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What is a 
Prepaid 
Account

Indirect lending typically takes one of two forms:

1. The dealer may originate to consumers, then the lender purchases the loan

2. Once a vehicle has been selected for purchase, the dealer passes along the 
consumer’s application to the lender who originates the loan

• The consumer’s credit application is generally forwarded to one or more potential lenders as there 
may be certain incentives to select one lender over another (promotional discounts, limited-time 
financing offers, flexibility in pricing, etc.)

• After evaluating the consumer’s application information, the lender will provide the dealer with a 
credit decision, including certain purchase criteria such as a risk-based “buy rate” 

• Once the credit decision has been received by the dealer, the dealer will finalize the sales contract 
with the consumer, then sale that contract to the lender that provided the credit decision
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What is a 
Prepaid 
Account

Who takes liability over the transaction? 

Creditors. 

ECOA’s definition of creditor is broad –

• A “creditor” includes not only “any person who regularly participates in a credit decision” but 
also includes any “assignee, transferee or subrogee” who participates in the transaction. 

o Assignee: “All persons participating in the credit decision.. May include a potential purchaser of 
the obligation”

• A lender will be considered a creditor under the ECOA at the point it evaluates an applicant’s 
information, establishes a “buy rate,” and then communicates the buy rate to the dealer

The Indirect Lending Channel



Indirect Lending creates the same risks for lenders as Direct Lending but 
adds an extra layer of risks due to –

• Third-party Relationships

What type of risks should you consider?

• Compliance risks
• Reputational risks
• Operational risks
• Transactional risks
• Credit risks 
• Safety and Soundness
• UDAAP

Identifying the Risks



Third-party relationship risks: 

Risks are increased when a third-party operates directly between the credit union and its 
members –

• Credit union has less direct control over the transaction 
• Dealer has incentive to inflate the borrower’s income so the credit union will purchase the loan
• The dealer will be required to comply with certain consumer compliance requirements and 

protection laws
• Deceptive vendor marketing 
• Credit discrimination 
• Data loss leading to privacy issues

The Credit Union’s board and senior management are ultimately responsible for all aspects 
of the indirect lending program, including services provided directly by third-parties 
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Certain practices will increase the risks of violations in connection with 
third-party relationships:

• Overreliance on the third-party: the third-party will not assume ultimate responsibility 
for compliance violations 

• Failure to train staff or retain knowledgeable staff: Consider evaluating activity at 
the vendor’s location to ensure risks are understood and staff are appropriately trained 

• Failure to adequately monitor the third-party: Ongoing monitoring is necessary to 
prevent violations

• Failure to set clear expectations: performance expectations must be communicated 
clearly and included in the contract with the dealer
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Consumer Compliance Risks: 

What compliance regulations should be considered?

• Regulation Z

• Regulation E

• Regulation V (FCRA)

• Regulation P (GLBA)

• Fair Debt Collections Practices Act (FDCPA)

• Regulation B (ECOA)
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The most significant consumer compliance risks associated with indirect 
lending:

Fair Lending (ECOA)

• Often, creditors will set a risk based “buy rate” for a dealer contract and then permit 
the dealer to mark up the rate

• The contract rate disclosed to the consumer is the buy rate plus the mark up rate

• Once the deal is closed with the consumer at the dealership, the loan contract may be 
sold to the creditor who already agreed to extend the funds

Without proper controls, applicants may receive different rates because of the discretion in 
pricing at the dealer level which increases the risk of discrimination if factors such as race, 
gender, or ethnicity appear to have been used in setting the rate
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Fair Lending (ECOA) Risks:

• Lenders that rely on auto dealers to underwrite the application could be held 
responsible for dealers that discriminate based on prohibited factors

• Some lenders may be under the assumption they are not liable for such pricing 
disparities at the dealer level because Regulation B says that –

o “[a] person is not a creditor regarding any violation of the [ECOA] or [Regulation B] 
committed by another creditor unless the person knew or had reasonable notice of the 
act…before becoming involved in the credit transaction”

• Regulation B does not limit a creditor liability for its own violations – including, for 
example, pricing disparities on a prohibited basis that result from the creditor’s 
own indirect lending practices and compensation policies 

o Depending on the facts and circumstances, it may be difficult to determine that the lender 
did not have prior knowledge of the dealer’s discriminatory conduct 

Identifying the Risks



Fair Lending (ECOA) Risks:

Indirect auto lenders (creditors) should take steps to mitigate fair lending risks, 
including: 

• Impose controls on dealer mark-ups and compensation policies to limit the potential for 
discriminatory differences in loan rates

• Eliminating dealer discretion to mark-up buy rates by using another method to fairly comensate
dealers

Flat Fee Payment Method:

• Provides the lowest risk
• Flat payment for each loan purchased by the credit union (e.g. pay is based on total loan amount, 

credit score, year of the vehicle) 
• Dealer has no discretion in altering the rate the borrower will receive (e.g. no mark-up incentive)
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In order to manage the fair lending risks in connection with a indirect lending 
program, a credit union should implement controls, including the following: 

• Maintain an up-to-date fair lending policy statement;

• Regular fair lending training for all employees involved in the program, 
including the dealer

• Establish fair lending and other compliance expectations within the dealer 
agreement

• Establish clear underwriting criteria for dealer loans

• Review of marketing material for compliance and UDAAP concerns 
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Establish a compliance program that is clearly defined by your policies 
and procedures: 

• A written program represents a source that serves as a training tool for all 
parties

A well planned, implemented, and maintained compliance program will prevent 
regulatory violations due to non-compliance, protect consumers (UDAAP), and 
align business operations and strategy 
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Additional considerations for an effective risk management program 
include:

• Due diligence

• Performing a risk assessment

• Clear contractual obligations

• Comprehensive audit and monitoring program

• Board and Management oversight  

An effective risk management program can reduce risk exposure, identify and mitigate 
the risk of prohibited activity, or possibly result in executing an exit clause in a contract 
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Due Diligence: 

An effective and ongoing due diligence program is necessary to mitigate the risks 
associated with the indirect lending relationship

An effective due diligence program includes:

• Policies defining criteria for determining which dealers the credit union will allow in its 
indirect lending program

• Gaining references from other financial institutions 
• A planning process to assess the risks involved with the dealer now and ongoing 
• Review the dealer’s financial and operational risks
• Determine the legal agreements necessary for the program

Credit union officials should establish clear policies governing the selection of vendors, as 
well as conditions requiring removal of vendors from the indirect lending program
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Perform a Risk Assessment:

• A detailed risk assessment should be developed based on the initial due diligence review

• Should be provided to the board of directors and senior management prior to engaging in a 
new activity or product 

• It should identify and categorize all potential risks faced by the indirect lending relationship 
with the dealer 

• Identify all applicable consumer laws and regulations 
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Clear contractual obligations: 

• There should be a formal written agreement between the credit union and the dealer 
• Provisions in the contract should be based on identified risks 

The contract should include the key components typical for a third-party 
vendor contract, such as:

• Detail performance expectations of the dealer, including consumer compliance expectations
• Documentation standards 
• Exit clauses 
• Underwriting standards
• Clearly address compensation requirements (e.g. fixed fee or dealer discretion)
• Define the requirement for the dealer to provide ongoing financial information
• Outline the credit union’s ability to perform on-site reviews of the dealer

You cannot contract away your compliance responsibilities 
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Consumer Contract Underwriting:

• Credit Unions should have well defined loan underwriting standards for 
consumer contracts

It is a best practice for Credit Unions to apply the same standards to 
indirect loans that they apply to direct loans to promote consistency 

• Standards should be reviewed if negative trends begin to surface during 
monitoring 

• All exceptions to policy should be approved by Credit Union personnel 
responsible for administering the indirect lending program 
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Comprehensive Audit and Monitoring Program:

• Risk-based monitoring derived from the risk assessment developed during due diligence 

• The monitoring program should include both off-site monitoring and on-site visits to 
dealers

• Staff should be adequately trained to ensure they fully understand the risks in order to 
conduct a thorough monitoring 

• Outline clear performance expectations of each dealer, including a review of loan 
quality produced by the dealer (percent past due, charge-offs), compliance reviews 
(appropriate disclosures, fair lending review)

The Risk Assessment should be updated periodically depending on the results of 
the monitoring and audit functions 
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Board and Management Oversight:

Management and board of director oversight of the indirect lending activity is 
critical to the success of the compliance program

• The board of directors should establish clear guidelines for the level of risk it will 
accept from the indirect lending program 

• Management should report to the board of directors key performance 
indicators, such as past-due loans, charge-offs, and exceptions made to policy

• The board should review the vendor management policy, due diligence 
reports, risk assessments, and monitoring and audit results

Mitigating the Risks



Satisfying examiner expectations:

Regulators expect all credit decisions on all loans to be property documented 
regardless of who originates the loan 

• This includes approvals, denials, and approvals made with policy 
exceptions

• Credit Unions can better manage credit risk and ensure compliance with 
consumer regulations by thoroughly documenting all credit decisions

Key Examiner Trends



Potential areas of examination focus:

Examples regarding where creditors should focus time and efforts prior to a 
formal examination:

• Rate Practices

• Credit Underwriting

• Documentation and Information Requirements

• Collection Practices

• Consumer Complaint Handling – Response Time

Key Examiner Trends



Rate Practices: Potential areas of examination focus

• Clear communication of rate mark-up policies to dealerships through 
clearly outlined policies and pattern of practice 

• There should be written guidelines for the dealer to follow regarding the 
mark-up of rates
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Credit Underwriting: Potential areas of examination focus

• Lenders should have credit underwriting policies in place that clearly 
outline the criteria for making credit decisions

o Demonstrates consistency 

• Credit decisions should only be made using verifiable information 

o Maintain verifiable information in the loan file (pay stubs, W-2, employment 
verification)

o Do not maintain driver’s license or other picture identification 

Key Examiner Trends



Documentation and Information Requirements: Potential areas of 
examination focus

• Lenders should establish a consistent list of documents required for credit 
review and consideration 

• Failure to require the same documentation from all borrowers could result in 
allegations of discriminatory practices

Documentation is the key to demonstrating compliance! 

Key Examiner Trends



Collection Practices: Potential areas of examination focus

• Creditors should understand consumers’ rights and their own responsibilities 
when attempting to collect debts

Creditors that collect debts in its own name are not covered by FDCPA, but as 
a general rule, most institutions follow the spirit of the Rule as a best practice

• Creditors are prohibited from harassing consumers, including excessive 
phone calls, abusive language, or threats

Key Examiner Trends



Consumer Complaint Handling: Potential areas of examination focus

• Maintain documentation of the procedural steps taken to respond to 
consumer complaints received by the credit union or dealer in connection 
with the indirect lending program

• Describe and attach evidence of communications to and from the 
consumer and any planned follow-up actions taken

Key Examiner Trends



Watching for Red Flags: 

• Examiners are reviewing Call Reports for an increase in the amount of 
repossessed autos or increasing delinquencies and loan losses

Other examples of key red flags include:

• Incentive programs (e.g. tying loan officer bonuses to indirect loan volume)
• High instances of first payment default, payment deferment, or add-on expenses 

(e.g. GAP insurance)
• Insufficient loan documentation
• Increase in complaints 
• Overall poor dealer management such as reliance on the dealer to obtain the 

consumer’s credit report, dealer-created down payments through incentives, 
inflated or fraudulent trade-in or purchase prices

Key Examiner Trends



Thank You

temenos.com
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