Commercial Loans _
Effective date July 1997 Section 3050.1

Generally, commercial loans comprise the largef credit are generally reviewed annually by the
est asset concentration of a branch, offer theranch, do not have a fixed repayment scheduls
most complexity, and require the greatest comand may not require fees or compensating ba
mitment from branch management to monitoances. In the case of unadvised lines of credi
and control risks. Proper management of theste branch has more control over advances ar
assets requires a clearly articulated credit policynay terminate the facility at any time, depend-
that imposes discipline and sound loan admining on state law or legal precedents. A revolvinc
istration. Since lenders are subject to pressurdise of credit is valid for a stated period of time
related to productivity and competition, theyand does not have a fixed repayment schedul
may be tempted to relax prudent credit underbut usually has a required fee. The lender ha
writing standards to remain competitive in theless control over a revolving credit since there i
marketplace, thus increasing the potential foan embedded guarantee (i.e. firm commitment
risk. Examiners need to understand the unigu® make advances within the prescribed limits o
characteristics of the varying types of commerthe loan agreement. The borrower may receiv
cial and industrial loans, as well as how toperiodic advances under the line of credit or the
properly analyze their quality. revolving credit up to the agreed limit. Repay-
Commercial loans are extended on a securedent is generally accomplished through the
or unsecured basis with a wide range of pureonversion or turnover of short-term assets
poses, terms, and maturities. While the types afuch as inventory or accounts receivable. Intel
commercial and industrial loans can vary widelyest payments on working capital loans are ust
depending on the purpose of loans made arally paid throughout the term of the loan, such a:
market characteristics where the branch opemonthly or quarterly.
ates, most commercial and industrial loans will Working-capital loans are intended to be
primarily be made in the form of a working- repaid through the cash flow derived from con-
capital loan, term loan, or loan to an individualverting the financed assets to cash. The structu
for a business purpose. This section will providef the loans can vary, but they should be closel;
examiners with a fundamental understanding died to the timing of the conversion of the
secured and unsecured transactions, the kéipanced assets. In most cases, working-capit
principles for assessing credit quality, and basitacilities are renewable at maturity, are for a
bankruptcy law. Other sections of this manuabne-year term, and include a clean-up require
discuss more specific types of lending. ment for a period sometime during the low point
or contraction phase of the business cycle. Th
clean-up period is a specified period (usually 3(
days) during the term of the loan in which the
TYPES OF COMMERCIAL LOANS borrower is required to pay off the loan. While
this requirement is becoming less common, i
Working Capital or Seasonal Loans provides the branch with proof that the borrowel
is not dependent on the lender for permaner
Working capital or seasonal loans provide dinancing. It is important to note, however, that
business with short-term financing for inven-an expanding business may not be able to clez
tory, receivables, the purchase of supplies, atp its facility since it may be increasing its
other operating needs during the business cycleurrent assets.
These types of loans are often appropriate for
businesses that experience seasonal or short-
term peaks in current assets and current liabili- . . i
ties, such as a retailer who relies heavily on &nalysis of Working-Capital Loans
holiday season for sales or a manufacturing
company that specializes in summer clothingThe analysis of a working-capital loan is best
These types of loans are often structured in thaccomplished by a monthly or quarterly review
form of an advised line of credit or a revolving of a company’s balance sheet and income stat
credit. An advised line of credit is a revocablements to identify the peak and contraction phase
commitment by the branch to lend funds up to &f the business cycle. The lender should knov
specified period of time, usually one year. Linesvhen the peak and contraction phases are, al
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3050.1 Commercial Loans

the loan should be structured accordingly. The The following are potential problems associ-
lender's primary objective is to determineated with working-capital loans:
whether the advances are being used for the
intended purposes (inventories or payables) andWorking-capital advances used for funding
not for the acquisition of fixed assets or pay- losses. A business uses advances from a
ments on other debts. Repayments on the facil- revolving line of credit to fund business losses,
ity should also be consistent with the conversion including the funding of wages, business
of assets. If the borrower has other loan facilities expenses, debt service, or any other cost not
at the branch, all credit facilities should be specifically associated with the intended pur-
reviewed at the same time to ensure that the pose of the facility.
activity with the working-capital facility is not « Working-capital advances funding long-term
used to pay interest on other loans in the branch. assets.A business will use working-capital
Projections of sources and uses of funds are alsofunds to purchase capital assets that are nor-
a valuable tool for reviewing a working-capital mally acquired with term business loans.
line of credit and determining the sales cycle. . Trade creditors not paid out at end of business
Quarterly balance-sheet and income state- cycle. While the branch may be paid out,
ments are very helpful when a comparison is gome trade creditors may not get full repay-
made with the original projections. Other help- ent. This can cause a strained relationship as
ful information can be obtained from a review of unpaid trade creditors may be less willing to

an aging of accounts receivable for delinquen- provide financing or offer favorable credit
cies and concentrations, a current list of inven- tarms in the future. In turn. the business will
tory, an accounts-payable aging, and accrualspacome more reliant on the branch to support

made during th_e quarter. This_ information can funding needs that were previously financed
be compared with the outstanding balance of the by trade creditors.

Igﬁ'd“;% tgngntilgtettfzaéotlrlaetelrc;\?nmgr nl(r)é g\:grgé;]-_ Overextension of collateralhe business does
9 not have the collateral to support the extension

S'S;egép'rvc')t\xir?orégvsvéng?ﬁ;;ﬂzhar:?fggfén der is of credit, causing an out-of-borrowing-base
g situation. Examiners should review borrowing-

Wl'g('jnge JOCS%Z?;I? S?Z'Q;:nal edoelllatr) r;ﬁél:]ew?ﬁ base certificates to verify that coverage meets
pledg ’ pe, the prescribed limitations established by the

only lend up to a predetermined specified per- b ; . h i
- . ranch’s credit policy for the specific assets
centage of total outstanding receivables less all being financed.

accounts more than a certain number of days ) . .
delinquent. A borrowing-base certificate should Value of inventory decline$Vhen a business
be compiled at least monthly or more often does not pay back the branch afterln_ventory is
during peak activity in the facility. When review- converted to cash or accounts receivable, the
ing working-capital loans, examiners should valqe of the inventory (_:iecllnes. Other causes
remember that a branch relies heavily on inven- Of inventory devaluation include obsoles-
tory as collateral in the beginning of a compa- C€nce, a general economic downturn, or in the
ny’s business cycle and on receivables toward €€ Of a commodity, market volatility.
the end of the business cycle. However, in Declines in inventory value will commonly
traditional working-capital loans, greater empha- Put & working-capital facility in an out-of-
sis is usually placed on accounts receivable asPorrowing-base situation and require the
collateral throughout the loan’s tenure. excess dek_)t to be amortl_zed and repaid through
Normally, a branch is secured by a perfected future profits of the business.
blanket security interest on accounts receivable, Collectibility of accounts receivable declines.
inventory, and equipment, and on the proceeds The increasingly past-due status of accounts
from the turnover of these assets. Well- receivable or deteriorating credit quality of
capitalized companies with a good history of account customers both result in the noncol-
payout or cleanup may be exceptions and qualify lection of receivables. This can also cause an
for unsecured lending. An annual lien search, out-of-borrowing-base situation for the lend-
however, would be prudent under this type of Ing institution.
lending relationship to detect any purchase Working-capital advances used to fund long-
money security interest that may have occurred term capital. Funds may be inappropriately
during the business cycle. used to repurchase company stock, pay off
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subordinated debt holders, or even pay divirower pledges to fulfill certain requirements,
dends on capital stock. such as maintain adequate insurance coverac
make timely loan repayments, or ensure th

These situations may cause a loan balance fmancial stability of the business. Negative ol
be remaining at the end of the business cycle. estrictive covenants prohibit or require the
this should occur, the branch generally has onleorrower to refrain from certain practices, suct
of three options: (1) Require the unpaid balancas selling or transferring assets, defaulting, fall
to be amortized; This option is, however, depening below a minimum debt coverage ratio,
dent on the ability of the business to repay thexceeding a maximum debt-to-equity ratio, ot
debt through future profits; (2) Request theaaking any action that may diminish the value of
borrower to find another lender or require arcollateral or impair the collectibility of the loan.
infusion of capital by the borrower. This is notCovenants should not be written so restrictively
always a feasible option because of the probabtéat the borrower is constantly in default over
weakened financial condition of the businessrivial issues; however, violations should be
and ownership under these circumstances; aealt with immediately to give credibility to the
(3) Liquidate the collateral. Foreclosing on theagreement. Violations of these covenants ca
collateral should only be executed when ibften result in acceleration of the debt maturity
becomes obvious that the business can no longand payments. A formal loan agreement is mos
function as a going concern. The problem withoften associated with longer-term loans. If &
this option is that once the branch discovers thdbrmal agreement does not exist, the term loan
the business is no longer a viable concerrshould be written with shorter maturities and
realizing the full value of the collateral is in balloon payments to allow more frequent review
jeopardy. The need to resort to any of thesby branch management.
options will usually prompt criticism of the
credit.

Analysis of Term Loans

Term Loans While a working-capital loan analysis empha-

sizes the balance sheet, the analysis of ter
Term loans are generally granted at a fixed doans will focus on both the balance sheet an
variable rate of interest, have a maturity inthe income statement. Because a term loan
excess of one year, and are intended to providepaid from excess cash flow, the long-tern
an organization with the funds needed to acquireiability of the business is critical in determin-
long-term assets, such as physical plants aridg the overall quality of the credit. In evaluat-
equipment, or finance the residual balance oimg long-term earnings, the examiner musi
lines of credit or long-term working capital. develop a fundamental understanding of th
Term loans are repaid through the business'sompany’s industry and competitive position in
cash flow, according to a fixed-amortizationthe marketplace. Most of the analysis will be
schedule, which can vary based on the cash-flosonducted based on the historical performanc
expectations of the underlying asset financed a@f the business and its history of making pay-
the anticipated profitability or cash flow of thements on its debt. Any historical record of
business. Term loans involve greater risk thamconsistencies or inability to perform on exist-
short-term advances because of the length afig debt should prompt an in-depth review to
time the credit is extended. As a result of thigletermine the ability of the borrower to meet the
greater risk, term loans are usually securedoan’s contractual agreements. One of the mos
Loan interest may be payable monthly, quareritical determinations that should be made whe
terly, semiannually, or annually. Loan principalevaluating term debt is whether the term of the
should amortize with the same frequency irdebt exceeds the useful life of the underlying
order to fully pay off the loan at maturity. asset being financed.

In most cases, the terms of these loans are While cash flow of the business is the primary
detailed in formal loan agreements with affirmasource of repayment for a term loan, a seconda
tive and negative covenants that place certaisource would be the sale of the underlying
conditions on the borrower throughout the terntollateral. Often, if circumstances warrant a
of the loan. In affirmative covenants, the bor-collateral sale, the branch may face steep dis
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counts and significant expenses related to theinstitutions with the purchasing entity assum-
sale. Examiners should carefully consider these ing its pro rata share of the credit risk.
issues when evaluating the underlying value of

collateral under a liquidation scenario. A single facility with different terms and/or
The following are potential problems associparticipants for tranches should be reported as
ated with term loans: separate credits. Loans sold to affiliate banks of

the same holding company are not part of the
The term of the loan is not consistent with theSNC program.
useful life of collateral. If the outstanding balance or commitment of a
Cash flow from operations does not allow forSNC falls below $20 million after its inception,
adequate debt amortization, a fundamentand it is not criticized, the credit will not be
problem that can be solved only by improvedeviewed at the next review date. Therefore, the
performance. examiner should conduct an individual review
« The gross margin of the business is narrowof the credit at the branch under examination.
ing, which requires the business to sell mordlowever, if the former SNC facility fell below
product to produce the same gross profithe threshold through a charge-off, and was
Higher sales volume could require more casklassified or specially mentioned at the most
for expansion of current assets, leaving lesgecent SNC review, the credit relationship would
cash for debt amortization. This situation is acontinue to be reviewed under the SNC program
common by-product of increased competitionuntil such time that the balance falls below
Sales are lower than expected. In the face 6§10 million. The Federal Deposit Insurance
lower sales, management is unable or unwillCorporation (FDIC), the state agencies, and the
ing to cut overhead expenses, straining casRffice of the Comptroller of the Currency (OCC)
flow and resulting in diminished debt servic-also participate in this program. The Federal
ing ability. Reserve carries out the examination of SNCs at
- Fixed assets that are financed by term loarf§e lead or agent banks that are state-member

become obsolete before the loans are retire§anks, state-chartered foreign branches, and
likely causing the value of underlying collat- credit-extending nonbank subsidiaries of domes-

eral to deteriorate. tic and foreign organizations. The FDIC is

« The business’s excess cash is spent on highBfimarily responsible for any SNC credits at
salaries or other unnecessary expenses. state non-member banks, and the OCC super-

The payments on term debt have put a strai ises the review of those SNCs in which the lead
on cash flow. and the business is unable tEank is a national bank or an OCC-chartered

adequately operate or allow natural expant©réign branch. )
sionc.] y op P SNCs should not be analyzed or reviewed

The balance sheet of the business is weakefuring the examination of the individual partici-
ing. The overall financial condition of the pating branch. If the examiner is uncertain
business is deteriorating because of poor pey\_/hether the credit was reviewed under the SNC

; rogram, the respective Reserve Bank coordina-
{géﬁ;?ce or unforeseen occurrences in thtgor should be contacted. If credits eligible for the
Y- .
program are found but have not been reviewed
(other than new SNCs since the time of the last
. . SNC program review), the examiner should
Shared National Credits submit a memorandum detailing those credits to
the respective Reserve Bank coordinator to be
Regulatory agencies participate in a program foiorwarded to the SNC coordinator at the Federal
the uniform review of shared national creditsReserve Bank of New York.
(SNC). A SNC is defined as any loan, commit- The SNC program does not track subpartici-
ment, or group of loans or commitments aggrepations. A subparticipant is a banking organiza-
gating $20 million or more at origination that is: tion that has purchased a share from either a
bank in the original syndicate or from a bank
* Committed under a formal lending considered a first-tier participant. Therefore, if
arrangement. the bank is a subparticipant in a credit, it will not
e Shared at its inception by two or more superappear in the “Report of Lenders and their
vised institutions or sold to one or moreBorrowers”. However, the credit may have been

.
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reviewed by the SNC Program and examinersahich the security interest is created anc

can obtain the results of such a review by callingpecomes enforceable against the debtor. Perfe

the SNC coordinator for their agency. tion refers to the steps that must be taken i
order for the security interest to be enforceabls
against third parties who have claims agains
collateral.

SECURED AND UNSECURED
TRANSACTIONS

This subsection is intended to be a generé?\ttaChment of Security Interest
reference for an examiner’'s review of a credit

file to determine whether the branch’s collateraf € three requirements for the creation of :

position is properly documented. Examiner$ecUrity interest are stated in UCC sectior
should be aware that secured transactiong203(1). Once the following requirements are
encompass an extensive body of law that i§1€l the security interest is attached.

rather technical in nature. The following discus- h I Lis in th . f th
sion contains general information for examiner§ The collateral is in the possession of the
secured party pursuant to agreement, or th

on the basic laws that govern a branch’s security ) | ,
interest in property and on the documentation debtor has signed a security agreement th:
contains a description of the collateral and

that needs to be in a loan file to properly -
document a perfected security interest in a When the security interest covers crops nov
growing or to be grown or timber to be cut, a

borrower’s assets. 9
description of the land concerned.

« Value has been given to the debtor.
Secured Transactions . )
* The debtor has rights in the collateral.

Most secured transactions in personal property . .

and fixtures are governed by article 9 of the Thus, unless the collateral is in the possessio
Uniform Commercial Code (UCC). The UCC of the secured party, there must be a writtel
has been adopted by all 50 states, the District GeCUrity agreement that describes the collatere
Columbia, and the Virgin Islands. Timing dif- | € description does not have to be very specifi
ferences as well as filing locations differ from©r detailed— “any description of personal prop-
state to state. Failure to file a financing stateme@-- is sufficient whether or not it is specific if
in a timely manner or in the proper location will it reasonably identifies what is described” (see

compromise a lender’s security interest in thé/CC section 9-110). The agreement must als
collateral. be signed by the debtor. The creditor may sigt

Article 9 of the UCC applies to any transac-b bt its failure to do so does not affect the
tion that is intended to create a security interedtgreement's enforceability against the debtor.
in personal property. Mortgage transactions are Giving valueis any consideration that sup-
not covered, marine mortgages are filed with th@orts a contract. Value can be given by a direc
Coast Guard, and aircraft liens are filed with théoan, a commitment to grant a loan in the future
Federal Aviation Administration. Asecurity the release of an existing security interest, or th
interestis defined in the UCC as “an interest in sale of goods on contract.
personal property or fixtures which secures pay- While the debtor must haveights in the
ment or performance of an obligation.” A collateral, he or she does not necessarily have
secured transaction requires that there be drave title to the property. For example, the
agreement between the parties indicating théebtor may be the beneficiary of a trust (the
parties’ intention to create a security interest fotrustee has title of trust assets) or may lease tt
the benefit of the creditor or secured party. Thigollateral. The debtor, in such cases, has right
agreement is commonly referred to as a securifiy the collateral, but does not hold the title to the
agreement. collateral. The secured party, however, only

Article 9 of the UCC refers to two different obtains the debtor’s limited interest in the col-
concepts related to security interests: attachmelateral on default if the debtor does not have full
and perfectionAttachments the pointin time at title to the collateral.
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county where the collateral is located if it is
owned by a nonresident.
» Alternative System Thredn a few states,

Perfection represents the legal process by whichfilings made with the secretary of state must
a creditor secures an interest in property. Per- also be filed in the county of the borrower’s
fection provides the branch assurance that it hasbusiness (or residence if there is no place of
a legal interest in the collateral. The category of business in that state). Otherwise, the require-
collateral will dictate the method of perfection Mmentin these states is the same as system two.
to be used. The most common methods of
perfection are: (1) automatic perfection when As each state may select any of the above
the security interest is attached (such as in thi@ree alternatives or a modified version of them,
case of purchase-money security interests applf- is important that the examiner ascertain the
cable to consumer goods other than vehiclesfing requirements of the state(s) where the
(2) perfection by possession; (3) the filing of & ranch’s customer operates. Most importantly, it
financing statement in one or more public filing!S the location of the borrower, not the branch,
officest and (4) compliance with a state certifi-that determines where the financing statement
cate of title law or central filing under a statemust be filed.
statute other than the UCC, such as registration
of vehicles.

The most common method of perfecting aEvaluation of Security Interest in
security interest is public filing. Public filing Property
serves as a constructive notice to the rest of the
world that the branch claims a security intereskey items to look for in evaluating a security
in certain property of the debtor described innterest in property include the following:
both the security agreement and the financing
statement. Public filing is accomplished by fil-« security agreementhere should be a proper
ing a financing statement (UCC-1) in a public security agreement, signed and dated by the
office, usually the county recorder or secretary horrower, that identifies the appropriate col-
of state. The system of filing required by the |ateral to be secured. It should include a

UCC provides for a notice filing whereby description of the collateral and its location in
potential creditors can determine the existence suyfficient detail so the lender can identify it,

Perfection of Security Interest in
Property

of any outstanding liens against the debtor’s
property.

The form of the financing statement and
where to file it varies from state to state. Whiles
the filing of a nonstandard form will generally
be accepted, the failure to file in the proper
public office can jeopardize the priority of the
lender’s security interest. The UCC provides
three alternative filing systems:
¢ Alternative System Ond.iens on minerals,
timber to be cut, and fixtures are filed in the
county land records. All other liens are filed in
the office of the secretary of state.
Alternative System Twdhe majority of states

have adopted this version. It is the same as _
system one, except liens on consumer goods,

farm equipment, and farm products are filed in
the county where the debtor resides, or in the

1. The financing statement is good for five years, and the
lender must file for a continuation within the six-month period
before expiration of the original statement.

and should assign to the lender the right to sell
or dispose of the collateral if the borrower is
unable to pay the obligation.

Collateral possessionlf the institution has
taken possession of the collateral to perfect its
security interest, management of the institu-
tion should have an adequate record-keeping
system and proper dual control over the
property.

Financing statementlf the institution has
filed a financing statement with the state or
local authority to perfect its security interest in
the collateral, in general, it should contain the
following information:

names of the secured party and debtor
the debtor’s signature

the debtor’'s mailing address

the address of the secured party from
which information about the security inter-
est may be obtained

the types of the collateral and description
of the collatera

2. Substantial compliance with the requirements of UCC

September 1997
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* Amendments\ot all amendments require thejudicial foreclosure, whereas, in some states,
borrower’s signature, and branches may fildoreclosure on a deed of trust may not. Nearly
an amendment for the following reasons:  all matters affecting the title to the real estate

— borrower’s change of address including the ownership thereof, are recorded ir
— creditor’'s change of address the recorder’s office.
— borrower’s name change When determining the enforceability of a real
— creditor's name change estate mortgage or deed of trust, the examine
— correction of an inaccurate Co||atera|should be aware of the fO”OWing requirements:
description _ N
— addition of a trade name for the borrower® The mortgage must be in writing.
that was subsequently adopted * To be recordable, the mortgage must be
o Where to file afinancing Statemem.generah aCknOW'edged. There are different forms of

financing statements filed in good faith or acknowledgments for various situations
financing statements not filed in all of the depending on whether individuals, corpora:
required places are still effective. If a local tions, partnerships, or other entities are execu
filing is required, the office of the recorder in iNg the mortgage. Make sure that the form o
the county of the debtor’s residence is the the acknowledgment used is in accordanc
place to file. If state filing is required, the With the type of individual or entity executing
office of the secretary of state is the place to the mortgage.

file. « If a corporation is the mortgagor, its articles of
Duration of effectiveness of a financing state- incorporation or bylaws often will specifically
ment.Generally, effectiveness lapses five years state which officers have authority to sign ar
after filing date. If a continuation statement is instrument affecting real estate. In these
filed within six months before the lapse, instances, the designated officer should b
effectiveness is extended five years after the required to sign. If the corporation has a seal
last date on which the filing was effective. that also must be affixed. If the corporation
Succeeding continuation statements may be does not have a seal, this fact must be show
filed to further extend the period of in the acknowledgment.

effectiveness. « As soon as possible after the mortgage i
executed, it should be recorded in the office o
the recorder for each county in which the
property described in the mortgage is locatec
In most cases, the borrower signs an affidavi
that indicates, in part, that he or she will not
. . . attempt to encumber the property while the
As previously mentioned, real estate is expressly |ender is waiting for the mortgage to be
excluded from coverage under the UCC. A recorded. In any event, the lender shoulc
separate body of state law covers such interests.conduct a title search after the mortgage i
However, for a real estate mortgage to be yecorded to ensure that his position has nc
enforceable, the mortgage must be recorded inpgen compromised.

the county where the real estate covered by the
mortgage is located.

Perfection of Security Interest in Real
Estate

If the mortgagor is married, the spouse mus
join in the execution of the mortgage to
subject his or her interest to the lien of the
mortgage. If the mortgagor is single, the
mortgage should indicate that no spouse exis

Real estate mortgage/deed of trusithen
obtaining a valid lien on real estate, only one
document is used, the mortgage or deed of trust. who might have a dower interest or homestea
The difference between a mortgage and a deed.; :

. ) interest in the property.
of trust varies from state to state; however, the If th ; hio. i b
primary difference relates to the process of ! theé mortgagor is a partnership, it must be

foreclosure. A mortgage generally requires a d€termined whether the title is in the name o
gage 9 y req the partnership or in the names of the indi-

vidual partners. If the title is in the names of
section 9-402 is sufficient if errors are only minor and not the individual partners, their Spouses shoul

seriously misleading. Some states require the debtor’s tax ID jOin in exeCUting the mortgag_e- If the title is in
number on the financing statement. the name of the partnership, those partnel
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who are required to sign under the partnershiREVIEWING CREDIT QUALITY
agreement should sign.

Importance of Cash Flow

Unsecured Transactions Evaluating cash flow is the single most impor-

. tant element in determining whether a business
Unsecured transactions are granted based on thgs the ability to repay debt. Two principal
borrower's financial capacity, credit history, methods of calculating the cash flow available in
earnings potential, and/or liquidity. Assignmenty pysiness to service debt are presented in this
of the borrower’s collateral is not required, ands;hsection. The results of these methods should
repayment is based on the terms and conditionse ysed to determine the adequacy of cash flow
of the loan agreement. While unsecured loang, each credit evaluated at an institution. The
often represent the branch’s strongest borrowsccrual conversion method is the preferred
ers, the unsecured loan portfolio can represepethod because it is the most reliable. The
its most significant risk. One of the primarysecond and less reliable method is the supple-
concerns related to unsecured credit is that if thgental or traditional cash-flow analysis; how-
borrower’s fi_nancial condition deteriorates,_thqaver’ the information needed for this analysis is
lender’s options to work out of the lending ysyally more obtainable and easier to calculate.
relationship deteriorate as well. In general, if arhe traditional method can be used when cir-
credit is unsecured, the file should containtmstances warrant, for example, when the
reliable and current financial information that isygrrower’s financial statements are not suffi-
sufficient to indicate that the borrower has thesiently detailed for the information requested in
capacity and can be reasonably expected {@e accrual conversion analysis or when histori-
repay the debt. cal information is inadequate.

Emerging Problem Loans Analysis and Limitations of Cash
The following are key signals of an emergingFlow
problem loan:

Cash-flow analysis uses the income statement
e Outdated or inaccurate financial information. and balance sheet to determine a borrower’s
The borrower is unwilling to provide the operational cash flow. Careful analysis of all
financial institution with a current, complete,investment and financing (borrowing) activities
and accurate financial statement at least anngiust be made for an accurate assessment of cash
ally. Management also should request a pefftow. In reality, examiners face time constraints
sonal tax return (and all related schedules) othat often prevent them from performing the
the borrower. While borrowers will usually complex mathematical calculations involved in
present their personal financial statements igophisticated cash-flow analysis. Therefore, the
the most favorable light, their income taxcash-flow methods presented below were
return provides a more conservative picture.designed to be reasonable and practical for
The crisis borrowerThe borrower needed the examiner use. However, examiners should be
money Yyesterday, so the branch advanceshreful of conclusions reached using the tradi-
unsecured credit. tional cash-flow analysis, without consideration
* No specific terms for repaymerithe unse- of balance-sheet changes or other activities that
cured loan has no structure for repayment, anaffect cash flow. The traditional cash-flow analy-
it is commonly renewed or extended atsis does not recognize growth in accounts
maturity. receivable or inventory, a slow-down in accounts
Undefined source of repaymerRepayment payable, capital expenditures, or additional bor-
sources are often not identified and are unpreewings. If the credit file contains a CPA-
dictable. These types of loans are often repaigrepared statement of cash flow or a statement
through excess cash flow of the borrower, salprepared using the accrual conversion method,
of an asset(s), or loan proceeds from anothéhe examiner should concentrate efforts on
financial institution. reviewing and analyzing these statements rather

°
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than on preparing a traditional cash-flowExcess (Deficit)
statement. Cash Flow: Represents cash available befor
One critical issue to remember is that deficit debt service.

cash flow does not always mean that the bor-
rower is encountering serious financial difficul-
ties. In some cases, deficit cash flow is caused
by a business’s experiencing significant growth,
and there is a pronounced need for externgCalculation of
financing to accommodate this growth and elimiSupplemental/Traditional Cash Flow
nate the deficit cash-flow position. In this case,
an adequate working-capital facility may not be .
in placgto accommc?datgthe neeélyfor a)(/JIditioné}let Income:  Amount of net income reported
inventory. A comprehensive analysis of changes on most recent annual income
in the balance sheet from period to period statement before taxes.
should be made before the loan is criticized. |nterest

Expense: Add the total amount of interest

expense for the period.

Components of the Accrual Depreciation/

Conversion Method of Cash Flow Amortization: Add all noncash depreciation
and principal amortization on
outstanding debt.

Category Basis for Amount Cash Flow
before

Sales: Dollar amount of sales in periodDebt Service: Indicates net Earnings Before

Interest, Taxes, Depreciation,
+/-change in and Amortization (EBITDA).
A/R, INV., Amortization should include
AlP: Represents the absolute differ- both principal and interest pay-

ence of the current period from ments required on debt.

the corresponding period of the ) o
previous year in accounts Debt Service: Subtract scheduled principal

receivable, inventory, and and interest payments.
accounts payable. Capital

Formula: a) An increase in any Curren,[Expenditures: Subtract all capital expendi-
asset is a use of cash and is tures for the period.

subtracted from the calculation. EQUALS—
Conversely, a decrease in anyexcess (Deficit)

current asset is a source of castCash Flow:  Total amount of excess or defi-
and is added to the calculation. cit cash flow for the period after
b) An increase in any current debt service.
liability is a source of cash and Coverage
is added to the calculation. Con- Ratio: Cash flow before debt service
versely, a decrease in any cur- divided by debt service (princi-
rent liability is a use of cash pal and interest).
and is subtracted from the
calculation.
SGA: Subtract selling, general, and
administrative expenses. Importance of Financial Analysis
Interest
Expense: Add interest expense to the caWVhile cash-flow analysis is critical in reviewing
culation if SGA “expense” whether a borrower has the ability to repay
includes interest expense. individual debt, a review of the borrower’s other
Branch and Agency Examination Manual September 1997
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3050.1 Commercial Loans

financial statements can offer information about fixed assets, return on assets, and return on
other sources of repayment, as well as the equity.

borrower’s overall financial condition and futures Leverage ratios.These ratios compare the
prospects. The availability of historical balance- funds supplied by business owners with the
sheet and income information, which allow financing supplied by creditors, and measure
declining trends to be identified, is critical. Also, debt capacity and ability to meet obligations.
it may be appropriate to compare the borrower’'s These ratios may include debt-to-assets, debt-
financial ratios with the average for the industry to-net-worth, debt-to-tangible-net-worth, and
overall. Much of the financial information that interest coverage.

examiners will review will not be audited; ¢ Liquidity ratios. Include ratios such as the
therefore, considerable understanding of generalcurrent ratio and quick ratio, which measure
accounting principals is necessary to compe- the borrower’'s ability to meet current
tently review an unaudited financial statement. obligations.

At a minimum, financial statements should be

obtained annually; where appropriate, the branch

also should obtain monthly or quarterlyCommon “Red Flags”

statements.

When reviewing a credit file of a borrowing The symptoms listed below are included to
customer of a branch, the following financialprovide an understanding of the common prob-
information should be available for review:lems or weaknesses examiners encounter in
income statement, balance sheet, reconciliatidheir review of financial information. While one
of equity, cash-flow statements, and applicablsymptom may not justify criticizing a loan,
notes to financial statements. The componentghen symptoms are considered in the aggregate,
for a financial review can be segregated intéhey may help the examiner detect near-term
three areas: operations management, asset méiiguble. This list is only a sampling of "red
agement, and liability management. Operationiags” that should prompt further review; exam-
management is derived from the income statdners should also be able to identify issues that
ment and can be used to assess company salggly require further investigation from their
cost control, and profitability. Asset manage<cursory review of a borrower’'s financial
ment involves the analysis of the quality andstatement.
liquidity of assets, as well as the asset mixe A slowdown in the receivables collection
Liability management covers the analysis of the period. This symptom often reveals that the
company’s record of matching liabilities to the borrower has become more liberal in estab-
asset conversion cycle, such as long-term assetdishing credit policies, has softened collection
being funded by long-term liabilities. practices, or is encountering an increase in

In studying these forms of management, vari- uncollected accounts.
ous ratios will help the examiner form ane Noticeably rising inventory levels in both
informed and educated conclusion about the dollar amount and percentage of total assets.
quality of the credit being reviewed. The ratios Increases in inventory levels are usually sup-
can be divided into four main categories: ported by trade suppliers, and financing these

increases can be extremely risky, particularly
Profitability ratios. These ratios measure man- if turnover ratios are declining. The increase
agement’s efficiency in achieving a given in inventory levels or lower turnover ratios
level of sales revenue and profits, as well as may also be related to the borrower’s natural
management’s ability to control expenses and reluctance to liquidate excessive or obsolete
generate return on investment. Examples of goods at a reduced price. Many businesses are
these ratios include gross margin, operating willing to sacrifice liquidity to maintain profit
profit margin, net profit margin, profit-to-sales margins.
ratio, profit-to-total assets ratio, and directe Slowdown in inventory turnoverhis symp-
cost and expense ratios. tom may indicate overbuying or some other
Efficiency ratiosThese ratios, which measure imbalance in the company’s purchasing poli-
management’s ability to manage and control cies, and it may indicate that inventory is
assets, include sales to assets, inventory daysslow-moving. If the inventory is undervalued,
on hand, accounts receivable days on hand,the actual turnover is even slower than the
accounts payable days on hand, sales to netcalculated results.

September 1997 Branch and Agency Examination Manual
Page 10



Commercial Loans 3050.1

» Existence of heavy liens on assdisidence of law; it would be difficult in this manual to
of second and third mortgage holders is a sigdiscuss all the issues necessary for comprehe
of greater-than-average risk. The cost of juniosive understanding of the code. This subsectio
money is high. Most borrowers are reluctanwill focus on basic issues that an examinel
to use this source of funds unless conventionaleeds to be familiar with relative to three
sources are unavailable. principal sections of the code, chapters 7, 11

« Concentrations of noncurrent assets otheand 13.
than fixed assetA company may put funds
into affiliates or subsidiaries for which the
branch may not have a ready source of infor
mation on operations.

« High levels of intangible assetdntangible
assets, which shrink or vanish much mor
quickly than hard assets, usually have ver
uncertain values in the marketplace. In som
cases, however, intangible assets such as p
ents or trademarks have significant value an

Creditors of a Bankrupt Business

éA creditor in bankruptcy is anyone with a claim
gainst a bankrupt business, even if a forme
laim is not filed in the bankruptcy case. In
fa_mkruptcy court, a claim is defined very broadly

claim may include a right to payment from a
: . ; ankrupt business, a promise to perform work
should be given considerable credit. or aright to a disputed payment from the debto

» Substantial increases in long-term debhis . .
symptom causes increasing dependence p]at is contingent on some other event. The tw

: asic types of creditors are secured and uns
cash flow and long-term profits to support . .
debt repayment. cured. Secured creditors are those with perfecte

. . . security interest in specific property, such a:
Aamaggr ?;%gtesm;eerir;i%rosl‘z\?;do?ertestaﬁgsan quipment, accounts receivable, or any othe
gllgwar?ces which coul% indicate Iowlier ual- sset pledged as collateral on a loan. Unsecur
; AP ; Ul reditors are generally trade creditors and othel
ity or inferior product lines. Customer dissat-

isfaction can seriously affect future profitability. who have_not taken a specific interest in prop
- “erty supplied to the bankrupt debtor.
* Rising cost percentageShese percentages
can indicate the business’s inability or unwill-
ingness to pass higher costs to the customer or
its inability to control overhead expenses. Voluntary Versus Involuntary
* A rising level of total assets in relation to Bankruptcy
sales|f a company does more business, it will
take more current assets in the form of invenwhen a debtor files a bankruptcy petition, it is
tory, receivables, and fixed assets. Examinewgescribed as a voluntary bankruptcy filing. The
should be concerned when assets are incredaeividual or organization does not have to be
ing faster than sales growth. insolvent to file a voluntary case. Creditors may
« Significant changes in the balance-sheet strualso file a bankruptcy petition, in which case the
ture. These changes may not be the customanyroceeding is known as an involuntary bank
changes mentioned previously, but they areuptcy. This form of petition can occur in
represented by marked changes spread acragsapters 7 and 11 bankruptcy cases, and tt
many balance-sheet items and may not beebtor generally must be insolvent. To be deeme
consistent with changes in the marketplacensolvent, the debtor must be unable to pay deb
profits or sales, product lines, or the generads they mature. However, the code does limi
nature of the business. who an involuntary action can be sought agains

BANKRUPTCY LAW AND Chapter 7—Liquidation Bankruptcy
COMMERCIAL LOANS

A chapter 7 action may be filed by virtually any
This section provides examiners with an overperson or business organization that is eligibls
view of the United States Bankruptcy Codeto file bankruptcy. Chapter 7 bankruptcy can be
(code) chapters that affect commercial and indugiled by a sole proprietorship, partnership, cor-
trial loans. Bankruptcy law is a significant bodyporation, joint stock company, or any other

Branch and Agency Examination Manual September 1997
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business organization. Restrictions apply to onlf,hapter 11_Reorganization
a few highly regulated businesses, such as
railroads, insurance companies, banks, municjiost major or large businesses filing bank-
palities, and other financial institutions. ThiSruptcy file a Chapter 11 reorganization_ AS in
chapter is often referred to as “straight liquida-chapter 7, virtually any business can file bank-
tion” or the orderly liquidation of all assets of ryptcy under chapter 11. There are specialized
the entity. Generally, a debtor in a chapter Ghapter 11 reorganization procedures for certain
bankruptcy case is released from obligations tgysinesses such as railroads, and chapter 11 is
pay all dischargeable pre-bankruptcy debts ipot available to stockbrokers, commodity bro-
exchange for surrendering all nonexempt assef&rs, or a municipality. The basic concept behind
toabankruptpy t_l’UStee. The trustee |iqUidateS a,ﬂhapter 11 is that a business gets temporary
assets and distributes the net proceeds on a pilief or a reprieve from paying all debts owed
rata basis against the allowed claims of unsep creditors. This temporary relief gives the
cured creditors. Secured creditor claims argusiness time to reorganize, reschedule its debts
generally satisfied by possession or sale of thgt east partially), and successfully emerge from
debtor’s assets. Depending on the circumpankruptcy as a viable business. The basic
stances, a secured creditor may receive th@sumption underlying a chapter 11 bankruptcy
collateral, the proceeds from the sale of thes that the value of the enterprise as a going
collateral, or a reaffirmation of the debt from theconcern will usually exceed the liquidation value
debtor. The reaffirmed debts are generallyf its assets.
secured by property that the debtor can exempt
from the bankruptcy estate, such as a home or
vehicle. The amount of the reaffirmation is L
limited to the value of the asset at the time of thdR€0rganization Plan
bankruptcy filing.

Some characteristics of a chapter 7 ban
ruptcy are described below:

kGeneraIIy, the debtor has an exclusive 120-day
period to prepare and file a reorganization plan.
If the debtor's plan has not been confirmed
within 180 days of the bankruptcy filing, a
creditor may file a plan. A plan can provide for
gny treatment of creditor claims and equity

bankruptcy estate. The bankruptcy estate thiftterest, as long as it meets the requirements set
is established when the petition is filedoUt in the code. For example, a plan must
becomes the legal owner of the property. Thdesignate substantially similar creditor claims

trustee acts to protect the interest of all partie€"d €quity interest into classes and provide for
affected by the bankruptcy. equal treatment of such class members. A plan

must also identify those classes with impaired
The trustee has control of all nonexemptiaims and their proposed treatment. Finally, a
assets of the bankrupt debtor. method of implementation must be provided.
The trustee is required to liquidate the estatélthough plans do not have to be filed by a

quickly without jeopardizing the interests ofdeadline, the bankruptcy judge will generally
the affected parties. place a deadline on the debtor or creditor autho-

The proceeds from the sale pay trustee’s feerézgd to prﬁpare th_e plan. f h 11 bank
and other creditors. Trustee fees are deter- 20M€ € aracteristics of a chapter ank-

mined according to the amount disbursed t5UPtCY are described below.
the creditors and are a priority claim.

e A trustee is appointed in all chapter 7 bank
ruptcies and acts as an administrator of th

) ) » The bankrupt debtor usually controls the busi-
A chapter 7 bankruptcy is typically completed ness during the bankruptcy proceedings. This
in 90 days, depending on the time needed 10 arrangement is referred to as “debtor in pos-
liquidate collateral. In rare situations, other gession.”

chapter 7 bankruptcies may take years tQ The pusiness continues to operate while in
complete. bankruptcy.

The court may allow the trustee to continue to The debtor is charged with the duty of devel-
operate a business, if this is consistent with oping a reorganization plan within the first

the orderly liquidation of the estate. 120 days of the filing. After this period

September 1997 Branch and Agency Examination Manual
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expires, the court may grant this authority to eaamount that the creditor would get in a liquida-
creditors’ committee. tion or chapter 7 bankruptcy. Chapter 13 may b
» Once the plan is approved by the bankruptcysed for a business bankruptcy, but only if the
court, the debtor’'s payment of debts is generbusiness is a proprietorship. In most cases, tt
ally limited to the schedule and amounts thabusiness needs to be fairly small to qualify.
are detailed in the reorganization plan. Some characteristics of a chapter 13 bank
» A chapter 11 proceeding can be complex anduptcy are described below:
lengthy, depending on the number of credi-
tors, amount of the debts, amount of the In most cases, only an individual can file a
assets, and other factors that complicate the chapter 13 bankruptcy.
proceedings. » Secured debt may not exceed $350,000.
» Unsecured debt may not exceed $100,000.
* The debtor must propose a good-faith plan tc
Chapter 13—Wage-Earner Bankruptcy repay as many debts as possible from avai
able income.
A chapter 13 bankruptcy is available to any A debtor makes regular payments to a trustee
individual whose income is sufficiently stable who disburses the funds to creditors under th
and regular to enable him or her to make terms of the plan.
payments under the plan. As long as the indie The trustee does not control the debtor’
vidual has regular wages or takes a regular draw assets.
from his or her business, the individual may> A chapter 13 bankruptcy may include the
qualify under chapter 13 of the code. Under debts of a sole proprietorship. The busines
chapter 13, an individual or married couple can may continue to operate during the bank:
pay their debts over time without selling their ruptcy.
property. As a protection to creditors, the money After all payments are made under the plan
paid to a creditor must equal or exceed the general discharge is granted.

Branch and Agency Examination Manual September 1997
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Commercial Loans

Examination Objectives .
Effective date July 1997 Section 3050.2

1. To determine if lending policies, practices4. To recommend corrective action when poli-
procedures, and internal controls regarding cies, practices, procedures, or internal con
commercial loans are adequate. trols are deficient or when violations of law

2. To determine if branch officers are operating or regulations have been noted.
in conformance with the established
guidelines.

3. To evaluate the portfolio for credit quality,
performance, collectibility, and collateral
sufficiency.

Branch and Agency Examination Manual September 1997
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Commercial Loans

Examination Procedures
Effective date July 1997

Section 3050.3

Refer to the Credit Risk Management examina3. If the branch has any credits that should b
tion procedures for general procedures to assess reviewed under the Shared National Credi
the risk of commercial lending activities. How-  program but were omitted (other than new
ever, if the branch conducts significant commer- credits that originated since the previous
cial lending activities, and additional informa-  review) submit a memorandum to the SNC
tion is needed, the examiner should perform the coordinator detailing those credits to the
following procedures. respective Federal Reserve District. Do no

include subparticipations, where the branct

1. If selected for implementation, complete or purchased its share from either a bank in thi

update the Internal Control Questionnaire for
this area.
. Determine if deficiencies noted at previous

original syndicate, or from a bank considerec
afirst-tier participant. Subparticipations shoulc
only be tracked internally by the branch.

examinations and internal/external audits
have been addressed by management.

September 1997
Page 1
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Commercial Loans

Internal Control Questionnaire
Effective date July 1997

Section 3050.4

Refer to the Credit Risk Management internal

control questionnaire for a general review of the
branch’s internal controls, policies, practices,

and procedures. If additional information is

needed, complete the following internal control

guestionnaire. For audit procedures, refer to the
Credit Risk Management section 3010.5.

6.

POLICIES

7.

1. Has the head office adopted written com-
mercial loan policies for the branch that:

a. Establish procedures for reviewing com-
mercial loan applications?

b. Define qualified borrowers?

c. Establish minimum standards for
documentation?

2. Are policies reviewed, at least annually, to
determine if they are compatible with chang-
ing market conditions? 10

3. Do loan records provide satisfactory audit
trails that permit the tracing of transactions
from initiation to final disposition?

4. Has the branch instituted a system that
ensures: 12
a. Security agreements are filed?

b. Collateral mortgages are properly
recorded?
c. Title searches and property appraisals

9.

b. Checks collateral values when the loan i
made and at reasonable intervals
thereafter?

c. Ensures that cash flow analyses are pe
formed on appropriate borrowers in a
timely manner?

d. Determines that loan payments are
promptly posted?

Do working capital loans require clean-up

periods?

Who is responsible for monitoring the

clean-up period, the account officer or arn

independent source?

8. What are the consequences if the borrowe

cannot clean-up the line?

Are different criteria used for loans to
borrowers on an unsecured basis versus
secured basis (e.g. more stringent documel
tation requirements, more frequent credi
reviews, or cashflow analyses)?

. Is there any evidence that the branch i

extending working capital loans to finance
the acquisition of long-term assets or capital’

11. Do all term loans require meaningful prin-

cipal amortization (at least quarterly)?

. Does the term of the loan correspond to th

useful life of the underlying asset being
financed?

are performed in connection with collat-: CONCLUSION

eral mortgages?

d. Insurance coverage, including loss paye#3.

clause, is in effect on property covered
by collateral mortgages?

e. The borrower is in compliance with all
the covenants of the loan agreement?

5. Does the branch have an internal revievi4.

system that:
a. Ensures liens are perfected?

Is the information covered by this internal
control questionnaire adequate for evaluat
ing internal controls in this area? If not,
indicate any additional examination proce-
dures deemed necessary.

Based on the information gathered, evaluat
internal controls in this area (i.e. strong,
satisfactory, fair, marginal, unsatisfactory).

Branch and Agency Examination Manual
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Financing Corporate Restructurings _
Effective date July 1997 Section 3060.1

Corporate restructurings have become a tecleise caution and apply especially rigorous lend
nique for financing acquisitions through lever-ing and investing standards in participating in
aged buyouts, resisting takeovers, and restruthese transactions.

turing corporate balance sheets. They encompass

traditional leveraged buyouts, management buy-

outs, corporate mergers and acquisitions, argd/AYS TO FINANCE CORPORATE
significant stock buybacks. Leveraged EmployeRESTRUCTURINGS

Stock Option Plans (ESOPs) may also be con-

sidered as corporate restructurings if they argorporate restructurings are typically financec
used to acquire or recapitalize an existinghrough a complex combination of debt and
business. equity instruments. A general overview of the

Itis not considered inappropriate for branchesypes of financings is provided as follows:
to lead and/or participate in loans to finance

corporate restructurings so long as they are
conducted in a sound and prudent manneg .
However, booking of such credits could affectgemor Debt

asset quality and increase overall levels of riSlﬁ'his term refers to all loans and debt securitie
exposure. secured by first liens on assets or the stock of th

Corporate restructurings involve many of thgi)orrower’s operating entities; and, any unse

same characteristics and risks that have tra qured loans and debt securities, which hav

tionally been evaluated during on-site eXam'n‘"‘|E)riority in repayment over all other creditors and

tions. These relate to the borrower’'s income, .. ~. : o
cash flow, and general ability to pay interest an quity investors in the event of I|qU|dat|o_n. The
' ajority of senior debt generally consists of

principal on outstanding debt; economic condi- ecured term loans; however, other types c

g?\gs tﬁgd g:)er?gviia:’ge ;é)”rirtow;aor Sren;ﬁ;]:gs;fg lebt, including revolving working capital loans,
throuah the sale or li uida)t/ion of assets Whagridge loans, and debt securities may be consic
J d : red senior debt. To be considered as seni

usually distinguishes corporate restructuring :
from typical bank loans is the level of debt theaebt, the loans must not be subordinated to an

. : other obligations in the event of liquidation.
borrower assumes in relation to standard mea-
sures of financial capacity or ability to repay.
Clearly, a high level of debt in relation to net . . .
worth or total assets can place heavy demand4€zzanine Financing
on a borrower’'s cash flow and reduce the ] ) ) )
borrower’s ability to absorb the effects of unanMezzanine financing consists of all layers of
ticipated financial shocks or economic adversityfinancing between senior debt and equity inves

Branches may be involved in corporatemems- Th(_a_se include all unsec_ured Ioans an
restructurings at a number of levels. First, theydebt securities where payment is subordinate:
together with other institutional lenders, mayloans or debt securities secured by liens inferio
provide senior secured financing that typicallyl® those of senior debt, fully subordinated debt
represents the largest portion of a corporat@“d any limited-life preferred stock with signifi-
restructuring. In addition, branches may exten§@nt debt characteristics.
credit on a subordinated basis. Bridge loans also
represent another type of financing, which may
be considered as senior debt or mezzaninBridge Loans
financing, depending on its characteristics.

Because corporate restructurings traditionallridge loans have varying characteristics an
entail high leverage, they often increase thare considered as either senior debt or mezz
vulnerability of borrowers to adverse marketine financing based upon the definitions above
and financial developments and have the potefRepayment of bridge loans is dependent on th
tial to raise the level of risk in bank loan successful marketing of longer term securities o
portfolios. For these reasons, bank supervisotbe sale of assets for repayment. Bridge loan
have actively urged bank management to exethat would be subordinated to other obligation:s

Branch and Agency Examination Manual September 1997
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3060.1 Financing Corporate Restructurings

in the event of liquidation are considered mezfestructurings (commonly referred to as junk

zanine financing. bonds). This includes various types of high yield
issues, which have attributes of debt, such as
zero-coupon or zero-slash bonds and pay-in-
and other issues with significant equity attributes

These bonds consist of all noninvestment-gradé/® considered equity investments.

high-yield debt securities involved in corporate

September 1997 Branch and Agency Examination Manual
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Financing Corporate Restructurings

Examination Objectives .
Effective date July 1997 Section 3060.2

1. To determine if policies, practices, proce-3. To determine compliance with applicable
dures, and internal controls regarding corpo- laws and regulations.
rate restructurings are adequate. 4. To recommend corrective action when poli-
2. To determine if branch officers are oper- cies, practices, procedures, or internal con
ating in conformance with the established trols are deficient or when violations of law
guidelines. or regulations have been noted.
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Financing Corporate Restructu

Examination Procedures
Effective date July 1997

rngs
Section 3060.3

Determine if management performs thed
following:

1. Evaluates the adequacy and stability of the
borrower’s current and prospective cash flow
under varying economic scenarios, including
the possibility of an economic decline.

2. Sets reasonable in-house limits regarding

exposure to individual borrowers, total expo-5.

sure to all corporate restructured borrowers,
and industry concentrations resulting from

corporate restructurings. 6.

3. Establishes credit analysis, approval, and
review procedures that take account of the
high levels of debt involved in these
transactions.

. Maintains internal systems, controls, anc
reporting procedures that track the perfor-
mance and condition of individual exposures
monitor the organization’s compliance with
internal procedures and limits and keep hea
office management adequately informed on
timely basis of the organization’s involve-
ment in corporate restructurings.
Establishes pricing policies and practices the
take into account a prudent manner of the
trade-off between risk and return.

Avoids compromising sound banking prac-
tices in an effort to broaden market share o
realize substantial fees.

Branch and Agency Examination Manual
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Due From Nonrelated Banks _
Effective date July 1997 Section 3070.1

This section refers to deposit accounts withf[ME DEPOSITS
nonrelated banking organizations. These deposit
accounts can be either noninterest-bearing settlBranches also maintain interest-bearing time
ment accounts (demand) or interest-bearingeposits, known as due from banks-time, witf
deposits and placements (time). For informatiother banks. Those assets may also be referr
on accounts withrelated banking offices and to as placements, placings, interbank placemen
affiliates see the Due From/Due To Relateqdeposits), redeposits or even Federal funds, i
Offices section of this manual. In addition, theinstances where their maturities are similar tc
instructions for the FFIEC 002, Report of Assetsederal funds. These placements represent
and Liabilities of U.S. Branches and Agencies obource of primary liquidity to many branches.
Foreign Banks, are an important source of All banks with which the branch has demand
information on accounts with nonrelated ancand time accounts shown on its books should b
related offices and institutions. subject to an appropriate level of scrutiny for
creditworthiness, which should be documente:
in the branch’s on-site credit files. In cases
where these credit evaluations are conducted ¢
the head office or another related office, branc
DEMAND DEPOSITS management should obtain copies of these eval
ations for its files.

Banks maintain deposits in other banks to facili- Due from banks-time deposit aciivities becam

tate the transfer of funds. Those assets, knov\mﬁportant with the growth of the Eurodollar

as due from banks-demand, correspondent ba@\arket. The bulk of due from banks-time depos
' I

K h .
balances, or settlement accounts, are a part gy NOW consist of Eurodollars, with smaller
amounts in other Eurocurrencies. Other foreigt

the primary, uninvested funds of every bank. A urrency time deposits are placed in substar

transfer of funds between banks may result, ilﬁa” the same manner as Eurodollar deposits
part, from the collection of cash items, the y POSItS

transfer and settlement of securities transa(,SUbjeCt to differing exchange control regulation

tions, the transfer of participating loan funds,Or local customs.

and the purchase or sale of Federal funds. Eurodollar (interbank) deposits are some

times linked with foreign exchange transactions

Banks also utilize other banks to provideAS a result, the branch’s foreign exchange o
certain services that can be performed morEurocurrency deposit traders frequently work
economically or efficiently by the other banksclosely with the trader responsible for placing
because of their size or geographic locatiordue from banks-time deposits. Foreign exchang
Such services include processing of cash letterB/okers also may act as intermediaries if war
packaging loan agreements, funding overlinéameq by market conditions, local customers
loan requests of customers, performing EDhE size of the branch, or other factors. _
services, collecting out-of-area items, exchang- The practice of placing interbank deposits
ing foreign currency, and providing financial (@nd takings on the liability side) originated in
advice in specialized loan areas. When th&ondon because, under U.K. regulations, bank
service is one-way, the bank receiving thatvere entitled to “accept” interbank deposits
service usually maintains a minimum balancdvhereas interbank borrowings (i.e. loans) require
that acts as a compensating balance in full GRuthorization by the Bank of England. There-

partial payment for the services received. ~ fore, due from banks-time deposits are
“accepted” even though the receiving bank may

Some banks, particularly branches, must bbave instructed its foreign exchange tradel
prepared to make and receive payments idirectly or through brokers, to find a bank
foreign currencies to meet the needs of theiwilling to offer it such deposits.
international customers. This can be accom- Due from banks-time deposits contain the
plished by maintaining foreign currency duesame credit and country risks as any extensio
from banks-demand accounts with affiliates (nossf credit to a bank. Consequently, a prudently
tro balances) or with other banks in foreignmanaged bank should place deposits with (i.e
countries. lend to) only well-managed banks. The trader:
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3070.1 Due From Nonrelated Banks

should be provided with a list of approved banksts are placed for longer periods. Furthermore,
with which funds can be deposited up to prethe credit risks for specialized or smaller banks
scribed limits for each bank. Due from bank-that have recently entered the interbank deposit
time deposits differ from other types of creditmarket can be far greater than that for larger,
extensions because they often represent depoditeg-established banks. Banks which tradition-
of relatively short maturity which normally ally utilized only regular lines of credit or
receive first priority in case of insolvency. Nev-special facilities also have entered the due from
ertheless, the credit and country exposure existisanks-time deposit market to meet their external
and customer limits must be established byeeds. Those banks could be the first to be
credit officers and not by foreign exchangecaught in a market crunch.
traders. Such limits must be reviewed regularly Incoming confirmations from banks must be
by credit officers, particularly during periods of meticulously checked by the bank to record
money market uncertainty or rapidly changingcopies in each instances to protect against fraud
economic and political conditions. and errors. Similarly, a systematic follow-up on
The examiner also must recognize that crediton-receipt of incoming confirmations should
risks intensify when due from bank-time deposbe carefully monitored by the bank.
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Due From Nonrelated Banks

Examination Objectives .
Effective date July 1997 Section 3070.2

1. To determine if the policies, practices, pro4. To determine whether the branch evaluate
cedures, and internal controls regarding bal- the credit quality of banks with which demand
ances due from banks, both demand and and time accounts are maintained.
time, are adequate. 5. To determine the scope and adequacy of th

2. To determine if branch officers and employ- internal and external audit coverage as i
ees are operating in conformance with estab- applies to this area.
lished guidelines. 6. To recommend corrective action when poli-

3. To determine that all due from accounts are cies, practices, procedures, or internal con
reasonably stated and represent funds on trols are deficient or when violations of law,
deposit with other banks. rulings, or regulations have been noted.
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Due From Nonrelated Banks

Examination Procedures
Effective date July 1997

Section 3070.3

. Ifincluded in the scope of the examination,
complete or update the Internal Control
Questionnaire.

. Test for compliance with policies, practices, 8.

procedures, and internal controls within the
parameters of the established scope.

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

. If the bank’s policy for charge-off of old

open items provides for exceptions in 9.

extenuating circumstances, review excepted
items and determine if charge-off is
appropriate.

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

. Obtain a trial balance of the due from bankd.1.

—time balances. Reconcile balances to
department controls and general ledger.

. Check a sample of confirmations. This will12.

ensure that the balances are indeed due from
bank balances and not loans to banks (for
Call Report purposes). If any transactions

10.

are not confirmed as of the date of exami:
nation, determine why incoming confirma-
tion is missing.

The credit quality of placements is included
in the scope of the asset quality review.
Using appropriate sampling techniques
select deposit customers for examinatior
and review the credit file maintained on
each bank. Ensure the bank has performed
credit analysis on all approved due from
bank counterparties. If the credit analysis
has been prepared by the head office, shadc
files need to be maintained at the institution
Check back office procedures, adequacy c
separation of duties, and who monitors
limits.

If problems are detected concerning the
institution’s policies or lack thereof, the
deficiencies should be discussed under Ris
Management. If the institution is deficient
in its operations and is not following its
policies, the exception should be discusse
under Operational Controls.

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

Assemble workpapers to support conclu
sions reached. Include any information tha
will facilitate future examinations.

Branch and Agency Examination Manual

September 1997
Page 1



Due From Nonrelated Banks

Internal Control Questionnaire
Effective date July 1997

Section 3070.4

AUDIT COVERAGE

POLICIES FOR DUE FROM

BANKS

1. Does the scope of the branch’s internal

audit program include procedures covering: 3. Do current written policies and procedures

a. Due from banks-demand accounts?
b. Due from banks-time accounts?

. Do audit procedures include all of the
following to ascertain the effectiveness of
internal controls:

a. Ensure that procedural manuals or
instructions covering the reconcilement
function exist?

b. Ascertain if statements are not recon-
ciled by an individual, who also:

» Has signing authority on the account?
» Approves entries?

» Posts the general ledger?

» Effects money transfers?

c. Ensure that statements are reconciled

promptly when received?

d. Check to see that reconcilements are

prepared on preprinted forms?

e. Ensure that completed reconcilements

are properly stored to satisfy record-
retention requirements?

f. Ensure that open items are promptly
referred to and followed up by the
appropriate operating department or
responsible officer?

g. Testthat open entries outstanding beyond

a reasonable length of time are:

» Referred to appropriate senior branch
management in writing?

» Charged off to profit/loss accounts?

e Transferred to special suspense
accounts, pending additional follow-up
action?

h. Ensure that reconciliation personnel are

prohibited from preparing adjusting
entries?

i. Spot check selected general ledger tick-
ets and supporting documentation for:

* Adequate details of the transaction?
 Proper officer approvals?

j. Test check on selected transactions that5.

include open, reconciled, adjusted, and
charged-off items to ascertain propriety
of disposition?

exist for due from banks-demand account:

that:

a. Provide for periodic review and approval
of balances maintained in each suct
account?

b. Indicate person(s) responsible for moni:
toring balances and the application of
approved procedures?

c. Establish levels of check-signing author-
ity?

d. Indicate officers responsible for approval
of transfers between correspondent bank
and procedures for documenting suct
approval?

e. Indicate the supervisor responsible fol
regular review of reconciliations and rec-
onciling items?

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

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

4. Do current written policies and procedures

exist for due from banks-time account that:

a. Establish maximum limits of the aggre-
gate amount of due from banks-time
deposits for each:

* Bank?

e Currency of deposit?

e Country of deposit?

b. Restrict due from banks-time deposits tc
only those customers for whom lines
have been established?

c. Establish definite procedures for:

» Balancing of accounts?

e Holdover deals?

* Rendering of reports to management
external auditors, and regulating
agencies?

e Accounting cut-off deadlines?

e Handling of interest?

Are the policies and procedures for due

from bank accounts reviewed at least annu

ally to determine their adequacy in light of
changing conditions?
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3070.4

Due From Nonrelated Banks: Internal Control Questionnaire

BANK RECONCILEMENTS
6.

7.

11.

Are branch reconcilements prepared
promptly upon receipt of the statements?
Are statements examined for any sign ofl2.
alteration and are payments or paid drafts
compared with such statements by the per-
sons who prepare branch reconcilements? §3.
yes, skip question 8.

. If the answer to question 7 is no, are

statements and paid drafts or paymentd4.
handled before reconcilement only by per-
sons who do not also:

a. Issue drafts or official checks and pre-

Are overdrafts in due from bank accounts
properly recorded on the branch’s records
and promptly reported to the responsible
officer?

Are individual interest computations checked
or adequately tested by persons independent
of those functions?

Are accrual balances for due from banks-
time verified periodically by an authorized
official? If so, indicate frequency.

Do all internal entries require the approval
of appropriate officials?

pare, add, or post the general or subsidcONCLUSION

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

. Are branch reconcilements prepared by per-

sons who do not also:

a. Issue drafts or official checks?
b. Handle cash?

c. Prepare general ledger entries?

OTHER

10. Is a separate general ledger account or

individual subsidiary account maintained
for each due from bank account?

16.

Is the information covered by this ICQ
adequate for evaluating internal controls in
this area? If not, indicate any additional
examination procedures deemed necessary.
Based on the information gathered, evaluate
the internal controls in this area (i.e., strong,
satisfactory, fair, marginal, unsatisfactory).

September 1997
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Due From Nonrelated Banks

Audit Guidelines
Effective date July 1997

Section 3070.5

. Determine the number of the last unissued
draft of each due from bank account and
record for comparison when performing
reconcilements.
. Prepare a listing of all due from bank
accounts, together with their balances from
the branch’s daily statement as of the exami-
nation date. Compare each balance or total
balances to the appropriate subtotal in the
general ledger as of the examination date.
. Request a cut-off statement as of the exami-
nation date and for a subsequent date, not
less than five days later for each due from
account. Include instructions that the state-
ments be addressed to the examiner-in-
charge and be delivered unopened.

. In preparing or reviewing reconcilements:

a. Review reconciling items carefully to
determine that the time period between
debit or credit entries and the offsetting
credit or debit by the correspondent bank
is comparable for similar types of items. If
any differences in timing occur, ascertain
the reason.

b. Determine that wire transfers appear on
the correspondent statement the same day
as entered on the branch’s books. Deter-
mine the reason for any exception.

c. Test all drafts included in the cut-off
statement for authorized signature, proper
endorsement, dates of drafts, payee, and
amounts and determine that:

+ Dates drawn are not subsequent to dates j.

paid by the correspondent bank.

« Drafts issued to transfer funds from the
branch’s account to the correspondent’s
account are not outstanding more than
the normal transit time.

« Drafts are numbered.

 Drafts are issued sequentially.

. Reconcile due from bank accounts on a

reconcilement form using the following steps:

a. Prove the mathematical accuracy of the
prior reconcilement by a machine run of6.
the figures.

b. Determine thabur balance to their debit
agrees to general ledger as of their prior
reconcilement date.

c. Determine thatheir balance to our credit
agrees to each correspondent bank state-
ment as of the prior reconcilement date.

. Determine that the closing balance anc
date listed on the statement used in th
branch’s last reconcilement agrees to the
opening balance and date listed on the
cut-off statement as of the examination
date.

. Determine that any open items from pre:
vious reconcilements have cleared.

f. If any items on a previous reconcilement

do not clear, list on the reconcilement

form being prepared.

Determine that each debit and credit entn

shown on the general ledger since the dat

of the last reconcilement is offset by a

corresponding credit or debit on the cor-

respondent bank’s cut-off statement.

h. Any items on the general ledger, excep
outstanding drafts, that are not offset by
an appropriate debit or credit on the cor-
respondent bank’s cut-off statement are
considered open and should be transferre
to the reconcilement form under the
appropriate we debit or we credit caption
along with the date and a brief description.

i. Any items on the correspondent bank’s
cut-off statement that are not offset by an
appropriate debit or credit on the branck
general ledger are considered open an
should be transferred to the reconcilemen
form under the appropriate they debit or
they credit caption along with the date anc
a brief description.
“We credit” items that represent drafts
outstanding should not be listed on the
“we credit” section of the reconcilement
form. Each outstanding draft should be
listed by number on the reverse side of the
reconcilement form and the total should
be carried forward opposite the caption
drafts outstanding. The listing should
include any drafts still outstanding from
the previous reconcilement.

k. Prove the reconcilement.

Determine clearance of “we debit” and “we

credit” items using later cut-off statements,

when available, and:

a. Ifanitemis cleared by reversing the entry

that is, by a subsequent offsetting debit o

credit entry on the ledger of the branch

under examination, check the entry througt
to its source.

g.
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3070.5 Due From Nonrelated Banks: Audit Guidelines

b. All material “we debit” and “we credit” a. Reviewing and testing procedures for
items that do not clear on the later cut-off accounting for accrued interest and for
statements received should be confirmed, handling adjustments.
with a copy of the confirmation tracer b. Scanning accrued interest for any unusual
retained for comparison to the original entries and following up on any unusual

after it is returned. items by tracing them to initial and sup-

7. Utilizing the general ledger or appropriate porting records.

subsidiary ledger, determine clearance 09. Obtain or prepare a schedule showing the

“they debit” and “they credit” items. The accrued interest balances and the deposit

reason for nonclearance should be deter- balances for selected time periods since the

mined for all “they debit” and “they credit” previous examination.

items that do not clear in a reasonable amount a. Calculate ratios.

of time. b. Investigate significant fluctuations and/or

8. Review the accrued interest accounts by: trends.
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Financing Foreign Receivables _
Effective date July 1997 Section 3080.1

Financing foreign receivables includes opertonsiderable. As with open account sales, ther
account financing, sales on consignments a lack of standard trade financing documen
advances against collections, banker’'s accepation on which to base legal action if the
tances, factoring, and forfaiting. Certain foreignconsignee defaults. The exporter should thor
receivables are guaranteed or insured for crediughly understand the inherent credit risks
and political risk by the Export-Import Bank of especially when goods are consigned to a
the United States, the Foreign Credit Insurancagent, representative, or import house abroad.
Association, or other American and foreign In countries with free ports or free trade
organizations. zones, consigned goods may be placed in

bonded warehouse in the name of a foreign ban

or branch of the bank. Arrangements may thel

be made to release the consigned merchandise
OPEN ACCOUNT FINANCING the time it is sold. Merchandise is cleared

The simplest method of financing foreign receiv-through customs after the sale has been cor

ables is on open account. In such a sale, thtgeted. However, that type of consignment shoul

buyer and seller agree on payment at a specifiébmnbe Pwrgc;lenalgd m” nor:tiLIJsul?”y ?ﬁnazctem?%iu
date without any negotiable instruments, such any foreign banks untit all pertinent condi-
a draft or acceptance, evidencing the obligatio ions, regulatlons,’and storage facilities are veri
In most instances, the shipping documents a éed. The exporter’s bank also should verify tha
sent directly to the buyer rather than through gqogjs not sald may be returned to the cquntryci
bank. The exporter may request the buyer tgrigin. Bank financed consignment shipment:

make payment to the bank in which the exporte hould be limited to thqse countries that dp no
maintains an account. The advantages of & ave burdensome foreign exchange restrictior

open account sale are its simplicity and the lac hd have sufficient foreign exchange availabl

of bank charges and stamp duties applied t pay for imports. . . .
drafts by certain countries. To overcome the disadvantages of financint

The financing of open account sales contain&IPMENIS on an open account or consignmet
certain risks. The lending bank and exporteP2SiS: exporters frequently ship goods again:
have no control over the documents and thgocumentary collgctlons. That practice mean

at the exporter, in the case of a time or arriva

buyer (importer) may take possession of th . =
goods without the bank's or the exporter _draft, and the exporter and the importer, jointly,
n the case of a sight draft, finance(s) the

consent. In addition, if the importer does not hi Th d the i
register the goods with the proper authoritiesSN!PMent. The exporter and the importer ma

the dollar or other exchange may not be ava”have unused credit lines with their banks and b
able at the time of payment. Probably theable to borrow the needed money without tying
greatest risk in open account financing is th he financing to the trade transaction. Often

lack of standard trade financing documentatio owlf\{_er, the exportgr’s orfthe mportter’s re%_ula:
on which to base legal action against the import ank lines Sre tﬁse up Orlgt:r. rznsic 'Ont‘
in the event of default. Therefore, open account©"S€quently, they may ask their bankers u
sales are most appropriate when the buyé}rowde financing through advances against ou

(importer) is a subsidiary of a related compan ard collections, discounting 'trade acceptance
or is well-known to the seller ankers’ acceptances, factoring, or forfaiting.

SALES ON CONSIGNMENT ADVANCES AGAINST FOREIGN
COLLECTIONS

Under a consignment arrangement, goods are

consigned to the importer (consignee) abroad manufacturer or merchant conducting a strictly
and the exporter (consignor) retains title to thendomestic business often gets a loan from a ban|
until they are sold to a third party. However,finance company, factor, or forfaiter by using
unless the shipment is made to an exporteraccounts receivable as security. Because ou
overseas branch or subsidiary, the credit risk igard collections are the same as foreign receiv
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3080.1 Financing Foreign Receivables

ables, the same general type of financing vehiclieg documents. Because the branch wishes to
is available to exporters. maintain control of the merchandise, the bill of

A common method of financing foreign lading should be either to the order of the shipper
receivables is for the exporter to pledge aland blank endorsed or to the order of the branch.
outward collections to its bank. The exporterThe bill of lading must not be consigned to the
may then borrow from the bank up to a stateduyer (importer); otherwise, the buyer has con-
maximum percentage of the total amount ofrol over the goods. In addition, shipments
receivables pledged at any one time. Whefinanced should be covered by adequate
notes, rather than drafts, are used to finandasurance.
foreign collections, they are usually paid on
demand enabling the exporter to increase or
decrease the loan depending on need and thelISCOUNTING TRADE
current amount of collections outstanding. PrefACCEPTANCES
erably, all of the collections lodged with the
exporter’s bank should be pledged to the banlé draft accepted by the foreign buyer becomes a
When a particular collection is paid, it is remit-trade acceptance, carrying the full credit obliga-
ted by the foreign collecting bank to the domestion of the importer. Such trade acceptances are
tic bank that has advanced the funds. The latteédso frequently called trade bills or trade paper.
uses the proceeds of the collection to reduce thEhe acceptance is returned to, and becomes the
exporter's loan. Some exporters have no nedgroperty of, the exporter, who will ask the
for a continuous financing arrangement bucollecting bank to present it to the acceptor for
occasionally may wish to obtain financing onpayment at maturity. The exporter is, therefore,
only one large foreign collection. In suchproviding the financing or carrying its own
instances, the branch may be willing to advancéoreign receivables. However, if the exporter
money with only that one receivable as securityneeds the funds before maturity of the trade
Again, the branch establishes a maximum pe@cceptance, the exporter may ask the branch to
centage of the amount of the draft that it isdiscount the draft with or without recourse. If
willing to advance. When payment for thethe primary obligor (acceptor) is a well-known
receivable is obtained, the branch uses theompany of good credit standing, the branch
proceeds to liquidate the loan, crediting anynay be willing to discount the draft without
excess to the exporter. Bank financing in thé&ecourse to the exporter. More commonly, how-
form of advances against export collections is agver, the lending bank looks to the exporter for
accepted practice in international trade and iecourse, should the primary obligor fail to pay
not considered factoring. the amount when due.

Besides having a pledge on the exporter's When discounting a trade acceptance, the
outward collections, the branch usually retaindranch advances the face amount of the draft to
recourse to the exporter whose financial condithe exporter, minus discount charges, until the
tion and reputation are of prime importancematurity date. In that case, the branch is buying
Other factors, however, are also significant. Ithe trade acceptance for value and is entitled to
the foreign importers are prime companies witfany benefits due it from the primary obligor as a
undoubted reputation and financial strength, thigolder in due course of a negotiable instrument.
branch will probably advance a larger percentThat is also the case whenever the branch makes
age on collections directed to them. The branchdvances against a single collection or a pool of
will also advance a larger percentage of funds teollections. Any intermediary collecting bank
importers in those countries that promptly payalso has a financial interest in the collection and
drafts drawn on them. In other countries, wherdas all the rights of a holder in due course under
payment is generally slow, perhaps becaugée Uniform Commercial Code.
importers are financially weak or because U.S.
dollar or other foreign currency exchange is
hard to obtain, the branch will advance a loweBANKER'S ACCEPTANCES
percentage on collections. Certain collections €t REATED AGAINST FOREIGN
habitually slow paying importers or countriesCOLLECTIONS
may be entirely ineligible for financing.

When a branch advances against foreign coburing periods of tight money, branches may
lections, it must carefully scrutinize the supportchoose to finance foreign collections by using
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Financing Foreign Receivables 3080.1

banker’s acceptances. Banker's acceptances amaintain bookkeeping or accounting record:s
discussed separately in this manual, so thgertaining to the status of receivables. Thes
following comments relate only to the financingresponsibilities have been assumed by the fa
of foreign collections. tor. In addition, under the terms of an advanc
As with all acceptance financing, the exportefactoring arrangement, the client receives pay
first submits a signed acceptance agreement ent for its receivables before the time agree
its bank. To obtain acceptance financing foupon under the normal terms of the invoice.
foreign receivables, the exporter draws two Maturity factoring and advance factoring are
drafts. The first is a time draft drawn on thetwo basic types of service offered by the indus:
foreign buyer (importer) that, along with thetry. In maturity factoring, an average maturity
necessary documents, is sent for collection idue date is computed for the receivables pur
the usual manner. The other draft, for the samehased during a period and the client receive
or smaller amount as agreed on by the brangbayment on that date. Advance factoring use
and exporter, is drawn by the latter on the brancthe same computations; however, the client ha
and has the same tenor as the draft drawn on titiee option of taking advance payments equal t
importer. The branch accepts the latter draft and percentage of the balance due at any time pri
discounts it, crediting the net amount to theo the computed average maturity due date. Th
exporter’s account. The branch has now createthadvanced balance, sometimes called the cl
a banker's acceptance that can be sold in thent’s equity, is payable on demand at the du
highly liquid acceptance market, provided thedate.
branch’s reputation is fully established. When The typical factoring agreement stipulates
payment is received from the importer, thethat all accounts receivable of a client are
branch applies the proceeds to pay its owassigned to the factor but not all are purchase
acceptance, which will be presented for paymerwithout recourse. The agreement between th
if sold in the market. Should the importerfactor and the client will usually state that
default, the branch has recourse on the draweeceivables subject to shipping disputes, error:
and can demand payment from that source. returns, and adjustments are chargeable back
the client because they do not represent bor
fide sales. In addition, sales made by the clier
FACTORING without the factor's approval are considerec
client risk receivables, with full recourse to the
A factor buys accounts receivable with or with-client if the customer fails to pay. The usual
out recourse. In the past, factoring was usedpproval process requires the client to contac
primarily in domestic trade in certain industriesthe factor’s credit department before filling a
such as textiles. In recent years, however, segales order on credit terms. The credit depart
eral domestic factors have established foreigment will conduct a credit review, determine the
affiliates or invested in foreign finance compa<reditworthiness of the customer and approve c
nies and several banks have purchased or estabject the sale. If the credit department reject
lished factoring firms to finance foreign tradethe sale, the client may complete the sale but ¢
Branches are also financing foreign trade byhe client's own risk. The most commonly
factoring. rejected sales are those to affiliates, to know
Factoring is the purchase, on a withoutad risks, to customers whose credit cannot b
recourse basis, of the accounts receivable of \erified, and to those customers whose outstan
client. Factoring differs from asset-based lending payables exceed the factor’s credit line tc
ing financing, in that the factor assumes théhose customers.
credit and collection risk associated with the Once a sale has been made and the receivab
receivables. In asset-based lending these riskehether or not approved, is assigned to thi
remain with the client. Among the principal factor, the client’'s account will be credited for
advantages of factoring to the client, is that thehe net invoice amount of the sale. Trade o
client is certain of the collection of the proceeds/olume discounts, early payment terms, an
of its sales, regardless of whether or not thether adjustments are deducted from the invoic
factor is paid. Other advantages of factoring aramount. The receivable then becomes part of tf
that the client does not have to maintain a creditlient’'s availability to be paid in advance or at
department to evaluate the creditworthiness dhe computed date, depending upon the basis
customers and collect past due accounts ahe factoring arrangement.
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Factoring Foreign Receivables payment to the factor when due.
Frequently, instead of making immediate pay-

A factor who purchases a foreign receivablén€nt under a sight letter of credit, the factor will
must approve the credit standing of a specifielftilize its credit line with the bank. This option
foreign obligor before the sales contract ignay be taken by either asking the bank to create
concluded. If the foreign buyer's credit is not& bankers acceptance or by charging the fac-
approved, the exporter may still make the Shiptor’s loan account. In both instances, the factor
ment but at its own risk. If shipments to approvednust pay the bank at maturity of the acceptance
importers are made on a documentary collectiofi’ l0an. Such maturities should coincide as
basis, the drafts and documents are submitted §0Sely as possible with the expected payment of
the factor who purchases them without recoursdhe accounts receivable by the ultimate customer.
The factor pays the money to the exporter either A factor buying foreign accounts receivables
at the average maturity date, when actuallgreated through open account shipments follows
received or, if financing is also required, immethe same basic procedures as in purchasing
diately. Thereafter, the drafts and documents a@omestic receivables. As discussed heretofore,
routed through commercial banks for collectionthe exporter and financing institution could lose
Because the factor owns the drafts and docigontrol over the goods because the shipping
ments, the collection process is undertaken fofocuments are consigned directly to the
its account. Occasionally, a factor will make usémporter. Consequently, open account shipments
of its own credit line with a commercial bank to should be conducted only with prime foreign
carry receivables purchased from the exportefuyers.
until payment is received from the ultimate
buyer.

When financing irr_]ports, the factor mayClient Records
arrange for the opening of a letter of credit

through its bank in favor of an overseas suppller% client's balance sheet will have a due from

nl_ctor account instead of accounts receivable.
credit for that of the client. Becau_se the factor iﬁhf;en chcc?rl;:;l ?gi?\fgblrgs )éat?gnigtrlﬁnv: g;ftla?:\t/\i/r? 5
gl_Jltl':_\ranteelng th% Ietterd_of Crr]?dt:t'. the_ rl:])ank 'Rurnover ratios and other short-term ratios. The
willing to open the credit, which It might ot yigerence relates to the client's ability to con-
have done for the |mporter. directly. . vert sales to cash faster with a factor than if the

When the goods are shipped, the title docUrecejvables were to be collected by the client.
ments are either conS|gn_ed or endorsed over t0 g4 month, the client receives an accounts
the factor. The factor, in turn, releases therent statement from the factor, detailing trans-
documents to the importer against either a trut tions on a daily basis. This statement reflects
receipt or warehouse receipt. All proceeds fromy,o daily assignments of receivables, remit-
subsequent sales are turned over to the factQhces ‘made (including overadvances and
Once the final sale has been made t0 a customgh,nts advanced at the client's risk), deduc-
approved by the factor, an account receivable igyns for term loans, interest charges, and fac-
created. The factor, according to its agreemenfing commissions. Credit memos, client risk
with the customer, buys that receivable W'thOUEharge-backs, and other adjustments also will be
recourse. shown. Client risk charge-backs are the amounts

When the bank turns over the shipping docudeducted from the balance due to the client upon
ments to the factor, arrangements must be magige failure of customers to pay receivables
to pay under the sight letter of credit. The factofactored at client risk. The accounts current
may pay the bank from its own funds. The goodstatement and the availability sheets are neces-
are cleared through customs and the factor isary for asset analysis. The accounting system
paid on the average or final maturity date of thghat develops this data probably will be auto-
accounts receivable, which the factor has bougfated, allowing the factor to compare and
from its customer without recourse. monitor data on the client. Examiners should

Time letters of credit are paid to the bank byuse the data provided, within client records,
the factor at maturity and the resulting acceptoenhance the asset analysis process for these
tances are charged to the customer’s account foypes of credits.

The factor becomes an intermediary between i
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Factor Records ity and collection. The other major portion of the
assets will be the client loans and credit accon

The factor’s balance sheet reflects the purchas@dodations, such as overadvances and amour
accounts receivable as factored receivables @flvanced at the client's risk, for which the
the asset side and due to clients as the corr@ccount officers are responsible.

sponding liability. Usually, the due to clients Any factor’s ability to buy receivables with-

balance will be less than the factored receivable@ut recourse is predicated on its ability to make
balance because of payments and advances@und credit judgments regarding buyers. Th
the clients. If, however, the factor makesfactor, therefore, replaces the credit and, in par

advances to the client for greater amounts thalfe receivables bookkeeping departments of sel
are due to the client, these amounts will beers. The credit department maintains a credit fil
reflected on the asset side of the balance sheetf@§ each of its client's customers, which are
overadvances. Overadvances are tantamount éentinually updated as purchases are made a
unsecured loans. A limit on the amount Ofpald for by the customers. These files include
overadvances available at any one time to thénancial statements, credit bureau reports, an
client should be included in the factoring agreedetails of purchasing volume and paying habits
ment. Such limitation is generally based uponpredlt information on domestic buyers is easie
but not necessarily secured by, the amount of tH@ obtain than on buyers located overseas. Hov
client's inventory. This relationship is usedever, by establishing foreign affiliates, factors
because, theoretically, the inventory will be sold'ave improved their ability to determine the
to generate receivables that the factor has coftedit standing of foreign importers.

tracted to purchase. The proceeds from the

factored receivables will then be used to repay

the overadvance. The factor's income statemei®ystems and Controls

will show factoring commissions that represent

the discount on the receivables purchased &Spnsidering the large volume of daily transac:
income. Interest income for advances on the dugyns that flows through a factor, any internal
to client balances may or may not be a separaigntro| that can be easily negated represents
line item. potential problem. The review of the factoring
An analysis of the changes in the relativejepartment's internal systems and control
proportions of the due to clients account shoul@hould be continuous during the examination
provide valuable input into the analysis of theThis review should include the credit controls
earnings of a branch’s factoring operationfor both clients and customers. Credit controls
Because factoring is a highly competitive indusand systems must be responsive to the identif
try, price cutting has reduced factoring commiscation of these problems because problems c:
sions to a point where they provide minimaldevelop rapidly in factoring. Earnings are evalu-
support to earnings; therefore, the interest magted in terms of the department's own perfor-
gins on factoring advances have a significanhance. The factoring department’s earning
impact on net income. The implication of thetrends may be evaluated by using a comparativ
analysis of proportional changes is that as morgleld on assets approach. By analyzing yields o
clients take advances (reducing due to clientshsset categories from period to period, the
profit margins should widen. Conversely, as thexaminer will be able to make a judgment as t
due to Clients prOpOftion Of tOta| |IabI|ItIeS rises,the efﬁciency of the Systemsl Factors are Subje‘
profit margins may be expected to narrow.  to the same price competition in the commercia
finance market as accounts receivable finar

ciers. Declining portfolio yields may reflect the

Evaluating the Factoring Operation inroads made by competition and may indicate «
decline in future profitability.

The evaluation of a branch’s factoring operation

includes: (a) a review of its systems and con-

trols, and (b) an analysis of the quality of itsAsset Evaluation

assets. A major portion of a factor’s assets will

be factored receivables, for which the credifThe asset evaluation involves an evaluation ©
department has the responsibility for credit qual¢1) credit accommodations to each client anc

Branch and Agency Examination Manual September 1997
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3080.1 Financing Foreign Receivables

(2) customer receivables purchased by the factor An analysis of the client's balance sheet
at its own risk. For the first part of the evalua-should incorporate an assessment of the client’s
tion, generate a list of each client's aggregatability to absorb normal dilution and the poten-
credit exposure to the factor, both direct andial losses associated with client risk receiv-
indirect, including overadvances and receivables, particularly when these elements are
ables purchased at the client's risk. For théigher than usual for the portfolio. The analysis
second part of the evaluation, use the aginglso should consider the client’s ability to repay
schedule of factored receivables aggregated tany advances received from the factor in the
customer but net of client risk receivablesform of overadvances, term loans, or other
Select clients and customers for review basecdredit accommodations.

upon the same selection methods used for the when classifying the credit exposure to a
commercial loan review. Clients with high dilu- client, the client risk receivables portion of
tion of receivables (i.e., customer nonpaymenfactored volume is the only amount appropriate
due to returns, shipping disputes, and errors arfgr use in the classification. Because of the
the like) and those with client risk receivablesrecourse aspect, the balance is considered as an
equal to 20 percent or more of factored volumendirect obligation rather than a direct obliga-
may also be included. tion. Any other credit accommodations to a
client that are not reflected in factored receiv-
ables, such as overadvances, term loans, etc., are
also appropriate for classification. Asset quality,
as measured by classifications, may be influ-
enced by seasonal aspects of clients’ businesses

) . and should be carefully analyzed allowing for
In order to evaluate credit accommodations tQ,ch influences.

each client, generate a list of each client's
aggregate credit exposure to the factor, both
direct and indirect, including overadvances and
receivables purchased at the client's riskCustomer Receivables Purchased by

Although past due status is an essential elemeffhe Factor at its Own Risk
in evaluating customer accounts, it should be

noted that for its clients, a factor usually coIIectsl_o evaluate receivables purchased by the factor

principal and mterestpaymentsdlrectlyfromtheat its own risk, use the aging schedule of

client's availqbility. This pra(.:tice.m.eans that the1‘actored receivables aggregated by customer but
expecteql delinquency rate is minimal. Past_ du et of client risk receivables. Select customers
volume is not an effective measure of clien or review based upon the same selections
qualltx. , e methods used for the commercial loan review.
A client's availability is the sum of all fac- pagt que volume is an essential element in
tored receivables, less trade and other d'scoung\yaluating customer accounts. In addition. cus-
factoring commissions, client risk charge-backsgmer files maintained by tHe factor sHouId

and other miscellaneous charges to the clientis, ., ge financial statements and an analysis of
account. There may also be other deductions fQf,o - ,stomers’ financial condition

letters of credit and other credit accommoda- . .
When classifying credit exposure to a cus-

tions. An advance client’s availability would be . ;
fpmer, factored receivables are appropriate for

further reduced by advances on the factore |assification. Care should be taken not to clas-
receivables, interest charges, and the reciproc‘étf”1 :

of the contractually agreed upon advance pelsiIfy any receivables that have already been

centage. This reciprocal, 20 percent in the cas‘aass'f'ed under client risk exposure.

of an 80 percent advance client, is sometimes

referred to as the client’s equity in the factored

receivables. Availability may be increased by

liens on additional collateral, such as inventoryFORFAITING

machinery and equipment, real estate, and other

marketable assets. Loans against this type @f number of financial institutions are financing
collateral may be handled in the commerciateceivables from Eastern European and devel-
finance section of a factoring department. oping countries by a method called forfaiting.

Credit Accommodations to Each
Client

September 1997 Branch and Agency Examination Manual
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Forfaiting is nonrecourse financing of receiv-THE EXPORT-IMPORT BANK OF
ables similar to factoring. However, while aTHE UNITED STATES
factor normally purchases a company’s short-
term receivables, a forfait bank purchases noteghe Export-Import Bank of the United States
that are long-term receivables with maximum{Eximbank) issues to commercial banks, for
maturities of elght years. The forfaiting bank hasfee, guarantees of payment for foreign receiv
no recourse to the seller of the goods but gets thehles that the branch purchases from exporter
notes at a substantial discount for cash. generally without recourse to the latter. The
The centers of forfaiting are Zurich andmaturities of the receivables range from 18!
Vienna, where many large banks, includinglays to over five years. Generally, the foreigr
American institutions, provide forfaiting through buyer must make a cash payment, either befol
either their branches or specialized subsidiariesr upon delivery, of at least 10 percent of the

Forfaiting is used when government exporinvoice value and the amount of receivables
credits or credit guarantees are not available gturchased by the branch without recourse to th
when a seller does not extend long-term creditgXporter normally cannot exceed 90 percent ¢
to areas, such as Eastern Europe. Forfaiting i€ financed portion of the sale (invoice amoun
also an important method of financing for smalless cash payment). That guarantee cove
and medium-sized companies because it enablBglitical risks, such as inconvertibility of foreign
them to negotiate transactions that would norcurrencies into U.S. dollars, governmental action
mally exceed their financial capabilities. ByPreventingimportation of goods, war, civil strife,
using forfaiting, small and medium-sized con-expropriation, and confiscation by governmen
cerns can immediately sell their long-termaction. Commercial risks, basically the credit
receivables without recourse. risk of the foreign purchaser, usually are covere

The examiner should review the branch'd™oM Six months to five years.

forfaiting activities carefully to determine whether

long-term receivables have been purchased from

countries prone to frequent political changes and

fluctuations in exchange rates. In addition, thd HE FOREIGN CREDIT

other risks peculiar to factoring are present iHNSURANCE ASSOCIATION

forfaiting, along with the risks associated with

the long-term nature of receivables purchasedThe Foreign Credit Insurance Association (FCIA)
is an association of leading marine, property
and casualty insurance companies. In cooper:
tion with Eximbank, FCIA offers a comprehen-
sive selection of credit insurance policies, whict

U.S. AND FOREIGN protect policyholders against loss from failure tc
RECEIVABLES GUARANTEE AND receive payment from foreign buyers.
INSURANCE PLANS FCIA coverage protects the exporter agains

the failure of the buyer to pay dollar obligations
To reduce credit, political, and other risks assofor commercial or political reasons; enables the
ciated with foreign receivables financing,exporter to offer foreign buyers competitive
branches may avail themselves of a variety oferms of payment; supports the exporter’s pru
guarantee and insurance plans, both public ardént penetration of higher risk foreign markets,
private, that are available in many countries. and, gives the exporter greater financial liquidity
Because of the Comp|exity of the numerou@ﬂd erX|b|I|ty in administering a foreign receiv-
plans available, an examiner must frequentijbles portfolio.
rely on the technical knowledge of the staff of The FCIA does not itself finance export sales
the branch. Nevertheless, the examiner shoultbwever, the exporter who insures accoun
know the risk coverage and claim adjustmenteceivables against commercial and politica
provisions of the major plans. Often a branch’sisks is usually able to obtain financing from
experience with its receivables insurance andommercial banks and other lending institutions
guarantee plans indicates its effectiveness arat lower rates and on more liberal terms thar
whether the branch has properly met its resporwould otherwise be possible by assigning the
sibilities under the programs. proceeds of the FCIA insurance to the lenders

Branch and Agency Examination Manual September 1997
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Financing Foreign Receivables

Comprehensive FCIA policies protect insur-3
ers against nonpayment of receivables due to
unforeseeable commercial and political occur-

rences. Commercial risks that are covered.

include insolvency or protracted default, which
may be caused by economic deterioration in the
buyer's market area, shifts in demand, unantici-
pated competition, tariffs, or technical changes.
Political risk coverage applies to defaults due to
government action, such as currency inconvert-
ibility, expropriation, and cancellation of import
license and to political disturbances such as war,
revolution, and insurrection.

FCIA generally offers four basic types of
insurance policies covering political and com-
mercial risks (Source: Washington Agencies
that Help to Finance Foreign Trade, Seventh
Edition, Bankers Trust Company, N.Y.C.):

. Combined short-term/medium-term policies
for sales that pass through distributors before
reaching final buyers.

Master policies that include the basic insur-
ance features of the previous policies, plus
discretionary and deductible provisions. Under
a master policy, usually only for short-term

and seldom for medium-term transactions,
exporters may obtain FCIA authority to grant

insured credit up to a certain amount without
seeking prior approval. The deductible pro-
vision, used only for commercial risks and

not political risks, requires the exporter to

assume a fixed amount of the first loss on
total debts.

OTHER INSURERS

1. Short-term policies covering shipments nor-

mally sold on terms up to 180 days. TheT

here are numerous other private and govern-

usual policy covers 100 percent of politicalmental institutions, both in the U.S. and over-

risk and 90 percent of any losses froms
commercial risk. b
. Minimum-term policies insuring transactionse

eas, that guarantee or insure risks assumed by
anks financing foreign receivables. Some for-
ign examples are the Export Credits Guarantee

from six months to five years. FCIA coversDepartment (ECGD) in the United Kingdom,
up to 90 percent of commercial risks and ugCOFACE in France, and HERMES in West
to 100 percent of political risks, with the Germany.

remainder retained by the exporter.

September 1997
Page 8

Branch and Agency Examination Manual



Financing Foreign Receivables

Examination Objectives
Effective date July 1997

Section 3080.2

1. To determine if the policies, practices, pro4.
cedures, and internal controls regarding the
financing of foreign receivables are adequate.

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

3. To evaluate the portfolio for credit quality,
collectibility, and collateral sufficiency.

To determine the scope and adequacy of tf
audit function as it relates to the financing of
foreign receivables.

To recommend corrective action when poli-
cies, practices, procedures, or internal con
trols are deficient.

Branch and Agency Examination Manual
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Financing Foreign Receivables

Examination Procedures
Effective date July 1997

Section 3080.3

1.

2.

4.

If selected for implementation, complete or
update the Internal Control Questionnaire.
Determine the scope of the examination
based on the evaluation of internal controls
and the work performed by internal and
external auditors.

. Test for compliance with policies, practices,

procedures, and internal controls in conjunc-
tion with performing the remaining exami-

nation procedures. Obtain a listing of any
deficiencies noted in the latest reviews by
internal and external auditors from the
examiner performing the audit assignment,
and determine if appropriate corrections
have been made.

Obtain the following information for:

a. Open Account Financing:

* Whether the shipment is directed to
third parties or branches and subsidi-
aries of the borrower.

 The financial strength and trustworthi-
ness of the overseas buyer.

The extent of foreign exchange control
and the availability of exchange for the
importer to effect payment.

» The branch’s past experience in deal-
ing with the borrower who sells on
open account.

b. Sales on Consignment:

* Whether the shipment is directed to
third parties or branches and subsidi-
aries of the obligor.

 The financial strength and trustworthi-
ness of the foreign consignee.

» The responsibilities of the foreign sales
agent, overseas representative, orimport
house under contract.

» The extent of foreign exchange control
and the availability of exchange for
that type of transaction in the country
of destination.

Whether the borrower’s goods without
a definite buyer are consigned abroad
in the name of the borrower’s bank or
a foreign bank.

Whether the goods being shipped are
assigned to a responsible warehouse.
Any arrangements that have been made
whereby the selling agent negotiates
for the sale of the goods.

The regulations in the country of des-
tination regarding the return of unsold
consigned goods to the country of
origin.

The branch’s past experience in deal-
ing with the borrower who sells on

consignment.

. Advances Against Collections:

The relationship between the amount
collected in a month on the collections
pledged as collateral and the borrow-
er's credit limit.

The tenor of sight drafts stated number
of days after sight or a stated numbel
of days after the date of the draft.
Instructions regarding delivery of docu-
ments against payment (D/P) or docu-
ments against acceptance (D/A).
Whether amounts advanced against col
lections are within the percentage of
advance limitation established.

Aging of drafts (collections).

Ineligible drawees, including house
bills.

Concentrations of drawees.

Financial strength of drawees.
Unusual situations such as disputes
nonacceptance of goods, and posse:
sion of goods without payment.
Dishonor and protest instructions.
Any special instructions.

The extent of foreign exchange con-
trols and the availability of exchange
for that type of transaction in the
country of destination.

The branch’s experience in dealing
with the borrower who receives
advances against collections.

. Discounted Trade Acceptances:

The relationship between the amount
collected in a month on the trade
acceptances discounted and the bol
rower’s credit limit.

Whether the branch discounted the
trade acceptance with or without
recourse.

Whether the borrower retains a per-
centage of the trade acceptance
endorsed to the branch.

Aging of trade acceptances.

Ineligible drawees, including house
bills.
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Concentrations of drawees.

Financial strength of the drawees.
Unusual situations, such as disputes,
nonacceptance of goods, and posses-
sion of goods without payment.
Dishonor and protest instructions.

Any special instructions.

The extent of foreign exchange con-
trols and the availability of exchange
for that type of transaction in the
country of destination.

The branch’s experience in dealing
with the borrower for whom its trade
acceptances are discounted by the
branch.

e. Banker’'s Acceptance Financing:

The relationship between the amount
collected from the foreign buyer in a
month and the borrower’s credit limit.
Whether the discounted draft drawn by
the exporter (customer) on the export-
er's bank has the same tenor as the
draft addressed to the foreign buyer.
The procedures for applying payment
received from the foreign buyer to pay
the branch’s own acceptance.

Aging of time drafts drawn on the
importer (drawee).

Ineligible foreign buyers (drawees),
including house bills.

Concentrations of foreign buyers
(drawees).

Financial strength of the foreign buy-
ers (drawees).

Disputes, nonacceptance of goods, and
possession of goods without payment.
Dishonor and protest instructions.
Any special instructions.

The extent of foreign exchange control
and the availability of exchange for
that type of transaction in the country
of destination.

The branch’s experience in dealing
with the borrower.

f. Factoring:

The extent of factor guarantees (letters
of credit opened by the branch in favor
of overseas suppliers).

Whether the title documents on import
transactions are consigned to or
endorsed over to the factor.

Whether the importer who receives

Whether the imported goods held under
warehouse receipt are stored in an
independent warehouse for the account
of the factor.

Whether banker’'s acceptances are
charged to the branch customer’s

account for payment to the factor when

due.

Whether the factor creates a banker’s
acceptance pending payment of
accounts receivable resulting from the

sale of goods imported under letters of
credit.

The financial strength of the importer

for whom the branch opened the letter
of credit.

Any disputes, nonacceptance of goods,
and possession of goods without

payment.

The branch’s experience in dealing

with the factor.

. Forfaiting:

» Agings of debtor accounts purchased.
* Ineligible debtor accounts purchased,
including affiliate receivables, if any.
Concentration of debtor accounts
purchased.

The adequacy of the branch’s credit
investigation before approving the sale
(or signing of a sales contract) creating
a receivable.

The financial strength of the debtor
accounts purchased.

The capability of the exporter from
whom receivables were purchased to
provide any required after-sales ser-
vice and to honor warranties.
Disputes and returns.

The extent of foreign exchange restric-
tions, availability of exchange, and
country risk involved that could jeop-
ardize collection of receivables
purchased.

The branch’s experience in dealing
with both the debtors and the exporter.

. U.S. and foreign receivables guarantee

and insurance plans:

» Whether foreign receivables coverage
by FCIA, Eximbank, or other insur-
ance or guarantee programs is suffi-
cient, adequately identifies risks, and is
consistent with established limits.

goods under trust receipt agrees to5. Analyze secondary support offered by guar-

hold them in trust for the factor.

antors and endorsers.

September 1997
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6. Determine compliance with the branch’s
established loan policy.

7.

At

this point, the examiner needs to decide

g. Concentrations of credit.
h. Other matters regarding the condition of
the department.

whether further examination and testing is 9. Evaluate the branch with respect to:
needed. If further work is warranted, refer
to the audit guidelines. After reviewing the
audit guidelines, proceed to step 8.

. Discuss with appropriate officers and pre-

pare summaries in appropriate report form

of:
a.
b.

C.

0D

Delinquent loans.

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

Loans on which documentation is
deficient.

. Loans with credit weaknesses.
. Inadequately collateralized loans.

a. The adequacy of written policies relating
to financing foreign receivables.

b. The manner in which branch officers are
operating in conformance with estab-
lished policy.

c. Adverse trends in those sections con
cerned with financing foreign receivables.

d. Recommended corrective action wher
policies, practices, or procedures are
deficient.

e. The competency of departmental
management,

f. Other matters of significance.

Criticized loans, including supporting 10. Update the workpapers with any informa-

commentaries.

tion that will facilitate future examinations.
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Financing Foreign Receivables

Internal Control Questionnaire
Effective date July 1997

Section 3080.4

POLICIES

1.

ACCOUNTING RECORDS

tion 9.

3.

Has the head office adopted policies that:

a. Establish procedures for reviewing financ-
ing applications?

b. Establish standards for determining credit
lines?

8. Are frequent debt instrument and liability

ledger trial balances prepared and recor
ciled monthly with control accounts by
employees who do not process or recort
loan transactions?

c. Establish standards for determining thedDQCUMENTATION

percentage of advances made against
9. Are terms, dates, weights, description of the

acceptable collections (receivables)?

d. Define acceptable receivables
(collections)?

e. Establish minimum requirements for veri-
fication of borrower’s
(collections)?

f. Establish minimum standards for docu-

mentation in accordance with the Uni-11.

form Commercial Code?

. Are policies reviewed at least annually to

determine if they are compatible with chang-
ing market conditions?

receivables 10.

merchandise, etc., shown on invoices, ship
ping documents, trust receipts, and bills of
lading scrutinized for differences?

Are procedures in effect to determine if the
signatures shown on the above document
are authentic?

Are payments received from customers scrt
tinized for differences in invoice dates,
numbers, terms, etc.?

LOAN INTEREST

If the following questions have been answered ii

the Credit Risk section (3010), skip to ques

If the following questions have been answered ifion 14.
the Credit Risk section (3010), skip to ques-

Is the preparation and posting of subsidiary
records performed or adequately reviewed
by persons who do not also:

a. Issue official checks or drafts?
b. Handle cash?

. Are subsidiary records reconciled, at least

monthly, with the appropriate general led-
ger accounts, and are reconciling items
adequately investigated by persons who do
not normally handle foreign receivables
financing?

foreign receivables financing received and

13.

12. Is the preparation and posting of loan inter

estrecords performed or adequately reviewe
by persons who do not also:

a. Issue official checks or drafts?

b. Handle cash?

Are independent interest computations mad
and compared or adequately tested to initia
loan interest records by persons who do nc
also:

a. Issue official checks or drafts?

b. Handle cash?

. Are inquiries regarding loan balances fotCOLLATERAL

investigated by persons who do not nor14. Does the branch record a first lien or

mally process documents, handle settle-
ments, or post records?

. Are bookkeeping adjustments checked andl5.

approved by an appropriate officer?

. Is a daily record maintained summarizing
transaction details, i.e., loans made, payi6.

ments received, and interest collected to
support applicable general ledger entries?

assigned foreign receivables for each bor
rower on a timely basis?

Do loans granted on the security of the
foreign receivables also have an assignmel
of the inventory?

Does the branch verify the borrower’s
receivables or require independent verifica
tion on a periodic basis?
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17. Does the branch require the borrower t@2.

18.

19.

ADVANCES AGAINST

provide aged receivables schedules on a
periodic basis?
Are underlying bills of lading covering

shipments either to the order of the shippep3.

or blank endorsed to the order of the branch
rather than the foreign buyer?

Are the shipments being financed covereg,

by adequate insurance?

COLLECTIONS AND
DISCOUNTED TRADE
ACCEPTANCES

20.

21.

22.

23.

24.

25.

26.

27.

28.

20.

30.

31.

36.

Are permanent registers kept for foreign
collections against which advances were

made or trade acceptances were discounted?.

Are all collections indexed in a collection
register?
Do these registers furnish a complete his-

tory of the origin and final disposition of 38.

each collection against which advances were
made or trade acceptances were discounted?

Are receipts issued to loan customers for a§9.

collections received from them?

Are serial numbers or prenumbered forms
assigned to each collection item and all
related papers?

Are all incoming tracers and inquiries
handled by an officer or employee not
connected with the processing of coIIections’?
Is a daily record maintained showing the
various collections that have been paid and
credited to the borrower’s advance?

Are proceeds of paid collections credited to
the correct customer’s advance?

Is an itemized daily summary made of all
interest charged and received from the
exporter or importer (drawee) indicating

underlying collection numbers and amounts?
Are payments collected from importers
(drawees) by foreign banks or branches of

35.

40.

42.

Is the employee handling collection pro-
ceeds required to apply them to the borrow-
er's advance on the same business day that
payment is received?

Is the disposition of each collection noted
on the register so that verification of dispo-
sition can be made?

Has a regular policy of follow-up proce-
dures been established for sending tracers
and inquiries on unpaid collections in the
hands of correspondents?

Should the foreign drawee refuse to honor
the draft, are instructions clear as to what
actions should be taken by the collecting
bank?

In the event of nonpayment of the collec-
tion, is the borrower promptly notified by
the branch?

Are collections against which advances have
been made or trade acceptances discounted
distinctly segregated from ordinary collec-
tion items?

Are financed collections maintained under
memorandum control and is the control
balanced regularly?

Are collections against which advances have
been made or trade acceptances discounted
booked by persons other than employees
handling those items?

Are collections carried over to the next
business day adequately secured?

1. Does the customer for whom trade accep-

tances were discounted know whether they
were purchased with or without recourse to
that customer?

Do all parties, i.e., the seller (exporter),
importer (buyer), and banks, clearly under-
stand whether interest, discount, and collec-
tion charges are to be absorbed by the seller
or paid by the importer?

U.S. banks forwarded directly to the branclFACTORING

and not through the exporter?

If the exporter accepts importer (drawee¥3.

payments directly, are controls established
or audits of exporter’s books conducted? If
so, explain briefly.
Are employees handling collections periodi-
cally rotated, without advance notification,
to other banking duties?

44.

Has the branch properly surrendered the
shipping documents to the factor either
through endorsement or consignment?

Do advances or banker’'s acceptances coin-
cide with the expected payment of the
accounts receivable by the ultimate
customer?

September 1997
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308(

FOREIGN CREDIT INSURANCE

ASSOCIATION INSURANCE

45

46.

47.

48.

49.

50.

51.

EXPORT-IMPORT BANK OF THE

. Is the branch aware of risks not covered4.

under its assigned FCIA insurance?

Does the branch monitor whether the bor-
rower exceeded its FCIA established credit
limits?

Does the branch monitor whether the bor-
rower properly assigned the proceeds of its
FCIA insurance to the branch?
Is the branch aware of whether the FCIA
insurance is on either simple notice or a
special assignment basis?
Does the branch retain recourse to the
exporter under its FCIA arrangement?

Has the branch reported delinquencies tgy.

FCIA in accordance with its agreement with
the Association?

If default occurs, does the branch file a
proper claim with FCIA?

55.

56.

53. If the branch has discretionary authority

from Eximbank, does it nevertheless inform
Eximbank of each transaction thereunder?
If the branch has been issued an equipme
political risk guarantee by Eximbank, does
it have a written statement from the govern-
ment of the country in which the equipment
will be used indicating that it will permit the
importation, use, and any subsequent expo
tation of the equipment?

Does the branch monitor whether loan agree
ments between applicable borrowers an
the branch are acceptable to Eximbank?
Does the branch report delinquencies t
Eximbank in a timely manner, as specified
in its agreement with that agency?

If default occurs, does the branch file ¢
proper claim with Eximbank?

CONCLUSION

UNITED STATES

52.

Does the branch, financing under Eximbank
arrangements,
Eximbank guarantees or commitments cov-
ering transactions?

have properly execute89.

58. Is the information covered by this ICQ

adequate for evaluating internal controls in
this area? If not, indicate any additional
examination procedures deemed necessar
Based on the information gathered, evaluat
the internal controls in this area (i.e. strong
satisfactory, fair, marginal, unsatisfactory).
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Financing Foreign Receivables

Audit Guidelines
Effective date July 1997

Section 3080.5

1. Test the addition of trial balances and their

reconciliation to the general ledger. Include
loan commitments and other contingent
liabilities. 3.

2. If memoranda controls are maintained, pre-

pare a trial balance of each account so

controlled. Using an appropriate sampling

technique, select representative items and:

a. Review all supporting documents.

b. Verify the authenticity of each item
selected and trace and clear each item
through final payment, including appropri-
ate credit to the customer’s account.

c. In the case of unusual, altered, or long-
standing items, prepare and mail confir-
mation requests to customers.

d. Examine financing instruments for com-
pleteness and verify dates, amounts, ang
items to the trial balance. '

. Check to see that financing instruments
are signed, appear to be genuine, and a;oe
negotiable. '

f. Check to see that required initials of an
approved lending officer are on the financ-
ing instrument.

g. Determine that the amount is within the
officer’s lending limit.

h. Determine that any necessary insurance
coverage is adequate and that the branch
is named as loss payee.

i. Review disbursement ledgers and autho-
rizations to determine if:

« Authorizations are signed in accordance
with the terms of the loan agreement.
 Collection funds received are credits in
accordance with provisions of the bor-

rower’s loan agreement.

j. Determine that records are posted promptly
on collections settled, preferably on the
same day they are received.

Review the applicable accrued

accounts by:

a. Reviewing and testing procedures of
accounting for accrued interest and for
handling adjustments.

b. Scanning accrued interest for any unusue
entries and following up on any unusual
items by tracing them to initial and sup-
porting records.

c. Independently calculating for those credit
extensions selected in step 2, the amour
of accrued interest and confirming the
amount to the detail of accrued interes
receivable for that loan.

Using a list of nonaccruing loans, check

accrual records to determine that interes

income is not being recorded.

Test appropriate records to determine the

discount, commissions, fees, and collectior

charges are in accordance with establishe
amounts and that the income accounts ar
properly credited.

interes

6. Obtain or prepare a schedule showing th

monthly interest income amounts and appli-

cable loan balances at each month-end sinc

the last audit and:

a. Calculate yield.

b. Investigate significant fluctuations and
trends.
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Other Real Estate Owned _
Effective date July 1997 Section 3090.1

A branch’s authority to hold real estate restENVIRONMENTAL LIABILITY
with the laws of its respective state (if state
licensed) or the National Banking Act (if feder- Under federal and state environmental liability
ally licensed). State and federal laws and regustatutes, a branch may be liable for cleaning u
lations may dictate accounting procedures, maxhazardous substance contamination of other re
mum holding periods, and other details relating:state owned. In some cases, the liability ma
to other real estate owned. Examiners shouldrise before the branch takes title to a borrow
follow the most recent interagency guidelinesr’s collateral real estate. A property’s transitior
when verifying the proper identification, report-from collateral to branch ownership may take ar
ing, valuation, and accounting for disposal ofextended period of time. As the financial prob-
other real estate owned (OREO). lems facing a borrower worsen, a branch ma
Relevant interagency joint statements includ®ecome more involved in managing a compan
“Interagency Guidance on Accounting foror property. Such involvement may become
Dispositions of Other Real Estate Owned,”extensive enough that the branch is deemed |
dated July 16, 1993, and “Interagency Guidanc&ave met substantially all ownership criteria, the
on Reporting of In-Substance Foreclosures,absence of a clear title in the branch’s name
dated June 10, 1993. In addition, refer to th@otwithstanding. Generally, the more involved
final rule entitled “Real Estate Lending Stan-branch management is in such activity, the
dards,” promulgated by the Federal Reserv@reater the branch’'s exposure to any futur
Board, FDIC, OTS, and OCC in Decemberclean-up costs assessed in connection with tf
1992. See Final Rule, 57 Fed. Reg. 6289@roperty. A more thorough discussion of envi-
(December 31, 1992). The various state antbnmental liability can be found in the Real
federal agencies may differ in terms of specifi&state Loans section of this manual.
practices and methodologies used to implement
the above guidelines. For further guidance in

thi , i hould It with thei
respoctive agenciss. oot M T R ANSFER OF ASSETS TO

Real property becomes other real estate ownéaTHER REAL ESTATE OWNED
through: Real estate assets transferred to OREO shou
be accounted for individually on the date of
transfer, at the lower of the recorded investmern
in the loan or fair value. The recorded invest-
Exchange for future advances to an existingnent in a loan is the unpaid balance, increase
borrower to fully or partially satisfy debts by accrued and uncollected interest, unamor
previously contracted,; tized premium, finance charges, and loan

. acquisition costs, if any, and decreased by pre

Purchase to secure debts previously contractegioys write-downs and unamortized discount, i
any. Any excess of the recorded investment it
the loan over the property’s fair value must be
« Abandonment of plans to use real estatéharged against the allowance for loan and leas
acquired for future expansion for bankinglosses immediately upon the property’s transfe
premises. to OREO. Legal fees should generally be charge
to expenses unless payment of the fees is for tt

Although the borrower may still retain pos-purpose of enhancing the property’s value (fol
session and legal title to the property, certai®xample, obtaining a zoning variance).
troubled loans secured by real estate are consid-Establishing a valuation allowance for esti-
ered to be “insubstance foreclosures” and arenated selling expenses may also be necesse
also treated as other real estate owned. Awmpon transferring each property to OREO tc
insubstance foreclosure situation is generallgomply with AICPA Statement of Position 92-3,
characterized by a borrower with little or noAccounting for Foreclosed Assets. According tc
equity and the sale of the property is the onlythis pronouncement, the value of OREO prop
source of repayment. erties must be reported at the lesser of the fa

» Conveyance in satisfaction of debts previ
ously contracted;

Relocation of branch premises; or

Branch and Agency Examination Manual September 1997
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3090.1 Other Real Estate Owned

value minus estimated selling expenses or th®@REO, it is common practice to use the terms
recorded investment in the loan. For example, iffair value” and “market value” interchange-
the recorded investment of the property is $125bly. When no active market exists for a prop-
the fair value is $100, and the estimated sellingrty, the accounting industry’s definition of fair
expenses are $6, the carrying value for thisalue applies because the appraiser cannot deter-
property would be $94. The difference betweemine a market value. The accounting industry
the recorded investment and the fair value ($25)efinition requires the appraisal or evaluation to
would be charged to the allowance for loan andontain an estimate of the property’s fair value
lease losses at the time the property was tranbased on a forecast of expected cash flows,
ferred to OREO. In addition, since the branchdiscounted at a rate commensurate with the risks
estimated it would incur selling expenses of $6involved. The cash flow estimate should include
a valuation reserve for this amount must berojected revenues and the costs of ownership,
established. The net of the fair value and thislevelopment, operation, marketing, and sale. In
valuation reserve for selling expenses is calleduch situations, the appraiser or evaluator should
the “net realizable value,” and in this examplefully describe the definition of value and the
would be $94. Changes to this valuation reservmarket conditions that have been considered in
should be handled as outlined in the subsectioastimating the property’s value.

“Accounting for Subsequent Changes in Market When a branch acquires a property through
Value.” foreclosure as a junior lienholder, whether or not

On the other hand, if the recorded investmerihe first lien has been assumed, the fair value of
in the property is $250, the fair value is $300the property should be recorded as an asset and
and the estimated selling expenses are $18, t#ae senior debt as a liability. The senior debt
carrying value of this property would be $250should not be netted against the assets. Any
(the lesser of the recorded investment or the fafxcess of the recorded investment of the prop-
value). In this example, a valuation reserve fofrty over the fair value should be charged off, as
estimated selling expenses is unnecessary, H recorded investment may not exceed the sum
netting the estimated selling expenses ($18)f the junior and senior debt. Payments made on

from the fair value ($300) would yield a netSenior debt should be accounted for by reducing
realizable value of $282. both the asset and the liability, and interest that
. . ccrues on the senior debt after foreclosure
The tEansfer O.f a I_oan to OREO IS <_:on5|dere§hou|d be recognized as interest expense.
to be a “transaction involving an existing exten- .
For regulatory reporting purposes, a collateral-

sion of credit” under 12 CFR 225.63(a)(7) and
is exempt from Regulation Y’s appraisal require_dependent real estate loan should be transferred

ment. However, under 12 CFR 225.63(b), thé0 OREQ _only when the lender has taken pos-
branch must obtain an “appropriate evaluation”>€ssion (title) of the collateral. Nevertheless, to

of the real estate that is “consistent with Safefacnnate administration and tracking, branches

and sound banking practices” to establish th‘?;i?/eg?;?li;r?iAnfiizdgRaEéogg:t?‘inilt_)d:spEg?:r?-t
carrying value of the OREO. A branch MaY il or probable OREO. Examiners should review

elect, but is not required, to obtain an apprais_a} ese loans using the same criteria applied to
to serve as the “appropriate evaluation.” Unt”)g)REO

the evaluation is available, a branch should rel
on its best estimate of the property’s value to
establish the carrying value. The federal bank-
ing agencies have issued appraisal and evalua-

tion guidelines to provide guidance to examinCARRYING VALUE OF OTHER

ing personnel and federally regulated institution:REAL ESTATE OWNED

regarding prudent appraisal and evaluation poli-

cies, procedures, practices, and standards. o pranch should have a policy for periodically
The appraisal or evaluation should provide amdetermining the fair value of its OREO property

estimate of the parcel's market value. Refer tdy obtaining an appraisal or an evaluation, as

Real Estate Loans section of this manual for appropriate. While the Federal Reserve has no

definition of market value. Generally, marketprescribed time frame for when a branch should

value and fair value are equivalent when ameappraise or reevaluate its OREO property, the

active market exists for a property. In discussindpranch’s policy should conform to state or

September 1997 Branch and Agency Examination Manual
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Other Real Estate Owned 3090.1

federal law, if applicable, and address the volaDepreciation in OREO Property Value
tility of the local real estate market. Specifically,

a branch should determine if there have beefssume a branch has written down its initial

material changes to the underlying assumptiongcorded investment in an OREO property fromn
in the appraisal or valuation that have affected 125 to its fair value of $100. Since the fair
the original estimate of value. If material changega|ye of the property was less than the initia
have occurred, the branch should obtain a neyscorded investment, a valuation reserve fo
appraisal or evaluation based on assumptionsstimated selling expenses was established.
that reflect the changed conditions. this example, assume these to be $6. Accorc
ingly, the net realizable value was $94 ($10C
minus $6). Next, assume a new appraisal indi
cates a fair value of $90, reducing the estimate

ACCOUNTING FOR SUBSEQUENT selling expenses to $5. Although the branct

must expense the depreciation in the fair valui
CHANGES IN MARKET VALUE ($10), the valuation reserve for selling expense

Charges for subsequent declines in the fairvaluWOUId be reduced by the difference in the

Estimate of the selling expenses ($1). Given thi
of OREO property should never be posted to thgcenario the “adjus%ed”pnet regliz)able value
allowance for loan and lease losses. If a !

appraisal or evaluation indicates a subsequer\r}l\fOUIOI be $85 ($90 minus $5).

decline in the fair value of an OREO property,
the loss in value should be recognized by a
charge to earnings. Branches should attempt #ppreciation in OREO Property Value
determine whether a property’s decline in value
is temporary or permanent, taking into considassume a branch has written down its recorde
eration each property’s characteristics and exisfnvestment in an OREO property to its fair value
ing market dynamics. The preferred treatmengf $100. Since the fair value of the property was
for permanent losses in value is the direcless than the original recorded investment, a
write-down method, in which the charge toestimated valuation reserve for selling expense
expenses is offset by a reduction in the OREQf $6 was established. Accordingly, the net
property’s carrying value. If the reduction inrealizable value was $94. A new appraisa
value is deemed temporary, the charge to earfhdicates an increase in the fair value of the
ings may be offset by establishing a valuatiorproperty to $110, with selling expenses now
allowance specifically for that property. In theestimated at $7. As a result, the net realizabl
event of subsequent appreciation in the value Qfgjuye is now $103. Given that the new net
an OREO property, the increase can only beealizable value is greater than the recorde
reflected by reducing this valuation allowance ofnvestment of $100, the selling expense valua
recognizing a gain upon disposition, but nevefion reserve is no longer necessary and the $
by a direct write-up of the property’s value. A can be reversed to income. Notwithstanding th
change to the valuation allowance should b@roperty’s increased fair value, the recordec
offset with a debit or credit to expense in theinvestment value cannot be increased abov
period in which it occurs. $100. The valuation reserve for selling expense
In addition to the preceding treatment of thecan never be less than zero, thus prohibiting a
write-down in the OREO value, the previousincrease in the value of the property above th
subsection “Transfer of Assets to Other Realecorded investment.
Estate Owned” discusses setting up a valuation
allowance for estimated selling expenses asso-
ciated with the sale of the other real estate. The
balance of this valuation reserve can fluctuatdCCOUNTING FOR INCOME AND
based on changes in the fair value of th&XPENSE
property held, but it can never be less than zero.
The following examples are presented to illusGross revenue from other real estate owne
trate the treatment that subsequent depreciatiahould be recognized in the period in which it is
and appreciation would have on OREOearned. Direct costs incurred in connection witt
properties. holding an OREO property, including legal fees,

Branch and Agency Examination Manual September 1997
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3090.1 Other Real Estate Owned

real estate taxes, depreciation, and direct writtdREO property begins on the day that plans for

downs, should be charged to expense whefuture use are formally terminated. Some states

incurred. require OREO property to be written off or
A branch can expend funds to develop andepreciated on a scheduled basis, or to be

improve OREO when it appears reasonable taritten off at the end of a specified time period.

expect that any shortfall between the property'She branch should determine whether such

fair value and the branch’s recorded book valugequirements exist and comply with them.

will be reduced by an amount equal to or greater

than the expenditure. Such expenditures should

not be used for speculation in real estate. The

economic assumptions relating to the branch'da CCOUNTING FOR THE SALE OF
decision to improve a particular OREO property0THER REAL ESTATE OWNED

should be well documented. Any payments for

developing or improving OREO property arécains and losses resulting from a sale of OREO

treated as capital expenditures and should operties for cash must be recognized imme-

reflected by increasing the property’s Ca”yi”jSately. A gain resulting from a sale in which

value. the branch provides financing should be
accounted for under the standards described in
Statement of Financial Accounting Standards 66

DISPOSITION OF OTHER REAL  (SFAS 66). _ _ _
ESTATE OWNED SFAS 66 recognizes that differences in terms

of the sale and in selling procedures lead to

OREO property must be disposed of within am;iifferent profit recognition criteria and methods.
holding period established by state law and, ifpranches may facilitate the sale of foreclosed
any case, as soon as it is prudent and reasonadigd! estate by requiring little or no down pay-
Branches should maintain documentation reflecfl€Nt: or by offering loans with favorable terms.
ing their efforts to dispose of OREO property,”0fit shall only be recognized in full when the
which should include a record of inquiries andcP!lectibility of the sales price is reasonably
offers made by potential buyers, methods use@nsured and when the seller is not obligated to
in advertising the property for sale whether b)perform significant activities after the sale to

the branch or its agent, and other informatior$a'n the profit. Unless both conditions exist,
reflecting sales efforts. recognition of all or part of the profit shall be

The sale or disposition of OREO property iSdeferred. Collectibility of the sale price of OREO

considered a real estate-related financial trang_roperty is demonstrated when the buyer's

action under the Board’s appraisal regulation. Anvestment is sufficient to assure that th_e b_uyer
sale or disposition of an OREO property tha ill be motivated to honor his or her_obllgatlon
qualifies as a federally related transaction und the _sz_a_ller rather than lose the investment,
the regulation requires an appraisal conformin ollectibility shall also be assessed by consid-
to the regulation. A sale or disposition that doe ring factors such as _the credit standing of the
not qualify as a federally-related transactio uyer, age and location of the property, and
nonetheless must comply with the regulation bﬁdequacy O,f cash flow fr.o.m the prOF’e”V-
having an appropriate evaluation of the real The practice of recognizing all profit from the
estate, that is consistent with safe and sourtfle of branch-financed OREO at the time of the
banking practices. sale is referred to as the full-accrual method. A

The branch should promptly dispose of OREGranch shall not recognize profit using this
if it can recover the amount of its original loan method until all of the following general criteria
plus additional advances and other costs relatéf® Met:
to the loan or the OREO property before the end )
of the legal holding period. The holding period® A Salé is consummated.
generally begins on the date that legal title to the The buyer’s initial and continuing investments
property is transferred to the branch, except for adequately demonstrate a commitment to pay
real estate that has become OREO because thdor the property.
branch no longer contemplates using it as its The branch’s loan is not subject to future
premises. The holding period for this type of subordination.

September 1997 Branch and Agency Examination Manual
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Other Real Estate Owned 3090.1

e The branch has transferred to the buyer th§he |Installment Method
usual risks and rewards of ownership in a
transaction that is in substance a sale, and fthis method is used when the buyer's dowr
has no substantial continuing involvement irpayment is insufficient to allow the full-accrual
the property. method, but when recovery of the cost of the
property is reasonably assured if the buye
A sale will not be considered consummatediefaults. The installment method recognizes th
until the parties are bound by the terms of th&ale of the property and the booking of the
contract, all consideration has been exchangedorresponding loan, although profits from the
and all conditions precedent to closing haveale are recognized only as the branch receive
been performed. payments from the buyer. Under this method

Initial investment, as defined by SFAS 66,interest income is recognized on an accruz
includes only cash down payments, notes sugasis, when appropriate.
ported by irrevocable letters of credit from an Since default on the loan usually results in the
independent lending institution, payments bygeller (the branch) reacquiring the real estate, tr
the buyer to third parties to reduce existing debpranch is reasonably assured that it will be abl
on the property, and other amounts paid by tht recover its costs with a relatively small down
buyer that are part of the sale price. In thespayment. Cost recovery is especially likely wher
situations, SFAS 66 requires that profit on thdoans are made to buyers who have verifiable ne
sale be deferred until a minimum down paymenworth, liquid assets, and income levels adequat
has been received and annual payments equg|service the loan. Reasonable assurance of cc
those for a loan for a similar type of propertyrecovery also may be achieved when the buye
with a customary amortization period. Thepledges adequate additional collateral.
amount of down payment required varies by
category of property: land, 20-25 percent; com-
mercial and industrial, 10-25 percent; multifam-The Cost-Recovery Method
ily residential, 10-25 percent; and single-family
residential, 5-10 percent. Ranges within thesgispositions of OREO that do not qualify for
categories are defined further in the statemenigjther the full-accrual or installment methods are
Continuing investment requires the buyer tasometimes accounted for using the cost-recovel
be contractually obligated to make level annuaiethod. This method recognizes the sale of th
payments on his or her total debt for the purproperty and the booking of the corresponding
chase price of the property. This level annualoan, but all income recognition is deferred.
payment must be able to service principal an®rincipal payments are applied by reducing th
interest payments amortized for no more than 2@an balance, and interest payments are account
years for raw land, and for no more than thefor by increasing the unrecognized gross profit
customary amortization term for a first-mortgageNo profit or interest income is recognized until
loan by an independent lending institution foreither the buyer's aggregate payments excee
other types of real estate. the recorded amount of the loan or a change t
If a branch finances the sale of foreclosed@nother accounting method (for example, th
property it owns with a loan at less than currentnstallment method) is appropriate. Conse:
market interest rates or noncustomary amortizgiuently, the loan is maintained on nonaccrua
tion terms, generally accepted accounting prinstatus while this method is being used.
ciples require that the loan be discounted to
bring its yield to a market rate, using a custom-
ary amortization schedule. This discount willThe Reduced Profit Method
either increase the loss or reduce the gain
resulting from the transaction. Interest income ishis method is used in certain situations whei
over the life of the loan. but the loan amortization schedule does nc
If a transaction does not qualify for the meet the requirements for use of the full-accrue
full-accrual accounting method, SFAS 66 idenimethod. The branch again recognizes the sale
tifies alternative methods of accounting for salethe property and the booking of the correspond
of OREO property as described below. ing loan but, as under the installment method

Branch and Agency Examination Manual September 1997
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3090.1 Other Real Estate Owned

profits from the sale are recognized only as the When evaluating the OREO property for
branch receives payments from the buyer. Sinadassification purposes, the examiner must con-
sales with adequate down payments generallider the property’s market value, whether it is
are not structured with inadequate loanbeing held in conformance with state law, and
amortization schedules, this method is seldorwhether it is being disposed of according to the
used. branch’s plan. The amount of an OREO prop-
erty subject to classification is the carrying value
of the property, net of any specific valuation
The Deposit Method allowance. The existence of a specific valuation
allowance does not preclude adverse classifica-

This method is used when a sale of OREO hatéon of OREQ. The examiner should review all
not been consummated. It also may be used f&¥Pes of OREOQ for classification purposes,
dispositions that could be accounted for undefcluding sales that fail to meet the standards
the cost-recovery method. Under this method, Kauired for the full-accrual method of account-
sale is not recorded, so the asset continues to B¥J- When the branch provides financing, the
reported as OREO. Further, no profit or interesg*aminer should determine whether it is pru-
income is recognized. Payments received froff€ntly underwritten. _
the buyer are reported as a liability until the use The examiner should review all relevant fac-
of one of the other methods is appropriate.  tors to determine the quality and risk of the
Branches may promote the sale of foreclose@REO property and the degree of probability
real estate by offering nonrecourse financing téhat its carrying value will be realized. Some
buyers. These loans should be made under tfiactors the examiner should consider include :
same credit terms and underwriting standards ) ) ]
the branch employs for its regular lending® The property’s carrying value relative to its
activity. Financing arrangements associated with market value (including the date of any
this type of transaction are subject to the account- @ppraisal or evaluation relative to changes in
ing treatment discussed above. market conditions), the branch’s asking price,
Branch records should (1) indicate the account- and offers received;
ing method used for each sale of OREO, (2) sup- The source and quality of the appraisal or
port the choice of the method selected, and evaluation, including the reasonableness of
(3) sufficiently document that the institution is assumptions, such as projected cash flow for
correctly reporting associated notes receivable, commercial properties;
as either loans or OREO property, with valua= The length of time a property has been on the
tion allowances as appropriate. market and local market conditions for the
type of property involved, such as history and
trend of recent sales for comparable properties;

CLASSIFICATION OF OTHER » Branch management'’s ability and track record
REAL ESTATE OWNED in liquidating other real estate and assets
acquired in satisfaction of debts previously
The examiner should generally evaluate the contracted;
quality of each OREO property to determine if* Income and expenses generated by the prop-
classification is appropriate. OREO usually erty and other economic factors affecting the
should be considered a problem asset, evenprobability of loss exposure;
when it is carried at or below its appraised values The manner in which the branch intends to
Despite the apparent adequacy of the fair or dispose of the property; and
market value, the branch’s acquisition of OREQ Other pertinent factors, including property-
through foreclosure usually indicates a lack of title problems, statutory redemption privi-
demand. As time passes, the lack of demand canleges, pending changes in the property’s zon-
become more apparent, and the value of the realing, environmental hazards, other liens, tax
estate can become increasingly questionable. status, and insurance.
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Other Real Estate Owned

Examination Objectives .
Effective date July 1997 Section 3090.2

1. To determine if the policies, practices, pro4. To determine the scope and adequacy of th
cedures, and internal controls regarding other internal/external audit function.
real estate owned are adequate. 5. To determine compliance with applicable
2. To determine that branch officers and laws and regulations.
employees are operating in conformance witlé. To recommend corrective action when poli-

the established guidelines. cies, practices, procedures, or internal con
3. To verify the carrying value of all other real trols are deficient or when violations of law
estate owned. or regulations have been noted.
Branch and Agency Examination Manual September 1997
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Other Real Estate Owned

Examination Procedures
Effective date July 1997

Section 3090.3

. If included in the scope of the examination,
complete or update the Internal Control
Questionnaire.
. Test for compliance with policies, practices,
procedures, and internal controls in conjunc-
tion with performing the remaining examina-
tion procedures. Obtain a listing of any audit
deficiencies noted in the latest review by
internal/external auditors, and determine if
appropriate corrections have been made.

. Obtain a list of other real estate owned and

reconcile the total to the general ledger.

. Review the other real estate owned account

to determine if any property has been dis-

posed of since the prior examination and:

a. If so, determine that:

* The branch accepted written bids for the
property.

¢ The bids are maintained on file.

e There is justification for accepting a
lower bid if the branch did not accept 6
the highest one.

b. Investigate any insider transactions.

. Test compliance with applicable laws and

regulations:

a. Determine that other real estate owned is
held in accordance with the provisions of
applicable state or federal laws and
regulations.

. Determine if other real estate is being
amortized or written off in compliance

with applicable state or federal laws and7.

regulations.

. Consult with the examiners assigned to
“Loan Portfolio Management,” “Other
Assets (and Other Liabilities),” and “Bank
Premises and Equipment” to determine:

If the branch holds real estate acquired

as salvage on uncollectible loans, aban-

doned bank premises, or property origi-

nally purchased for future expansion bui8.

which is no longer intended for such
usage.

If troubled real estate loans meeting the
criteria for in-substance foreclosures and
covered transactions are identified.
If covered transactions and in-substance
foreclosures are being properly
accounted for and reported as other real
estate owned.

9.

d. Review the details of all other real estate
owned transactions to determine that:

e The property has been booked at its fail
value.

The documentation reflects the branch’s

persistent and diligent effort to dispose

of the property.

If the branch has made expenditures t

improve and develop other real estate

owned, proper documentation is in the
file.

Real estate that is former banking prem:

ises has been accounted for as other re

estate owned since the date of its aban
donment.

Such property is disposed of in accor-

dance with state or federal laws and

regulations, including Regulation Y.

The valuation is not affected by an

Environmental Protection Agency issue.

. Review parcels of other real estate owne

with appropriate management personnel anc

if justified, assign appropriate classification.

Classification comments should include:

a. Description of property.

b. How and when real estate was acquired.

c. Amount and date of appraisal.

d. Amount of any offers and branch’s asking
price.

Other circumstances pertinent to the clas

sification.

Review the following with appropriate man-

agement personnel or prepare a memo t

other examiners for their use in reviewing

with management:

a. Internal control exceptions and deficiencie:
in, or noncompliance with, written poli-
cies, practices, and procedures.

b. Uncorrected audit deficiencies.

c. Violations of law.

Prepare comments in appropriate report forr

for all:

a. Criticized other real estate owned.

b. Deficiencies noted.

c. Violations of law.

Update the workpapers with any information

that will facilitate future examinations.

e.
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Other Real Estate Owned
Internal Control Questionnaire

Effective date July 1997 Section 3090.4
OTHER REAL ESTATE OWNED e. Anticipated methods for disposal of
RECORDS property?

1.

f. Changes in tax status, zoning restric-
Are postings to the general ledger account tions, other liens, etc.?
for other real estate owned approved and/or
tested, prior to posting, by persons who do

not have direct, physical, or accounting,OTHER PROCEDURES
control of those assets?

. Are the subsidiary records for other real 7 pges the branch have written policies an

estate owne_d balanced at least quarterly to procedures relating to other real estat
the appropriate general ledger accounts by 4 ned?

persons who do not have direct, physical, org poes the branch factor in Environmental

accounting control of those assets? Protection Agency issues and their impac
. Are supporting documents maintained for .\ aiuation into its policies?

all entries to other real estate owned

accounts?
. Are acquisitions and disposals of other real

estate owned reported to senior managd=ONCLUSION
ment at the head office?

5. Does the branch maintain insurance cover-9. Is the information covered by this 1CQ
age on other real estate owned, including adequate for evaluating internal controls ir
liability coverage where necessary? this area? If not, indicate any additional

6. Are all parcels of other real estate owned examination procedures deemed necessal
reviewed at least annually for: 10. Based on the information gathered, evaluat
a. Current appraisal or certification? the internal controls in this area (i.e. strong
b. Documentation inquiries and offers? satisfactory, fair, marginal, unsatisfactory).
c. Documented sales efforts?

d. Evidence of the prudence of additional
advances?
Branch and Agency Examination Manual September 1997
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Other Real Estate Owned

Audit Guidelines .
Effective date July 1997 Section 3090.5

1. Test the additions of the subsidiary ledger8. Using appropriate sampling techniques
and reconcile the total to the general ledger. select specific properties, and for expense
Include insubstance foreclosures and prop- incurred in maintaining the properties or

erty sold in “covered transactions.” capitalized costs of improvement and
2. Using appropriate sampling techniques, select development:
specific properties and determine that: a. Trace the transaction to any previous
a. Legal title to the property is obtained records and to postings in the genera
when the asset is recorded as other real ledger.
estate owned. b. Examine documentation supporting the
b. Legal fees and direct costs of acquiring transaction and prove any computations
title, including payment of existing liens, reflected on the supporting document.

taxes, and recording fees are expensed
when incurred and are not capitalized.

c. Insurance, including liability coverage, is
adequate and the branch is named as loss
payee.

Branch and Agency Examination Manual September 1997
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