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Agenda 

• Nonaccrual Loans 

• Troubled Debt Restructuring (TDRs) 

• Allowance for Loan Losses (ALL) 

• Member Business Lending (MBL) 

• Loan Participations 
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Nonaccrual Loans 
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Nonaccrual Loans – The “Big Picture” 

Nonaccrual loans have an important role: 

• Financial Reporting Perspective 

– Avoid overstatement of income and capital 

– Properly reflect and disclose deterioration of asset quality 

• Operational Perspective 

– Encourage management to be proactive with corrective actions 
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When to Place a Loan on Nonaccrual? 

Financial Reporting Perspective 

• Generally accepted accounting principles (GAAP) does not 

specify when a loan should be placed on nonaccrual 

• GAAP does require appropriate policies and procedures be 

established to govern and guide the decision making 

process 

- Policies must be reasonable 
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When to Place a Loan on Nonaccrual? 

NCUA Requirements (Part 741): 

1. Collectability of all or portion of principle and interest (P&I) is 

doubtful 

2. 90 days past due (Notes 1 and 2) 

– Note 1: If well secured or in the process of collection, can be left on accrual, but this 

practice is less common in today’s environment 

– Note 2: The past due status will be calculated consistent with loan contract terms, 

including amendments made to loan terms through a formal restructure.   
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• Place on nonaccrual in loan application system (i.e. interest is no 

longer accruing for reporting purposes, but continues to accrue 

in secondary field) 

• Deferred loan fees and costs – should not be amortized until 

loan returns to accrual status 

• Presumption is that loan is impaired – must be reviewed to 

determine if impairment exists  

 

 

Loans Placed on Nonaccrual 
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Issue: Borrower has a loan placed on nonaccrual, what 

about other loans the borrower has with the credit union? 

1. All loans with same borrower do not have to go on nonaccrual status 

2. However - other loans must be evaluated when one becomes nonaccrual 

Nonaccrual Loans – Multiple Loans 
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Issue: Cost Recovery vs. Cash Receipts Method 

• Payments made by a borrower: 

1. Collectability in doubt  apply to principle (cost recovery) 

2. Continue until collectability is reasonably assumed 

– Borrower is current 

– Demonstrating ability to pay 

 

 

Nonaccrual Loans – Cash Payments 
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Cash Receipts Method 

• Permitted when loan’s remaining balance is fully collectible 

• May allocate payments among: 

1. Interest income 

2. Principle 

3. Recovery of charge-offs 

 

 

Nonaccrual Loans – Cash Payments 
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Criteria for placing nonaccrual loans back on accrual status: 

• Credit Union expects full repayment over a reasonable time frame 

• Loan is less than 90 days past due 

• Loan is contractually current (P&I) 

• Well secured and in process of collection 

• Borrower demonstrates sustained repayment performance: 

– Monthly – 6 months 

– Quarterly – 3 to 4 quarterly 

– Semi-Annual – 2 to 3 payments 

 

 

Returning to Accrual Status  
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• Review policies related to interest income recognition and 

nonaccrual loans to ensure they are reasonable and consistent 

with regulatory requirements 

• Place on nonaccrual when: 

– Collectability is in doubt 

– 90 days past due 

• Borrower payments = principle first, then interest 

• Return to accrual status = current and performing 

 

 

Summary 
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Troubled Debt Restructuring (TDRs) 
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• A restructuring of a debt constitutes a troubled debt 
restructuring if the creditor for economic or legal reasons 
related to the debtor’s financial difficulties grants a concession 
that it would not otherwise consider.  

• Both elements must be present:  A creditor must separately 
conclude that both conditions exist: 

1) The restructuring constitutes a concession; and 

2) The borrower is experiencing financial difficulties. 

• Additional guidance is outlined in Accounting Standards 
Update 2011-02 | Receivables (Topic 310) – A Creditor’s 
Determination of Whether a Restructuring is a TDR. 

TDR Overview 
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• Types of workout loans to borrowers in financial difficulties 
include:  
– re-agings  

– extensions 

– deferrals  

– renewals 

– rewrites   

• Management must ensure that comprehensive and effective risk 
management and internal controls are established and 
maintained. 

741: Written Loan Workout Policy  

and Monitoring Requirements 
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• The credit union’s risk management framework must include 
thresholds based on aggregate volume of loan workout activity 
that trigger enhanced reporting to the BOD. 

 
– Enhanced reporting provides a greater ability to evaluate the 

effectiveness of the loan workout program and make compensating 
adjustments to the overall business strategy. 

741: Written Loan Workout Policy  

and Monitoring Requirements 



© Witt Mares, PLC 2012 

• The lack of a sound written policy on workouts can mask the true 
performance and past due status of the loan portfolio.  

 

• The credit union board and management must adopt and adhere to an 
explicit written policy and standards that control the use of loan 
workouts, and establish controls to ensure the policy is consistently 
applied. 

 

• The policy must define eligibility requirements (loan workout) 
including establishing limits on the number of times an individual 
loan may be modified. 

 

• The policy must also ensure credit unions make loan workout 
decisions based on the borrower’s renewed willingness and ability to 
repay the loan. 

741 Continued 
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• Restructuring a loan more often than once a year or twice in five 
years.  

– Examiners and auditors will have higher expectations for the documentation 
of the borrower’s renewed willingness and ability to repay the loan. 

 

• NCUA is concerned about restructuring activity that pushes existing 
losses into future reporting periods without improving the loan’s 
collectability.   

 

• The policy must provide that in no event may the credit union 
authorize additional advances to finance unpaid interest and credit 
union fees.   

– The credit union  may make advances to cover third-party fees, excluding 
credit union commissions, such as force placed insurance or property taxes. 

TDR Red Flags 
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• Update policies and procedures 

– Mirror the NCUA requirements and GAAP definitions 

– Define a Market Rate 

– Define Significant Delay in Terms 

– Be explicit on the information to be obtained by the loan officers during 
their review at the time of renewal or modification (i.e. reconfirmation 
of employment status, updated credit reports, and/or tax returns). 

– Define what would be considered an insignificant payment delay in 
terms. For example, a 7-year loan with a payment delay of 3 months 
would be deemed insignificant.  

• Define typical terms and what an insignificant delay would represent for 
that product.  Make efforts to be specific so loan officers or reviewers 
understand the parameters. 

TDR Best Practices 
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• Training – Due to the level of subjectivity, adequate training is 
needed to ensure they understand the specifics of a TDR. 

• Implement a TDR Checklist for all loan modifications – Checklist 
should address the following: 

– Type of concession granted 

– If interest rate is at a market rate 

– Financial difficulty experienced 

– TDR conclusion 

– Month/Date TDR was established 

– Approval/Signature of Special Assets Officers 
 

• Segregation of duties   

– Have all modifications greater than $XXX,XXX be approved by an authorized 
committee.   

– If loan officer performs initial analysis, a secondary review by an independent 
person is needed. 

TDR Best Practices 
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• To be effective, management information systems need to track the 
principal reductions and charge-off history loans in workout programs 
by type of program.   

– Contact vendor to discuss options regarding automated reports, if available. 

– Non accrual loans and TDR loans – discuss options for tracking interest 

payments.  This will help ensure principal balance on TDR loans is adequate.   

– Keep and maintain documentation of the reports that support amounts used to 

disclose and report TDRs for financial and regulatory purposes. 

 

• Any decision to re-age, extend, defer, renew or rewrite a loan, like 
any other revisions to contractual terms, needs to be supported by the 
credit union’s management information systems.  
 

• Sound management information systems are able to identify and 
document any loan that is re-aged, extended, deferred, renewed or 
rewritten, including the frequency and extent such action has been 
taken. 

TDR Best Practices 
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Allowance for Loan Loss 
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The ALLL is one of the most significant estimates in an institution’s financial 
statements and regulatory reports.    

–  Each institution has a responsibility for developing, maintaining, and 
documenting a comprehensive, systematic, and consistently applied process for 
determine the amounts of the ALLL and the provision for loan and lease losses.   

– Each institution should ensure there are controls in place to consistently 
determine the ALLL is in accordance with GAAP, the institution’s stated 
policies and procedures, and management’s best judgments and relevant 
supervisory guidance.   

 

Objective 

As of the end of each quarter, each institution must analyze the collectability 
of its loans and leases held for investment and appropriate ALLL covers 
estimated credit losses on individually evaluated loans that are determined to 
be impaired as well as estimated credit losses inherent in the remainder of the 
loan and lease portfolio.   

 

Overview 
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• Loans or portion thereof considered “uncollectible” generally 

should be classified as a “loss” 

• Credit Unions should promptly charge off identified losses on 

loans against the loan loss reserve  

– Within 12 – 18 months of original identification of impairment if no 

improvement in credit  

• Does not mean there is no recovery or salvage value 

– Concept sometimes used to justify keeping on books 

Loans – The Basics 
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• The ASC 310-10 (Formerly FAS 114) impairment is calculated 
on a loan by loan basis for impaired loans 

– What is an impaired loan? 

• If it is probable that the creditor will be unable to collect all the 
contractual interest and principal payments as scheduled in the loan 
agreement 

– TDRs meet the requirement for specific impairment 

– How are we to compute an impairment? 

1) Expected cash flows – using present value computations 

2) Fair value of the collateral less selling costs (Most Common Method) 

3) Market value of the loan – documentation to support the market value 
should be documented 

Allowance for Loan Loss – ASC 310-10 
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1. Lack of updated impairment analysis  
– Appraisals, cash flow projections, etc., are not updated or reviewed quarterly 

2. ALL is not adequately supported 
– By calculation - based on a set target, budget, peer group, etc. 

– No formal (or inadequate) loan review function exists 

– Information is based on manual reports/information vs. information systems 

3. Environmental factors  
– Factors are not appropriately utilized, or are not well supported or documented 

(particularly quantitative values assigned) 

– The same environmental factors are applied across all portfolio sectors 
regardless of their specific influence (or lack thereof) 

4. Portfolio segmentation into pools is less granular than needed  
– Limits the ability to capture the unique behavioral characteristics that vary the 

degree of inherent risk or increase the likelihood of loss 

5. Too much time wasted on impairment analysis for immaterial loans  

Top 5 Problems in ALL Calculations 
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• One of the fundamental principles of GAAP is that authoritative 

literature need not apply to items that are immaterial.   

– Consider the cost/benefit of tracking and accounting for immaterial loans 

for ALL purposes weekly, as the costs generally outweigh the benefits 

under FASB 114 

• ALL under $XXX,XXX would not be reviewed for impairment, 

but placed back in the pool for loans reviewed collectively for 

impairment. 

• Present value calculations generally will result in lower 

impairment reserves (especially in times of depressed collateral 

values) but are more time consuming to track. 

Materiality and Present Value 
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Factors Drivers 

Lending Policies and 

Procedures 

• Changes in underwriting standards and collection 

• Charge-off and recovery practices 

• Increased speculative lending 

• Increased lending in high-risk products or markets 

• Origination of loans with marginal debt coverage ratios 

(DCRs) 

• High loan-to-value (LTV) ratios 

• Increased granting of unsecured lending 

• Subprime lending 

• Preponderance of loans approved with exceptions 

• Loans to high-risk industries not normally permitted by 

policy 

• High degree of loan documentation waivers, deficiencies, 

or an abundance of matured loans (refinance risk) 

• Financial statement exceptions or originations without 

them 

Suggested Environmental Factors 

Source: Federal Reserve Bank of Philadelphia SRC Insights 2010 
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Factors Drivers 

Business Conditions • Economic factors (national, local behavior, or both, if 

applicable) 

• Should consider a variety of drivers, such as inflation, 

consumer price index (CPI), interest rate environment, 

housing starts, bankruptcy rates, producer price index 

(PPI), etc. 

• Should reflect distinctions among geographies (material) 

• Industry/Sector trends (manufacturing, investment real 

estate, hospitality, etc.) 

• Regional business closings 

Suggested Environmental Factors 

Source: Federal Reserve Bank of Philadelphia SRC Insights 2010 
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Factors Drivers 

Loan Profiles and Volumes • Use supportable proxies for new loan products for which 

actual historical loss experience or risk profiles are not 

available 

• Consider infrastructure issues with rapidly-growing 

portfolios 

• Consider effect of newly-introduced innovative product 

types with little risk behavior history causing risk in the 

“unknown” 

• Premiums should be incorporated for high-volume, high-

risk areas vs. “bread-and-butter” lending 

• High level of participation risk (one step removed or 

“agent” risk) 

• Impact of loans subject to maturity or refinance risk 

Suggested Environmental Factors 

Source: Federal Reserve Bank of Philadelphia SRC Insights 2010 
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Factors Drivers 

Lending Staff • Economics on turnover rates and loss of expertise 

• Absence of qualified staff for workout activities 

• Training issues 

• General lending experience and experience in assigned 

lending sector 

• Length of employment with the organization 

Suggested Environmental Factors 

Source: Federal Reserve Bank of Philadelphia SRC Insights 2010 
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Factors Drivers 

Problem Loan Trends • Volume and severity of past due, adversely-classified, or 

criticized loans  

• Foreclosure rates 

• Level of troubled debt restructurings and modifications 

Suggested Environmental Factors 

Source: Federal Reserve Bank of Philadelphia SRC Insights 2010 
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Factors Drivers 

Loan Review • Depth and breadth of scope and penetration. Problem loans 

included? Loss passes review? Selective sample of passes? 

All portfolios? All lenders? 

• Changes in scoping 

• Quality 

• Experience of team 

• Staffing levels 

• Degree to which staff detects documentation deficiencies 

and exceptions 

• Findings on consistency or inconsistency in assignment of 

risk ratings 

Suggested Environmental Factors 

Source: Federal Reserve Bank of Philadelphia SRC Insights 2010 
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Factors Drivers 

Concentrations • Not just limited to commercial real estate 

• Measured by the impact to capital, not as a percentage of 

total assets 

• Diverse analysis—loan types, borrower concentrations, 

geographic emphasis, sector emphasis, etc. 

Suggested Environmental Factors 

Source: Federal Reserve Bank of Philadelphia SRC Insights 2010 
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Factors Drivers 

Competition, Law, and 

Regulation Impact from 

Ratings Agencies 

 

• Impact of public enforcement actions 

• General regulatory environment from agency oversight 

• Regulatory environment on certain loan sectors (new 

environmental laws, healthcare reform, etc.) 

• Degree of risk-taking prompted by competitive pressure 

• Participation risk — participant squabbles, legal action, etc. 

Suggested Environmental Factors 

Source: Federal Reserve Bank of Philadelphia SRC Insights 2010 
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• No matter what factors management chooses to emphasize in 

the ALL analysis, management must support the actual values 

for environmental factors that affect historical loss rates.  

• Management must account for and document its inputs for 

determining these values and must have policies and procedures 

for executing a change in these values. 

Environmental Factors and Values 
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• Policies and procedures must be effective for the systems and 
controls to maintain an appropriate ALLL.  
 

• Policies and Procedures should include: 
– The roles and responsibilities of the institution’s departments and personnel who 

determine, or review, as applicable, the ALLL to be reported in the financial 
statements; 

 

– The institution’s accounting policies for loans and loan losses, including policies 
for charge-offs and recoveries and for estimating the fair value of collateral; 

 

– The description of the institution’s systematic methodology, which should be 
consistent with the institution’s accounting policies for determining its ALLL; 

 

– The system of internal controls used to ensure that ALLL process is maintained 
in accordance with GAAP and supervisory guidance. 

Best Practices 
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• Segment the loan portfolio in greater detail vs. general (business 

loans vs. commercial real estate, ADC, agricultural loans, etc.) 

• The credit union should have an up-to-date impairment analysis.  

– Establish procedures for obtaining current appraisals quarterly to ensure 

that all loans tested for impairment are based on current and relevant 

appraisals. 

• Periodically validate the ALL methodology (outside of the 

scope of external audit) 

 

Best Practices 
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• The credit union should have an internal control system for the 
ALLL estimation process: 
– Include measures to provide assurance regarding the reliability and 

integrity of information and compliance with laws, regulations, and 
internal policies and procedures; 

– Include a well-defined loan review process containing: 
• An effective loan grading system that is consistently applied, identifies 

differing risk characteristics and loan quality problems accurately and in a 
timely manner, and prompts appropriate administrative actions. 

• Sufficient internal controls to ensure that all relevant loan review 
information is appropriately considered in estimating losses. 

• Clear formal communication and coordination between an institution’s 
credit administration function, financial reporting group, management, board 
of directors. 

Best Practices 
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• Regardless of the structure of the loan review system in an institution, 
an effective loan review system should have, at a minimum, the 
following objectives:  

– To promptly identify loans with potential credit weaknesses.  

– To appropriately grade or adversely classify loans, especially those with well-
defined credit weaknesses that jeopardize repayment, so that timely action can be 
taken and credit losses can be minimized.  

– To identify relevant trends that affect the collectability of the portfolio and 
isolate segments of the portfolio that are potential problem areas.  

– To assess the adequacy of and adherence to internal credit policies and loan 
administration procedures and to monitor compliance with relevant laws and 
regulations.  

– To evaluate the activities of lending personnel including their compliance with 
lending policies and the quality of their loan approval, monitoring, and risk 
assessment.  

 

Loan Review 
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• The board of directors  or supervisory committee should 
approve the scope.  Some items to consider are: 
– Qualifications of Loan Review Personnel  

– Independence of Loan Review Personnel  

– Frequency of Reviews (large – complex credits should be reviewed 
annually) 
 

• Reviews typically include:  
– Loans over a predetermined size (plus a sufficient sample of smaller 

loans) 

– Materiality is measured by its relevance to risk-based capital, NOT total 
assets 

– Past due, nonaccrual, renewed and restructured loans.  

– Loans previously adversely classified or graded, and watch-list loans 

– Loans constituting concentrations  

– Related party loans 
 

Loan Review 
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• Depth of Reviews - reviews should analyze a number of 
important aspects of the loans selected for review, including:  
– Credit quality, including underwriting and borrower performance  

– Sufficiency of credit and collateral documentation 

– Proper lien perfection 

– Proper approval by the loan officer and loan committee(s)  

– Adherence to any loan agreement covenants 

– Compliance with internal policies and procedures (such as aging, 
nonaccrual, and classification or grading policies) and laws and 
regulations 

– Appropriate identification of individually impaired loans, measurement 
of estimated loan impairment, and timeliness of charge-offs  

– The appropriateness and timeliness of the identification of problem loans 
by loan officers 

Loan Review 
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• Recent FASB guidance requires an entity to provide disclosures 
that will facilitate financial statement users in the evaluation of 
the following: 

– Nature of credit risk inherent in the entity’s loan portfolio 

– How that risk is analyzed and assessed in arriving at the allowance for 
loan losses 

– The changes and reasons for those changes in the allowance for loan loss 

• New disclosures effect ALL, TDRs, Impaired Loans, 
Nonaccrual Loans  

• FASB and IASB are currently working on revising accounting 
standards related to the ALL  (“Current Expected Credit Loss 
Model” or the “CECL Model”) 

The Future of the ALL 
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Member Business Lending 
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Overview 
• A member business loan includes any loan, line of credit, or letter of credit 

(including any unfunded commitments) where the borrower uses the proceeds 

for a commercial, corporate, other business investment property or venture, or 

agricultural purpose. 

• NCUA Regulation 723 governs member business lending activities 

– Board must adopt a MBL policy 

– 2 years minimum MBL experience requirement 

– Loans for business purposes less than $50,000 individually or in the aggregate for 

business purposes to one individual, entity or related or affiliated individuals or 

entities are not business loans 

– Loan portfolio monitoring requirements 

– Evaluation of financial statements requirements 

– NCUA Reg 701: governs loan term or maturity limits 

 
 

Member Business Lending 



© Witt Mares, PLC 2012 

• Benefits for Members: 

– Small businesses may be underserved or ignored by banks. 

– They will be able to get the smaller loans they need to grow and succeed. 

– At the same time, MBL greatly enhances small businesses’ prospects for 

success. 

• Benefits for Credit Unions: 

– Low cost of participation (typically less than one fifth the cost of developing and 

maintaining an in-house business lending program) 

– Growth in ROA 

– Some of the lowest default and loss rates in the industry. 

• Member satisfaction, retention and recruitment efforts are enhanced, 

especially within the traditionally underserved small business 

community. 
 

Member Business Lending 
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• Risk 

– Business lending has unique characteristics and more complex variables 

than consumer lending 

– Subject to economic fluctuations 

– One approach to reducing credit risk is to tighten credit standards 

– Another approach is to engage safe and sound credit management 

practices 

• Establish a system of independent, ongoing credit review and appropriate 

communication to management and to the board of directors 

 

Member Business Lending 
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Business Lending Concentration Risks  
• Different types of business lending present different levels of risk  

• 80%+ of all outstanding business loans are reported as real estate 

loans 

• Credit unions actively involved in any business lending should 

perform ongoing risk assessments to identify concentrations 

• Credit unions should identify and monitor credit concentrations, 

establish internal concentration limits, and report all concentrations 

to management and the board of directors on a periodic basis  

 

 

MBL Risks 
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A credit union’s oversight of a business loan portfolio should be 

commensurate with the size and complexity of the portfolio, as 

well as the risk associated with the level and type of concentrations. 

  

An effective risk management process involves the following key 

elements:  

• Board and Management Oversight 

• Portfolio Management 

• Credit Review Function 

• Management Information Systems 

• Market Analysis 

• Credit Underwriting Standards 

• Portfolio Stress Testing and Sensitivity Analysis 

MBL – Risk Management 
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• Training for appropriate personnel 

– Hire someone with business lending experience – yes, even if it is from a 

BANK 

 

• Recommended actions for credit union managers: 

1. Adopt a new (or revalidate an existing) Loan Risk Rating system 

2. Engage an independent evaluation of internal risk management and 

lending control processes 

3. Establish a system of independent, ongoing review of the business loan 

portfolio 

4. Perform an independent evaluation of third party underwriting and/or 

servicing providers and processes 

MBL – Risk Management 
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• Maintain updated financial and analytical information 

– Maintain recent borrower financial statements, cash flow 

statements, rent rolls, guarantor personal statements, tax return 

data, and other income performance information for all business 

loans including loan participations.  

– Consider the relevance of appraisals performed during high 

growth periods, and update appraisal reports as necessary.  

– Periodic property inspections to ensure the collateral condition 

does not adversely impact the value.  

 

 

Manage Risk in MBL 
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• Ensure Allowance for Loan and Leases Losses (ALLL) are 

adequately funded 

 

• Strengthen the loan workout infrastructure   

– Adequate resources and sufficient staff with appropriate skill sets to 

manage an increase in problem loans and workouts 

– Develop a ready network of legal, appraisal, real estate brokerage, and 

property management professionals to handle additional prospective 

workouts  

– Sufficient control systems should be in place to maintain appropriate 

Troubled Debt Restructuring accounting requirements and to ensure that 

workout portfolios do not severely compromise the net worth position 

MBL – Managing Risks 
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Loan Participations 
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• Defined by federal regulation as a “loan where one or more 

eligible organizations participates pursuant to a written 

agreement with the originating lender.” 

• Essentially a loan made by one or more credit unions to a single 

borrower and is typically accomplished by an originating credit 

union selling a portion of a loan to a second credit union. 

What is a Loan Participation 
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• Degree of risk varies based on whether credit union is seller or 

buyer 

• Sale is with recourse or non-recourse 

• The size and complexity of individual loans 

• Level of experience and expertise on both sides 

• External economic factors 

General Risks and Benefits 
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• Amount regulated by NCUA: 
– no amount specifically identified for a federal credit union 

– no federal credit union shall obtain an interest participation loan if some 
of that interest and other indebtedness exceeds 10% of the federal credit 
union’s unimpaired capital or surplus 

 

• A federal credit union originating lender must: 

– Originate loans only to its members 

– Retain an interest of at least 10% on the face amount of each loan (no 
reference to recourse or non-recourse) 

– Retain the original or copies of the loan documents 

– Require the credit committee or loan officer to use the same underwriting 
standards for participation loans as other loans underwritten and 
approved at the credit union 

NCUA Limitations 
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• Sale Criteria:  In order for the Lead institution to account for the 
transfer of a participating interest to a Participating institution as 
a sale (vs. a secured borrowing), the loan participation must:  

‒ Qualify as a “Participating Interest; and 

‒ Meet the requirements for sale accounting treatment. 

• If transfer of a portion of an entire financial asset meets the 
definition of a “participating interest,” then the transferor (i.e., 
Lead Credit Union) must evaluate whether the transfer meets all 
of the conditions to qualify for sale accounting: 

1) Isolation of the transferred assets from the transferor, 

2) The transferee’s (i.e., Participating Credit Union) right to pledge or 
exchange the assets received, and  

3) The transferor’s lack of effective control over the transferred assets. 

Sale Accounting of Loan Participations –  

FASB ASC 860-10-40 
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• In general, for a loan participation to meet the definition of a 

“participating interest” it must have the following characteristics: 
1) Pro Rata Ownership – It must represent a pro rata ownership interest in an entire financial asset. 

2) Proportionate Division of Cash Flows – All cash flows received (except any cash flows allocated 
as compensation for servicing), must be divided proportionately among participants in an 

amount equal to their share of ownership. 

3) Same Priority of Rights – Each participating interest holder (including Lead Credit Union) must 

have the same priority, no interest is subordinated to another, and no Participant has recourse 

against Lead Credit Union (other than standard representations and warranties and contractual 

servicing and administrative obligations). 

4) No Single Party May Pledge Entire Loan – No participating interest holder (including Lead) has 

right to pledge entire financial asset unless all participating interest holders agree to do so.   

• If loan participation does not meet the definition of a “participating 

interest,” both Lead and Participating Credit Union buying the 

participation must account for it as secured borrowing with a pledge 

of collateral. 
– Consider legal lending limits! 

Definition of Participating Interest 
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Is the Loan Participation a Sale  

or Secured Borrowing?  

• Indicators of a Sale 

– Language of purchase and sale in 

the participation agreement 

(intent) 

– No recourse, repurchase 

obligation or guarantee by Lead 

– Require Lead to promptly remit 

proceeds to Participants  

– Payments by borrower are not 

comingled with other funds 

– Maturity, interest rate and other 

loan terms mirror borrower 

agreements held by the Lead 

 

• Indicators of a Secured Borrowing 

– Recourse against the Lead 

– Repurchase obligation of  the 

Guaranty of repayment by Lead 

– Receipt by Participant of a greater 

rate of repayment and yield (e.g., a 

higher interest rate) than received by 

Lead 

– Termination of participation that does 

not coincide with loan maturity 

– Retainage by Lead of complete 

control over the participated loan 

(e.g. collateral / assignment) 
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• “Caveat emptor” ‒ let the buyer beware! 

• Identify potential risks during the planning and initial 
assessment  

– Increases the opportunity to mitigate losses by determining in advance 
the necessary controls and reporting systems. 

• Examiners will evaluate the effectiveness of the credit union’s 
risk assessment relative to each type of risk. 

• Diversification is the key to a successful loan participation 
relationship and program. 

• The depth and range of experience of staff should be an 
essential component of concentration limits for buying credit 
unions.   

Risk Assessment & Strategic Planning 
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• Policies and procedures should consider the following items: 

– Specific types of loan to be participated 

• Consider staff experience and expertise 

• How deviations from existing underwriting standards will be handled 

– Establish reasonable concentration limits by: 

• Loan types 

• Collateral types and limits (LTV) 

• Industries (volatile or unstable markets) 

• Geographical locations (credit union and individual loans) 

– Underwriting Criteria 

• Credit scores 

• Loan-to-value limits 

• Need for Cash flow analysis (MBLs) 

– Analysis of appraisal assumptions and final valuations 

Establish Risk Tolerance Through  

Strong Policies and Procedures 
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• The credit union’s due diligence should be tailored to the complexity 
of the third-party relationship, and may consist of alternatives to 
mitigate risk. 

• Consider the following factors before entering into a participation 
agreement: 
– Conflicting interest 

– Financial condition 

– Stability / History of the loan type 

– Significant staffing changes (at lead and participant) 

– Trade / Market area 

– Possibility of loss of control 

– Contract issues and legal review 
• Obtain legal advice regarding the contract to ensure legal and business interests are 

appropriately protected. 

– Loan Underwriting 
• Buying credit union must underwrite the loan to their own standards; they cannot rely on the 

analysis performed by the seller 

Due Diligence 
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• Complete a post-closing review of all loan documents to determine 
that all terms and conditions are in accordance with the original 
terms presented. 
– Agreements should include buy back provisions for missing 

documentation, loans made outside of policy/agreement, other 
nonconformities 

• Monitor the loan (payments, delinquencies, internal reviews, etc.) 
as you would any other loan. 

• Monitor liquidity and financial health of originating / lead 
institution. 

• Obtain annual financial statements for larger, more complex 
participations (i.e. MBLs). 

• Independent audits of participating and lead credit unions’ 
participation programs. 

Risk Measurement, Monitoring and Control 
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1. Lack of experience / training / understanding loan 

participations (focus on types of loans) 

2. Lack of contract / legal review 

3. Participating Credit Union fails to conduct an independent 

credit analysis 

4. The Lead or Participating Credit Union fails to fund its pro-

rata amounts under credit agreement 

5. Accounting for participation as a sale vs. secured borrowing 

Top 5 Loan Participation Problems 
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• Start small and gain experience over time. 

• Training , Training, Training 

– Credit unions must fully understand all aspects of the loan participation 

arrangement. 

• Treat like any other 3rd party relationship – risk assessment, due 

diligence and monitoring. 

• Management should determine whether bond coverage is 

adequate for the new products and services. 

• Seek legal counsel. 

Best Practices 
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