited Basis.”
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Scorecard-tracking reports, also known as ongoing model monitoring reports, are crucial for
effective scorecard management and provide valuable information for risk management and
marketing. Bank management generally monitors model performance to determine how
much the bank’s customer population has changed, to analyze and adjust cutoffs, and to
determine when it is time to redevelop a model. Reporting frequency varies from monthly to
quarterly, depending on volume, materiality, and the level of risk involved.

Scorecard reporting comprises two broad categories, front-end reports and back-end
performance reports. Front-end reports measure score distribution changes in the customer
and essentially determine whether the customer population is changing. This is important
because if the population changes significantly, it triggers the need for additional model
analysis and, possibly, model adjustment (e.g., recalibration, alignment, or weighting) or
redevelopment based on bank-established performance thresholds.

Key front-end reports include the following:

e Application distribution reports: Track approvals and denials and high- and low-side
overrides by score band, provide feedback on application volumes and the success of
marketing programs, and serve as an early warning of shifts in the risk profile.

e Population stability reports: Identify changes in the population by comparing score
distributions of the developmental sample with current production.

e Characteristic analysis reports: Compare the base population with actual results for
individual attributes. Tracking the change and trend of the attribute distribution over time
is a prudent practice. Third parties often provide developmental sample population
factors in scorecard manuals. Banks may also form a portfolio-specific benchmark
population from the testing or first use of the model and track population stability over
time. Banks may find it most useful to focus on the heavily weighted variables in a score.

e Scoring accuracy reports: Present the volume of scoring errors sorted by those deemed
significant versus minor. Significant errors may represent miscalculated scores resulting
in decisions on overrides that are inconsistent with the cutoff; minor errors are mistakes
that if corrected would not alter the credit decision.

Back-end reports compare actual versus expected results, and essentially determine whether
scorecards still differentiate risk sufficiently and indicate levels of risk accurately, depending
on their use. Back-end reports serve the dual purpose of measuring model efficacy and
evaluating overall portfolio quality.

Key back-end reports include the following:

e Vintage tables and charts: Measure the performance and trends of accounts originated
each month or quarter. These generally are the most fundamental and indispensable
model and portfolio management tools.

e Backtesting reports or delinquency distributions reports (DDR): Compare scores
with subsequent performance and evaluate the accuracy and rank-ordering ability of the
scorecards over time. DDRs present coincident delinquencies and actual delinquencies at
a pointin time. This analysis is also used to evaluate the score-to-odds calibration and
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whether adjustments need to be made. It is also prudent to evaluate the accuracy of the
scorecards for combined scorecards.

e Maximum delinquency distributions reports (MDDR): Identical to DDRs, except that
MDDRs show “ever delinquent” statistics, which include delinquent loans that were
cured, repaid, or charged off. Delinquencies are presented using the same “bad rate”
definition used in the model development.

e Benchmarking: Compares a model’s inputs and outputs to estimates from alternative
internal or external data or models. Post-implementation vintage tables or charts and
delinquency distributions are typically benchmarked against the performance
distributions generated from the development sample to determine whether the models
are performing as expected. The distributions and tables based on the development data
should reflect the bank’s best guess of expected outcomes. Moreover, trends in the
benchmarking analysis would be evaluated to differentiate between random, but
temporary, deviations in performance (which may warrant minor changes in strategies)
from permanent, systematic deviations (which may warrant recalibration or
redevelopment of the models). Comparing the performance of two models on the same
data sample is also referred to as benchmarking. For example, a custom score could be
benchmarked against a generic score to evaluate whether the trend in both scores’
performance is similar or different. To compare the performance of two models, a sample
other than either model’s development sample must be used.

e Chronology logs: Identify internal and external changes that are expected to affect model
performance and the credit function so that a model can be properly evaluated in the
future. For example, a chronology log records important external macroeconomic
indicators, such as recession or changes in the unemployment rate, and internal changes
such as changes in cutoffs, collection strategies, or override policies.

e Early-warning analysis: Uses benchmark performance over shorter time horizons than
those used in the development of the model. Although the performance window from
many scoring models is 24 to 36 months, waiting up to three years to generate a valid
back-end analysis may be an unsafe or unsound practice. For that reason, early-warning
performance benchmarks based on the performance of the model development sample
over shorter performance horizons (e.g., 3, 6,9, 12, 15, and 18 months) are typically
constructed and used to project the performance of the current portfolio over the next 24
to 36 months. Banks may track a different delinquency than the one modeled (e.g.,
tracking also 60 days past due instead of just 90) to accommodate the shorter
performance horizon associated with early-warning analysis.

Scorecard tracking reports are most effective when they are comprehensive and consistent
with the purpose of the model and when they use a level of rigor reflecting the importance of
the model in the decision process. Statistically valid tests are often more effective than the
use of judgment-based evaluation of charts.

Back-end analysis in particular is most effective when conducted at an appropriate level of
granularity, considering both key areas of business and model risk. For example, a model
may show high performance on aggregate but be underperforming in key segments, such as
marginal customers where the model’s score is most material in approve/decline and credit
decisioning.
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Prudent tracking practices include pre-committing to concrete performance bounds at the
segment level and on aggregate to ground expectations on model performance. Breaches of
performance bounds are typically then followed by concrete action steps to address model
performance, such as root cause analysis and model recalibration/redevelopment.

Third parties and credit repositories periodically publish scorecard odds for generic models.
Although the data can be informative and useful when implementing a new model, the data
are often outdated and differ significantly from individual bank results. Such pooled-data
odds are generally not an appropriate substitute for portfolio-specific performance metrics
and credit score-to-odds mapping that is the basis for subsequent monitoring. Model
revalidations are typically performed using a discrete sample of applications and regularly
computed model separation measurements (e.g., Kolmogorov-Smirnov [K-S] scores or chi-
squared test).

It is important for bank management to understand

which models are deployed.

how the models are used.

what control systems are in place to manage and monitor model performance.

findings and model limitations raised by model validation.

the quality of model risk management evaluated by internal audit.

how cutoffs and strategies are developed.

how risk/reward tradeoffs are made.

how bank management analyzes portfolio and vintage performance and uses that
information to alter or improve targeting, underwriting criteria, cutoffs, and other scoring
strategies.

In short, bank management typically determines whether the bank’s models and related risk
management processes ensure that risk remains within approved tolerances.

Marketing and Underwriting of New Accounts

The competition in the credit card industry, combined with the relative saturation of the
market, makes new account acquisition a key component of a successful credit card program.
Marketing for new accounts hasevolved from a relatively simple process of offering credit
cards to existing bank customers through “take-one” applications in branches to active
marketing and solicitation via diverse media channels across a large, often nationwide,
market. More specifically, account acquisition is most often accomplished through three
distinct methods: prescreened solicitations (typically using direct mail); approval of
completed applications; and portfolio acquisitions from third parties. Each method should
include sound underwriting practices to achieve and maintain desired portfolio quality.

Marketing is expensive and carries risk. Even successful marketing programs can leave the
bank with a new population of customers with higher risk profiles than the bank initially
sought. A bank’s marketing program typically depends on its size, strategy, and growth
plans, appetite for risk, and distribution network. A bank’s risk management function
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typically reviews marketing initiatives to verify that the initiatives are consistent with the
bank’s risk appetite. The bank’s marketing activities should be guided by a detailed, realistic
marketing plan that is consistent with the overall goals and objectives of its strategic plan and
complies with applicable laws and regulations.3” Involving key functional areas of the bank
(e.g., credit risk management, operations, systems, legal, and compliance) in all aspects of
the marketing process helps control risks associated with marketing activities. Other
important components of a successful marketing program include experienced and competent
management and staff, reliable projections and market analyses, and complete and accurate
reports that track performance by product and initiative (such as a specific promotional or
balance transfer program).

Prescreened Solicitations

In a prescreened solicitation program, a credit card issuer generally uses a list of potential
customers to whom it will make firm offers of credit. Compilation of the list of names is
typically a joint effort involving the bank’s marketing and risk management functions or
credit divisions. Marketing is usually responsible for identifying the targeted population,
creating the products the bank offers, and controlling marketing costs. The risk management
function’s main responsibilities generally include establishing the prescreening credit criteria,
establishing credit lines, confirming compliance with appropriate consumer and fair lending
laws and regulations, and monitoring the success of the program after the accounts are
booked. The area in the bank responsible for the finances of the credit card program may
play a key role in projecting the impact that credit and marketing decisions will have on the
profitability of new accounts obtained through prescreened solicitations.

Before proceeding with any prescreened solicitation program, it is important for the bank to
have in place the systems necessary to capture and monitor needed data once accounts are
booked. For example, systems may need to capture credit bureau scores, number of
respondents, and reasons an applicant’s credit score may decline after approval. Itis also
important for bank management to monitor the actual results of a prescreened solicitation.
These types of offers take time to develop and often give the borrower a period of time to
respond to the solicitation. During that period, bank management typically compares
accounts booked to expected credit criteria to ensure that the solicitation is providing the
credit profile and level of risk expected. Large deviations from the expected results could
indicate the need to end, expand, or increase management of the solicitation.

Credit card issuers usually plan prescreened campaigns throughout the year to obtain new
accounts. They may either purchase a list of names from a third-party list provider or from
the credit bureaus, or they may identify a segment of the bank’s customers. The bank then
provides these lists of names, along with written instructions of its prescreened criteria, to the
credit bureaus to start the prescreening process. Banks generally specify two types of criteria:
exclusion and credit.

37 For example, marketing materials are subject to the advertising and solicitation requirements in Regulation Z.
Referto 12 CFR 1026.16, “Advertising” and 1026.60, “Credit and Charge Card Applications and Solicitations.”
Marketing programs must comply with the ECOA and all other applicable fair lending laws; section 5 of the
Federal Trade Commission Act,and sections 1031 and 1036 of Dodd—Frank.
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Exclusion criteria are applied to eliminate prospects that the bank does not want to consider
in the mailing. These prospects are not scored. People with seriously derogatory credit
histories, recent bankruptcies, or credit files with limited trade lines are examples of excluded
prospects.

Credit criteria are then used to subdivide the remaining prospects into different groups.
Issuers commonly incorporate credit bureau scores into these levels of credit criteria to create
marketing initiatives targeting prospects whose score ranges suggest a higher probability of
good performance rates. The different criteria levels allow the bank to market to individuals
with the overall risk profile it desires and to offer variations in the product and pricing based
on risk. Prospects usually are segmented into categories suchas A, B, C, D, etc., with the

A category comprising the lowest-risk consumers. Prospects that do not qualify for level A
are considered for level B, those that do not qualify for level B are considered for level C,
etc. The last level includes consumers who do not qualify for the higher levels but passed the
general exclusion criteria.

Banks also establish criteria for credit line assignments. Some banks assign the credit line up
front and disclose it to the consumer as part of the prescreened offer.

Another common approach is for banks to offer the consumer a credit limit up to a certain
amount. The bank does not assign the credit line until after the consumer responds to the
solicitation. The criteria that each bank uses vary but may be based on a combination of
disclosed income, credit bureau score, and criteria level.

Certain practices in connection with this type of “up to” marketing present high compliance
andreptation risks. As a result, banks should not engage in practices that could be
considered unfair, deceptive, or abusive, including the following:38

e Targeting consumers who have limited or poor credit histories with solicitations for a
credit card with a maximum, or “up to,” credit limit that is far greater than most of these
applicants are likely to receive.

e Providing most applicants with a “default credit line” (the lowest credit line available)
that is significantly lower than the maximum amount advertised, while failing to disclose
fully and prominently in the promotional materials the default credit line and the
possibility that the consumer will receive it.

e Advertising possible uses of the card when the initial available credit line may be so
limited that the advertised possible uses are essentially illusory.

Banks should also consider providing and disclosing a readily exercisable mechanism for
consumers to cancel the card at no cost when they learn the actual credit limit granted.3?

*% For more information, refer to the “Unfair or Deceptive Acts or Practices and Unfair, Deceptive, or Abusive
Acts or Practices”booklet of the Comptroller’s Handbook.

3% Card issuers cannotimposea fee on consumers who close theiraccounts. Referto
12 CFR 1026.52(b)(2)(1)(B)(3).
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Prescreened solicitation campaigns often include a promotional rate to attract customers and
to induce new and existing customers to transfer balances from other credit cards. A typical
promotional rate solicitation involves representations that an applicant or current cardholder
may, for a limited time, receive a reduced annual percentage rate (APR) on certain credit
card charges or transactions. The reduced APR generally is in effect for only a specified
period of time.*

Once the credit bureau prescreens the list of prospects against the bank’s criteria, the bank
has the opportunity to review the breakdown by criteria level. The information the bank
receives at this point does not have identifying information about the consumers, such as
names and addresses. This is done to avoid triggering provisions of the FCRA. Therefore, the
bank can still eliminate prospects if it wants to reduce the size of its overall mailing or the
number of consumers solicited within a certain criteria level.

The Consumer Compliance series of Comptroller’s Handbook booklets; the OTS
Examination Handbook, section 1300, “Fair Credit Reporting Act,” and other related
issuances describe FCRA and relevant provisions of the Fair and Accurate Credit
Transactions Act of 2003 (FACT Act). These resources also provide information on a bank’s
ability to deny credit to consumers targeted in a preapproved solicitation campaign. With few
exceptions, once the bank receives the list with prospect names and other identifying
information, a firm offer of credit to each consumer on the list should be made.4! As a result,
management should verify that the list is based on the criteria that it submitted to the credit
bureaus and list processors. For example, management should complete audits to ensure that
the credit bureaus applied the correct credit criteria (i.e., the criteria management originally
submitted, which may differ from its current criteria). Management should complete this
audit after the credit bureau prescreening, but before taking delivery of the names.

Many banks use a third-party list processor throughout the prescreening process. The list
processor performs various steps, such as eliminating duplicate names and existing
cardholders and verifying addresses. The bank may also use scoring models to help identify
consumers who would be more likely to respond and to provide more income to the bank by
revolving their balances. Identifying more likely responders has become a very important
aspect of prescreening campaigns, since industry reports show that response rates have
declined from around 5 percent to less than 1 percent in recent years.

After the bank receives the prospect names, it solicits the consumers by direct mail,
telemarketing, social media, or a combination of these and other solicitation efforts. The bank
or a third-party then processes the consumer responses. Some banks then obtain updated
credit bureau information on all responders. This may lead to a favorable or unfavorable
change in credit score, not necessarily because a consumer’s behavior has recently changed,
but because the bank now has a more complete profile of the borrower. Once the bank books

% Such promotional offers are subject to limitations and disclosure requirements in Regulation Z. Referto
12 CFR 1026.16and 1026.60.

1 Referto 15 USC 1681b(c)(1) for the requirements for furnishing reports in connection with credit or
insurance transactions that are notinitiatedby a consumer.
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the new accounts, its risk management function should analyze the results and characteristics
of the responders to determine whether the bank was successful in attracting the types of
consumers it intended to target.

Results of previous prescreened solicitations provide valuable information for future
programs. One method the risk management function may use to analyze results is to
complete a vintage analysis. Bank management may organize vintages by solicitation
campaign or by quarterly or annual periods. At a minimum, most vintage reports include
delinquency and credit loss information. A more comprehensive vintage report would include
bankruptcy, activation, utilization, and attrition information. Vintage reports are an effective
way to compare the performance of various segments of the portfolio, based on the
origination period and acquisition method. The reports also can be used to compare actual
with projected performance to enable the risk management function to determine the reason
for significant differences.

A bank’s risk management function typically helps establish credit criteria and performance
projections before the prescreened solicitation campaign is executed and also analyzes the
results of the campaign after execution. Sound oversight generally includes a review of the
results of prescreened solicitation campaigns within a relatively short time, such as three
months, to determine the quality and quantity of responders. Reviews of activation rates,
balances, and delinquencies would typically occur shortly after execution. Over the next six
months to a year, the risk management function may review the financial results of each
major prescreened solicitation campaign, comparing these results to initial forecasts.

An effective account acquisition program usually includes testing changes in credit standards
and marketing practices before full rollout of the campaign. Effective testing programs have
defined objectives and requirements for analysis, review, and decision making. A bank may
perform a wide variety of tests to evaluate variables, such as changes in criteria, cutoff
scores, pricing, and product type.

For example, assume a bank plans to solicit 1,000 names for a prescreened offering. One test
may allow 50 of those solicited to have two 60-day delinquencies on credit reports within the
previous 12 months, even though this population normally would be excluded from offers.
These 50 are the test group. The remaining 950 solicited consumers are the control group.
Bank management then monitors the test group’s performance in relation to the control group
until management can reach a reasonable conclusion about the effect of the change in
delinquency standards. The time period for tests may vary, depending on the credit standard
or borrower characteristic management is testing. It may take up to 18 months before a bank
can make a valid conclusion regarding changes to credit criteria.

Applications

Banks market credit card applications in various ways, including via the internet, direct mail,
telemarketing, magazine inserts, partner relationships, and countertop “take-one”
applications. Most banks use an automated application processing system to process
applications. Typically, information from applications filed electronically goes directly to an
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issuer’s application system, while an analyst may manually process an application mailed to
the bank. The bank automatically obtains a credit bureau report in connection with
processing an application. Appropriate controls typically include processes to confirm that
data from the applications are entered correctly.

In recent years, major issuers relied primarily on automated scoring systems to decision
credit card applications, with a small segment of applications referred to judgmental
underwriting. Judgmental underwriting involves undertaking a manual review using the
bank’s underwriting policy and established guidelines that define the quality of new
accounts. When credit scoring is used to grant credit, quality is controlled by setting the
cutoff score based on the desired loss rate. Because of the volume of applications and the
desire for rapid decision making, most large issuers use scoring. When judgmental
underwriting is included in making the credit decision, it should be tightly controlled to help
ensure that underwriters or analysts consistently follow policy and comply with applicable
consumer protection-related laws and regulations. The bank controls the quality of new
accounts by establishing well-understood controls and credit guidelines in its policy and
performing routine QC reviews.

A card issuer must consider a consumer’s ability to make the required minimum periodic
payments under the terms of an account.*? Specifically, issuers must determine an applicant’s
ability to pay based on an assessment of the applicant’s current or reasonably expected
income or assets and his or her current debt obligations. The card issuer may limit its
consideration of a consumer’s current or reasonably expected income or assets to the
consumer’s independently verifiable income or assets. To meet the ability-to-pay
requirement, issuers should have access to information regarding the applicant’s income or
assets and current obligations at the time of application. This information may be available in
several ways: The applicant may provide it at application; the issuer may have access to
recent information (e.g., within 12 months) through other established bank products, as well
as from third parties (such as data aggregators) or affiliates, subject to applicable
information-sharing rules; or the information may be estimated through an income estimator
model that is “empirically derived, demonstrably and statistically sound.”*3

The underwriting process varies among issuers. The proportion of scored versus
judgmentally decided applications is not always the same. Most issuers choose to assess
ability to pay as the last step in the approval process, but issuers do not have to wait until the
end of the process to do so. Whatever the bank’s underwriting structure, however, examiners
should determine whether the bank has established and implemented well-defined guidelines
for the credit approval process to mitigate compliance, operational, credit, andreputation
risk.

42 Referto 12 CFR 1026.51.

# Referto 12 CFR 1026, supplementI, comment51(a)(1)(i)-5.
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Portfolio Acquisitions

Investors acquire credit card portfolios for many reasons. They may want to expand an
already established credit card business quickly, realize improved economies of scale,
diversify product lines or niches and geographic markets, or increase profits. A seller, on the
other hand, may wish to reinvest in other investments, recapitalize its business, or increase
liquidity. Whatever the reason, there are markets for credit card portfolios, and the premiums
can be lucrative.

Banks should have procedures, systems, and controls in place to govern portfolio
acquisitions. Procedures provide consistent analysis throughout the acquisition process and
reduce the risk that a critical item or aspect of the transaction will be overlooked. Effective
procedures incorporate detailed instructions regarding such areas as prospective portfolio
reviews, due diligence, and final analysis.*

Further, the due diligence review should include an assessment of the selling institution’s
policies and processes for its customer identification program (CIP), Bank Secrecy Act/anti-
money laundering (BSA/AML) program, and Office of Foreign Assets Control (OFAC)
compliance to determine whether the selling institution’s activities are consistent with the
acquiring bank’s procedures. Also, credits that are inconsistent with the acquiring bank’s risk
management should be identified and removed from the portfolio acquisition. If the portfolio
contains subprime credit cards, examiners should refer to the guidance in OCC Bulletin
1999-10, “Subprime Lending Activities: Interagency Guidance” (national banks and FSAs),
and OCC Bulletin 1999-15, “Subprime Lending: Risks and Rewards” (national banks).
Although OCC Bulletin 1999-15 does not apply to FSAs, it describes prudent practices that
FSAs may consider when managing a portfolio containing subprime credit cards.

Examiners should test a sample of new accounts to determine the level of adherence to the
bank’s policies and the quality of accounts coming into the bank. Sampling techniques are
discussed in detail in appendix A, “Transaction Testing.” Refer to the “Purchased Credit
Card Relationships” section of this booklet for a discussion of intangible assets resulting
from credit card portfolio acquisitions.

Account Management

Account management is the loan administration piece of credit card lending and describes the
treatment of booked accounts. As with account acquisitions, account management includes
heavy involvement from risk management or risk policy, marketing, operations, compliance,
customer service, customer retention, and payment processing.

Examiners should refer to guidance issued in OCC Bulletin 2003-1, “Credit Card Lending:
Account Management and Loss Allowance Guidance,” which covers such areas as credit line
management, over-limit practices, minimum payment and negative amortization, workout
and forbearance practices, income recognition and loss allowance practices, and policy

* For more information aboutloan purchase activities, refer to OCC Bulletin 2020-81, “Credit Risk: Risk
Managementof Loan Purchase Activities.”
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exceptions. Although the “Introduction” section of this booklet discusses account
management in general terms, examiners should refer to OCC Bulletin 2003-1 during the
examination process. Examiners should also review the steps in the “Examination
Procedures” section of this booklet, as well as the steps in appendix A, “Transaction
Testing.”

The account management process begins with monitoring at the levels of portfolio, portfolio
segment (e.g., product, vintage, credit risk, marketing channel), and account. Bank
management relies on MIS and tools, such as behavioral and credit bureau scoring, to
identify positive and negative trends. Analyses of those trends and the reasons behind them
provide bank management with a basis for strategies to enhance performance and optimize
profitability. These strategies often involve credit decisions. The analysis should also cover
the types of activities in which customers engage and should include a determination whether
the activities are consistent with similarly situated customers. The eligibility requirements
and treatment characteristics are as important as the underwriting criteria for the product.

Account management strategies can be used on an individual account basis, or for entire
portfolios or selected segments of portfolios. The strategies can be manual or automated.
Regardless of the strategies employed, banks should develop and implement policies and
procedures that adequately monitor and control the assumed risk and that provide for
consistent treatment of similar customers. Account management processes for small or
noncomplex banks are typically not as formal and automated as they are in large or complex
banks. Examiners should assess whether account management processes are commensurate
with the size, complexity, and risk profile of the bank’s credit card lending.

Some banks use a one-size-fits-all approach to account management, in which there is one
option and the customer either meets the criteria or does not. Other banks deliver a range of
options based on each customer’s creditworthiness and needs. The latter approach requires
extensive use of technology and system support but can expand the account management
options that the bank uses and prove to be more profitable in the long run.

Just as with initial product design, bank management should test account management
initiatives before full implementation, as described in OCC Bulletins 2003-1 and 2017-43.
Banks often use a “champion/challenger” technique to test account management initiatives,
in which the existing practice is deemed the champion and one or more modifications applied
to smaller portions of the portfolio are tested and deemed the challengers. After observing
performance over a period, usually several months, the account treatment that was changed
in or applied to a well-performing challenger may be applied to a larger population or may
even replace the champion. Conversely, poorly performing strategies are either modified or
discontinued. Ongoing and thorough analyses are critical to reaping the benefits of multiple
strategy scenarios. For the strategies to be meaningful, it is important that the strategy
populations be isolated from other account management strategies. Otherwise, it may be
impossible to determine factors contributing to the outcome with any degree of reliability.

Some of the more common account management activities are described in the following
sections.
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Line Increases and Decreases

Generally, lines are increased for account holders who have demonstrated the financial
capacity to perform on a new, higher credit limit. Line increases must be supported with
information documenting a cardholder’s ability to pay.* Conversely, lines may be decreased
for account holders showing negative financial trends, based either on performance on the
bank’s credit card account or credit bureau information. Current account line decrease
programs generally do not reduce line amounts below outstanding balances. In addition,
Regulation Z requires the issuer to provide advance notice of the decrease before an over-the-
limit fee or a penalty rate can be imposed solely due to the consumer exceeding a newly
decreased credit limit.4

Applying line decreases to current accounts is a difficult issue. Credit line assignments have
been a major competition point for many years, and customers may view them as a status
symbol or indication of value to the bank. As banks strive to better control unfunded
commitment exposure, however, they may reduce credit card limits to better reflect an
account holder’s typical line usage and financial resources.

A bank may also suspend or freeze a line at the cardholder’s current balance. This account
management activity is typically applied when a borrower experiences financial difficulties
and is used in conjunction with a temporary or long-term workout program. These programs
are discussed in the “Collections” section of this booklet.

Over-Limit Authorizations

Banks generally maintain guidelines to determine whether accounts are authorized for
transactions that exceed customer credit lines and to determine how much excess is allowed.
For example, credit card accounts of the most creditworthy individuals may be approved to
allow those customers to exceed their credit limits by 20 percent to 30 percent.

Over-limit approvals are generally granted for only a bank’s most creditworthy account
holders.4” Assigned credit limits reflect the dollars a bank is willing to risk with a given
customer (based on his or her financial capacity and condition). Over-limit approvals are
underwriting exceptions, and it is prudent to identify, track, and report these approvals as
such because accounts with a balance over the stated limit pose more risk than accounts that
do not exceed stated limits. Further, prudent over-limit practices manage and focus on
reasonable control and timely repayment of amounts that exceed established credit limits.
Alternatively, the credit card account holder agreement may require that over-limits be cured

* Referto 12 CFR 1026.51, “Ability to Pay,” and the “Truth in Lending Act (Interagency)”booklet of the
Comptroller’s Handbook for more information onability-to-pay requirements.

% Referto 12 CFR 1026.9(c)(2)(vi).

" Maintaining policies regarding consistent treatment of similarly situated customers in these over-limit
authorization decisions (and other account decisions discussed in this booklet, e.g., approvals and line increases)
can help a bank to avoid violations of fair lending laws and regulations. Such policies may also help to avoid
UDAP and UDAAP.
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when billed; in this case, if the cardholder remits only the minimum payment required
(usually calculated as 1 percent of the principal, along with finance charges, and fees), then
the account is considered delinquent. Banks should provide consumers with clear and full
notice of the consequences of an over-limit.*® In addition, an issuer should not assess a fee or
charge for an over-limit transaction unless the consumer affirmatively consents (or opts in) to
the card issuer’s payment of over-limit transactions. Regulation Z contains additional
requirements for over-limit authorizations and fees.*?

If accounts routinely exceed credit limits, then management may be concerned either with the
initial line assignment or with the risk management process. In addition to chronic over-limit
accounts, over-limit approvals for accounts that previously exhibited high and generally
unused line assignments could signal credit problems. It is a prudent practice for
management teams to assess the bank’s over-limit policies and the impact of these policies
on an ongoing basis.

Repricing of Accounts and Other Changes to Credit Terms

Credit card issuers may increase a cardholder’s APR to address credit risks that arise when
the cardholder fails to make timely payments on the account; this is referred to as penalty
pricing. If the cardholder makes timely payments for six consecutive months at the higher
rate, however, Regulation Z requires that the APR be returned to the rate charged before the
increase.>’

Account Closures

Banks typically have a policy governing when an account should be closed. Sound policies
and procedures typically include processes for identifying and reporting of suspicious
activities, including fraud or suspected identity theft, when appropriate. Although account
closure typically occursas a result of collection and loss mitigation activity, bank
management typically also considers circumstances under which current accounts should be
closed to control risk, contingent liabilities, and cost. Examples of appropriate line closures
include accounts of deceased customers, accounts of bankrupt customers, accounts that have
been inactive for a specified time, and accounts that show significant financial deterioration
over a relatively short time. Policies and procedures typically include language that
recognizes that there are fee and interest restrictions for accounts, for example, in cases of
bankruptcy or a deceased customer. Policies and procedures must address timely settlement
with the executor or administrator of a deceased customer’s account.’!

* The notice in the original credit card agreement mightnotbe sufficient to prevent a cardissuer’s treatment of
over-limits from being considered an unfair, deceptive, orabusive practicein some cases.

4 Referto 12 CFR 1026.56, “Requirements for Over-the-Limit Transactions” for these requirements.

9 Referto 12 CFR 1026.55and the “Truthin Lending Act (Interagency)” bookletof the Comptroller’s
Handbookforrequirements and information about penalty pricing.

! Referto 12 CFR 1026.11(c), “Timely Settlementof Estate Debts” for information on this requirement.
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Cross-Selling Initiatives

Banks generally develop marketing strategies designed to target various components of their
retail credit portfolios with additional loan or service offers. If developed properly, such
activities often serve to reinforce the relationship with the consumer. To avoid practices that
may be unfair, deceptive, or abusive, however, it is important for management to determine
that the customers have not opted out of receiving solicitations; that those customers that are
solicited have the financial resources to support the additional product or service; and that
fee-based services actually add value. Cross-selling initiatives must comply with all
applicable fair lending laws and regulations. Otherwise, the bank could create customer ill
will and violate the law by soliciting customers with inappropriate offers or an unmanageable
payment burden.

Retention Strategies

The competitive environment is rife with substitute offers and refinancing opportunities.
Consequently, many large banks have found it beneficial to develop techniques for
identifying profitable customers who may be targeted by competing offers and to contact
those customers proactively to offer them more attractive or enhanced products that typically
include reduced interest rates, higher credit lines, convenience checks, or upgrades to
associated products or services. Banks that do not engage in proactive offer activities
generally develop reactive profitability and performance qualification guidelines for
alternative products or a refinancing should a customer call to close an account. As with
other account management activities, sound risk management generally includes tracking the
volume of retention calls (in and out), the “save” rate, and the ongoing performance of those
accounts. This information can be used to assess the profitability of retention initiatives and
to adjust policy.

Other Account Management Tools

Some banks offer “payment holidays,” or skip-a-pay programs, in which customers are given
the option to skip a payment for a billing cycle. This practice has evolved in response to
competition. Although these programs generally may be profitable to the bank because
interest continues to accrue during the billing cycle, they can be detrimental because they
lengthen the repayment term and impair risk analyses that rely on regular payment streams.

“Pay-aheads” occur when a customer makes a payment that exceeds the minimum amount
due and the bank keeps track of the excess payment and reduces future payments
accordingly. When the customer makes a substantial payment over the minimum payment
and the payment is applied to future payments, the borrower may have months or periods
when no minimum payment is required. Bank management uses the required minimum
monthly payment to measure the borrower’s ongoing willingness and ability to repay the
outstanding card balance. Having periods with reduced or no minimum payment can inhibit
management’s ability to measure the borrower’s ongoing willingness and ability to repay.
The use of pay-aheads may reduce the accuracy of delinquency reporting. Sound risk
management generally limits the use of pay-aheads to accounts with low risk characteristics.
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Banks that accept pay-aheads on credit card accounts must comply with 12 CFR 1026.53,
which sets forth the requirements for the allocation of the excess payment amounts.

Match-pay programs are yet another type of account management tool. In this program,
frequently used in collections, the bank offers to match all or a part of the payment being
made by the borrower. The bank’s portion of the payment is typically limited to an amount
that results in a principal reduction only and is not so large as to cover finance charges and
fees.

Finally, convenience checks present risks that a bank can minimize by offering the product
only to customers exhibiting low credit risk and low line utilization. Frequently, these checks
come with a low, promotional interest rate to induce customers to use them. Banks generally
implement controls to reduce risks associated with convenience checks. For example,
convenience checks with a short-term expiration date, usually 30 or 45 days, limit the risk of
a cardholder using the checks at some date in the distant future when he or she is
experiencing a financial hardship.

Banks may also offer incentives to borrowers for credit card use, including rewards for
travel, points for purchases and discounts, cash back, and other offers. These incentive
programs and their structures vary across issuers and credit card products. Examiners should
evaluate the risks and risk management of incentive programs.

Examiners should be mindful of incentive programs with cash back rewards and the potential
impact to repayment capacity. When borrowers are affected in times of economic distress,
such as natural disasters, banks may allow borrowers to apply cash back rewards or convert
miles or points to cash to make the minimum monthly payment. This practice could be
reasonable in the wake of a natural disaster but may not be a reasonable practice in the
normal course of business. If a bank allows the borrower to receive a cash payment with cash
back rewards, then it is reasonable to assume that the borrower could use the cash to make
the minimum payment. Repeated borrower use of cash rewards to make minimum payments
does not, however, demonstrate the borrower’s ongoing willingness and ability to repay and
could, in extreme situations, mask delinquency resulting from changes in a borrower’s
financial situation. This may not be a significant risk as cash back rewards tend to be low
relative to minimum payment requirements. These accounts could pose a different level of
credit risk than borrowers making payments as agreed without using cash rewards.

Banks that allow for the conversion of miles or points to cash may exhibit increased credit
risk as these conversions are not standardized and could vary by program for a miles card
compared to a points card even when issued by the same bank. Different conversion rates
could create confusion for borrowers and could lead to an increase in complaint volumes. If a
bank uses conversions, disclosure of information about the conversion rate and usage is
prudent to include in contracts or disclosures to borrowers.

Prudent risk management practices include covering these tools in bank policy, closely
monitoring their use, and periodically assessing to confirm that the tools are not used to mask
delinquencies. Further, account management reports typically depict the condition of the
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portfolio accurately and completely. Reports and analyses should identify and explain trends
and anomalies. From these reports, management may be able to discern the level of success
of strategies in place and the strategies’ impact on performance. Examiners should evaluate
how bank management uses account management reports to adjust policies and strategies, as
well as the timeliness of management responses to identified concerns.

Examiners should test various account management strategies through a sampling of
accounts. Information on sample types and sizes is included in appendix A, “Transaction
Testing.”

Securitized Assets

Asset securitization began with structured financing of mortgage loan pools in the 1970s. The
market continued to evolve with the securitization of auto loans and credit card receivables in
the mid-1980s. From that time until the recession that began in 2008, banks and other
financial services providers significantly increased the use of asset securitization to fund
receivable growth, manage balance sheets, and generate fee income. Securitization activity
has been limited since the 2008 recession, as banks have used low cost funds to provide
liquidity. The volume of securitization activity may increase over time if alternative liquidity
sources become less cost effective than securitization.>2

Collections

As with other loan portfolios, issuers experience credit and fraud (operational) losses in
credit card portfolios. Reasons for the losses include changes in underwriting standards, mass
marketing of cards in a saturated market, economic downturns that may influence a
consumer’s ability to repay due to unemployment or reduced income, consumer bankruptcy,
information breaches, and identity theft. Collection systems and controls historically have not
kept pace with new account generation, and examiners should focus on all collection
processes.

Credit Losses

An effective collection process is a key component of controlling and minimizing credit
losses. The problems associated with an inadequately managed collection function include

e reduced earnings caused by increased loan losses and reduced recoveries.

e inaccurate or late communications of performance concerns to senior management and
the board of directors.

e inaccurate reporting of past-due and charged-off loans, and possibly imprudent strategic
decisions for the loan portfolio.

32 Referto the “Asset Securitization” booklet of the Comptroller’s Handbook (national banks) and OTS
Examination Handbook, section 221, “Asset-Backed Securitization,” (FSAs) for more informationand
examination procedures about credit card securitizations.
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e improper use of re-aging (that is, changing the delinquency status of an account), fixed
payment and other workout programs, settlement agreements, or other collection-related
practices.

e insufficient allowance for loan and lease losses (ALLL) or allowance for credit losses
(ACL) caused by weak MIS, inaccurate past-due figures, and the improper use of re-
aging, fixed payment programs, etc.

e inadequate audit trail for collection and recovery activities.

e poorly trained employees, resulting in loss of productivity, collections, and recoveries.

e violations of law and regulations, potentially including fair lending issues.

The collection function is challenging to manage properly because of the size and complexity
of the typical credit card issuing business and the labor-intensive nature of collections.
Consequently, the use of specialized, state-of-the-art technology is increasingly appropriate
to optimize productivity and control overhead costs. Bank management responsible for
collections typically use the technology and current and historical information at its disposal
to formulate a strategy for optimizing the bank’s collection efforts. The collections strategy
typically directs collection efforts to accounts with the greatest risk of loss and the greatest
potential for collection.

Collection departments may be structured in several ways. The most common approaches are
“cradle-to-grave” and back-end/front-end segmentation. In the cradle-to-grave approach, a
collector works with an account from the earliest stage of delinquency through all of the
succeeding stages, or delinquency buckets. This approach is most often used in community
banks in which the collection staffis small. In the back-end/front-end segmentation
approach, some collectors specifically handle early-stage (front-end) delinquency accounts
while others handle later-stage (back-end) accounts. Large banks often use this approach.

Some banks have chosen to outsource the collection function to a third party, rather than staff
an internal department. Because the third party is collecting the bank’s accounts, however,
there is increased compliance andreputation risk with this type of activity. Banks that use
such third parties should engage in sound third-party risk management. Third-party risk
management should include confirming that the third party is adhering to all legal and
regulatory requirements and treating the bank’s customers appropriately.>3

Collection departments vary significantly in structure and approach. They have at least one
challenge in common, however: the need to closely supervise collection staff. Collection
supervisors typically have both collection experience and good management skills.
Collection department supervisors regularly review collectors’ performance in areas such as
number of contacts made, time per contact, and promises to pay versus dollars received.
Supervisors’ monitoring of customer complaints regarding collection and individual
collectors’ calls, as well as the documentation for those calls, helps ensure that collectors

%3 For more infommation about third-party risk management, refer to OCC Bulletins 2013 -29 and 2020-10.
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treat customers fairly and comply with internal policies and debt collection laws and
regulations.>*

Examiners should understand how bank management determines the optimum level of
accounts per collector, a crucial factor in preventing and controlling charge-offs. A single
collector can be responsible for hundreds of accounts. A collector’s assigned workload can
vary widely depending on the type of account (bank card or retail) and the technology used.
In addition, front-end (early delinquency) collectors typically handle significantly more
accounts than back-end (severe delinquency) collectors.

Collection strategies determine the specific accounts on which collectors work, the timing of
collection activities, and the manner of the contact (e.g., phone calls, collection letters, or
legal letters). In many banks, collection strategies rely on behavioral scoring models that
predict the likelihood of collection. Some banks also use champion/challenger collection
strategies. Using such information, bank management can effectively direct collection efforts
with an emphasis on dollars at risk. Bank management typically maintains close control over
collection strategies because, in some cases, a seemingly minor change can significantly
affect the dollars collected. Examiners should assess the effectiveness of the bank’s
collection strategies, processes, and reports generated.

Collections strategies are advancing with technology as banks are using Al and ML to hone
the collections process. These strategies have expanded over time and are expected to create
efficiencies and more targeted strategies focusing collectors’ activities on borrowers who are
more likely to pay and looking for other collection methods for borrowers who do not
respond to traditional collection methods. Banks are also using text alerts and social media
contacts to prevent defaults and enhance their relationship with customers to make collection
efforts easier.

Examiners should have a general understanding of the technologies employed by collection
departments to evaluate a collection department’s effectiveness. Examiners also should
review the bank’s collection training program. Nearly all well-managed collection operations
have formal classroom and on-the-job training programs, which include instruction on new
processes, procedures, or regulatory requirements for new and existing employees.
Examiners should also assess whether collections practices comply with the requirements of
the FDCPA.

Management of an account increasingly includes practices such as re-aging, fixed payment,
settlement, and Consumer Credit Counseling (CCC) Service programs. The “Uniform Retail
Credit Classification and Account Management Policy’> and “Credit Card Lending:

3 Referto the “Compliance Management Systems” booklet ofthe Comptroller’s Handbook for more
information about complaintresolution processes.

> Referto OCC Bulletin 2000-20, “Uniform Retail Credit Classification and Account Management Policy:
Policy Implementation.”
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Account Management and Loss Allowance Guidance”>¢ provide guidance on the use of these
collection tools. Although the following sections describe these tools, examiners should refer
to these issuances for more information.

Re-Aging

The credit card industry often uses a tool called re-aging, which involves changing the
delinquency status of an account. The term applies to both forward and backward changes,
and re-aging often occurs in both the customer service and collection areas. For example, a
payment on an account subsequently returned for not sufficient funds (NSF) could result in
re-aging the account into a more severe delinquency status, whereas a delinquent account
could be brought current if certain payment requirements are met. This discussion focuses on
instances of collectionre-aging in which delinquent accounts are brought current rather than
on one-time customer service actions (e.g., correcting bank errors, cases involving a
borrower who does not have history of becoming delinquent).

The practice of bringing a delinquent account current originated to acknowledge and assist
customers who corrected previous, usually one-time, cash flow problems. To prevent the
accounts from showing as perpetually delinquent, the bank re-ages them to show them as
current. The practice evolved with some issuers inappropriately using re-aging to mask
longer-term or frequent delinquency of troubled borrowers.

Consistent with the “Uniform Retail Credit Classification and Account Management
Policy,”>” banks that re-age open-end accounts should establish a reasonable written policy
and adhere to it. For example, a policy may provide that the borrower make at least three
consecutive minimum monthly payments or the equivalent amount before the account can be
re-aged to current. Three consecutive payments, rather than a single lump-sum payment, may
be better evidence of the customer’s ongoing willingness and sustained ability to pay. In
addition, the policy may provide that an account should have been on the books for at least
nine months to be eligible for re-aging and that the number of re-agings on an account should
be limited to one in 12 months and two in five years. Examiners should

e carefully review the analysis that supports the bank’s decision to re-age accounts and the
bank’s re-aging parameters.

e understand the re-aging program in place and review available reports.

e assess the bank’s re-aging practices, including bank management’s supervision of the
activity.

e sample a number of re-aged accounts to determine whether the bank’s practices are
consistent with its policy.

3¢ Referto OCC Bulletin 2003-1, “Credit Card Lending: Account Managementand Loan Loss Allowance
Guidance.”

7 Referto OCC Bulletin 2000-20.

Comptroller's Handbook 41 Credit Card Lending



Version 2.0

Examiners also should consider the bank’s policies and practices in light of the “Uniform
Retail Credit Classification and Account Management Policy.”>® Sampling techniques for re-
aged accounts are included in appendix A of this booklet.

Because of potential risks associated with re-aging, the practice should be governed by
appropriate policies and procedures. The bank’s re-aging policy typically addresses the

following:

e Approval and reporting requirements.

e Age of the account before it is eligible for re-aging.

e Status of the account while re-aging: closed, blocked, or open.

e Consideration of the borrower’s overall capacity to repay (factors such as income, length

of employment, and other debts) in the re-aging decision.

An improperly managed re-aging program can lead to pools of problem receivables. It also
can understate delinquency and charge-off figures, as well as impede accurate analysis of the
adequacy ofthe ALLL or ACL. Therefore, reports for the re-aging program should be
accurate. Effective oversight of re-aged accounts includes a review of regular reports
showing both the number and dollar amount of newly re-aged accounts (current month) and
those re-aged within the past 12 months. According to the “Uniform Retail Credit
Classification and Account Management Policy,”>® bank management should monitor
cumulative historical data that show the performance of loans that have been re-aged,
extended, deferred, renewed, or rewritten and/or placed in a workout program. Without this
information, management generally cannot determine the effectiveness of re-aging practices.
For example, if the bank ultimately charges off a large percentage of re-aged accounts within
a 12-month time frame, management should determine whether the outcome (dollars
collected before charge-off versus collection costs) justifies the practice.

Fixed Payment Programs

Another practice often used in the collection arena is the fixed payment program. Such
programs are targeted to borrowers with prolonged or severe credit problems in an attempt to
both work with the borrower and to encourage continued repayment. These programs can be
either temporary (up to 12 months, after which the account returns to its original terms) or
permanent (whereby the account is closed and the balance fully amortized over a term that
generally should not exceed 60 months).®® Guidance on the terms of temporary programs and
programs lasting longer than 12 months are addressed by OCC Bulletin 2003-1.

38 Referto OCC Bulletin 2000-20.
3 Ibid.

0 Examiners should be aware that 60 months fora fixed payment program has been common practicein the
past. Overtime, banks have begun testing fixed payment programs of up to 72 months, which may provide
better performance or allow more borrowers to qualify for a workout program. Examiners should assess any
changes to the duration of fixed payment programs to determine whether borrower performance and loan
repayment have improved or declined.
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Although most banks offer one or more fixed payment or other workout programs, program
characteristics can vary. Programs typically consist of a fixed payment amount over a
specified period of time and often include a reduction in interest rate. Concessions such as
reductions in interest rates and delayed payment schedule adjustments may be troubled debt
restructurings (TDR) as defined in ASC 310-40, “Receivables — Troubled Debt
Restructurings by Creditors.” A TDR is a restructuring in which a bank, for economic or
legal reasons related to a borrower’s financial difficulties, grants a concession to the
borrower that it would not otherwise consider.

As would be done for loans and other extensions of credit, estimates of losses on credit card
receivables should reflect consideration of all significant factors that affect the collectability
of the portfolio as of the evaluation date. Examiners should refer to OCC Bulletin 2006-47,
“Allowance for Loan and Lease Losses: Guidance and Frequently Asked Questions on the
ALLL”; OCC Bulletin 2020-49, “Current Expected Credit Losses: Final Interagency Policy
Statement on Allowances for Credit Losses” (for banks that have adopted ASC Topic 326,
“Financial Instruments — Credit Losses™); and the call report instructions.

Loss rates associated with fixed payment programs are generally higher than those of the
total portfolio because of the borrowers’ financial problems. The bank should have policies
that specify the terms and conditions of fixed payment programs, such as qualifications for
entering the program and how long an account can stay in the program (as explained in the
guidance conveyed by OCC Bulletin 2003-1). Prudent oversight of fixed payment programs
involves effective controls and ongoing monitoring. Regular analysis allows management to
determine whether fixed payment programs ultimately benefit or harm the bank.

The examiner should assess the prudence of the fixed payment programs in place and the
dollars involved. The guidance conveyed by OCC Bulletin 2003-1 includes characteristics of
effective fixed pay programs. Examiners should consider these characteristics when
performing transaction testing and understand deviations from the characteristics.

Banks generally re-age accounts to current on receipt of payments equivalent to three
contractual payments at the newly agreed rate and amount. Examiners should review the
bank’s programs to determine whether consumers are just moved from one temporary
program to another and whether enrollment in a program results in an inappropriate
adjustment to the delinquency buckets. As with the review of re-aged accounts, sampling
techniques for fixed payment programs are also included in appendix A, “Transaction
Testing.” As part of transaction testing, examiners should determine whether account files
document whether a consumer’s difficulty is temporary or permanent. If the difficulty is
temporary, file documentation should support the temporary nature of the hardship and
whether a temporary fixed payment program was appropriate. For example, in a temporary
workout situation system, notes for the file might document that the borrower was out of
work with a medical problem and returned to work in two months without further loss of
income. In this case, a temporary payment program might be appropriate. If the borrower
sustained a longer-term issue that resulted in a diminished ability to repay, however, a
permanent workout may be appropriate.
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There are several common issues examiners encounter when reviewing workout programs.
Collectors may not adequately assess or document the severity of the borrower’s financial
difficulty. If borrowers are routinely placed in temporary hardship programs when their
financial problems are of a permanent nature, it could mask the true condition of the
portfolio. High default rates in workout programs may call into question the assessment of
the severity or long-term nature of a borrower’s financial difficulty. In this case, examiners
should question the effectiveness of collection practices around workout programs and, if
appropriate, criticize the practices. In addition, some bank policies allow borrowers to move
from one workout program to another, often when a borrower does not perform or “breaks”
the workout, without adequate analysis supporting this transition. In general, borrowers
should be placed in the workout program with payment terms appropriate to their hardship.
The total length of time a borrower is in a workout program, on a combined basis, generally
should not exceed 60 months.°!

Settlement Programs

Settlement programs are another type of workout program in which the bank agrees to accept
less than the full balance due from a borrower in full satisfaction of the debt. As with any
other workout program, collectors should determine the borrower’s ability to repay under the
settlement terms.

When there is a settlement agreement, the portion of the balance that will not be paid by the
borrower should generally be charged off when the agreement is reached. If a bank’s
technology does not allow for charge-off of a partial balance, the partial balance should be
fully reserved in the bank’s ALLL or ACL. On receipt of the final settlement payment or if
the borrower misses a payment under the agreement, the remaining balance should be
charged off in full within 30 days.

Consumer Credit Counseling

As part of collection efforts, many banks also work with CCC programs. CCC organizations
are typically engaged by the borrower to help them work through their financial difficulties.

A consumer’s acceptance into a CCC program is often based on a counselor’s determination
that the consumer’s financial situation is salvageable. If accepted, the consumer generally
agrees to cancel all credit cards and other open unsecured lines of credit, develop and adhere
to a budget (with counselor guidance), and make debt payments as agreed. The consumer
credit counselor then notifies creditors that the consumer has been accepted into the program
and negotiates reduced payment terms with each creditor. Terms vary by creditor, with some
requiring the full payment amount and others reducing interest and principal payments
significantly in an attempt to stop the account from going to loss. As with the fixed payment
programs, bank management should evaluate these accounts to determine whether they meet
the standards for a TDR. If so, the bank should employ proper accounting practices. Refer to
the “Fixed Payment Programs” section of this booklet for more information.

61 Referto OCC Bulletin 2003-1. Exceptions should be clearly documented and should be supported by
compelling evidence that less conservative terms and conditions are warranted.
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After acceptance into a CCC program, consumers generally then make their payments
directly to the CCC organization, which pays the creditors. CCC programs generally run for
up to 60 months and are considered permanent workout programs under OCC Bulletin 2003 -
1. The National Foundation for Credit Counseling has been soliciting banks to test repayment
programs with terms longer than 60 months. This is an attempt to make repayment more
affordable and available to borrowers who turn to CCC programs for help with loan
repayment.

After receiving confirmation of a consumer’s acceptance into the CCC program and the
typical three consecutive payments (or the lump-sum equivalent) under the plan, a creditor
normally re-ages the consumer’s account to a current status, if the account is otherwise
delinquent. At this point, the creditor generally waives any late and over-limit fees and ceases
all collection efforts, as long as the account complies with the renegotiated terms. If an
account goes delinquent again for any significant period of time, it usually reverts to the
original contract terms, collection efforts commence, and it is dropped from the CCC
program.

Banks generally should have a policy regarding CCC accounts and appropriate systems to
properly account for related transactions with the CCC organization. Banks typically assign
an individual or specific group to supervise and monitor its CCC accounts. It is important for
CCC accounts to be identified to enable accurate reporting of CCC delinquencies and charge-
offs. CCC information should be incorporated into the appropriate loan risk grades and into
ALLL or ACL calculations. The bank should have a process to identify CCC accounts that
qualify as TDRs and determine the ALLL or ACL for these accounts in accordance with
ASC Topic 310-40 or ASC Topic 326, as applicable.

Collections Reports

The collection area typically generates many reports to help manage the risks associated with
this activity. Regular reports for each collection program are an important aid in proper
management and board oversight. Regular senior management review of key collection
reports promotes sound oversight and risk management. A bank’s ability to identify and
quantify all collection program specifics, such as the number of re-agings on an account,
contributes to accurate reporting. The “Uniform Retail Credit Classification and Account
Management Policy: Policy Implementation”®? states that, to be effective, MIS should also
monitor and track the volume and performance of loans that have been re-aged, extended,
deferred, renewed, or rewritten and/or placed in a workout program. MIS provide a
mechanism to assess compliance with rules implementing sections 114 and 315 of the FACT
Act (15 USC 1681m(e) and 15 USC 1681c(h), respectively), 12 CFR 41, and any other
applicable laws and regulations. If a program is not working effectively, management should
take steps to discontinue or modify it. Examiners should evaluate the bank’s reports for
pertinent information and accuracy and may need to criticize any absence of appropriate
tracking and monitoring.

02 Referto OCC Bulletin 2000-20.
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A “rollover,” or “roll-rate” report, is particularly important. Through this report, bank
management can review the number and dollar volume of accounts that move from current to
30 days delinquent, 30 to 60 days delinquent, etc. This information aids management in
projecting accurately the charge-off rates as far as six months into the future and informs
decisions regarding collection staffing levels.

Delinquency and charge-off reports serve as valuable tools in evaluating collection
effectiveness. Monitoring reports are typically generated for the entire portfolio as well as on
a program-by-program basis. Many credit card operations report delinquencies using two
formats: end-of-month (EOM) and sum-of-cycle (SOC). EOM delinquencies are used for call
report purposes and reflect outstanding delinquencies at month-end as a percentage of
outstanding receivables. SOC reports compute delinquencies for each billing cycle, then
aggregate these cycles to determine delinquency for the total portfolio. Unlike EOM reports,
SOC reports ignore the “cleaning up” of delinquencies between the end of the cycle date and
the end of the month.

Bank management may find reports that analyze delinquencies and charge-offson a “lagged”
basis useful, especially if a portfolio has experienced significant growth. Such analyses
calculate current delinquency and charge-off figures as a percentage of receivables
outstanding six or 12 months prior. A “block” or “status code” report provides valuable
information for reviewing the composition of the portfolio (e.g., the number and dollar
amounts of fixed-payment, bankruptcy, fraud, deceased, and canceled accounts). Other
reports should include actual versus budgeted performance, impact of changes in collection
strategies, and performance of behavioral or other scoring models.

Delinquency, Classification, and Charge-Off Policies

Past-due, charge-off, and profitability reports provide bank management with important
information for assessing the quality of the credit card portfolio. Effective reporting identifies
trends in the portfolio with sufficient time for bank management to react appropriately.

Guidance on account classification and charge-off practices is conveyed by OCC Bulletin
2000-20, which, in general, advises that credit card accounts be charged off when they
become 180 days delinquent. Accounts that are placed in long-term amortizing workout
programs should be charged off at 120 days. The bulletin also addresses accounts that are
affected by bankruptcy, fraud, and death, and examiners should review this issuance closely
when assessing a bank’s collection activities.

All accounts that are 90 to 180 days delinquent should be classified as substandard.
Examiners are not precluded from classifying additional portfolio segments as substandard,
however, if a review of credit information and loss performance indicates that such
classification is warranted. For example, a subprime program in which the roll-to-loss rate
from 30 days delinquent is between 30 percent and 50 percent may indicate a need to classify
these assets substandard rather than waiting until they are 90 days delinquent, when the roll-
to-loss rate is 90 percent. Likewise, it may be appropriate to charge off these accounts sooner
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than 180 days if roll-rate information suggests that almost 100 percent of the accounts roll to
loss earlier in the cycle.

Nonaccrual Status

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

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

e paymentin full of principal or interest is not expected, or

e principal or interest has been in default for a period of 90 days or more unless the asset is
both well secured and in the process of collection.®3

The call report instructions provide two exceptions to the general rule:%4

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

(2) Purchased credit-impaired loans need not be placed in nonaccrual status when the criteria
for accrual of income under the interest method specified in ASC Subtopic 310-30,
“Receivables — Loans and Debt Securities Acquired with Deteriorated Credit Quality,”
are met, regardless of whether the loans had been maintained in nonaccrual status by the
seller. For purchased credit-impaired loans with common risk characteristics that are
aggregated and accounted for as a pool, the determination of nonaccrual or accrual status
should be made at the pool level, not at the individual loan level.%

83 Per the callreport instructions, “An assetis ‘well secured’ if it is secured (1) by collateralin the form of liens
onorpledges of real or personal property, including securities, thathave a realizable value sufficient to
discharge thedebt (including accrued interest) in full, or (2) by the guarantee of a financially responsible party.
An asset is ‘in the process of collection’ if collection ofthe asset is proceeding in due course either (1) through
legalaction, including judgment enforcement procedures, or, (2) in appropriate circumstances, through
collection efforts notinvolving legalaction, which are reasonably expected to result in repayment ofthe debtor
in its restorationto a currentstatus in the near future.”

% For more information, refer to the “Nonaccrual Status” entry in the “Glossary” section of the call report
instructions. This entry describes the general rule forthe accrual of interest, as well as exceptions for retail
loans. The entry alsodescribes criteria for returninga nonaccrual loanto accrual status.

% For more information, refer to the “Purchased Credit-Impaired Loans and Debt Securities” entry in the
“Glossary” section of the call report instructions.
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As a general rule, a nonaccrual loan may be restored to accrual status when

e none of its principal and interest is due and unpaid, and the bank expects repayment of
the remaining contractual principal and interest, or
e it otherwise becomes well secured and is in the process of collection.

The OCC’s Bank Accounting Advisory Series and the “Rating Credit Risk™ booklet of the
Comptroller’s Handbook provide more information for recognizing nonaccrual loans,
including the appropriate treatment of cash payments for loans on nonaccrual status.

Recoveries

Recoveries represent collection activities conducted after an account is charged off. The rate
of recovery depends on many factors, including

e previous collection efforts.

e depth and experience of staff.

e adequacy of systems and controls.
e use of technology.

Recovery activities are generally conducted internally and then outplaced to collection
agencies after several months. When out-placing accounts, the bank should maintain strict
controls and appropriate systems to evaluate each agency’s performance, consistent with
sound third-party risk management. Collection agencies receive a percentage of the dollars
collected, typically between 30 percent and 60 percent. The amount varies based on whether
the agency is the primary collector (the first to work the accounts) or the secondary or tertiary
collector. Fees are lowest for the primary agency and highest for the tertiary agency.
Periodically rotating out-placed accounts among agencies helps ensure that the accounts are
actively and appropriately worked.

Sound third-party risk management regarding collection agencies typically includes®

e performing due diligence to confirm that an agency is, among other things, properly
licensed, bonded, and insured.

e ongoing monitoring of the agencies to verify that the agencies operate prudently and
comply with laws and regulations.

e ongoing monitoring of customer complaints against both the bank and the collection
agencies.

Consumer Debt Sales

As providers of consumer credit, banks lend money to be repaid with interest. Banks
underwrite the loans and price them according to the risk associated with the type of lending
and the customers’ creditworthiness. A percentage of the loans that banks make goes unpaid.

% For more information regarding third -party risk management, refer to OCC Bulletins 2013-29 and 2020-10.
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Under guidelines set out in the “Uniform Retail Credit Classification and Account
Management Policy,”¢” banks should charge off open-end credit at 180 days past due. Even
though the bank has charged off the loan, the borrower generally continues to have an
obligation to repay the debt. Atthat point, the bank faces a business decision on how to
recover the loss or whether to pursue collection at all.

The majority of debt that banks charge off and sell to debt buyers is credit card debt, but
banks also sell to debt buyers other delinquent debts, such as auto, home equity, mortgage,
and student loans. Most debt-sale arrangements involve banks selling debt outright to debt
buyers. Banks may price debt based on a small percentage of the outstanding contractual
account balances. Typically, debt buyers obtain the right to collect the full amount of the
debts. Debt buyers may collect the debts or employ a network of agents to do so. Notably,
some banks and debt buyers agree to contractual “forward-flow” arrangements, in which the
banks continue to sell accounts to the debt buyers on an ongoing basis. This section focuses
specifically on debt sales. Many of the principles, however, also apply when a bank hiresa
third party to collect debt on its behalf. Examiners should complete a careful review of these

sales to assess that they are consistent with generally accepted accounting principles
(GAAP).

OCC Bulletin 2014-37, “Consumer Debt Sales: Risk Management Guidance,” conveys
interagency guidance regarding bank debt sales activities. When a bank sells consumer debt,
the bank should have policies, procedures, and practices that help ensure that any third party
purchasing the bank’s consumer debt for its own collection treats customers fairly and
consistently, in accordance with the bank’s expectations and applicable laws and regulations.
Increased risk most often arises from poor planning and inferior performance or service on
the part of the debt buyer, and this may result in legal costs or loss of business for the bank.
Selling debt to a debt buyer can significantly increase a bank’s risk profile, particularly in the
areas of operational, reputatien; compliance, and strategic risks.

e Operational risk: Inadequate systems and controls can place the bank at risk for selling
debt with inaccurate information regarding the characteristics of accounts.

e Compliance risk: This risk exists when banks do not appropriately assess current and
ongoing debt buyer collection practices for compliance with laws, fair treatment of
customers, or the bank’s policies and procedures.

e Strategic risk. Decisions to sell debt to debt buyers should be carefully analyzed by
examiners to assess consistency with the bank’s strategic goals and whether capable
management and staff are in place to perform due diligence and carry out debt sales.

87 Referto OCC Bulletin 2000-20.
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Federal laws applicable to debt sales include the following:

e FDCPA: This applies to debts incurred primarily for the consumer’s personal, family, or
household purposes. Under the FDCPA, “debt collector” is defined broadly to encompass
debt buyers working on behalf of original creditors, including banks.

e FCRA: The FCRA, which is implemented by Regulation V, regulates the collection,
dissemination, and use of consumer information, including consumer credit information.

e Gramm-Leach-Bliley Act (GLBA): Certain provisions of the GLBA and Regulation P,
which implements the GLBA, require banks to provide consumers with privacy notices at
the time consumer relationships are established and annually thereafter. In addition, this
law imposes limitations on banks’ sharing of nonpublic personal information with debt
buyers.

e ECOA: The ECOA and its implementing regulation, Regulation B, prohibit
discrimination in any aspect of a credit transaction on a “prohibited basis.” The
prohibition against discrimination in any aspect of a credit transaction on a prohibited
basis includes collection procedures.

e FTC Act: Section 5 of the Federal Trade Commission Act prohibits UDAP in or
affecting commerce. Public policy may also be considered in determining if acts or
practices are unfair.

e Dodd-Frank Act: Sections 1031 and 1036 of Dodd—Frank Act prohibit banks from
engaging in UDAAP.

Third parties collecting debt on behalf of the bank (debt placement relationships) should be
included in the bank’s third-party risk management processes.%®

Fraud Risk Management

Fraud is a continuing problem with credit card programs. By its very nature, the product is an
easily obtainable, unsecured line of credit managed by the consumer, making it an ideal
mechanism for fraud. The bank card associations, issuers, and acquirers, the U.S. Postal
Service, and other entities have strengthened systems and controls to reduce fraudulent
activities. Despite significant advances in detection, however, fraud—specifically identity
theft—continues to be a major issue in the credit card industry.

OCC Bulletin 2019-37, “Operational Risk: Fraud Risk Management Principles,” provides
information regarding sound fraud risk management principles and supplements other OCC
and interagency issuances on this topic. Bank management should periodically assess the
likelihood and impact of potential fraud schemes and use the documented results of this
assessment to inform the design of the bank’s risk management system and evaluate fraud
activities. Policies should clearly define, establish, and communicate the board’s and senior
management’s commitment to fraud risk management. Processes should be designed to
anticipate fraud and deploy a combination of preventive controls and detective controls.

% For more information regarding third-party risk management, refer to OCC Bulletins 2013-29 and 2020-10.
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Fraud-related training typically includes the identity theft red flags®® and suspicious activity
reporting requirements.

Fraud can be orchestrated in many ways. Lost or stolen cards and nonreceipt of issued cards
represent a large percentage of all fraud reported. In recent years, however, thousands of
consumers have been affected when their card account numbers were illegally obtained from
retailers’ sales records and then used for unauthorized purchases. Banks must implement a
comprehensive written information security program designed to ensure the security and
confidentiality of customer information.”® A bank should make the OCC aware as soon as
possible when it becomes aware of a security breach involving sensitive customer
information. Examiners should assess the adequacy of the bank’s assessment of the security
breach, the magnitude of the event, and the appropriateness of its response, including its
plans to notify customers.

Bank card associations track fraud according to type, and most issuers follow this or a similar
format in reporting fraud in internal reports. Reporting specific information on types of fraud
allows a bank to identify its points of greatest risk. If a bank does not distinguish fraud losses
by type, examiners should discuss the benefits of such reporting with bank management.

Banks should have processes for internal investigations, law enforcement referrals,
regulatory notifications, and reporting fraud. A bank is required to file a Suspicious Activity
Report (SAR) for known or suspected frauds meeting regulatory thresholds.’!

Management typically reviews the bank’s average fraud losses to determine whether the bank
identifies fraudulent activities in a timely manner. If a bank has inadequate systems and
controls to identify fraud, fraudulent activity is likely to continue for longer periods and
result in higher losses.

Banks have pursued the following activities to deter and reduce fraud:

e Sorting mail outside the facility where the mail was initiated.

e Instituting call-to-activate requirements for new cards and reissued cards.

e Implementing pattern recognition programs and systems.

e Developing neural networks (an extension of risk scoring techniques used in part to
identify fraudulent transactions) or expert systems.

e Extendingthe time after which cards are reissued from two years to three years to reduce
the number of cards in the delivery system.

e Designating a special customer service group to handle reports of lost or stolen cards.

912 CFR 41, subpart J, “Identity Theft Red Flags” addresses identity theftred flags and discrepancies under
sections 1 14and315oftheFairand Accurate Credit Transactions Act, 15 USC 1681mand 1681c.

" Referto 15 USC 6801, “Protection of Nonpublic Personal Information,” 15 USC 6805(b), “Enforcementof
Section 6801,”and 12 CFR 30, appendix B, “Interagency Guidelines Establishing Information Security
Standards.”

"I Referto 12 CFR 21.11 (national banks),and 12 CFR 163.180 (FSAs).
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e Increasingthe level of payment review to include all checks over a certain dollar amount,
regardless of whether there is a payment coupon.

e Using EMV (Europay, Mastercard, and Visa) standard payment cards (referred to as
chip-and-PIN or chip-and-signature cards) to reduce fraud at the point of sale.

Most large credit card issuers maintain a dedicated fraud staff that supervises the many
actions that occur when a cardholder notifies the issuer or the issuer becomes aware that
fraud has occurred. These activities include

e preparing a lost or stolen card report from the cardholder and advising the cardholder to
destroy additional cards. The report may include the account number, name, fraud type,
address, number of transactions, dollar amount of fraud, charge-off month and date,
description of fraudulent activity, corrective action taken, if any, name of preparer, and
name of manager signing off on the repott.

e blocking the account and placing it on an exception file with its own unique block codes,
depending on its processor.

e preparingarequest to issue new cards to the cardholder. This may include reviewing
activity in the blocked account and transferring legitimate transactionsto a replacement
account.

e setting up a file for investigation of fraud accounts. This may include requesting draft
copies of fraudulent items and challenging the cardholder’s claims that items are
fraudulent, if those claims are suspect.

e reviewing and initiating appropriate steps to charge back items to other parties
responsible for chargebacks. This may include preparing fraud notifications to applicable
card networks (e.g., Visa or Mastercard), investigating and documenting fraudulent cards,
and prosecuting culprits, if possible.

e investigating and resolving address or other types of discrepancies.

e filing SARs as required.

Issuers should have adequate systems and controls in place to recognize fraudulent activities
in a timely manner, to block accounts when appropriate, to prevent future authorizations, and
to file the proper reports. The timing of the block date is important, as the vast majority of
fraud losses occur on or before the block date, and losses incurred after the block date usually
have significantly lower transaction sizes.

According to the “Uniform Retail Credit Classification and Account Management Policy,”72
fraudulent loans should be classified as loss and charged off no later than 90 days after
discovery or when the account is 180 days delinquent, whichever is sooner. Losses resulting
from fraud committed by someone other than the cardholder should be charged to other
noninterest expense. Losses resulting from fraud committed by the cardholder should be
charged to the ALLL or ACL.

Synthetic fraud in credit card lending occurs when an individual uses valid customer
information, like a Social Security number, with fictitious or inaccurate information to create

2 Referto OCC Bulletin 2000-20.
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a fictitious person through the credit bureaus. Applying for multiple credit cards allows the
individual with the synthetic identity to develop a legitimate credit report. Eventually a bank,
finance company, or other financial institution may grant a small amount of credit. The
fraudulent actor then cultivates the synthetic identity by behaving like a good credit quality
customer, charging on the card and paying the bill regularly. Over time, the synthetic
identity’s credit score increases and the individual behind the scheme is able to apply for and
receive more credit and increased credit limits. Once established, the individual can create
other synthetic identities by adding authorized users and continue to use the information
developed with the original synthetic identity. At some point, the individual behind the
synthetic identity will use the full balances available on each card and stop paying. This is
referred to as a “bust out.”

The usual techniques used to identify fraudulent accounts and prevent fraud are generally not
effective in identifying and preventing synthetic fraud, creating a challenge for banks. These

schemes develop over a long period of time, so often it is not until the collection process has

started that banks realize that the fraud has occurred. Examiners should be aware of this type
of fraud and discuss the steps card issuers are taking to limit this activity.

Synthetic fraud blurs the lines between first-party and third-party fraud. Synthetic fraud
demonstrates characteristics of first-party fraud because the person committing the fraud is
the bank’s customer, but it also has characteristics of third-party fraud because the bank’s
customer is not a legitimate borrower. There is no uniform definition for synthetic fraud
applied within the banking industry. Unlike third-party fraud, in which a customer clearly
reports that a fraud has been committed on his or her account, first-party fraud often uses
fake or false information to obtain the account, leaving management without a party to
pursue for restitution when the fraud is identified. Synthetic frauds can take place over a long
period of time and initially appears as legitimate borrowers often paying as agreed until they
ultimately utilize the full availability of the credit line and default. It may take the bank a
number of months as the account goes through the normal collections processes to determine
the account owner was a synthetic identity. Consequently, it is significantly harder to
determine exactly when the fraud was discovered or even whether the incident truly
constitutes fraud. From a risk management standpoint, most banks use some type of proxy,
such as early payment default, failure of right-party contacts,” or other analytical means to
assist in identifying potential fraud or portfolio segments with elevated credit risk. Using
proxies or other means to identify fraud may result in some level of false positives, and an
accelerated charge-off could have negative credit bureau impacts on a portion of those
borrowers with accounts that were incorrectly identified as fraudulent.

Examiners should evaluate the reasonableness of a bank’s process for identifying and
classifying first-party versus third-party fraud and how the losses are recognized as either
credit losses or operational losses. Examiners should consider the potential consumer fairness
implications of accelerated charge-offs, which could expose banks to potential litigation ane

reputation-risk.

3 “Right-party contact” refers to the bank’s attempts to reach the correctborrower or right party when pursuing
repayment ofa loan.
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Purchased Credit Card Relationships

Purchased credit card relationships (PCCR) are intangible assets created when a bank
purchases a credit card portfolio at a premium from a third party. Generally, when a
performing credit card portfolio is purchased, a large part of the premium (the purchase price
over the par value of the credit card receivables acquired) is related to the PCCR. The PCCR
represents the right to conduct ongoing credit card business dealings with the cardholders.
Such relationships arise when the reporting bank purchases existing credit card receivables
and has the right to provide credit card services to those customers. PCCRs may also be
acquired when the reporting bank purchases an entire depository institution. The PCCR
represents the value of the profit coming from the established card relationships acquired,
typically discounted at the acquiring institution’s cost of capital. This intangible is amortized
over its expected life. For more information on PCCRs, refer to appendix J of this booklet.

Not every credit card portfolio that is purchased results in a PCCR. The cost of acquiring a
credit card portfolio can vary widely, and a bank may even purchase a portfolio at a discount.
The purchase price can be determined by a variety of factors that, in the aggregate, reflect the
expected cash flows of the portfolio. Some of the main factors considered are the yield,
attrition rates, portfolio performance, funding rates, and processing costs.

Most credit card portfolio purchasers maintain automated models that bank management can
load with its best estimates of how the purchased portfolio will perform. The card portfolio
data are typically obtained directly from the sellers (or the seller’s investment bankers) and
are used to determine the initial bid on the portfolio. If the bank is selected to perform a due
diligence examination (because it offered one of the highest bids), it then modifies the model
with enhanced data obtained during the due diligence review. The model generally creates
cash flow data, income statements, balance sheets, equity flows, and other information that
permits the purchaser to determine an appropriate value for the portfolio, usually based on an
internal earnings hurdle rate (the minimum acceptable rate of return on a capital investment
project). Models typically include discounted cash flow models, discounted capital flow
models, and return-on-asset models.

For regulatory capital computations, banks must deduct all PCCRs from common equity tier
1 capital as required in accordance with 12 CFR 3.22(a)(2). The call report instructions state
that banks with PCCRs “shall review the carrying amount at least quarterly, adequately
document the review, and adjust the carrying amount as necessary.” If this review indicates
that the carrying amount may not be recoverable, the intangible asset should be tested for
recoverability, and any impairment loss should be recognized, as described in the instruction
for Schedule RC-M, item 2.

Allowance for Loan and Lease Losses or Allowance for Credit Losses

The methods used to establish and maintain the ALLL or ACL, as applicable, in credit card
portfolios varies among banks. Examiners should review the bank’s methodology to
determine whether it is reasonable, adequately documented, and reflects consideration of the
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“Interagency Policy Statement on the Allowance for Loan and Lease Losses” 74 or “Final
Interagency Policy Statement on Allowances for Credit Losses.”’> No method can determine
the appropriate reserve level with absolute precision; instead, management makes reasonable
and supportable estimates based on careful analysis of the portfolio.

ALLL Under the Incurred Loss Methodology

Examiners should determine whether the bank’s methodology for determining its ALLL
adequately estimates credit losses in the credit card portfolio. The ALLL is an estimate of the
current amount of loans that it is probable the bank will be unable to collect given facts and
circumstances as of the evaluation date. Estimated losses for pools of homogeneous loans,
such as credit card portfolios, are governed by ASC 450-20, “Loss Contingencies.” In
general, for credit card portfolios, the bank should have a supportable and well-documented
analysis that segments the portfolio and computes loss histories for each segment, applies
adjustments for internal and external qualitative factors, and results in an ALLL balance that
is appropriate (i.e., sufficient to absorb estimated credit losses).”®

For estimated credit losses on accrued interest and fees that are reported as part of the
respective loan balances on the bank’s balance sheet, the associated ALLL should be
evaluated under ASC 450-20.

One method commonly used to estimate losses in credit card portfolios is the roll-rate
analysis. When using this method, bank management should segment the portfolio into
appropriate product types. Further segmentation is possible when defining characteristics are
present that apply to additional homogeneous pools within the credit card portfolio. Bank
management should then track the rates at which loans roll through the delinquency buckets
to determine estimated losses based on performance history. For example, management may
track how many loans roll from current to 30 days delinquent, then how many of the 30-day
delinquent loans roll to 60 days delinquent, and so on. Management then may assess broader
economic factors to estimate how external influences may affect portfolio performance. This
is a simplistic example of estimating losses using the roll-rate process. Many large banks use
some form of roll-rate analysis, often with granular segmentation of the various portfolios.
Environmental factors are likely to affect domestic portfolios differently than international
portfolios.

Whatever the method, the ALLL analysis should be commensurate with the size and
complexity of the credit card portfolio and provide sufficient support to the portion of the
bank’s allowance that is allocated to credit cards. Generally, banks use at least an
“annualized” or 12-month average net charge-off rate when estimating the ALLL. For more
information on reviewing the adequacy of and the methodology for determining the

74 Referto OCC Bulletin 2006-47.
75 Referto OCC Bulletin 2020-49.

¢ For more infommation, referto OCC Bulletin2006-47.
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appropriate level for the ALLL and examination procedures, refer to the “Allowance for
Loan and Lease Losses” booklet of the Comptroller’s Handbook.

ACL Under the Current Expected Credit Losses Methodology

For banks that have adopted ASC Topic 326, which introduces the current expected credit
losses (CECL) methodology, examiners should evaluate a bank’s methodology for estimating
expected credit losses. Under ASC Topic 326, the ACL is an amount that is deducted from,
or added to, the amortized cost basis of financial assets to present the net amount expected to
be collected over the contractual term of the assets. Credit card receivables that share similar
risk characteristics should be grouped into pools when estimating the ACL as required by
ASC Topic 326. The bank should have a supportable and well-documented analysis
supporting the portfolio segmentation and describing the methodology used to estimate
expected credit losses (including the use of qualitative factors) that results in an appropriate
ACL balance (i.e., sufficient to absorb estimated credit losses). The ACL estimation
methodology should be commensurate with the size and complexity of the credit card
portfolio and provide sufficient support for the portion of the bank’s ACL that is allocated to
credit cards.”’

ASC Topic 326 requires that management estimate expected credit losses over the remaining
estimated life of the funded balance of the credit card receivables as of the reporting date.
Unfunded balances for credit lines that are unconditionally cancellable are excluded from
ACL because there is no obligation from the bank as of the reporting date to extend credit.
Credit cards are open-ended, revolving extensions of credit. Therefore, banks typically use a
payment forecasting methodology that allocates estimates of future cardholder payments to
cardholder credit balances as of the reporting date to forecast the future principal paydown
schedule of the reporting date credit card receivables. Alternatively, banks may usea
combination of existing balances related to future charges to forecast principal paydown of
reporting date credit card receivables. Common methodologies are referred to as first-in-first-
out (FIFO) approaches, minimum payment approaches, or CARD Act FIFO approaches. For
example, when a cardholder remits a payment, the payment received is first applied to the
balance associated with the highest rate interest charges and fees due. Any payment amount
remaining after the interest and fees allocation is then applied to the highest rate principal
balance due at the evaluation date or is allocated between principal due at the evaluation date
and principal related to charges expected in future periods. This allows the bank to determine
how much of the total charges will be repaid and subsequently, how much will not be
collected over the life of the card receivable. The methodology used to estimate the ACL
does not alter payment allocation requirements under the CARD Act.

T Consistent with ASC Topic 326, a bank’s determination ofthe contractual term should reflect the financial
asset’s contractual life adjusted for prepayments, renewal and extension options thatare not unconditionally
cancellable by thebank, and reasonably expected troubled debtrestructurings. For more information, refer to
the “Contractual Term ofa Financial Asset” sectionin the “Interagency Policy Statementon Allowances for
Credit Losses” conveyed by OCC Bulletin 2020-49.
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Accounting for Rebate or Reward Programs

With the fierce competition to provide credit cards, issuers have become increasingly
aggressive in account acquisition. The sheer number and various types of issuers—such as
nonbank card issuers, Competitive Equality Banking Act (CEBA) credit card banks, and
cobranding partners—have intensified marketing to the consumer. Most issuers, either
directly or through a partnership arrangement, now offer some type of rebate or reward
program to cardholders. Rebates and rewards may be in the form of cash, travel, points for
purchases and discounts, and other offers.

Most major card issuers now offer general purpose cards (including affinity and cobranded
cards) that contain rebate or reward features. When these incentives are offered, banks should
record a contingent liability along with a reduction to interchange revenue. The contingent
liability is accrued as the rebate or reward is earned and is adjusted for anticipated breakage
(i.e., benefits that will not be redeemed by the borrower). Examiners should determine the
rebate or reward reserve’s adequacy, as well as the reasonableness of the reserve method.

If the bank has contingent liability on any rebate or reward program, examiners should
evaluate the adequacy of the contingent liability in a manner similar to evaluating the
adequacy ofthe ALLL or ACL.7® Banks ordinarily have an accounting policy that governs
how the contingent liability is established. The policy typically addresses issues such as

general ledger account under which the contingent liability will be located.
account under which the expense (i.e., reduction in revenue) will be located.
how monthly accruals will be determined.

maintenance of subsidiary ledgers.

how often formal analysis of the contingent liability will be prepared.
management sign-off to attest to contingent liability adequacy.
management sign-offto change the contingent liability methodology.
handling of redemptions.

handling of over- and under-funded liability levels.

if third parties are used in the redemption process, interface of databases in connection
with points accounting, redemption transactions, etc.

In analyzing the adequacy of a rebate or reward reserve, examiners should review the reserve
method, determine how long the program has existed, and determine whether rebate reserve
levels change as the program ages. Examiners should also determine whether there have been
any significant modifications to the rebates, rewards, or the associated reserve methodology.
The type of product the issuer or retailer promotes has a material impact on the type of
reserve method that bank management uses. For example, the rebate or reward reserve
method for a program that allows for the accumulation of points toward a purchase may be
different from a program that annually rebates 5 percent of net purchase sales in cash. Also,

8 The accounting for credit card reward liabilities described in this section ofthe bookletapplies when the
credit card arrangement is within the scopeof ASC Topic 310, “Receivables.” Mostcredit cardreward
programs are accounted for in this manner. Ifnot in the scopeof ASC Topic 310, ASC Topic 606, “Revenue
from Contracts with Customers” applies.
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many programs have rebate limitations during specific time periods. If no limitations are
apparent, examiners should discuss this with bank management and evaluate what, if any,
risk the absence of limitations poses to the issuer’s financial condition. Some rebate or
reward programs also offer points that expire at a certain point in time. Examiners should
evaluate whether bank management monitors point expiration and appropriately adjusts the
associated rebate or reward liability.

Third parties may be used to provide a variety of services for rebate or reward programs,
including accounting and redemption. Examiners should assess what outside parties are
involved in the rebate operation, how information is passed between systems, and how
payments are transacted.

In addition, examiners should be mindful of the operational andrepttation risks associated
with rebates and reward programs. If a cardholder can choose from multiple rebates or
rewards on a single card, these risks may grow significantly. Banks typically have controls in
place to ensure that cardholders actually receive the rebates or rewards they signed up for,
that cardholders receive proper disclosures, and that rebates or rewards are correctly
calculated.

Reserving for Credit Card Partnership Programs

Many card issuers enter into cobranding partnership agreements with other merchants. The
cobranding partnership contract is important in determining the issuer’s costs, marketing
requirements, and liabilities. Partnership contract terms vary and may include special
incentives or bonus payments to the merchant as well as shared marketing costs, rebate or
rewards costs, and shared credit losses on credit card receivables.

Examiners should pay attention to shared expenses related to credit losses on partnership
receivables as these costs flow into the total ALLL or ACL. If the bank is the principal in the
contractual arrangement, credit losses are accounted for on a gross basis. The full amount of
the credit loss is recorded through the ALLL or ACL, as applicable. If the bank is an agent in
the contractual arrangement, the total losses recorded in the ALLL or ACL are reported on a
net basis by reducing the credit losses by the amount reimbursed by the credit card partner.

Profit Analysis

Credit card operations offer banks substantial opportunities for profit because credit card
portfolios can generate returns on assets that far exceed those of other product lines. Profit
margins on credit card accounts can be overstated, however, and examiners should perform a
thorough analysis of a credit card operation’s financial statements to draw accurate
conclusions. Moreover, profitability can vary, as it is influenced by cyclical trends in the
consumer retail area and the economy in general.

Examiners should begin their analysis with a review of the credit card operation’s strategic
plan. Strategic goals can vary among issuers. For instance, credit card operations owned by
retailers may be concerned primarily with increasing incremental sales of the retailer. The
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card operations may lower credit standards to put more of the retailer’s cards in circulation.
Although this increases sales for the retailer, lower standards may reduce the profitability of
the credit card operation because it could lead to higher credit losses.

Effective credit card operations typically

e have a system to measure overall profitability, including direct and indirect costs.

e have detailed budgets that are compared against actual results, with significant variances
investigated.

e periodically estimate the impact of potential economic changes, competition, and
legislative issues on the portfolio.

e prepare pro forma financial statements on major new product rollouts or modifications of
significant terms on existing product lines to identify potential effects on income streams.

e analyze profits for the total portfolio and for each individual portfolio or program.

e manage profit levels at the individual account level, which may help the bank focus
retention efforts, such as by determining accounts on which to waive annual membership
fees.

Most major issuers have separate finance areas to supervise the accounting of income and
expenses. These areas should have in place appropriate reports that detail income and
expenses for executive management summary reports. Effective reporting is crucial to
ensuring that management has an accurate profitability picture. The finance area generally is
responsible for coordinating and preparing the budget and strategic goals, as well as
generating any reports to the parent company; payment card networks, such as American
Express, Visa, or Mastercard; and regulatory agencies.

Profitability among credit card operations varies widely based on a number of factors, such
as management competence, risk appetite, products offered, affinity or cobranding
relationships, and the method used to report various costs. Accounting and reporting systems
support effective management supervision. Refer to appendix I of this booklet, “Profit
Analysis,” for examples of ways to examine the profitability of credit card operations.

There are several common measures of the overall profitability of a credit card portfolio.
These include return on average assets (ROAA), return on equity (ROE), and income per
billed account. ROE measures help determine the market’s perception of the bank’s financial
performance. They can, however, vary significantly depending on securitization volumes and
capital leverage. Consequently, the use of ROE as the sole measure to gauge financial
performance for credit card operations should be scrutinized by examiners.

Examiners should know the sources of a credit card operation’s income and expenses to
analyze its profitability. Some of the basic components of income in a credit card operation
are finance charges, annual and service fees, and interchange fees. Some credit card
operations receive service fees and residual income from securitized portfolios. Interest rates
vary widely depending on products, borrowers’ risk profiles, competition, and state usury
laws. The annual and service fee component of income generally includes fees assessed to
the customer for use of the card. Annual fees vary and generally are tailored to the perceived
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value of the card and associated enhancements, such as travel insurance or check cashing
privileges. Service fees are generally fees imposed on transactions such as cash advances,
late payments, and over-limit transactions. An interchange fee is a fee to the issuer that is
extracted from the discount fee paid by a merchant who accepts a credit card transaction. For
most credit card operations, one basic component of expenses, the cost for account
acquisition, continues to rise, particularly for accounts associated with reward programs. The
value of the reward “bonus” required to lure a new creditworthy account holder continues to
rise significantly and, along with it, the cost of that bonus. Other expenses for most credit
card operations include credit processing, card issuance, authorizations, collections, loan-loss
provisions, cardholder servicing and promotion, cardholder billing, payment processing, and
fraud investigations. Other possible expenses include payments to affinity and cobranding
partners and reserves for rebate programs, when applicable.

Credit card operations tend to be one of the costlier areas of a bank. The small size of
individual accounts and the high transactional volume create higher costs per account. There
are also costs associated with data processing, whether conducted in-house or contracted out
to a third party.

Cost of funds is a major expense item that can compose up to half of an issuer’s total expense
distribution. Cost of funds can vary depending on the funding sources used by the bank, as
well as the bank’s condition and+reputatten in the market. Many large credit card issuers use
securitization as a source of funding. Examiners should discuss trends in funding costs and
composition with the bank and investigate unusual variances.

In reviewing income and expense categories, it is helpful to compare the bank’s performance
against peer data. Examiners should inquire whether the bank has recent industry cost
studies. Notably, bank card associations periodically provide their members with cost studies
and other industry data.

Ancillary Products: Debt Cancellation Contracts and
Debt Suspension Agreements

Under a debt cancellation contract (DCC) or debt suspension agreement (DSA), a lender
agrees to cancel, or temporarily suspend, all or part of a consumer’s repayment obligation
upon the occurrence of a specified event. Historically, these occurrences have been limited to
events that negatively affect a consumer’s life, such as death of a spouse, disability, or
unemployment. Over the last several years, the industry has expanded the array of events that
could trigger activation under these agreements to include other life events, such as birth of a
child, purchase of a home, divorce, or enrollment in college. Not only has the coverage of
these agreements expanded, but more banks are offering them.

The OCC issued 12 CFR 37, “Debt Cancellation Contracts and Debt Suspension
Agreements” to establish rules governing these products and ensure that national banks offer
them in a safe and sound manner and in compliance with applicable consumer protection-
related laws and regulations. The regulation codified the OCC’s longstanding position that
DCCs and DSAs are permissible banking products for national banks and are not governed
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by the OCC’s consumer protection regulations regarding insurance sales or by state contract
law. The DCC activities of FSAs are not governed by 12 CFR 37, although, as a prudential
matter, FSAs should consider following the standards contained in the regulation. The
regulation includes standards for prohibited practices, refunds to borrowers for termination or
early closure of the account, methods of payment, disclosures, and safety and soundness
considerations.”

The following practices relevant to DCCs and DSAs sold in connection with credit card
accounts are prohibited under the regulation:

e Tying credit approval or terms to a customer’s purchase of a DCC or DSA with the bank.

e Engaging in misleading advertisements or practices.

e Retaining a right to modify a DCC or DSA unilaterally, unless the modification benefits
the customer or the customer is notified of the proposed change and has a reasonable
opportunity to cancel without penalty.

National banks that offer DCCs and DCAs in connection with credit card accounts are
subject to the following limitations under the regulation:

e A national bank may offer a DCC or DSA that does not provide for a refund only if the
bank also offers that customer a bona fide option to purchase a comparable contract that
provides for a refund.

¢ A national bank may offer the customer the option to pay the feein a single payment,
provided the bank also offers the customer a bona fide option of paying the fee for that
contract in monthly or other periodic payments.

The regulation establishes a number of disclosure requirements as well. These requirements
are structured to accommodate the methods that national banks typically use to market DCCs
and DSAs, by permitting the use of oral or written short-form disclosures in certain
circumstances. Such circumstances include telephone solicitations and “take one”
applications, where full disclosure of the terms most relevant to a customer’s decision to
purchase is not practicable. National banks must follow short-form disclosures with written
long-form disclosures.

These disclosures must8?
e inform the customer that the DCC or DSA is optional.

e explain thata DCC or DSA, if activated, does not cancel the debt, but only suspends
requirements to make payments.

" FSAs are authorized to provide DCCs; however, 12 CFR 37 is not applicable to the DCC activities of FSAs.
Those activities are subject to certain limited sa feguards described in two OTS Opinions of Counsel: “Debt
Cancellation Contracts” (December 18, 1995)and OTS Op Acting Chief Counsel (September 15,1993).

% Some of the information is required only for long-form disclosures, which must be made in writing before the
customer completes the purchase ofthe contract. Referto 12 CFR 37, appendixes A and B, formore
information.
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e disclose the amount of fees charged.

e make customers aware of the option to make a single payment or periodic installments.

e disclose the bank’s refund policy if the fee is paid in a single payment and added to the
amount borrowed.

o tell customers whether they are barred from using their credit line if the DCC or DSA is
activated.

e disclose whether the customer has the right to cancel the DCC or DSA.

e ecxplain eligibility requirements, conditions, and exclusions that might affect a customer’s
ability to purchase or obtain benefits under the contract.

Sample short- and long-form disclosures are included as appendixes to 12 CFR 37. The
sample forms are not mandatory, and national banks that make disclosures in a form
substantially similar to those provided are deemed to satisfy the disclosure requirements.
Regulation Z contains disclosure rules applicable to debt cancellation and debt suspension
coverage, at 12 CFR 1026.4(b)(10) and 12 CFR 1026.4(d)(3). Both national banks and FSAs
should carefully review Regulation Z requirements in this area.

12 CFR 37 requires that a national bank, in most cases, obtain a consumer’s written
acknowledgment of his or her receipt of the required disclosures, as well as an affirmative
election to purchase the DCC or DSA, before completing the sale. Like the disclosure
requirements, these provisions are tailored to accommodate the use of various sales methods,
such as by telephone, where immediate receipt of a written acknowledgment is not
practicable. The disclosures, acknowledgment, and affirmative election option must be
conspicuous, simple, direct, readily understandable, and designed to call attention to their
significance.

The Consumer Financial Protection Bureau (CFPB) also monitors DCC and DSA products to
ensure that they are not unfair, deceptive, or abusive. Examiners should be aware of any
changes to regulations that may be developed and implemented by the CFPB related to DCC
or DSA products. Regulation Z contains disclosure rules applicable to debt cancellation and
debt suspension coverage at 12 CFR 1026.4(b)(10) and 12 CFR 1026.4(d)(3).

Finally, under 12 CFR 37.8, “Safety and Soundness Requirements,” national banks offering
DCCs or DSAs must appropriately manage the risk associated with these products in a safe
and sound manner. National banks must also establish and maintain effective risk
management and control processes over their DCCs and DSAs. In addition, national banks
should assess the adequacy of their internal controls and risk mitigation activities in light of
the nature and scope of their DCC and DSA programs.

Accordingly, national banks generally have

e policies and procedures in place for each DCC and DSA program that promote
compliance with the regulation’s requirements.

e appropriate reports in place to monitor and administer the programs. Such reports
typically include information about
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— enrollment and volume trends (e.g., number and balances of accounts enrolled in the
program and cancellation rates, segmented by consumer versus bank closure).
— application and activation volumes and trends, such as
= average claim processing time by type.
» benefit application, approval, decline, and fallout rate.
* number and account balances of accounts in benefit status.
= average duration of benefit period by type and aging of active benefits (time to
benefit exhaustion).
» delinquency status of accounts in active benefit status, by type.
» performance of accounts subsequent to benefit denial, fallout, or benefit
exhaustion.
— profitability (e.g., fee income generated; average APR of enrolled and activated
accounts; costs by type, including retroactive adjustments).

If the national bank securitizes assets, its reports are typically broken down by receivable
ownership (e.g., bank, trust, trust series) and aggregated for the managed portfolio overall.
These reports should be used to evaluate program performance (current performance and
trends, operational issues, etc.) and pricing; to establish adequate interest and fee reserves; to
set the amount of the trust’s remittances (if any); and to analyze the ALLL or ACL.

Although they are not subjectto 12 CFR 37.8, FSAs should, as a matter of safety and
soundness, have appropriate risk management processes if they offer DCCs or DSAs.

Examiners should review the national bank’sreports to determine whether bank management
performs appropriate account analyses. These analyses typically include a review of the
performance of the accounts by the type of benefit claimed, such as unemployment or
disability. Bank management should review whether accounts with benefits claimed
performed differently than the rest of the portfolio and incorporate the findings of this
analysis into the ALLL or ACL methodology. Examiners should confirm bank
management’s analysis by reviewing a sample of accounts that came off benefit status in the
previous six months and assessing the performance on those accounts.

Examiners should verify that the accounting for DCCs and DSAs is in accordance with
GAAP. With regard to DCCs and DSAs, the service that banks provide is the continuing
contractual obligation to either cancel or suspend the customer’s minimum payment
obligation in the event of activation. Banks provide this service each month the contract is in
effect, and customers typically pay a monthly fee for the service. Therefore, banks earn the
fee each month and may appropriately recognize the fee as revenue. If a bank charges a one-
time fee, the bank should defer that fee and recognize revenue over the term of the contract.

Banks that charge a one-time fee must have controls in place to refund any unearned fee
income in cases of prepayment of the loan, in accordance with 12 CFR 37.4. For card
accounts that are paid off early and the account closed by the customer, a refund may be
required. Federal and state requirements may apply regarding borrower notification,
including timing, when a refund is required. Banks that charge a monthly fee for the DCC or
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DSA do not have the same concern as revenue is earned in the same month as the customer
pays for the service.

In some instances, customers have the right to rescind their coverage within a specified
period following the charging of the fee to the customer’s account. Banks should not

recognize revenue for amounts that may be rescinded until after the rescission period has
ended.

A bank’s estimate of the amount of probable loss related to DCCs or DSAs is a contingent
loss. ASC 450-20 governs the accounting for contingent losses. Under ASC 450-20, banks
must recognize estimated losses from loss contingencies if the losses are probable and
reasonably estimable. Thus, according to the accounting standards for both DCCs and DSAs,
a bank should estimate the amount of contingent loss inherent in its contract population.
Depending on the particular terms of the DCCs or DSAs, the estimated amount of loss is
either the amount that the bank will have to remit or the contractual amount that the bank will
notreceive from the customer.

Accounting for benefits claimed through DCCs is similar to accounting for loan losses and
charge-offs. Each period, the bank should estimate the amount of probable losses related to
benefits under the DCCs and recognize that amount of loss in the ALLL or ACL. Once
benefits are claimed and the related receivables are cancelled, the bank should recognize the
cancellation of the receivable as a charge-offto the ALLL or ACL.
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Examination Procedures

This booklet contains supplemental procedures for examining specialized activities or
specific products or services that warrant extra attention beyond the core assessment
contained in the “Community Bank Supervision,” “Federal Branches and Agencies
Supervision,” and “Large Bank Supervision” booklets of the Comptroller’s Handbook.
Examiners determine which supplemental procedures to use, if any, during examination
planning or after drawing preliminary conclusions during the core assessment. Examiners can
tailor the examination request items found in appendix B, “Suggested Request Items for
Credit Card Lending Activities,” to assist in their examinations.

Scope

These procedures are designed to help examiners tailor the examination to each bank and
determine the scope of the credit card lending examination. This determination should
consider work performed by internal and external auditors and other independent risk control
functions and by other examiners on related areas. Examiners need to perform only those
objectives and steps that are relevant to the scope of the examination as determined by the
following objective. Seldom will every objective or step of the supplemental procedures be
necessary.

Objective: To determine the scope of the examination of credit card lending and identify

examination objectives and activities necessary to meet the needs of the supervisory strategy
for the bank.

1. Review the following sources of information and note any previously identified problems
related to credit card lending that require follow-up:

e Supervisory strategy

e Examination scope memorandum

e OCC supervisory information systems

e Previous reports of examination, supervisory letters, and work papers

e Internal and external audit reports and work papers

e Bank management’s responses to previous examinations and audits

e Customer complaints and litigation. Examiners should review customer complaint
data from the OCC’s Customer Assistance Group, the bank, and the CFPB (when
applicable). When possible, examiners should review and leverage complaint analysis
already performed during the supervisory cycle to avoid duplication of effort.

2. Obtain and review the Uniform Bank Performance Reports (UBPR), applicable OCC
reports or analytical tools, and relevant credit card-related call report data. Such data may
include balances, unfunded commitments, losses, recoveries, early- and late-stage
delinquencies, and nonaccrual. Review data on the volume of capitalized fees in total
reported balances, as well as information on reserves for capitalized fees and finance
charges included in the ALLL or ACL or separate valuation allowance.
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3. Obtain and review policies, procedures, and reports that bank management uses to
supervise credit card lending, including internal risk assessments.

4. In discussions with bank management, determine whether there have been any significant
changes (for example, in policies, processes, personnel, control systems, third-party
relationships, products, volumes, acquisitions, sales, markets, and geographies) since the
prior credit card lending examination.

5. Based on an analysis of information obtained in the previous steps, as well as input from
the examiner-in-charge (EIC), relevant functional examiner-in-charge (FEIC), or loan
portfolio manager (LPM) determine the scope and objectives of the credit card lending
examination.

6. Inpreparing for the credit card examination, create a request letter as directed by the EIC
FEIC, or LPM (refer to appendix B, “Suggested Request Items for Credit Card Lending
Activities™).

7. Select from the following primary and supplemental examination procedures the
necessary steps to meet examination objectives and the supervisory strategy.
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Procedures

These procedures are grouped by functional and product-specific areas. They guide
examiners’ assessments of the quantity, aggregate level, and direction of credit, operational,
strategic,-and-reputatton risk, and the quality of risk management. The primary examination
procedures are “Management,” “Risk Management,” “Information Technology,” “Marketing
and Product Development,” “Underwriting,” “Account Management,” and “Collections,” and
apply to all credit card lending activities. These functional areas also contain supplemental
procedures. In addition, based on the bank’s activities, supplemental procedures should be
used, including “Profit Analysis,” “ALLL or ACL,” “Purchased Credit Card Relationships,”
“Third-Party or Private-Label Partner Management,” “Debt Suspension and Cancellation
Programs,” “Accounting for Rebate Programs,” “Program Availability and Eligibility
Standards,” “Credit Terms and Methods of Payment,” “Credit Reporting,” and “Compliance
With Consumer Protection-Related Laws and Regulations.”

The scope of credit card lending supervisory activities depends on the examiner’s knowledge
of those activities, the amount of total and product exposure, and the amount of risk posed to
the bank’s earnings and capital. The primary procedures provide the steps used for
completing a comprehensive credit card lending examination in small or noncomplex
operations, and serve as the base credit card lending procedures for large or more complex
operations. While reviewing credit card activities, examiners should remain alert for lending
practices and product terms that could indicate noncompliance with consumer laws and
regulations, including potentially discriminatory, unfair, deceptive, abusive, or predatory
practices.

The scope of the review may be expanded as necessary when the bank offers new or
significantly changed products; when a particular concern exists; or in large, complex
operations. In these situations, examiners should select the appropriate supplemental
examination procedures in this booklet to augment the primary procedures. The supplemental
procedures are grouped by functional and product-specific areas. Examiners are also
encouraged to refer to other Comptroller’s Handbook booklets, including “Allowance for
Loan and Lease Losses,” “Concentrations of Credit,” “Internal and External Audits,”
“Internal Control,”8! “Loan Portfolio Management,”8? “Rating Credit Risk,” and “Retail
Lending.” In addition, examiners may refer to appropriate booklets in the Consumer
Compliance series of the Comptroller’s Handbook, as well as other resources, including the
FFIEC Bank Secrecy Act/Anti-Money Laundering Examination Manual.

Fully document findings, conclusions, and recommendations in a memorandum for review
and approval by the EIC, FEIC, or LPM. Reach a conclusion with respect to the quality of

81 The “Internal Control” booklet applies to the OCC’s supervision of national banks. For FSAs, referto OTS
Examination Handbook, section 340, “Internal Control.”

82 The “Loan Portfolio Management” bookletapplies to the OCC’s supervision ofnational banks. For FSAs,
referto OTS Examination Handbook, section 201, “Overview: Lending Operations and Portfolio Risk
Management.”
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risk management, the quantity ofrisk, and the aggregate level and direction of risk, and
include all necessary support. To accomplish these objectives, do the following:

e Provide special mention and classified asset totals to the EIC, FEIC, or LPM. In addition
to the delinquency-based classifications outlined in the “Uniform Retail Credit
Classification and Account Management Policy,”8? consider bankruptcies, workout
programs, and any other segments that meet the special mention and classified
definitions.

e Provide conclusions to the examiner responsible for assessing earnings and capital
adequacy.

e [fthe bank securitizes assets, provide conclusions and supporting information about
credit quality to the examiner assigned to review securitizations.

e Document matters requiring attention and violations of laws or regulations, consistent
with OCC policy.®

e Prepare a recommended supervisory strategy.

e Document findings in OCC systems as appropriate.

Management

Conclusion: Based on the responses to procedures, the quality of risk management for the bank’s
management activities is (strong, satisfactory, insufficient, or weak).

Objective: To assess the effectiveness of the overall oversight (including management oversight,
expertise, and staffing) of credit card products currently offered and planned to be offered,
given the bank’s size and complexity.

Primary Examination Procedures

1. Based on the information provided and reviewed when setting the scope of the exam,
determine the adequacy and timeliness of bank management’s response to previous
supervisory activities and any findings or issues requiring follow-up.

2. Asprovided when setting the scope of the exam, review relevant reports issued by
internal and external audit, QA, QC, credit risk review, risk management, and compliance
management since the prior supervisory activity. Determine the adequacy and timeliness
of bank management’s responses to the issues identified and any findings or issues
requiring follow-up. Request work papers, if warranted.

3. Review the minutes of credit card lending-related committee meetings conducted since
the prior supervisory activity.

8 Referto OCC Bulletin 2000-20.

8 For more infomation, refer to the “Bank Supervision Process”booklet of the Comptroller’s Handbook.
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4. Determine the level of compliance with or divergence from strategic business plans
through risk assessments and impact analysis. (Note: Significant deviation from plans
may lead to a change in the quantity and quality of products, services, controls,
management supervision, and technology. Management should have a clear and
demonstrable understanding of the anticipated impact of the strategic changes on the
financial condition of the operation.)

5. Review staffinglevels and expertise relative to origination volume, servicing size, or
complexity of operations. (Note: Insufficient staffing levels, experience, and operational
efficiency can lead to high error rates and may pose significant risk to the bank.)

6. Examine complaint data to identify potential indicators of risk management weaknesses
or other deficiencies. Examiners should review Customer Assistance Group reports, the
CFPB database, and bank reports to assess the volume, themes, and trends of customer
complaints. If warranted, consider whether additional actions are required, such as
expanding the examination scope or adjusting the supervisory strategy.

7. Determine whether the bank has accurately assessed the reasons for credit card
complaints and instituted appropriate steps to provide relief to existing customers and
prevent further events from occurring.

8. Review the key risk limits for each of the major functional areas, such as underwriting,
credit administration, and collections. (Note: Absence of meaningful risk limits usually
indicates that the bank does not understand the nature of the risk and is vulnerable to
unknowingly accepting excessive risk, such as credit, operational, or interest rate risk.)

9. Assess the depth and timing of management and board reporting. (Note: Insufficient and
lagging reporting efforts may suggest a high level of management and oversight risk.
Management is not able to effectively integrate appropriate risk management processes
without a clear knowledge of account management, profitability, and product
expectations.)

10. Review the functional organization dynamics and assess the separation of duties among
the primary operating functions (scoring and modeling, marketing, underwriting, and
account management). (Note: Insufficient functional independence may lead to conflicts
of interest and expose the bank to various risks, such as credit, operational, and liquidity
risk.)

11. Review the volume of credit card originations, portfolio size and turnover rate, and the
dollar amount of the servicing portfolio. (Note: Significant changes may cause concerns,
such as management’s desire to accelerate earnings or an absence of appropriate
management oversight.)
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Supplemental Examination Procedures

1. Discuss the bank’s planning process with management and determine whether the
process is formal or informal. The applicability of the following steps depends on the size
and complexity of the bank and the process the bank currently has in place.

2. Determine whether the credit card lending component of the strategic plan is realistic and
prudent given the current competitive, economic, and legal environments and the bank’s
capacity and level of expertise.

e Assess the bank’s strategy and any supporting documents.

e Determine whether the bank’s objectives are consistent with its strategic plan.

e Determine whether marketing plans and budgets are consistent with the bank’s
overall retail credit objectives and strategic plan.

e Review the competitive analysis (bank-prepared) and available industry information.

e Review the analysis of economic, legal, and other external factors.

e Review the assumptions used to develop the strategic plan and assess the
reasonableness of the assumptions.

e Review the organizational structure and management expertise in key positions and
determine whether they are adequate to execute the strategic plan (incorporating
conclusions regarding capacity).

e Determine whether the internal control questionnaire (ICQ) should be completed.

3. Assess the adequacy of the bank’s process for tracking performance against the strategic
plan.

e Determine the process to track actual performance against the plan.
e Assess the adequacy of the process, including
— timeliness, accuracy, and detail of reports.
— frequency of reports.
— report distribution, including whether results are provided to senior management
and the board.
e Assess the bank’s process for revising the plan and supporting operating or product
plans to reflect current information and trends.

4. Determine whether bank management adequately considers the economic cycle in the
planning process.

e [If the bank does not incorporate such information, determine whether planning is
appropriate given the bank’s circumstances (e.g., size and complexity of operation,
market).

e Determine which department develops the scenarios (e.g., finance, marketing, or risk
management) and obtain copies of the best, worst, and most likely scenarios.

e Review the assumptions used, the reasonableness of the assumptions, and the
frequency of analyses.
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e Determine whether the bank uses stress testing. If the bank doesnot have such a
process, discuss with management how the portfolio would withstand an economic
downturn. For example, how would account performance be affected in a downturn,
and are standards effective to mitigate risk of loss?

e Determine how bank management uses this information in the planning process.

5. Determine whether the bank has sufficient management expertise and whether bank
management is held accountable for executing the portions of the strategic plan that focus
on the bank’s credit card operations.

e Using the organization chart, discuss the backgrounds and responsibilities of key
managers with senior management. Confirm understanding of those roles with the
key managers.

e Obtain the criteria for key management compensation programs and position
evaluations or performance elements. Determine whether they include appropriate
qualitative (risk) considerations in addition to quantitative (growth or marketing)
goals, and whether the goals are consistent with the bank’s plan. In addition, review
key managers’ performance-based compensation for the most recent evaluation
period to assess whether managers are held accountable for meeting agreed strategic
and portfolio objectives.

e Incorporate the results from the other examination objectives in reaching conclusions
regarding bank management.

6. Determine whether the bank’s credit card strategy establishes realistic risk tolerances.

e Determine whether the plan incorporates risk parameters for growth, credit quality,
concentrations, income, and capital.

e Determine how the limits were established (e.g., assumptions used).

e Assess the limits for reasonableness.

¢ Discuss with management the key risks and obstacles (strengths, weaknesses,
opportunities, and challenges) to achieving the plan.

7. Determine whether the bank’s operational capacity, infrastructure, and MIS are
sufficient to support and execute the bank’s credit card operations.

e Determine whether key operations and systems managers are adequately involved in
the planning process.

e Discuss capacity planning with bank management (e.g., facilities, systems, staffing,
and training).

e Ifavailable, obtain and review the most recent capacity studies for staffing (including
underwriting, collection, and control functions), facilities, systems, and technology .
Assess adequacy and identify the implications for plan execution. Assess bank
management’s response to study findings and the potential impact on current plans.

e Review the retail organizational structure and note any significant changes in senior
management or staffing levels, including turnover trends for significant functional
areas.
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10.

Review the compensation plansin place for the various functional areas (e.g., sales
and originations, collections), assess the reasonableness of those plans, and determine
whether adherence to compliance responsibilities is included.

Incorporate the results from the other examiners assigned to the review; determine
whether those results reveal any capacity, infrastructure, or MIS issues or problems.

Determine whether bank management has a process for establishing specific performance
goals for items such as loan growth, policy overrides, credit performance, and
profitability for the retail credit card portfolio as a whole and segmented by product.
Determine whether management effectively tracks actual performance against these
goals.

Evaluate the expected performance of the credit card portfolio and the individual
products through analysis of management reports, portfolio segmentation, and
discussions with bank management. Specifically, review

score distributions and trends for accounts over time, evaluating scores at application
(e.g., application score and bureau score), refreshed bureau scores, and behavior
scores.

delinquencies and losses by credit score range for each major scoring model, and
whether there has been any deterioration of the good-to-bad odds.

trend in advance rates and the effect on performance and loss severity.

loan growth sources (e.g., branch; region; loan officer; product channels, such as
direct, indirect, telemarketing, direct mail, or internet; and purchased portfolios) and
differences in performance by source.

levels and trends of policy and documentation exceptions, including risk layering, and
the performance of accounts with exceptions versus the performance of the portfolio
overall.

volumes and trends of first and early payment defaults.

volumes and trends of account and balance attrition.

management’s loss forecasts.

Determine whether bank management has appropriately considered and supported loan-
loss allowance and capital needs in the plan.

Risk Management

Conclusion: Based on the responses to procedures, the quantity of risk is (low, moderate, or high),
and the quality of risk management is (strong, satisfactory, insufficient, or weak) for the
bank’s risk management and control activities.

Objective: To evaluate the adequacy of the bank’s processes for identifying, measuring,
monitoring, and controlling risk by reviewing the effectiveness of the bank’s risk
management system, including control systems.
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Note: If the bank uses affiliates or third parties for loan acquisition, servicing, control, or
other key functions, refer to the supplemental examination procedures in the “Third-Party or
Private-Label Partner Risk Management” section of this booklet. Refer to the “Corporate and
Risk Governance” booklet of the Comptroller’s Handbook for more information about
effective risk governance processes.

Primary Examination Procedures

1. Assess the structure,®> management, and staffing of each of the control functions,
including credit risk review, internal and external audit, QA, QC, and compliance review.

Note: Compliance is a significant risk for credit card lending. Although consumer
compliance examiners generally assess the quality of the compliance review function,
safety and soundness examiners should understand compliance-related roles,
responsibilities, and coverage, as well as how compliance controls fit into the overall
control plan for credit card lending.

2. Ascertain the roles, responsibilities, and reporting lines of the various control functions
through discussions with senior management.

e Review the organization chart for each function, and evaluate the quality and depth of
staffing (including number of positions) based on the assigned role and the size and
complexity of the operation.

— Review the experience levels of senior managers and staff.

— Determine whether employees are capable of evaluating line-of-business
activities.

— Review management and staff turnover levels.

e Discuss the structure and staffing plans, including known or anticipated gaps or
vacancies, with senior management.

e Review compensation plans to determine whether performance measurements are
appropriately targeted to risk identification and control objectives.

e Determine whether organizational reporting lines create the necessary level of
independence.

Note: If the management and staff of a control function lack the knowledge or
capability to adequately review all or parts of retail operations, bank management
may need to consult or hire appropriate outside expertise.

3. Discuss with senior managers how they confirm that significant risks are appropriately
monitored by at least one control function and how they assess the effectiveness of each
function.

4. Determine whether the risk management function appropriately monitors, analyzes, and
controls the bank’s credit card risks.

% Depending on the bank, risk management functions may be managed from different areas in the bank (e.g.,
from the line of business or from the corporate offices).
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e Determine risk management’s recurring responsibilities and major projects, including
status of projects, and assess the adequacy of those activities in light of the bank’s
retail credit risk profile, the products offered, and the complexity of the operation.

e Determine whether credit risk decisions involve all key functional areas, including
risk management, marketing, finance, operations, compliance, legal, and information
technology, either formally or informally.

e Determine whether risk management is involved in tactical credit decisions, such as
credit program approvals, program renewals, new products, marketing campaigns,
and annual financial planning.

e Obtain descriptions of key management repotts to determine the types and purposes
of reports produced, report distribution, and frequency of preparation.

e Obtain a sample of recent ad hoc or special studies or board reports produced by risk
management to determine the types of analyses performed, the reasonableness of the
scopes and methodologies used, and the accuracy of the conclusions drawn, including
the adequacy of the support provided.

e Determine what technologies and risk tools are deployed and risk management’s role
in the management of those tools, including data warehouse, portfolio management
software, credit scoring and adaptive control systems, and risk models.

e Determine whether market, competitive, legislative, and other external factors are
considered in the risk management process.

5. Review and assess the adequacy of the bank’s policies, procedures, and practices.
Specifically,

e determine whether credit card lending policies were approved by the board of
directors at inception and included in annual policy reviews thereafter.

e identify significant changes in underwriting criteria and terms, how credit scoring
models are used, account management activities (including credit line management
programs), and collection practices and policies. Specifically,

— determine the effect of those changes on the portfolio and its performance.

— determine whether underwriting policies provide appropriate guidance on
assessing whether the borrower’s capacity to repay the loanis based on a
consideration of the borrower’s income, financial resources, and debt service
obligations as required under Regulation Z.

e if the bank uses credit scoring models (e.g., bureau, pooled, or custom),

— determine how the bank confirms that the models in use are appropriate for the
target population and product offering.

— assess the reasonableness of the process used to establish cutoffs and determine
whether bank management changed the cutoffs between examinations and, if so,
the implications for portfolio quality and performance.

— determine whether the policy provides for model monitoring and validation.

— determine whether the model meets the requirements of Regulation B, which
implements the ECOA if the model includes applicant age as a predictive
variable.

— determine whether any other variables in the model implicate the
nondiscrimination requirements of Regulation B.
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e determine how bank management communicates policies and changes to policy to
staff, trains staff to implement changes, and assesses the adequacy of the process.

e cvaluate the bank’s process for establishing policy exception criteria and limits, and
for monitoring and approving underwriting policy exceptions (e.g., underwriting
standards, score overrides, and collateral documentation).

e determine the control processes in place to track and monitor policy adherence and
compliance with laws and regulations (e.g., QA, QC, reports, credit risk review, and
audit), and assess the adequacy of those processes.

6. Determine whether bank management considers consumer complaints and complaint
resolution in the risk management process. If not previously completed, obtain copies of
complaints reported to the OCC’s Customer Assistance Group and bank consumer
complaint logs (discuss with the compliance examiner whether the CFPB complaint
database should also be consulted). Evaluate the information for significant issues and
trends. (Note: Complaints serve as a valuable early warning indicator for compliance,
credit, and operational issues, including potentially discriminatory, unfair, deceptive,
abusive, and predatory practices. Refer to the “Compliance Management Systems”
booklet of the Comptroller’s Handbook for more information about complaint resolution
processes.)

7. Determine whether changes to practices and products, including new credit card products
and practices, are fully tested, analyzed, and supported before implementation. (Note:
Refer to the supplemental examination procedures in the “Marketing and Product
Development” section of this booklet for testing guidelines.)

8. Test the effectiveness of the bank’s risk management process for existing and new
products, marketing and collection initiatives, and changes to risk tolerance (e.g.,
initiating or changing credit criteria or adopting new scoring systems and technologies).
Select at least one significant new product, account management practice (e.g., line
increase, pricing, payment holiday), or collection initiative (e.g., workout program,
rewrite) and track it through all phases of the management process. Refer to OCC
Bulletin 2017-43 for more information.

¢ Planning. Examiners should consider whether strategic plans properly address the
costs associated with new activities. This includes costs associated with initial
development and implementation, as well as control functions, including MIS,
training, and compliance programs. Examiners should understand the bank’s goals for
the new activity and how the bank developed its associated risk appetite. If tracking a
new credit card product, for example, determine how the bank developed new
underwriting standards (e.g., how it analyzed the applicability of the underwriting
criteria and marketing strategies then in use and the basis of any projections), and
how it derived new criteria or strategies (e.g., identify key drivers).

e Execution. Before introducing new activities, management should establish
appropriate policies and procedures that outline the standards, responsibilities,
processes, and internal controls for ensuring that risks are well understood and
mitigated within reasonable parameters. The board should oversee management’s
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implementation of the risk management system as well as the control systems.
Examiners should evaluate the adequacy of the process employed to verify that new
criteria and changes were implemented as intended. (Note: This component is
generally performed by some combination of the information technology, product
management, QC, QA, audit, and loan operations.)

e Measurement. Examiners should consider whether management has appropriate
performance and monitoring systems including MIS, to assess whether the activities
meet operational and strategic expectations and legal requirements and are within the
bank’s risk appetite. Examiners should ascertain how adherence to standards is
measured and how bank management measures the effectiveness of the bank’s
processes by using back-end monitoring and analysis. Determine the key
measurements that bank management uses to analyze the effectiveness of its
decisions (e.g., responder analyses, first or early payment default, vintage reporting
for delinquencies and losses, activation and booking, utilization, risk-adjusted margin,
profit and loss), and the adequacy of back-testing analyses (comparison with targets,
identification and analysis of anomalies).

¢ Adjustment. Determine how feedback results (lessons learned, opportunities
identified) are incorporated into the process as course corrections or adjustments.
Assess the process for making adjustments as problems or unexpected performance
results are identified and whether the process is both timely and appropriate.

9. Determine whether the bank has the data warehousing capabilities (i.e., the capacity to
store and retrieve pertinent data) to support necessary monitoring, analytical, and
forecasting activities.

10. Evaluate senior management reports (e.g., monthly and quarterly report packages).
Specifically,

e determine whether the reports accurately and completely describe the state of the
bank’s credit card lending.

e cvaluate whether reports adequately measure credit risk (e.g., score distributions and
vintage reports), identify trends, describe significant variances, and present issues.
(Note: Reports should allow bank management to assess whether retail operations
remain consistent with strategic objectives and within established risk, return, and
credit performance tolerances. )

e determine whether reports clearly evidence analysis of performance results and trends
rather than merely depicting data.

e determine whether there is any litigation, either filed or anticipated, associated with
the bank’s credit card lending activities, and assess the allegations, the expected cost,
or other implications.

Note: Allegations in litigation, like complaints, may serve as an indicator of compliance,
credit, or operational issues.
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Supplemental Examination Procedures
Credit Scoring Models

For more information, refer to OCC Bulletins 1997-24 and 2011-12.

1. Assess the scorecard management process and determine the department or personnel
responsible for scorecard and model development or procurement, implementation,
monitoring, and validation.

e Obtain a model inventory to determine the models in use. Determine whether the

inventory includes the following:

— Name of the model

— Model description

— Type (custom, generic, behavioral)

— Date developed

— Source (name of the third-party or in-house modeler)

— Purpose (e.g., application, response, attrition, pricing, profitability)
— Date last validated and next scheduled validation date

— Models under development, if any

— Management contact for each model

e Determine whether scorecards are used for purposes consistent with the development
process and populations. If not (e.g., scorecards are applied to a different product or
new geographic area), assess the ramifications and acceptability.

e Review the most recent independent validation reports for key risk scoring models
and discuss the conclusions with management.

¢ Discuss how bank management uses the models to target prospects, underwrite
applications, and manage the portfolio.

e Determine how bank management measures the ongoing performance and robustness
of models (e.g., good/bad separation, bad rate analysis, and maximum delinquency or
“ever bad” distribution reports).

e Review scorecard tracking reports to assess how the models are performing. Select
tracking reports for key models, determine whether model performance is stable or
deteriorating, and assess how bank management compensates for deteriorating
efficacy. Benchmark key performance measures against values derived from the
development sample.

e Determine how cutoffs are established, reviewed, and adjusted. Review the most
recent cutoff analysis for key risk models.

e Determine the bank’s score override policy, assess the adequacy of associated
tracking, and review override volume and performance. Determine whether bank
management segments low-side overrides by reason and whether it tracks
delinquencies or defaults by reason and override score bands, and assess the
performance and trends.

e Review chronology logs to determine changes in the credit criteria or risk profile and
to explain shifts in the portfolio, including in volume and performance.
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2. Selectat least one key credit risk scoring model and fully assess the adequacy of the
model management process.

Review the original model documentation or scorecard manual and assess bank
management’s adherence to the modeler’s recommended scorecard maintenance
routine.

Compare the population characteristics and the developmental sample performance
odds with the bank’s current experience.

Review model performance reports and assess the adequacy of bank management’s
response to the issues or trends identified. Reports reviewed may include applicant
distribution, population stability, characteristic analysis (if indicated by a population
shift), override tracking, and vintage delinquency and loss distribution reports.
Review early-warning analyses for early indications of deteriorating model
performance, such as a rise in early delinquencies relative to what would be expected
from the time frame of delinquencies in the development data.

Credit Risk Review

For guidance regarding credit risk review, refer to OCC Bulletin 2020-50.

3. Assess the adequacy of the credit risk review process for credit card lending. Determine
whether credit risk review

provides a risk assessment of the quality of risk management and quantity of risk.
identifies relevant trends that affect the quality of the portfolio and highlights
segments of the portfolio that are potential problem areas.

assesses the adequacy of and adherence to internal credit policies and loan
administration procedures.

tests for policy exception tracking and controls.

monitors compliance with applicable laws and regulations, including an assessment
of whether any lending practices are discriminatory, unfair, deceptive, abusive, or
predatory.

assesses of the accuracy and adequacy of reporting.

conducts reviews with appropriate frequency on the significance of the risks involved.
staffing levels and experience are commensurate with the complexity and risk in the
retail lending area.

is independent from the production process.

possesses sufficient authority and influence to correct deficiencies.

4. Review recent credit risk review reports. Determine whether

reports are issued in a timely manner following completion of reviews.
reports provide meaningful conclusions and accurately identify concerns.
significant issues require management’s written response.

management initiates timely and appropriate corrective action.
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o the issues that are identified and the status of corrective actions are tracked and
reported to management and escalated to senior management, the board, or a board
committee if uncorrected or of high significance.

Note: Weaknesses identified by examiners, but not identified by the credit risk review,
may be evidence of deficiencies in credit risk review processes or staffing.

Quality Control

5. Assess the adequacy of the bank’s QC process for its credit card lending operation.
Determine whether

e the process assesses ongoing consistency with key credit and operational policies and
procedures and compliance with applicable laws and regulations for all primary areas,
including
— loan origination.

— account management programs.

— fraud.

— customer service.

— collections.

Note: QC processes should be established for all direct lending activities and any
third-party loan servicing and origination arrangements.

e QC tests the integrity and accuracy of data.

e the frequency of reviews is properly geared to the significance of the risk.

e the testing or sample sizes are appropriate.

e the QC function has sufficient authority and influence to correct deficiencies or curb
noncompliant practices.

6. Review a sample of QC ongoing testing worksheets and periodic summary reports (e.g.,
monthly summaries of testing conclusions). Determine whether

e the reporting process allows for timely feedback to bank management.

e worksheets and summary reports accurately identify concerns.

e significantissues require management’s written response.

e management initiates timely and appropriate corrective action.

o the issues that are identified and the status of corrective actions are tracked and
reported to senior management and escalated to executive management if uncorrected
or of high significance.

Note: Weaknesses identified by examiners, but not identified by the QC function, may be
evidence of deficiencies in QC processes or staffing.

7. If the QC function is not independent from the loan production process, determine
whether internal audit or credit risk review tests QC to validate that bank management
can rely on those findings.
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8. Ifreviews and testing by QC do not include significant risk areas, communicate findings
to the EIC to determine whether it is appropriate to complete transaction testing in areas
not covered by QC. (Note: Examiner transaction testing provides a check-the-checker
control and helps examiners determine the strength of the QC function.)

Internal Audit
9. Assess the adequacy of internal audit. Determine whether

e the scope includes appropriate testing for adherence to key credit and operational
policies and procedures, compliance with applicable laws and regulations, and
implementation of sound risk management.

e the frequency of reviews is properly geared to the significance of the risks.

e internal auditis independent.

¢ internal audit has sufficient authority and influence to correct deficiencies or curb
noncompliant practices.

Note: For more information, refer to the “Internal and External Audits” booklet of the
Comptroller’s Handbook.

10. Review recent internal audit reports. Determine whether

e reports are issued in a timely manner following completion of the audit work.

e reports accurately identify concerns.

e significantissues require bank management’s written response.

e management initiates timely and appropriate corrective action.

e issues that are identified and the status of corrective actions are tracked and reported
to senior management.

Note: Weaknesses identified by examiners, but not identified by internal audit, may be
evidence of deficiencies in internal audit processes or staffing.

MIS

11. Determine whether there is an adequate process in place to reconcile major balance sheet
categories and general ledger entries on a daily basis.

12. Assess the adequacy of MIS and reports with respect to providing bank management with
the necessary information to measure, monitor, and control risks associated with credit
card lending. Determine whether

e the bank has adequate processes fordata integrity and report accuracy and that
balances and trends included in bank management’s retail credit reports reconcile
with the bank’s general ledger and the call report.

Comptroller's Handbook 80 Credit Card Lending



Version 2.0

e various department reports are consistent; for example, the reports show the same
numbers for the same categories and time periods regardless of the unit generating the
report.

e descriptions of key management reports are maintained and updated.

e reports are produced to track volume and performance by product, channel, and
marketing initiative, and to support any test with implications for credit quality or
performance (e.g., pricing, open-end line assignment or adjustment, advance rates).
This reporting process should be fully developed and implemented before the bank
offers new products or initiates tests in order to accurately monitor new product
performance from inception.

e MIS and reports are available to clearly track volumes, performance, and trends for
all types of forbearance or workout programs and settlements, as well as activities
such as re-aging, extensions, deferrals, renewals, and rewrites.

e reports are clearly labeled and dated.

13. Evaluate the condition and risk profile of the credit card portfolio and individual products
by reviewing historical trends and current levels of key performance indicators. Such
indicators include, but are not limited to, loan balances, utilization, delinquencies, losses,
recoveries, and profitability. Focus primarily on dollar balance percentages, but also
consider percentages of numbers of accounts. Review performance indicators for

e portfolio segments, acquisition channels, and acquired portfolios.

e third-party originators, including brokers and dealers.

¢ internal performance indicator hurdles and metrics. Compare actual performance
indicators with internally established objectives.

e comparison with industry and peers, using available information sources (e.g.,
American Bankers Association, Argus, Consumer Bankers Association, Risk
Management Association, Visa’s Issuer Risk Key Indicators (IRKI), and rating
agency and securitization research). Compare industry indicators with bank
performance.

In addition to coincident analysis,3¢ consider performing vintage analysis,?” especially if
underwriting criteria, loan terms, or economic conditions have changed, and lagged

8 Coincidentanalysis relies on end-of-period reported performance, (e.g., delinquencies or losses in relation to
total outstandings of the same date).

%7 Vinta ge analysis groups loans by origination time period (e.g., quarter) for analysis purposes. Performance
trends are tracked for each vintage and compared to other vintages for performance relativeto similar time on
book.
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analysis®® if the portfolio exhibits significant growth. If available and well maintained,
the bank’s chronology log?® may prove useful in determining the causes of variances.

Information Technology

Conclusion: Based on the responsesto procedures, the quality of risk management for the bank’s

credit card information technology activities is (strong, satisfactory, insufficient, or
weak).

Objective: Assessthe adequacy ofthe credit card lending’s IT structure, operating environment,
and control practices.

Note: These procedures are intended to provide an overview of IT in the credit card function.
The procedures are not all-inclusive and should be adjusted accordingly. Refer to the FFIEC
Information Technology Examination Handbook as needed.

Primary Examination Procedures

1.

Determine whether the bank adopted new internet-based systems for credit card
origination, processing, pricing, or delivery, or enhanced existing usage of such systems.

Assess the level of remote access for independent agents and information walls to assure
third-party confidentiality.

Review the number and nature of outsourcing relationships. Third parties can be
problematic for a bank to manage given the technical challenges of connecting to each
third party and the potential for increased electronic threats.

Determine whether the bank uses a third party to process credit card applications and if
s0, assess the adequacy of the bank’s safeguards for the security of the customers’
personal information.

Assess the level of access controls over customer information from internal as well as
external threats.

Review the bank’s incident response process to system problems. Rapid identification
and mediation are imperative to recovery and monitoring for future events.

88 Lagged analysis minimizes the effectof growth by using the currentbalance of theitem ofinterestas the
numernator (e.g., loans past due 30 days ormore), and the outstanding balance ofthe portfolio being measured
forsome earlier dateas the denominator. This earlier date isusually at least six months beforethe date ofthe
informationused in the numerator.

% The chronology logis a sequentialrecord ofinternal and external events relevant to the credit function.
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Determine whether the bank has properly segregated IT duties. Failure to appropriately
segregate IT duties from the production process can expose the bank to fraud schemes
and, ultimately, affect its earnings and capital.

Determine the existence, testing, and updating of the business continuity processes.
Examine the assumptions, change control processes, data synchronization procedures,
crisis management methodologies, and incident response times for level of continuity.

Supplemental Examination Procedures

1.

Review internal and external IT audit comments and reports that address the technology
supporting the credit card business.

Note: [T-related audit comments and reports may be issued by a specialized IT audit
group or integrated with general internal or external audit comments and reports.

Review internal IT risk assessments of the technology systems that support credit card
activities.

Obtain and review technology management reports to assess performance trends of key
credit card lending systems.

Obtain and review a list of recent credit card IT projects, e.g., new systems,
enhancements, and upgrades.

Review meeting minutes from the board of directors or designated committee overseeing
credit card activities.

Note: The IT examiner should coordinate this review with the credit card lending EIC.

After review of examination procedures 1 through 5 and discussion with the credit card
lending EIC, determine the scope of the IT examination.

Determine whether key credit card systems are operated internally or by a third-party
vendor. If the credit card system is managed by a third party, review the service contract
and assess the effectiveness of the bank’s third-party relationship management program.
Refer to OCC Bulletins 2013-29, 2017-7, and 2020-10 and the “Outsourcing Technology
Services” booklet of the FFIEC Information Technology Examination Handbook.

Assess the effectiveness of the IT control environment managed by the bank’s IT
department, with emphasis on

e [T management.

e IT audit.

e systems development lifecycle.

e data input, access, processing, and change controls.
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e data and system validation.

e network performance monitoring.

e information security.

¢ Dbusiness continuation and disaster recovery planning and testing.
e user access controls.

e systems administrator practices.

e level and quality of IT technical staff.

9. Assess access control and change management policies and procedures for internally
developed and off-the-shelf software used by the credit card function.

10. Discuss any IT-related issues and concems with the credit card EIC and bank
management.

Marketing and Product Development

Conclusion: Based on the responses to procedures, the quality of risk management for the bank’s
marketing and credit card product development activities is (strong, satisfactory, insufficient,
or weak).

Objective: To determine whether the bank’s credit card marketing activities are consistent with the
bank’s business plans, strategic plans, and risk tolerance objectives, and whether appropriate
controls and systems are in place before the bank rolls out new credit card products or new-

product marketing initiatives. Risk management guidance pertaining to new, expanded, or
modified bank products is set forth in OCC Bulletin 2017-43.

Primary Examination Procedures

1. Assess the structure and expertise of the marketing function, focusing on bank
management, key personnel, and staffing adequacy.

2. Review the bank’s credit card marketing plan and assess it for reasonableness given the
bank’s strategic plan and objectives, level of expertise, capacity (operational and
financial resources), market area, and competition.

e Determine whether the bank has based its plan on internally or externally prepared
market, economic, or profitability studies. If so, obtain and review copies of those
studies.

e Review the process for developing and implementing marketing plans, with particular
attention to whether the appropriate functional areas (e.g., risk management, finance,
operations, information technology, legal, and compliance) are involved throughout
the process.

e Assess the appropriateness of the data and assumptions used to develop marketing
plans, in part through the review of reports that track actual performance against
marketing plans.
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¢ Discuss with bank management the controls in place to monitor marketing plans and
activities.

Note: Before the implementation of any marketing initiative, including the rollout of
anew product or change to an existing product, bank management should review all
marketing materials, consumer disclosures, product features, and terms to identify
and address potential discriminatory, unfair, deceptive, abusive, or predatory lending
practices.”?

e Discuss with bank management any significant changes made to or planned for the
bank’s account acquisition, account management, and cross-selling strategies,
including changes in channels and the use of third parties.

3. Assess new credit card product development. Specifically,

e discuss with bank management the new-product development process.

e determine whether there are written guidelines for what constitutes a new product.

e review new-product proposals and plans approved since the last examination.

e determine whether the appropriate functional areas (e.g., risk management, finance,
operations, information technology, legal, and compliance) are involved throughout
the development process to ensure that associated risks are identified and controlled.
In addition, determine whether these functional areas remain involved during the
implementation phase.

e cvaluate systems planning to determine whether MIS and reporting needs are
adequately researched and developed before new products are rolled out. Specifically,
determine whether the systems and reports are adequate to supervise and administer
new products.

e cvaluate the adequacy of the review and approval processes for new products.

e determine whether bank management, including appropriate legal and compliance
personnel, reviews marketing materials during the product development and
implementation phases to avoid deceptive or misleading advertising, terms, and
disclosures.

e determine whether the planning process adequately identifies and addresses the risks,
operational needs, and systems support associated with different solicitation methods
and channels, including direct applications, preapproved offers, indirect (broker or
dealer), loan-by-phone, and the internet.

Supplemental Examination Procedures

1. Evaluate the adequacy of the bank’s test process for new credit card products, associated
marketing campaigns, and other significant initiatives. Review the process to determine
whether testing

% For more information, refer to the “Fair Lending” and “Un fair or Deceptive Acts or Practices and Unfair,
Deceptive, or Abusive Acts or Practices” booklets of the Comptroller’s Handbook.
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e is arequired step for any new products or significant marketing and account
management initiatives.

e is properly approved. Senior management should approve the testing plan, and it
should determine that the proposed test is consistent with the bank’s strategic plan
and meets strategic objectives.

e requires clear descriptions of test objectives and methods (e.g., assumptions, test size,
selection criteria, and duration), as well as key performance measurements and
targets.

¢ includes a strongtest and control discipline. The test should include a clean holdout
group and test groups that are not subject to any significant account management or
cross-selling initiatives for the duration of the test. (Note: Strict test group design
enables bank management to draw more accurate performance conclusions.)

e is accorded an adequate period of time, sufficient to determine probable performance
and to work through any operational or other issues. When the new credit card (or
associated marketing) or other initiative involves a significant departure from existing
bank products or practices, the test duration should probably be longer. (Note: Tests
generally should run for at least six months, or up to nine or 12 months per industry
practice. The time frame may vary depending on the product or practice being tested.)

e is supported by appropriate MIS and reporting before implementation.

¢ includes a thorough and well-supported postmortem analysis in which results are
presented to and approved by senior management and the board before full rollout.

2. For affinity and cobranding programs, perform the following steps:

e Determine whether any of the programs

— diverge from the bank’s underwriting standards.
— offer preferential pricing.
— offer features not available to other bank customers.

e Ifaprogram diverges from the bank’s underwriting standards, offers preferential
pricing, or offers features not available to other bank customers,

— evaluate the appropriateness of program differences; and

— determine the overall impact on the portfolio quality and discuss your findings
with bank management. Use transaction testing, as appropriate, to determine this
impact.

e Review the terms of contracts with affinity groups or business partners to determine
whether bank management has agreed to any inordinate or large concessions or
assumed any contingent liability.

e If bank management granted any inordinate or large concessions or assumed any
contingent liability, investigate the reasons, particularly if the bank has only one or a
few partners.

e Determine whether the issuer reviews the financial condition of its partners, and
whether any partner’s financial condition may be questionable.

3. Determine whether bank management assesses how underwriting standards for the new
products may affect credit risk and the bank’s risk profile.
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4. Evaluate cross-selling strategies, including the criteria used to select accounts.

5. If the bank maintains a data warehouse, determine how it is used for marketing purposes
and if it is capable of aggregating customer loan relationships.

6. Determine the adequacy and effectiveness of the bank’s controls with respect to
information sharing, for both affiliates and unrelated third parties.

7. Prepare profiles for each of the products offered. Address

e product description, including any unique characteristics and a general overview of
terms (including pricing), target market (credit quality and geographic), and
distribution channels.

e changes in the product characteristics since the last examination.

e volume and trends summary, discussing growth to date and planned growth.

8. Select at least one new product introduced since the prior supervisory activity to assess
the bank’s planning process. Specifically, review

e planning documents and the final approved proposal.

e tests and analysis conducted, including performance compared with expectations.

e trackingreports.

e available risk management, QA, QC, and audit reviews.

e any subsequent product modifications and the basis or documented support for those
changes.

e management review and approval documentation.

e information presented to executive management, management committee, board
committee, or the board of directors (depending on the risk profile of the bank).

9. Develop conclusions about whether marketing activities are consistent with the bank’s
business plans, strategic plans, and risk tolerance objectives, and whether the activities
comply with applicable laws and regulations. Determine whether appropriate controls
and systems are in place before new products or marketing initiatives are rolled out.

Underwriting

Conclusion: Based on the responsesto procedures, the quality of risk management for the bank’s
credit card underwriting activities is (strong, satisfactory, insufficient, or weak).

Objective: To assess the quality of the bank’s new credit card loans and any changes from past
underwriting; determine the adequacy of and adherence to credit card lending policies and
procedures; determine compliance with applicable laws and regulations; and gain a thorough
understanding of the processes employed in account origination.
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Primary Examination Procedures

1. Ascertain and evaluate the types of credit card products the bank offers, and evaluate the
reasonableness of the following:

e Loan products offered and planned to be offered

e Underwriting standards and terms, including the bank’s evaluation of consumers’
ability to pay as required by Regulation Z (12 CFR 1026.51)

e Degree of innovation (e.g., new terms, products, and markets)

e Markets served and economic conditions

e Competitive environment

e Volume and proportion of loan portfolio (managed and on book), by product

e Level of participation in high-risk or subprime lending

e Types of marketing and account acquisition channels

e Historical and planned growth

e Securitization activities

Note: When evaluating lending activities, examiners should remain alert for practices and
product terms that could indicate potentially discriminatory, unfair, deceptive, abusive, or
predatory practices.

2. Review new-account metrics to determine the composition and quality of accounts being
booked and the adequacy of reports to track new-loan volume. Compare the quality of
recent bookings with the quality of accounts booked in the past. Metrics evaluated by
product should include

e application volume and approval and booking rates.

e distribution of credit scores, if used, by category of application: those submitted,
approved, and booked.

e price tiers and fees.

e average line amount.

¢ initial utilization or draw rate.

e geographic distribution.

e override volume.

e creditpolicy exceptions.

3. Obtain an overview of the origination process and the steps involved. When describing
the process in the work papers, document the following:

e Aspects of the underwriting process that are automated versus manual.

e Use of credit scoring models (e.g., types of models, history of model use, monitoring,
and validation).

e Differences in the underwriting processes arising from the application channel (e.g.,
direct mail, telemarketing, “take-one” applications in branches, internet) and from
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card types (e.g., affinity, cobranded, private-label, corporate or commercial, and
secured).
e Differences for unsolicited versus prescreened applications.

4. Determine how bank management evaluates underwriter performance by monitoring
new-loan and subsequent-performance reports for or focused on the underwriter; by
transaction testing completed for each underwriter by the manager and the QA, QC, and
credit risk review departments; or by another method.

5. If the bank uses credit scoring in the underwriting process, assess the mix of automated
and judgmentally approved loans. Also, refer to the “Credit Scoring” steps in the
supplemental examination procedures in the “Risk Management” section of this booklet.

Document findings and draw conclusions from the review of the bank’s credit card
lending policies. Examiner conclusions on the quality of credit card lending underwriting
standards should be used to complete the appropriate Credit Underwriting Assessment.

Supplemental Examination Procedures

1. For banks that lend in multiple geographic areas or states, confirm that bank management
performs periodic bureau preference analyses to determine optimal credit bureaus for
different states or localities.

2. Obtain a copy of or access to the bank’s credit card lending policies and procedures.
Assess the adequacy and soundness of the policies and procedures, focusing on the main
criteria used in the decision-making process and, if applicable, the verification processes
used to confirm application and transaction information. Evaluate

e permissible types of accounts.

¢ lendingauthority and limits, and the exception approval process.

¢ limits on concentrations of credit (e.g., product, geographic, broker, dealer, and score
band).

e creditunderwriting criteria, including measurements of the borrower’s capacity to

repay the loan (e.g., debt-to-income ratio or net disposable income calculations) and

treatment of derogatory credit bureau items.

credit scorecard cutoffs and tolerances for overrides.

borrower credit grade definitions (e.g., A, B, and C).

pricing considerations.

exception and override processes, criteria, and tracking,

3. Determine whether the bank’s or third parties’ policies and procedures provide adequate
guidance to avoid discriminatory, unfair, deceptive, abusive, and predatory lending
practices, and whether these policies and procedures are consistent with sound risk
management principles.

If weaknesses or concerns are identified, consult the bank’s EIC or compliance examiner.
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Note: For more information, refer to the “Fair Lending” and “Unfair or Deceptive Acts
or Practices and Unfair, Deceptive, or Abusive Acts or Practices” booklets of the
Comptroller’s Handbook.

4. Assess the adequacy of the process for changing the underwriting standards applicable to
the bank’s credit card portfolio. Review all changes in standards since the last
examination and determine the effect on the quality of the loan portfolio.

e Review analyses and documentation supporting recent changes to underwriting
criteria and score cutoffs.

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

e Determine whether all affected functional areas provide input to underwriting
changes.

e Verify that bank management maintains a chronology of significant changes to
underwriting standards.

If applicable, document findings of any significant changes to the bank’s credit card
lending policies. Draw conclusions on the quality of credit card lending underwriting
standards resulting from changes to complete the appropriate Credit Underwriting
Assessment in Examiner View.

5. Evaluate limits on, and tracking and reporting of, credit policy exceptions and scorecard
overrides. Determine whether

e volumes are consistent with policy limits, and whether those limits are reasonable.

e management tracks the volume and trends of policy exceptions (by type) and of
overrides (separately and by reason code).

e management tracks the performance (i.e., delinquencies and losses) of these accounts
over time, by type, and compares the performance with that of the overall portfolio.

e as warranted, management responds appropriately to the levels of overrides and
exceptions, adjusting underwriting policies and exception limits or providing
additional underwriter training accordingly.

e overrides resulted in potential discrimination on a prohibited basis. Refer such
concerns to the EIC and examiner responsible for consumer compliance.

e management appropriately identifies the effects of the levels of exceptions and
overrides and the performance of affected accounts on the quantity and direction of
credit risk.

6. Selectand analyze appropriate credit card product samples to determine credit quality, to
verify adherence to bank underwriting policies, to assess the adequacy of analysis and
decision documentation, to assess compliance with laws and regulations, to determine
whether reports accurately capture exception information, and to determine whether
practices exist that are inconsistent with bank policy or that are not adequately depicted in
existing management reports. For more information about selecting samples, refer to the
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“Sampling Methodologies” booklet of the Comptroller’s Handbook. For each significant
product type, perform the following steps:

e Sample recently approved accounts to assess adherence to underwriting policy and
applicable laws and regulations. If the bank uses credit scoring, select two samples:
one sample from accounts not automatically approved (e.g., judgmental decision
involved even if credit scoring is used as a tool) and one sample from accounts
automatically approved. Include in the sample accounts originated from each
significant marketing channel and, if warranted, consider expanding the sample to test
specific channels more thoroughly.

e Sample recently approved accounts that represent exceptions to underwriting policy
to determine whether credit decisions are consistent, whether the analysis and other
support for them are adequate, and whether the exceptions are approved on a
prohibited basis.

e Use the bank’s credit files, account origination systems, and reports to create a
worksheet to summarize information for the sample. The worksheet should be
tailored to fit the product and the bank’s underwriting criteria but should generally
include the following information:

— Account data: Name, account number, origination date, account balance, credit
line amount, current status, employment information, time at residence.

— Underwriting terms: Credit score (bureau, pooled, or custom), debt-to-income
ratio, interest rate.

— Underwriting policy exceptions and score overrides: Indicate whether bank or
examiner identified.

If prepared properly, the worksheet facilitates examiner analysis and provides a sound

foundation for reaching conclusions about the adequacy of the bank’s policy and its

adherence to that policy.

Document findings to support quality of credit card lending underwriting practices and
direction of underwriting practices for selected loans in the Credit Underwriting
Assessment.

7. Based on the results of the testing and the severity of the concerns identified, determine
whether the samples should be expanded. Refer to appendix A, “Transaction Testing,”
for additional sample suggestions.

8. Document conclusions of quality of credit card underwriting practices and direction of
underwriting practices in the appropriate Credit Underwriting Assessment in Examiner
View.

9. Develop conclusions with respect to the quality of the bank’s new loans, any changes
from past underwriting, the adequacy of and adherence to credit card lending policies and
procedures, compliance with applicable laws and regulations, the processes employed in
account origination, MIS for monitoring new-loan volume, and implications for the risk
profile of the loan portfolio. Clearly document all findings.
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Account Management

Conclusion: Based on the responsesto procedures, the quality of risk management for the bank’s
credit card account management activities is (strong, satisfactory, insufficient, or weak).

Objective: To assess the effectiveness of activities and strategies used to enhance performance and
increase profitability of existing, nondelinquent accounts or portfolios, and determine the
implications for the quality of the portfolio and the quantity and direction of risk.

Primary Examination Procedures

1.

Determine whether bank systems are capable of aggregating the entire loan relationship
by customer (multiple loan accounts by product and in total) for the purpose of customer-
level account management. If so, determine the extent to which the bank uses that
capability.

Determine whether the bank uses credit scoring for nondelinquent account management.
If so, identify the type of scoring used (e.g., refreshed bureau, behavior, and bankruptcy
scores), the frequency of obtaining updated scores, and how the scores are used in the
account management process.

If the bank does not use scoring, determine how bank management reviews the bank’s
account base for changes in credit quality (e.g., bureau warning screens) or to identify
marketing opportunities. Determine whether the process is reasonable, including any
actions taken based on the reviews.

Review and assess the adequacy of written policies and procedures, including disclosure
requirements, governing account management activities. Account management activities
may include

e line increase and decrease programs.

e line suspension, lines that convert to amortization, and closure programs.

e graduation programs.®!

e balance transfer and convenience check offers.

e customer service re-ages, extensions, and deferrals.

e retention programs. (Note: Retention programs are critical to relationship
management and attrition. Be alert to whether the programs are proactive or reactive
and how bank management measures performance.)

Determine the adequacy of bank management’s administration of account management
programs. Specifically,

! In open-end credit, graduation programs reward sustained successful performance of high-risk borrowers by
movingthem from a subprimetype ofaccount(typically higher-priced, with a lower credit limit, and often
secured) to a more mainstream product.
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e review the adequacy of the program or strategy approval process and assess whether
applicable functional areas are appropriately represented (e.g., risk management,
marketing, customer service, compliance, information technology, and finance).

e assess whether the analyses performed to support new and existing strategies are
adequate and appropriately consider all possible effects of the proposed actions (e.g.,
the effects on credit performance, attrition and adverse retention, earnings, and
compliance andreputation risks). In addition, determine whether analyses properly
consider the impact of overlapping or repeat account management strategies.

e determine whether the bank performs adequate testing before full implementation of
strategies that have the potential for significant impact on credit performance and
earnings. Testing is particularly important for line management initiatives (e.g.,
balance transfer offers) and, per industry practice, is conducted for a minimum of six
months, but preferably for 12 months.

e assess whether the bank has developed and implemented appropriate MIS reports
before initiating testing and implementing strategies and whether bank management
regularly monitors and analyzes actual versus expected results.

e assess the adequacy and timeliness of bank management’s response to poorly
performing strategies, as well as the actions taken when strategies perform
significantly better than expected.

e Assess the reasonableness of the bank’s account management strategies, evaluating
the scope and frequency of each strategy employed, the inclusion and exclusion
criteria, the various strategy components and outcomes, and adherence to the
approved strategies and written policies and procedures.

Supplemental Examination Procedures

1. Review the policies that govern imposing and waiving late, over-limit, extension, annual,
and other fees. Determine whether the policies are reasonable and whether the effect on
portfolio performance is adequately monitored, analyzed, and addressed.

2. Iftheissuer previously increased interest rates on accounts based on the credit risk of the
consumer, market risk, or other factors, determine that the issuer has developed and
implemented policies and processes to periodically evaluate whether the increased rate
remains appropriate. Accounts should be reviewed at least every six months to determine
whether the circumstances causing the earlier rate increase remain or whether a rate
reduction is required. If appropriate, select a sample of affected accounts and perform
transaction testing to determine the level of consistency with policy.

3. Based on the significance of the bank’s use of account management activities, determine
whether account sampling is warranted. If so, refer to the sampling procedures in
procedure 14 of this section and in appendix A, “Transaction Testing,” of this booklet.

4. Develop conclusions with respect to the effectiveness of activities and strategies used to
enhance performance and profitability of existing, nondelinquent accounts or portfolios,
and any implications for the quality of the portfolio and the quantity and direction of risk.
Clearly document all findings.
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5. Evaluate the adequacy of the bank’s transaction authorization process. Assess transaction
limits (i.e., dollar amount, frequency, and cash versus purchase allocations) and criteria
used to “block” accounts (prohibit additional transactions). In addition,

e ascertain the types of transactions (e.g., small-dollar transactions, recurring
transactions, and delayed postings, such as charges for rental cars) that are likely to
circumvent the bank’s authorization process and determine how the bank manages
that risk.

e determine how the bank handles payments returned for NSF and the adequacy of the
bank’s policies for large payment holds.

6. Determine whether the bank allows borrowers to exceed their credit limits. If so,

e determine the amount and reasonableness of the over-limit authorization buffers, if
any.

e assess the bank’s over-limit strategies, focusing on how the eligibility criteria are
developed, whether the strategies are appropriately tested, the adequacy of the initial
and ongoing analyses supporting the strategies, and the management approval process
for the program.

e assess the adequacy of over-limit MIS reporting and whether it provides accurate data
reflecting over-limit volume, trends, and the subsequent performance of over-limit
accounts.

e review the requirements of the account terms and conditions for curing over-limits
and determine whether the bank enforces these requirements. Assess the adequacy of
the bank’s process.

e assess the bank’s performance in light of the over-limit provisions of OCC Bulletin
2003-1. Refer to appendix D, “Account Management and Loss Allowance Guidance
Checklist,” of this booklet.

e determine that the bank charges an over-limit fee only when a consumer has
proactively opted in for authorized over-limit transactions.®?

7. Review internal reports on over-limit activity. If the volume is significant or if negative
trends are evident, discuss with bank management.

8. Assess the system in place to monitor for and identify fraudulent or unusual activity.
Also, assess the adequacy of processes to investigate and report fraudulent activity in a
timely manner.

9. Conduct transaction testing to verify the initial conclusions on the prudence of the bank’s
account management strategies. Determine whether the accounts reviewed are
performing consistent with program assumptions and expectations and whether the action
resulted in a change in credit risk. In addition, determine whether accounts conform to
initial criteria, whether reports accurately capture tracking information, and whether bank

92 Referto 12 CFR 1026.56.
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management has adequately identified and controlled the impact of repeat and competing
strategies.

Note: When selecting the initiative to sample, consider the size of the population
affected, the amount of the change, or the initiative with the greatest performance
variance from program projections. Place emphasis on the older initiatives with
characteristics similar to current initiatives to gain the longest subsequent performance
period.

e Sample accounts from at least one of the significant automated line-increase and line-
decrease initiatives since the prior supervisory activity.

e Sample accounts that exceed approved credit limits by a certain threshold (e.g.,
accounts 10 percent or more over limit) as of the last statement or billing date.
Determine why the accounts are over limit (e.g., authorization, NSF, or other issues);
whether the bank charges over-limit fees only on the accounts of consumers who
have opted in to over-limit fees (this does not apply to commercial credit card
accounts); when the bank imposes or suspends over-limit fees; how the minimum
payment is calculated; and whether practices are consistent with the disclosures in the
cardholder agreement. In addition, determine whether negative amortization exists
and, if so, the extent thereof.

e Sample accounts that received manual line increases or decreases, or other significant
changes, and assess whether the policies were consistently applied and whether the
analyses and decisions were well documented.

e Select one other account management program offered by the bank and sample
accounts that participated in that program. Determine that accounts met all eligibility
criteria when accounts were initially selected for the program, at the time of the
promotional mailing, and at the time the cardholder accepted the offer to participate.

Collections

Conclusion: Based on the responses to procedures, the quality of risk management for the bank’s
collection activities is (strong, satisfactory, insufficient, or weak).

Objective: To evaluate the effectiveness of the credit card collection function, including the
collection strategies and programs employed; to better assess the quality of the portfolio, the
quality of risk management with respect to the collection function, and the quantity and
direction of credit risk.

Primary Examination Procedures
1. Assess the structure, management, and staffing of the collection department.
e review the organization chart for the department and evaluate the quality and depth of
the staff based on the size and complexity of the operation.

e discuss with senior management staffing plans for each major collection activity (e.g.,
early-stage, late-stage, fraud monitoring, and third-party management of both
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collection and credit counseling agencies), including how plans fit with department
and bank objectives (e.g., growth and credit performance projections).

e review the experience levels of senior managers and supervisors.

e assess the adequacy of the bank’s training program for collectors through discussions
with bank management.

e assess the appropriateness and administration of the bank’s incentive pay program for
collectors. Pay particular attention to possible negative ramifications of the plan, such
as the potential to encourage protracted repayment plans, aggressive curing of
accounts, or individual rather than team efforts. Determine whether the plan limits the
total incentive pay that a collector can receive.

e determine whether the board or senior management reviewed and approved the
incentive pay program before implementation.

2. Assessthe adequacy of the bank’s written collection policies and procedures. Determine
whether they cover all significant collection activities and are consistent with the
principles conveyed by OCC Bulletins 2000-20 and 2003-1. Refer to the checklists in
appendixes C and D of this booklet.

e Review the bank’s credit card policies to determine whether it allows the rebooking
of accounts that are charged off for any reason other than bank error. If so, discuss
this information with the EIC.

e Determine whether the bank is considered a debt collector as defined by the
FDCPA. %3 If so, forward this information to the EIC or the compliance examiners to
determine whether review of the FDCPA should be conducted in a future compliance
supervisory activity.

e Identify where bank management has implemented automated decisions (e.g., charge-
off, re-aging, and extensions) to be consistent with the guidance conveyed by OCC
Bulletins 2000-20 and 2003-1.

3. Evaluate the adequacy of the bank’s classification, nonaccrual, and charge-off practices
and whether the practices comply with the bank’s written policies and procedures and are
consistent with regulatory guidance. Specifically,

e discuss practices with both bank management and line personnel. Identify any ways
in which practices are inconsistent with policies and procedures. Communicate any
inconsistencies to all examiners assisting with the collection review and conducting
testing

¢ identify instances in which management has implemented automated processes
instead of manual processes to be consistent with policies. Review the system settings
to verify that the parameters of the automated processes correspond to those described
in the bank’s credit card policies and allow compliance with regulatory requirements
and consistency with guidance. If they do not, discuss the differences with
management and assess the appropriateness of the differences.

% For more information, refer to the FDCPA orthe “Other Consumer Protection Laws and Regulations”
booklet ofthe Comptroller’s Handbook.
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¢ request management’s summary of classified accounts. Determine whether the
classification practices are consistent with the principlesin the “Uniform Retail
Credit Classification and Account Management Policy.”* Generally, loans should be
classified substandard at 90 days past due.

e request management’s summary of nonaccrual loans. If the bank does not place credit
card loans on nonaccrual, determine whether the bank employs appropriate methods
to ensure that income is not overstated (e.g., appropriate reserves are established for
uncollectible fees and finance charges as part of the ALLL or ACL, or the estimated
uncollectible income is charged directly against interest and fee income).

e determine how accounts scheduled for charge-off are loaded into a charge-off queue
or other system for loss. Specifically, determine whether losses are automatically or
manually processed; what circumstances, if any, delay a charge-off; and when the
bank recognizes losses (e.g., daily, weekly, or monthly).

e requesta report detailing accounts more than 180 days past due that have not been
charged off. Review the report with bank management, and determine why those
balances remain on the bank’s books and whether there are system or policy issues
that need to be corrected.

Supplemental Examination Procedures

1. Evaluate the adequacy of the bank’s policies and practices for payment posting and
assessing late fees.

e Review the payment posting procedures and practices and determine whether
payments are promptly posted.

e Determine the conditions under which late fees are imposed® and, if applicable, at
what point the fees are suspended.

e Determine the bank’s policy for collecting late fees (e.g., as part of the next regularly
scheduled payment) and how unpaid late fees are accounted for, tracked, and
collected.

e Determine whether the bank’s process for evaluating the ramifications of changes in
late-fee policies, including dollar amounts and grace periods, is adequate before broad
implementation of the changes.

e Assess whether the available reports provide the information necessary to evaluate
the effect of late fees. Specifically, assess whether the information is sufficient to
allow management to determine whether the fees have the desired effect on
performance (i.e., improving on-time payments), whether late fees result in negative
amortization, and the extent to which late fees assessed are actually collected.

% Referto OCC Bulletin 2000-20.

% Itis generally considered anunfair practice fora bank toassess a late fee when the only delinquency is
attributable to thelate fee assessed on an earlier installment, and the payment is otherwise a full payment for the
applicable period and is paid onits due date or within anapplicable grace period. Referto OCC Bulletin
2014-42,“Credit Practices Rules: Interagency Guidance Regarding Unfair or Deceptive Credit Practices.”
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e Determine whether the bank has established adequate loss allowance for accrued but
uncollectible interest and fees, including late fees, in either the allowance or a
separate reserve.

2. Assess the appropriateness of bank management’s collection strategies.

e Through discussions with bank management, determine how it develops collection
strategies, who is responsible, and how the success of the strategies is measured.
e Determine what triggers strategy changes and who has authority to direct revisions.
e Establish whether the bank uses scoring or any other predictive techniques to assist in
the collection of accounts. If so, determine
— the scores or techniques used, how they are used, and whether they are internally
or externally developed.
— when the scores or techniques were last validated, by whom, and the results of the
validation.

3. If applicable, assess the adequacy of the bank’s use of champion/challenger strategies.

e Identify the person or group responsible for strategy development.

e Determine that the development process begins with a clear identification of strategy
objectives and relies on reasonable assumptions and complete and accurate MIS.

e Determine that the bank’s controls provide for proper testing (e. g., test size, time
frame, and account population and characteristics) of challenger strategies before
making decisions to expand challenger penetration or to replace the existing
champion strategy.

e Assess the monitoring process and determine whether the bank accumulates and
analyzes appropriate data to measure strategy success.

e Determine that the bank maintains adequate documentation of the various strategies.

4. Determine whether the bank uses cure programs such as re-aging, match pay, temporary
forbearance, fixed payment plans, permanent internal or external workout programs (e.g.,
CCCQ), or settlement programs. If so,

e assess the adequacy of the policies and procedures used to administer the programs,
as well as consistency with the principles conveyed by OCC Bulletins 2000-20 and
2003-1 regarding limits, analysis, documentation, amortization periods, and
allowance considerations.

e review and evaluate any test and analysis summaries completed before the
implementation of new cure programs.

e determine whether the bank’s programs appropriately address proper income
recognition, and TDR designation, if appropriate, for restructured loans.

e evaluate the MIS and reporting used to monitor and analyze the performance of each
program. Compare performance with forecasts and bank objectives and tolerances. In
addition to reports listed in procedure 10, determine whether bank management
generates and reviews reports detailing
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— volume (balance and unit) trends for cure program accounts, by product, program,
vintage, and in total.
— loss performance, by product, program, vintage, and in total.
— performance of the accounts 30, 90, 180,270, 360, etc., days subsequent to the
cure.
— performance of accounts cured more than once, broken down by the number of
times cured and tracked over time.
— policy exceptions and the performance of those exceptions.
e Compare the performance of accounts in cure programs with the performance of
those in the general population.
e Assess the current and potential impact of such programs on the bank’s reported
performance (asset quality) and profitability, including allowance and capital
implications.

Note: If bank management accepts external debt management plans, such as CCC, bank
management should be able to monitor the performance of accounts by individual credit
counseling agency.

5. Review and determine the effectiveness of the bank’s “skip tracing” °¢ practices and
procedures to track delinquent customers.

e Ascertain what portion of the portfolio lacks current and correct telephone numbers
and mailing addresses.

e Evaluate the adequacy of the bank’s process for obtaining missing contact
information.

e Determine whether the bank has a process to exclude accounts without pertinent
contact information from promotional initiatives and favorable account management
treatment.

e Ifapplicable, determine whether the bank appropriately monitors outside agencies
used to skip-trace accounts.

e Determine whether skip accounts are flagged for accelerated charge-off if attempts to
locate borrowers are unsuccessful.

6. Assess whether the bank’s automated systems for collecting delinquent accounts are
adequate and discuss these systems with bank management.

e Determine which technologies and processes the bank uses to collect accounts (e.g.,
automated dialers, collection letters, statement messaging, videos and other media),
how each is used, and the key reports generated to monitor performance. Determine
whether the key reports provide sufficient data to allow bank management to make
appropriate decisions.

e [fautodialingis used, determine how the system routes “no contact” accounts. These
are accounts that collectors remove from the dialer because of a promise to pay or a

% In the field of debtcollection, the term “skip” traditionally referred to a person who disappeared toavoid
payingdebt. Today, “skip tracing” is thought of more broadly in the collection context as a process of locating
consumers whose contact information is outdated or invalid, regardless of why the information is not accurate.
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payment arrangement (e.g., accounts subject to bankruptcy proceedings or those
being handled by counsel in situations in which the borrower has protections against
direct creditor contact).

e Determine whether the systems generate a sufficient audit trail.

e Determine whether managers, supervisors, and QC staff have the ability to listen to
collector phone calls online.

e Evaluate the adequacy of the bank’s contingency plans, and determine whether the
plans are tested regularly.

7. Assess the quality, accuracy, and completeness of reports and other analyses used to
manage the collection process. Specifically,

e ecvaluate the quality of collection reports regularly provided to executive management
and determine whether the reports provide adequate information, including
comparisons with collection objectives and tolerances, for timely decision making.

e determine the appropriateness and accuracy of key collection reports. Review
specifically
— vintage and coincident delinquency and loss reports.

— roll-rate reports and migration-to-loss reports.

— cure program reports, in total, by program, and by collector, including reports that
track the volume (number and dollar) of accounts entering cure programs,
accounts awaiting re-aging or extension, and the actual performance of accounts
in the various programs.

— collector and strategy reports or special-handling-queue reports.

— productivity reports, including information such as call penetration, right party
contact, promises made and kept, dollars collected, and staffing summaries.

Note: If not removed, NSF checks can affect several of the metrics in the reports

described in this procedure. Examiners should determine whether bank management

has a method to identify, or correct, the effects of NSF checks on the metrics used in
reporting.

e determine whether departments other than collections, such as customer service, can
initiate collection activities, such as cure programs. If so, determine whether
appropriate monitoring MIS are in place to monitor volumes and credit performance
of accounts in collection activities initiated outside the collection department.

8. Determine what system(s) the bank uses to recover charged-off accounts and whether
they interface with the bank’s collection management system(s). If not, determine how

the recovery unit gathers and uses information about prior collection activities.

9. Determine whether the bank uses outside collection agencies (including attorneys and
attorney networks) to collect delinquent accounts or to recover losses. If so,

e assess the bank’s due diligence process for selecting third-party collection agencies.?’

97 Referto OCC Bulletins 2013-29,2017-7,and 2020-10.
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e determine whether the bank’s legal counsel and compliance officer have reviewed the
contracts with, and practices of, third-party collection agencies.

e cvaluate any forward-flow contracts to third-party collection agencies, including
performance tolerances and termination requirements (important for remediation or
severing the contract in case of poor performance). (Note: Forward-flow contracts
provide third-party collection agencies with a set number of accounts at a determined
frequency and assist the bank in forecasting placements.)

e determine the frequency and method, including reasons supporting the method, of
rotating accounts between third-party collection and recovery agencies and in-house
collections, i.e., assess the distinctions in effectiveness and cost between primary,
secondary, and tertiary collectors.

e review productivity and cost reports for each third-party collection agency. Discuss
with bank management how the bank monitors the success of third-party collection
agencies and whether the bank uses the results of this monitoring to assign delinquent
accounts to third-party collection agencies.

e cvaluate the systems and controls used to supervise out-placed accounts, including
active reconciliations of amounts collected and fees disbursed to each third-party
collection agency.

e review reports used to monitor the performance of third-party collection agencies.

e evaluate the adequacy and frequency of the bank’s audits (on-site and off-site, if
applicable) of third-party collection agencies.

Note: For more information on reviewing third-party relationships, refer to the
supplemental examination procedures in the “Third-Party or Private-Label Partner
Management” section of this booklet.

10. Assess the bank’s recovery performance using historical results and industry averages, by
product, as guidelines.

e Determine whether the bank periodically sells charged-off accounts. If so, determine
the reasonableness of forecasts, the bank’s cost-benefit analysis, and the adequacy of
the bank’s risk management practices. Refer to OCC Bulletin 2014-37.

e Evaluate the bank’s recoveries in light of prior-period losses.

e Evaluate the accuracy of the recovery figures. If the bank charges accrued but
uncollected interest and fees against income rather than the allowance, verify that
recoveries are reported accordingly (i.e., include principal only). Refer to appendix D,
“Account Management and Loss Allowance Guidance Checklist,” of this booklet.

e Assess the costs associated with the dollars recovered and explore trends.

11. Assess the appropriateness of the bank’s fraud policies and procedures.

e Review the bank’s definition of fraud losses and assess whether it is reasonable and
appropriately distinguishes fraud from credit losses.

e Assess consistency with the principles conveyed by OCC Bulletin 2000-20 regarding
charge-offs (for example, 90 days from discovery).

e Confirm that fraud losses are recognized as operating expenses rather than charges to
the ALLL or ACL.
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e Assess whether the bank’s policies differentiate between account charges alleged to
be fraudulent and undisputed charges. For example, for open-end credit, some banks
may re-age the entire amount owed to current pending the outcome of a fraud
investigation; that treatment, however, should not extend to undisputed amounts.

e Ifaninvestigation negates a fraud allegation, verify that the bank returns the account
to the previous delinquency status and immediately reinstates collection efforts.

Note: When an account is reported as fraudulent, the reason should be given (for
example, because account activity is alleged to be fraudulent, because it is confirmed to
be fraudulent, or because the application is fraudulent). An account that has had an NSF
check or that did not make the first payment should not automatically be identified as
fraudulent.

12. Review the adequacy of reports pertaining to fraud.

e Determine whether the information is sufficient to monitor fraud and the
effectiveness of fraud controls, including the appropriate filing of SARs.

e Assess the number and dollars of fraud investigations.

e Assess the levels and trends of fraud losses compared with industry averages, and
discuss any atypical findings with bank management. (Note: Fraud losses often are
depicted as fraud losses divided by sales.)

e Assess the trends of customer complaints related to credit card fraud.

13. Assess the adequacy of internal and external audit, QA, QC, credit risk review, and risk
management in the collection area, including scope, frequency, timing, report content,
and independence.

e Review relevant audit, QA, QC, credit risk review, and risk management reports.

e Determine the adequacy and timeliness of bank management’s responses to the issues
identified and any findings or issues requiring follow-up. If warranted based on the
significance of the issue or concems about the adequacy of the response or action
taken, test corrective action.

14. Conduct transaction testing to verify initial conclusions with respect to the bank’s
collection programs and activities. In addition to determining consistency with approved
policies and procedures, determine whether the programs and activities result in an
enduring positive change in credit risk or provide only temporary relief. Verify that
reports accurately capture the activities and the subsequent performance of the accounts.
(For more information, refer to appendix A, “Transaction Testing,” and the “Sampling
Methodologies” booklet of the Comptroller’s Handbook.)

e Sample accounts that were at least 60 days delinquent in the month preceding the
examination and are now current to determine whether the customer cured the
delinquency or whether the account was cured artificially (e.g., re-aging or
extension). If the latter, determine whether the action was consistent with existing
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bank policy and with the principles in the “Uniform Retail Credit Classification and
Account Management Policy.”?

e Sample accounts from each of the primary collection areas (e.g., early-stage, late-
stage, skip, bankruptcy, estate, or deceased borrower accounts) to determine
adherence to policy. The sample helps an examiner understand the collection process
and strategies employed. (Note: This sample is often best completed or supplemented
by sitting with collectors as they work accounts. Monitoring taped or live collection
calls is also an effective tool that examiners can use to determine whether practices
comply with policies and procedures.)

e Sample loans from each of the following areas to assess compliance with bank
policies for the programs and the reasonableness of decisions: recent re-agings;
temporary forbearance; internal and external workouts, such as CCC; and settlements.
Decisions also should be compared with the bank’s normal underwriting guidelines
with respect to amortization period, debt or repayment limitations, and pricing.

e Sample charged-offaccounts and review all activities that occurred before charge-off
to determine whether the bank employs practices that result in loss deferral.

e Sample identified fraud accounts and review all activities to determine propriety of
practices, adherence to policy, and timeliness of charge-off practices.

15. Develop conclusions with respect to the effectiveness of the collection function,
including the collection strategies and programs employed, and the implications for the
quality of the portfolio and the quantity and direction of credit risk.

16. Determine the delinquency level at which the bank temporarily suspends lines of credit
and the level at which it permanently closes an account. Also,

e determine whether scoring models or other methods contribute to decisions to
permanently close lines of credit.

e evaluate the circumstances under which a closed account can be reactivated, and
verify that the collection department refers such accounts to the credit department for
an underwriting decision.

17. Ascertain whether the bank’s collection strategies include the use of penalty pricing. If
S0,

e asrequired by the CARD Act (referto 12 CFR 1026.55(b)(4)), verify that penalty
pricing is not triggered until the account becomes 60 days delinquent and that the
account is returned to its lower, non-penalty-pricing level on receipt of six
consecutive timely payments.

e assess bank management’s objectives in structuring its penalty pricing strategy and
the quality of the supporting analysis. Be particularly alert to whether the analysis
adequately considers the possible ramifications of the strategy, including reputation
18l negative retention, increased credit losses, and decreased interest income in the
long term.

% Referto OCC Bulletin 2000-20.
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e determine whether the strategy was properly tested using reasonable sample sizes and
time frames, and that the initial performance assumptions were adequately validated
before full rollout.

e determine bank management’s performance targets for the penalty pricing strategy,
and review actual performance against those metrics.

e cvaluate the adequacy of the MIS and reporting used to monitor the performance of
accounts during, and subsequent to, penalty pricing.

e assess the timeliness and appropriateness of bank management’s response to negative
strategy results.

Profit Analysis

These supplemental examination procedures should be used when assessing the profitability
of the bank’s credit card lending activity.

Conclusion: Based on the responsesto procedures, the quantity of risk is (low, moderate, or high)
and the quality of risk management is (strong, satisfactory, insufficient, or weak) for the
profitability of the bank’s credit card lending activities.

Objective: To assess the quantity, quality, and sustainability of credit card lending earnings.

Note: For banks that securitize assets, examiners should also review income statements for
managed assets.

Supplemental Examination Procedures

1. Obtain and review copies of the income statement for the credit card portfolio and for
each significant product. Verify that the reports are “fully loaded,” i.e., that they include
all pertinent income and expense items, including overhead and funding costs.

2. Ascertain the contribution of the credit card portfolio to corporate earnings and the
expected contribution in the future.

e Review executive management monthly or quarterly performance reports and
portfolio-quality report packages.

e Review historical trends, including changes in the product contributions.

e Review financial projections and budget and plan variances.

e Review significant income and expense components and measures, including
noninterest income (fees and other add-ons), marketing expense, charge-offs, net
interest margin, and risk-adjusted yield.

e Evaluate the methodologies, assumptions, and documentary support for the bank’s
planning and forecasting processes. Determine whether material changes are expected
in any of the key income and expense components and measures.

e Determine factors limiting bank management’s return on assets, return on managed
assets, and return on equity and the actual returns as of the examination date.
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Note: Asset-based measures are typically more meaningful for comparison because
banks allocate capital differently.

3. Verify that the bank appropriately recognizes uncollectible accrued interest and fees
through the ALLL or ACL, through a separate interest and fee reserve or through cash
income recognition.

4. Review the bank’s stress test and discuss potential earnings volatility through an
economic cycle with bank management in order to assess sustainability. If the bank does
not perform stress testing, discuss whether and how management prices loans to
withstand economic downturns.

5. Determine whether the bank’s cost accounting system is capable of generating profit data
by product, segment (including grade), channel, and account.

6. Assess the profitability of each product.

e For each product, review profitability by credit score band, credit grade, sub-portfolio
(e.g., unsecured or secured credit card), and vintage, as appropriate.

e Compare actual results with projections and discuss variances with bank
management.

7. Evaluate profitability by channel.

e Through discussions with bank management responsible for third-party oversight,
determine profitability generated through the various channels (e.g., third-party
originators).

e Compare the profitability of the loans generated by the various channels.

8. Determine the adequacy of the pricing method.

e Review the pricing strategy, pricing method, and pricing model, if applicable.

e Review the major assumptions used in the pricing method and assess reasonableness.
Be alert to differences in assumptions by product and channel.

e Determine whether pricing is driven by risk, capital, or some other allocation method
or hurdle, and to what extent, if any, it is driven by the competition.

e Determine whether the pricing method incorporates a realistic break -even analysis,
and whether the analysis reflects the true costs of premature account closures
(attrition) and reductions (prepayment).

e Review the pricing matrix, by product.

9. Verify thatall charges and fees were established by the bank on a competitive basis and
not on the basis of any agreement, arrangement, undertaking, understanding, or
discussion with other banks or their officers. Determine that charges and fees were
established by a decision-making process through which the bank considered the
following factors:

Comptroller's Handbook 105 Credit Card Lending



Version 2.0

10.

e The costincurred by the bank in offering and providing the service.

e The deterrence of misuse by customers of banking services.

e The enhancement of the competitive position of the bank in accordance with the
bank’s business plan and marketing strategy .

e The maintenance of the safety and soundness of the bank.

Assess the adequacy of planning, reporting, and analysis with respect to attrition and
prepayment. Specifically, ascertain whether bank management identifies the volume and
trends of accounts with high interest rates relative to accounts with market or low
introductory rates to determine exposure and impact on earnings.

ALLL or ACL

These supplemental examination procedures should be used when assessing the portion of
the ALLL or ACL applicable to the bank’s credit card lending activity.

Conclusion: Based on the responses to procedures, the quantity of risk is (low, moderate, or high)

and the quality of risk management is (strong, satisfactory, insufficient, or weak) for the
ALLL or ACL of the bank’s credit card lending activities.

Objective: To assess the bank’s ALLL or ACL methodology for its credit card lending activities.

Supplemental Examination Procedures

1.

Determine whether the amount of the ALLL or ACL is appropriate and whether the
method of calculating the allowance is sound. Assess whether bank management
routinely analyzes the portfolio to identify instances when the performance of a product
or some other business segment (e.g., workout programs) varies significantly from the
performance of the portfolio overall and that such differences are adequately incorporated
into the allowance analysis. Refer to the “Allowance for Loan and Lease Losses” booklet
of the Comptroller’s Handbook, and specifically consider

e whether estimates and assumptions are documented and supported in a manner
consistent with the guidance conveyed by OCC Bulletins 2006-47 or 2020-49, as
appropriate.

e credit quality, including any changes to underwriting, account management, or
collections that could affect future performance and credit losses.

e historical credit performance and trends (e.g., delinquency roll rates and flow -to-loss)
overall, by product, and by vintage within products.

e level, trends, and performance of subprime and other higher-risk populations (e.g.,
over-limit accounts).

e level, trends, and performance of cure or workout programs, including re-agings,
extensions, deferrals, renewals, modifications, and rewrites.
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e levels and trends of bankruptcies and the performance of accounts in bankruptcy that
remain on the bank’s books (including accounts that have been reaffirmed and those
that have not).

e charge-offpractices and consistency with the principles in the “Uniform Retail Credit
Classification and Account Management Policy.”?°

e whether bank management provides for accrued interest and fees deemed
uncollectible in the allowance or in a separate reserve.

o the effects of securitization activities, if applicable.

e cconomic conditions and trends.

e consistency with the guidance conveyed by OCC Bulletin 2003-1. Refer to appendix
D, “Account Management and Loss Allowance Guidance Checklist,” in this booklet.

2. Ifthe ALLL or ACL methodology is model-based, assess the adequacy of the bank’s
model risk management over relevant ALLL or ACL related models. For more
information, refer to OCC Bulletin 2011-12.

Purchased Credit Card Relationships

These supplemental examination procedures should be used when a bank has significant
exposure to PCCR activity.

Conclusion: Based on the responses to procedures, the quantity of risk is (low, moderate, or high)

and the quality of risk management is (strong, satisfactory, insufficient, or weak) for the
bank’s PCCR activity.

Objective: To assess the bank’s purchased credit card relationships activity and to determine the
implications for income as well as credit quality, program performance, and level of
compliance.

Supplemental Examination Procedures

1. Determine whether the bank uses a pool-by-pool approach or an aggregate approach to
determine impairment.

2. For portfolios with PCCRs, obtain and review the acquisition model(s) used in each
purchase. Determine the type of model(s), such as discounted cash flow, capital flow, or
return on assets, that bank management uses to acquire and value portfolios.

3. Determine how bank management uses the acquisition model(s).

4. Determine whether acquisition model(s) are well documented and periodically audited. If
not, discuss with bank management and make recommendations.

% Referto OCC Bulletin 2000-20.
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5. For each model, determine whether the model was loaded with the final purchase contract
terms.

e Ifnot, discuss with bank management why accurate final purchase contract terms
should be included in the acquisition model(s) from which the true inherent discount
rate can be determined.

e Determine whether the premium booked in the final acquisition model matches the
premium used in the bank’s PCCR valuation and amortization model. Determine
whether there is support for each component of the premium, if applicable.

6. If the model(s) are something other than a discounted cash flow model, evaluate the way
bank management computed the inherent discount rate at the time of portfolio
acquisition.

e Ifno inherent discount rate was computed or a rate was used that is inconsistent with
the inherent variability in the cash flows, assess the impact this may have on
impairment testing.

e Discuss with bank management why the correct inherent rate should be maintained to
conduct valuations correctly.

7. For each model, obtain and review the most recent PCCR valuation model used for the
required quarterly impairment review.!% If the models are not discounted cash flow
models, as required by the call report instructions, discuss with bank management the
possible need to recalculate valuations.

8. Determine whether the discount factor used in each model equals or exceeds the inherent
discount factor used at the portfolio’s acquisition.

e If not, discuss the requirements detailed in the call report instructions.

e Discuss with bank management the possible need to recompute the impairment tests
using the appropriate discount factors.

9. For each model, review the main drivers to assess reasonableness. Compare the drivers
against the actual statistics for the prior period or prior year to determine reasonableness.
If the drivers used in the quarterly valuation model(s) do not fairly represent recent
trends, discuss with bank management to determine whether adjustments are needed.

10. Review the amortization schedules for each model and perform the following procedures:

e Determine whether the estimated useful life of the PCCR corresponds to the
estimated life of the credit card relationships acquired. If the amortization exceeds 10
years, determine whether any adjustments are necessary.

e Determine whether PCCRs are amortized using an accelerated amortization method.

19 Referto the callreport instructions for schedule RC-M, item 2.c¢ for information about PCCR valuation
requirements.
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— If so, determine what the method is, and how it corresponds to the value of the
acquired asset (e.g., 110 percent, 125 percent, 150 percent, 200 percent).

— If a straight-line amortization method is used, determine whether any adjustments
are necessary based on performance of the card portfolio.

11. For regulatory capital purposes, determine whether all PCCRs have been deducted from
common equity tier 1 capital as required by 12 CFR 3.22(a)(2).

Third-Party or Private-Label Partner Management

These supplemental examination procedures should be used when a bank has significant
exposure to third-party or private-label partner activity.

Conclusion: Based on the responses to procedures, the quantity of risk is (low, moderate, or high)
and the quality of risk management (strong, satisfactory, insufficient, or weak) for the bank’s
third-party management activities is.

Objective: To evaluate the effectiveness of bank management’s oversight and risk management of
third parties related to credit card lending.

Supplemental Examination Procedures

Note 1: Many of these third-party risk management-related procedures can be applied to the
review of the relationship between the bank and its private-label partners. Examiners should
select appropriate procedures to evaluate these relationships.

Note 2: These procedures apply to any arrangements with third parties to provide credit card-
related services to customers on the bank’s behalf. Banks may fully outsource loan
originations (using telemarketers, for example), collection activities (using collection
agencies or attorneys), or the offering of products in the bank’s name.

Note 3: For more information, refer to OCC Bulletin 2013-29; OCC Bulletin 2020-10; OCC
Bulletin 2002-16, “Bank Use of Foreign-Based Third-Party Service Providers: Risk
Management Guidance”; and OCC Bulletin 2017-7.

1. Determine to what extent the bank uses third parties for credit card lending. If the bank
uses third parties for a material amount of lending in this portfolio segment,

e has the bank determined if the loans meet its underwriting standards?

e does the bank adequately monitor performance of loans underwritten or originated
by third parties?

e are there controls in place to maintain the volume of lending within the
parameters of the bank’s business plans?

2. Does the bank have a full inventory of its third-party relationships related to credit card
lending, including
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e services provided by or to affiliates and subsidiaries?

e services provided by or to other banks?

e arrangements with financial market utilities? 0!

e debtcollectors?

e critical service providers and the bank’s designated relationship manager for
each?

e critical application software providers?

e attorneys or consultants?

e entities with whom the bank engages in referral arrangements?

3. Determine whether there are concentrations due to the bank’s reliance on a single third
party for multiple activities, particularly when several of the activities are critical to one
or more lines of business and if this reliance poses increased risk to the bank.

4. Determine whether any third-party relationships involve the use of subcontractors. If so,

e assess the bank’s methodology for determining whether third parties use
subcontractors.

e determine whether the bank maintains a database or inventory that can distinguish
third parties that use subcontractors.

5. Determine whether the bank is a member of or receives services from a financial market
utility (e.g., VISA, Mastercard, or other payment servicers). If so, what is the bank’s due
diligence and ongoing monitoring process for these third parties? Consider

e how the bank monitors risk related to each of these third parties.
e whether the bank complies with the third parties’ operating agreements.

6. Determine whether the bank has contracted with marketplace lenders!%? to originate or
purchase loans. Do the marketplace lenders use underwriting methods that are new,
nontraditional, or different from the bank’s underwriting standards? Is the bank subject to
any recourse or participation arrangements as part of originating marketplace loans?
What remedies are available to the bank if a third party does not meet the terms of the
contract?

197 The term “financial market utility”is defined in Title VIII of Dodd—Frank as “any person thatmanages or
operates a multilateral system for the purpose oftransferring, clearing, or settling payments, securities, or other
financial transactions among financial institutions or between financial institutions and the person.” Examples
of financial marketutilities include the Clearing House Interbank Payments System, Electronic Payments
Network, Visa,and Mastercard.

12 There is no single or universally accepted definition for “marketplace lender.” Generally, marketplace
lenders are companies engaged in internet-based lending businesses (other than payday lending). Marketplace
lenders may offera wide variety of financial products, including credit cards, small business loans, consumer
loans, student loans, and real estate loans. Marketplacelenders may fund their loans through various means,
including equity capital, commercial lines of credit, sale of whole loans to institutional investors,
securitizations, and pass-throughnote programs.
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7. Determine whether the bank has enough staff with adequate experience and expertise to
properly oversee third-party relationships and the bank’s third-party risk management
process.

8. Determine whether any concerns are identified in a report of internal audit or by an
independent third party that regularly reviews the bank’s products, services, transactions,
or systems associated with third-party relationships for compliance with

e applicable laws and regulations, including U.S. economic sanction laws administered
by the OFAC, the BSA/AML regulations, and consumer protection-related laws and
regulations.

e the bank’s policies and procedures.

9. Determine whether and how often the bank reviews third parties’ policies, procedures,
and independent audit reports for compliance with all applicable laws and regulations,
including consumer protection-related laws and regulations, OFAC regulations, and
BSA/AML requirements, if applicable to the services provided.

10. Determine whether the bank has any loan to a third party in connection with the bank’s
credit card lending activities and whether any conflicts of interest exist.

11. Determine whether the bank has conducted adequate due diligence to verify whether third
parties or their subcontractors have publicly known outstanding issues with regulatory
entities or law enforcement agencies.

12. Determine whether the bank reviews third parties’ programs or processes that identify
and track necessary implementation steps designed to confirm that third parties can
comply with new consumer protection, OFAC, and BSA/AML requirements by a stated
effective date.

13. Determine whether bank management has adequate controls, including policies and
procedures and monitoring controls, to avoid becoming involved with a third party
engaged in discriminatory, unfair, deceptive, abusive, or predatory lending practices. If
weaknesses or concerns are identified, consult the bank’s EIC or compliance examiner.

Note: For more information, refer to the “Fair Lending” and “Unfair or Deceptive Acts
or Practices and Unfair, Deceptive, or Abusive Acts or Practices” booklets of the
Comptroller’s Handbook.

14. Assess the adequacy of the bank’s process for periodically receiving and analyzing
customer complaints (or regular reports) related to third parties and their subcontractors
(or the products or services that third parties support) for incidents of poor service,
frequent or prolonged service disruptions, significant or repetitive security lapses,
inappropriate sales recommendations, or violations of consumer protection laws and
regulations.
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15. Determine whether the bank periodically reviews online activity, publicity, public
reports, or social media for adverse events involving third parties and their
subcontractors. If so, assess to what extent bank management incorporates this
information into its ongoing monitoring,.

16. Determine whether the bank has enough staff with adequate experience and expertise to
properly oversee third-party relationships and the bank’s third-party risk management
process.

17. Assess the adequacy of contract management, focusing on the process for ensuring that
clauses necessary to effectively manage the third party are included.

e Determine whether the bank has a current contract on file for all third-party
relationships related to credit card lending and whether the bank monitors key dates
(e.g., maturity, renewal, and adjustment periods).

e Review a sample of contracts with critical third parties related to credit card lending
to assess how the contracts address
— the scope of the arrangement, including the frequency, content, and format of

services provided by each party.

— outsourcing notifications or approvals if the third party proposes to subcontract a
service to another party.

— all costs and compensation, including any incentives.

— performance measures or benchmarks, including when measures can be adjusted,
and the consequences of failing to meet those measures.

— reporting and MIS requirements.

— data ownership and access.

— fraud prevention processes.

— appropriate privacy and confidentiality restrictions.

— requirements for third parties’ and subcontractors’ compliance with all applicable
laws and regulations, including safety and soundness regulations and laws
prohibiting lending discrimination and unfair or deceptive practices.

— activities that cannot be subcontracted, or whether the bank prohibits the third
party from subcontracting to certain locations or specific subcontractors.

— third-party control functions such as QC and audit, including the submission of
audit results to the bank.

— expectations and responsibilities for business continuity management.

— responsibility for consumer complaint resolution and associated reporting to the
bank.

— any requirements for the third party to submit financial statements to the bank.

— appropriate dispute resolution, liability, recourse, penalty, indemnification, and
termination clauses. Specify what actions or procedures third parties are obligated
to take upon termination of the contract.

— confidentiality and integrity of dataand compliance with laws and regulations
regarding the protection of confidential consumer information.

— specifically, how third parties or their subcontractors should disclose, in a timely
manner, information security breaches that result in unauthorized intrusions or
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access that may materially affect the bank or its customers. Require third parties
to provide the bank with current business resumption and disaster recovery plans
that include operating procedures and address integrity of service.

— requirements for third parties to provide the bank with current business continuity
and disaster recovery plans that include operating procedures and address
integrity of service.

— authority for the bank to perform on-site reviews of third parties. (Note: Third-
party performance of services is also subject to OCC examination oversight, if
warranted, in accordance with 12 USC 1867(c) (national banks and FSAs) and
12 USC 1464(d)(7)(D) (FSAs).)

e Determine whether the bank’s monitoring of third-party relationships’ adherence to
bank contracts (especially to financial terms and performance standards) is adequate
in frequency and scope.

e Determine whether issues identified through the monitoring process are appropriately
resolved in a timely manner.

18. Assess the adequacy of the monitoring process for critical third-party relationships
related to credit card lending.

e Using the sample of critical third-party relationships reviewed in procedure 5, assess
whether the bank’s oversight incorporates, at a minimum,

— reports evidencing the third party’s performance relative to service-level
agreements and other contract provisions.

— customer complaints and resolutions for the services and products outsourced.

— third parties’ financial statements and audit reports.

— compliance with applicable laws and regulations.

e Evaluate whether the processresults in an accurate determination of whether
contractual terms and conditions are being met and whether any revisions to service-
level agreements or other terms are needed.

e Verify whether bank management documents and follows up on performance,
operational, or compliance problems and whether the documentation and follow-ups
are timely and effective.

e Determine whether the third-party relationship manager or other bank staff
periodically meets with its third parties to discuss performance and operational issues.

e Determine whether third-party relationship management administers call monitoring,
mystery shopper, customer callback, or customer satisfaction programs, if
appropriate.

e Assess the adequacy of the bank’s process for determining when on-site reviews are
warranted, the scope of those reviews, and reporting of results.

e Determine whether bank management evaluates the third party’s ongoing ability to
perform the contracted functions in a satisfactory manner based on performance and
financial condition.
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19. For third-party account originators,

e assess the adequacy of the process used to qualify third-party account originators.

e assess the adequacy of the reports and tracking mechanisms in place to monitor
performance (e.g., volume of applications submitted, approved, and booked, quality,
exceptions, and performance) and relationship profitability, including performance
and profitability compared with projections.

e assess the adequacy of the process used to monitor compliance with the bank’s
lending policies and applicable laws and regulations, as well as its consistency with
sound risk management.

e verify that bank management maintains a watch list for problematic originators and
that actions taken (including termination of the relationship, if warranted) are
appropriate and timely.

20. Determine whether any insiders have relationships with the third parties used by the bank
and whether any potential conflicts of interest exist (e.g., an insider has ownership
interests, officer or board positions, or loans to or from the third party).

21. Determine whether the bank is involved in any significant third-party relationships with
deficiencies in management expertise or controls that may result in the failure to
adequately identify and manage the associated risk. If so, consult the EIC and the
supervisory office and determine whether it is appropriate to require that the activity be
suspended pending satisfactory corrective action.

Debt Suspension and Cancellation Programs

These supplemental examination procedures should be used when a bank has significant
exposure to debt suspension and cancellation activity.

Conclusion: Based on the responses to procedures, the quantity of risk is (low, moderate, or high)
and the quality of risk management is (strong, satisfactory, insufficient, or weak) for the
bank’s debt suspension and cancellation activities.

Objective: To assess the bank’s debt suspension and cancellation programs and determine the
implications for income, as well as for credit quality, program performance, and level of
compliance.

Note: These procedures should be completed if debt suspension and cancellation products
have significantly penetrated the credit card portfolio or have shown substantial growth or
plans for growth. The procedures also reference 12 CFR 37, which is applicable only to
national banks. Although 12 CFR 37 does not apply to FSAs, FSAs that offer DSAs and
DCCs should have controls and risk management processes in place.
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Supplemental Examination Procedures

1.

Determine whether the bank offers any type of debt suspension and cancellation
products.

Determine program features and assess the adequacy of those features, the accuracy of
the description in marketing, and the disclosures of terms and conditions provided to
bank customers.

In national banks, determine whether marketing and promotional materials comply with
12 CFR 37.6(e).

Assess the adequacy of the policies, procedures, and practices in place for each product
or program. Test consistency with bank policy by reviewing a sample of at least 30
approved and 30 denied claims.

Assess compliance with 12 CFR 37 in national banks. Determine that the national bank

e doesnotextend credit or alter the terms or conditions of credit conditioned upon the
customer entering into a DCC or DSA (12 CFR 37.3(a)).

e doesnotengage in any practice or use any advertisement that could mislead or
otherwise cause a reasonable person to reach an erroneous belief with respect to
information that must be disclosed under the rule (12 CFR 37.3(b)).

e doesnotoffer DCCs or DSAs that give the bank the right to unilaterally modify the
contract or agreement unless (1) the modification is favorable to the consumer
without additional charge or (2) the customer is notified of the proposed change and
given a reasonable opportunity to cancel the contract without penalty before the
change becomes effective (12 CFR 37.3(¢c)(1)).

e doesnotprovide customers a no-refund DCC or DSA unless it also offersa
comparable product that provides for a refund of any unearned fees paid for the
contract if the contract is terminated (12 CFR 37.4(a)).

e obtains a customer’s written acknowledgement to purchase a contract and written

acknowledgement that the customer received the long-form disclosures
(12 CFR 37.7(a)).

In addition,

e if the national bank sells a contract over the telephone, confirm that the bank
— maintains sufficient documentation to show that the customerreceived the short-
form disclosures and affirmatively elected to purchase a contract or agreement
(12 CFR 37.7(b)(1)).
— mails the affirmative written election and written acknowledgement together with
the long-form disclosures to the customer within three business days after the
telephone solicitation and maintains sufficient documentation to show it made

reasonable efforts to obtain the documents from the customer
(12 CFR 37.7(b)(2)).
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— permits the customer to cancel the purchase of the contract or agreement without
penalty within 30 days after the bank has mailed the long-form disclosures to the
customer (12 CFR 37.7(b)(3)).

o if the bank or its third party sells a contract over the telephone, review the
telemarketing scripts or listen to calls to assess compliance with 12 CFR 37.

e if acontractis solicited through written materials, such as inserts or “take-one”
applications, and the national bank provides only the short-form disclosures, confirm
that the bank
— mails the acknowledgement of receipt of disclosures, together with the long-form

disclosures, to the customer within three business days, beginning on the first

business day after the customer contacts the bank or otherwise responds to the

solicitation (12 CFR 37.7(c)).

— does notobligate the customer to pay for the contract until after the bank receives
the customer’s written acknowledgment of receipt of disclosures, unless the bank
* maintains sufficient documentation to show that it provided the

acknowledgement of receipt of disclosures to the customer
(12 CFR 37.7(c)(1)).

* maintains sufficient documentation to show it made reasonable efforts to
obtain from the customer a written acknowledgement of receipt of the long-
form disclosures (12 CFR 37.7(c)(2)).

= permits the customer to cancel the purchase of the contract or agreement
without penalty within 30 days after the bank has mailed the long-form
disclosures to the customer (12 CFR 37.7(c)(3)).

6. Selecta sample of accounts in which the borrower terminated DCCs and DSAs to
determine that the national bank!%3

e refundedto the customer any unearned fees paid unless the contract provided
otherwise (12 CFR 37.4(a)).

e calculated the amount of refund using a method at least as favorable to the customer
as the actuarial method (12 CFR 37.4(b)).

7. Through discussions with lending officers and a review of the national bank’s training
program, determine whether personnel provide and are trained to provide

e short-form disclosures orally at the time the bank first solicits the purchase of a
contract (12 CFR 37.6(c)(1)).

¢ long-form disclosures in writing before the customer completes the purchase of the
contract (12 CFR 37.6(¢c)(2)).

¢ Jlong-form disclosures in writing to the customer if the initial solicitation is in person
(12 CFR 37.6(c)(2)).

19 For more information aboutselectinga sample, refer to the “Sampling Methodologies” booklet of the
Comptroller’s Handbook.
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e short-form disclosures orally to the customer and to mail long-form disclosures, with
a copy of the contract, if appropriate, to the customer within three business days after
a telephone solicitation (12 CFR 37.6(c)(3)).

¢ long-form disclosures that are mailed to the customer within three business days,
beginning on the first business day after a customer responds to a mail insert or “take-
one” application (12 CFR 37.6(c)(4)).

e disclosures, if provided through electronic media, that are consistent with the
Electronic Signatures in Global and National Commerce Act of 2000 (15 USC 7001
et seq.) requirements (12 CFR 37.6(c)(5)).

8. Determine whether the national bank complies with the disclosure requirements of 12
CFR 37 by completing appendix E, “Debt Suspension Agreement and Debt Cancellation
Contract Forms and Disclosure Worksheet,” of this booklet.

9. Assess the quality of the MIS used to monitor and administer DSAs and DCCs. Ata
minimum, the bank’s monthly reports should be sufficient to accurately ascertain

e enrollment volume and trends, including
— number and account balances of accounts enrolled in the program.
— cancellation rate, segmented by customer versus bank closure.
e application and activation volume and trends, including
— average claim processing time, by type.
— benefit application, approval, decline, and fallout!%4 rates.
— number and account balances of accounts in benefit status.
— average duration of benefit period by type and aging of active benefits (time to
benefit exhaustion).
— delinquency status of accounts in active benefit status, by type.
— performance of accounts subsequent to benefit denial, fallout, and benefit
exhaustion.
e profitability, including
— fee income generated.
— average APR of enrolled and activated accounts.
— costs, including retroactive adjustments, of active benefits, by type.

Note: If the bank securitizes assets, the information in this procedure should be
broken down by receivable ownership (bank, trust, trust series, etc.), and aggregated
for the managed portfolio overall. The information should be used to evaluate
program performance (current and trends, operational issues, etc.) and pricing, to
establish adequate debt waiver interest and fee reserves, to set the amount of a trust’s
remittance (if any), and to analyze the ALLL or ACL.

104 Fallout refers to failure to satisfactorily completethe claim.
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10. Evaluate the quality and frequency of the analyses performed.

Determine whether bank management analyzes the performance of accounts and
whether the analysis includes the performance of accounts, by type of benefit claimed
(e.g., unemployment, medical) for the following types of accounts:

— Accounts with denied claims.

— Accounts with claims that are not completed after initial notification to the bank.
— Accounts for which benefits have expired.

Determine whether the accounts described in this procedure perform differently from
the rest of the portfolio. If so, assess whether the performance difference is
appropriately incorporated into the allowance analysis.

Confirm the bank’s analysis by reviewing a sample of accounts that came off benefits
six months ago. Determine the current payment status of those accounts.

11. Determine whether the bank administers DSA and DCC programs in-house or if they are
outsourced to an affiliate or third party. If they are outsourced, review the governing
contract, costs, and the controls in place to monitor performance and compliance with all
applicable laws and regulations.

12. Evaluate the accounting and profitability of each program by

assessing the bank’s accounting for income and expenses.

ensuring that the bank maintains an adequate reserve for claims, if applicable.
assessing the significance of debt waiver income to the bank’s total income, and
evaluating income sustainability in view of program volume, claims experience, and
cancellation rates, at a minimum.

if the program is offered for accounts that are securitized, determining the bank’s
responsibility for income sharing and claims payments and reviewing the supporting
accounting entries. Confirm that trust reimbursements are accurate and timely.

13. Complete appendix F, “Debt Suspension and Cancellation Product Information
Worksheet,” of this booklet, and retain a copy in the examination work papers.

Accounting for Rebate Programs

These supplemental examination procedures should be used when a bank has significant
exposure to rebate activity.

Conclusion: Based on the responses to procedures, the quantity of risk is (low, moderate, or high)

and the quality of risk management is (strong, satisfactory, insufficient, or weak) for the
bank’s rebate activities.

Objective: To assess the bank’s accounting for rebate programs and determine the implications for

income, as well as for program performance.
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Supplemental Examination Procedures

1.

Determine whether the issuer has recorded any contingent liability on any rebate program
that it offers and how that contingent liability is calculated. If the issuer hasno contingent
liability, obtain an analysis as to why there is no liability for the issuer. Document your
findings in the work papers.

If the issuer is reserving for a future liability, review the general ledger account activity
and supporting analysis and assess the appropriateness of the contingent liability based on
redemption activity.

Determine, based on the reviews of the financial condition of the issuer’s partners,
whether any partner’s financial condition may be questionable.

Review each product that has a rebate and for each program determine

e the outstanding rebate liability.

e the redemption volume in recent months.

e the process by which the customer redeems the rebates.
e whether third parties are used.

Determine whether the contract limits the issuer’s contingent liability for certain items,
such as rising airline ticket costs.

If the issuer pre-purchases rewards (e.g., airline points), assess whether the accounting for
these purchases is consistent with GAAP.

In conjunction with the examiner performing the profitability analysis, determine the
profitability for each product that offers a rebate and compare the results with the
profitability of products that do not offer rebates.

Program Availability and Eligibility Standards

Conclusion: Based on the responses to procedures, the quantity of risks is (low, moderate, or high)
and the quality of risk management is (strong, satisfactory, insufficient, or weak) for the
bank’s activities to determine program availability and eligibility standards.

Objective: To evaluate the policies and procedures that bank management has established setting
forth program availability and eligibility criteria that a consumer must meet to obtain a credit
card.

Supplemental Examination Procedures

1.

Determine whether bank management has established policies and procedures that set
forth the availability and eligibility standards that a consumer must meet to obtain a credit
card.
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e Review the policies and procedures that have been established to ascertain whether
eligibility standards (e.g., relationship history, deposit history, incidence of default or
bankruptcy) are set forth.

2. Determine whether the bank gathers sufficient information to determine that a consumer
meets the bank’s eligibility standards, and whether the bank satisfies the requirement in
12 CFR 1026.51 to evaluate a consumer’s ability to pay, before approving the consumer
for a credit card. This information can be provided by the consumer on an application or
collected from internal or external information sources.

3. Determine whether the bank’s policies and procedures clearly identify each credit card
product.

e Review the bank’s marketing materials to evaluate whether all available credit card
products are adequately described.
e Obtain a list of all available products to evaluate and compare with the bank’s
policies and procedures. Product features to evaluate include
— whether product features are clearly identified by the bank.
— whether the bank has clearly identified the eligibility and credit criteria that the
consumer must meet to be approved for the loan.

Credit Terms and Methods of Payment

Conclusion: Based on the responses to procedures, the quantity of risk is (low, moderate, or high)
and the quality of risk management is (strong, satisfactory, insufficient, or weak) for the
bank’s credit terms and repayment activities.

Objective: To determine whether the bank has made approval of credit cards conditional on the
consumer agreeing to repay the credit line by means of preauthorized electronic fund
transfers.

Supplemental Examination Procedures

1. Has the bank conditioned the credit card on the consumer’s repayment by preauthorized
electronic fund transfers? Refer to 12 CFR 1005.10(e), which generally prohibits making
an extension of credit to a consumer conditional on the consumer’s repayment by
preauthorized electronic fund transfers.

2. Does the product offer a reduced APR or other cost-related incentive to induce the
consumer to accept an automatic repayment feature? If so, are other reasonable loan
repayment options offered by the bank for the credit card?

3. Determine whether the bank requires consumers participating in automatic repayment by
preauthorized electronic fund transfers to maintain a specified minimum balance in the
consumer’s account.
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Credit Reporting

Conclusion: Based on the responses to procedures, the quantity of risk is (low, moderate, or high)
and the quality of risk management is (strong, satisfactory, insufficient, or weak) for the
bank’s credit reporting activities.

Objective: To assess whether the bank reports payment information to credit bureaus and/or
consumer reporting agencies (CRA). If the bank reports payment or other consumer
information to credit bureaus or CRAs, assess the bank’s program for reporting consumer
performance regarding credit card accounts.

Supplemental Examination Procedures

Note: Creditors are not legally required to report to CRAs or to consumer credit bureaus. If a
creditor does report consumer information to a CRA or credit bureau, however, then the
creditor must comply with the timing and accuracy requirements of the FCRA, imp lemented
by 12 CFR 1022. Reporting this information may improve the credit score of a consumer
making timely payments.

1. Determine whether the bank maintains policies and procedures for reporting consumer
information to credit bureaus.

2. Determine whether the bank reports consumer payment information to credit bureaus
and/or CRAs.

Refer to OCC Bulletin 2008-28, “Fair Credit Reporting Act (FCRA): Additions to FCRA
Examination Procedures,” and the attached “Interagency FCRA Examination Procedures”
(including module 4, “Duties of Users of Consumer Reports and Furnishers of Consumer
Report Information,” and appendix A, “Examination Procedures™).

Also refer to 12 CFR 1022, which describes the requirements for obtaining and using
consumer information to determine eligibility for products and furnishing information to
credit bureaus. Examiners may also refer to the “Fair Credit Reporting” booklet of the
Comptroller’s Handbook (national banks) and OTS Examination Handbook, section 1300,
“Fair Credit Reporting Act” (FSAs).

Compliance With Consumer Protection-Related Laws and Regulations

Conclusion: Based on the responses to procedures, the quantity of risk is (low, moderate, or high)
and the quality of risk management is (strong, satisfactory, insufficient, or weak) for the
bank’s compliance activities.

Note: Examiners should use the relevant Consumer Compliance series booklet of the
Comptroller’s Handbook for more information and examination procedures.
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Conclusions

Conclusion: The aggregate level of risk is
(low, moderate, or high).
The direction of risk is
(increasing, stable, or decreasing).

Objective: To determine, document, and communicate overall findings and conclusions regarding
the examination of credit card lending.

1. Determine preliminary examination findings and conclusions and discuss with the EIC,
including

e quantity of associated risks (as noted in the “Introduction” section of this booklet).
Interest rate, liquidity, and compliance assessments should be coordinated with
examiners assigned to review those risks.

e quality of risk management.

e aggregate level and direction of associated risks.

e overall risk in credit card lending.

e Credit Underwriting Assessment findings and conclusions, if applicable.

e matters requiring attention, violations, and other concerns.

Summary of Risks Associated With Credit Card Lending

Risk
category

Credit

Operational

Liquidity

Strategic
Reputatien

Interest Rate

Compliance

2. If substantive safety and soundness concerns remain unresolved that may have a material
adverse effect on the bank, further expand the scope of the examination by completing
verification procedures.
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3. Discuss examination findings with bank management, including violations,
recommendations, and conclusions about risks and risk management practices. If
necessary, obtain commitments for corrective action.

4. Compose conclusion comments, highlighting any issues that should be included in the
report of examination. If necessary, compose matters requiring attention and violation
write-ups.

5. Complete the applicable Credit Underwriting Assessment in Examiner View for credit
card lending, if included in the examination scope.

6. Update the OCC’s information system and any applicable report of examination
schedules or tables.

7. Document a recommended supervisory strategy (e.g., what the OCC should do in the
future to effectively supervise credit card lending in the bank, including time periods,
staffing, and workdays required).

8. Update, organize, and reference work papers in accordance with OCC policy.

9. Appropriately dispose of or secure any paper or electronic media that contain sensitive
bank or customer information.
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Internal Control Questionnaire

An internal control questionnaire (ICQ) helps an examiner assess a bank’s internal controls
for an area. ICQs typically address standard controls that provide day-to-day protection of
bank assets and financial records. The examiner decides the extent to which it is necessary to
complete or update ICQs during examination planning or after reviewing the findings and
conclusions of the core assessment.

Policies

Has the board committee or the board of directors (depending on the risk profile of the
bank), consistent with its duties and responsibilities, adopted written policies that
establish

procedures for reviewing credit card applications?
standards for determining credit lines?

minimum standards for documentation?
standards for collection procedures?

third-party relationship management?

°cao ow

Are policies reviewed at least annually to determine whether they are compatible with
changing market conditions and the bank’s strategic plan?

Underwriting and Scoring Models

3.

4.

Does audit or internal credit risk review test compliance with underwriting standards?

Are underwriting standards periodically reviewed and revised?

If credit scoring models are used,

a. are credit limits determined by cutoff scores?

b. are models periodically (e.g., quarterly or annually) revalidated for accuracy and
stability?

c. are there written internal procedures governing overrides?

Are data from the application tested for input accuracy to the account processing system?
If so, what is the sample size and frequency of the test?

Are line of credit increases reviewed periodically by an independent person to determine
compliance with bank policy and procedures?

Does an independent control function periodically review credit lines for appropriateness
of amount?

Comptroller's Handbook 124 Credit Card Lending



Version 2.0

9. Are procedures in effect to review credit lines when the bank becomes aware of a change
in financial status or creditworthiness of a cardholder?

10. Is an exception report produced and reviewed by bank management that tracks changes in
customer account status due to credit card re-agings, temporary and permanent hardship

programs, settlement agreements, or other factors?

11. Does the bank prepare reports that document the daily balance of issued cards to the
reported total of new and reissued cards?

12. Does the bank have procedures covering the establishment of employee accounts?
13. Are employee accounts periodically reviewed ?
14. Has the bank established a policy on cash advances to employees?
15. Is the information on fraud claims reviewed to determine whether
a. abank employee could have been involved?
b. abreakdown in the bank’s control over issued cards is indicated?

c. the card information could have been extracted before the card left the bank?

16. Are signatures on sales drafts compared with signatures on notifications when the owners
of cards disclaim knowledge of sales or claim that cards were lost?

17.Is an officer required to sign off at the conclusion of a fraud investigation?
18. Does the credit card operation prepare a budget by

a. function (e.g., collections, application processing)?

b. program (e.g., secured card, private-label)?

c. overall operation?

19. Are actual results compared to budget at least monthly?

20. Are significant trends and deviations adequately explained in the financial review
process?

Risk Management

21. Does bank management develop and maintain written underwriting and account
management policies?

22. Does bank management monitor adherence to those policies?

23. Does bank management ascertain the quality of the portfolio and assign risk ratings?
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24. Does bank management periodically review policies and procedures to confirm that they
remain appropriate and consistent with the bank’s risk management objectives and to
assess the impact on portfolio quality?

25. Does bank management validate the integrity of scoring systems and other models in
use?

26. Does bank management have appropriate policies and processes in place to manage and
monitor third parties?

27. Do asset securitizations receive appropriate approval?
28. Are collection programs for securitized loans appropriate?

29. Does bank management have a plan for maintaining adequate funding for maturing
securitizations?

Conclusion

30. Does the foregoing information confirm that there is an appropriate basis for evaluating
the bank’s internal controls over its credit card operations, and further, that there are no
significant additional internal auditing procedures, accounting controls, administrative
controls, or other circumstances that impair any controls or mitigate any weaknesses
identified? (Explain negative answers briefly, and indicate conclusions as to the answer’s
effect on specific examination or verification procedures.)

31. Based on the answers to the foregoing questions, internal control for credit card lending
is considered (strong, satisfactory, insufficient, or weak).
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Verification Procedures

Verification procedures are used to verify the existence of assets and liabilities, or to test the
reliability of financial records. Examiners generally do not perform verification procedures as
part of a typical examination. Rather, verification procedures are performed when safety and
soundness concerns are identified that are not mitigated by the bank’s risk management
systems and internal controls.

1. Test the additions of the trial balances and the reconciliation of the trial balances to the
general ledger. Include loan commitments and other contingent liabilities.

2. After selecting loans from the trial balance by using an appropriate sampling technique
(refer to the “Sampling Methodologies” booklet of the Comptroller’s Handbook for
information on sampling techniques),

e prepare and mail confirmation forms to borrowers. (Loans serviced by other
institutions, either whole loans or participations, are usually confirmed only with the
servicing institution. Loans serviced for other institutions, either whole loans or
participations, should be confirmed with the buying institution and the borrower.
Confirmation forms should include borrower’s name, loan number, credit line,
interest rate, and current loan balance).

e after a reasonable time, mail second requests.

e follow up on any unanswered requests for verification or exceptions and resolve
differences.

e examine credit agreements for completeness and compare credit agreement date,
original line amount, and terms with trial balance.

e check whether required officer approvals are documented on the loan system.

e check whether the credit agreement is signed, appears to be genuine, and is
negotiable.

3. Review accounts with accrued interest by

e reviewing and testing procedures for accounting for accrued interest and for hand ling
adjustments.

e scanningaccrued interest for any unusual entries and following up on any unusual
items by tracing them to initial and supporting records.

4. Using a list of nonaccruing loans, check loan accrual records to determine that interest
income is not being recorded.

5. Obtain or prepare a schedule showing the monthly interest income amounts and the loan
balance at the end of each month since the last examination, and

e calculate yield.
e investigate any significant fluctuations or trends.
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Appendixes

Appendix A: Transaction Testing
Overview

Examiners should perform testing procedures to verify a bank’s adherence to its own policies
and procedures, compliance with laws and regulations, and adherence to sound risk
management principles. Examiners also use testing to assess the bank’s risk selection, the
adequacy and accuracy ofits reports, and the adequacy and accuracy of its loan accounting
and servicing. Testing procedures usually should be performed to some degree in all credit
card examinations.

These procedures recommend judgmental sample sizes. The sample size and targeted
portfolio segment may be modified to fit the circumstances. The sample selected should be
sufficient in size to reach a supportable conclusion. Increase the sample size if questions arise
and more evidence is needed to support the conclusion.

Examiners may want to consider using a statistical sampling process for reaching conclusions
on an entire portfolio. Performing statistically valid transaction testing on portfolios of
homogeneous retail accounts is extremely effective. The benefits of statistical sampling allow
examiners to quantify the results of transaction testing and state with confidence that the
results are reliable.

For more information regarding statistical and judgmental sampling, consult the “Sampling
Methodologies” booklet of the Comptroller’s Handbook.

Examiners conducting testing should be alert for potential discriminatory, unfair, deceptive,
abusive, or predatory lending practices (e.g., providing misleading disclosures). If
weaknesses are found or other concerns arise, consult the bank’s EIC or compliance
examiner.

Note: For more information, refer to the “Fair Lending” and “Unfair or Deceptive Acts or
Practices and Unfair, Deceptive, or Abusive Acts or Practices” booklets of the Comptroller’s
Handbook.

Suggested Transaction Testing Samples

Note: Sample sizes are suggestions only. The sample selected should be sufficient in size to
reach a supportable conclusion. Expand the sample size if issues are found or if more
evidence is needed to support a conclusion. The suggested samples in this section are for
judgmental samples. Statistical samples may also be used. Please refer to the “Sampling
Methodologies” booklet of the Comptroller’s Handbook for more information regarding
judgmental and statistical sampling.
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Underwriting

Objective: Determine the quality of new accounts and risk selection. Determine adherence to
lending policy, underwriting standards, and pricing standards.

Sample size — 30 Accounts booked in last90 days.
e Includecoverage ofall significantproducttypes.
e Includeall ortarget certain acquisition channels.
e Includedifferentprice points.

Sample size — 10 Accounts approved and bookedin last90 days.

from each e Includeall significantthird-party loan originators.
significantthird-
party origination
channel

Sample size - 30 Accounts declinedin last 90 days.

e Includecoverageofall significant product types.

e Includeall ortarget certain acquisition channels.

e Focuson applications notautomatically deniedif credit scoringis used.

Lending Policy Exceptions

Objective: Evaluate the quality and appropriateness of exceptions to lending policy.

Sample size - 30 Accounts booked in last90 days.

¢ Includeall exception codes.

e Includecoverage ofall significantproducttypes.

e Includeaccounts with exceptions fromall significantthird-party loan originators.

e Ifexception codingis deficient, filter new accounts for exceptions to criteriafor
debt-to-income, credithistory, etc., and select sample from results.

Overrides

Objective: Evaluate the quality and appropriateness of low-score overrides.

Sample size — 30 Accounts booked in last 90 days.

e Select accounts thatscored below cutoffand were approved.
¢ Includeall score-override reason codes.

e Includeaccountsin all score bands below the cutoff.
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Line Increases

Objective: Evaluate the change in credit risk and appropriateness of line increases.

Sample size — 30

Accounts with automatic lineincreases in last 180 days.

Select accounts fromdifferentproducts.

Select accounts froma full range ofrisk scores, but select proportionately more
accounts with lower scores.

Include accounts with line utilization greater than 75 percent.
Test for consistency with creditcriteria.

Evaluate the size ofthe lineincreaserelative to creditworthiness.
Consider how much creditrisk is added to the portfolio.

Sample size - 30

Accounts with manual lineincreases in last 90 days.

Select accounts from different products.

Include accounts with line utilization greater than 75 percent.
Include accounts in over-limit status.

Test for consistency with creditcriteria.

Evaluate the size ofthe lineincreaserelative to creditworthiness.
Considerhow much creditrisk is added to the portfolio.

Over-Limits

Objective: Evaluate the quality of accounts in over-limit status.

Sample size — 30

Accounts with balances that equal or exceed the assigned creditlimitby a certain
threshold (such as 20 percentor more) as oflast statement cycle date.

Verify why accounts are over creditlimits and ifthere are any authorization issues,
NSF, orotherissuesinvolved.

Verify when over-credit-limit (OCL) fees are imposed and when OCL fees are
suspended.

Verify how the minimum paymentis calculated.
Evaluate sample for accounts with negative amortization.
Determine length oftime accounts have been in OCL status.
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Collection Activities

Objective: Evaluate appropriateness of collection activities and consistency with the principles in
the “Uniform Retail Credit Classification and Account Management Policy.”’105

Note: Refer also to the checklist in appendix C of this booklet.

Re-Aging

Sample size — 30

Accounts thatreceived automated collection (non-customer-service) re-agingin past
three months.

e Check consistency with the “Uniform Retail Credit Classification and Account
Management Policy” and bank policies.

Sample size — 30

Accounts thatreceived manual collection (non-customer-service) re-agingin the past
three months.

e Check consistency with the “Uniform Retail Credit Classification and Account
Management Policy” and bank policies.

Sample size - 30

Accounts thatreceived customer service re-aging for more than onedelinquency cycle
(i.e., accounts greater than 30 days pastdue when re-aged) in the pastthree months.

e Check consistency with the “Uniform Retail Credit Classification and Account
Management Policy” and bank policies.

Workout and Forbearance Programs

Sample size - 30
per program

Accounts in 1) external workout programs (such as CCC) and 2) internal permanent
workoutprograms.

e Includeany programwith paymentamount, interest, or fee modification.

e Verify howthe minimum paymentis calculated.

e Select 50 percentofthe sample from accounts thatentered the programin the last
quarter.

e Evaluate the reasonableness of forbearance programs, e.g., qualifying criteria,
interestrate, paymentamount, and repaymentperiod.

o Verify that the accountbalance will amortize in a reasonable amountof time,
generally 60 months, and thatexceptions are limited, reported, and tracked

e Verify compliance with internal policies and procedures.
e Determine the length oftimein temporary hardship program, ifany.
e Be alert to the movement ofaccounts fromone programto another.

Sample size — 30
per program

Accounts in temporary hardship programs as of the examination date.

e Evaluate the reasonableness of forbearance programs, e.g., qualifying criteria,
interestrate, paymentamount, and repaymentperiod.

e Determine that borrower hardship is documented and supportable as temporary.
e Verify compliance with internal policies and procedures.

e  Verify howthe minimum paymentis calculated.

e Be alert to the movement ofaccounts fromone programto another.

105 Referto OCC Bulletin 2000-20.
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Deceased Borrower Accounts

Sample Size — 30

Accounts coded as deceased 90—120 days before examination date

Verify compliance with internal policies and procedures.

Verify charge-off within 60 days of notification or 180 days delinquent, whichever
isshorter.

Policies and procedures should include provisions for timely settlement with
executororadministrator of deceased’s accountand recognize there are fee and
interestrestrictions. %

Bankruptcy

Sample size — 30
per loan type

Accounts coded as bankruptas of examination date.

Include borrowers in chapter 7 and chapter 13.

Assess for consistency with the “Uniform Retail Credit Classificationand Account
Management Policy” and bank policies such that charge-off generally occurs within
60 days of notification of bankruptcy filing or 180 days delinquent, whicheveris
shorter.

Settlement

Sample size — 30

Accounts with settlement agreements in the pastthree months.

Verify compliance with internal policies and procedures.
Evaluate reasonableness oftherepaymentperiod.
Determine appropriateness ofloan allowance and charge-offs.

Was Past Due, Now Current

Sample size — 30

Accounts thatwere 90 days or more past due as ofthree billing cycles ago, but current
as of nextbilling cycle.

Include accounts with NSF check payments, if possible.
Check compliance with FFIEC and bank policies.

Determine how the accountreturned to currentstatus and the appropriateness of
the method ofreturn.

Assess the accuracy of the loan accounting systemand delinquency reporting.
Consider theimpactofany irregularities on roll rates and loan -loss method.

Exceptions to Charge-Off Policy

Sample size — 30

Accounts morethan 180 days pastdue as of examination date.

Include accounts fromeach producttype.

Verify consistency with the “Uniform Retail Credit Classificationand Account
Management Policy” and bank policies.

Evaluate whether exceptions to bank policy are appropriate.

1% Referto 12 CFR 1026.11(c).
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Charge-Off Postmortem

Sample size — 30

Recently charged-offaccounts.

Include accounts from each producttype.

Verify consistency with the “Uniform Retail Credit Classification and Account
Management Policy” and bank policies.

Review borrower, payment, and collection histories to determine whether actions
taken pre-charge-off were reasonable orif the practices deferred loss recognition.
Evaluate whether exceptions to bank policy are appropriate.

Fraud

Objective: Assess adherence to policy, determine propriety of practices, and determine timeliness

of charge-offpolicies.

Sample size — 30

Accounts identified as fraud, in partor total.

Determine whether accounts identified as fraud are being investigated.

Verify compliance with bank’s policy and procedures, including whatis considered
fraud.

Determine whether fraud losses are properly identified as fraud losses rather than
creditlosses.

Determine whether charge-offtime frames are reasonable.

Assess adequacy of processes to investigate and report suspicious activity in a
timely manner.

DSA and DCC Programs

Objective: Verify how product is managed.

Sample size — 30

Accounts with DCCs.

Include accounts in both pending and activated status.

Assess adequacy of accountmanagement processes, e.g., activation, accounting,
re-aging, MIS.

Verify compliance with bank’s policy and procedures.

Verify compliance with 12 CFR 37 in national banks.

Sample size — 30

Accounts with debt suspension agreements.

Include accounts in both pending and activated status.

Assess adequacy of account managementprocesses, e.g., activation, accounting,
re-aging, MIS.

Verify compliance with bank’s policy and procedures.

Verify compliance with 12 CFR 37 (national banks).

Comptroller's Handbook

133 Credit Card Lending




Version 2.0

Minimum Payment

Objective: Verify how the minimum payment is computed.

Sample size — 30 Accounts for each producttype.

e Includeaccountsin over-limitstatus, thosein temporary hardship and workout
programs, and those with the credit protection feature.

e Verify that product controlfile settings are consistentwith bank’s policy and are
appropriate.
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Appendix B: Suggested Request Items for Credit Card
Lending Activities

Please provide the following information for credit card lending operations as of the close of
business (DATE), unless otherwise indicated. Information in an electronic format is
preferred. If submitting hard copies, please prominently mark any information or
documentation that is to be returned to the bank.

Our intent is to request information that can be easily obtained. If you find that the
information is not readily available or requires significant effort on your part to prepare,
please contact us before compiling the data.

Please note that this list is not all-inclusive, and that we may request additional items during
the course of our examination.

General

1. Summary of each credit card product offered, and a brief description of characteristics
and terms. Include descriptions of debt suspension and debt cancellation programs
offered, if any. Also, include marketing or acquisition channels used (e.g., direct, intemet,
mail, and third-party originators), as applicable.

2. Descriptions of any new, modified, or expanded products or marketing initiatives since
the last examination and any upcoming plans, including information on any prescreening

programs.

3. Descriptions of any credit card portfolios acquired since the last examination, including
due diligence reports.

Management and Supervision

Note: During the supervisory activity, examiners may request, review, and discuss individual
managers’ performance appraisals.

4. An organization chart(s) for the bank’s, division’s, and department’s current structure.
Include all key managers, the number of people in each department, and approved but
unfilled positions.

5. A list of primary contacts, including contact numbers.

6. Job descriptions and brief resume or work experience summary for all key managers.

7. A list of board and relevant senior management committees that provide oversight,
including a list of members and meeting schedules.
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8. Minutes of board and relevant senior management committees for the most recent full
year and year to date. Include any relevant reports provided to the committees.

9. Most recent strategic plan with details of any assumptions used to prepare the plan.
Include marketing plans and forecasts.

10. Summaries of all incentive programs in effect.

11. A list of all key reports used by bank management to monitor the business, including
frequency, distribution, and the person or unit responsible for report preparation.

12. Access to SARs related to credit card activities filed with the Financial Crimes
Enforcement Network (FinCEN) during the review period and the supporting

documentation.

13. Any analysis or documentation of any credit card activity for which a SAR was
considered but not filed, and for which the bank is actively considering filing a SAR.

14. A description of the system and parameters used for identification of and monitoring for
fraudulent or suspicious transactions.

15. If not already provided, copies of other reports that can pinpoint unusual transactions
warranting further review.

16. A listing with descriptions of each credit card-related third party.

17. A summary of which third parties the board or management has determined are critical in
relation to the bank’s credit card activities.

Financial Performance
18. Financial and profitability performance indicators for the most recent year-end and year
to date. Copies of balance sheets and income statements from the most recent year-end

and for the year to date, including budget data for comparison purposes.

19. Most recent credit card budget, with details of any assumptions used to prepare. Include
any year-to-date budget variances and plan revisions as of the examination date.

20. Profitability reports for each major credit card product as of the examination date and the
most recent year-end.

21. A summary of any profitability models used and current rate and fee schedule for each
product.
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Control Systems (Risk Management, Credit Risk Review, Quality
Assurance, Quality Control, Audit)

22.

23.

24.

25.

26.

27.

28.

29.

30.

31.

32.

33.

34.

Relevant reports issued by internal and external audit, QA, QC, compliance management,
and credit risk review since the last examination. Include bank management’s responses.

Policies and procedures for major functional areas, including underwriting, account
management, collections, loan-loss reserves, QA, and QC.

A chronology log of significant policy changes and other events relevant to the credit
card portfolio’s performance.

Risk management reports and analyses used to monitor performance of the credit card
portfolio and individual products.

Loan volume reports by number and dollar amount for the entire credit card portfolio and
individual product.

Summary of monthly delinquency and net loss reports for the most recent year-end and
year to date for the credit card portfolio and individual products. Also provide any
vintage analysis, dynamic delinquency, and loss analysis completed to monitor the
portfolio. Include other credit performance analyses you feel are pertinent.

An overview of the scorecards used, if any, and summary of any changes planned.

Most recent model validation reports for each scorecard used.

Model development documentation for each scorecard or model within the scope of the
examination.

Risk score distributions and migration trends.
Most recent loss forecasts.

If third-party originators are used, MIS used to monitor quality of applicants and credit
performance of loans sourced from each third party used.

Description of controls (e.g., financial and audit requirements) and performance reports
used to monitor the quality of service of third parties, as well as due diligence criteria
used to select third parties for credit card lending activities.

Underwriting

35.

Risk management reports used to monitor and analyze applicant quality and trends.
Include application-tracking trend reports for the most recent year-end and year to date.
Depending on the portfolio, information may include applications submitted, approved,

Comptroller's Handbook 137 Credit Card Lending



Version 2.0

booked, and denied, and underwriting criteria, such as credit score and debt-to-income
distributions or measures.

36. Reports used to track productivity and compliance with policy.

37. Reports used to monitor underwriting policy exceptions and overrides. Please include any
analyses of subsequent performance by type of exception.

Collections

38. An overview of how the bank achieves consistency with the principles in the “Uniform
Retail Credit Classification and Account Management Policy.”107

39. Volume and trends for re-aging activities, if any, including subsequent performance
monitoring.

40. Volume and trends of accounts in workout programs (e.g., CCC) or other forbearance
programs, including subsequent performance monitoring.

41. Problem loan list with credit risk classifications and criteria for assigning these risk
classifications.

42. Loan-loss postmortem reviews from the most recent year-end and for year to date.

43. MIS reports used to manage and measure the effectiveness of the collection area (e.g.,
roll rates, dollars collected, and promises to pay).

44. MIS reports detailing the number and dollars of first payment defaults. If available,
include monthly reports for the past 12 months.

Allowance for Loan and Lease Losses or Allowance for Credit Losses

45. Most recent ALLL or ACL analysis for the credit card portfolio. Include a complete
description of the method and assumptions used.

Other Areas of Interest
46. Charged-off consumer debt sold to third parties. Refer to OCC Bulletin 2014-37.

47. Reports management uses to monitor complaints (e.g., trend analyses, metrics, and
resolution reports).

48. Description of litigation, either filed (by bank or customer) or anticipated, associated with
the bank’s credit card activities. Include expected costs or other implications.

107 Referto OCC Bulletin 2000-20.
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49. If debt suspension or debt cancellation products are offered, reports used to monitor
product performance. Include information for product penetration, claims rates (approved
and denied), reserve method and balances, and profitability.

Transaction Testing

Examiners will conduct transaction testing to verify compliance with the bank’s policies and
procedures; assessrisk selection; determine accuracy of reports; verify compliance with the

applicable policies, laws, and regulations; or determine the accuracy of loan accounting and
servicing.

50. Please provide electronic files for each major product that will allow an examiner to
select a sample to conduct the testing. The files should be provided in a format
compatible with the National Credit Tool or in an Excel worksheet that includes relevant
loan information, including

e accountnumber,

e customer name,

e bookingdate,

e Jloan amount,

e paymentinformation,
e current payment due,
e last payment date,

e loanterm,

e interestrate,

e delinquency status,

e risk score, and

e repayment capacity measure.

Areas to be tested include the following:

e Accounts approved in the last 60 days (since DATE). If credit scoring is used,
provide two files, one for accounts not automatically approved and one for accounts
automatically approved.

e Accounts approved in the last 60 days (since DATE) that would have been denied
except for an override or exception to policy.

e Accounts that were 60 days or more past due as of (DATE), but current as of
(DATE).

e Accounts charged off in (MONTH).
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Appendix C: Uniform Retail Credit Classification and
Account Management Policy Checklist (RCCP Checklist)

Applicability: The retail credit classification and account management policy (policy)
applies to the following:

e Open- and closed-end credit extended to individuals for household, family, and other
personal expenditures, including consumer loans and credit cards.

e Loans to individuals secured by their personal residence, including first mortgage, home
equity, and home improvement loans.

Note regarding policy guidelines:

e The policy does not preclude examiners from classifying individual loans or entire
portfolios regardless of delinquency status, or from criticizing account management
practices that are deficient or improperly managed. If underwriting standards, risk
management, or account management standards are weak and present unreasonable credit
risk, deviation from the minimum classification guidelines outlined in the policy may be
prudent.

e Creditlosses generally should be recognized when the bank becomes aware of the loss,
but the charge-off generally should not exceed the time frames stated in the policy.
Deviations from these time frames could affect ALLL or ACL estimation, required
regulatory reporting, and result in unrecognized credit risk within the portfolio and the
bank. If a bank’s practices deviate from these time frames, examiners should consider
reasonableness of bank management’s support for the bank’s practices, the adequacy of
risk management, and whether the deviations are commensurate with safe and sound
banking practices.

Retail Credit Classification and Account Management Policy Checklist

Yes/no Doc. ref. Comments

Substandard classification

1. Doesthe bank consider openaccounts 90
cumulative days pastdue to be substandard?

2. In casesinwhich thebank can clearly
demonstrate that repaymentofan accountby
a borrowerin bankruptcy is likely to occur, is
the accountappropriately classified as
substandard until the borrower re-establishes
the ability and willingness to repay fora
period of atleast six months?

Loss classification

1. Are secured accounts written down to the
value of the collateral, less costto sell, if
repossession of collateral is assured and in
process?
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Retail Credit Classification and Account Management Policy Checklist

Yes/no

Doc. ref. Comments

Bankruptcy

1. Are accounts in bankruptcy charged off within
60 days ofreceiptofnotification offilingfrom
the bankruptcy courtor within the 120/180-
day-past-due time frame (whicheveris
shorter)?

2. When an account’s balanceis notcharged
off, does the bank classify itas substandard
until the borrower re-establishes the ability
and willingnessto repay for a period of at
least six months?

Fraudulent accounts

1. Are fraudulentaccounts classified as loss and
charged off within 90 days ofdiscovery or
within the 120/180-day-past-due time frame
(whicheveris shorter)?

Deceased borrower accounts

1. Are accounts ofdeceased personsclassified
as loss and charged offwhen theloss is
determined or within the 120/180-day-past-
due time frame (whicheveris shorter)?

Other considerations for classification

1. Underwhat conditionsdoes the bank not
classify an accountas substandard orloss in
accordance with the policy?

Note: The policy indicates thatassets do not
need to be classified ifthe bank can
documentthatthe loan is well secured and in
the process of collection, such that collection
will occur regardless of delinquency status.

Partial payments

1. Doesthe bank requirethat a paymentbe
equivalentto 90 percentor greater of the
contractual paymentbefore counting the
paymentas a full payment?

2. As an alternative,does the bank aggregate
payments and give creditfor any partial
payments received?

3. Are controlsin placeto preventboth methods
oneand two from being used simultaneously
on the same credit?

Re-aging, extensions, deferrals, renewals, and rewrites

1. Are theabove types of activities permitted
only when the action is based on a renewed
willingness and ability to repay theloan?

2. Doesdocumentation show thatthe bank
communicated with the borrower, the
borrower agreed to pay the loan in full, and
the borrower has the ability to repay the loan?
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Retail Credit Classification and Account Management Policy Checklist

Yes/no

Doc. ref.

Comments

3. Do MIS separately identify the number of
accounts and dollar amounts that have been
re-aged, extended, deferred, renewed, or
rewritten, including the number oftimes such
actions have been taken?

4. How doesthebank monitorand track the
volume and performance ofloans thathave
been re-aged, extended, deferred, renewed,
rewritten, or placed in aworkout program?

Note: Thecriteriain questions #1 and #2 do
notapply to customer-service-originated
extensions or program extensions (such as
holiday skip-a-pay). Examples ofhow the
bank would determine and documenta
borrower’s willingness and ability to repay
could include such items as creditbureau
score and data being obtained and reviewed,
stated income being verified, and obtaining a
“hardship” letter from the borrower.

Open-end credit (re-aging)

1. Is areasonable written policy in place and
adhered to?

2. Tobe considered forre-aging, does the
accountexhibitthe following:

e Has the borrower demonstrated a
renewed willingness and ability to repay
the loan?

e Has the accountexisted for at least nine
months?

e Has the borrower made at least three
consecutive minimum monthly payments
orthe equivalent cumulative amount?

e Doesthe bank prohibitthe advancement
of funds to make the minimum payment
requirements?

e Doesthe bank limitthe number of
re-agings to no more than once within
any 12-month period?

e Doesthe bank limitthe frequency of
re-agings to no more than twice within
any five-year period?

e Forover-limitaccounts thatthe bank re-
ages, does the bank prohibit new credit
from being extended until the balance
falls below the pre-delinquency credit
limit?

3. Considerthefollowing questions regarding
the bank’s workoutloan programs:
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Retail Credit Classification and Account Management Policy Checklist

Yes/no

Doc. ref.

Comments

e Doesthe bank requirethe receiptofat
least three consecutive minimum
monthly payments or the equivalent
cumulative amount, as agreed underthe
workout or debt managementprogram,
before re-aging an accountthatenters a
workout program (internal or third-party)?

e Are re-agings for workoutprograms
limited to oncein a five-year period?

e At aminimum, do MIS track the principal
reductions and charge-off history of
loans in workout programs by type of
program?
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Appendix D: Account Management and Loss Allowance
Guidance Checklist

Applicability: This checklist should be completed for all banks supervised by the OCC that
offer credit card programs. The checklist should be used in conjunction with the related
examination procedures.

Note: Negative responses may indicate the need for further review to determine whether the
bank engages in sound risk management.

Account Management and Loss Allowance Guidance Checklist

Yes/no Doc. ref. Comments

Account Management

Credit line management

Note: Supportforcreditline managementshould include documentation and analysis of decision factors such
as repaymenthistory, risk scores, behavior scores, or other relevant criteria.

1. Does bank management test, analyze, and
documentline-assignmentand line-increase
criteriabefore broad implementation?

2. Does the bank offer customers multiple
creditlines, such as bank card plus store-
specific private-label cards and affinity
relationship cards? Ifso, do the bank’s MIS
aggregate related exposures and does
management analyze performance before
offering additional creditlines?

Over-limit practices

1. Are policies and controls in place regarding
over-limitauthorizations?

2. Doesbank management take appropriate
actions to facilitate the timely repayment of
the over-limitamounts (e.g., reduceor
eliminate fees, raise the minimum payment,
initiate workout programs)?

3. Do MIS enable managementto identify,
measure, monitor, and control the unique
risks associated with over-limitaccounts?
MIS should include the following:

e  Over-limitvolume, segmented by
severity.

e Creditperformance.

e Duration ofover-limit.

Minimum payment and negative amortization

1. Do minimum payment requirements ensure
that the principal balance will be amortized
overareasonable period oftime, consistent
with the risk profile ofthe borrower?
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Account Management and Loss Allowance Guidance Checklist

Yes/no Doc. ref. Comments

2. Do minimum payment requirements cover
finance charges and recurring fees
assessed during the billing cycle?

Note: Liberal repaymentprograms can
result in negative amortization (where
outstanding balances continue to build).
Prolonged negative amortization,
inappropriate fees, and other practices can
inordinately compound or protract consumer
debt, mask portfolio performance and
quality, and raise safety and soundness
concerns. These practices should be
criticized.

Workout and Forbearance Practices
Note: An open-endcreditcard accountis aworkoutwhen its creditis no longer available and its balance
owed is placed on a fixed (dollar or percentage) repayment schedule in accordance with modified,
concessionary terms and conditions. Temporary hardship programs are not considered workout programs
unless the program exceeds 12 months, including renewals.

Repayment period

1. Do all workoutprograms provide for
repaymentterms thathave borrowers repay
their existing debt within 60 months?

2. Whatexceptions are allowed to the 60-
month time frame? Are such exceptions
clearly documented and supported by
compelling evidence thatless conservative
terms and conditions are warranted?

Settlements

1. Forcreditcard accounts subjectto
settlement arrangements, are controlsin
place for setting the amount (dollar or
percentage) to be forgiven and the
requirementforthe borrower to pay the
remaining balancein either a lump-sum
paymentorin a period notto exceed three
months?

2. Is the amountof debt forgivenin a
settlement arrangement classified as loss
and charged offimmediately? If this is not
done, does the bank treat such amounts
forgiven in settlementarrangements as
specific allowances?

Note: The creation ofa specific allowance s
reported as a charge-offin Schedule RI-B of
the call report.

3. Uponreceiptofthefinal settlement payment,
are any deficiency balances charged off
within 30 days?
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Account Management and Loss Allowance Guidance Checklist

Yes/no

Doc. ref. Comments

Income Recognition and Loss Allowance Practices

Accrued interest and fees

1. When determining appropriate loss
allowances, does the bank evaluate the
collectability of accrued interestand fees on
creditcard accounts?

2. Ifthe bank does notplacecreditcard
accounts on nonaccrual, does italternatively
provideloss allowances for uncollectable
fees and finance charges?

3. Forbanksthat securitize creditcard
receivables, does managementensure that
the owned portion of accrued interestand
fees, includingrelated estimated losses, are
accounted for separately from the retained
interestin accrued interestand fees from
securitized accounts?

Loan-loss allowances

1. Doesbank management considertheloss
inherentin both delinquentand
nondelinquentloans?

Allowances for over-limit accounts

1. Doesthe bank’s allowance method address
the additional risk associated with chronic
over-limitaccounts?

Note: To be able to identify these
incremental losses, itis necessary for the
bank to be able to track the payment
requirements and performance on over-limit
accounts.

Allowances for workout programs

1. Are accounts in workout programs
segregated for performance measurement,
impairmentanalysis, and monitoring
purposes? (Multiple workout programs
having different performance characteristics
should be tracked separately.)

2. Is the allowance allocation on workout
programs atleast equal to the estimated
loss in each programbased on historical
experience as adjusted for current
conditions and trends?

Note: Adjustments should takeinto account
changes in economic conditions, volume
and mix, terms and conditions ofeach
program, and collections.
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Account Management and Loss Allowance Guidance Checklist

Yes/no Doc. ref. Comments

Recovery practices

Does the bank ensure that the total amount
credited to the ALLL or ACL as recoveries
on aloan is limited to the amount previously
charged offagainstthe ALLL or ACL on that
loan?

Policy exceptions

1. Doesthe bank allowany exceptions to the
FFIEC “Uniform Retail Credit Classification
and Account Management Policy”?

a. If so,what types of exceptions are
allowed?

2. Forexceptions granted, do the bank’s
policies and procedures identify the types of
exceptions allowed and the circumstances
for permitting them?

3. Is the performance ofaccounts granted
exceptions to this policy tracked and
monitored?
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Appendix E: Debt Suspension Agreement and Debt
Cancellation Contract Forms and Disclosure Worksheet

This worksheet shows the required content of the disclosures that must be included in each
DSA or DCC contract according to 12 CFR 37.6(a). This regulation applies to national banks
only. FSAs are authorized to provide DCCs; however, 12 CFR 37 does not apply to the DCC
activities of FSAs.

Note: NA means not applicable.

Debt Suspension Agreement and Debt Cancellation Contract Forms and Disclosure Worksheet

Compliance:
yes/no/NA Comments

Appendix A to 12 CFR 37: short-form disclosures V/////////%%///////////////////////////A/ﬁ

Product is optional

Your purchase of [PRODUCT NAME] is optional.
Whetherornotyoupurchase [PRODUCT NAME] will
notaffect your applicationfor creditorthe terms of
any existing creditagreementyou have with the bank.

Lump-sum payment of fee

Note: Applicableifa bank offers the optionto pay the
fee in a single payment.

You may chooseto pay thefee in a singlelump sum
orin [monthly/quarterly] payments. Adding the lump
sum of the fee to the amountyou borrow will increase
the costof[PRODUCT NAME].

Lump-sum payment of fee with no refund

Note: Applicableifa bank offers the optionto pay the
fee in a single paymentforano-refund debt
cancellation contract.

You may choose [PRODUCT NAME] with or withouta
refund provision. Prices of refund and no-refund
products are likely to differ.

Refund of fee paid in lump sum

Note: Applicable when the customer pays the fee in a
singlepaymentand the fee is added to the amount
borrowed.

Choose one of the following:

(1) You may cancel [PRODUCT NAME] at any time
and receive a refund; or

(2) You may cancel [PRODUCT NAME] within
days and receive a full refund; or

(3) If you cancel [PRODUCT NAME] youwill not
receive a refund.
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Debt Suspension Agreement and Debt Cancellation Contract Forms and Disclosure Worksheet

Compliance:
yes/no/NA Comments

Additional disclosures

We will give you additional information before you are
required to pay for[PRODUCT NAME].

If applicable: Thisinformationwill include acopy ofthe
contractcontaining the terms of[PRODUCT NAME].

Eligibility requirements, conditions, and
exclusions

There are eligibility requirements, conditions, and
exclusions thatcould preventyoufromreceiving
benefits under [PRODUCT NAME].

Either 1) You should carefully read our additional
information for afull explanation ofthe terms of
[PRODUCT NAME]; or

2) You should carefully read the contract for a full
explanation ofthe terms of [PRODUCT NAME].

Avpendi B 1012 CFR37: long-tormaisclosurss 77777777

Product is optional

Your purchase of[PRODUCT NAME] is optional.
Whetherornotyoupurchase [PRODUCT NAME] will
notaffect your applicationfor creditor the terms of
any existing creditagreementyouhave with the bank.

Explanation of debt suspension agreement

Note: Applicableifthe contracthas a debt suspension
feature.

If PRODUCT NAME] is activated, your duty to pay the
loan principaland interestto the bankis only
suspended. You must fully repay the loan after the
period of suspensionhas expired.

If applicable: Thisincludes interestaccumulated
during the period of suspension.

Amount of fee

For open-end credit, either (1) The monthly fee for
[PRODUCT NAME] is based on your accountbalance
each month multiplied by the unit-cost, whichis

; or
(2) Theformula used to compute the fee is

Lump-sum payment of fee
Note: Applicableifa bank offers the optionto pay the
fee in a single payment.

You may chooseto pay thefeein a singlelump sum
orin [monthly/quarterly] payments. Adding the lump
sum of the fee to the amountyou borrow will increase
the costof[PRODUCT NAME].
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Debt Suspension Agreement and Debt Cancellation Contract Forms and Disclosure Worksheet

Compliance:
yes/no/NA Comments

Lump-sum payment of fee with no refund
Note: Applicableifa bank offers the optionto pay the
fee in a single paymentforano-refund DCC.

You have theoption to purchase [PRODUCT NAME]
thatincludes arefund ofthe unearned portionofthe
fee if youterminate the contractor prepay theloanin
full before the scheduled termination date. Prices of
refund and no-refund products may differ.

Refund of fee paid in lump sum

Note: Applicable when the customer pays the fee in a
singlepaymentand the fee is added to the amount
borrowed.

Choose one of the following: 1) You may cancel
[PRODUCT NAME] at any time and receive a refund;
or

2) You may cancel [PRODUCT NAME] within

days and receive a full refund; or

3) If youcancel [PRODUCT NAME] you will not
receive a refund.

Use of card or credit line restricted

Note: Applicableifthe contractrestricts use of card or
creditline when customer activates protection.

If [PRODUCT NAME] is activated, you will be unable
to incur additional charges on the creditcard or use
the creditline.

Termination of product

Either 1) You haveno rightto cancel [PRODUCT
NAME]; or

2) You have the rightto cancel [PRODUCT NAME] in
the following circumstances: .

and
Either 1) Thebank has no rightto cancel [PRODUCT
NAME]; or

2) The bank has the rightto cancel [PRODUCT
NAME] in the following circumstances:
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Debt Suspension Agreement and Debt Cancellation Contract Forms and Disclosure Worksheet

Compliance:
yes/no/NA Comments

Eligibility requirements, conditions, and
exclusions

There are eligibility requirements, conditions, and
exclusions that could preventyoufromreceiving
benefits under [PRODUCT NAME].

Either 1) Thefollowingis asummary of the eligibility
requirements, conditions, and exclusions. [The bank
provides asummary of any eligibility requirements,
conditions, and exclusions.]; or

2) You may find acomplete explanation ofthe
eligibility requirements, conditions, and exclusions in
paragraphs ofthe [PRODUCT NAME]
agreement.

12 CFR 37.6(d): Form of disclosures WW////////////%

Disclosures must be readily understandable
Disclosure mustbe conspicuous, simple, direct,
readily understandable, and designed to call attention
to the nature and significance ofthe information
provided.

Disclosures must be meaningful

Disclosures mustbe presented in a manner that
engages the customer’s attention. Examples of
methods thatcould call attention to the nature and
significance oftheinformation providedinclude

e aplain-language heading;

e atypeface and typesize that are easy to read;
e widemargins and ampleline spacing;

e boldfaceoritalics for key words; and

e distinctivetype style,and graphic devices, such
as shading or sidebars, when the disclosures are
combined with other information.
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Appendix F: Debt Suspension and Debt Cancellation
Product Information Worksheet

Please answer the following questions for debt suspension and debt cancellation programs
overall, and complete the attached worksheet for each debt suspension or debt cancellation
product offered. Indicate whether responses are based on discussions with bank management
or on an examination that included process review and verification.

For all debt suspension and debt cancellation products:

1.

Does the account need to be current to activate benefits? If not, are there delinquency
limits with respect to benefit activation?

If accounts are delinquent when benefits are approved, does the bank re-age the account
to current, freeze it at the payment or delinquency status at the time the benefit event
occurred, or freeze it at the delinquency status at the time of claim approval?

At what delinquency status does the bank terminate coverage (e.g., at 90 days past due)?

Does the bank stop premium assessments on accounts that are over-limit? If not, under
what conditions does the bank “force” premium assessments on over-limit revolving
accounts (i.e., book the premium even though it would be denied through the
authorization process)?

Does the bank satisfactorily track and analyze the subsequent performance of the
following populations for at least 12 months:

e Accounts denied claims?
e Accounts that failed to complete claims?
e Accounts following benefit expiration?

If the default experience of the bank’s credit card accounts is significantly worse than that
of the population as a whole, is this information incorporated into the allowance analysis?

How does the bank compute the interest and fees associated with accounts in claims
status? Specifically, since interest and fees for credit card accounts are generally
suspended, how does the bank determine the associated interest and fees that would have
been due on a month-to-month basis?

What is the bank’s process for reserving for benefit claims? Is it sufficient to cover 1) the
total of existing approved claims, 2) claims in process and reasonably expected to be
approved, and 3) an estimate of claims not yet submitted by accounts in which an event
has occurred?

If participating accounts are securitized and the bank is responsible for making payments
to the trust, are the trust reimbursements accurate and made monthly?
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10. Are the bank’s reports sufficient to generate the information needed to establish and
maintain an adequate reserve?

11. Are the bank’s MIS sufficient to monitor and manage the various debt suspension or
cancellation products?

12. Is the bank’s pricing based on a valid cost analysis (considering all associated costs)?

13. Does the bank periodically evaluate cost/benefit from the consumer’s perspective? Is that
analysis reasonable and reflected in the pricing?

14. Is flat-rate pricing, if any, appropriate for low-dollar loan amounts? Please explain.

15. How many written consumer complaints has the bank received regarding these products
in the year to date and in the previous full year?

16. Is the bank planning to offer additional debt suspension or cancellation products or make
significant changes to products (e.g., coverage, pricing) or marketing (e.g., channel,
emphasis)? If so, please describe.

17. Determine whether the bank has liabilities recorded for these products, how they are
determined, and whether the amounts appear reasonable.
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Debt Suspension and Debt Cancellation Product Information Worksheet
Product name:

Offered since:

Retail credit product(s) covered:
Provider (bank, affiliate, third-party):
Administrator (bank, affiliate, third-party):

Responsible bank officer:

Note: Attach a copy ofthe productterms and conditions.

Leave of
Benefits Unemployment | Disability absence Death

Coverage: Specify maximum number of months, “not
available” if notincluded, or yes/no for death

Cost(e.g., statement balance x 0.0069)

Individual

Joint

Benefit

Interest and fees

Principal

Limits, ifany (e.g., limited to number of months
premiums were paid prior to event)

Offered to self-employed customers?

Penetration

Number of accounts paying premiums
Percent of portfolio

Claims rate? (number of claims submitted divided by
number of accounts paying premiums), year-to-date
and prior year

Approval rate (number of claims approved divided by
number of claims initiated), year-to-date and prior year

Denial rate (number of claims denied divided by
number of claims initiated), year-to-date and prior year

Falloutrate (number of incomplete claims divided by
number of claims initiated), year-to-date and prior year

Bank income generated from premiums:
Year-to-date amount (percent)
of total business linerevenue
of total business line pretax netincome
Prior year (percent)

of total business linerevenue
of total business line pre-tax netincome

Cancellation policy, including refund policy

Cancellation rate (number of cancellations divided by
number of accounts paying premiums pre-
cancellation), year-to-date and prior year

@ Approval, denial, and fallout rates should balance to claims rate.
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Appendix G: Loss Forecasting Tools

Reliable forecasts of expected credit card charge-offs are critical for risk management,
profitability, reserving, and capitalization. This supplement describes the three most common
forecasting methods: roll-rate, historical, and vintage analyses. Some banks use combinations
of all three methods for different credit card portfolios or forecasting purposes.

Roll Rate

Roll and flow models are the most accurate short-term forecasting method. The name is
derived from the practice of measuring the percentage of delinquent credit card accounts that
migrate, or “roll,” from early- to late-stage delinquency buckets, or “flow” to charge-off. The
most common method is the delinquency roll-rate model, in which dollars outstanding are
stratified by delinquency status: current, 30-59 days past due, 60-89 days past due, and so on
through charge-off. The rates at which these accounts roll through delinquency levels are
then used to project losses for the current portfolio. Figure 1 describes how roll-rate analysis
is used to track the migration of balances over a four-month period (120-day charge-off

period).
Step 1: Calculate roll rates

In the example shown in table 3, the computation begins with the $725 million in accounts
that were currentin June 2020. From June 2020 to July 2020, $27 million in accounts
migrated from current to 30 days delinquent, which equates to a roll rate of 3.73 percent
($27 +$725). From July 2020 to August 2020, $10.6 million rolled to the next delinquency
bucket, representing a 39.26 percent roll rate ($10.6 + $27). Continuing along the diagonal
(shaded boxes), loss rates increase in the latter stages of delinquency. To smooth out some
fluctuations in the data, bank management often averages roll rates by quarter before making
current portfolio forecasts and compares quarterly roll-rate results between quarters to
analyze and adjust for seasonal effects.

Figure 1: Roll-Rate Schematic

m 30 days 60 days 90 days 120 days Charge -of f

-% of current *B -% of 30-day +C - % of 60-day °*D - % of 90-day «E -% of 120-day

balances that delinquencies delinquencies delinquencies delinquencies
"roll' to 30 days that "roll" to 60 that “roll” to 90  that “roll” to 120 that “roll” to

past due at days past due days past due at days past due at charge-off at
month end at month end month end month end month end

Note: This example is a simplified depiction of dollar flow to illustrate the basic concept of roll rates. In reality, some balances
cure (return to current), remain in the same delinquency bucket, orimprove to a less severe delinquency status by the end of a
period. For ease of calculation, roll-rate analysis assumes that all dollars at the end of a period flow from the prior-period
bucket.
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Step 2: Calculate loss factors by bucket.

To calculate the loss factor from the “current” bucket, multiply all average roll rates from the
most recent quarterly average. In this example, the fourth-quarter average roll rates produce
this factor: 3.42% x 42.58% x 67.12% x 72.12%, resulting in a 0.70 percent loss rate for
accounts in the current bucket. To determine the loss rate for the 30-day accounts, multiply
the most recent quarterly averages for the 60-, 90-, and 120-day buckets, resulting in a loss
factor of 20.61 percent. Applying the same method results in a loss factor of 48.41 percent
for the 60-day bucket and 72.12 percent for the 90-day bucket.

Table 3: Loss-Factor Calculation (Dollar Amounts in Millions)

Current 30 Roll 60 Roll 90 Roll 120
Month balance days rate days rate days rate days Roll rate
June $724.7 $26.1 $9.9 $6.7 $3.6
July $762.0 $27.0 3.73% $109 | 41.77% $7.1 71.27% $4.7 70.36%
August $788.6 $25.5 3.34% $10.6 | 39.26% $7.0 64.29% $4.7 67.56%
September $827.7 $29.4 3.73% $12.1 | 47.82% $7.9 74.88% $5.5 78.74%
3Q average | | | 3.60% | | 42.95% | | 70.15% | | 72.22%
October $844.6 $31.1 3.76% $12.8 | 43.53% $8.5 70.53% $5.9 75.58%
November $896.3 $26.7 3.16% $12.4 | 40.03% $8.2 64.52% $5.9 69.49%
December $987.3 $30.0 3.35% $11.8 | 44.18% $8.2 66.31% $5.8 71.29%
4Q average 3.42% 42.58% 67.12% 72.12%
Loss factors 0.70% 20.61% 48.41% 72.12%
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Step 3: Apply loss factors to the current portfolio.

Step 3 is to forecast losses for the existing portfolio by applying the loss factors for each
bucket (developed in step 2) to the current portfolio. In this example, the portfolio’s expected
loss rate over the next four months is 2.93 percent.

Table 4: Loss-Factor Application (Dollar Amounts in Millions)

December 31 Outstandings Loss factor Loss forecast
Current $ 987.4 0.70% $ 6.9
30 days $ 30.2 20.61% $ 6.2
60 days $ 11.8 48.41% $ 57
90 days $ 8.2 72.12% $ 5.9
120 days $ 5.9 100.00% $ 5.9
Total $ 1,0435 2.93% $ 306

The major advantage of roll-rate analysis is its relative simplicity and considerable accuracy
up to nine months. This method often segments portfolios by product, customer type, and
other relevant groupings to increase precision and accuracy. Roll-rate reports are used
extensively by collection managers to anticipate workload and staffing needs and to assess
and adjust collection strategies.

The main limitation of roll-rate analysis is that the predictive power of delinquency roll rates
declines after nine months. The focus on delinquency causes forecasts to lag behind
underlying changes in portfolio quality, especially in the relatively large current bucket.
Changes in portfolio quality occur because of factors such as underwriting and cutoff score
adjustments, product mix changes, and shifts in economic conditions. Roll-rate analysis may
underestimate loss exposure when these factors weaken portfolio quality. Finally, roll-rate
analysis assumes that accounts migrate through an orderly succession of delinquency stages
before charge-off. In fact, customers often migrate to charge-off status after sporadic
payments or rush to that status by declaring bankruptcy.

Historical

Historical averaging is a rudimentary method for forecasting loss rates. Bank management
tracks historical charge-offs, adjusts for recent loss trends, and adds some qualitative
recognition of current economic conditions or changes in portfolio mix. This method is
highly subjective and is used primarily by less sophisticated banks or for stable,
conservatively underwritten products.

The historical method is sometimes used for allowance purposes and for monitoring general
product or portfolio trends. The advantages of this method are its simplicity and modest data
needs. Results can be reasonably accurate as long as underwriting standards remain relatively
constant and economic and competitive conditions do not change markedly. The major
limitation of the method is that forecasts will lag behind underlying changes in portfolio
quality if competitive or economic conditions change. The method also introduces potential
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bias by allowing forecasters to rely on long-run averages when conditions deteriorate and
short-run trends at the earliest signs of recovery, resulting in lower loss estimates. In
addition, the method does not provide meaningful information on the effects of changes in
product or customer mix, and it is difficult to apply any but the most basic stress tests.

Vintage

Vintage-based forecasting tracks delinquency and loss curves by time period, grouping
accounts as different vintages according to time on book or by the marketing campaign
during which they were initiated. The curves are predictive for future vintages as long as
adjustments are made for changes in underwriting criteria, cutoffs, and economic conditions.
The advantage of vintage-based forecasting is that it is usually more accurate than roll-rate
forecasting for charge-offs beyond a one-year horizon. Bank management should adjust the
loss expectations when new vintages are observed to deviate markedly from past curves, or if
economic and market conditions change. The disadvantages of vintage-based forecasting are
that it is more subjective and less accurate than the roll-rate method for short-term
forecasting and that it relies on the assumption that new vintages will perform similarly to
older vintages.

Probability of Default, Loss Given Default, and Exposure at Default

This expected loss framework breaks down the loss-forecasting calculation into three
components: probability of default (PD), loss given default (LGD), and exposure at default
(EAD). PD measures the likelihood an account will default over a specified forecasting
horizon. LGD is the amount of expected loss, net of any recoveries, expressed as a
percentage of outstanding balance, conditional on an account having defaulted. EAD is the
balance outstanding at the date of default. Expected loss is calculated by multiplying the
three components (i.e., PD, LGD, and EAD) together.

The advantage of the expected loss framework is that it is very flexible, allowing for different
risk drivers, including macroeconomic conditions, to be considered for each component of
the loss calculation. This approach has been more widely adopted, especially by larger
institutions. The disadvantage of this approach is that it has high data requirements, namely
granular, account-level data. Expected loss could be also modeled in terms of granular or
segment level charge offs that could also be suitable depending on the validity of the
assumptions.
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Appendix H: Credit Scoring and Development
of Scoring Models

There are several statistical methods used to construct credit scoring models (e.g., multiple
linear regression, logit and probit, discriminant analysis, general linear models). Each method
has advantages; in practice, however, all of these methods generally produce a similar
prediction of the relative credit quality of account holders by capturing the underlying
correlation between risk characteristics and delinquency behavior. These models use those
factors correlating most strongly with good or bad performance. A sound practice for scoring
models used for underwriting includes data from rejected applications to correct for
estimation bias that arises if only approved accounts are used. If rejected applicants are
systematically excluded from a model’s development, sample correlation between the
applicants’ characteristics and delinquency will reflect only the behavior of the relatively
good segment of the population. When the model is applied to the general population, it will
overestimate the relative quality of the accounts with characteristics similar to those that
were rejected, increasing the likelihood that lower-quality applicants will be approved.

Scoring models are only as good as the data used to develop the models. These models
predict the behavior of new applicants based on the performance of previous applicants. If
the distribution of characteristics in the through-the-door population shifts (due, for example,
to a change in marketing strategy that successfully attracts applicants outside the bank’s
current market), the model’s ability to discriminate between “good’ and “bad” accounts may
deteriorate. Other elements affecting a model’s ability to rank-order risk arise from using
different sources to select sample applicants, using data from new market areas, and
changing credit policy. Economic or regulatory changes also can affect the reliability of a
model. For those reasons, regular validation that the current population of applicants is
similar to the population that was used to develop the model is prudent.

Models are rescored before system implementation to validate their ability to rank-order risk
as designed. The validation process ensures that the credit profiles of current applicants or
those selected for prescreening are similar to those used in the sample. The process also
measures the divergence in performance between two populations (e.g., through-the-door
applications compared with the development sample used to build the model) and sets credit
scoring norms to account for slight shifts in the population credit score. The Chi-Squared
goodness-of-fit measure test, the Kolmogorov-Smirnov measure of divergence test, and the
Population Stability Index are the most common statistical validation tests used by banks to
assess the accuracy, reliability and discriminatory power, and stability of a model,
respectively. Validation tests are common and used to ensure that model results are accurate
and effective in maintaining sound risk management practices.

Scoring models generally become less predictive over time because they are typically
developed without explicitly capturing the time-sensitive impact of changing economic and
market conditions. Applicant characteristics, such as income, job stability, and age, change,
as do overall demographics. These changes result in significant shifts in the profile of the
through-the-door applicants. Once a fundamental change in the profile occurs, the model may
be less able to identify potentially good and bad applicants. As these changes continue, the
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model may lose its ability to rank-order risk. Thus, credit scoring models should be
redeveloped as necessary.!08

After a scoring model is implemented, its developer provides bank management with a
manual that details system maintenance requirements and recommended methods for
supervising the model. To effectively manage a scoring model, it is prudent for bank
management to closely adhere to the manual’s specifications, particularly those
specifications that provide guidance for periodically assessing the performance of the model.
This often includes comparing actual results with model objectives.

For systems developed by third parties, examiners should review the third party’s guidelines
in conjunction with bank management’s system for periodically assessing the model and the
frequency of such assessments. One quick way to evaluate the general performance of a
model is to determine whether a direct correlation exists between credit scores and
delinquency rates (that is, delinquency rates increase as risk increases). Another way is to
review the management reports described in this appendix.

Types of Scoring Models

Application Scoring

Models that rely on data from credit applications augmented by credit bureau data are the
most commonly used types of models in credit scoring. Key items of application information
(and credit bureau information, when available) are assigned point values. Typical
application data include continued employment over a period of time, length of credit
history, and rent or mortgage payments over a period of time. The characteristics that are
assigned point values to predict the ability to repay a credit card loan are income, occupation,
and outstanding credit balances. Banking references, credit references, reported
delinquencies, recent credit bureau inquiries, and recently opened accounts are assigned point
values that reflect a consumer’s use of credit. The total of these point values (final score)
reflects the relative likelihood that the consumer will repay as contracted.

Credit Bureau Risk Scoring

An application is sent to one of the credit bureaus for scoring based on the contents of the
application and the payment history in the applicant’s credit bureau report. The model
statistically ranks current elements of a credit report to predict the customer’s future payment
behavior.

Banks purchase credit bureau scores for use in applicant screening, account acquisition, and
account management strategies:

198 Referto section V of the “Supervisory Guidance on Model Risk Management” conveyed by OCC Bulletin
2011-12 formore information on model redevelopment.
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e Applicant screening: For approving or declining the credit card, establishing initial
credit limits, and setting up a tiered pricing of credit cards accounts.

e Account acquisition: Used in solicitation programs, cross-selling opportunities of other
products, and for acquiring portfolios from other institutions.

e Account management: For determining increases and decreases of credit limits and
establishing authorizations, reissue, and collection parameters.

Credit bureau scores are designed to predict relative credit quality of a borrower based on a
common set of credit bureau characteristics. A good account is one with no delinquencies or
an isolated delinquency. A bad account exhibits seriously delinquent behavior or worse (i.e.,
bankruptcy, charge-off, or repossession).

More than 100 predictive variables are evaluated during the development or redevelopment
cycle. Such variables include previous credit performance, current level of indebtedness,
amount of time credit has been in use, pursuit of new credit, and types of credit available.
Bank management should revalidate bureau scorecards as warranted. An integral part of the
re-validation process involves assessing the variables and comparing the model’s actual
performance to its expected performance.

Scorecard vendors haverisk scorecards in place at the major credit bureaus. The vendor uses
the same process at each bureau to update and validate the scorecards. Generally, vendors
evaluate the individual’s performance at the time of revalidation and 24 months before
revalidation. The earlier of these reports is used to generate the predictive information, and
the later one is used to determine the performance of that account in the two years since the
observation of the predictive information.

Credit Bureau Bankruptcy Scoring

Bankruptcy scorecards are used primarily to predict the likelihood that a customer will
declare bankruptcy or become a collection problem. Credit bureaus derive bankruptcy
scorecards from information in a consumer’s credit file containing credit histories from all
reporting sources. Several bankruptcy scorecards are usually available at each credit bureau.

Credit Bureau Revenue Scoring

Revenue scores are designed to rank-order prospects by the amount of net revenue likely to
be generated on a new bank card account in the first 12 months. Revenue scores are available
through the credit bureaus. The scoring models are built using master file information on the
amount of revenue generated on a bank card account in the previous 12-month performance
period. The models consider factors such as high-balance-to-limit ratios, significant
revolving balances, and multiple bank cards in use.

Behavioral or Performance Scoring

Behavioral scoring is a technique used to segment a portfolio of existing accounts based on
the past behavior of the borrowers. Banks use behavioral scores for collection strategies,
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authorization requirements, credit line assignments, and renewal decisions. This scorecard
predicts which accounts will become delinquent within the next six to 12 months. Behavioral
scoring relies principally on credit line usage patterns (revolving credit) and payment
patterns. Behavioral scoring models consider elements such as payment history, the number
of times the payment has been greater than the minimum required, delinquency history, and
use of the cash advance option. Credit bureau input may also be used.

Emerging neural net technology has enhanced the effectiveness of behavioral modeling.
Neural nets are computer programs that can sort through huge amounts of data and spot
patterns in a way that mimics human logic. This knowledge is then factored into subsequent
decisions.

Collection Scoring
Scoring models that focus on collection activities include the following:

e Collection scoring: These models show the likelihood that collection efforts will
succeed. They help a bank allocate collection resources efficiently.

e Payment projection scoring: These models identify the likelihood that a bank will
receive a payment on a delinquent account within six months. The collection department
can use this information to determine on which accounts it needs to focus.

e Recovery scoring: These models identify the likelihood of recoveries after charge-off.
The collection department can use these models to minimize charge-off losses.

Adaptive Control

Banks can use behavioral scoring to examine alternative credit strategies. These strategies
employ a technique called “adaptive control.” Adaptive control models include software that
allows bank management to develop and analyze various strategies that take into account the
customer population and the economic environment. Adaptive control models are credit
portfolio management models designed to reduce credit losses and increase promotional
opportunities. New strategies (called challenger strategies) can be tested on a portion of the
accounts while retaining the existing strategy (called the champion strategy). When a
challenger strategy proves more effective than the existing champion, the bank replaces the
champion strategy with the challenger. Continual testing of alternative strategies can help the
bank achieve better profits and control losses in five areas:

e Credit line management: Current and delinquent accounts are reviewed for credit line
and cash line increases and decreases at billing, based on several timing options.

e Delinquent collections: All accounts are checked for delinquency at billing time.
Delinquent accounts are evaluated and actions are assigned to be taken throughout the
next month. For example, computer-generated notices can be sent to account holders at
varying intervals for 30 days; if the account remains delinquent, collectors can make
phone calls every five days. Delinquent accounts are then reexamined for a change in
account status. If there is no change, assigned actions proceed. If an account is no longer
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delinquent, actions are stopped. Accounts also can be reevaluated and assigned different
actions (called dynamic reclassification).

e Over-limit collections: Accounts are examined for over-limit action at billing and
posting. At billing, the bank may send a notice to an over-limit account holder.
Additional action may be taken based on the over-limit strategy.

e Authorizations: Accounts are examined at billing and assigned an authorization strategy
to be used by the authorization system throughout the month. The authorization system
requests a decision on accounts in early delinquency or over-limit status.

e Reissue: Accounts are reviewed for reissuance at a certain time. This can be done several
times a year and the bank may take an action such as mailing a letter regarding the status
of a credit card or sending a new credit card.

Strategies for Selecting and Changing Cutoff Score

Three strategies may be used separately or together to select the cutoff score. The first
strategy targets an approval or acquisition rate. The cutoff is set to result in a specified
number of new accounts. Used separately, this may be the least desirable approach because it
does not capture any projected performance of the accounts. The second strategy targets a
credit loss rate. A cutoffscore is selected that sets an acceptable level of losses. The third
strategy targets the product’s profitability. A cutoff score can optimize expected profitability
in terms of total profit center earnings, return onrisk assets, or return on total assets.

The following are some of the most common reasons for changing a credit cutoff score:

e To approve previously declined accounts that are now believed to be potentially
profitable.

e To decline previously approved accounts that are now observed to be unprofitable.

e Toreduce losses or improve collections.

e To respond to increased or reduced competition in the marketplace.

e To comply with external requests (e.g., regulators or consumer groups) to ease or restrict
credit availability.

e To compensate for aging or eroding scoring models.

Management Reports

Population stability report: This report measures changes in applicant score distribution
over time. The report compares the current application population with the population on
which the scoring model was developed. This comparison is made using a formula called the
population stability index. The index measures the separation of the two distributions of
scores. (The scoring manual provided by the model developer has instructions on how to
interpret the variances.) For example, in a commonly used scorecard, a value under 0.100
indicates that the current population is similar to the original and no action is necessary. A
value between 0.100 and 0.250 suggests that bank management should research the cause of
the variance. A value over 0.250 suggests that substantial change has occurred in the
population or the underwriting policies.
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Characteristic analysis report: This report measures changes in applicants’ scores on
individual characteristics over time. It is needed when the applicant population stability has
changed and the bank wants to determine which characteristics are being affected. The report
compares individual characteristics of the current applicants with those of the original
population used in developing the scoring model. For example, checking and savings account
references may be a better predictor of future behavior when the applicant has more history
with the bank. This report can be used to identify the primary reasons for any shift in the
applicant population from the development sample. Bank management should generate a
report for each characteristic and review them individually and as a total. Reviewing trends
in individual characteristics (e.g., home ownership) can help management determine the
reason behind the shift in the applicant population.

Final score report: This report measures the approval rate and adherence to the scorecard. It
shows the number of applicants at each score level and the number of applications accepted
and rejected. The report also can be used to analyze the effect of factors outside the
scorecard.

Delinquency distributions report: This report monitors portfolio quality by score ranges.
Two types of reports may be used. One measures how well a scorecard is working, and the
other measures current portfolio quality and changes in portfolio quality. The report
compares accounts of different ages at equal stages in their account lives and reveals changes
in the portfolio’s behavior. Bank management should identify the causes for those changes.
A vintage analysis table, which identifies accounts by year of origin, is used to compare a
series of delinquency distributions reports and can be used to identify portfolio trends.

Portfolio chronology log: This logis an ongoing record of significant internal or external
changes or events that could affect the performance of the accounts. The log helps to explain
causes of behavior in various tracking reports. Some examples of events that should be
recorded are new marketing programs, application form changes, new override policies, new
collection strategies, changes in the debt-to-income ratio, or changes in income requirements.

Lender’s override report: This type of report identifies the volume of high-side and low-
side overrides by month and year to date, provides a comparison over time and against the
bank’s benchmark, and may include reasons for the overrides. Override analyses typically
also track the performance of low-side overrides.

Income Estimators

The use of income estimator (IE) models, as with any type of model, invariably presents
model risk, which is the potential for adverse consequences from decisions based on
incorrect or misused model outputs and reports. Model risk can lead to financial loss, poor

business and strategic decision making;erdamage-to-a-banicsreputatton. Banks that use IE

models should have effective model risk management programs For more information, refer
to OCC Bulletin 2011-12.
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Banks continue to seek guidance from the OCC about acceptable uses for IE models when
considering whether consumers are eligible for line increases on credit card accounts. The
CARD Act requires card issuers to assess a consumer’s ability to make the required
minimum periodic payments under the terms of an account based on the consumer’s income
or assets and current obligations. The Commentary to the provisions of Regulation Z
implementing the CARD Act further states: “A card issuer may consider ... information
obtained through any empirically derived, demonstrably and statistically sound model that
reasonably estimates a consumer’s income or assets.” 10°

The ability of existing IE models to accurately estimate the income of a specific borrower
may be limited and as a result may pose safety and soundness concerns. In some cases, to
compensate for the inherent inaccuracy of the models, banks have asked if they can apply
conservatism or use a confidence score threshold, e.g., if the IE model estimates a
consumer’s income to be $150,000 then the bank is 90 percent confident the borrower makes
more than $75,000. In this example, the bank would underwrite and grant a credit line
increase commensurate with a lower borrower income. Conservatism may impede proper
model development and application, lead model users to discount model outputs, and
potentially introduce unintended bias to underwriting decisions. Confidence scores may have
limited effectiveness for safety and soundness purposes.

Even with skilled modeling and robust validation, IE model risk cannot be eliminated, so
other tools, including monitoring of model performance, adjusting or revising the models
over time, and establishing limits on model use should be used to manage model risk. Active
management of model risk can minimize potential safety and soundness concerns.

19 Referto 12 CFR 1026, supp.I.,comment 51(a)(1)(i)-5(iv).
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Appendix I: Profit Analysis

Table 5 is an example of a typical card issuer’s income and expense statement. It may be
used to monitor the earnings performance of the credit card operation.

Table 5: Total Portfolio Income and Expense Components (Managed Assets Basis)

First- Percentage | Second- | Percentage Third- Percentage
period of average period of average period of average
Category income | receivables | income | receivables | income | receivables

Interestincome

Fees

Annual membership fees
Late fees

Over-limit fees

Cash advance fees
Other fees

Total fees

Cost of funds

Net interest margin

Loan losses

Credit

Bankruptcy

Deceased

Recoveries

Netlosses (excl. fraud)
Netprovision

Total loan losses

Noninterestincome
Interchange
Otherincome

Less rebates

Net noninterest income

Noninterest expense

Account acquisition and credit
processing

Over-limitand collections

Servicing and promotion

Card holder billing

Fraud investigation

Processing interchange

Processing payments

Card issuing

Authorizations

Card administration

Outside services

Processing

Fraud

Misc. expenses

Total noninterestexpense

Pre-tax income before
allocations expenses

Corporate allocation

Net pre-taxincome
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Table 6 is an example of a tracking shell used to monitor the performance of individual card

programs.

Table 6: Performance of Individual Portfolios (Managed Assets Basis)

Pre-tax net
income,
first period

Percent of
average
receivables

Average
receivables,
first period

Pre-tax net
income,
second period

Percent of
average
receivables

Average
receivables,
second period

Classic

Gold

Affinity 1

Affinity 2

Affinity 3

Affinity 4

Affinity 5

Cobrand 1

Cobrand 2

Cobrand 3

Secured card

Business card

Other

Total

Note: If these typical income statements are used together, the total pre-tax netincome for periods 1 and 2 should agree with
the pre-tax netincome reported in the gross portfolio income and expense components shell.

Impact of Introductory Teaser Rate on Income

Finance charge income (pricing) is a key determinant of the profitability of a credit card
operation. In recent years, competition for account-holder growth has resulted in numerous
marketing schemes involving introductory or teaser APR, which ultimately affect finance
charge revenues. Lowering APRs can have a significant effect on profitability. For example,
reducing the APR by 10 percent can result in a material decrease in the net margin, if all
other factors remain constant.

The example in table 7 demonstrates the significant impact that pricing strategies can have on
an issuer’s financial statement. In the example, a 10 percent reduction in the APR, or price,
results in a 47 percent compression of the net margin (from 4.3 percent to 2.3 percent). Even
if the price reduction results in a 25 percent decrease in credit losses (from 3 percent to 2.25
percent), the net margin would still be 28 percent less than the original pricing strategy (from
4.3 percent to 3.05 percent). As a result, unless a bank adjusts the price for higher-risk
customers, decreasing the price for low-risk customers or to obtain new customers
dramatically affects net profit margins.
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Table 7: Sample Income Statement

Under Under new 10% and 25% Price
original rate rate Reduction | (cost of funds) | Reduction reduction
Financecharge 19.8% 17.8% -10% 17.8% -10%
Costof funds (7.0%) (7.0%) NA (7.0%) NA
Net interest 12.8% 10.8% -16% 10.8% -16%
margin
Fee income 1.0% 1.0% NA 1.0% NA
Charge-offs (3.0%) (3.0%) NA (2.25%) -25%
Noninterest (6.5%) (6.5%) NA (6.5%) NA
expense
Net margin 4.3% 2.3% —47% 3.05% —28%

Note: NA means not applicable.

Types of Users

The ratio of convenience users, or transactors (customers who accrue no finance charges
because they pay in full each billing cycle), to revolvers (those who make less than full
payments) plays a significant role in finance charge revenue. The greater the percentage of
convenience users in the portfolio, the lower the yield. In addition, the bank must fund the
convenience users’ receivables while, in many instances, only benefiting from interchange
revenue. Depending on the product, purchase sales volume per account may never produce
enough interchange revenue to break even on a convenience user account.
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Appendix J: Glossary

Acquirer, acquiring member, or merchant bank: Bank, financial institution, or other
payment card network member that maintains the merchant relationship and receives all
credit card transactions. Sometimes referred to as the acquiring bank.

Adaptive control system: Credit portfolio management system designed to reduce credit
losses and increase promotional opportunities. Adaptive control systems include software
allowing bank management to develop and analyze various strategies that take into account
customer behavior and economic environment. Refer to champion/challenger strategy.

Add-on: Additional service or credit product sold in connection with a credit account.
Examples include travel clubs, disability insurance, credit life insurance, debt suspension
agreements, debt cancellation contracts, and fraud alert programs.

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

Affinity program: Credit card program issued by a bank in conjunction with such
organizations as professional or trade groups, college alumni associations, or retiree
associations. The issuing bank generally compensates the sponsoring organization on an
ongoing basis in return for access to its membership.

Agent bank: Bank that, by agreement, participates in another bank’s card program, usually
by turning over its applicants for bank cards to the bank administering the card program and
by acting as a depository for merchants.

Allowance for credit losses (ACL): Valuation account that is deducted from, or added to,
the amortized cost basis of financial assets to present the net amount expected to be collected
over the contractual term of the assets.

Allowance for loan and lease losses (ALLL): Valuation reserve that is an estimate of
uncollectible amounts (inherent losses) and that is used to reduce the book value of loans and
leases to the amount expected to be collected. The allowance is established and maintained
by charges against the bank’s operating income, e.g., the provision expense.

Application scoring: Using a statistical model to objectively score credit applications and
predict performance.

Attrition: All retail loan products undergo attrition, or the closing of accounts by either the
customer or the bank, but the term is most commonly applied to credit card accounts.

Balance transfer: Transfer of an outstanding credit card balance from an account at one
financial institution to an account at another institution. The receiving institution usually
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processes the transfer, but the consumer may make the transaction by using convenience
checks written on the receiving institution.

Bank card association: Visa and Mastercard are examples of bank card associations. Only
banks can be members, and only members can process transactions through an association’s
network. Non-members, however, may be able to process payments by renting membership
rights from bank members. The associations specifically define membership rights,
privileges, and obligations.

Bank cards: General purpose credit cards.

CEBA credit card bank: A special-purpose credit card bank excepted from the Bank
Holding Company Act definition of “bank” by an exception established under the
Competitive Equality Banking Act of 1987, which is codified at 12 USC 1841(c)(2)(F). Such
banks may engage only in consumer credit card lending and may accept deposits only to
secure those accounts or in amounts greater than $100,000. These banks typically have a
nonbank holding company parent and often are affiliated with retailers. Although CEBA
credit card banks often issue private-label cards, they may also issue general purpose credit
cards.

Champion/challenger strategy: Banks often use a “champion/challenger” technique to test
account management initiatives, in which the existing practice is deemed the champion, and
one or more modifications applied to smaller portions of the portfolio are the challengers.
After observing performance over a period, usually several months, a well-performing
challenger may be applied to a larger population or may even replace the champion.
Champion/challenger strategies are used extensively in the collection area for all types of
retail loans and for ongoing account management functions for open-end credit.

Charge-back: Dispute procedure initiated by the card issuer after receiving an initial
presentment from the acquirer. The issuer may determine that, for a given reason, the
transaction was presented in violation of the rules or procedures and is eligible to be returned
to the acquirer for possible remedy.

Chronology log: Chronological record of internal and external events relevant to the credit
function.

Cobranded card program: Bank card program in which banks issue credit cards in
conjunction with another company, usually bearing the logo of the other company. The
program is generally associated with some type of partner rebate or other value-added
incentive to the customer.

Coincident analysis: Analysis based on end-of-period delinquencies and losses in relation to
total as of the same date. Distinguished from vintage, lagged, and other time series measures.

Consumer credit counseling (CCC): Nonprofit agencies that counsel overextended
consumers and are funded by creditor “fair share” contributions (a negotiated percentage of
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the consumer’s payment to the bank). CCC entities work with the consumers and their
creditors to develop budget and debt repayment plans. Banks generally offer concessions to
customers in CCC programs.

Consumer reporting agency: Any entity that, for monetary fees, dues, or on a cooperative
nonprofit basis regularly engages in whole or in part in the practice of assembling or
evaluating consumer credit information or other information on consumers for the purpose of
furnishing consumer reports to third parties, and that uses any means or facility of interstate
commerce for the purpose of preparing or furnishing consumer reports.

Convenience user: Credit card holder who pays the outstanding balance in full by each
payment due date. Also referred to as a transactor.

Corporate card program: Credit card program offered to companies, small businesses, and
government entities to facilitate company travel (travel and entertainment cards) or
procurement. Ultimate liability varies by contract, but companies often provide some type of
guarantee in the event of cardholder abuse or nonpayment.

Credit bureau: Clearinghouse for information on the credit rating of individuals or
businesses. The three largest credit bureaus in the United States are Equifax, Experian, and
TransUnion.

Credit report: Report from a consumer reporting agency providing a customer’s credit
history. Credit reports are convenient and inexpensive, with larger users paying lower rates.
A merged credit report obtains files from the three major credit bureaus.

Credit scoring: Statistical method for predicting creditworthiness of applicants and existing
customers.

Cross-selling: Using one product or service as a base for selling additional products and
services.

Debt burden ratio: Common measure of a consumer’s ability to repay a debt. Also called
debt-to-income or debt service ratio, it measures monthly debt obligations against monthly
income.

Debt cancellation contract: Loan term or contractual arrangement modifying loan terms
under which a bank agrees to cancel all or part of a customer’s obligation to repay an
extension of credit from that bank upon the occurrence of a specified event.

Debt service: Measure of a consumer’s income in relation to committed debt payments.

Debt suspension agreement: Loan term or contractual arrangement modifying loan terms
under which a bank agrees to suspend all or part of a customer’s obligation to repay an
extension of credit from that bank upon the occurrence of a specified event. The term “debt
suspension agreement’ does not include loan payment deferral arrangements in which the
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triggering event is the borrower’s unilateral election to defer repayment or the bank’s
unilateral decision to allow a deferral of repayment.

Fee pyramiding: Occurs when fees result from imposition of other fees, for example, when
posting a late payment fee on a credit card account causes the account to exceed its credit
limit and to incur an over-limit fee. Regulation Z prohibits a bank from imposing more than
one penalty fee based on a single event or transaction.

Five Cs of credit: Evaluation criteria typically used in a judgmental credit decision:
character, capacity, capital, collateral, and conditions.

Fixed payment program: Also described as a “cure” or workout program. Includes CCC

and in-bank programs designed to help customers work through some type of temporary or
permanent financial impairment. Cure programs typically involve a reduced payment for a
specified period of time and may also include interest rate concessions.

High-side override: Denied loan that meets or exceeds established credit score cutoff. To
compute a bank’s high-side override rate, divide the number of declines scoring at or above
the cutoff score by the total number of applicants scoring at or above the cutoff.

Inherent losses: Amount of loss that meets the conditions of ASC 450-20 for accrual ofa
loss contingency (i.e., a provision to the allowance). The term is synonymous with
“estimated credit losses,” which is used in the “Interagency Policy Statement on the
Allowance for Loan and Lease Losses.”!10

Interchange fee: Portion of discount fee (percentage of each transaction) paid by merchants
on bank card transactions. Interchange fees are established by the bank card associations,
based in part on the type of merchant and method of transmission from the merchant (i.e.,
online or off-line). The fee takes into account authorization costs, fraud and credit losses, and
the average bank cost of funds.

Issuer: Institution (or agent) that issues a credit card to the cardholder. Sometimes referred to
as issuing bank.

Lagged analysis: Analysis that minimizes effects of growth. Lagged analysis uses the
current balance of the item of interest as the numerator (e.g., loans past due 30 days or more)
and the outstanding balance of the portfolio being measured for some earlier time period
(generally six months or one year ago) as the denominator.

Low-side override: Approved loan that fails to meet the scoring criteria. To compute the
low-side override rate, the number of approvals scoring below the cutoff score is divided by

the total number of applicants scoring below the cutoff.

Loss mitigation: Loan collection techniques used to reduce or eliminate the possible loss.

10 For more information, referto OCC Bulletin 2006-47.
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Managed assets: Total balance sheet assets plus all off-book securitized assets.

Merchant authorization: Issuance of a bank’s approval of a credit card transaction in a
specific amount. If a merchant complies with bank card association rules in obtaining an
authorization, usually by telephone or authorization terminal, payment to the merchant is
guaranteed.

Negative amortization: Increase in the capitalized loan balance that occurs when the loan
payment is insufficient to cover the interest and fees due and payable for the payment period.

Open-to-buy: Difference between the outstanding balance and the credit limit on credit card
accounts. The total amount of committed and as yet unfunded credit available to borrowers is
a contingent liability.

Pay-ahead: Keeping track of excess payment amounts and reducing the next consecutive
payment(s) accordingly. As a result, the consumer is not required by the bank to make
payments until the amount of the overage has been extinguished. For example, if a
consumer’s minimum payment on the credit card account is $25 each month and the
consumer remits $100, the next payment would not be due until the fourth subsequent month.
Pay-aheads can pose increased risk because they do not require a minimum payment every
month. When banks require customers to make monthly payments, the banks are able to
monitor portfolio quality through more accurate delinquency reporting. Banks should limit
the use of pay-aheads to accounts with low risk characteristics. Banks that accept pay-aheads
on credit card accounts must comply with 12 CFR 1026.53, which sets forth the requirements
for the allocation of the excess payment amounts.

Payment holiday (or skip-a-pay): Program that gives a financial institution’s customers the
option of skipping payments for a given month. Interest continues to accrue for the skipped
time period. These programs are generally not considered prudent in credit card lending, and,
if seen in practice, should be discontinued.

Penalty pricing: Increased finance charge imposed when a borrower fails to pay as agreed,
based on performance criteria in the cardholder agreement. Penalty pricing is subject to the
CARD Act and Regulation Z requirements and limitations.

Periodic rate: Finance charge expressed as a percentage that is applied to the outstanding
balance of an open-end loan for a specified period of time, usually monthly.

Point of sale: Where a customer engages in a retail transaction.

Prescreen: To score or otherwise qualify a list of names or defined credit bureau population
using credit bureau information. Under the FCRA, the issuer generally is required to make a
firm offer of credit to the consumers it solicits for a credit card, or else, under the FCRA, it
would not have a permissible purpose for obtaining the prescreened list (with limited
exceptions).
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Price point: Price tier into which banks segment retail portfolios. Price points show both
rates and balances outstanding in each tier. Especially important when teaser rates are
offered, price points enable banks to model past, present, and future revenue and the impact
of shifts that result from pricing strategies. Some banks identify three tiers, such as low-rate
teasers, medium-rate standard products, and high-yield loans; credit card issuers might
analyze up to 50 price points.

Private-label credit card: Issued for use at a single retailer.

Procurement card program: Charge card program to facilitate corporate procurement.
Balances on such cards are due in full each month or cycle.

Promise to pay: Used in collection departments to describe customers who have been
contacted regarding their delinquent accounts and have committed to remitting payments.
Once payment is received, it is reported under “promises kept.”

Re-age: Returning a delinquent, open-end account to current status without collecting the
total amount of principal, interest, and fees that are contractually due.

Reissue: Issuance of new bank cards to replace those that have expired or will expire for
qualified cardholder accounts.

Revolvers: Credit card customers who pay less than the full outstanding balance on their
accounts each month (so that the account “revolves”).

Rewrite: Underwrite an existing loan by significantly changing its terms, including payment
amounts, interest rates, amortization schedules, or final maturity.

Roll rate: Measure of the movement of accounts and balances from one payment status to
another (e.g., percentage of accounts or dollars that were current last month rolling to 30 days
past due this month).

Rollover: Carrying forward a portion of an outstanding balance on a credit card holder’s
account from month to month.

Secured credit card: Bank card secured at least in part by a deposit account held at the
issuing bank or at a designated correspondent bank. The credit limit often is based on the
amount of cash collateral provided.

Securitization: Process of creating an investment security backed by credit card receivables.

Settlement: Process by which acquirers and issuers exchange financial data and value
resulting from sales transactions, cash advances, merchandise credits, etc.

Spread account: Most common form of securitization credit enhancement. A spread account
carries reserves to absorb credit losses and generally equals two to three times the expected
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losses in the package of receivables or loans. The spread account is initially “seeded”
(funded) by the selling bank. These advances usually are expensed to achieve treatment as
sales under regulatory accounting procedures. Excess servicing income is deposited into this
account each month until it is fully funded and the seed money is repaid to the selling bank.
The securitization trustee controls the account.

Stress testing: Analysis that estimates the effect of economic changes or other changes on
key performance measures (e.g., losses, delinquencies, and profitability). Key variables used
in stress testing could include interest rates, score distributions, asset values, growth rates,
and unemployment rates.

Sum-of-cycle reporting: Aggregates amounts based on payment or billing cycle dates rather
than the point-in-time reporting used in end-of-month (EOM) reporting. The benefit of this
type of reporting is the ability to compare performance of accounts with different cycle dates
on equal terms, e.g., total current versus delinquent accounts as of close of business on
payment due date.

Teaser or introductory rate: Temporary interest rate offered by open-end credit lenders to
consumers as an incentive to open accounts with the lenders. The teaser period generally
lasts anywhere between six months and one year, and interest rates offered have been as low
as zero percent. Customers’ accounts revert to standard rate pricing after the introductory
period. Card issuers must comply with the requirements of 12 CFR 1026.55(b)(1) when
offering a temporary rate.

Third-party relationship: A third-party relationship is any business arrangement between a
bank and another entity, by contract or otherwise. Third-party relationships include activities
that involve outsourced products and services, use of independent consultants, networking
arrangements, merchant payment processing services, services provided by affiliates and
subsidiaries, joint ventures, and other business arrangements where the bank hasan ongoing
relationship or may have responsibility for the associated records.

Travel and entertainment card program: Charge cards with balances due in full each
month (or cycle), issued to facilitate corporate travel and entertainment.

Vintage analysis: Grouping loans by origination time period (e.g., quarter) for analysis
purposes. Performance trends are tracked for each vintage and compared with other vintages
for similar time on book.
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ACH
ACL
Al
ALLL
AML
APR
ASC
BIN
BSA
CARD Act
cCC
CEBA
CECL
CFPB
CFR
CIP
CRA
DCC
DDR
DSA
EAD
ECOA
EIC
EITF
EMV
EOM
FACT Act
FCRA
FDCPA
FEIC
FFIEC
FICO
FIFO
FinCEN
FSA
GAAP
GLBA
HOLA
ICA
ICQ
IE
IRKI
IT
LGD

Appendix K: Abbreviations

automated clearing house

allowance for credit losses

artificial intelligence

allowance for loan and lease losses
anti-money laundering

annual percentage rate

Accounting Standards Codification
bank identification number

Bank Secrecy Act

Credit Card Accountability Responsibility and Disclosure Act
Consumer Credit Counseling
Competitive Equality Banking Act
current expected credit losses
Consumer Financial Protection Bureau
Code of Federal Regulations

customer identification program

credit reporting agency

debt cancellation contract

delinquency distributions report

debt suspension agreement

exposure at default

Equal Credit Opportunity Act
examiner-in-charge

Emerging Issues Task Force

Europay, Mastercard, and Visa
end-of-month

Fair and Accurate Credit Transactions Act
Fair Credit Reporting Act

Fair Debt Collection Practices Act
functional examiner-in-charge

Federal Financial Institutions Examination Council
Fair Isaac Corporation

first in first out

Financial Crimes Enforcement Network
federal savings association

generally accepted accounting principles
Gramm-Leach-Bliley Act

Home Owners’ Loan Act

Interbank Card Association

internal control questionnaire

income estimator

Issuer Risk Key Indicators

information technology

loss given default
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LPM
MDDR
MIS
ML
NA
NPV
NSF
0CC
OCL
OTS
PCCR
PD
QA
QC
ROAA
ROE
SAR
SOC
T&E
TDR
TILA
UBPR
UDAP
UDAAP
USC

loan portfolio manager

maximum delinquency distributions report
management information systems
machine learning

notapplicable

net present value

not sufficient funds

Office of the Comptroller of the Currency
over-credit-limit

Office of Thrift Supervision

purchased credit card relationship
probability of default

quality assurance

quality control

return on average assets

return on equity

Suspicious Activity Report

sum-of-cycle

travel and entertainment

troubled debt restructuring

Truth in Lending Act

Uniform Bank Performance Report
unfair or deceptive acts or practices
unfair, deceptive, or abusive acts or practices
United States Code
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References

Listed references apply to national banks and FSAs unless otherwise noted.

Laws

Regu

10 USC 987, “Terms of Consumer Credit Extended to Members and Dependents:
Limitations” (Military Lending Act)

12 USC 1461 etseq., “Home Owners’ Loan Act” (FSAs)

12 USC 1464(d)(7)(D), “Service Performed by Contract or Otherwise” (FSAs)

12 USC 1867(c), “Services Performed by Contract or Otherwise”

12 USC 5531, “Prohibiting Unfair, Deceptive, or Abusive Acts or Practices” (section 1031 of
the “Dodd—Frank Wall Street Reform and Consumer Protection Act”)

12 USC 5536, “Prohibited Acts” (section 1036 of the “Dodd—Frank Wall Street Reform and
Consumer Protection Act”)

15 USC 45, “Unfair Methods of Competition Unlawful; Prevention by Commission” (section
5 of the “Federal Trade Commission Act”)

15 USC 1601 etseq., “Truth in Lending Act”

15 USC 1681c, “Requirements Relating to Information Contained in Consumer Reports”

15 USC 1681m, “Requirements on Users of Consumer Reports”

15 USC 6801, “Protection of Nonpublic Personal Information”

15 USC 6805(b), “Enforcement of Section 6801

15 USC 7001 etseq., “Electronic Signatures in Global and National Commerce Act of 2000”

50 USC 3901 etseq., “Servicemembers Civil Relief Act”

Pub. L. 111-24, “Credit Card Accountability Responsibility and Disclosure Act of 2009

lations

12 CFR 21.11, “Suspicious Activity Reports” (national banks)

12 CFR 21.21, “Procedures for Monitoring Bank Secrecy Act (BSA) Compliance”

12 CFR 30, Appendix B, “Interagency Guidelines Establishing Information Security
Standards”

12 CFR 37, “Debt Cancellation Contracts and Debt Suspension Agreements” (national
banks)

12 CFR 41, subpart J, “Identity Theft Red Flags”

12 CFR 101, “Covered Savings Associations” (FSAs)

12 CFR 160, “Lending and Investment” (FSAs)

12 CFR 163.180, “Suspicious Activity Reports and Other Reports and Statements” (FSAs)

12 CFR 1002, “Equal Credit Opportunity Act (Regulation B)”

12 CFR 1022, “Fair Credit Reporting (Regulation V)”

12 CFR 1026, “Truth in Lending (Regulation Z)”
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Examination Process
“Bank Supervision Process”
“Community Bank Supervision”
“Federal Branches and Agencies Supervision”
“Large Bank Supervision”
“Sampling Methodologies”

Safety and Soundness, Asset Quality
“Allowance for Loan and Lease Losses”
“Concentrations of Credit”

“Loan Portfolio Management” (national banks)
“Rating Credit Risk”
“Retail Lending”

Safety and Soundness, Liquidity
“Asset Securitization” (national banks)

Safety and Soundness, Management
“Corporate and Risk Governance”
“Internal and External Audits”
“Internal Control” (national banks)

Safety and Soundness, Other Activities
“Merchant Processing”

Consumer Compliance
“Compliance Management Systems”
“Fair Credit Reporting” (national banks)
“Fair Lending”
“Other Consumer Protection Laws and Regulations” (FDCPA)
“Servicemembers Civil Relief Act”
“Truth in Lending Act (Interagency)”
“Unfair or Deceptive Acts or Practices and Unfair, Deceptive, or Abusive Acts or
Practices”

OTS Examination Handbook

Section 201, “Overview: Lending Operations and Portfolio Risk Management”
Section 221, “Asset-Backed Securitization”

Section 340, “Internal Control”

Section 1300, “Fair Credit Reporting Act”
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OCC Issuances

Bank Accounting Advisory Series

OCC Bulletin 1997-24, “Credit Scoring Models: Examination Guidance”

OCC Bulletin 1999-10, “Subprime Lending: Interagency Guidance”

OCC Bulletin 1999-15, “Subprime Lending: Risks and Rewards” (national banks)

OCC Bulletin 2000-20, “Uniform Retail Credit Classification and Account Management
Policy: Policy Implementation”

OCC Bulletin 2002-16, “Bank Use of Foreign-Based Third-Party Service Providers: Risk

Management Guidance”
OCC Bulletin 2003-1, “Credit Card Lending: Account Management and Loss Allowance
Guidance”

OCC Bulletin 2006-47, “Allowance for Loan and Lease Losses (ALLL): Guidance and
Frequently Asked Questions (FAQs) on the ALLL”

OCC Bulletin 2008-28, “Fair Credit Reporting Act (FCRA): Additions to FCRA
Examination Procedures”

OCC Bulletin 2011-12, “Sound Practices for Model Risk Management: Supervisory
Guidance on Model Risk Management”

OCC Bulletin 2013-29, “Third-Party Relationships: Risk Management Guidance”

OCC Bulletin 2014-37, “Consumer Debt Sales: Risk Management Guidance”

OCC Bulletin 2014-42, “Credit Practices Rules: Interagency Guidance Regarding Unfair or
Deceptive Credit Practices”

OCC Bulletin 2017-7, “Third Party Relationships: Supplemental Examination Procedures”

OCC Bulletin 2017-43, “New, Modified, or Expanded Bank Products and Services: Risk

Management Principles”
OCC Bulletin 2019-31, “Covered Savings Associations Implementation: Covered Savings
Associations”

OCC Bulletin 2019-37, “Operational Risk: Fraud Risk Management Principles”

OCC Bulletin 2019-62, “Consumer Compliance: Interagency Statement on the Use of
Alternative Data in Credit Underwriting”

OCC Bulletin 2020-10, “Third-Party Relationships: Frequently Asked Questions to
Supplement OCC Bulletin 2013-29”

OCC Bulletin 2020-49, “Current Expected Credit Losses: Final Interagency Policy Statement
on Allowances for Credit Losses”

OCC Bulletin 2020-50, “Credit Risk: Interagency Guidance on Credit Risk Review Systems”

OCC Bulletin 2020-81, “Credit Risk: Risk Management of Loan Purchase Activities”

OCC Bulletin 2020-84, “Truth in Lending Act: Revised Interagency Examination
Procedures”

Other

Consumer Financial Protection Bureau
CFPB Bulletin 2014-2, “Marketing of Credit Card Promotional APR Offers”
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Financial Accounting Standards Board

ASC Subtopic 310-40, “Troubled Debt Restructurings by Creditors”
ASC Topic 326, “Financial Instruments — Credit Losses”

ASC Subtopic 450-20, “Loss Contingencies”

ASC Topic 606, “Revenue from Contracts with Customers”

ASC Topic 810, “Consolidations”

ASC Topic 860, “Transfers and Servicing”

FFIEC
FFIEC Bank Secrecy Act/Anti-Money Laundering Examination Manual
FFIEC Information Technology Examination Handbook
“Instructions for Preparation of Consolidated Reports of Condition and Income” (call
report instructions)
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