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Auto Loan Defaults:
Proactive Steps for Lender Protection

Today's economic environment is Mitigating risk in your
marked by high interest rates and auto loan portfolio is
persistent inflation, which contribute to critical among an

the financial strain on borrowers. increase inborrower
delinquencies.

Lenders face significant challenges from rising lending costs and
increased borrower defaults.

Many borrowers are finding it increasingly difficult to meet their monthly

payments on their consumer loans, especially in the auto loan sector
where the cost of car ownership has risen dramatically. As borrowers’
delinquency continues to rise, lenders remain unprotected in their
interest in these collaterals. Lenders face the added burden of recovering,
repairing or replacing vehicles as borrower defaults and delinquencies
continue to rise to all-time highs.

The ripple effect of defaults can be far-reaching, impacting not only the
individual lender but also the broader financial health of the lending insti-
tutions. For lenders, these are shaky times, since auto loans often make up
a substantial portion of a lender’s portfolio. It's also important to note that
1% to 2% of loan portfolios typically include uninsured borrowers, which
further exacerbates the risk for lenders.
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A Mid-Size Bank'’s Poor Risk Management

A recent example of the consequences of inadequate risk
management is the case of a mid-size investment bank.

In an attempt to protect itself from potential defaults, the
bank charged over 35,000 customers for unnecessary auto
insurance policies without proper notification or consent.
Despite many already having adequate coverage, customers
were being charged for additional insurance without their
knowledge, leading to more than 1,000 wrongful vehi-

cle repossessions. Ultimately, this resulted in a $5 million
penalty against the bank, with the Consumer Financial
Protection Bureau deeming the practice illegal and harmful.

Risk Mitigation Strategies

There are risk mitigation strategies that lenders should
adopt to avoid the pitfalls seen in cases like this one:

* Strengthen Underwriting Practices: Tighten lending
standards for high-risk segments and customize
underwriting to match borrowers’ specific risk profiles.

* Prioritize Direct Lending: Focus on direct lending for
better risk assessment and management.

* Implement Regular Loan Monitoring: Review
borrower risk profiles, update loan conditions and
conduct audits to address potential risks early.

* Diversify Loan Portfolios: Spread risk across various
loan types to minimize the impact of defaults.

Insurance as a Safety Net

Implementing a lenders single interest insurance policy
that covers every loan in a lender’s portfolio provides an
additional layer of protection. In the event of a default, the
insurance coverage would kick in, allowing the lender to
potentially recover a portion of the loan amount. By doing
s0, lenders could reduce charge-offs and stabilize their
portfolios. The need to track borrower insurance or apply
force-placed insurance on uninsured borrowers is elimi-
nated, removing the exposure for potential false placement
or noise around force-placed insurance.

For example, if a lender has a high default rate in its auto
loan portfolio, a blanket insurance solution ensures that
their interest in every loan is covered, regardless of the bor-
rower’s individual insurance status.
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Educational Tips for CFOs and
Risk Managers

For lender CFOs and risk managers, navigating these chal-
lenging times requires a focus on effective loan portfolio
management. Here are some best practices to consider:

* Regular Audits: Conduct regular audits of loan
portfolios to identify and address potential risks early.

* Risk Management: Assess what the current exposure
is for the loan portfolio.

¢ Tailored Underwriting: Customize underwriting
practices to the specific risk profiles of borrowers, rather
than applying a one-size-fits-all approach.

* Diversification: Diversify the loan portfolio to spread
risk across different types of loans, reducing the impact
of defaults in any one segment.

Despite today’s high-risk economic environment, lenders
must proactively manage the performance of their loan
portfolio effectively.

How NFP Can Help

NFP can help lenders safeguard their financial stability by
providing expert risk management strategies and tailored
insurance solutions to prevent potential defaults.

We assist in managing uninsured borrower risks by imple-
menting blanket lenders single interest solutions that cover
all loans in a portfolio, ensuring that even uninsured loans
are protected.

We remove the need to track or apply force-placed insur-
ance and focus on covering the portfolio from an insurance
standpoint based on today’s risk. Our comprehensive
approach helps reduce charge-offs and delinquency rates,
providing greater protection for lenders.

To learn more, visit NFP.com.

NFP Corp. and its subsidiaries do not provide legal or tax advice. Compliance,
regulatory and related content is for general informational purposes and is not
guaranteed to be accurate or complete. You should consult an attorney or tax pro-
fessional regarding the application or potential implications of laws, regulations or
policies to your specific circumstances.
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