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Overview

Lending is the principal business activity for most commercial banks. The Loan portfolio is
typically the largest asset and the predominate source of revenue. As such, it is one of the
greatest sources of risk to a bank’s safety man soundness. Whether due to lax credit
standards, poor portfolio risk management, or weakness in the economy, loan portfolio
problems have historically been the major cause of bank losses and failures. Effective
management of the loan portfolio and the credit function is fundamental to a bank’s safety
and soundness. Loan portfolio management (LPM) is the process by which risks that are
inherent in the credit process are managed and controlled. Because review of the LPM
process is so important, it is a primary supervisory activity. Assessing LPM involves
evaluating the steps bank management takes to identify and control risk throughout the credit
process. The assessment focuses on what management does to identify issues before they
become problems. This booklet, written for the benefit of both examiners and bankers,
discusses the elements of an effective LPM process. It emphasizes that the identification and
management of risk among groups of loans may be at least as important as the risk inherent
in individual loans. For decades, good loan portfolio managers have concentrated most of
their effort on prudently approving loans and carefully monitoring loanperformance.Although
these activities continue to be mainstays of loan portfolio management, analysis of past credit
problems, such as those associated with oil and gas lending, agricultural lending, and
commercial real-estate lending in the 1980s, has made it clear that portfolio managers should
do more. Traditional practices rely too much on trailing indicators of credit quality such as
deﬁnquency,nonauxuahandrﬁkraﬁnghends.Bankshavefbundthatﬂuxeindka&wsdonot
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