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To Whom it May Concern:

The American Fintech Council (AFC)! submits this comment letter in response to the request for
comment by the Board of Governors of the Federal Reserve System (Federal Reserve), Federal Deposit
Insurance Corporation (FDIC), and Office of the Comptroller of the Currency (OCC and, together with
the Federal Reserve and FDIC, the Agencies) on proposed guidance on managing the risks associated
with third-party relationships (Proposed Guidance).> AFC believes that well-regulated, responsible
partnerships between financial institutions and technology companies are critically important for the
financial health of consumers and the banking system as a whole. The innovative offerings that are
created and facilitated by these responsible partnerships help to expand access for communities that have
been traditionally underserved, creating a more inclusive and resilient financial system. The Proposed
Guidance presents an important opportunity for the Agencies to promote these responsible partnerships
while simultaneously discouraging predatory practices and offerings that are detrimental to hardworking
families’ financial well-being and the stability of the financial system. AFC respectfully submits the
following comments and welcomes the opportunity to assist the Agencies in achieving this goal.

The mission of the AFC is to promote an innovative, responsible, inclusive, customer-centric financial
system. AFC’s membership includes both supervised banks subject to the Proposed Guidance, as well as
various financial technology companies that act as third parties. Accordingly, third-party relationships and
management of the risks associated with these relationships play a significant role across the functions,
strategies, and routines of the AFC’s members. AFC and its members appreciate the need for robust
compliance and risk management to address the potential risks associated with third-party relationships,
and our comments are informed by the experiences of our members in establishing and implementing a
wide range of third-party relationships.

“Proposed Interagency Guidance on Third-Party Relationships: Risk Management,”
86 Fed. Reg. 38182 (July 19, 2021).



AFC supports the Proposed Guidance, which would allow community banks and small banks greater
flexibility to implement mutually beneficial arrangements with third parties. AFC believes that two
modifications to the Proposed Guidance would further support responsible innovation in the banking
industry. First, the Proposed Guidance should not unduly interfere with the ability of community banks
and other small banks to establish appropriate and beneficial arrangements with third parties. And
second, the Proposed Guidance should use this opportunity to promote responsible bank-fintech lending
partnerships that meet the needs of consumers. We explain these recommendations more fully in the
discussion that follows.

1. The Proposed Guidance should not unduly interfere with the ability of community banks
and other small banks to establish appropriate and beneficial arrangements with third
parties.

The Proposed Guidance would offer a framework for banking organizations to consider in developing
third party-risk management practices, taking into account the level of risk, complexity, and size of the
banking organization and the nature of the third-party relationship. The Proposed Guidance also would
expressly adopt a tailored approach with respect to smaller and less complex banking organizations. In
response to concerns by smaller and less complex banking organizations that they are expected to institute
third-party risk management practices more appropriate for larger and more complex banking
organizations, the Proposed Guidance would state that banking organizations should adopt risk
management practices commensurate with (i) the level of risk and complexity of their third-party
relationships and (ii) the risk and complexity of the banking organization’s operations.

Additionally, rather than mandating specific features of a third-party risk management program, the
Proposed Guidance would describe “principles” for banking organizations to consider when scaling the
nature of their risk management activities. For example, the Proposed Guidance would not employ the
word “should” and instead would outline practices that banking organizations “typically” conduct. This
approach would align with the Agencies’ recently released guidance for community banks on conducting
due diligence on financial technology companies, which lists a series of considerations that community
banks “may” take into account, as appropriate to the circumstances.?

AFC appreciates the Agencies’ proposed adoption of this principles-based approach, which would
increase the flexibility for community banks and small banks to pursue mutually beneficially partnerships
with third parties. In our experience, these institutions are often unable to access the benefits of these
partnerships, due to, among other things, uncertainties over their regulatory and supervisory compliance
obligations. It is often these institutions, however, that benefit more from these third-party partnerships
than larger banking organizations. Partnerships with technology firms provide an additional avenue for
many smaller banking organizations to overcome barriers that may stand in the way of a successful digital
transformation of their products and services.*

Federal Reserve, FDIC, and OCC, “Conducting Due Diligence on Financial Technology Companies: A
Guide for Community Banks” (August 2021), https://www.ots.treas.gov/news-issuances/news-
releases/2021/nr-ia-2021-85a.pdf (hereinafter the Fintech Diligence Guidance).

4 Small banking organizations rely on third parties to provide both “critical activities,” as defined in the
Proposed Guidance, and less material or significant functions that a larger banking organization might
perform through in-house resources. In our experience, smaller banking organizations are cognizant of the
concentration risk that may be presented by reliance on critical service providers and devote substantial
efforts to managing this risk.



These partnerships can make community banks more competitive with their larger, national counterparts,
which have the resources to either acquire or independently build their own technology solutions. AFC’s
membership has a proven track record of facilitating modern, innovative products, especially in online
lending, which can provide essential financial services to consumers who have otherwise been all but left
behind by legacy financial institutions. Empowering smaller banking organizations to form these
partnerships in a safe and responsible manner is critical to ensuring competition throughout the market,
which creates lower prices and a variety of superior options for consumers. Sound, unambiguous third-
party risk management guidance will help to propel and foster responsible innovation while creating a
level playing field across the ecosystem. In many cases, the ability for these institutions — many of which
previously have played a critical role in delivering affordable credit to low- and moderate-income
communities — to continue to drive the industry forward and create innovative solutions depends on their
ability to partner effectively with third parties.® It is clear that supporting responsible partnerships
through sound guidance will continue to lead to tremendous growth and benefits for consumers and the
financial system as a whole.

Accordingly, the Proposed Guidance should not unduly interfere with the formation of mutually
beneficial third-party partnerships. The Proposed Guidance should be modified in the following ways to
reflect commercial realities, lessen compliance burden, and clarify supervisory expectations:

e  Benefits of third-party partnerships.® While the Proposed Guidance would acknowledge that
banking organizations engage with third parties for a range of purposes, including to offer
competitive and innovative products that otherwise would be difficult, cost-prohibitive, or time-
consuming to develop in-house, or to enhance their operational and compliance infrastructure, the
Proposed Guidance should acknowledge that these purposes may be particularly essential or
beneficial to the competitiveness of community banks and other small banking organizations.
The Proposed Guidance also should acknowledge that, if managed appropriately, third-party
partnerships can enhance safety and soundness, promote financial inclusion, and lead to the
development of innovative products and services, among other benefits. By acknowledging these
benefits, the Proposed Guidance would align with the Fintech Diligence Guidance, which states
that, “[b]y providing access to new or innovative technologies, companies specializing in
financial technologies (or “fintech”) can provide community banks with many benefits, such as
enhanced products and services, increased efficiency, and reduced costs, all bolstering
competitiveness.”” In addition, these changes would align the Proposed Guidance with the
Comptroller’s Handbook on Model Risk Management, which notes that banking organizations
may gain operational efficiencies and improve their competitive edge through third-party
relationships.®

5 For this reason, AFC supports the efforts by the FDIC’s FDiTech initiative to promote the efficient and
effective adoption of technology at FDIC-supervised banking organizations, particularly at community
banks, and to facilitate the supervision of technology usage at these institutions without increasing costs or
regulatory burden. In particular, AFC believes that standard-setting and voluntary-certification programs
could be established to (i) support efforts by banking organizations to implement models and manage
model risk by certifying or assessing certain aspects of the models themselves, and (ii) to conduct due
diligence of third-party providers of technology and other services by certifying or assessing certain aspects
of the third-party providers’ operations or condition.

6 These comments respond to question 1 in the Proposed Guidance.
7 Fintech Diligence Guidance, 1.
8 Comptroller’s Handbook on Model Risk Management (August 2021), 48,

https://www.occ.treas.gov/publications-and-resources/publications/comptrollers-handbook/files/model-
risk-management/pub-ch-model-risk.pdf (hereinafter OCC Model Risk Management Handbook).
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FAQs on fintech partnerships.® The Proposed Guidance would include the OCC’s 2020 FAQs™®
as an exhibit and requests comment on the extent to which the concepts included in these FAQs
should be incorporated into the final version of the guidance. Certain of these FAQs address
partnerships between banking organizations and fintechs, including FAQs 10 and 16, which,
respectively, state that an arrangement with a fintech company is not necessarily considered a
“critical activity” and that a banking organization may engage with a start-up fintech company
with limited financial information, provided it takes into account certain considerations and
approaches. The concepts underlying these FAQs should be incorporated into the Proposed
Guidance, because they provide useful considerations for establishing responsible partnerships
with fintechs. When incorporating these and similar concepts into the final guidance, the
Agencies should affirm, consistent with the Proposed Guidance generally and the Fintech
Diligence Guidance, that banking organizations have the flexibility to establish these partnerships
based on the size and complexity of the banking organization and the third party, the risk appetite
of the banking organization, the benefits and risks of the activities to be conducted by the fintech,
and related considerations. The Proposed Guidance should also expressly note that, even where
risks presented by a fintech partnership cannot be entirely mitigated, banking organizations have
the flexibility to accept the risk if the banking organization determines that the risk is within its
risk tolerance and can be appropriately monitored on an ongoing basis.

Life cycle generally.”* The Proposed Guidance would outline a broad range of considerations that
banking organizations “typically” consider throughout the third-party risk management life cycle.
While the Proposed Guidance would state that these activities should be conducted in a risk-based
manner, the Proposed Guidance should clarify that these considerations are not intended to be
operationalized by examiners or banking organizations as a “checklist,” but rather should be
understood as illustrative practices that may be appropriate under certain circumstances.

Subcontractor due diligence.'? The Proposed Guidance would state that banking organizations
typically conduct due diligence on the third party’s critical subcontractors under certain
circumstances, such as when the third party outsources significant activities. The Agencies
should revise this aspect of the Proposed Guidance in two important respects.

o First, the Proposed Guidance should clarify the terms “critical subcontractor” and
“significant activities” as conducted by subcontractors. The Proposed Guidance should
state that a critical subcontractor is one that conducts “critical activities,” as defined in
the Proposed Guidance, on behalf of a third party. The Proposed Guidance also should
state that significant activities are those that correspond to the definition of “significant
bank function,” as defined in the Proposed Guidance, except as performed by a
subcontractor on behalf of a third party. Clarifying these definitions would enable
banking organizations to more effectively manage to and meet supervisory expectations,
as these key definitions would inform whether supervisors will expect banking
organizations to conduct heightened due diligence of a given subcontractor.

10
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These comments respond to question 18 in the Proposed Guidance.

OCC Bulletin 2020-20, “Third-Party Relationships: Frequently Asked Questions to Supplement OCC
Bulletin 2013-29” (March 5, 2020), https://www.occ.gov/news-issuances/bulletins/2020/bulletin-2020-
10.html.

These comments respond to questions 1 and 6 in the Proposed Guidance.

These comments respond to questions 15 and 16 in the Proposed Guidance.
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o Second, the Proposed Guidance should expressly acknowledge that, while a
subcontractor itself may be designated as a “critical subcontractor,” not all of the
activities the subcontractor conducts on behalf of the third party are necessarily critical to
the third party and therefore may not warrant heightened due diligence by the banking
organization. A critical subcontractor may perform both critical activities and non-
critical activities, and banking organizations should have the flexibility to tailor and
target their due diligence in a risk-based manner, consistent with the risk-based approach
articulated in the Proposed Guidance generally. This approach also would align more
closely with the Fintech Diligence Guidance, which emphasizes that the purpose of
conducting diligence on the third party’s monitoring of its subcontractors is to provide
insight into the operational resilience of the third party.™

Affiliates and subsidiaries.* The Proposed Guidance would include affiliates and subsidiaries of
the banking organization as examples of third-party relationships to which the Proposed Guidance
applies. Accordingly, banking organizations would be expected to subject their arrangements
with affiliates and subsidiaries to the full third-party risk management life cycle, from planning to
termination. However, third-party relationships with affiliates and subsidiaries may present
different types of risk than relationships with unaffiliated entities; for example, as the OCC
Model Risk Handbook acknowledges, “[v]endor products should nevertheless be incorporated
into a bank’s broader model risk management framework following the same principles as
applied to in-house models, although the process may be somewhat modified” (emphasis
added).” Moreover, as the Proposed Guidance would recognize, relationships with affiliates are
subject to the affiliate transactions restrictions of sections 23A and 23B of the Federal Reserve
Act, as implemented in Regulation W. Given that the Proposed Guidance would set forth a risk-
based approach to third party risk management, it should acknowledge that affiliates and
subsidiaries may present different types of risks than relationships with unaffiliated entities, and
therefore it may not be appropriate for banking organizations to subject affiliates and subsidiaries
to the full third-party risk management life cycle in all instances.

The Agencies should use this opportunity to promote responsible bank-fintech lending
partnerships that better meet the needs of consumers.

As described above, responsible bank-fintech partnerships promote the availability of affordable credit,
especially for traditionally underserved borrowers, and improve the competitiveness of banking
organizations, thereby enhancing their safety and soundness. Consumers are the main beneficiaries of
these partnerships, because they benefit from, among other things, lower prices through competition,
access to products and services designed to meet their needs, and an elevated customer experience.®
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Fintech Diligence Guidance, 17. This guidance continues, “For example, a community bank may inquire
as to whether the fintech company depends on a small number of subcontractors for operations, what
activities they provide, and how the fintech company will address a subcontractors’ inability to perform.”

These comments respond to questions 2 and 9 in the Proposed Guidance.

OCC Model Risk Management Handbook, 48. This Handbook also acknowledges on page 29 that, when a
banking organization uses third-party models, the extent of its documentation for those models is typically
not as extensive as for models it has developed in-house.

AFC is well-positioned to make these recommendations because our members have committed to the
highest lending standards in the industry, including not offering “payday” or “high-cost installment loans”
as defined by the CFPB.



Well-regulated partnerships between financial institutions and technology companies are critically
important to delivering these benefits to banking organizations and consumers.

The Proposed Guidance, however, would not directly address responsible lending partnerships between
banking organizations and fintech firms. Establishing unambiguous standards and identifying key aspects
of healthy, responsible partnerships would assist in protecting consumers from predatory schemes and
eliminating from the industry practices that are detrimental to consumers’ financial health. Moreover,
such standards would allow supervisory staff to encourage and promote responsible lending partnerships
that benefit consumers. In the interest of establishing these uniform supervisory expectations, the
Proposed Guidance should describe the unique risk management considerations applicable to third-party
lending partnerships.'’

For example, the Proposed Guidance could leverage aspects of the FDIC’s proposed guidance on third-
party lending,*® which would, subject to certain refinements, set forth clear expectations around lending
facilitated by bank partnerships. This framework would also clarify supervisory expectations, thereby
enabling supervisory staff to promote responsible bank lending partnerships and supervised institutions to
better manage to and meet supervisory expectations. This framework could be strengthened to effectively
eliminate predatory lenders from the banking system while ensuring that responsible partnerships can
continue to help facilitate access to high-quality, low-cost credit.

We recommend that the Agencies incorporate the following considerations into the Proposed Guidance:

e The Proposed Guidance should address how the nature and quality of loan products offered in
conjunction with third parties may themselves implicate the safety and soundness of banking
organizations. Lending products with annual percentage rates (APRs) of greater than 36 percent
(i.e., above the Military Lending Act threshold) can result in expensive “debt-trap” cycles of re-
borrowing for consumers and may pose longer-term, but nevertheless material, risks to banking
organizations, including risks of reputational harm and customer attrition. Such longer-term risks
are important considerations within a risk-based third-party risk management framework and
therefore should be discussed in the Proposed Guidance. By clarifying the distinction between
responsible and irresponsible use of the “issuing bank model” of third-party lending
arrangements, this guidance document would encourage responsible bank-fintech lending
partnerships.

e An additional attribute of responsible third-party relationships relative to those that are high-risk
and high cost to consumers is the degree to which banking organizations in the relationship retain
portions of the loans they have originated (i.e., a version of “skin in the game”). We therefore
suggest that the Proposed Guidance state that, in responsible partnerships, the banking
organization generally retains some portion, based on the discretion of the originating bank and
consistent with its overall financial and business strategy, of the loans it originates. The guidance
document should then describe ways in which the banking organization may maintain ongoing
involvement throughout the life cycle of the loan. Examples may include that the banking
organization should neither expect nor receive super-indemnification for loan performance or
that, in a forward-flow relationship with known providers, neither the purchase nor the sale of
loans should be mandated or guaranteed.

o The following recommendations generally respond to questions 1, 2, 6, 9, 10, and 11 in the Proposed
Guidance.
18 FDIC FIL-50-2016, “Examination Guidance for Third-Party Lending” (proposed July 29, 2016),

https://www.fdic.gov/news/financial-institution-letters/2016/fil16050a.pdf.
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The Proposed Guidance should provide greater clarity on appropriate lending standards for bank-
fintech partnerships. These responsible lending standards should address, among other things,
origination, funding, compliance, continuous oversight, and risk management. And while the
Agencies do not have the statutory authority to set interest rate caps on personal consumer loans,
this guidance nonetheless should state that personal consumer loans with certain features are
more likely to constitute unsafe or unsound practices that perpetuate cycles of debt, because these
features may impair a borrower’s ability to repay and therefore increase the likelihood of
borrower default (in turn affecting the safety and soundness of the banking organization).
Banking organizations that originate these types of loans, through partnerships or otherwise,
should become subject to additional supervisory scrutiny, particularly from a consumer protection
and safety and soundness perspective. On that basis, the Proposed Guidance should identify
specific features that will trigger examiners’ scrutiny of a particular lending program to determine
whether the program raises these safety and soundness and consumer protection concerns.
Specifically, the Proposed Guidance should identify that the following loan program
characteristics, depending on the particular facts and circumstances, may trigger close examiner
review of the program:

o High interest rates, which could be defined as rates above those set forth in the Military
Lending Act. The guidance should be careful, however, not to indirectly impose a rate
cap.

o Loan fees that essentially replicate a high APR. The Military Lending Act provides an
example of an approach to limiting these fees.

o Programs that involve frequent renewals or refinancing, especially where the renewal or
refinancing includes additional fees, amortization clauses, or other non-transparent terms.

o Reliance on practices that insulate the banking organization from the consequences of
potentially unsafe and unsound underwriting standards (e.g., unrestricted sale
guarantees).

This responsible lending guidance, including these features, should then be incorporated into the
FFIEC Information Technology Handbook. Banking organizations would benefit from
standardized guidance and examination modules across their federal and state regulatory
agencies. Uniform supervisory practices that encourage responsible lending partnerships would
greatly benefit consumers, banking organizations, and the financial system.

If you have any questions, please contact the undersigned at Yana@fintechcouncil.org.

Yana L. Miles
General Counsel and Senior Vice President, Head of Regulatory Affairs
American Fintech Council





