CHAPTER: Asset Quality
SECTION: Credit Card Lending

Section 218

INTRODUCTION

Credit card lending is atype of revolving unse-
cured credit accessed by the borrower when
purchasing merchandise or obtaining cash ad-
vances. Credit card operations include numerous
activities that can be separated and performed by
more than one contractor. A savings institution
may perform some or all of the followings func-
tions:

Solicit cardholders;
Underwrite and establish credit lines;
I ssue cards;

Solicit retail merchants and others to accept
cards;

Establish limits for merchant authorizations;
Establish networks for cash advances;

Process merchant transactions to customer ac-
counts;

Send monthly statements; and

Perform collection activities.

Typesof Credit Card Operations

Aninstitution may beinvolved in a credit card
plan in one of three ways: as agent, sublicensee,
or licensee.

Agent. Thisisthe most limited form of participa-
tion. The institution receives credit card
applications from customers and sales drafts from
merchants and forwards such documents to licen-
sees (described below). Theinstitution is
accountable for the documents during the process
of receiving and forwarding the applications.

Sublicensee. The institution maintains account-
ability for credit card loans and merchants’
accounts. It may also maintain its own center for

processing payments and drafts and embossing
credit cards.

Licensee. A licensee performs the functions of a
sublicensee, and in addition may perform transac-
tions processing and credit card embossing
services for sublicensees. The licensee also acts
asaregional or national clearinghouse for subli-
censee ingtitutions.

Components of Income

Credit card operations generate income in various
ways. First, the institution can collect fees from
borrowers for annual membership and for cash
advances. It aso collects fees from merchants for
deposited transactions and for the use of imprint-
ers. Interest income is collected from cardholders
for outstanding credit balances; fees are also col-
lected from other institutions for providing
processing services.

Credit card lending is a high-overhead operation
due to various factors, including:

The high volume of transactions;

The cost of credit analysis compared with the
average balance outstanding;

The cost of monitoring and controlling the use
of the credit line; and

The cost of collections and charge-offs.

The institution must establish adequate cost ac-
counting and cost control systems to achieve and
maintain profitability of the operation. The insti-
tution must perform a comprehensive risk/return
trade-off analysis whenever changes in underwrit-
ing standards or other critical factors are

contempl ated.

Credit Card Risksand Controls

Credit card advances are loans and should be
evaluated as such. Policies, procedures, and con-
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trols designed to minimize credit risk should be
similar to those for other consumer loans. (See the
Thrift Activities Regulatory Handbook Section
217, Consumer Lending, for more details.) But
credit card lending is also characterized by unique
risk factors.

Aswith any open-end form of consumer credit,
institutions must establish credit limits for indi-
vidual customers. The nature of credit card loans
presents an additional risk because institutions
can exert only limited control over paydowns or
the acquisition of additional cards by the bor-
rower. As aresult, the borrower’s debt can pay
off or accumulate beyond control anytime.

The greatest risk involves the screening of appli-
cants since most losses occur with new account
holders. More seasoned portfolios typically ex-
perience much smaller losses. Adequate screening
of applicants reduces the risk of both default and
fraud. Institutions should follow the same screen-
ing procedures as used for other types of
unsecured consumer credit, including: the appli-
cant’s credit history, job stability, and ability to
pay. Given the need for comprehensive screening
procedures, the mass marketing of preapproved
cards without credit underwriting is inconsistent
with sound underwriting and substantially in-
creases the risk of borrower default and fraud.

Credit underwriting requires the constant analysis
of data comparing the payment patterns and reve-
nues from various groupings of accounts to
determine current controllable risk factors. Credit
limits and marketing efforts must consider current
risk factors to control portfolio credit risk. Pre-
screened mailing lists should be sampled and
tested for compliance with underwriting criteria
before mass mailing.

Institutions may wish to consider the use of spe-
cial credit reporting houses for applicant
information and reviewer training. In addition,
losses that do occur should be reported in a man-
ner that identifies the underwriter who approved
the line of credit and the underwriting criteriafol-
lowed, such as credit-scoring systems used or
specific underwriting factors of the borrowers.
The regulator should evaluate not only the poli-
cies and procedures to prevent losses, but also the
strength of internal controls and operating proce-

dures. Collection efforts must be prompt and
frequent.

Credit Card Misuse and Fraud

Credit card fraud is divided into two broad aress:
the misuse of credit cards and the misuse of
credit. Misuse of credit cards a so includes coun-
terfeit transactions. This type of fraud occurs
when merchants falsify transaction dlips using

real or false card numbers, or by altering the
amounts on transaction dips. Counterfeit fraud
also includes fraudulent telemarketing operations
whereby consumers are persuaded to divulge their
account numbers for “too-good-to-be-true” offers.
Such schemes have cost financial institutions mil-
lions of dollarsin ashort time. For this reason,
merchants must be carefully screened and under-
written for the amount of two month’s anticipated
receipts (the amount that could be lost if receipts
are fraudulent). Victim fraud involves the use of
another person’ sidentification to apply for credit
or the use of another person’s card as identifica
tion for obtaining cash.

Institutions avert the misuse of credit cards by es-
tablishing controls that prevent employees from
intercepting cards, merchants from obtaining con-
trol of cards, and customers from making
fraudulent use of lost or stolen cards. These con-
trolsinclude: dual control of plastic blanks,
embossing equipment, authorization of accounts,
and undelivered cards that have been authorized
and embossed; software controlsto prevent access
to both account numbers and personal identifica
tion numbers (PINS) or personal security
identifiers (PSls); review of merchant and bor-
rower activity for unusual patterns and for
compliance with activity limit; sending of lost and
stolen card lists to merchants and rewards for cap-
turing cards; and remote transaction authorization
devices for merchants' use.

The misuse of credit also takes several forms.
Shotgun fraud results when an individual floods
the market with credit applications (often contain-
ing false information), hoping that several credit
card issuerswill grant credit. With “new i.d.”
fraud, an individual becomes a“new” person by
using the name and social security number of
someone else, sometimes a deceased person. With
credit aterations, applicants delete or modify

218.2 Regulatory Handbook

January 1994

Office of Thrift Supervision



SECTION: Credit Card Lending

Section 218

their own credit records. “Credit clinics” use
loopholesin the Fair Credit Reporting Act to
change credit histories of poor credit risks.

Regulatory Considerations

Due to the high volume of low-bal ance accounts,
review of individual filesfor credit quality isinef-
ficient. Instead, the regulator should first
determine the adequacy of the following: policies,
procedures (including underwriting guidelines
and internal controls), management reports (espe-
cially exception reports), internal loan review
practices, pricing policies, and charge-off poli-
cies. A review of a sample of loans to determine
compliance with internal guidelines may be ap-
propriate. If reports are determined to be accurate,
classification of the assetsis usually performed by
applying a uniform system to the delinquent loans
listed on the report(s).

The regulator’ s attention should be directed to-
ward determining the adequacy of overall systems
and results. An institution will not sustain a suc-
cessful credit card operation if its systems are
inefficient. If individual accounts require addi-
tional personal attention by the staff, profitability
will be compromised.

Credit card use is an expanding and diversifying
part of the financial servicesindustry. Regulators
may find that some thrifts may be allowing cus-
tomersto use credit cards with several
applications: automatic teller machines (ATMs),
point of sale (POS) terminals, telephone bill pay-
ing, account transfers, and debit card programs.
For federal institutions, these applications are
covered by § 545.141 of the regulations for re-
mote service units (RSUs). Such uses are forms of
electronic funds transfer (EFT) and require close
attention to operational and systemic controls.
Regulators must review related control proce-
dures closely to determineif both customers and
thrifts are adequately protected from improper use
of credit cards through RSUs.

Char ge-Off Procedures
The identification of unfavorable trends must in-

clude the review of past-due percentages, and
income and loss trends with comparisons by un-

derwriting criteria. Management should monitor
such trends closely. Unfortunately, in thrifts that
lack awell enforced charge-off program, loss ra-
tios are often meaningless for periods of |ess than
ayear. This delays recognition and implementa
tion of any necessary corrective action. For more
information on charge-off regulations and proce-
dures for open-end consumer loans, consult Thrift
Activities Regulatory Handbook Section 217,
Consumer Lending, and 8 561.13 of the regula-
tions.

Regulations Affecting Credit Cards

A number of consumer regulations affect credit
card loans. Regulation Z, in particular, establishes
specific rules for open-end consumer credit.
Regulators need to be familiar with these regula
tions. They are discussed in detail in the
Compliance Activities Handbook. Other memo-
randa and policy statements that apply to credit
cards are provided in the appendices.

Accounting

The following accounting rules apply to credit
card lending:

Annual card fees should be recorded as de-
ferred income and amortized into income over
the period of time the customer has use of the
card. Usualy astraight-line method of amorti-
zation is used.

Fees charged for merchant and interchange
transactions are usually accrued as receivables
and taken into income at the time of the trans-
action.

Interest income is recognized using the level -
yield method as deemed collectible.

Securitization

Securitization has become an increasingly popular
method for issuers to remove credit card receiv-
ables from their balance sheet. This same
approach has been used for other types of receiv-
ables, including automobiles and real estate
mortgages. Securitization involves the pooling

and repackaging of debt obligations into securities
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that can then be sold in the secondary market. The
presence of a secondary market also increases the
effective liquidity of an institution’s portfolio.
(See the Mortgage Banking Sections of the Thrift
Activities Regulatory Handbook, for further in-
formation.)

An institution packages its credit card receivables
into security form, then markets those securities
through an underwriter or through private place-
ment. To qualify asan outright sale, the
receivables must be assighed to athird party (e.g.,
trustee) that has no recourse back to the institu-
tion. If recourse remainsin the form of a
contingent liability, the receivables are not re-
moved from the institution’ s balance sheet. The
spread between the yield payable by cardholders
and the yield to investors goes into a reserve fund
that investors may tap in case of default. Asa
backup, another institution may issue a standby
letter of credit guaranteeing afixed percentage of
the securities. The issuer typically retains servic-
ing rights.

When an ingtitution is relying on the secondary
market as a source of funding for the loans that
are originated, the regulator should focus on de-
termining whether the required underwriting
standards are strictly adhered to. An unexpected
buy-back of loans or nonfunding when expected
could negatively affect operations.

REFERENCES
United States Code (12 USC)
Home Owners Loan Act

§1464(b)(4)  Credit Cards
§ 1464(c)(2)(D) Consumer Loans

Code of Federal Regulations (12 CFR)
Subchapter B: Consumer-Related Regulations

§533.1 Electronic Funds Transfers
Subject to Regulation E

Subchapter C: Regulations for Federal Savings
Associations

Credit Cards
Remote Service Units

§545.51
§545.141

Subchapter D: Regulations Applicableto All
Savings Associations

§561.13 Consumer Credit Classified

as Loss
§561.47 Slow Consumer Credit
8563.93 Loans-to-One Borrower Limita

tion

§563.170(c)(2) Records Required

§ 563.170(¢e) Use of Data Processing Ser-
vices

Interagency Advisory on Credit Card-Related
Merchant Activities (November 15, 1993)
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