Board Proposal:  Risk Based Lending Program
Objective:

To adopt and implement a risk based lending program for both personal and vehicle loans, which:

1. Increases our approval rate while maintaining adequate protection against loan default.

2. Assigns an interest rate that more accurately reflects the anticipated risk of the individual loan applicant.

3. Utilizes an industry tested standardize scoring system in order to insure compliance, uniformity, and consistency within the evaluation criteria.

Background:

In the past, one rate was assigned to all loans.  This rate was a projected “average” risk-adjusted interest rate that was high enough to cover expenses and write-offs, yet low enough to remain competitive.  Unfortunately, this average rate also:

· Discourages our low-risk members from borrowing at the credit union due to higher than necessary loan rates; and,
· Limits our ability to serve our high-risk members, since the spread is not sufficient to cover anticipated risk, resulting in higher than necessary denials.


Risk based lending (or tiered-rate lending) corrects this problem by matching the anticipated risk with a more appropriate interest rate. As a result:

· Low risk members receive the low rates they have earned thereby bringing their business back to the credit union.

· Higher risk members are offered slightly higher rates that allow us to service more of their loan needs.
Risk Score Matrix
Most loan scoring systems use a single score that is either based on the member’s past credit performance or their likelihood of future bankruptcy.  In today’s environment, both factors are important.  This lending system addresses these concerns through the use of a dual score matrix.  One score is weighted more heavily on past credit performance while the other score focuses on the likelihood of future bankruptcy.  Together they provide a better indicator of over-all default potential.  The components of the matrix are as follows:

· FICO- A nationally based model that helps identify those applicants who are more likely to become a serious delinquency, charge-off, or bankruptcy.  The scores range from mid-300’s to high 800’s.  The higher the score—the lower the risk.

· Bankruptcy Risk Model- A nationally based model that helps identify those applicants who are more likely to declare bankruptcy in the near future. The ________ the score – the lower the risk.  
 (Note:  The score ranges depend on the credit bureau bankruptcy score that you use – Choose your credit bureaus bankruptcy score from the table below). 
Unsecured Loans
Proposal #1:  
Convert our current unsecured (personal) loan program to a five (5) tier risk-based lending system as described within this proposal.

Proposal #2:  
The initial middle tier interest rate will be set at ________% and the other tier rates will be adjusted above or below that rate as follows: 

	Risk Level
	Spread
	Proposed Rate

	HH (High)
	Base Rate  + ______%
	=      ______% 

	MH (Above Average)
	Base Rate  + ______%
	=      ______%      

	MM or LH  (Average)
	Base Rate  = ______%
	=      ______%

	LM  (Below Average)
	Base Rate  – ______%
	=      ______%

	LL  (Low)
	Base Rate  – ______%
	=      ______%


The matrix will be setup as follows:

Edit Notes:
1.   Bankruptcy Score:  Choose your credit bureau bankruptcy score – delete others
2.  Automatic Disapproval:  “under 550” is optional but recommended
	

	                                                                 FICO

	B
A

N

K

RUPTCY
	Disapproved

Under 550
	High Range

550 - 629
	Medium Range

630 - 729
	Low Range

730+

	
	High Range

  Equifax BNI:         1 - 210
  Experian MDS:          761 +
  TransUnion:       1 –  410 
	HH

____%
	MH

____%
	LH

____%

	
	Medium Range

  Equifax BNI:       211- 390
  Experian MDS:  330 - 760
  TransUnion:       411- 690
	MH

____%
	MM

____%
	LM

____%

	
	Low Range

  Equifax BNI:      391 - 600
  Experian MDS:      1 - 329
  TransUnion:      691 - 760
	LH

____%
	LM

____%
	LL

____%


Proposal #3:  
Risk Based vs. Judgmental Review Guidelines
1. All loans meeting the requirements of steps 1, 2, and 3 may be approved using Risk Based Guidelines.  
2. Any loans referred to step 5 may receive Judgmental Review.   
3. The following steps will be used in the evaluation of each loan application:  (Note items referring to “Go to Step 5 are optional but suggested.  This allows you to use judgmental evaluation on questionable loans by referring them to a credit committee or through the use of documented strengths – within board guidelines)
Step 1:   Debt Ratio - If the Applicant’s debt ratio is:

a. _______% or less— proceed to step 2.
b. Above ________% - proceed to step 5 
Step 2:    FICO Risk Score:  If the applicant’s FICO score is:
a. 550 or above, proceed to Step 3.  
b. Between _______ points (i.e. 500 pts) and  550 points:  proceed to step 5
c. Under ________ points:  Automatic denial 
Step 3:  If the credit report contains:

a. Less than ____  collection accounts or worse, proceed to Step 4
b. More than ____ collection accounts or worse, proceed to Step 5
Step 4:    The loan is approved using Risk Score guidelines and assigned the interest rate based on the applicant’s matrix score.
Step 5:   If the application failed to pass the steps 1, 2, and 3 - the loan may be referred to ______________ for Judgmental Review.  Exception approval may be granted if sufficient strengths are documented and within the guidelines of the board of directors.  Exception loan approvals will:
a. Receive the interest rate associated with the “HH” matrix risk level.
b. Be classified or marked in the Loan Officer Log for the purpose of special monitoring and delinquency control. 
Secured Loans

Proposal #4:
Convert our current secured loan program to a five (5) tier risk based lending system as described within this proposal.

Proposal #5:  (select your option)

Option 1 – Interest Rate adjustment:  
The initial middle tier interest rate will be  set to our current single rate and the other tiers will be adjusted above or below that rate as follows:


	HH (High)
	Base Rate  + ______%
	=     ______% APR

	MH (Above Average)
	Base Rate  + ______%
	=     ______% APR      

	MM or LH  (Average)
	Base Rate  = ______%
	=     ______% APR

	LM  (Below Average)
	Base Rate  – ______%
	=     ______% APR

	LL  (Low)
	Base Rate  – ______%
	=    ______% APR



Option 2—Amount or Percent of Financing Adjustment
The amount or percent of financing will depend on the matrix score of the applicant as follows:

	HH (High)
	______% financing
	

	MH (Above Average)
	______% financing
	

	MM or LH  (Average)
	______% financing
	

	LM  (Below Average)
	______% financing
	

	LL  (Low)
	______% financing
	


Option 3 – Hybrid of Options 1 & 2

The amount of financing and the associated interest rate will be as follows:


	HH (High)
	______% financing
	at   ______%  APR

	MH (Above Average)
	______% financing
	at   ______%  APR

	MM or LH  (Average)
	______% financing
	at   ______%  APR

	LM  (Below Average)
	______% financing
	at   ______%  APR

	LL  (Low)
	______% financing
	at   ______%  APR


The matrix will be setup as follows:

Edit Notes:
1.   Bankruptcy Score:  Choose your credit bureau bankruptcy score – delete others
2.  Automatic Disapproval:  “under 550” is optional but recommended
	

	                                                                 FICO

	B
A

N

K

RUPTCY
	Disapproved

Under 550
	High Range

550 - 629
	Medium Range

630 - 729
	Low Range

730+

	
	High Range

  Equifax BNI:         1 - 210
  Experian MDS:          761 +
  TransUnion:       1 –  410 
	HH

____%
	MH

____%
	LH

____%

	
	Medium Range

  Equifax BNI:       211- 390
  Experian MDS:  330 - 760
  TransUnion:       411- 690
	MH

____%
	MM

____%
	LM

____%

	
	Low Range

  Equifax BNI:      391 - 600
  Experian MDS:      1 - 329
  TransUnion:      691 - 760
	LH

____%
	LM

____%
	LL

____%


Proposal #4:
Risk Based vs. Judgmental Review Guidelines

1. All loans meeting the requirements of steps 1, 2, and 3 may be approved using Risk Based Guidelines. 
2. Any loans referred to step 5 may receive Judgmental Review.   
3. The following steps will be used in the evaluation of each loan application:  (Note items referring to “Go to Step 5 are optional but suggested.  This allows you to use judgmental evaluation on questionable loans by referring them to a credit committee or through the use of documented strengths – within board guidelines)

Step 1:   Debt Ratio - If the Applicant’s debt ratio is:

c. _______% or less— proceed to step 2.
d. Above ________% - proceed to step 5 
Step 2:    FICO Risk Score:  If the applicant’s FICO score is:
d. 550 or above, proceed to Step 3.  
e. Between _______ points (i.e. 500 pts) and  550 points:  proceed to step 5
f. Under ________ points:  Automatic denial 
Step 3:  If the credit report contains:

a. Less than ____  collection accounts or worse, proceed to Step 4
b. More than ____ collection accounts or worse, proceed to Step 5
Step 4:    The loan is approved using Risk Score guidelines and assigned the financing and/or interest rate based on the applicant’s matrix score.

Step 5:   If the application failed to pass the steps 1, 2, and 3 - the loan may be referred to ______________ for Judgmental Review.  Exception approval may be granted if sufficient strengths are documented and within the guidelines of the board of directors.  Exception loan approvals will:

c. Receive the interest rate associated with the “HH” matrix risk level.

d. Be classified or marked in the Loan Officer Log for the purpose of special monitoring and delinquency control. 
Proposal # 7

Tier Ranges/Approval Rate: 
1. The target tier range for each risk score is:  20% high risk; 60% average risk; and 20% low risk.  
2. Our target Approval Rate is ____%
3. Prior to bringing the program live, we will test ____ applications to determine the relevance of the suggested tier ranges to our membership base.  The data from the Loan Officer Log will be entered onto a spreadsheet and used to analyze the tier range data.  For the first year, the tier ranges should be analyzed on a quarterly basis and adjusted as needed.
4. The data from the Loan Officer Log will also be analyzed to ensure that the new approval rate is at least_____%.  If the rate is below that level, the _________ will review the Loan Officer Log data for possible reasons and remedies.

Proposal #8

The risk scores and tier levels will be revalidated on an annual basis.  The _____________ will submit a report to the board of directors with detailed analysis of the:   Approval Rate for each loan type;  the delinquency rate per Loan Type and Tier Level; the adequacy of the current tier ranges for each score; and any other data which will help the board perform their duties.

