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Introduction > Overview

Introduction

The Office of the Comptroller of the Currency’s (OCC) Comptroller’s Handbook bookilet,
“Floor Plan Lending,” is prepared for use by OCC examiners in connection with their
examination and supervision of national banks and federal savings associations (collectively,
banks). Each bank is different and may present specific issues. Accordingly, examiners
should apply the information in this booklet consistent with each bank’s individual
circumstances. When it is necessary to distinguish between them, national banks and federal
savings associations (FSA) are referred to separately.

The booklet is one of several specialized lending booklets that complement and augment
information contained in the “Loan Portfolio Management,” “Large Bank Supervision,”
“Community Bank Sygervision,” and “Federal Branches and Agencies Supervision” booklets
of the Comptroller, book. The booklet addresses the risks inherent in floor plan
ent risk management guidelines and supervisory expectations. The
ination procedures to guide examiners in evaluating the
ct®ities on a bank’s risk profile and financial condition.

booklet includes exp
impact of floor plan

Overview

Floor plan lending is a form of invegfory fir@incing for a dealer of consumer or commercial
goods, in which each loan advance (§made agghst a specific piece of collateral. Items
commonly financed through a floor p automobiles, trucks, recreational
vehicles, boats, construction equipment, &gri uipment, manufactured homes,
snowmobiles, large home appliances, furnitdre, ighyand audio equipment, or other
types of merchandise sold under a sales finance the dealer sells each piece of

id. When inventory does not

sell as expected, the dealer may be required by the 103
other cash sources.

increasing the amount of capital needed to operate. This type of inventory financing becomes
an important source of capital that a bank can provide to the dealer.

A floor plan borrower typically has stronger asset liquidity than other commercial borrowers
due to a tangible collateral base. A dealership operates much like a cash-based business, and
the essence of the dealership business model is to turn over inventory for cash proceeds in a
relatively short time. A dealer could also try to rapidly sell its installment sales finance
contracts, if it has any, for cash in the loan markets. In a normal market, a successful dealer
can liquidate its financed inventory relatively quickly, before the inventory loses a significant
amount of its original value.

The primary source of repayment for a floor plan loan is the proceeds from the sale of the
inventory. Goods are sometimes sold under a finance contract instead of for cash, and the
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consumer may or may not be working with other lenders to finance the purchase. The bank
may expand its borrower base by also providing financing to the consumer who purchases an
inventory item. The dealer sells the goods under a finance contract and the bank provides the
financing, resulting in the bank financing both sides of the transaction: the dealer floor plan
and the consumer purchase.

Lending Authority and Limits

A national bank may make floor plan loans under 12 USC 24(Seventh) as being incidental to
the business of banking. There is no regulatory limit on the aggregate amount of such loans
the national bank can make and carry on its book, so long as these loans do not pose
unwarranted risk to the bank’s financial condition, exceed limits on loans to one borrower, or
violate restrictions on transactions with affiliates or insider lending.*

p to 20 percent of its total assets, provided that any loans in
iness loans. Under 12 USC 1464(c)(2)(D), an FSA may

h&t amounts in excess of 30 percent are direct lending by
inder, referral, or other fee to any third party.

Neither national banks nor FSAs areNgigct
floor plan collateral or values with respec
investments, however, floor plan loans ente

inimum regulatory requirement on the

e Limits to one borrower: 12 USC 84 and 12 CF

e Restrictions on transactions with affiliates: 12 US 2 &C 371c-1, and
12 CFR 223 (Regulation W).

e Restrictions on insider lending: 12 USC 375a, 12 USC b FR 215
(Regulation O). @

In addition, the following laws apply to FSAs only:

e Limits to one borrower: section 5(u) of the Home Owners’ Loan Act (HOLA)
(12 USC 1464(u)).

e Restrictions on transactions with affiliates: 12 USC 1468(a).

e Restrictions on insider lending: 12 USC 1468(b).

e Documentation and record-keeping requirements: 12 CFR 163.170(c),
12 CFR 163.170(d), and 12 CFR 163.170(e).

! Banks are subject to various banking laws and regulations, including standards for safety and soundness and
minimum capital requirements. Banks should have a robust risk management framework, such as appropriate
internal policy limits, concentration and portfolio management, effective board oversight and management
controls, and other prudent risk management practices. Refer to the “Concentrations of Credit” booklet of the
Comptroller’s Handbook for more information on concentration risk management.
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Master Agreements

A floor plan loan agreement for new inventory usually involves three parties: the supplier of
goods, the dealer, and the bank. The dealer purchases inventory from the supplier through the
bank’s guarantee of payments to the supplier. This arrangement is facilitated and governed
by a complex set of legal documents, such as the bank-dealer master loan agreement, the
manufacturer-dealer agreement, and the bank-manufacturer agreement. For pre-owned
inventory, manufacturers may be absent from the floor plan lending arrangements.

When a dealer first enters into a financing arrangement with a bank, the dealer executes a

master loan agreement, which sets forth the basic conditions of the relationship between the

dealer and the bank. This agreement normally grants the bank a continuing security interest

in the dealer’s inventory, receipts, and accounts receivable. Generally, article 9 of the

Uniform Commercig de (UCC) requires a bank to enter into a security agreement with the
ROIC

dealer and provigg otice of this security interest. Because states must individually
adopt the UCC and niey e to vary from it, however, the method of perfecting a security
interest may differ frigm gie (Rgtate.

A floor plan facility oftefgaclud@s alagreement from the supplier/manufacturer to
repurchase unsold inventory i sfecified time limits. The bank and the manufacturer
could execute other agreemen ch as loss sharing and recourse.

igsurance, dealer reserves, and
ned, floor plan advances are typically
oyg®ion that requires periodic principal

The loan documents often contain p
curtailments,? among others. As previousl
repaid as the inventory is sold, but a curta

eement or the manufacturer-
\ inggnd percentage reduction in
principal for each loan when the financed inventory dO¢ i

time.

Traditionally, the evidence of debt for a floor plan lender is th
generally two methods by which trust receipts are created. One
a drafting agreement with a manufacturer similar to a letter of credit. In this situation, the

2 Refer to appendix D of this booklet for a definition of curtailment.

3 A trust receipt is a form of security interest used in asset-based lending and trade financing. In inventory
financing involving a trust receipt, the bank is the owner of the merchandise and holds the title, while the dealer
holds and sells the merchandise in trust for the bank to repay the loan but is obligated to keep the merchandise
separate from the other inventory. The bank releases the title to the dealer when the inventory is sold and the
loan repaid.
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bank agrees to pay documentary sight drafts* covering shipments of merchandise to the
dealer. The sight drafts often require the manufacturer to provide evidence of the dealer’s
receipt of the merchandise and the manufacturer’s statement of origin (MSQ).° The drafts are
payable when the inventory is received or, if the manufacturer permits, after a grace period
that allows the dealer to prepare the inventory for sale. The inventory remains with the dealer
until the dealer sells the inventory. Title documents, such as MSOs, are held by the bank. The
trust receipts created through sight drafts provide the legal documentation for the inventory
held by the dealer and the dealer’s indebtedness to the bank.

The drafting agreement usually limits the number of units, the per-unit cost, and the
aggregate cost that can be shipped at one time, and includes a cancellation clause or a buy-
back agreement. These restrictions help prevent a manufacturer from forcing excessive
inventory on a dealer and allow the bank to cancel or suspend shipments of unwanted
merchandise. In addijgy, the drafting agreement frequently is made in conjunction with a
epurchase agreement. A manufacturer recourse agreement allows
the bank or the #€al ight and option to ship any unsold or unwanted inventory back to

The second method of creating a tr
present them to a bank for loan advagges Verchandise is shipped under an invoice
W 4 . R

system. The dealer receives the merch
where appropriate. The dealer presents th®o
pays the invoice and attaches duplicates of the d
by the borrower. Depending on the type of inve
the bank or be released to the borrower.

ments to the bank. The bank then
a0 the trust receipt, which is signed

ﬁ ler, the title may remain with

original titles or the MSOs of the inventory and have not b s of the inventory
under floor plan financing. Instead of relying on trust receipts ag Dr security

B total business assets
or a lien on the specific inventory backing the floor plan loan. Depending on each state’s
security perfection requirements, floor plan lenders may need to send notices to other
creditors or establish inter-creditor agreements to perfect their priority interest on the floor
plan collateral.

4 Sight drafts are used in trade financing and for shipments of inventory to a dealer under floor plan financing.
Unlike a time draft, which allows for a short-term delay in payment after the dealer receives the goods, a sight
draft is payable immediately when presented to the financing bank for payment.

> A manufacturer’s statement of origin, also known as the manufacturer’s certificate of origin, is a certification
of a brand-new vehicle by the manufacturer. The MSO may be required in some states to register or title a new
vehicle.
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Loan Structure
Terms

Generally, a floor plan facility is structured as a revolving line of credit with a term of one to
five years, which can be renewed through an annual review process. The maturity or tenor of
a floor plan facility and the individual loan advances can vary depending on the nature of the
inventory, the typical inventory level required, historical average turnover rate, and speed of
depreciation of the inventory. Some specialized floor plan facilities for high-value products
that normally take a longer time to market or have a seasonal selling window could have a
longer tenor that may be tied to the terms of the bank-manufacturer and dealer-manufacturer

agreements.

Individual advance r a floor plan facility can have fixed terms as well, in conjunction
with a curtailme ent. The terms for such loans are shorter than the facility’s
maturity and specific 0 the type of inventory financed. For example, it is common to
set a term of 90 days ufactured home shipped under a floor plan agreement. The
bank can renew the ini iggaonjunction with a curtailment requirement, for successive
90-day periods if the dealg i sell the merchandise within the original term.

Some floor plan lenders do no rity dates on loans but require the dealer to pay
progressively higher interest rates ifffhe dea®r gannot sell the inventory within certain
periods of time. This requirement is ishg ithe loan agreement and has an effect
similar to a maturity term. Other floor plg
that does not have a specific maturity term
Depending on the specific clauses and conditio
principal and interest of a demand line of credit
prior notice.

long as the curtailment structure is in place, the loan advance o tory is not without
a maturity. For example, a new car floor plan loan that is subject ™ onthly curtailment of
10 percent of the original loan balance starting with the 10th month has a maximum maturity
of 19 months. Similarly, a used-car floor plan loan with a 10 percent monthly curtailment
starting in the fourth month has a maximum maturity of 13 months.

A floor plan facility may also require that all collateral be sold and the floor plan loans be
paid off at the end of the maturity term. This requirement is consistent with the common
banking principle that asset-based revolving credit lines should be cleared periodically. It is
common, however, for a floor plan lender to carry forward existing collateral to serve as
collateral for the renewed floor plan facility.

Comptroller's Handbook 5 Floor Plan Lending



Introduction > Overview

Advance Rates

A floor plan’s advance rate can be defined in two ways: according to the size of the line and
according to the loan-to-value or loan-to-price ratio.

The total size of a floor plan facility is primarily driven by the dealer’s needs, which are a
function of the dealer’s “rate of travel” and the amount of credit necessary to support a
normal inventory requirement for a particular type of inventory. “Rate of travel” measures
the dealer’s average monthly sales performance in units and is typically set as the sales goal
for the dealer under the dealer-manufacturer agreement. The rate of travel combined with the
typical number of days’ supply needed for the wholesale operation establishes the size of the
floor plan. For example, if the typical inventory supply for an auto dealership is 60 days, the
dealer’s rate of travel is 100 units per month, and the average invoice cost of each unit sold is
$20,000, the appropigég size of the floor plan line is $4 million (the result of multiplying two
months by 100 uryg e average unit cost of $20,000).

There is no legal or aximum limit on the amount a bank can lend with respect to
floor plan collateral e. A floor plan lender typically finances 100 percent of the
dealer’s invoice cost for ise. For used or old merchandise, the lines are usually
extended with lower advante ffat r example, the typical advance rate for used cars is

90 percent to 100 percent of t r the wholesale values suggested by Kelley Blue
Book, National Automobile Dealersgissociggion (NADA) Guide, and Black Book, whichever
is lower or more appropriate. The in®Qystry stagfard is for the bank to define specific advance
rates and the required principal curtailmenjgfaggon the specific inventory shipped by the
manufacturers or otherwise acquired by t sogpat reasonable loan-to-value ratios are

maintained.

Sublimits

A floor plan facility sometimes contains a sublimit to resqfCt C8gaingyoduct lines, models,
years, and used inventory. A sublimit can also be establish orf credit, through

which a manufacturer may draw payments directly from the bag chandise shipped to
the dealer. The letters of credit have a maturity that is shorter tha Pank-dealer and bank-
manufacturer agreements and are revocable by the bank without cause under certain
conditions, such as a default by the dealer.

Pricing

Floor plan loans usually are priced at a specific margin above a specified index rate.
Manufacturers may provide incentives to dealers, such as offering to pay the dealers’ interest
costs during certain inventory marketing or promotional periods. Interest expense usually is
lower during the period under manufacturer support. Pricing also is dependent on the type of
collateral financed. Pricing for used inventory normally is higher to compensate for the
increased risk.
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Floor plan interest usually is payable monthly and is based on the average daily balance of
the amount outstanding under the floor plan line. The floor plan liability is shown on the
dealer’s balance sheet as notes payable, which can be further divided into detailed categories,
such as new or used.

Indirect Dealer Loans

Indirect dealer loans are loans dealers extend to consumers or commercial end users to
finance their purchases of products. These loans are referred to as “dealer paper,” “indirect
paper,” or “loan paper.”

The bank may provide both the floor plan financing and financing to the consumer for the
purchase of inventory under a sales finance contract. The consumer may also work with other
creditors to finance urchase. Upon sale of the inventory, the bank either requires cash
from the dealer g proceeds from the indirect financing to retire the floor plan debt
proportionally. ank’s installment lending or investment department may
purchase indirect loags f, ers outside of any floor plan lending agreement.®

Dealer Recourse

There are two basic arrangeme ceWng indirect loans or sales contracts from dealers:
recourse and nonrecourse. With rec@rse ag#eerents, the bank purchases the contract from
the dealer and may exercise recours i he dealer to repurchase the contract or pay
any deficiencies in the event of nonperfor, the consumer. In exercising this
provision, the bank passes all of its title rig
Enforcing this provision protects the bank again
contract, provided the dealer remains capable o
hand, with nonrecourse purchases, the bank assum
loan and carries all of the risk, even though the dealer
contact, and interview.

Recourse arrangements with the dealer vary depending on the
often include time limits. Typically, at some point in the delinqu
the dealer and charge back the contract. If the bank does not do so, as stipulated in a recourse
agreement, the bank may forfeit its option to require repurchase by the dealer. Dealer paper
with recourse may be subject to the special lending limit treatment under 12 CFR 32.3(b)(2)
for loans and extensions of credit to one borrower.

Dealer Repurchase

In addition to the recourse agreement, a bank can also use a dealer buy-back or repurchase
agreement to protect against undesirable indirect dealer loans. A dealer buy-back or

& Refer to the “Installment Lending” booklet of the Comptroller’s Handbook for more information on
purchasing indirect dealer loans by a bank’s installment lending department and risk management measures
associated with this retail lending product.
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repurchase agreement is somewhat less demanding on the dealer compared with a recourse
agreement. This agreement typically states that the dealer will actually repossess the
defaulted unit for the bank. The dealer then has the option of buying or reselling the unit at a
price based on the dealer’s market and the condition of the unit. If the price is less than the
bank’s carrying value of the unit, the deficit is absorbed as a loss by the bank.

Risks Associated With Floor Plan Lending

From a supervisory perspective, risk is the potential that events will have an adverse effect on
a bank’s current or projected financial condition” and resilience.® The OCC has defined eight
categories of risk for bank supervision purposes: credit, interest rate, liquidity, price,
operational, compliance, strategic, and reputation. These categories are not mutually
exclusive. Any product or service may expose a bank to multiple risks. Risks also may be
interdependent and e positively or negatively correlated. Examiners should be aware of
this interdepende ssess the effect in a consistent and inclusive manner. Examiners
also should be afert t ations that can significantly elevate risk. Concentrations can
accumulate within a ducts, business lines, geographic areas, countries, and legal
entities. Refer to the * pension Process” booklet of the Comptroller’s Handbook for
an expanded discussion ankifgg rKs and their definitions.

The primary risks associated lending are credit, operational, compliance,
strategic, and reputation. Price and Iguidity@isks may also be applicable to the extent the
bank syndicates or sells floor plan | efagfoghe “Loan Portfolio Management” booklet

of the Comptroller’s Handbook for detail I
liquidity risk in commercial lending.

ions regarding the role of price and

Credit Risk
The primary risk created by floor plan lending is credit ris generally operate with
minimal equity capital and narrow operating margins, anoW g seasonal business
environment. Collateral margins, if they exist, are usually 0%, agf (Bl lateral depreciates

more rapidly the longer it is held for sale. Loans to dealers, thel®§ ,
default risk and significant credit losses if not properly managed. M8r plan lending can be a
profitable and low-risk lending activity if properly monitored and controlled; excessive credit
risk arises from poor borrower credit analysis and risk selection, weak underwriting, and
poor collateral controls and monitoring.

Operational Risk

Operational risk is inherent in the internal processes, systems, human resources, management
oversight, documentation requirements, legal structure, relationship management, and

" Financial condition includes impacts from diminished capital and liquidity. Capital in this context includes
potential impacts from losses, reduced earnings, and market value of equity.

8 Resilience recognizes the bank’s ability to withstand periods of stress.
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collateral controls related to floor plan lending. Risk of loss due to operational failure is
elevated by the complex legal structure involving multiple parties, the potential failure of a
major dealer-customer, inadequate controls for collateral and customer payments, and
ineffective monitoring of the dealer’s financial condition. If a floor plan lender fails to
perfect its security interest or has poor documentation, its ability to act—including collecting
the debt, repossessing the collateral, and selling the collateral—could be limited.

A floor plan lender typically is unable to exercise full control over the inventory a dealer has
for sale and may find itself in a sold-out-of-trust position. A dealer sells out of trust when the
inventory is sold and the funds are not immediately remitted to the bank to retire the
corresponding debt. This situation usually occurs when the dealer is experiencing cash flow
shortages or critical financial problems. In addition, if the dealer has inadequate accounting
and inventory control systems it can expose the bank to heightened risk of fraud.

Compliance Risk

e same regulatory and compliance issues as other types of
commercial lending. orggercial lending activities, bank management and
applicable lending staff sShguld bavre of safety, health, and labor laws and regulations
applicable to the dealer and tig p ts that could lead to an indirect risk to the bank. The
costs associated with noncompNe#®e s and regulations could compromise the
borrower’s financial capabilities anguitimag@ ability to repay the bank.

Floor plan lending igpuby

If a floor plan lender structures a loan in vjgfat] f statutory and regulatory requirements, it
repossession, and sale of the collateral. It could
such as a civil money penalty and lender liabilit

Strategic Risk

A bank should fully integrate any specialized loan product offerin the bank’s strategic
goals and direction and assess whether such product offering provides an adequate return on
investment on a risk-adjusted basis. For any specialized loan product, including floor plan
lending, bank management should perform adequate due diligence reviews before
engagement and ensure that the bank has a strong risk management system and a highly
specialized and knowledgeable staff to recognize, assess, mitigate, and monitor the risks

% To obtain guidance on consumer protection laws and regulations, refer to the “Other Consumer Protection
Laws and Regulations” booklet of the Comptroller’s Handbook.
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unique to the specialized product. Any floor plan lending transactions conducted without
thorough preparations and a continuing investment in the personnel and infrastructure
necessary to maintain a sound and profitable operation could run counter to the bank’s
strategic goals and pose significant strategic risk to the bank. In addition, failure to provide
effective oversight of floor plan lending activities by bank management and the board of
directors can increase the bank’s strategic risk in addition to other correlated risks, such as
credit, operational, and reputation.

Reputation Risk

A bank’s failure to adhere to its policies and standards, such as failure to advance, fund, or
pay a legitimate invoice on a timely basis, as well as actions taken by a bank to protect its
interests, such as the termination or modification of a floor plan agreement or repossession

soured relationshj
negative effect

major dealer-customer in a particular industry also may have a
deputation. Failure to meet the needs of the community,

nder liability lawsuits, and consumer-related litigation all
may diminish the ban The other risks the bank faces could also lead to

reputation damage.

Risk Management

ontrol risk by implementing an effective
d complexity of its operations. When
aggement system, they consider the

Si4 Refer to the “Bank Supervision
@nded discussion of risk

Q! plan lending
tivities. The board

Each bank should identify, measure, 1(0)
risk management system appropriate for
examiners assess the effectiveness of a ban
bank’s policies, processes, personnel, and contr
Process” booklet of the Comptroller’s HandbooK fg
management.

n

i

A bank’s board of directors should periodically review a
policies and procedures as appropriate for the bank’s floor p
should assess whether the internal audit and loan review functi@ grm timely reviews of
this area and are independent of floor plan lending approval and ¢ administration
functions. The board should also periodically review appropriate management information
system (MIS) reports regarding the institution’s floor plan lending activities to better fulfill
its oversight role.

Policies

Loan Policy

The core of effective risk management is the establishment of prudent policies and
procedures for this type of lending, in accordance with the board of directors and senior
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management’s risk appetite, strategic goals, business plan objectives, and capital. Such
policies should include

e descriptions of the type and qualifications of dealers and products the bank will lend to
and lend for.

limits on the size of the floor plan lending portfolio relative to total assets and capital.
lending limits for each dealer and each type of product being financed.

advance rate and loan-to-value limits.

over lines and guidance line limits, if applicable.

underwriting requirements, such as borrower and product manufacturer analysis and due
diligence, loan structure, pricing, collateral standards and controls, relevant financial
metrics to be used, loan covenants standards, and loan approval processes.

e curtailment programs and implementation requirements.

i eral controls, such as floor plan inspections, exist and operate in a

[ ]
<
19
=
=
)
s¥)
=
o
S
—+
=
D

timely fashi

collateral inspectjn sg nd frequency, and management’s oversight of inspections.
stress testing andWi \ jections requirements.

standards for guara ird-party support.

dealer and collateral i irements.
gl ent staffing level, and adequate resources.

Curtailment Policy

Each floor plan loan agreement should effe
standards so that debt reductions match or exce
This is necessary because stale inventory may dep
collateral may depreciate rapidly if it is used by the 0N
current-year model, or was previously owned or used w
Because loan advances are made to 100 percent of the col v
begins to depreciate, the individual loan amounts should be clr, @ b curtailment
structure should be adequate and should consider the demand, g8 Phd overall market
condition of the collateral so that the bank’s credit exposure is adequately protected by the
underlying collateral.

depreciation of the collateral.
igitously. For example, the

as the collateral

Banks should also include curtailments at renewals of any floor plan facility, as mandated by
the bank’s floor plan policies or procedures, in addition to a standard age-driven curtailment
schedule. At the first renewal, the dealer should pay all interest to date and a percentage of
the principal as curtailment. At subsequent renewals, constant or increasing curtailments and
interest should be due. The curtailments at renewals should be programmatic and fully
documented in the loan agreement. The purpose of automatic curtailments at renewal is to
both limit risk of loss to the bank and to push the dealer into moving slow inventory, by
wholesale if necessary, to minimize bank losses.
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Lender Protection Policy

Manufacturer and dealer repurchase and recourse provisions are customary in floor plan
lending. Such provisions are intended to provide the bank with an additional margin of safety
and to ensure the performance of the floor plan loan and the quality of indirect loans made by
the dealer. Therefore, floor plan loan policy and procedures should incorporate all these
considerations, if applicable.

Indirect Lending Policy

The bank’s policy for indirect lending should fully conform to the bank’s underwriting
requirements, regardless of whether the bank or the dealer underwrites the loans. The bank
should implement controls to verify that the dealer is complying with relevant laws and
consumer regulationg®he bank’s approval of a dealer for indirect lending is an expression of
willingness to acgf% P loans that meet the bank’s standards, and no obligation to buy the
loans should be hadg led. This is particularly important for nonrecourse indirect

Indirect dealer lending p&§cy sh Iso include the provisions for dealer recourse or
repurchase to ensure that the @gea ars the consequence for its own poor credit decisions.

All past-due loans with recou nsidered direct debt of the dealer if the dealer is
liable for the debt under the recours@fagreengent. The bank should also investigate any
material losses that the bank sustain r agfourse or repurchase agreement and

determine whether the bank’s interests weggfDrofted to the fullest practical extent.

Although recourse agreements and, to a lesser e
additional protection for the bank buying the de is important to consider that the
iakly exhaust a dealer’s
resources and is, therefore, no substitute for prudent [O% Ring. Unless the dealer
performs the underwriting in the same manner as with n se lgans, the bank should
consider recourse loans as both loans to the dealer and to t too many of the
ore, the bank should
. dealer should adhere
to the same underwriting policy and standards and closely monitor policy adherence and
performance. Because recourse agreements provide little credit protection for the bank,
recourse agreements can be considered primarily as a repossession and sales benefit for the
indirect lender.

Processes
Underwriting Standards and Practices
Dealer Background and Analysis

Underwriting standards should establish criteria for the credit history, collateral values, loan
terms, and financial condition of the dealer and indirect borrowers, if any. The bank should
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perform appropriate due diligence on dealers and obtain credit approval through the bank’s
loan approval process. The loan approval process should include a thorough analysis of the
dealership and its credit application. Review of the application should include

e the dealer’s primary business address.

o the locations of all of the sales and storage lots the dealer operates.

e the names of all persons having a proprietary interest in the dealership, with the
ownership expressed in terms of percentage of the whole.

a general description of the types and price ranges of units the dealer sells.

any advertising literature.

a list of all manufacturers supplying the dealer.

the terms of a manufacturer or supplier’s buy-back or repurchase agreement and program.
any other manufagturer-specific conditions or requirements.

whether or not ler is willing to sign recourse or repurchase agreements in favor of
the bank.

The background revlw, anaWysis of a dealer should include fiscal year-end financial
statements for at least (g pre®io 0 years and interim financial statements, if available.
Generally, audited financW sigtegeny, including balance sheet and income and cash flow
statements, are best practice, Rut sS\a alerships may only have unaudited statements. If
the loan is supported by guarant™®, gprop\ate financial statements should be obtained and
analyzed on each guarantor.

Understanding the inventory valuation mx
dealerships use the last in, first out (LIFO) a#Co
to minimize taxable income. It is also important

partant in balance sheet analysis, as most

ad that dealership balance sheets

may reflect substantial intangible assets that generg dent franchise rights.
Lending officers should also review any written audit or i tioMreports of a borrower to
assess the adequacy of sales, inventory, and the accounti d evaluate the severity

of historical out-of-trust incidents, if any. In addition, writte
the principals from recognized credit reporting and business raifgg agegfies should be
reviewed if they are available. The purpose of reviewing these ite to ensure that a bank
limits its relationships to dealers who show sufficient financial strength to maintain a viable
dealer operation, as well as sound business ethics and integrity.

Manufacturer Due Diligence

To the extent that manufacturer repurchase or recourse agreements exist, and particularly if
the manufacturer pays the floor plan interest for the dealer during a manufacturer support
period, repayment capacity analysis of the borrower should include a review of the
manufacturer’s financials. The manufacturer’s agreement, complete financial analysis, and
subsequent reviews should be part of the documentation requirement and be included in the
bank’s individual loan files. This is particularly important because some manufacturers may
be no more creditworthy than individual dealers.
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Term Setting

The terms for the floor plan facility and for each loan advance under the facility should not
be excessive, and maturities should be based on the type of inventory financed. The condition
of the inventory and the speed with which it depreciates should be given the utmost
consideration. A thorough on-site inspection by qualified individuals is the best way to
determine the condition of the collateral. Well-prepared inspection reports are excellent aids
to the bank in determining appropriate loan terms.

Understanding the historical sales, inventory days outstanding, and ordinary industry
inventory levels can help determine whether the loan term and the curtailment structure are
appropriate. For example, if a dealer has an average inventory turnover rate of four times per
year in a normal operating environment, a 90-day loan advance term might be appropriate. In
the event a dealer is gble to sell the merchandise within the original term, the loan could be
renewed for a suc 0-day period, up to a maximum of two renewals.

Inventory refinancinggsh limited, because a dealer’s inability to reduce inventory
indicates a marketin that could lead to stale, unsalable inventory. Setting a
stringent limit on the terMyis par ly important when the loan agreement does not contain
a curtailment requirement Or @heX\th& e is doubt that the dealer can perform the curtailment

requirement.

Advance Rate and Loan-to-Value'Rati /
Banks should refrain from over-advances

Dealers generally try to maintain an inventoly fi
inventory days outstanding, and consistency wi
Banks should also refrain from extending credit i

inventory. As a general rule, the loan-to-value ratio T
manufacturer should be capped at 100 percent. For used andise, there should be

versupply of dealer inventory.

g on their historical sales, average
industry inventory supply.
wholesale value of the

appropriate. Lower advance rates are usually appropriate for Usg# Andise. For example,
although a typical used-car floor plan facility may advance 90 t0%QQg#tcent of the lower of
the auction price or the wholesale values provided by the Kelley Blue Book, NADA Guide, or
Black Book, it may be more prudent to limit the advance rate to 80 percent or lower under
certain circumstances, such as for slow-selling models, during an offseason, or under other
poor market conditions.

Covenants

Affirmative and negative covenants, such as those relating to timely financial reporting and
collateral protection, should generally be included in the dealer agreement. Depending on the
size of the dealership, the nature of the inventory, the existence of other working capital or
term credit facilities, and the manufacturer’s agreement, it may be prudent to include
appropriate financial covenants in the loan agreement, such as a minimum debt service ratio,
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minimum cash burn days,® and a minimum tangible net worth. Dealers, however, tend to
have low book equity and their cash flow tends to be volatile due to seasonality of sales.

Security Perfection

A bank should perfect its security interest in the collateral, or hold clear titles to the
collateral, to secure repayment for the amounts advanced from floor plan lending. Security
perfection is important because it enables the bank to repossess and liquidate the collateral to
satisfy the loan obligation if the dealer defaults.

Credit Administration

Disbursement

Loan disbursemeg @ d be supported by the original copy of the manufacturer’s invoice
retained in the b¥Mk’ P Tg ensure that the manufacturer is paid for the merchandise, loan
proceeds should alw. payable—either directly to the manufacturer or to the
manufacturer and the Wintly—by draft payable on sight of the MSO, if possible. In the
case of used inventory, proged§should be made payable to the sources, such as the
auction houses or the selling @al®s, ®r to the sources and the dealer jointly.

S

Documentation

Floor plan lending documentation is si M
The bank should retain in-house or outsid¥ |
the laws of secured transactions to review floor

plan loan the bank makes, the bank should retai
file:

ocumentation for any secured financing.
| familiar with floor plan lending and
Ny documentation. For every floor

g documents in the bank’s loan

e Floor plan master loan agreement that details the loarn@tru®yre, saich as the obligation,
payment amounts, and term. @

e Security agreement enforceable in the jurisdiction where thg @l is located,
whereby the bank can acquire title and repossess the collaterdNgggfferty in the event of

default.

Evidence that security interest has been perfected under applicable law.

Original credit application.

Credit report submitted by a credit reporting or business rating agency, if applicable.

Original copy of the manufacturer’s invoice.

For indirect dealer loans, an assignment from the dealer, passing rights under the

financing arrangement to the bank.

e Copy of the sales contract.

10 Refer to appendix D of this booklet for a description of a typical cash burn measure used in dealership
business.
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In addition, the bank should maintain a continuous register of loans originated through the
dealer in order to have readily available knowledge of its status with that dealer. The register
should contain the following information:

Loan number.

Amount of loan.

Date of loan, or date of purchase.

Borrower’s name.

Dealer’s name.

Recourse provision included in assignment.
Repurchase provision included in assignment.
Interest rate.
Term of loan.
Date loan is re

Regardless of wheth
made by the dealer,

mation pertains to a loan to the dealer or an indirect loan

Id have control of and possess the entire documentation in
the bank’s files. Not o readily monitor the documents, but, in certain
situations, possessing the | jan Baper and supporting documents can provide a distinct
advantage when the bank trie§go repossess collateral or take control of cash flow
from the underlying borrowers. tion Q! the legal and transactional documents related

to the floor plan activities should b nspey\ysically during the floor plan inspection to
' g

prevent inadvertent or fraudulent du@ the same collateral.

>

Ongoing Financial Analysis and Monitor#ig

memts, depending on the
hog e promptly reviewed
as part of ongoing credit monitoring and analysis and can beNse pviding early
warning signals should a dealer encounter financial difficulty.

Dealers have financial reporting responsibilities to both the manufacturers granting the
franchise and the bank providing the floor plan financing. Manufacturers typically require
highly detailed monthly financial statements from the dealers, such as balance sheets and
profit and loss statements, as well as interim and year-to-date statements. Financial
information may be further broken down by product lines or other characteristics of the
dealer. Annual financial statements in various degrees of detail and coverage may also be
required, depending on the size and complexity of the dealership and the nature of the floor
plan arrangement. Therefore, the bank could leverage the manufacturer reporting requirement
and make use of the detailed financial reports in its analysis. The bank should, however,
validate the financial information and analysis and exercise its own judgment.

The most important source of information about the dealer’s financial condition is the final
year-end audited financial statements. These statements generally contain a set of
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adjustments, such as write-downs on stale inventory, changes to depreciation expenses, and
accounting basis adjustments. Because these adjustments could affect profitability and capital
adequacy, banks should focus on these annual statements when evaluating the dealer’s
financial condition.

Other considerations in the ongoing financial analysis of the borrower include the following:

e Review of the dealer’s financial condition should be based on the financial data for each
individual borrower, as well as the consolidated corporate family when there are multiple,
related legal entities or ownership interests, or if there is a parent-subsidiary relationship.

e Analysis of the additional sources of repayment should include the financial statements or
tax returns on each principal of the dealership and its guarantors, if any, and a review of
their tax situations. This information helps the bank determine additional sources of
repayment besidggusiness cash flow and assets, the value of personal guarantees, and
the ability ang 1‘% ess of the owners and guarantors to make up for any shortfalls in

e Analysis of the ¢ iability should include its sales, cost of goods sold, the
ecific units sold. Dealers usually use the LIFO method
lower taxable income, so banks should first identify
etter understand a dealer’s inventory level and

y using LIFO, the amount of the LIFO reserve

the inventory valuation
profitability. If the dealer
should be added to the inventoryiievel.

e Review of a dealer’s profitabilit Id
profitability is in part reflected in factqfr
warranty claims. Holdbacks are the amaq
automobile manufacturer, a holdback is add Qvoice price of the unit and is
usually 2 percent to 3 percent of the new ve
dealer quarterly. Warranty claims for covered ¥ ices need to be processed and
submitted by the dealer in a timely fashion. Such \
by the manufacturer.

e A comparison should be made between the number of

ccount for factory receivables. Dealer
ables in the form of holdbacks and

ny product must

\ r’s principal asset,
and its acquisition normally creates the dealer’s major liability. The dealer’s financial
statement should show an inventory figure at least equal to the related floor plan liability
as of the date of the financial statement. Unless the difference is represented by sales,
factory receivables, or contracts-in-transit, a floor plan outstanding liability that is greater
than the amount of inventory is an indication that the dealer may have sold out of trust. A
dealer that has sold portions of its merchandise out of trust by diverting the funds
received leaves the bank with a partially unsecured floor plan line.

e Monitoring of customer activity, which is consistent with a well-managed and well-
controlled floor plan arrangement, may include the dealer’s deposit account. A review of
the flow of funds into and out of the account may reveal that inventory has been sold
without debt reduction, that the dealer is incurring abnormal expenses, or that unreported
diversification, expansion, or other financial activity has occurred that might warrant a
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reconsideration of the credit arrangement. Token or overdrawn balances should trigger
increased collateral inspections.

Banks should regularly monitor the dealer’s financial performance and liquidity condition.
Delinquent notes (either unpaid interest or unpaid curtailments), out-of-trust sales, maturities
extended beyond reasonable expectation, and low cash coverage of future cash expenditures
relative to the industry norm are warning signs. These signs indicate that the dealer is having
cash-flow difficulties and should alert the bank to conduct collateral verifications and
inspections more frequently. Slow-moving inventory, other than farm equipment or other
seasonal merchandise, could be a sign of fraud or poor management on the dealer’s part.
Monitoring for most dealers should occur monthly, normally using financials the dealers
prepared for the manufacturers.

Banks should also mggjtor floor plan balances for any over-advances and take quick action to
resolve the situatig @ portion of the loan balance (principal and earned interest) that
exceeds the whoesalRwadlieQf the collateral is reliant entirely on the dealer’s ability to repay
and is unsecured on e paf ONge bank.

Inventory Inspection

lue and collateral controls are of prime
tured so that the debt is repaid from the sale of

As with all inventory financin
importance. Floor plan lending is id
the collateral before the collateral d

schedule curtailments that are sufficient to
Therefore, floor plan lenders should regularly i
of title documents, and, if necessary, take physical
warehouses to control the collateral.

vendor at least quarterly, but more frequently depending on the repayment terms as well as
the dealer’s reputation and financial condition. For example, floor plan loans on a “pay as
sold” basis should generally be inspected more frequently, such as on a monthly schedule,
while floor plan loans on a “scheduled pay” repayment term, especially those that are fully
amortizing, may require only a quarterly inspection schedule. For purpose of quality
assurance, it may be necessary to rotate the bank inspectors and inspection duties regularly
among the department’s staff or outside servicers.

As necessary and appropriate, floor plan inspections should include both pre-announced and
unannounced visits. Because dealers may send inventory off the lot or out of the warehouse
for demonstration purposes or possibly for minor maintenance issues, inspection checks
made on a pre-announced basis allow the dealer to prepare the inventory so that the bank can
verify all the collateral under the floor plan facility and compare the stock against records
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obtained from unannounced inspections. For inventory that is out on a test drive or
demonstration, at a body or detail shop for repair or maintenance, or not at the dealer’s lot or
warehouse for any other reason, the bank may request that the dealer produce the goods
within a reasonable time, e.g., two days. The bank’s floor plan inspector may also visit the
body or detail shop or any other locations where the inventory is located to verify the
existence of the goods.

Checks should include the inspection of identifying documents, verification of serial
numbers, and comparison with any inventory lists to determine the inventory’s existence and
condition and to confirm that the inventory is available for sale. For used automobile
inventory and demonstrators/loaners, vehicle mileage should be checked to confirm that
depreciation is not occurring at a rate faster than expected. Any missing articles or other
exceptions revealed by the floor plan check, as well as the dealer’s explanation thereof,
should be verified asgagoper and be followed up at subsequent floor plan checks. Banks
should also verify, sing inventory reportedly sold and unpaid is related to contracts in
process, and suc#fco cessing time should be reasonable. Inventory covered by the
floor plan that is sol
and the amounts owe nta portion of unsecured credit.

The bank should confirm thai@heNgvehtory financed is not sold out of trust, i.e., sold without
repaying the bank’s wholesal §0ventory has been sold out of trust, the bank

should take steps to ensure that the iated with that inventory is repaid immediately
and should investigate whether frau
should undertake effective measures t imit loss and inform the appropriate
authorities.

Sometimes banks permit dealers to delay repay
sales. For example, dealers selling in large volumeég
before proceeds from inventory sold must be receiv
allows the dealer to conduct the amount of necessary bo
business. If, however, inventory is missing at the time of

plan loans for a few days after
ygranted a three-day leeway

required.

Dealer inventory records should be retained in the dealer file along with the application for
approval and the dealer’s financial statements. Floor plan check sheets should also be on file
in the bank, indicating that a bank representative has personally verified every piece of
inventory, by serial number and description, shown by bank records as unsold and in the
dealer’s possession.

If inventory inspection reveals that a dealer is deliberately withholding funds received from
the sale of pledged inventory collateral beyond the normal allowable period, the bank should
immediately discuss the situation with the dealer management and determine the appropriate
legal course of action to prevent or minimize loss exposure.
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Relationship Management

Dealer lending relationships require analysis similar to that for any other commercial loan,
but the legal agreements and controls required for floor plan lending are particularly
complex. Bank lending staff should be aware that some dealers finance inventory with two or
more lenders simultaneously, even though the ideal arrangement for a bank is to have an
exclusive floor plan lending agreement with a dealer. Even when inventory financing is
limited to one lender, the bank should not expect to receive all cash proceeds or all indirect
consumer installment loans on every unit the dealer sells, because some inventory might be
unfinanced or financed with other types of loans from other creditors. Sometimes the dealer
can quickly sell inventory for cash without relying on floor plan financing, and sometimes
consumers arrange their own financing. Other times consumers do not meet the bank’s
underwriting standards for indirect dealer financing.

counting and reporting for indirect loan accounts by dealer. Such
segregation allo# etermine each dealer’s reliability from the quality of loan paper

the bank receives ang

inferior quality, the rela ly of questionable value to the bank Small indirect
dealer loans related to con cts should be treated like other consumer loans for
underwriting, monitoring, col : ntrol practices, and for ascertaining whether the
dealer complies with consumer lawgind reglilations.

Dealer Reserve for Indirect Lendin /

One common practice that has caused earnirigs
banks is to pay the dealer fees or provide the de
reserve. The practice has caused banks to miscalcufg
could end up lower than anticipated. A dealer reserveum
dealer reserve account is a deposit account credited with
sale of indirect loans to the bank. The account is used to ¢
the dealer and is controlled by the bank.

a0 d even lower profitability for
ounts without setting up a dealer
iglds on the dealer paper, which
itigate these problems. A
dealer earns on the
performing loans to

For example, it is a common practice in manufactured-home lending for the dealer to
participate in a dealer reserve arrangement with the bank. Both dealers and banks consider
this as a legitimate source of income to the dealer. In such an arrangement, the dealer writes a
loan to yield, e.g., 8 percent, then discounts the loan to the bank to yield, e.g., 4 percent, with
the discount credited to the dealer reserve account. Normally, the discount is set aside in this
reserve at the time a loan is made or purchased. The typical reserve agreement states that the
purpose of the reserve is to absorb credit losses and unearned interest income due to
prepayment from the individual borrowers, and the amounts not used in this manner are to be
paid to the dealer periodically on a percentage basis.

Dealer reserves should be rigidly controlled for contract compliance. They generally should
not be used to bring past-due accounts current, but should be used to pay off past-due
accounts in full.
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Personnel

Capable management and appropriate staffing are essential to effective risk management.
Recruiting and retaining competent floor plan lending executives, line managers, risk
management personnel, and back-office staff is crucial. The skills and expertise of floor plan
management and staff should be commensurate with the complexity of the bank’s floor plan
products and services. The skills and compensation required for larger banks are generally
greater and more varied than those required in less complex banks. Mergers and
consolidations may also present complicated personnel challenges. Merger plans should set
forth strategies for retaining the staff members critical for effective risk management.

Floor plan lending personnel should be thoroughly familiar with the documentation for floor
plan financing and its operations regardless of how a transaction is structured. The bank

pnsactions. The bank’s counsel should thoroughly review the

nk’s floor plan facilities. Floor plan lending staff should also

regulatory requirements for floor plan activities, consumer
etite, and the risks associated with floor plan lending.

Control Systems
Internal Loan Review
Similar to any lending products, floor pla(
control processes. A bank’s independent loa#f re\@ie

include regular reviews of floor plan lending. Tig€regh I8
of floor plan loans should make sure that the floor gffa g

procedures concerning the existence and value of tht

ould be subject to credit reviews and other

Periodic independent reviews should also verify the accuracy of ratings and the operational
effectiveness of the bank’s risk-rating processes. Objective reviews of credit risk levels and
risk-management processes are essential to effective portfolio management.

Loan review is a key internal control and an element of the safety and soundness standards
described in the “Interagency Guidelines Establishing Standards for Safety and Soundness”
found in appendix A of 12 CFR 30. The “Loan Portfolio Management” booklet of the
Comptroller’s Handbook and attachment 1 of the “Interagency Policy Statement on the
Allowance for Loan and Lease Losses,” conveyed in OCC Bulletin 2006-47, “Allowance for
Loan and Lease Losses (ALLL): Guidance and Frequently Asked Questions (FAQSs) on the
ALLL,” provide more information for evaluating a bank’s loan review function.
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Audit Functions

Floor plan lending activities should be included in a bank’s audit program as part of the
bank’s internal control and risk management system. For example, a bank’s auditor may
accompany the bank’s floor plan inspector during inspection as an additional quality control
measure and to deter bank staff collusion with the dealer. Inventory subject to each floor plan
loan should be verified by the audit department during the regularly conducted audits.

External audit services may be contracted by the dealer or the bank to provide independent
assessments of the dealer’s business processes and controls. Inventory audit servicers can be
used to assist inspections, but these third-party services should not be relied on without
proper oversight by bank management.

Management In ation Systems

Floor plan lendiffg a ould have accurate and complete MIS and reporting

Ilections, manufacturer and dealer repurchases or
recourse, loan curtailments, trations of credit within the floor plan lending
portfolio. Other periodic port
limited to, a summary risk rating pr

used inventory, over-line accounts,

Risk Rating Floor Plan Loans

Rating Factors

Risk rating considerations should focus on the strength o N d secondary sources
of repayment. A floor plan loan’s primary source of repaymemt j4 eived from the sale
g cash flow from
operations of the dealership. The following factors are important toConsider when assessing
the internal risk rating and the appropriate regulatory risk rating of a floor plan loan:

e Quality and liquidity of inventory as demonstrated through the dealer’s sales, inventory
turnover, and payment history.

e Strength of the credit’s structure and controls.

e Borrower’s financial condition and performance, including liquidity, capital, and
operating trends.

e Strength and reliability of the company’s cash flow from operations.

e Actual operating performance versus planned operating performance.

e Quality and performance of the indirect loans generated by the dealer under the floor plan
facility, if applicable.

Comptroller's Handbook 22 Floor Plan Lending



Introduction > Risk Rating Floor Plan Loans

A dealership’s operating cash flow should be sufficient to service the interest on the floor
plan facility, consistent with the expectation for a short-term working capital line of credit. It
should also be able to meet the principal curtailment requirements and pay any residual
amounts under the floor plan facility, in case the dealer liquidates the inventory below the
original loan amount.

A dealership’s operating cash flow becomes more important when the floor plan lender does
not exclusively finance the dealer’s inventory or when the dealer has a broad range of income
sources not directly related to the inventory under the floor plan facility. Operating cash flow
is also important because a floor plan facility typically finances up to 100 percent of the cost
of collateral and does not have the excess collateral protection typically seen with an asset-
based loan (ABL) with a strong borrowing base limit.

A dealership’s other }
any, could be a te
rating of a less-t#fan-
manufacturer suppor;

idity sources, guarantors, and manufacturer support programs, if
rce of repayment or a mitigating factor in assessing the credit
ructured floor plan facility. A bank that relies on sponsor or

itions regularly. A bank may consider sponsor and
manufacturer supports in assi adisk rating when the bank can document the history of
demonstrated supports and th n gicentives, capacities, and stated intent to continue
to support the transaction.

Regulatory Risk Ratings /

Examiners should apply the uniform classificati
Risk” booklet of the Comptroller’s Handbook
determine the appropriate risk rating, examiners sh
relevant to the borrower’s ability to repay the loan in Tom.

ns found in the “Rating Credit
g and rating floor plan loans. To
idgg2all available information

Pass

A credit is considered pass if it does not fall under the special me y substandard,
doubtful, or loss categories as defined in the “Rating Credit Risk™ booklet. The following
floor plan loan characteristics generally indicate a pass rating:

e Credit is self-liquidating through timely cash sales of the inventory, without relying on
the bank’s purchase of dealer paper to reduce the floor plan liability.

e Liquidity is adequate, well managed, and not expected to be adversely affected by
extraordinary capital needs.

e Controls around the credit facility are satisfactory and the dealer has no significant out-
of-trust sales.

e Dealership is adequately capitalized and historically profitable.

e Operating performance is sound and consistent with financial projections.

e Credit is stand-alone, with a perfected first priority claim on the collateral not
subordinated to other credit facilities.
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e Credit contains a manufacturer recourse or repurchase agreement, and the manufacturer
has consistently performed on its obligation.

e There is a loss-sharing agreement from the manufacturer, and there is no history of the
manufacturer breaching the agreement.

Special Mention

A floor plan credit rated “special mention” is one that has potential credit weaknesses, such
as a loan with weak controls or structure, that may, if not checked or corrected, weaken the
asset or inadequately protect the bank’s position at some future date. Such loans pose
elevated risk, but their weakness does not yet justify a substandard classification. For
example, a floor plan credit that has liberal terms can be rated special mention because the
deficiencies in the structure could potentially lead to nonpayment by the borrower and
inadequate protecti the bank. Similarly, a floor plan credit that does not have a
curtailment requi IS missing key support mechanisms or other important risk
mitigation featu®s d special mention if the weaknesses are not adequately
mitigated. Other potgti sses include deficient supervision of the facility by the loan
| inspections, stale or missing financial statements, and

Classified

Floor plan loans with well-defined credit es should be classified substandard,
doubtful, or loss. A substandard floor pla i
current sound worth and paying capacity of the
distinct possibility that the bank will sustain so
doubtful credit has all the weaknesses associated
characteristic that the collection of the principal and i
improbable. A loan is classified loss if it is considered u
value to warrant its continuance as a bankable asset. The u
is often in bankruptcy or in default for a sustained period.

is highly questionable and
gd of insignificant

A credit can be classified if it has well-defined weaknesses, such as an unsatisfactory cash
flow profile, inadequate debt service capacity, and a worsening trend that is not mitigated. In
addition, a floor plan loan with multiple structural deficiencies or serious control issues can
be classified. For example, a classified rating is appropriate if the loan has not been fully
repaid while the associated inventory is missing or if the dealer frequently and persistently
sells inventory out of trust. Further, if liquidation of collateral (e.g., a forced sale by the bank
or the dealership) is a floor plan loan’s most likely source of repayment, the loan would
likely be classified.

A credit may be classified if it is experiencing faster-than-expected depreciation of the
pledged collateral, resulting in collateral shortfalls that are not adequately and timely
remedied. Other collateral quality issues, such as stale inventory and inventory
concentrations (particularly when not properly analyzed by the bank), lengthening of the
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operating cycle and seasonality, recurring and unexpected inventory write-downs, and
unaddressed adverse field examination results can also be indications for an adverse risk
rating. Trends in the dealership’s operating cycle and overall financial performance can
signify credit or collateral quality deterioration that could also lead to an adverse risk rating.

For more information, refer to appendix A, which provides case studies of pass, special
mention, and classified ratings and the typical rating considerations for each rating decision.

Nonaccrual Status (Updated 1/27/2017)

Banks should follow the Federal Financial Institutions Examination Council’s “Instructions
for Preparation of Consolidated Reports of Condition and Income” (call report instructions)
when determining the accrual status for floor plan loans. As a general rule, banks shall not

accrue interest, amg deferred net loan fees or costs, or accrete discount on any asset if

e the asset is maint cash basis because of deterioration in the financial condition

of the borrower,

e payment in full of Sgncil ogggterest is not expected, or

e principal or interest hybeen ault for a period of 90 days or more unless the asset is
both well secured and in @ collection.!

The call report instructions provide fne exc8btign to the general rule for commercial loans:*2

Purchased credit-impaired loans e placed in nonaccrual status when the
criteria for accrual of income under € irfer ethod are met, regardless of whether

the loans had been maintained in nonacci sigfNgy the seller.t
As a general rule, a nonaccrual loan may be returnea of
e none of its principal and interest is due and unpaid an

remaining contractual principal and interest, or
e it otherwise becomes well secured and is in the process of

1 An asset is “well secured” if it is secured (1) by collateral in the form of liens on or pledges of real or
personal property, including securities, that have a realizable value sufficient to discharge the debt (including
accrued interest) in full, or (2) by the guarantee of a financially responsible party. An asset is “in the process of
collection” if collection of the asset is proceeding in due course either (1) through legal action, including
judgment enforcement procedures, or, (2) in appropriate circumstances, through collection efforts not involving
legal action which are reasonably expected to result in repayment of the debt or in its restoration to a current
status in the near future.

12 For more information, refer to the “Nonaccrual Status” entry in the “Glossary” section of the call report
instructions. This entry describes the general rule for the accrual of interest, as well as the exception for
commercial loans. The entry also describes criteria for returning a nonaccrual loan to accrual status.

13 For more information, refer to the call report instructions”
Impaired Loans and Debt Securities.”

Glossary” section, entry “Purchased Credit-
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The OCC’s Bank Accounting Advisory Series and the “Rating Credit Risk” booklet provide
more information for the recognition of nonaccrual loans, including the appropriate treatment
of cash payments for loans on nonaccrual.

Q
//I/O
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Examination Procedures

This booklet contains expanded procedures for examining specialized activities or specific
products or services that warrant extra attention beyond the core assessment contained in the
“Community Bank Supervision,” “Large Bank Supervision,” and “Federal Branches and
Agencies Supervision” booklets of the Comptroller’s Handbook. Examiners determine which
expanded procedures to use, if any, during examination planning or after drawing
preliminary conclusions during the core assessment.

Scope

These procedures are designed to help examiners tailor the examination to each bank and
determine the scope giR{he floor plan lending examination. Examiners making this

‘ ider work performed by internal and external auditors and other
ions and by other examiners on related areas. Examiners need
to perform only thosgobj and steps that are relevant to the scope of the examination as
determined by the fo bjective. Seldom will every objective or step of the expanded
procedures be necessary®

(4

Objective: To determine the scope ion of floor plan lending and identify
examination objectives and activitieffnecesg@ry to meet the needs of the supervisory strategy

for the bank. /
1. Review the following sources of info nganggpote any previously identified
problems related to floor plan lending that refiug W-up:

Supervisory strategy

Examiner-in-Charge’s (EIC) scope memoran

OCC’s information system

Previous reports of examination (ROE) and work pa®grs

Internal loan review reports

Internal and external audit reports* and previous audit w pers

Bank management’s responses to previous ROEs and audit reports

Floor plan inspection reports and the responses from borrowers and the bank
Customer complaints and litigation

14 1f an examiner was assigned to review internal and external audits, a copy of any significant deficiencies for
this area should be obtained from that examiner. If the internal and external audit was not part of the overall
scope of examination, review the work performed by the internal and external auditors in this area and obtain a
list of any deficiencies noted in their most recent review.
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2. Obtain from the examiner assigned to loan portfolio management (LPM) the following
schedules, if applicable to this area:

Past-due loans.

Exception reports.

Loans purchased since the preceding examination.

Loans sold in full since the preceding examination.

Loan commitments and other contingent liabilities.

Extensions of credit to major shareholders, officers, directors, or their related

interests.

e Extensions of credit to officers and directors of other banks.

e Miscellaneous loan debit and credit suspense accounts.

e Loans consideged “problem loans” by management, including those identified and
added by ent since the last examination.

e Loanscl ring the preceding examination.

e Information , executive officers, principal shareholders, and their related

interests.

e Current interestWge sttu nd pricing.

e Any useful inform d from the review of the minutes of the loan and
discount committee o j mmittee.

any significant changes in policies, practices, P
any internal or external factors that could affect f

4. Analyze the risk and reward of the bank’s floor plan lending
considering

portfolio growth and acquisitions.

new products and services for floor plan lending.

management changes.

policy and underwriting changes.

changes in risk limits.

significant changes from the last examination in third-party relationships, products,
services, delivery channels, volumes, markets, and geographies.

e changes in external factors, such as

— national, regional, and local economy.

— competition.
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5. Determine whether the bank’s policies and procedures are adequate and consistently
followed by interviewing management and reviewing

e internal and external audit reports and management letters regarding dealer-related
credits.

e minutes (or a recap provided by the examiner reviewing the minutes) applicable to
this area.

e policy statements, underwriting guidelines, and manuals.

e policy and underwriting exception reports.

e any prior examination findings regarding the bank’s policies and procedures and
policy adherence.

6. Review the qualifications, capabilities, and expertise of loan officers in relation to their
responsibilities,

Igaformation obtained in the previous steps, as well as input from
thggcoMyand objectives of the floor plan lending examination.

Q
//I/O

7. Based on an-anal
the EIC, determi
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Quantity of Risk

Conclusion: The quantity of each associated risk is
(low, moderate, or high).

Credit Risk

Objective: To determine the quantity of credit risk associated with floor plan lending.*®

1.

Analyze the quantity of credit risk. Consider factors such as the products, markets,
geographies, technologies, volumes, exposures, quality metrics, concentrations, and third-
party relationships

Assess the ef} ernal factors, including economic, industry, competitive, and
market condition plan lending’s quantity of credit risk.

Assess the effect ofgote slative, regulatory, accounting, and technological
changes on floor plan ntity of credit risk.

Review the information rec™ nagement and the LPM examiner and evaluate
the adequacy of the collateral, cgdit qua¥ity, and collectability of the floor plan portfolio
to assess its quantity of credit ris

Using an appropriate sampling techniqu
on information derived from the review abo
loans recently classified, commitments and

that require in-depth review based
O§participations purchased or sold,
ent liabilities, and rebooked
Li#Nge sheets, record on the line

e Total outstanding loan balance.

e Total floor plan commitment.

e List of inventory subject to the floor plan loan, including , description of
property, amount advanced, and curtailment, if any.*’

e Status of any outstanding interest or curtailment billings.

15 Appendix B provides a detailed matrix for assessing the quantity of credit risk.

16 The OCC’s National Credit Tool can be used for this purpose.

17 Similar items and model year should be shown in aggregate and entry dates shown as a range, except on stale
or not properly curtailed items.
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6. Obtain the following information from the bank’s loan files, and summarize on the line
sheets:

e Agreements between the bank and the dealer, e.g., master loan, repurchase, and
recourse agreements.

e Agreements between the manufacturer and the bank, e.qg., drafting and buy-back
agreements.

e Evidence that the security interest has been perfected.

e Details of any guarantees that may be held.

e Details of any other collateral.

7. Determine whether loan documentation is adequate, considering whether each loan has

trust receipts.
k agreements.
orgpliance with the loan policy.

e o o o o
=
2
D
N o
c
=
@
o
(@)
=
o
>

curtailment agree

8. Document the following loaM™ing€rwritlig information on the line sheets:

Current and reliable financial 1}
Current dealer business reports and®i
Current memoranda detailing visits
Loan structure, such as term, advance ra
and dealer supports.

e Underwriting and loan performance assessm er’s indirect loans, if
applicable.

@ analysis metrics, and credit history.
look from external sources.
nd trends in dealer’s operations.
ricing, curtailment, inspection,

9. Analyze the credit information for each borrower in the s
adequacy of loan and collateral documentation, collateral vaM
condition.

10. Review compliance with the terms of the loan agreement and with the floor plan lending
policy. Note exceptions on the line sheet and list the date of the loan, name of the credit,
and the dollar amount outstanding.

11. Assess the quality and direction of underwriting practices for selected loans originated,
renewed, or restructured since the previous examination. Review the more recent loan
originations, if possible. (Updated May 11, 2016)

e Midsize and Community Bank Supervision examiners generally use the most recent
version of the National Credit Tool to perform the Credit Underwriting Assessment
for each transaction sampled, unless use of the tool is appropriately waived.
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e Conclusions from the individual transaction reviews should be used to support the
assessment of the quality of underwriting practices and the direction of underwriting
practices in the appropriate Credit Underwriting Assessment in Examiner View.

12. Determine whether each loan has

e any violations of the curtailment agreements.
e verification of collateral values.

13. Analyze the borrower’s current financial performance by evaluating the following factors
from the borrower’s most recent income statements:

Level and trend of earnings, with appropriate consideration for any seasonality.
Quality and ility of earnings.

Revenue
Gross profit
Service absoNpti
applicable.
e Finance and insur
extraordinary items.

inqQMd service income, and impact of any unusual or
considerations from the borrowe balance sheets:

14. Analyze the borrower’s current nanci}dition by evaluating the following
SigffC

e Liquidity of the balance sheet, includfng fhe
and cash burn.

el of working capital, current ratio,

e Trend in the level and composition of assetg g period over period and prior
year same period comparisons.
e Trend in the level and nature of liabilities, structu maturity and repayment

e Inventory turnover and comparison with the industry ™o

e Adequacy of and trend in total net worth, the level of ca ratio,*® and the
potential for external support.

e Reconciliation of net worth and tangible net worth, including detail for any
significant unreconciled differences.

15. Analyze the borrower’s current liquidity condition by evaluating the following
considerations from the borrower’s most current cash flow statements:

e Adequacy of cash sources to meet cash needs in the near and intermediate term.
e Trends or significant changes in cash flow, incorporating any seasonality factors.

18 Refer to appendix D for a definition of service absorption.

19 Refer to appendix D for a definition of capital fund ratio.
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e Amount of cash used or generated by discretionary or nonrecurring capital
expenditure.

e Cash available from sources outside the borrowing entity.

e Debt service coverage ratio, including coverage for any curtailment requirements.

e Effects of a stressed interest rate scenario to determine the borrower’s ability to meet
debt service requirements in a higher interest rate environment.

16. For each loan, review the two most recent floor plan inspection reports and determine
whether

e any items were sold out of trust and the resolution timelines.
e where trust receipts are used, all title documents were physically inspected during
floor plan inspection.

jons purchased and sold since the last examination, if
there are any in the sa tefgnine whether

e parties share in the risk traCQual payments on a pro rata basis, by examining
the participation certificates gnd rec&d

e books and records properly r M ’s liability.

e any participations were sold immegfa efore the examination to avoid possible
criticism during this examination.

18. Review loans in the sample that were classifieq @
management, if any. Determine disposition of 108§

sheets

bus examiners or by bank
led by recording on the line

key rating factors, financial and liquidity measures, a '@ value.
current loan balances and payment status.

any charged-off amounts or concessions.
date loan was repaid and sources of payment, if applicable.
any changes to the loan classification or the borrower and collateral conditions.

19. For loan commitments and other contingent liabilities in the sample, if any, determine
whether

e Dborrower has been advised of the contingent liability.
e combined amounts of the current loan balance and the commitment or contingent
liability exceed any applicable limit.

20. Review rebooked charged-off loans in the sample, if any, and determine whether the
rebooked loans
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23.
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Examination Procedures > Quantity of Risk

e meet the criteria and terms of the bank’s lending policy for granting new loans.
e conform to generally accepted accounting principles and regulatory guidelines.
e are subject to classification.

For indirect lending, review the volume and performance history of indirect dealer paper.
Determine whether the dealer is overly dependent on the bank’s purchases of its dealer
paper in order to service its floor plan debt.

For indirect lending, review the adequacy of recourse and repurchase provisions, if
applicable, and the dealer’s performance history in this area. Determine whether dealer
guarantees provide the bank with adequate protection if the borrower defaults.

Review adequac dealer reserve agreements, if applicable.

Consider rej®ctio
adequacy of deal

s loans referred by dealers to determine the independence and
n Mygerwriting.

S

Operational Risk

Objective: To determine the quantity

1.

Assess the effect of floor plan le

any operational losses resulting fro andi
control weaknesses identified by audit, |@# rggfevyor any other control group.
quality of board oversight. &

quality of credit administration, e.g., segregagg

collateral controls, and documentation standards.

quality and independence of the audit and loan reviN fuh

e staffing turnover affecting the floor plan lending.

e responses to this booklet’s internal control questionnaire

financial analysis,

Obtain a trial balance of all floor plan accounts and

o verify that balances agree to department controls and general ledger.
e review reconciling items for reasonableness.

Review miscellaneous loan debit and credit suspense accounts and

e discuss with management any large or old items.
e perform additional procedures as deemed appropriate.
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4. Review recent floor plan checks and determine the following:

e Are inventory checks performed regularly and frequently?

e Are there any units not seen since the previous inspection for which evidence of loan
repayments is lacking?

e Are floor plan checks periodically rotated among the bank’s personnel or audit
services?

e Are floor checks performed on both unannounced and preannounced bases?

e Are discrepancies reconciled and explained?

5. Determine whether the bank corrected any deficiencies mentioned in the prior
examination, loan review, and audit reports.

6. If third-party se s are used in servicing dealer loans and performing inventory floor
checks, deter ollowing from discussions with management:

Was a formalito t eNgcuted and approved by the proper level of management?
Were financial SaterMent references checked?

Are performance Myjeg Vs e§ablished and monitored?

Does the local jurisdidqgon'Yequiggservice company licensing, and, if so, is the
required license on file ™ barmy?

7. Discuss findings with the EIC an VidgPC
lending on the bank’s operational riskgffofz

lusions regarding the effect of floor plan

Compliance Risk

Objective: To determine the quantity of compliance risk i yith applicable laws and
regulations arising from floor plan lending activities.

1. Review the bank’s history of compliance with laws and ré
plan lending. Determine

o for all banks, whether financing arrangements meet the limits on loans or extensions
of credit to one borrower under 12 USC 84 and 12 CFR 32.%°

o for all banks, whether financing arrangements involving transactions with affiliates
meet the restrictions on transactions with affiliates under 12 USC 371c,
12 USC 371c-1, and 12 CFR 223 (Regulation W).

o for all banks, whether financing arrangements involving insider lending meet the
restrictions on insider lending under 12 USC 375a, 12 USC 375b, and 12 CFR 215
(Regulation O).

20 To determine the bank’s compliance with the legal lending limit, combine total outstanding floor plan
indebtedness with all other indebtedness, including the dealer installment paper, with recourse, that the
borrower has sold to the bank.
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e for FSAs, whether floor plan financing arrangements meet the limits on loans or
extensions of credit under 12 USC 1464(c) and 12 CFR 160.30, the special limits on
loans to one borrower under 12 USC 1464(u)(2), and restrictions on transactions with
affiliates and insider lending under 12 USC 1468.

e for FSAs, whether floor plan financing arrangements meet the documentation and
record-keeping requirements under 12 CFR 163.170(c), 12 CFR 163.170(d), and
12 CFR 163.170(e).

Review extensions of credit to officers and directors of other banks. Investigate any

circumstances that indicate preferential treatment.

Determine whether the bank’s floor plan lending activities are in compliance with
consumer protection laws and regulations.

Discuss findingsgMh the EIC and provide conclusions regarding the effect of floor plan
loans on the pliance risk profile.

Strategic Risk

Objective: To determine the quMti tr@egic risk associated with floor plan lending.

1.

Evaluate strategic risk with nk $floor plan lending portfolio. Consider the

following factors:
e Bank’s floor plan lending strategy{

supporting capital.
e Management’s record of decision makin
e Board oversight of strategic initiatives.
e Quality of the bank’s floor plan lending poli §ing standards, risk
management systems, and consistency with the b usiMess strategy and the

plan, any planned changes, and

board’s risk appetite.

o Staff’s ability to implement floor plan lending strategis @ pXposing the bank to
unwarranted risk.

e Due diligence process for new products and services.

Discuss findings with the EIC and provide conclusions regarding the effect of floor plan
lending on the bank’s strategic risk profile.

Reputation Risk

Objective: To determine the quantity of reputation risk associated with floor plan lending.

1.

Evaluate reputation risk within the bank’s floor plan lending portfolio. Consider the
following:
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e Management’s ability to anticipate and respond to legal, regulatory, or market forces
that could affect reputation risk.

e Quality of the bank’s floor plan lending policies, credit administration, and problem
loan workout function.

e Adequacy of floor plan lending controls and the independent review function.

e Volume of floor plan lending-related litigation.

2. Determine the level of the bank’s floor plan loan participation, syndication, and selling
activities, if applicable. Review related policies and procedures for appropriateness and
assess management’s ability to meet legal and fiduciary responsibilities without incurring
unwarranted reputation risk.

3. If the bank produces a significant amount of unconventional or inappropriately structured
floor plan loans lew and assess the bank’s due diligence procedures, oversight, and

C and provide conclusions regarding the effect of floor
jon risk profile.

Q
//I/O
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Quality of Risk Management

Conclusion: The quality of risk management is
(strong, satisfactory, insufficient, or weak).

The conclusion on the quality of risk management considers all risks associated with floor
plan lending.?

Policies

Policies are statements of actions adopted by a bank to pursue certain objectives. Policies
guide decisions and often set standards (on risk limits, for example) and should be consistent
with the bank’s undgffWgQg mission, risk appetite, and core values. Policies should be
reviewed periodig pffectiveness and approved by the board of directors or designated
board committec.

Objective: To determine wh&ger e b has adopted adequate and effective policies that are
consistent with safe and s8yng b&Kkigy practices and appropriate to the size, nature, and

scope of the bank’s floor plarigen acljvities.
1. Evaluate relevant policies to det@rmine Whegher they provide appropriate guidance for
managing the bank’s floor plan 1ok ifaes and are consistent with the bank’s
mission, values, and culture. Verify t
e 4 ] i

define qualified borrowers and due diligen ,

establish minimum underwriting and loan apNQd
establish curtailment guidelines, including providi incentives to the dealer to

turn over inventory on a timely basis.
e provide sound practices for approving, monitoring, a

establish procedures for reviewing floor

g the collateral.

2. Determine whether the board of directors, consistent with its duties and responsibilities,
periodically reviews and approves the bank’s floor plan lending policies as appropriate.
Determine if the review and approval process adequately considered changing market
conditions, regulatory changes, and the bank’s risk appetite and loan strategies.

3. Determine whether policies establish risk-based limits, expressed as a percentage of total
capital, and describe appropriate actions if the limits are exceeded.

4. Review policy exception reports and determine whether management is taking
appropriate steps to achieve compliance with established policies or practices. Identify
any area with inadequate supervision or undue risk and discuss with the EIC the need to
perform additional procedures.

2L Appendix C provides a detailed matrix for assessing the quality of credit risk management.
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5. Document findings and draw conclusions from the review of the bank’s floor plan
lending policies. Examiner conclusions on the quality of floor plan lending underwriting
policy standards should be used to complete the appropriate Credit Underwriting
Assessment in Examiner View. (Updated May 11, 2016)

Processes

Processes are the procedures, programs, and practices that impose order on a bank’s pursuit
of its objectives. Processes define how activities are carried out and help manage risk.
Effective processes are consistent with the underlying policies and are governed by
appropriate checks and balances (such as internal controls).

Objective: To determine whether the bank has processes in place to define how floor plan lending
is carried out and w, r the loan administration processes are adequate.

1. Evaluate whether@Beraighg procedures are effective, consistent with underlying policies,
and effectively c icaNgl to appropriate staff.

2. Determine the adequa¥y of fRgor Wan underwriting procedures, including loan
application, credit historyfgndinancial condition criteria, loan term and limit, covenant

requirements, manufacture gMOeMye, manufacturer supports, and security
perfection.
3. Determine the adequacy of floor plan g inistration practices, including fund

6. Determine whether the bank has established standards and procedures for the use of
independent inventory inspectors, collateral value appraisers, or any other third-party
service providers in accordance with OCC Bulletin 2013-29, “Third-Party Relationships:
Risk Management Guidance.”

Personnel

Personnel are the bank staff and managers who execute or oversee processes. Personnel
should be qualified and competent, have clearly defined responsibilities, and be held
accountable for their actions. They should understand the bank’s mission, risk appetite, core
values, policies, and processes. Banks should design compensation programs to attract and
retain personnel, align with strategy, and appropriately balance risk-taking and reward.
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Objective: To determine management’s ability to supervise floor plan lending in a safe and sound
manner, and whether bank personnel possess and display acceptable knowledge and technical
skills in managing and performing duties related to floor plan lending.

1. Given the scope and complexity of the bank’s floor plan lending, assess the management
structure and staffing. Consider the following:

e Whether reporting lines encourage open communication and limit the chances of
conflicts of interest.

Level of staff turnover.

Use of outsourcing arrangements.

Capability of management and staff to address identified deficiencies.
Management and staff’s responsiveness to regulatory, accounting, industry, and

ing level is appropriate given the size, complexity, and level

of risk in the flodg plgMlenMgg portfolio.

3. Assess bank manage rsOpnel’s knowledge, expertise, and technical skills related
to floor plan lending, and geteMnife whether training is needed to address any knowledge
gaps.

4. Assess performance managemen cogfengation programs. Consider whether these
programs measure and reward perforrggfic t aligns with the bank’s strategic
objectives and risk appetite.

If the bank offers incentive compensation pr8g
consistent with OCC Bulletin 2010-24, “Interad
Compensation Policies.” The programs should be
principles: (1) Provide employees with incentives th
reward; (2) Be compatible with effective controls and ri
supported by strong corporate governance, including active
bank’s board of directors.

the bulletin’s three key
13 balance risk and

ri
fgergnt; and (3) Be
nd effg

tive oversight by the
Control systems are the functions (such as internal and external audits and quality assurance)
and information systems that bank managers use to measure performance, make decisions
about risk, and assess the effectiveness of processes and personnel. Control functions should
have clear reporting lines, sufficient resources, and appropriate access and authority. MIS
should provide timely, accurate, and relevant feedback.

Control Systems

Objective: To determine whether the bank has systems in place to provide accurate and timely
assessments of the risks associated with its floor plan lending and determine the effectiveness
of control systems employed to manage floor plan lending.
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1. Obtain and review internal and external audit reports related to floor plan lending. Assess
the scope, frequency, independence, and findings of these audits. Also consider
accessibility to necessary information and board and management’s responses to audit
findings.

2. Obtain the most recent loan review report on floor plan lending (or report that
encompasses floor plan lending). Assess the effectiveness of independent risk control
functions in floor plan lending, such as the effectiveness of the loan review function in
identifying risk in floor plan lending. Determine whether management has appropriately
addressed noted concerns. Consider the following:

e Scope of reviews.

e Frequency of reviews.

e Qualifications of loan review personnel.

e Independen loan review function.

e Identificyy eporting of emerging risks in loan review reports.

e Results of ac ALhe “Quantity of Risk” section of these examination
procedures.

3. Obtain and analyze tMyJolloWingYeports management uses to supervise floor plan
lending:

Schedule of curtailment requremen® fgr each dealer.
Schedule of approved floor p pnegdfOr gach dealer, including outstanding balances.
Delinquent curtailment billing repgf.

Amount of outstanding drafts and dréftin
Loan payoff reports.

Delinquent interest billings, date billed, and
Volume and performance history of indirect deal
under floor plan financing.

plan financing.
e Risk rating reports.

4. Determine whether MIS provides timely, accurate, and useful information to evaluate
risk levels and trends in the bank’s floor plan lending. Consider the following:

Past-due and nonaccrual status.

Risk ratings.

Loan yield and profitability data.

Trend analysis.

Commitments, industry type, amount and level of expected use, and highest use on
record.

Maturity categories.

e Concentration analysis.
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e Exceptions to policy, underwriting, and documentation standards.

5. Evaluate the effectiveness of the monitoring systems to identify, measure, and track
exceptions to policies and established limits.

6. Assess the effectiveness of the compliance review function. Evaluate the scope, timing,
and frequency of the reviews, the qualifications of the party performing the reviews, and
the reviewers’ ability to identify potential compliance issues and assess the risk.

7. Determine the adequacy of any other control systems management uses to supervise floor
plan lending activities.

Q
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Conclusions

Conclusion: The aggregate level of each associated risk is
(low, moderate, or high).
The direction of each associated risk is
(increasing, stable, or decreasing).

Objective: To determine, document, and communicate overall findings and conclusions regarding
the examination of floor plan lending activities.

1. Consolidate examination findings and prepare preliminary conclusions and supporting
documentation fogthe appropriate section of the risk assessment as depicted in the

f Risks Associated With Floor Plan Lending

o 2N

Risk category

Credit

Operational

Compliance

Strategic

Reputation

2. Prepare a summary memorandum that includes overall om the floor plan
lending examination activity and provide the conclusion mg EIC or LPM

e Review of applicable CAMELS ratings.
e Adequacy of floor plan lending policies and processes.
e Degree of compliance with floor plan lending policies and procedures, including
underwriting standards.
e Credit Underwriting Assessment findings and conclusions, if applicable. (Updated
May 11, 2016)
e Identified weaknesses in risk management processes, including
— management and support staff.
— credit administration processes.
— control functions, such as audit and loan review.
— internal control deficiencies or exceptions.
- MIS.
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e Quality and effectiveness of strategic and capital planning related to floor plan
lending.

e Violations of laws or regulations.

e Descriptions of recommended matters requiring attention (MRA) for the ROE.

e Any other matters of significance.

3. If substantive safety and soundness concerns that may have a material adverse effect on
the bank remain unresolved, further expand the scope of the examination by completing
the verification procedures.

4. Highlight any issues in the conclusion memorandum that should be included in the ROE.
As appropriate, prepare a brief floor plan lending comment on the quantity of risk and
quality of risk management.

5. Determine, i tion with the EIC, whether concerns identified are significant

enough to merit ngbem to the attention of management and the board in the ROE.
If so, compose a coNgnent.?

6. Determine the time e folinNy resolution of the matters, identify the person(s)
responsible, and obtain cdgnm ts for the corrective action.

7. Discuss the examination findinglfincludgd in the summary memorandum with bank
management, and document ma entg®sponses and proposals for corrective actions,
as appropriate.

8. Specifically lay out in the conclusion memo
to effectively supervise floor plan lending i
and workdays required. Provide the memorand®
supervisory strategies.

Mt the OCC should do in the future
¢ cluding time periods, staffing,
X (0 14 for consideration of future
9. Complete the applicable Credit Underwriting Assessmengin r View for floor
plan lending, if included in the examination scope.
10. Update, organize, and reference work papers in accordance with OCC policy.

11. Update the OCC’s information system and any applicable ROE schedules or tables.

12. Ensure that any paper or electronic media that contain sensitive bank or customer
information are appropriately disposed of or secured.

22 Refer to the “Bank Supervision Process” booklet of the Comptroller’s Handbook for more information on
MRA:s.
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Internal Control Questionnaire

An ICQ helps an examiner assess a bank’s internal controls for an area. ICQs typically
address standard controls that provide day-to-day protection of bank assets and financial
records. The examiner decides the extent to which it is necessary to complete or update ICQs
during examination planning or after reviewing the findings and conclusions of the core
assessment.

Floor Plan Agreement

1.

2.

Are floor plan agreements required for all dealers?
Are agreements agcompanied by borrowing resolutions when necessary?

between the manufacturer and the bank required on any floor plan
afting arrangements with the manufacturer?

4. Do such agreementSyvitti®he ufacturer stipulate under what conditions the bank will
accept merchandise t0We jgcRyde@in the floor plan arrangement?
Line Limits

5.

6.

7.

Are all floor plan loans granted u a ished floor plan line?

Avre floor plan line approvals structured % p
shipments of unwanted merchandise?

ank to cancel or suspend

Are dealer floor plan line limits strictly adhered

Trust Receipts

8.

Are all trust receipts required to be supported by invoices or idence that title to
the security is vested in the bank?

Avre trust receipts required to include

description of each item?

serial number of each item?

loan amount for each item?

interest rate?

date?

authorized signature of dealer or person holding power of attorney to execute the trust
receipt?

Comptroller's Handbook 45 Floor Plan Lending



10.

11.

12.

Examination Procedures > Internal Control Questionnaire

If the bank and dealer permit a bank employee to execute trust receipts under a power of
attorney granted by the dealer,

are proper documents on file granting the power of attorney?

does the bank maintain a numbered register for trust receipt notes?

are trust receipt notes under dual control?

are checks made periodically to confirm that only those individuals granted power of
attorney are signing the trust receipts?

When a dealer trade or inventory swap occurs, does the bank

e obtain the manufacturer’s invoice from the selling dealer on the new unit acquired?
e obtain the invoice from the borrowing dealer for the new unit?
e have atrust Rt executed on the new unit?

Does the bank h pgedure to check all indirect paper received from a dealer against
the trust receipts@f | toNgincluded in the floor plan for that dealer to ensure that there
is no duplication ofQQanNegajagl the same security?

Curtailment

13.

14.

15.

16.

17.

18.

19.

Has a curtailment policy been e inTe/
Does the policy provide proper incentdfes, e dealer to turn over inventory on a timely

basis?
Is the loan written so that the inventory under @ an loan never depreciates faster
than the speed of loan repayment?

has entered into a
ance in line with

If the manufacturer of the merchandise covered by a rp
repurchase agreement, are curtailments structured to kee
any declining repurchase amount?

If demonstrator units of merchandise are included in the floor plan, are such units subject
to separate curtailment requirements, which keep the loan balances in line with their
liquidation value?

Are records maintained on curtailment billings so that delinquency is easily
determinable?

Are notices of past-due curtailment payments sent promptly?

Financial Information

20.

Are dealers required to submit financial and operating statements on a continuing basis?
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21. Are dealers required to submit copies of internal financial and operating statements to the
bank if they prepare those statements more frequently than annually?

22. Are all financial statements received from dealers reviewed promptly?

23. Do financial statement reviews include a determination that floor plan loans, deposit
accounts, and other information match the bank’s records?

24. Are periodic reviews made of deposit accounts to detect any possible out-of-trust sales?

25. Are periodic reviews made of the indirect paper being generated to determine whether the
bank is receiving an adequate share of the total volume?

26. Are financial staigagents and credit rating reports pertaining to the manufacturer obtained
and reviewed 3 1@ eption of the loan and throughout the life of the loan, especially
when the ma il ys a role in the loan performance?

Collateral

27. Are floor plan checks or [ysRgl¥nventories conducted at least quarterly and on both
preannounced and unanno

28. Are more frequent floor plan ch quigd }
difficulties?

29. Are individuals performing floor plan check

the dealer is experiencing financial

30. Are floor plan inspectors required to determine
findings on the floor plan check sheet?

Iy theyjollowing and indicate their

e Make, model, year, and serial number of item.

e Odometer reading, if applicable.

e Condition of item.

e Location of item, if other than normal place of business.
e Existence of any fire or theft hazards.

31. Does the floor plan inspector include the following information on the check sheet?

e Date when inspection was performed?

e Date when any item located elsewhere was checked?
e Comments and logs for any missing items?

e His or her signature?

e Summary of his or her report, if appropriate?

32. Are all demonstrator units under the floor plan loan checked?
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33.

34.

35.

36.

37.

38.

39.

40.

Examination Procedures > Internal Control Questionnaire

Does an officer review floor plan reports?
Avre follow-up inspections made of items not seen during the regular inspection?

Does the bank require that items the dealer reports as sold are paid off within the allowed
time frame?

Does the floor plan inspector determine the date the dealer sold the item(s)?
Does the bank review the dealer’s sales patterns to confirm that the number of units
reported sold at the time of floor plan inspection is not excessive and does not indicate a

float?

Do bank person erify payments in process that the dealer reports during floor plan
inspection?

Are wholesale vagglies ined independently of dealer appraisals?

Does someone indep€gdent

wholesale values that

floor plan lending area periodically review the
p rsonnel assign?

Floor Plan Loan Records

41. Is the preparation and posting of subsM r plan loan records performed or

42.

43.

44,

45.

46.

reviewed by persons who do not also

e issue official checks or drafts singly?
e handle cash?

Are the subsidiary floor plan loan records reconciled %gily With g appropriate general
ledger accounts, and are reconciling items investigated e 0 do not also handle
cash?

Are delinquent account collection requests and past-due notices checked to the trial
balances used in reconciling floor plan subsidiary records with general ledger accounts,
and are they handled only by persons who do not also handle cash?

Are inquiries about loan balances received and investigated by persons who do not also
handle cash?

Are documents supporting recorded credit adjustments checked or tested subsequently by
persons who do not also handle cash? (If so, explain briefly.)

Is a daily record maintained summarizing note transaction details, e.g., loans made,
payments received, and interest collected, to support applicable general ledger account
entries?
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48.
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Are frequent note and liability ledger trial balances prepared and reconciled with
controlling accounts by employees who do not process or record loan transactions?

Is an overdue account report generated frequently? (If so, record the frequency.)

Accounting Controls

49.

50.

51.

52.

53.

54,

55.

56.

57.

Is a trial balance of each dealer’s trust receipts/security agreements prepared at least
monthly?

Are dealer trial balances reconciled to department and general ledger controls?

Are disbursements for floor plan loans on new units made only against the original copy
of the manufact invoices?

Avre the origial i tained in the bank’s files?

Are loan proceeds
manufacturer and the

newyunitgpaid directly to the manufacturer or to both the
aler ®oeWer, rather than to the dealer alone?

Are accounting records eSS 0 Mt the bank has records of all inventory included
in the floor plan with adequate igdividu# identification?
Avre limits on loan advance versus invgg and current wholesale value of used

inventory clearly established in the lend g papceghires?

Is the amount of loan advance prohibited fr
of a new item or the wholesale value of a used

J 100 percent of the invoice price

If assignment of rebates has been made, have proced s b®yn egggblished to ensure that
factory rebate checks are promptly forwarded to the ba

Loan Interest

58.

59.

60.

61.

Are floor plan interest charges systematically computed and regularly billed?
Are notices of past-due interest payments sent promptly?
Are all interest, curtailment, and unit payoff payments from dealers posted promptly?

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

e issue official checks or drafts singly?
e handle cash?
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62. Are any independent interest computations made and compared or adequately tested to
initial interest records by persons who do not also

e issue official checks or drafts singly?
e handle cash?

Insurance

63. Does the bank have floor plan property damage insurance or require that the dealer
maintain such coverage, with the bank named as loss payee?

64. Is the insurance coverage periodically reviewed for adequacy?

65. Is the insurance ider’s financial condition evaluated and determined to be adequate?
Conclusion
66. Is the foregoing in at®n equate basis for evaluating internal control in that there
are no significant addi | Rer@al auditing procedures, accounting controls,

administrative controls, oRgthd ci stances that impair any controls or mitigate any
weaknesses indicated above: gative answers briefly and indicate conclusions

as to their effect on specific exa inayerification procedures.)

s, igternal control for floor plan lending is
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Verification Procedures

Verification procedures are used to verify the existence of assets and liabilities or test the
reliability of financial records. Examiners generally do not perform verification procedures as
part of a typical examination. Rather, verification procedures are performed when substantive
safety and soundness concerns are identified that are not mitigated by the bank’s risk
management systems and internal controls.

1. Test the addition of the trial balance.
2. Test reconciling items to the extent considered necessary.

3. For past-due loans, compare the following and determine any material inconsistencies:

e Delinquency mitted to the board.
e List of loans oblem loans by management.
e Delinquency le I n reports to regulators.

4. Using an appropriate samiling@echgigue, select floor plan loans and

and dates of items floored, a tinent information.
after a reasonable period, mail se

follow up on any no-replies or excep#on
compare title documents or invoices to t
obtain a list of the most recent floor plan i
interest report.

e determine whether interest payments are delinqu

delinquency report.

@ hquent accounts to a
current status.

e prepare and mail confirmatiqq formsftoglealers to confirm loan balances, schedules,
)
d

e determine whether appropriate action has been taken

5. Review physical inspections of collateral, and

e determine the reason for differences between the bank’s collateral records and the
actual items held by the dealer.

e trace those items represented as sold or in process at time of inspection to the items’
subsequent removal from the bank’s liability ledger.

e determine the number of days between the sale date and removal from liability ledger.

e using the above information, review the dealer’s deposit account(s) and determine
whether the dealer may be withholding funds received from the sale of the pledged
collateral.

e investigate other differences to the extent considered necessary.
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6. If floor plan inspection procedures are considered deficient or if they are not performed
on a timely basis, contract with a competent professional inspector independent from
both the bank and the borrower to perform physical verification of collateral on a sample

basis.

Q
//I/O
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Appendix A: Risk Rating Examples

Example A: A Car Dealership

Borrower

A Car Dealership, LLC

Business

Dealer of new and used cars from a major manufacturer.

Credit facility

A 5-year floor plan revolver facility with a $3.5 million total commitment for new cars
and a $500,000 total commitment for used cars. The facility is subject to annual
reviews. Current outstanding balances are $3.1 million for the new floor plan line and
$500,000 for the used floor plan line.

Pricing

Repayment
sources

ibor + 200 basis points (bps) (during manufacturer support) and Libor + 250 bps
er manufacturer support) due monthly.

rimary: Conversion of floor plan inventory to cash
dary: Operating cash flow and guarantor support
ollateral liquidation, sale of business, and manufacturer support

Structure and

loor plan inspectors perform monthly floor checks.

controls . required for all loans per the loan agreement, and the level and
ments depend on the type of inventory financed.

e Both orate guarantees are required per loan policy.

e Loan advanglfs are ng@to exceed 180 days of inventory supply for new cars and
90 days of i for used cars at any time.

e Financial cove i inimum debt service coverage ratio of 1.0x,
minimum cash-bur of 60 days, and a minimum floor plan coverage
ratio of 1.0x.

e The manufacturer provides purchase and loss rebate programs and a
marketing incentive under facturer will pay the dealer’s floor plan
interest expenses for the initi after the products have been shipped
to the dealer.

Collateral The new car revolver is secured by new cargllN p the dealer by the

seddmventory sourced from
' , gew cars are advanced at
100 percent of the invoice prices, while loans a®vag ed cars are limited to

i Hance. Overall, the entire
floor plan collateral value, as appraised by a third-pd ation consultant, provides
over 100 percent coverage of the floor plan debt outstanding.
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Borrower financial
characteristics

e Over the past three years, the borrower’s balance sheet leverage levels moved
from 6.7x to 7.2x and then to 7.1x, while its debt-to-earnings before interest,
taxes, depreciation, and amortization (EBITDA) leverage levels changed from
6.5x to 7.3x and then to 6.9x.

e The current availability under the new car floor plan line is $400,000, or
12 percent of the total commitment. The borrower does not have other creditors.

e  Operating cash flow was generally positive and fluctuated from quarter to
quarter due to seasonality of sales and occasional delays in the collection of
manufacturer receivables. Debt service coverage ratios (DSCR) for the last
three years changed from 1.4x to 1.1x and then to 1.2x.

e Netincome was slightly negative for each of the last two years due to year-end
distributions to preferred shareholders.

o Performance on the current floor plan lines and prior floor plan obligations were
satisfactory, with no history of out-of-trust sales or loan charge-offs.

e Cash burn rate that measures the number of days that the dealer can fund its
business operations with its liquid assets without any new sales is currently 65
days, and is expected to improve as the dealer enters a busy selling season.

Risk-rating
decision

Rating rationale

r plan controls and performance.
idi position and cash flow generation.

historically, a reasonab
coverage.

New information

flow. Cash balance and tangible eqU
respectively, from the previous year.

e Most recent year-end DSCR was 1.1x,

e Inventory turnover is getting slower than usual fise sales, the dealer
recently increased the volume of financing contr2W0 subprime consumers
and sold all the dealer paper to the bank under the master loan agreement.

e The manufacturer was facing financial difficulty and was recently downgraded to
a non-investment-grade rating by a major rating agency. Repurchase requests
are increasingly difficult and warranty claims and factory receivables are not
received timely.

e Economy is drifting into recession, as recent economic news on gross domestic
product, employment rate, and consumer confidence were all disappointing.

Updated risk-rating
decision

Special mention
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Updated rating
rationale

Key factors:

e Decline in operating performance and liquidity.
e Increase in subprime dealer paper.

¢ Weakening of manufacturer support.

e Marginal collateral coverage.

e Worsening economic conditions.

This credit is rated special mention due to potential weaknesses that include the
recent decline in operating performance and liquidity, the negative impact from a
weakening manufacturer, the increase in financed sales to subprime consumers
through indirect dealer paper, marginal collateral coverage, and the declining
economic conditions that could hamper the dealer’s business and debt repayment
prospects.

Alternate Scenario B

New information

Company sales and operating income have declined for two years, and net
rofit was negative from the most recent year-end result. Operating cash flow
insufficient to service its floor plan debt, with a DSCR of 0.9x at year-end.

ny entered into a new borrowing relationship with another creditor for a
line of credit secured by the company’s real estate and other business
et its working capital needs.

to resolve each of the four issues. The floor check also
discove rioration in the company’s collateral value under the
ative estimate indicates that the current collateral value
t of the total floor plan liability.
e Neither the bank no r has ordered an independent professional
appraisal of the co
e  Current cash burn m
e Manufacturer is now bankr
loss rebate obligations.
e Economy is now in recession.
e Floor plan interest has been paid as agt but borrower was granted a
waiver of curtailment for three month

Updated risk-rating
decision

Substandard/nonaccrual/cash basis.
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Updated rating Key factors:
rationale

e Inadequate primary source of repayment.

e Weak economic conditions and manufacturer bankruptcy and default.
e High leverage.

e Marginal collateral coverage.

e  OQOut-of-trust sales.

This credit should be downgraded to substandard due to well-defined weakness in the
primary source of repayment, poor debt service capacity and liquidity, extremely high
leverage, marginal collateral coverage, increasingly frequent and prolonged out-of-
trust incidents, manufacturer bankruptcy and default, and poor economic conditions
that have hampered the dealer’'s business and debt repayment prospects. It is likely
that the floor plan lender will sustain some loss and the borrower’s paying capacity is
questionable. The loan should be placed on nonaccrual status because collateral
overage is marginal and collection of principal and interest in full is in doubt. Future
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Example B: A Marine Dealership

Borrower

A Marine Dealer Inc.

Business

An independent marine dealership of new and used powerboats and yachts.

Credit facilities

A five-year floor plan due on demand revolver facility with a $4 million original
commitment, which was later amended to $4.4 million, and a current outstanding
balance of $4.4 million. The $4.4 million total commitment contains a $1 million
sublimit for used boats and yachts.

Pricing Libor + 350 basis points due monthly
Repayment Primary: Conversion of floor plan inventory to cash
sources

Secondary: Operating cash flow
Tertiary: Collateral liquidation, sale of business, and refinancing

Structure and

e This is a five-year floor plan revolving line of credit facility originated two years

controls ago, with an original commitment amount of $4 million and a 10 percent overline
limit.
he facility is a discretionary demand revolving line of credit, which allows the
ank to legally freeze the line and demand an immediate repayment at any time
ertain conditions.
repaid on a “pay as sold” basis and there is no specific maturity term
e done annually.
‘e not required for new inventory. A 10 percent monthly curtailment
is re ats and yachts after six months.
. e is required per loan policy
[ ]
Collateral The revolver is sec H used powerboats and yachts that are financed

under this floor plan fag are advanced at 100 percent of the invoice price for

conducted early in the year fou Re inventory, but estimated that the
collateral could provide over 10 oNRrage of the floor plan debt outstanding.

Financial synopsis

e The borrower is a family-run b

4 been in the marine dealership
business for the last two years.

tired former executive from a

large shipbuilding and marine equipme rer with whom the dealer
does business.
e The last two years’ financials indicate th aintained a decent

profit margin, but there was no growth in ss¥eggdlSt year BDperating cash flows
were positive, but have declined slightly due {&gigher gferating expenses. The
most recent DSCR was 1.4x, and the fixed charg Perage ratio was 1.2x.

e Both balance sheet and cash flow leverage levels remained high for the last two
years, with the most recent levels at 6.5x and 7.1x, respectively.

e So far, two floor checks have been conducted. The most recent floor check
conducted in the first quarter of this year discovered two instances of out-of-trust
sales, but they were immediately resolved during the examination. The floor
check also identified stale inventory with faster-than-expected deterioration in
collateral value, resulting in 110 percent collateral coverage of the outstanding
floor plan debt compared with 120 percent a year ago.

¢ Interest payments on the current floor plan line have been satisfactory.

Risk-rating
decision

Special mention
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Rating rationale

Key factors:

e Weak floor plan structure.
e Inadequate floor plan controls and monitoring.
e Faster-than-expected inventory depreciation.

This credit is rated special mention due to weak loan structural support and controls
and faster-than-expected collateral depreciation, which, if not corrected or mitigated in
a timely manner, could significantly impact the borrower’s capacity to repay the debt.

Alternate Scenario A

New information

e Financial crisis hitin Year 3, and the economy is in deep recession. Sales of
powerboats, yachts, and other luxury consumer goods have declined
significantly over the past year. The borrower ran into financial difficulties three
years after it entered into this floor plan relationship.

e The borrower’s profit margin declined significantly last year, and both net
income and free cash flow have turned negative. Adjusted EBITDA was still
ositive but was only marginal to service the floor plan debt. The most recent
SCR was 1.05x, and the fixed charge coverage ratio was 0.98x.

its start-up three years ago, the company has been burning cash at a rate
n expected. Currently, the borrower is funding its cash burn mainly
h Its startup capital, cash reserves, and additional borrowings. Current
d the business for the next 55 days, assuming no additional new

al

e Both\gook¥Wnd ¢
levels X

flow leverage levels went up last year, with the most recent
respectively.

o identified stale inventory with deterioration in
ate indicates sufficient collateral value to cover
ebt outstanding.

flg an line have been kept current in part
0 P funded by a third-party lender.

value, but a conserg@ltiv
100 percent of the tot

e Interest payments on the c
through an unsecured wor

Updated risk-rating
decision

Substandard/accrual

Updated rating
rationale

Key factors:

e  Weak primary source of repayment and m
e Inadequate capital and excessively high levera
e Weak structural protection and controls.

e Increasingly frequent and prolonged out-of-trust incidents.

This credit should be downgraded to substandard due to well-defined weakness in the
primary source of repayment, slow inventory sales and turnovers, marginal debt
service capacity overall, inadequate capital with high leverage, weak structural
protection and controls, and the unsatisfactory dealer behavior with respect to the out-
of-trust sales. Accrual treatment of the credit is supported by adequate collateral
coverage and a marginally adequate debt service capacity.
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Alternate Scenario B

New information

Updated risk-rating
decision

e Economy continued to worsen in Year 4, and the company’s sales and
operating income declined further at year-end, resulting in a negative net profit,
negative operating cash flow, and a negative DSCR.

e The company filed for Chapter 11 bankruptcy protection in the fourth quarter of
Year 4, and the borrower has not paid any interest for more than three months.

e The Chapter 11 petition was dismissed and converted to Chapter 7 because the
court determined the business has little or no chance of becoming profitable.

e The bankruptcy court ordered an independent appraisal of the company’s entire
assets including the floor plan collateral. The appraisal indicated that the floor
plan collateral can be liquidated at 30 cents on the dollar.

e Two buyers showed a genuine interest in buying the company and both
submitted bids to pay 30 cents on the dollar to settle the floor plan lender’s
claim.

e The bank believed it could achieve a higher liquidation value for the collateral
and ordered its own appraisal from a nonaffiliated valuation consultant, which
determined the liquidation value of the collateral to be 50 cents on the dollar.

he bank petitioned the court to reject the buyers’ bids, and the court approved
ank’s request and ordered the dealership assets be sold within the next

Updated rating
rationale

Key

e Collate ndent/fpaired loan.
e  Default/banifguptcy.

e Insufficient ¢ | cgfer

e Unsatisfactory ope,
e Unsatisfactory dealer

naccrual status as collection
ayants received from the
g the remaining book

percent classified loss. The loan should be
of principal and interest in full is in doubt.
borrower or the bankruptcy court should be
balance of the loan.
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Appendix B: Quantity of Credit Risk Indicators

Examiners should consider the following indicators when assessing the quantity of credit risk
associated with floor plan lending activities.

Low

Moderate

High

The level of floor plan exposures
is low relative to capital.

The level of floor plan exposures
is moderate relative to capital.

The level of floor plan exposures
is high relative to capital.

Floor plan loan portfolio growth
rates are supported by local,
regional, or national economic
trends. Growth has been planned
for and is commensurate with
management and staff expertise
and operational cap

Interest and fee income fro
plan lending activities is not a
significant portion of loan income'

Floor plan loan portfolio growth
rates exceed local, regional, or
national economic trends. Growth
has not been planned for or
exceeds planned levels and may
test the capabilities of
management, floor plan lending
staff, and MIS.

Floor plan loan portfolio growth
rates significantly exceed local,
regional, or national economic
trends. Growth has not been
planned for or exceeds planned
levels, and stretches the
experience and capability of
management, floor plan lending
staff, and MIS. Growth may also
be in new products or outside the
bank’s traditional floor plan
lending area.

ntest and fee income from floor
nding activities is an

The bank’s floor plan lending
portfolio is well diversified, with no
single large concentration or a few
moderate concentrations.
Concentrations are well within
reasonable risk limits. The floor
plan lending portfolio mix does not
materially affect the risk profile.

The bank is highly dependent on
interest and fees from floor plan
lending activities. Management
may seek higher returns through
higher-risk product or customer
types. Floor plan loan yields may
be disproportionate relative to risk.

plan lending®€onc
may approach in
floor plan loan poMiolj
increase the bank’'s 8
profile.

The bank has large floor plan loan
concentrations that may exceed
internal limits. The floor plan loan
portfolio mix increases the bank’s
credit risk profile.

Floor plan loan underwriting is
conservative. Floor plan facilities
with structural weaknesses or
underwriting exceptions are
occasionally originated, but the
weaknesses are effectively
mitigated.

Floor plan loan underwriting is
satisfactory. The bank has an
average level of floor plan facilities
with structural weaknesses or
exceptions to underwriting
standards. Exceptions are
reasonably mitigated and
consistent with competitive
pressures and reasonable growth
objectives.

Proor pl@ loan underwriting is
lliberal g4l policies are
gagate. The bank has a high

level of floor plan facilities with
structural weaknesses or material
underwriting exceptions. The
volume of exceptions exposes the
bank to increased loss in the
event of default.
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Low

Moderate

High

Advance rates are conservative.
Collateral controls and monitoring
are effective. Valuations are
reasonable, timely, and well
supported. Field audits are timely
and appropriate. Curtailment
requirement is in place and fully
supported by the dealer’s strong
financial condition.

Advance rates are less
conservative, but risks are
mitigated by satisfactory collateral
controls and monitoring systems.
Some valuations may not be well
supported or timely. Field audits
are generally appropriate.
Curtailment may be in place, but
enforcement of the requirement
may not be effective.

Advance rates may be aggressive.
Collateral controls and monitoring
systems may not effectively
mitigate risk. Valuations are not
regularly obtained, frequently
unsupported, or reflect inadequate
protection. Field audits are
inadequate or not performed in a
timely manner. Curtailment is not
in place, or enforcement of such a
requirement is deemed unrealistic
given the dealer’s poor financial
condition.

Floor plan loan documentation

exceptions and other underwriting
variances are low ang
minimal impact on
profile.

Floor plan documentation
exceptions and other underwriting
variances are moderate, and
exceptions are reasonably
mitigated and corrected in a timely
manner. The risk of loss from
these exceptions is not material.

Floor plan documentation
exceptions and other underwriting
variances are high. Exceptions are
not mitigated or not corrected in a
timely manner. The risk of loss
from the exceptions is heightened.

Distribution of floor plan
across the pass category i
consistent with a conservative ri
appetite. Migration trends within
the pass category favor the less-
risky ratings. Lagging indicators,
including past-dues and

nonaccruals, are low and stable.

ribution of floor plan loans
the pass category is
tent with a moderate risk
i igration trends within
ory may favor

The volume of adversely rated
floor plan loans is low and is not
skewed toward more severe risk
ratings.

Distribution of floor plan loans
across the pass category is
heavily skewed toward riskier
pass ratings. Lagging indicators,
including past-dues and
nonaccruals, are moderate or
high, and the trend is increasing.

The volume
floor plan loans i
not skewed towa
ratings.

Floor plan loan refinancing and
renewal practices raise little or no
concern regarding the quality of
floor plan loans and the accuracy
of problem floor plan loan data.

Floor plan loan refinancing ang
renewal practices pose somg
concern regarding the quality
floor plan loans and the accuracy
of problem floor plan loan data.

The volume of adversely rated
floor plan indirect paper is low and
is not skewed toward more severe
risk ratings.

The volume of adversely rated
floor plan indirect paper is
moderate, but is not skewed
toward more severe ratings.

The volume of adversely rated
floor plan loans is moderate or
high, skewed to the more severe
ratings, and increasing.

yor plan loan refinancing and
renegal practices raise substantial
regarding the quality of
loans and the accuracy
floor plan loan data.

volume of adversely rated
floor plan indirect paper is
moderate or high, skewed to the
more severe ratings, and
increasing.

Indirect dealer paper underwriting
standards are conservative and
comparable to the floor plan loan.
Performance is excellent.

Indirect dealer paper underwriting
standards are weaker than the
floor plan loan, but risk is
mitigated by recourse or
repurchase requirements.
Performance history is generally
satisfactory.

Indirect dealer paper underwriting
standards are significantly looser
than the floor plan loan, or the
purchases are nonrecourse and
without the repurchase
requirement. Performance history
is poor.
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Appendix C: Quality of Credit Risk Management Indicators

Examiners should consider the following indicators when assessing the quality of credit risk
management of floor plan lending activities.

Strong

Satisfactory

Insufficient Weak

The floor plan lending
credit culture is strong.
Board and
management’s appetite
for risk is well
communicated and fully
understood.

The floor plan lending
credit culture is
generally sound, with
only minor and
insignificant issues that
pose minimal regulatory
concern.

The floor plan lending
credit culture may not be
uniform, and risk
appetite may not be
communicated clearly
throughout the bank.

The floor plan lending
credit culture is absent
or materially flawed.
Risk appetite may not be
well understood.

Floor plan lending
initiatives are consiste
with a conservative [
appetite and pro
appropriate bal
between risk-taking a
strategic objectives.
New floor plan lending
products and industries
are well researched,
tested, and approved
before implementation.

Floor plan lending
initiatives are consistent
with a moderate risk
ppetite. Generally,

is an appropriate
between risk-

risks are ge
understood.

Floor plan lending
policies effectively
establish and
communicate portfolio
objectives, risk limits,
loan underwriting
standards, and risk
selection standards.

Floor plan lending
policies are
fundamentally adequate.
Enhancement, while
generally not critical, can
be achieved in one or
more areas. Specificity
of risk limits or
underwriting standards
may need improvement
to fully communicate
policy requirements.

Floor plan lending
initiatives may not be
consistent with a
moderate risk appetite.
Anxiety for income is
resulting in higher-risk
transactions, and new
products are being
launched without
sufficient testing. Risk-
taking is evident and
severe enough to
warrant supervisory

Floor plan lending
initiatives are liberal and
encourage risk-taking.
Anxiety for income
dominates planning
activities. The bank
engages in new
products without
conducting sufficient due
diligence or
implementing the
appropriate controls.

Floor plan lending
policies are largely
, | deficient and require
significant improvement.
Policies may be unclear
or too general to
adequately
communicate portfolio
objectives, risk limits,

d underwriting and

enforced or follo k selection standards.

Comptroller's Handbook

62

Floor Plan Lending



Appendixes > Appendix C

Strong

Satisfactory

Insufficient

Weak

Floor plan lending is
effectively managed.
Floor plan lending staff
possesses sufficient
expertise to effectively
administer the risk
assumed.
Responsibilities and
accountability are clear.
Appropriate remedial or
corrective actions are
taken when necessary.

Diversification
management is
effective. Floor plan loan
concentration limits are
set at reasonable levels
and risk management
practices are sound,
including management’s
efforts to reduce or
mitigate exposures.
Management effectively
identifies and
understands correlated
risk exposures and their
potential impact.

Floor plan lending is
satisfactorily managed,
but improvement may be
needed in one or more
areas. Floor plan lending
staff generally
possesses the expertise
to administer the
assumed risks, but
additional expertise may
be required in one or
more areas.
Responsibilities and
accountability may
require some
clarification. In general,
appropriate remedial or
orrective actions are
ken when necessary.

Floor plan lending is
insufficiently managed,
and improvement in risk
management is needed
in several areas. Floor
plan lending staff may
not possess the
expertise needed to
administer the assumed
risk effectively, and
additional expertise is
required in a few areas.
Responsibilities and
accountability require
clarification or
correction. Appropriate
remedial or corrective
actions are not always
taken, and a more
proactive stance is
needed.

Floor plan lending risk
management is
deficient. The floor plan
lending unit may not
possess sufficient
expertise or may
demonstrate an
indifference or
unwillingness to
effectively administer the
risk assumed.
Responsibilities and
accountability may not
be clear. Corrective
actions are deficient to
address root causes of
problems.

action triggers may
absent or moderat
high. Concentration
management efforts
may be focused at the
individual loan level,
while portfolio-level
efforts may be
inadequate. Correlated
exposures may be
identified, and their risks
are generally
understood.

Diversification
management is
insufficient to manage
concentrations
adequately.
Concentrations may be
identified but not

pletely or with

ategic plans in mind.
itsgyr triggers may be
gh, or not

fully understoo®

Diversification
management is passive
or deficient.
Management does not
identify concentrations,
or takes little or no
action to reduce, limit, or
mitigate the associated
risk. Limits may be
present but represent a
significant portion of
capital. Management
does not identify and
understand exposure
correlations and their
potential impact.
Concentration limits may
e excessively raised or
quently exceeded.

Floor plan management
and personnel
compensation structures
provide an appropriate
balance among floor
plan loan/revenue
production, floor plan
loan quality, and
portfolio administration,
including risk
identification.

Floor plan management
and personnel
compensation structures
provide a reasonable
balance among floor
plan loan/revenue
production, floor plan
loan quality, and
portfolio administration.

Floor plan management
and personnel
compensation structures
provide an insufficient
balance among
production, loan quality,
and portfolio
administration.

Floor plan management
and personnel
compensation structures
are skewed to floor plan
loan/revenue production.
There is little evidence
of substantive incentives
or accountability for floor
plan loan quality and
portfolio administration.
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Strong

Satisfactory

Insufficient

Weak

Floor plan staffing levels
and expertise are
appropriate for the size
and complexity of the
unit. Staff turnover is
low, and the transfer of
responsibilities is
orderly. Training
programs facilitate
ongoing staff
development.

Floor plan staffing levels
and expertise are
generally adequate for
the size and complexity
of the unit. Staff turnover
is moderate and may
result in some temporary
gaps in portfolio
management. Training
initiatives are adequate.

Floor plan staffing levels
and expertise may not
be adequate to support
the size and complexity
of the unit. Recent
turnover and experience
levels are affecting
portfolio management.
Additional staff training
may be needed.

Floor plan staffing levels
and expertise are
deficient. Turnover is
high. Management does
not provide sufficient
resources for staff
training.

Staff effectively
identifies, approves,
tracks, and reports
significant policy,
underwriting, and risk
selection exceptions
individually and in
aggregate, includhg ri
exposures associated
with off-balance-shee
activities.

Staff identifies,
approves, and reports
significant policy,
underwriting, and risk
selection exceptions on
a loan-by-loan basis,
cluding risk exposures
ssgciated with off-
-sheet activities,

Staff insufficiently
identifies, reports, and
monitors exceptions to
policies, underwriting,
and risk selection on a
loan-by-loan basis,
including risk exposures
associated with off-
balance-sheet activities.
Aggregation and trend
analysis is lacking,
which could result in
flawed reporting of the
portfolio quality and
uninformed decision
making regarding risk
selection.

Staff does not identify,
approve, or report
policy, underwriting, or
risk selection
exceptions; does not
report them individually
or in aggregate; or does
not analyze the
exceptions’ effect on
portfolio quality. Risk
exposures associated
with off-balance-sheet
activities are not
considered.

Credit analysis is
thorough and timely both
at underwriting and
periodically thereafter.

Credit analysis
appropriately identig
key risks and is
conducted within
reasonable time frames.
Post-underwriting
analysis may need
improvement.

dit analysis is
ufficient to identify
j in a timely

Risk rating and problem
floor plan loan review
and identification
systems are accurate
and timely. Credit risk is
effectively stratified for
both problem and pass-
rated credits. Systems
serve as effective early
warning tools and
support risk-based
pricing, ALLL, and
capital allocations.

Risk rating and problem
floor plan loan review
and identification
systems are adequate.
Problem and emerging
problem credits are
adequately identified,
although room for
improvement exists. The
gradation of pass ratings
is generally adequate
but may need to be
expanded to facilitate
early warning, risk-
based pricing, or capital
allocations.

Credit analysis is
deficient. Analysis is
superficial and key risks
are overlooked. Credit
data are not reviewed in
a timely manner.

systems are insu
to provide accurate Qg
timely information. The
gradation of pass ratings
is insufficient and should
be expanded to facilitate
early warning, risk-
based pricing, or capital
allocations.

Risk rating and problem
loor plan loan review

d identification

stems are deficient.
Problem credits may not
be identified accurately
or in a timely manner,
resulting in misstated
levels of portfolio risk.
The gradation of pass
ratings is deficient to
stratify risk for early
warning or other
purposes.
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Strong

Satisfactory

Insufficient

Weak

The accuracy,

board receive

facilitates timely

timeliness, and scope of
MIS are satisfactory.
Management and the

appropriate reports to
analyze and understand
the impact of floor plan
lending activities on the
bank’s credit risk profile,
including off-balance-
sheet activities. MIS

exception reporting.

The accuracy,
timeliness, and scope of
MIS are generally
satisfactory.
Management and the
board generally receive
appropriate reports to
analyze and understand
the impact of floor plan
lending activities on the
bank’s credit risk profile,
but modest improvement
may be needed in one
or more areas.
Generally, MIS
facilitates timely
exception reporting.

The accuracy,
timeliness, and scope of
MIS may not be
acceptable.
Management and the
board do not
consistently receive
appropriate reports to
analyze and understand
the impact of floor plan
lending activities on the
bank’s credit risk profile,
and improvement is

needed in several areas.

MIS may not facilitate
timely exception
reporting.

The accuracy or
timeliness of MIS is
materially deficient.
Management and the
board are not receiving
sufficient information to
analyze and understand
the impact of floor plan
lending activities on the
bank’s credit risk profile.
Exception reporting is
deficient and requires a
major overhaul.

Q
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Appendix D: Glossary

Asset-based lending (ABL): A specialized loan product based on assets pledged as
collateral and structured to provide a flexible source of working capital for the borrower by
monetizing the borrower’s assets on the balance sheet. Advance on ABL is limited by a
percentage of the collateral value known as the borrowing base, and the bank is required to
have extensive monitoring and reporting of the borrower and strong controls of the
underlying collateral and cash flows through mechanisms such as field audits, cash
dominion, and lockboxes.

Capital fund ratio: A solvency measure reflecting the balance sheet leverage of a
dealership, taking into consideration the tax effect of LIFO reserve. The ratio can be
expressed as: (total liabilities — subordinated debt) + (tangible net worth + a percentage of
LIFO reserve + sub ated debt).

Cash burn: Anasse
indicates how long

measure also known as working capital burn rate that

ould sustain its current operations without any new sales.
For a dealership, the r e expressed in number of days as: (unrestricted cash +
contracts in transit + hol(gck +gac®y accounts receivable + inventory accounts receivable
+ new inventory — reserve fogloURif® accounts — new floor plan debt outstanding) +
[(operating expenses — deprec SINgterest paid + cash tax paid + current portion of
long-term debt + curtailment paid) -fdays irgthe statement period].

Curtailment: Additional principal reductig b d what is required under a typical loan
amortization scheme. The extra principal reggCti be predetermined or prompted by the
occurrence of adverse credit conditions, such as r -expected depreciation of the
collateral.

e

Dealer endorsed: An installment sales contract guara

Dealer paper: Retail sales contracts underwritten and sold
such as a bank or credit union.

Dealer recourse: An agreement between the bank and the dealer that provides the bank the
right and the option of requiring the dealer to buy back indirect dealer paper it has sold to the
bank or pay any deficiencies in the event of nonperformance by the consumer.

Dealer repurchase: An agreement between the bank and the dealer that under certain
circumstances a dealer may, at its discretion, buy back indirect dealer paper it has sold to the
bank or pay any deficiencies in the event of nonperformance by the consumer.

Dealer reserve: A deposit account credited with discounts the dealer earned on the sale of
indirect loans to the bank. The account is controlled by the bank and is used to charge back
nonperforming loans to the dealer.
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Factory/manufacturer receivables: A dealer’s accounts receivable from the manufacturers.
It is usually in the forms of factory holdbacks and warranty claims.

Floor plan coverage ratio: A measurement of inventory coverage of the floor plan liability.
The ratio can be calculated as: (inventory (including LIFO reserve) + factory holdbacks) +
floor plan debt outstanding. The ratio can be customized for new or used inventory.

Holdback: A form of factory receivables, i.e., the amounts due from manufacturers. For an
automobile manufacturer, a holdback is added to the invoice price of the unit and is usually
2 percent to 3 percent of the new vehicle cost. Holdbacks are usually paid to the dealer
quarterly.

Inventory days: The average number of days it takes to turn over new and used inventory. It
is calculated as: 365 g@average inventory + the cost of sales).

Inventory turné¥ver?
of goods sold dividegby

ber of times inventory turns over in a year, calculated as cost
inventory in a year.

Last in, first out (LIFORA me f valuing inventory and cost of goods sold that
provides for costing in the Thg®m expense statement on the basis of the cost of the latest
dated items taken into invent e objective of the LIFO method is to use the most
recent costs to account for goods soj|lf. The [MIFO inventory method understates inventory
value when prices are rising, thus u erst?company’s earnings, its tax liability, and its

ability to repay debts.

Manufacturer recourse: An agreement betfivee and the manufacturer or between
the dealer and the manufacturer that allows the lealer the right and option to send
any unwanted or unsold inventory back to the ma o4epay the associated floor plan
obligation or to avoid having to pay the manufacture®™

Manufacturer repurchase: An agreement between the b
between the dealer and the manufacturer that, under certain ¢
may at its discretion take back any unwanted and unsold inventd
floor plan debt.

Manufacturer’s statement of origin (MSO): Also known as the manufacturer’s certificate
of origin, an MSO is a certification of a brand-new vehicle by the manufacturer. The MSO is
required in some states to register or title a new vehicle.

Out of trust: A dealer is considered to have sold out of trust if a floor plan check determines
that the dealer failed to pay the bank for sold inventory within the required time frame and
that the amount owed is in excess of the dealer’s available cash balances, or if the bank
cannot verify any links between contracts in transit and the sold inventory.

Rate of travel: A measure of the dealer’s average monthly sales performance in units. It is
typically set as the sales goal for the dealer under the dealer-manufacturer agreement.
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Service absorption: The level of fixed overhead covered by the gross profit from the parts,
service, and body shop departments of a dealer. The measure can be calculated as: gross
profit from the parts, service, and body shop + (total expenses — variable sales expense).

Sight draft: A type of draft used with shipments of inventory to a dealer under floor plan
financing. Unlike a time draft, which allows for a short-term delay in payment after the
dealer receives the goods, a sight draft is payable immediately when presented to the
financing bank for payment.

Trust receipt: A form of security interest used in ABL and trade financing. In inventory

financing involving a trust receipt, the bank is the owner of the merchandise and holds the
title, while the dealer holds and sells the merchandise in trust for the bank to repay the loan.

Q
//I/O
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