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Those who have been in the industry long enough to experience multiple regulatory exams, have noticed regulators’ 
areas of focus can fluctuate greatly between visits. From one exam to the next, areas can escalate from afterthought to 
core components of the review. Broad political, economic and industry trends can have sweeping effects on regulatory 
hot topics.   
  
Fair lending and vendor management have been leading focuses of regulators for a number of years. It is no surprise 
that the point where they intersect, indirect lending, has garnered much attention, as of late. Recently we have seen a 
significant increase in the number of regulatory comments handed out relating to indirect lending, from agencies 
representing all subsets of the financial services industry.   
  
In general, these exam comments have focused on three specific areas related to indirect lending (1) Policies (2) 
Financial Risk (3) and Compliance Risk.  
  
Policies  
  
Financial institutions tend to have robust lending policies which define how loans are underwritten, originated, funded 
and monitored. However, where we tend to see these policies fall short is in the level of documentation around 
unconventional lending areas.  
  
The very nature of indirect lending relationships causes underlying processes to significantly differ from 
normal operations . Institutions have far less oversight of the early stages of a loan’s life cycle as compared to their 
traditional products. At a minimum, the institution’s role in verifying customer information, reviewing applications, and 
establishing loan terms is different from a traditional process and as a result, lending policies should reflect these 
differences. Generally, we find there to be a strong correlation between the operating effectiveness of a control process 
and the level of detail included in the formalized policies around the respective area. It is for these reasons that we 
believe enhancing an institution’s policies around indirect lending is the first step towards alleviating the inherent risk 
and regulatory criticism that comes with an indirect portfolio.  
  
Financial  
  
As with any lending vertical, the financial risk associated with indirect lending is directly correlated to an institution’s 
ability to manage credit risk. As noted previously, the nature of indirect lending presents unique challenges and 
circumstances, which should alter an institution’s processes for managing the associated credit risk.    
  
Dealerships are in the business of making money, not protecting institutions from risk and losses. While institutions 
provide frameworks for dealers to follow when approving loans, the dealers have an incentive to stretch the approval 
criterion to their limits. Each customer the dealer manages to approve, results in another car sold. To combat this, 
institutions should have mechanisms in place to monitor the financial risk dealers present. One possible solution can be 
found in the deployment of data analytics. With little time and resources, a dashboard can be established for monitoring 
the full indirect portfolio and identification of dealers who present unwanted credit risk.  
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Figure 1:  
 

  
  
In Figure 1 above, institutions are able to rank dealer relationships by profitability. These measures allow an institution 
to determine which relationships are financially beneficial and which dealers are underperforming. For example, the 
average interest rate for the portfolio is 6.89%. Meanwhile, the highest performing dealership (Washington Ford) is able 
to lock in rates averaging 7.89%. By investigating what this dealership is doing differently, there may be an opportunity 
to increase the profitability of others.  
   
Figure 2:  
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Figure 2 above is an example of a dashboard that details credit risks associated with each dealer. By aggregating charge-
off and past due data the dashboard allows users to quickly identify dealerships who tend to originate “problem” loans. 
Once identified, an institution can dig further to determine whether past due and charge-off trends are a result of poor 
underwriting quality or exceptions granted. Through additional data fields, this could be expanded to capture items such 
as modification and repossession rates.  
  
Figure 3:  

  
  
  
Figure 3 above is a representation of taking the analysis a step further. By presenting the information, graphically, it is 
easier to assess other indicators of profitability. Figure 3 compares average interest rate to average loss rates on a 
dealer-by-dealer basis. It would be expected that as loss rates (credit risk indicator) increases, so would interest rates. 
This correlation ensures that institutions are being compensated for the risk they are incurring. Data points where the 
line graph (representing financial risk) exceeds the bar graph (representing financial gain), pinpoints dealers who may 
need to be investigated. When compared to their peers, these  dealers are contributing an incrementally higher level of 
risk than financial benefit.   
  
Compliance  
  
The same unique circumstances affecting financial risk, as discussed above, increase an institution’s compliance risk. In 
an indirect lending relationship, institutions have to trust that their affiliated dealers are complying with the laundry list 
of regulatory compliance rules affecting their business. Holding dealerships accountable for complying with compliance 
regulations can be a daunting task. While it may not be possible to gain complete assurance that a dealer complies with 
regulations, there are data-driven mechanisms that allow for enhanced monitoring and reduction of risk.  
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Figure 4:  
 

  
 
The dashboard shown in Figure 4 provides the ability to assess dealer tendencies and identify possible fair lending issues. 
The data set in the table represents the institution’s complete indirect portfolio. By using the filters across the top of 
the screen, the user can analyze each of the following;  

 Approval rates by gender, race and ethnicity  

 Frequency of pricing exceptions granted by gender, race and ethnicity; and,  

 Dollar value impact of exceptions granted by gender, race and ethnicity  
  
By filtering the data set, as noted above, the institution can quickly spot red flags. For instance, by using the gender 
filter, the data set is updated to show the approval rate and average interest rates granted to males versus females. In 
a fair environment, the expectation would be for those numbers to be very similar, regardless of gender. In the event 
of a large variance in approval rates, data fields such as average credit score, LTV and DTI, could provide supportable 
explanations as to why one group was approved at a higher frequency.   
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Figure 5:  
 

  
 
In addition to interactive dashboards, graphical representation of data can be quite helpful in spotting inconsistent 
behavior by dealerships. Figure 5 is a single example of how users can determine at a quick glance whether various 
classes are being treated equally. While this would not replace the in depth monitoring above, it would provide a high-
level overview for executive management or an institution’s governing body.  
  
There will always be inherent risks with areas such as indirect lending. However, with an intentional approach and the 
deployment of analytical solutions, institutions can reduce the financial, compliance and regulatory risks associated with 
these nontraditional lending areas.  
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 




