FOREWORD

The May 2008 change (Change 7) to the Corporate Examiner's Guide
(CEG) consists of an update to Chapters 201, 201.1, 202, 203, 204,
205, 301, 302, 303, 304, 305, 306, 307, 308, 309, 310, 311 and 401.
Change 7 includes revisions to the Investments (Chapter 201), Asset
and Liability Management (Chapter 202), Capital (Chapter 204)
Management (Chapter 301), Information Systems and Technology
(Chapter 303), Item Processing Service Centers (Chapter 304), Funds
Transfer (Chapter 305), ACH (Chapter 306), Contingency Planning
(Chapter 307), Compliance (Chapter 308) and Supervisory
Committee/Audit Function (Chapter 309) chapters resulting from
technological and regulatory changes, as well as general updating of
the other aforementioned chapters and certain associated appendices.

As a reminder to those utilizing this manual the CEG remains a guide,
not a regulation. The guidance herein is dependable, but may not be
the best or final approach in every situation. Examiner judgment and
flexibility remain crucial to a successful examination program.

Kent D. Buckham
Director
Office of Corporate Credit Unions



NATIONAL CREDIT UNION ADMINISTRATION
CORPORATE EXAMINER’S GUIDE

The Corporate Examiner’s Guide (CEG) provides guidance to National Credit
Union Administration (NCUA) examiners for performing examinations and
supervision of corporate credit unions. The primary goal is to ensure the overall
safety and soundness of the corporate credit union system. While the CEG is
intended to provide guidance to examiners, it also offers information corporate
credit unions may find useful in understanding the examination and supervision
process.

Both state and federal examination staff examine corporate credit unions,
depending upon whether the individual corporate is state or federally chartered.
Federal examiners normally consist of staff from NCUA’s Office of Corporate
Credit Unions (OCCU). The OCCU uses a risk-focused examination and
supervision process, which emphasizes ensuring corporate credit union
management identifies, measures, monitors, reports, and controls the current
and projected risk of their operations.

Although the guidance provided in this CEG is dependable, it may not
necessarily be the best or final approach in every situation. The risk-focused
examination approach requires examiners to exercise their professional
judgment to assess the risk inherent in a given corporate credit union operation
and determine the scope of the examination taking into consideration the many
variables presented by the individual corporate credit union. When examiners
determine a safety and soundness concern and/or a regulatory violation exists,
they communicate with corporate credit union officials and staff to develop action
steps to eliminate the concern(s).

Please be advised it will take you approximately 20 minutes to download the
CEG file using a 56k modem. (If your modem speed is less than or greater than
56k it will take you more or less time).

If you have questions that are not addressed in the CEG, please contact the
OCCU at (703) 518-6640.



MISSION

OCCU The Mission of the Office of Corporate Credit Unions (OCCU) is to
MISSION ensure the safety and soundness of the corporate credit union system
by:

1. Providing timely and effective advice to the National Credit Union
Administration (NCUA) Board on legislative, regulatory, and
operational issues concerning corporate credit unions.

2. Developing, implementing, and maintaining examination and
supervisory policies and procedures that address in a timely
manner corporate credit union issues in an evolving financial
market.

3. Effectively managing OCCU’s resources, the applicable risk to the
National Credit Union Share Insurance Fund (NCUSIF) and the
systemic risk to the credit union system.
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Chapter: 101

ADMINISTRATION

Introduction

The Corporate Examiner’s Guide (Guide) is for use during the
examination and supervision of Corporate Credit Unions (corporates)
which are subject to regulation by the National Credit Union
Administration (NCUA). It provides Office of Corporate Credit
Union (OCCU) personnel with uniform standards for planning and
conducting examinations and should be used as a reference tool,
training aid, and a guide to NCUA policies and procedures.

Through the regulatory process, OCCU personnel assess the safety and
soundness of each corporate. This process includes an:

1. Objective evaluation of a corporate’s operational and financial
soundness and its compliance with applicable laws and
regulations;

2. Assessment of the quality of management and directors; and

3. Identification of areas where corrective action is required to
strengthen operations, or improve the quality of performance, or
enable compliance with applicable laws and regulations.

This Guide sets forth the framework for this process and is designed to
encourage independent reasoning, objectivity, efficiency, and
professionalism in the examination process. To promote consistent
application among OCCU examination teams, the Guide sets forth
minimum standards for examination objectives and procedures. While
it promotes standardization of the examination process, field staff is
encouraged to modify Guide programs to fit specific institution needs.

Examiners should supplement the Guide and its associated programs
with education, experience, and sound judgment. Supplemental pages,
updates, and revisions will periodically be published and distributed.

References within the text to specific regulations refer to regulations
promulgated by NCUA, unless otherwise designated.

April 2004
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CORPORATE EXAMINER’S GUIDE

Guide The Guide is divided into five major areas, with each area divided into
Organization: chapters. Each area and chapter is designated by a divider tab.
Chapters
Mission
Table of Contents
100  General
Chapter 101 Administration
Chapter 102 Corporate Credit Union Supervision and
Examination Process
Chapter 103 On-site Presence Supervision
Chapter 104 State Chartered Credit Unions
200  Accounts
Chapter 201 Investments
Chapter 202 Asset and Liability Management (ALM)
Chapter 203 Loan Review
Chapter 204 Capital
Chapter 205 Accounting and Financial Reporting
300 Other Examination Areas
Chapter 301 Management
Chapter 302 Profitability
Chapter 303 Information Systems Processing
Chapter 304 Item Processing Service Centers
Chapter 305 Funds Transfer
Chapter 306 Automated Clearing House (ACH)
Chapter 307 Contingency Planning
Chapter 308 Compliance
Chapter 309 Supervisory Committee/Audit Function
Chapter 310 Bond and Insurance Coverage
Chapter 311 Corporate Credit Union Service Organizations
Page 101-2 April 2004



ADMINISTRATION

400  Assessment of Corporate Credit Unions
Chapter 401 Corporate Risk Information System (CRIS)
500 Statutes and Regulations (To be developed)

Chapter 501 Administrative Actions/Criminal Violations
Chapter 502 Special Assistance

Chapter 503 Chartering Amendments

Chapter 504 Applications for Insurance

Chapter 505 Mergers, Conversions, and Divisions
Chapter 506 Liquidations

Work papers
Index

Each chapter is divided into the following Sections and into further
subsections, as applicable.

Introduction (Overview)
Examination Objectives
Examination Procedures
Examination Questionnaires
References

Appendices

IR

Not every Chapter will include each Section.
Introduction

The Introduction describes the subject and explains the activity or
operation. Introductions serve as an overview of the respective topics
and reinforce knowledge the examiner has gained through NCUA'’s
education programs and experience on the job. Introductions are
designed to provide comprehensive information and guidance to
examiners. They provide the reader with basic information such as
NCUA policies and pertinent accounting issues. Introductions also
focus on risks, rewards, and controls.

April 2004
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Examination Objectives

Examination objectives describe the goals that should be of primary
interest to the examiner. Listed objectives are general and designed to
help examiners tailor the examination to the specific corporate. Some
examination objectives, such as evaluation of the corporate’s system
of internal controls, policies, practices, procedures, and the scope and
adequacy of the audit function, help examiners determine the
examination scope. Other objectives, such as assessing the corporate’s
compliance with laws and regulations and evaluating the need for
corrective action, provide a framework to help examiners identify
areas of risk and develop and implement a strategy for supervising the
corporate.

Certain objectives are germane to the overall examination process and
to virtually every examination section. These common objectives are
presented below. Staff may wish to review this list during the course
of an examination, as these objectives might not be specifically
included in other Guide Sections.

Common Objectives

1. Document the effectiveness of the corporate’s operations;

2. Determine compliance with laws and regulations;

3. Determine the adequacy of and adherence to corporate policies and
procedures;

4. Assess management’s expertise and ability to manage the
corporate’s affairs;

5. Assess the board of director’s oversight and ensure that
management and the board are receiving complete and accurate
reports;

6. Verify that an acceptable system of records and internal controls is
in place;

7. Verify management has assessed the effect of anticipated internal
and external changes on the corporate;

8. Assess the corporate’s ability to meet its future needs (e.g., fund
growth, provide capital, absorb losses);

9. Identify any actual or potential undue risk to the corporate, the
corporate system, or the National Credit Union Share Insurance
Fund (NCUSIF); and

Page 101-4
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ADMINISTRATION

10. Report examination findings:
a) Present analysis and conclusions regarding the corporate’s
overall condition, trends, and prospects for future viability; and
b) Identify material concerns (i.e., through development of DORSs,
etc.) and seek management’s agreement for timely resolution
of such concerns.

Corporate Examination Procedures

Corporate examination procedures are steps an examiner may follow
to accomplish objectives for an area. Examination procedures are a
comprehensive collection of approaches from which the examiner-in-
charge (EIC) selects only those necessary to adequately assess the area
in the corporate under examination.

The materiality and significance of a given area of corporate
operations are the EIC’s primary considerations in deciding the scope
of the examination and the procedures to be performed. Examiner
flexibility results in examinations tailored to fit the operations of the
corporate.

Examination procedures are divided into three groups: base, standard,
and expanded. All examinations will be conducted under standard
examination procedures (standard), unless otherwise justified by the
examiner and approved by the EIC. However, even if the examiner
chooses to divert from the standard procedures, at a minimum, base
procedures will be performed for all examinations.

Base procedures are the minimum examination steps conducted when
various factors do not warrant standard or expanded examination
procedures. This determination may be made when developing a
multi-year examination scope or as a result of events during an
examination. For instance, the EIC and the Corporate Field
Supervisor (CFS) may determine that the standard Automated
Clearing House procedures should be conducted every other year to
provide additional time to review the investment area. Likewise, the
EIC may determine, after an examination has started, that a problem
has arisen in an area that needs more attention, which requires less
time in the Funds Transfer area. In each of these cases the standard

April 2004
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procedures may be reduced, but never below base examination
procedures.

Standard procedures are employed by examiners under normal
circumstances. Normally, examinations are staffed for standard
procedures; however, OCCU management expects EICs to use their
discretion in adjusting the review level to either base or expanded, as
individual circumstances warrant. Standard procedures may be
reduced to base or increased to expanded procedures. The EIC must
explain the decision to alter standard procedures in the Confidential
Section work paper.

Expanded procedures are more discretionary. Examiners should
follow these procedures only when they identify significant problems
and it is necessary and expeditious to perform audit-like verification
procedures. ldeally, these procedures can be performed by the
corporate’s staff, directors, and internal and/or external auditors. If the
corporate’s internal controls or external audit program are not
adequate, the examiner should:

1. Require the corporate to immediately address the areas of concern;
or
2. Broaden the examination scope to include expanded procedures.

Although examination subject areas differ greatly, certain procedures
are applicable to any phase of an examination. A list of procedures
that are common to the overall examination process and to virtually
every examination section follows. The examiner may wish to review
this list when completing an area of review, as the procedures might
not be specifically incorporated in other Guide Sections.

General Procedures

Gather Data

1. Review previous Examination Report DORs and OEFs and work
papers;

2. Review the current year’s scope, supervisory correspondence, and
interagency data;

Page 101-6
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Consider the regulatory policy associated with the areas of review;
and

4. Obtain the corporate’s risk management reports and written
policies and procedures.

Set Scope

1. Establish a clear understanding of examination objectives;

2. Perform analytical review of financial data;

3. Identify new or unusual transactions requiring modified
examination procedures;

4. Indicate areas of greatest concern;

5. Tailor the examination scope to meet the corporate’s risk profile;

6. Consult with other examiners and take the nature of their initial
findings into account in determining the examination scope and
level of review;

7. Determine if expanded procedures are necessary;

8. Develop additional procedures not covered in the Guide, if
necessary; and

9. Perform only those procedures necessary to achieve program

objectives.

Evaluate Process

a LD E

IS

Interview corporate personnel;

Evaluate policies and procedures;

Spot check the reliability and accuracy of reports;

Test the corporate’s procedures;

Identify material changes in operation or policy since the previous
examination;

Evaluate trends;

Research significant variations from last year’s examination to
determine if there is cause for concern; and

Obtain explanations for any significant issues.

Assess Management

Review the adequacy of the risk management reports prepared for
the board, ALCO, and operating management;

Determine the extent to which the directors are involved in
monitoring performance and initiating corrective action;

April 2004
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Review the adequacy of management’s strategic plans;

Interview management and staff to ascertain if personnel have
adequate knowledge of policies and procedures;

Determine the sufficiency of the training and expertise of staff
versus the scope and level or risk activities; and

Determine if policies and procedures are being communicated and
regularly updated.

Formulate Conclusions

Keep the EIC informed of progress;

Discuss concerns with other examiners, if appropriate;

Identify, and determine significance of, regulatory violations and
deficiencies;

Discuss findings with management;

Determine the adequacy of management’s response to problem
issues; and

Consider possible strategies for corrective action and develop a
recommended course of action.

Conduct Post Review Activities

ISARE Sl A

Review work to ensure objectives have been satisfied;

Summarize results and conclusions;

Draft comments, including scope, findings, and recommendations;
Assign ratings if applicable;

Ensure that there are properly cross-referenced work papers to
document and support substantive findings and conclusions; and
Update the Field File.

Corporate Examination Questionnaires

Corporate Examination Questionnaires (Questionnaires) are checklists
an examiner may utilize to gather and summarize information relative
to an area. Questionnaires for each area of review are provided on a
chapter-by-chapter basis under the guide tab entitled Work papers.

Questionnaires help to assess a corporate’s control systems and
improve the examiner’s understanding of the corporate’s internal
controls, policies, practices, and procedures. Questionnaires ask about

Page 101-8

April 2004



ADMINISTRATION

controls that ideally are in effect to provide the corporate with proper
day-to-day protection. The examiner is primarily interested in controls
that relate to compliance with managerial policies and procedures.
The EIC decides when to complete or update the questionnaires
related to a particular area of review as part of an examination. IT IS
NOT NECESSARY TO COMPLETE ALL QUESTIONNAIRES
DURING EACH EXAMINATION. The examiner should include
only those questionnaires pertinent to the examination scope and
objectives. In the event that the EIC determines completion of a
questionnaire is unnecessary, the rationale for this decision should be
supported and documented in the Confidential Section of the work
papers.

Questionnaires reflect standards for safe and sound operating
procedures and may be useful for evaluating a corporate’s operations.
They also assist in organization, act as memory joggers, and facilitate
the review process.

References

Pertinent citations of law and regulation appear in the reference
section. References to other relevant NCUA publications are
identified where appropriate, including: various bulletins, agency
instructions, industry sources, and accounting pronouncements.

An attempt has been made to ensure that the reference list is
comprehensive, providing resources beyond those needed on a day-to-
day basis. Therefore, the examiner should not be concerned if access
to these references is not routinely available. If the corporate under
examination is state chartered, the examiner should also refer to state
regulations in accordance with OCCU policy.

Appendices
Following the main sections are appendices that might include various

forms, checklists, statements, and guidelines. These provide the
examiner with additional information regarding certain topics.

April 2004
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Corporate
Examiner
Conduct

Office of Corporate Credit Union Culture

OCCU has recruited and trained the highest caliber staff from within
and outside NCUA. As such the expectations for performance and
conduct are exceptionally high. OCCU staff are expected to be hard
working, dedicated, efficient, effective, honest, independent, and
professional.

OCCU staff expect to be treated in a professional and respectful
manner by corporate officials, management, and employees.
Likewise, those in the corporate expect the same treatment from
OCCU staff. Discourteous treatment is not anticipated, nor will it be
accepted, from either OCCU or corporate staffs.

Corporates are engaged in a dynamic industry where change is the
“norm rather than the exception.” Examiners must expect that
corporate staff will go through the same learning curve which they
have. Just as examiners learn through their experiences with other
examiners and corporate staff, examiners should accept that corporate
staff may look to them for their experience. Willingly sharing
experiences builds mutual respect and understanding.

Examiners are expected to maintain open lines of communications
with corporate staff. Those communication lines should enable
corporate staff to discuss openly and frankly pertinent issues involving
the corporate. Corporate staff should be encouraged to look to the
district examiner (in most cases the EIC) to discuss examination and
supervision related issues. Likewise, examiners should discuss issues
first with appropriate corporate staff or the chief executive officers
(CEO). If discussions are not fruitful, EICs are free to move up the
chain of command in addressing those issues.

Corporate examiners should understand that while open
communications with corporate officials are encouraged, they must
maintain clear independence from the corporate and its staff. Thus,
examiners are encouraged not to socialize with corporate employees.
Any interaction which would give the perception to the reasonable
person that the examiner may lose this independence is not
appropriate.

Page 101-10
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Examples of questionable activities include, but are not limited to:
corporates paying for meals, other than working meals, attending or
participating in sporting events or other forms of entertainment, and
other personal interactions.

Ethical Conduct

All OCCU employees are subject to the Principles of Ethical Conduct
for Government Officers and Employees set forth in Executive Order
12674 of April 12, 1989, as modified by Executive Order 12731. All
OCCU employees should have available to them a manual containing
the Standards of Ethical Conduct for Employees of the Executive
Branch issued by the United States Office of Government Ethics
(OGE). The manual contains the principles and the regulations, 5 CFR
Part 2635, issued by OGE. The Standards are available on OGE’s
website — usoge.gov/ in either TXT or PDF format.

OCCU employees should be familiar with the information contained in
the manual since they are expected to comply with its requirements.
NCUA’s Ethics Officer offers some simple advice: “abide by the spirit
as well as the letter of the standards.” Should examiners have an
ethical question which causes concern, they should contact the
agency’s Ethics Officer.

Administrative Issues in Corporate Credit Unions

The following policies governing professional conduct do not
constitute an exhaustive or all-inclusive list; rather they are general
guidelines addressing important issues that corporate examiners face

in their day-to-day work environment.

Duration of On-site Examinations and Supervision Contacts

The scope of each examination and supervisory contact is determined
by the EIC and the CFS, targeting problems and high-risk areas.
These contacts should be conducted in the most efficient and least
disruptive manner possible. Factors to consider in making these
decisions are the number and availability of staff, travel costs, effect
on the routine operations of the corporate, and the condition of the

April 2004
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corporate. Appendix 102F, Reduced On-Site Examination procedures
provide further details in this regard.

Working Hours

Examiners should manage their time in a responsible and professional
manner. Due to the substantial travel involved with a national
examination program, OCCU staff strives to be productive when
traveling on airplanes, etc. OCCU staff work eight hour workdays,
with travel authorized on Mondays and Fridays. On occasion in order
to complete an examination in an effective manner, the EIC may
request Sunday travel. Additionally, the distance and time to travel
home on weekends may dictate that an over the weekend stay is
necessary. Refer to the NCUA Personnel and Travel Manuals for
more specific guidance on work hours and travel policy requirements.

EICs will provide each examiner with a work schedule. Examiners
should obtain prior approval from the EIC for any deviation from the
pre-determined work schedule. The EIC will ensure communication
with the appropriate CFS regarding any deviations from the standard
work day. Plans for each examination should be provided to the
corporate being examined. As a courtesy, EICs should also inform
corporate management of any material variances from the schedule if
such situations arise.

Working Space

Normally corporates provide adequate working space for examiners.
If space is inadequate, additional space may be requested, as long as it
does not unnecessarily disrupt the corporate’s operations.

Smoking

If a corporate has rules regarding smoking, they should be followed.
Agency personnel who smoke should always be courteous and
considerate of others. If a corporate allows smoking throughout the
facility and it is perceived that it endangers the health of the
examination participants, the EIC should work with the corporate to
obtain smoke free space. If that is impossible, the EIC should work
with the CFS on any other reasonable solution.

Page 101-12
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Access to Information

Examiners should carefully protect all information entrusted to them
by the institution, securing it from unauthorized access. Confidential
documents should not be left unattended.

Examiners should never divulge confidential information in any form
to unauthorized persons. On the other hand, if the corporate refuses to
provide information needed to complete the examination, the EIC
should notify the CFS. If the CFS is not successful in obtaining the
release of the information, the Director of OCCU should be notified to
determine if appropriate administrative or other legal action is
necessary.

Dress Code

Prior to conducting examinations and other contacts at corporates, the
EIC is to determine the dress code that is acceptable at the corporate
and inform all participants. In general, if less than business attire is
acceptable in the corporate, business casual is acceptable for OCCU
staff, even during staff and exit briefing meetings with officials.
Traditional Business attire still is required for all joint conferences.

Examiners should use common sense in determining what business
casual is. If, when corporate examiners look into the mirror, they have
any questions as to the appropriateness of their dress, they should
change into something they know is acceptable. Regardless of what
examiners wear, it should be in good shape, fit properly, be clean, and
appropriately pressed or ironed.

Acceptable business casual clothing includes: dress slacks, dress
docker type pants, button down shirts, polo type shirts (such as high
quality cotton shirts), loafer type leather shoes, dress shoes, socks,
skirts (with hose), blouses, heeled shoes, and sweaters (with collared
shirt).

April 2004 Page 101-13



CORPORATE EXAMINER’S GUIDE

References

Unacceptable casual dress includes: jeans or denim pants, sports type
Khakis, un-collared shirts (men’s), shirts with team or country club
logos and characters (except agency issued shirts), deck shoes, tennis
shoes, no socks, shorts or skorts, sleeveless shirts, open toed shoes
including sandals, flannel shirts, and ski sweaters.

1. Standards of Ethical Conduct for Employees of the Executive
Branch, 5 CFR Part 2635.
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Chapter 102

CORPORATE CREDIT UNION SUPERVISION AND
EXAMINATION PROCESS

Introduction The Office of Corporate Credit Unions (OCCU) fulfills its mission by
promoting and ensuring the safety and soundness of the Corporate
Credit Union System (System) principally through a program of
continual supervision. Supervision includes, but is not limited to, the
on-site examination of corporate credit unions (corporates) resulting in
an examination report. Supervision entails vigilance encompassing all
regulatory efforts to formulate, implement, and maintain an ongoing
process to ensure that:

1. Corporates report their condition in a timely and comprehensive
manner;

2. OCCU evaluates and reports the condition of corporates;

Corporates correct deficiencies in a timely manner; and

4. The System remains safe and sound.

w

OCCU’s Supervision Goal

OCCU’s overall supervision goal is to ensure the safety and soundness
of the System by (1) continuously evaluating and supervising the
financial condition and performance of individual corporates and their
service organizations, and (2) reporting those conditions to the NCUA
Board in a timely manner. OCCU provides high-quality “targeted”
supervision. The key element in accomplishing OCCU’s goal is the
timely identification and resolution of any problem or condition that
may have a material impact on a corporate, the System, or the National
Credit Union Share Insurance Fund (NCUSIF).

OCCU'’s efforts are focused on (1) identifying existing and/or
emerging material problems in individual corporates and/or the
System, and (2) ensuring such problems are corrected in a timely and
appropriate manner. Since accepting risk is inherent to the business of
the System, OCCU?’s philosophy is centered on evaluating risk.
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OCCU applies this philosophy in all its supervisory activities. OCCU
combines the structure of consistent supervision with reasoned
flexibility to ensure its procedures are appropriate for both the
corporate and the dynamic, evolving marketplace in which it operates.
Flexibility allows examiners to adjust the supervisory effort to meet
the risks posed by a particular corporate while ensuring risks are
addressed throughout the System.

Elements of the Supervision Process

Regardless of the approach taken, effective supervision includes, at a
minimum, the following elements:

1. Performing high quality annual examinations of all corporates that
accept deposits from any federally insured credit union, whether
federal or state chartered;

2. Conducting periodic or continuous on-site reviews of corporate
activities based on the degree of existing or perceived risk they
undertake;

3. Conducting monthly off-site reviews of corporate activities
through review of financial and management reports including
operating budgets and strategic plans; and

4. Conducting monthly reviews of corporate financial data (NCUA
5310 reports) to determine trends in individual corporates and the
System.

In conjunction with its efforts to implement these four elements,
OCCU communicates with State Supervisory Authorities (SSA) to
coordinate an overall supervision plan. Agreements with SSAs are
contained in Chapter 104 and may be supplemented by special
agreements with individual SSAs. Examiners should familiarize
themselves with any agreements prior to initiating a contact with the
SSA to discuss supervision and examinations plans.
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Targeted Risk Approach

OCCU employs targeted risk procedures to ensure the examination
scope appropriately focuses resources toward areas of material risk.
While all areas of risk are addressed, an appropriate examination plan
may utilize one or more of the following techniques:

1. Allocate examination hours based on perceived risk the
examination areas pose and the extent and results of prior years’
review of the area;

2. Prioritize areas for a comprehensive review once every two or
three years (depending on risk) unless there is a demonstrable need
for more frequent or thorough review; and

3. Use examination procedures that test the quality of managerial
supervision of the area, reliability of the area’s internal controls,
and the quality of oversight provided by the board of directors and
its auditors.

Targeting risk requires examiners to determine how existing or
emerging situations confronting a corporate, or the credit union
industry, affect the nature and extent of risks in that institution. The
examiner then structures supervisory plans and actions based on the
corporate’s risk profile. The Targeted Risk approach provides
flexibility for the examiner to prioritize the use of resources toward the
areas of greatest risk. It officially sanctions the ability and elevates the
responsibility of the examiner-in-charge (EIC) to prioritize procedures
for resource maximization.

OCCU recognizes corporates must take risks to earn a return. Risk
levels, however, must be appropriately identified, measured,
monitored, reported, and controlled. The significance of risks must be
continually evaluated.

Corporate management is responsible for controlling risk. OCCU
assesses how well a corporate manages risk over time, rather than at a
single point in time. Targeted risk procedures focus on the oversight
rather than an audit role. Targeted risk allows OCCU to concentrate
on systemic risks and institutions that pose the greatest risk to the
System and the NCUSIF.

April 2004
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OCCuU s targeted risk approach identifies areas that, in the aggregate,
pose the potential for presenting an unacceptable level of risk to the
System and the NCUSIF. To address high-risk activities that can be
influenced by market conditions, OCCU’s goal is to communicate
with, and influence, the System through direct supervision, policy, and
NCUA regulation. In situations where corporates are not properly
managing risks, OCCU uses appropriate means to influence
management to adjust its practices to conform with sound business
practices.

Inherent Risks

Some risks are inherent to the System. A wide body of knowledge
exists within the System on how to identify, measure, monitor, report,
and control these inherent risks. Targeted risk acknowledges these
inherent risks and evaluates whether they are properly managed.
Other risks in the System are more diverse and complex. These more
sophisticated risks require enhanced controls and monitoring by both
the corporate and OCCU. OCCU is committed to focusing its
resources on these complex and evolving risks, especially when they
present material actual or potential risks to the System.

Supervisory Response to Degree of Risk Exposure

Risks that large corporates assume are generally diverse and complex
and warrant a targeted risk approach. Under this approach, examiners
do not attempt to eliminate appropriate risk-taking, but rather ensure
corporates understand and control the levels and types of risk they
assume. In situations where risk is not properly managed, OCCU will
direct management to take corrective action so the corporate is
managed in a safe and sound manner. In all cases, OCCU’s
supervisory focus is to determine that management identifies,
measures, monitors, reports, and controls risks to ensure sufficient
capital is present in relation to the corporate’s risk activities.

“Pass-through” corporates (those which primarily rely on another
corporate for investment placement and product offerings) are
generally less diverse and complex than those which deal directly in
the financial marketplace. Regardless of each corporate’s complexity,
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the targeted risk approach still emphasizes that all risks be adequately
managed.

Targeted Risk Approach

The Corporate Examiner’s Guide stratifies targeted risk within base,
standard, and expanded examination procedures as discussed in
Chapter 101.

A crucial element of the targeted risk approach is the EIC’s pre-
examination risk assessment of the corporate. (The framework for this
process is described in Appendix 102A entitled “Application of the
Targeted Risk Approach in the Identification, Measurement, and
Assessment of Risk.”) During this assessment, the EIC determines
and documents the level of supervisory concern for each risk category.
Having prioritized the corporate’s risk exposure, the EIC selects and
documents a detailed examination scope. A determination not to use
the standard examination scope will be documented. Advance
Corporate Field Supervisor (CFS) approval is required for using
anything other than the standard examination scope. While
implementing the examination scope as part of the on-site field work,
the EIC may determine expanded or base review procedures are more
appropriate. These situations should be discussed with the CFS before
the examination scope is adjusted.

Targeted Risk Summary

The Targeted Risk approach allocates greater resources to those areas
with higher risks. OCCU accomplishes this by:

1. ldentifying risks using common definitions. This set of risks forms
the basis for supervisory assessments and actions;

2. Measuring risk based on common evaluation factors. Risk
measurement is not always quantified in dollar terms; it is
sometimes a relative assessment of exposure. For example,
numerous internal control deficiencies may indicate a corporate
has an excessive amount of transaction risk;
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3. Evaluating risk management to determine if the corporate’s
systems adequately manage and control risk levels. System
sophistication will vary based on the level of risk present and the
size and/or complexity of the institution;

4. Assigning greater resources to areas of higher or increasing risk,
both within an individual institution and among corporates in
general; and

5. Performing examinations based on risks, reaching conclusions on
risk profile and condition, and following up on areas of concern.

To accomplish these tasks, examiners will discuss preliminary
conclusions with corporate management and adjust conclusions and
strategies based on these discussions, as appropriate. OCCU can then
target supervisory efforts on significant risks.

The targeted risk approach provides OCCU and the System with:

1. A high level of consistency in supervision by using minimum core
procedures;

2. An allocation of resources based on risk;

3. Sufficient flexibility to allow examiners to tailor the supervisory
effort to the risks present;

4. Less supervisory review of low risk areas; and

5. Help in determining the sufficiency of each corporate’s capital
level and risk management system.

Planning

Examination/supervision planning is the process of identifying and
establishing supervisory goals and objectives for incorporation into
OCCU’s supervisory strategy for each corporate. On-site
examinations, supplemented by on- and off-site supervision activities,
are the means by which OCCU’s supervisory strategies are
implemented and its supervisory goals and objectives are achieved.

The targeted risk approach ensures that OCCU’s resources are
efficiently used by establishing appropriate examination procedures,
and developing appropriate guidelines for OCCU personnel to follow
when completing assignments.
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Examination/Supervision Planning

OCCU’s supervision policies require a specific supervisory strategy
for each corporate. The strategy includes detailed, planned
supervisory activities. Planning normally begins at the conclusion of a
full-scope, on-site examination with the completion of the three-year
plan (TYP). Reference should be made to Appendix 102C for OCCU’s
format and content requirements for TYPs and additional discussion in
the section below (Developing and Examination/Supervision Plan).

On-going Modification of Examination/Supervision Plans

Examiners perform ongoing supervision and periodic follow-up
activities throughout a supervision cycle to identify and assess risks
and changing conditions. As supervisory strategy is dynamic, EICs
and CFSs should review examination/supervision strategies and revise
or update them to reflect the corporate’s changing risk profiles,
developments in the System, and regulatory changes. Examiners
should discuss any approved changes to examination/supervision plans
with corporate management.

Developing an Examination/Supervision Plan

Examination/supervision of individual corporates is tailored to
conditions and needs according to OCCU policy. This approach
balances consistency with flexibility. Annual examination/supervision
plans for each corporate are developed as follows:

1. Budget - In conjunction with preparing OCCU’s budget, each CFS
will recommend to the OCCU Director (Director), the category
Type of supervision (discussed below) planned for each corporate
during the next examination cycle. The CFS consults with
examiner staff before making a recommendation. The Director
approves the type of supervision recommended (i.e., assuming
agreement with the recommendation), subject to NCUA Board
budget approval;

2. TYP - After each annual examination, the CFS and the EIC will
develop the corporate’s supervision and examination scope for the
forthcoming year, and contingent plans for the subsequent two
years (three years total). The TYP addresses what needs to be

April 2004

Page 102-7



CORPORATE EXAMINER’S GUIDE

accomplished and outlines the most efficient and effective method
for achieving the goals established in the TYP. This includes use
of base, standard, and expanded examination procedures (Chapter
101). The plan should also include any on-site visits to monitor
operational changes (e.g., software, key staff, and conversions.)
The TYP will be submitted to the Director for approval; and

3. The CFS and the EIC will monitor implementation of the plan on
an ongoing basis, notifying the Director of any needed
changes/revisions.

Supervision Types

Based on the criteria listed below, each corporate is assigned a
supervision type category. The supervision type of each corporate is a
key component of the target risk supervision approach and provides
standard on- and off-site supervision strategies, based on each
corporate’s established supervision type. OCCU staff may vary the
from the supervision strategies for each type if approved by their CFS
and the Director.

A corporate’s assigned supervision type is not a rigid function of asset
size, expanded authority level, or Corporate Risk Information System
(CRIS) rating. Rather, it represents a combination of factors that may
include these elements in addition to perceived risk levels, quality of
or changes in management, financial condition, trends, etc.

Type |

Type | corporates do not have expanded authorities above the Base
Plus level.

Supervision of Type | corporates includes:

1. Monthly off-site monitoring by the EIC.

2. Ongoing monitoring of NCUA 5310 report data and trends, as well
as monthly verification of data by the EIC.

3. Examination and on-site supervision:

a. Risk Management and Financial Risk rated either 1 or 2:
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1) Annual Examination

b. Risk Management and/or Financial Risk rated no worse than a
3:

1)  Annual Examination
2)  Semiannual on-site follow-up contact

c. Risk Management or Financial Risk rated 4:

1)  Annual Examination
2)  Semiannual Examination
3)  Quarterly on-site follow-up contact

d. Risk Management and Financial Risk rated 4:

1)  Annual Examination
2)  Semiannual Examination
3)  Monthly on-site follow-up contact

Type 1l

To qualify for Type Il supervision, corporates must generally exceed
$1 billion in assets, and/or have expanded authorities above the Base
Plus level and exercise its approved powers in a significant and
assertive manner. Additionally, Type Il corporate have complex and
innovative operations, and/or have significant impact in the
marketplace, and/or present unusual or unique examination and
supervision problems that cannot be adequately addressed by Type |
supervision.

Supervision of Type Il corporates includes:

1. Monthly off-site monitoring by the EIC.

2. Ongoing monitoring of NCUA 5310 reports, as well as monthly
verification of data by the EIC.

3. Examination and on-site supervision:

a. Risk Management and Financial Risk rated either 1 or 2:
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1)  Annual Examination
2)  Monthly one or two week on-site contact by EIC

Risk Management and/or Financial Condition rated no worse
than 3:

1)  Annual Examination
2)  Semiannual follow-up Examination
3)  Monthly one or two week on-site contact by EIC

Risk Management rated 4 and Financial Risk rated 3:

1)  Annual Examination
2)  Semiannual Examination
3)  Monthly two week on-site contact by EIC

Risk Management rated 3 and Financial Risk rated 4:

1)  Annual Examination

2)  Semiannual Examination

3)  Monthly two week on-site contact by EIC
4)  Weekly review of financial deficiencies

Management and Financial Condition rated 4:
1)  Annual Examination

2)  Semiannual Examination
3)  Full time, on-site presence

Type 11

Corporates which qualify for Type Il supervision, generally, have
billions of dollars in assets, and/or have expanded powers in excess of
Part | and exercise their approved powers in a significant and assertive
manner. Additionally, Type Il corporates have complex and
innovative operations, and/or have a significant impact in the
marketplace and on the corporate and/or credit union system, and/or
present unusual or unique examination and supervision problems,
which cannot be adequately addressed by Type I or Type I
supervision.
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Examinations

Supervision of Type Il corporates includes:

1. Monthly off-site monitoring by the EIC.

2. Ongoing monitoring of NCUA 5310 report data and trends, as well
as monthly verification of data by the EIC.

3. Examination and on-site supervision - regardless of Risk
Management and Financial Risk ratings:

a. Incremental annual examination, scoped with two separate
contacts (i.e., typically investment and ALM phase and an
operational risk phase)

Full time presence by on-site examiner, not necessarily the EIC
Monthly on-site EIC contact

For incremental examinations, the CRIS ratings are normally assigned
after the operational examination phase. However, OCCU staff has
the flexibility to adjust CRIS ratings after any examination phase.
These situations should be discussed with the CFS, and if appropriate,
the OCCU Director.

Scheduling Examinations

Annual examinations are required and performed for all corporates.
On-site follow-up examinations and supervisory contacts are
performed consistent with the corporate’s supervision category.
Appendix 102B provides a timeline for completion of examination
related activities.

Examination Teams

Examinations are performed by examination teams, composed of an
EIC and one or more team members. The EIC and team members are
assigned by the CFS based on a variety of factors such as corporate
complexity, examiner experience, examiner proximity to the
corporate, and scheduling considerations. Appendix 102F, Reduced
On-Site Examinations (ROSE) also impacts examination team
planning.
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Examination Steps

An examination entails a number of steps in planning and execution.
These steps generally include:

Off-site pre-examination planning;
On-site pre-examination preparation;
Examination field work;

Exit briefing;

Report writing;

Joint conference; and

Wrap-up.

No ok~ Dd e

Pre-Examination Planning

Prior to each examination, the EIC has responsibility to plan the on-
site (field) examination work. This planning effort is accomplished
during a period referred to as pre-examination. The pre-examination
effort may be accomplished both on- and off-site, by the EIC.

By necessity, pre-examination planning is conducted approximately
45 - 60 days in advance of the examination, and generally requires
from three days to one week to complete. Pre-examination planning is
an opportunity for the EIC to:

1. Make team participant lodging arrangements;

2. Arrange for corporate management to complete and return to the
EIC, the Pre-Examination Questionnaire (OCCU 102Q);

3. Develop the preliminary examination scope and time budget;

4. Prepare a memorandum to team participants regarding their
participation on the examination; and

5. Prepare a letter to the corporate being examined to communicate
the dates of the on-site examination, the exit and joint conference
dates and times, to provide them with the information request list,
and to request arrangement for review of the annual audit work
papers.

Factors to consider in the pre-examination planning process:
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1. Attain goals and objectives - The examination effort should be
directed toward attaining the supervisory goals and objectives that
were previously identified and established during the
examination/supervision planning process. (e.g., TYP, pre-
examination questionnaire, monthly management reports.)

2. Develop scope - Examination procedures contained in the
individual programs are designed to be comprehensive and target
risk areas. Therefore, it is important appropriate procedures are
selected within each program.

3. Plan for optimum productivity - The EIC should plan opportunities
for meetings with examination staff and corporate personnel,
arrange adequate workspace for the examination team, and
prioritize and schedule workflow.

4. Make assignments and monitor job - The EIC must determine the
expertise necessary to perform certain aspects of the examination
and make assignments accordingly. When assigning more than
one individual to an area, it is recommended that a team leader be
assigned who will be responsible for its completion. Training and
development needs should also be considered when making
examination assignments.

5. Budget and monitor overall time - The EIC must consider the time
budget when assigning tasks. A useful tool for improved
personnel planning is a time and planning summary organized
according to sections of the examination. Such a summary
specifies areas for which procedures are planned and provides a
comparison of actual and budgeted hours. As the examination
progresses, the time budget should be modified as deemed
appropriate.

6. Assign priorities - The EIC assigns priorities to each area.
Ordinarily this can be accomplished by assigning related areas to
one team leader who subsequently coordinates the work of others.

7. Schedule examination - To minimize costs and disruption to the
corporate, it is important that the examination be conducted as
quickly as practical. It is the responsibility of the EIC to discuss
any planning problems with the CFS. If corporate management is
concerned about scheduling, this matter should also be discussed.

Pre-Examination Questionnaire (OCCU 1020)
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This questionnaire contains questions detailing the nature and
complexity of the corporate’s operations and internal controls. It is
designed to assist the EIC in planning examination procedures and
resources. It should be completed as one of the first steps of the Pre-
Examination planning effort. Ideally, it should be prepared by
corporate management or by the EIC during an interview with
corporate management.

On-Site Pre-Examination Preparation

Examiners utilize on-site examination preparation time to accomplish
several purposes:

1. Review the Pre-Examination Questionnaire which management
has completed at the EIC’s request and make any necessary
changes in the preliminary scope;

2. Ensure management fills the items listed in the information request
list so they will be available when the examination team arrives;

3. Ensure adequate work space is available for the team; and

4. Review the work papers supporting the annual audit.

On-site examination preparation efforts are generally performed
during the first few days of the week preceding the on-site arrival of
the examination team (first day of examination field work). This
timing allows the EIC to review information provided by management
pursuant to the pre-examination request, make any necessary changes
in the preliminary scope, and follow-up on any requested information
management has yet to make available.

Examination Field Work
Depending on the size and complexity of the corporate, an
examination usually entails two to three weeks of on-site field work.

The duration of a Type 11l incremental examination may vary.

During this period, the examination team gathers information and
performs procedures as outlined in the examination scope.

Managing An Examination
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Managing an examination is as important as planning it. The level and
sophistication of management methods and procedures varies
depending on the activities to be performed and the size and nature of
the corporate. The EIC carries the responsibility for managing the
examination.

Inherent in the EIC’s responsibilities is ensuring supervisory
objectives are met and activities are completed timely. To accomplish
these goals, the EIC must continually monitor the progress of the
examination and supervise, coordinate, and evaluate the work flow.

Key elements the EIC should consider during the course of the
examination are:

1. Communicate examination objectives — The EIC must ensure that
examiners understand the objectives of the examination and their
assigned programs. Examiners should notify the EIC as questions
occur regarding scope or depth of review. Examiners should not
vary from standard examination procedures unless the EIC
determines that such procedures are necessary to address potential
risks. Ongoing communication between the EIC and team
participants is critical to effective examination management;

2. Monitor staff performance - Examiners’ performance must be
monitored throughout the examination to ensure objectives are
being met according to schedule and to prevent problems from
developing. Itis also important to avoid material deviations from
the examination scope into unplanned activities. Early
identification of work-related problems also allows examiners the
opportunity to correct mistakes and to immediately improve skills;

3. Monitor the examination - Monitoring the examination’s progress
allows early adjustments to the scope, staffing, and completion
date, as necessary. The EIC must notify the CFS if examination
scope adjustments are necessary;

4. Training and evaluating examiners - Examiners may frequently
need guidance, depending on their experience and ability.
Questions should be encouraged and the EIC is responsible to
ensure someone is available to provide guidance;

5. Communicate effectively - The EIC must maintain effective
communications with the CFS, corporate management, the SSA,
and examiners regarding the examination’s progress;
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6. Complete work papers - Prepare, file, index, and review work
papers to facilitate efficient preparation of the examination report;
and

7. Out-brief examiners - The out-briefing process is critical to the
conclusion of the on-site examination effort. As the field work
draws to a close, the EIC must have a complete understanding of
the work performed and issues identified by each team member.
Ideally, the EIC will monitor all team members’ activities during
the examination so the out-briefing is minimal. The out-briefing
should provide an orderly transfer of examination materials, such
as work papers, reference material, time sheets, etc., from the
participant to the EIC or the EIC’s designee. The EIC should also
be informed of any additional items requested during the
examination that should be added to the request list for the next
examination.

Work Paper Documentation

Integral to the targeted risk approach is its system of work papers
designed to assist the EIC in examination planning, coordinating,
observing, understanding, critiquing, reporting, and follow-up.
Overall, examination work papers provide efficient vehicles for the
examiner to report both the understanding obtained and concerns
identified.

Required work papers for each examination include:

1. A Corp110 form identifying the ratios, CRIS ratings, time spent,
and problem areas;

2. National Credit Union Administration Examination Report, OCCU
102B and OCCU 102C - These forms are the standard report letter
page for the distribution of an examination report. OCCU 102B is
utilized for a report to a federally chartered corporate credit union
and OCCU 102C is used for a state chartered corporate credit
union. These forms list the procedures used during and objectives
of the examination, cite the responsibility of the board of directors
and management, and provide instructions on how to address the
report’s findings;

3. Executive Summary, OCCU 102D - The Executive Summary
summarizes the examiner’s review, analysis, and findings in major
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areas of the corporate’s operation, financial condition, management,
and CRIS ratings;

4. Supplementary Facts, OCCU 102E - The Supplementary Facts is
used to discuss material facts or situations not contained in other
narrative sections of the examination report or to expand on
Executive Summary discussions. This form is optional;

5. Document of Resolution (DOR), OCCU 102F - This form is
designed to record and report the findings, issues, and actions
needed to correct findings for issues of major importance. Matters
presented on this form must represent violations of law, regulation,
policy, and/or must constitute a material safety and soundness
issue. As OCCU 102F issues are identified, examiners should:

a) Confirm their understanding of the facts and circumstances
surrounding the issue and the corresponding basis for the
exception;

b) Prepare the OCCU 102F; and

c) Report the finding and provide a copy of the OCCU 102F to
the team leader (if any) and the EIC.

The EIC should seek management’s agreement for action plans,
responsible parties, and the time frame for resolving DOR issues.
However, sometimes management’s time frame may be inadequate
to bring out regulatory compliance or adequate management of
risks. Nevertheless, due dates should be reasonable and attainable
and due dates not met will require additional correspondence
between the OCCU/SSA and the corporate. OCCU/SSA must
officially approve all due date changes after the final report is
presented;

6. Other Examiner’s Findings (OEF), OCCU 102G - The examiner
has broad latitude regarding the documentation of issues, which do
not merit inclusion on the OCCU 102F. The OCCU 102G has
been devised to serve as a vehicle to report issues about which the
examiner has a concern, but which are not material and are not
appropriate for inclusion on the OCCU 102F.

OCCU 102G issues should be discussed with departmental
management as they are identified during the examination. This
form will be provided to the corporate’s directors no later than the
conclusion of the joint conference. Normally, it will not be
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included in the official examination report. However, with the
concurrence of the CFS, the examiner may include the form with
the report if the number of non-material items, when considered as
a whole, will have a material impact on the overall evaluation of
any component of either the financial risk or risk management
rating. When it is included as a part of the report, the examiner
will explain the reasons to the corporate’s board. The Executive
Summary will detail to the officials whether this form is included
in the examination report or handed out separately;

Trends on the Consolidated Balance Sheet Report (CBS, a product
of the 5310 System) — The CBS is generated and analyzed during
each examination and it, or a similar financial trend work paper is
included in the examination report. The CBS provides monthly
balance sheet, income, and ratio trends;

Procedures and Questionnaires - These forms are developed as part
of the examiner’s review responsibilities. The examiner should
ensure that adequate comments are made as appropriate. The
comment should be descriptive enough for a reviewer to draw a
conclusion. Repetitive comments in the examination procedures,
questionnaires, or Corporate Examiner Memorandums (CEM)
should be avoided or at least minimized,;

CEM, OCCU 102H - This form is developed as part of the
examiner’s Observation/Reviewing responsibilities. The examiner
develops a thorough understanding of assigned processes as they
are uniquely implemented in the corporate being examined.

OCCU 102H should be a professionally written document that
outlines the review area. The document should not contain non-
verified information or hearsay. The document is presented to the
corporate for accuracy and verification of the examiner’s
understanding of the policies, procedures, and practices. OCCU
102H is designed to be carried forward from year to year and
updated/revised only as necessary to reflect any changes to the
operation that have been made since the prior examination.
Concluding each OCCU 102H is a brief narrative overview
summarizing the examiner’s conclusions regarding the operational
status of the area reviewed. This should be a conclusions reached
memorandum - not a listing of the review steps the examiner
accomplished,;

Page 102-18

April 2004



CORPORATE CREDIT UNION SUPERVISION AND EXAMINATION PROCESS

10.

11.

12.

CRIS, OCCU 102I - This form is used to support the CRIS ratings
(See Chapter 401) assigned by examiners during the examination.
From this form, the EIC will derive the composite and component
CRIS ratings which will be included in the Executive Summary,
OCCU 102D. The SSA may have a separate rating or may use the
CAMEL rating system for state chartered corporates;

Confidential Section, OCCU 102J - The Confidential Section is for
NCUA’s internal use only. However, situations exist when all or
part of a report’s Confidential Section may be released by court
order or in compliance with a Freedom of Information Act request.
The possibility of release should not dissuade examiners from
presenting necessary information; however, examiners should
maintain their professionalism and objectivity when writing the
Confidential Section.

Examiners are to report corrective and constructive work
accomplished during the examination in the Confidential Section if
not included in the open sections of the report. Examiners should
comment briefly but completely enough to clearly reflect actions
taken. Of particular importance is an explanation of what the
examiner accomplished during discussions with officials and
management. If not discussed elsewhere in the report, the
Confidential Section should state what formal actions the board
took and how the officials will handle major problems. At a
minimum, this form should report:

Advanced meetings with management;

Joint conference;

Deviations from scope and budget;

Date of problem code assignment and elimination;
Report distribution;

Transmittal letter dissemination; and
Recommended follow up.

@ "o o0 o

Examiners should include in the Confidential Section pertinent
matters of a private or restricted nature, including professional
opinions based on the examiner’s observations. However, the
examiner should not make statements based on gossip or hearsay;
Other examiner-designed work papers - Examiners are authorized
and encouraged to use their professional judgment in devising
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unique work papers to supplement core work papers for the
assigned area of review. However, excessive documentation
should be avoided and such work papers should only include
information that is relevant and/or may require follow-up. Time
spent recording extraneous information is better spent examining
high-risk areas; and

13. Electronic database storage — The final examination report, CEMs,
procedures, questionnaires, and custom work papers will be
submitted to OCCU mail for electronic filing. All OCCU staff will
ensure they abide by all policies and guidelines in maintaining and
transmitting sensitive examination information (i.e., use NCUA
computers, the VPN, etc.).

Exit Briefing

The exit briefing with corporate officials and management will be held
at the conclusion of the examination fieldwork. The EIC must verify
that all officials have been invited to attend the exit briefing. Itis up
to the board members (not operating management) to decide which
officials will be in attendance. It is up to the discretion of the EIC
what will be discussed during the exit briefing (e.g., DORs, OEFs).
The EIC must have sufficient understanding of the issues to
proficiently discuss them during the exit briefing.

Report Writing

Depending on the size and complexity of the corporate and/or
deficiencies noted during the examination, the EIC is afforded one
week to consolidate, review, and analyze the team’s work papers and
prepare and submit a draft report for supervisory review. Itis
expected that the draft report will be a professional product, void of
grammatical, punctuation, and spelling errors. The draft report will be
sent to the CFS and SSA (if applicable) for review and finalization.

While writing styles will vary, the EIC should ensure the examination
report discusses facts, expresses OCCU’s assessment of the various
risks or issues, and provides closure for the issue at hand.
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Supervision

Joint Conference

The joint conference is usually scheduled as part of the pre-
examination planning process. The joint conference should be set to
accommodate the corporate, OCCU, and the SSA. Regularly
scheduled board meetings usually work; however, special meetings
may need to be called. A visual aide must be used for each joint
conference. This could include power point, flip charts, handouts, etc.
The joint conference must be a professional meeting held to
summarize the financial condition of the corporate and examination
findings. The ratings of the corporate will not be disclosed until the
end of the joint conference.

OCCU attendees at the joint conferences are normally provided
advance notification via an information memorandum developed by
the EIC. A sample of this memorandum is shown in Appendix 102D.

Wrap-Up

After the joint conference the EIC will finalize the examination work
papers and necessary forms. This includes:

1. Finalizing the confidential section;

2. Finalizing the transmittal letter to the corporate, region
memorandum (see Appendix 102E), and SSA memorandum;

3. Preparing a TYP per this chapter, including establishing the scope

for the next 12 months supervision;

Sending a zip copy of the database to OCCU,;

Uploading the Corp110;

Sending work papers to OCCU, CFS, and SSA (if requested); and

Updating all other forms/logs required by OCCU (e.g., CUSO

Logs, Privacy Checklist), if applicable.

N o oA

On-Site and Off-Site Supervision Process

Corporates are an integral part of the System and the credit union
industry. Additionally, they have the ability to take risks in the
management of their assets as they provide services to their members.
Due to the complexity and inherent importance of corporates, on-
going supervision is needed to ensure the safety and soundness of
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individual corporates and the System. Effective and continuous
review of a corporate’s operations is an essential part of the
supervision process.

Files

EICs maintain field files for each corporate in their district. These
files should include not only documents, analysis, and reports related
to previous examinations and supervision contacts, but also current
policies and procedures for all critical areas of operation. The files
should be well organized to ensure their efficient use and, when
necessary, their orderly transfer to other OCCU staff. It is imperative
that hard and electronic examination information be formally and
safely maintained and transferred. The following minimum
information should be maintained:

1. Permanent file (containing a history of examination reports,
regulatory information, critical correspondence, etc.);

The last one or two complete examination work papers;
Supervision contacts during the examination period;

Board and ALCO packages for the examination period,;
Current budget and strategic plan;

Examination period correspondence; and

Monthly management reports, 5310s, and Corp110s.

No g~

Information Received

To supplement the files maintained, each EIC will receive monthly
board and ALCO packages from corporates in their district. The
packages, at a minimum, should include the following:

1. Monthly board and committee minutes with supplemental
attachments (e.g., proposed policies, individual new product
business plans, status of DOR and OEFs);

ALM reports (e.g., NEV, spread analyses, and book of business);
Financial statements, including a delinquent loan report;

Audit and internal control reviews completed,;

Budget comparisons; and

Current lists of investments and new investments purchased during
the month.

°o Uk W
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The examiner must verify DORs are completed within the agreed upon
due dates. The examiner will initiate necessary correspondence,
which includes correspondence from the Director and SSA (if state
chartered), if due dates will not or have not been met.

Analyses Performed

While conducting on-site and off-site supervision contacts, the EIC
will perform, at a minimum, specific supervision functions. The
following supervision tasks are key to determining whether an
immediate on-site contact is required, the current on-site contact is
expanded, and the scope of the next examination or supervision
contact.

1. Analyze financial trends;

2. Ensure timely compliance with the previous examination report’s
DOR and OEF;

3. Assess management changes (e.g., board of directors, senior
management, and other key employees);

4. Assess changes to MIS systems or major related systems (e.g.,
item processing);

5. Monitor and analyze changes in the investment portfolio and ALM
strategies;

6. Review and verify for accuracy financial information submitted
monthly by corporates, via the 5310 system; and

7. Review all material changes in policies, procedures, practices, and
operations.

Other On-site Supervision Contacts

Other situations could warrant an on-site contact. This could be

completed by the district examiner or with a team of examiners. The

following situations could warrant an on-site contact:

1. CRIS rating - to follow-up on the status of completing DORs and
correcting OEFs;

2. Expanded Authority Request (EAR) - to evaluate the EAR and
prepare for the OCCU Director and/or NCUA board action and
SSA concurrence, if required;
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Examination
Objectives

Supervision
Contact
Objectives

3. Request for NCUA board action - to evaluate the corporate’s
request and prepare for the board action;

4. Senior management change - a change in senior management could
warrant a contact to verify accuracy of reports and overall
condition of the corporate; and

5. Addition or deletion of a service - a purchase or sale of a service or
a fixed asset that could have a material impact on the membership.

In all situations the examiner should prepare appropriate documents
supporting the contact. This could include a contact memorandum
documenting work performed, status reports for DORs and OEFs, and
appropriate documents for requested actions.

If appropriate, CRIS ratings can be reevaluated during a supervision
contact. Ratings will be changed, as deemed appropriate, based on
favorable/deteriorating financial, managerial, and/or operational
factors. OCCU reserves the right to change CRIS ratings, as
warranted, with the concurrence of the OCCU Director.

Examination Planning and Control Objectives

1. Prepare for supervisory activities, including the on-site
examination, in an efficient manner;

2. Select and structure examination programs that target the goals and
objectives of the supervisory strategy;

3. Ensure the examination is conducted in a professional manner;

4. Establish controls and record keeping systems to communicate
examination findings effectively; and

5. Maintain review processes to ensure prescribed work is completed
and workpapers support conclusions.

Objectives of both on- and off-site supervision contacts

1. Obtain reasonable assurances each corporate will continue to be
financially sound;

2. Determine NCUSIF risk;

Determine compliance with applicable laws and regulations; and

4. Determine that the corporate’s activities and financial condition
does not adversely affect the System.

w
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Examination See Corporate Examination Procedures - Examination Administration
Procedures (OCCU 102P).
Examination See Pre-Examination Questionnaire (OCCU 102Q).

Questionnaire

Appendices 102A — Application of the Targeted Risk Approach in the
Identification, Measurement and Assessment of Risk

102B - Examiner’s Guideline for Completing an Examination
102C - Template for the Three-Year Supervision Plan

102D - Template of Joint Conference Information Memorandum
102E - Sample Transmittal Memo to the Region

102F — Reduced On-Site Examinations
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Appendix 102A

COMPTROLLER’S - APPLICATION OF THE TARGETED
RISK APPROACH IN THE IDENTIFICATION,
MEASUREMENT, AND ASSESSMENT OF RISK

Supervision by Risk

Supervision by risk requires examiners to determine how certain existing or emerging
issues facing a bank or the banking industry affect the nature and extent of risk in that
institution. Based on that risk evaluation, examiners then structure regulatory
supervisory plans and actions. Supervision by risk builds upon the risk-based
supervisory philosophy historically used by the OCC. This enhancement provides
consistent definitions of risk, a structure for assessing these risks, and a more integrated
use of risk assessment in the supervisory process.

The OCC recognizes that banking is a business of taking risk in order to earn profits.
Risk levels, however, must be appropriately managed and controlled. Banking risks also
must be evaluated in terms of their significance. These assessments should be ongoing.

Supervision by risk leaves the responsibility for controlling risks with bank management.
The OCC assesses how well a bank manages this risk over time, rather than only
assessing the condition at a single point in time. With supervision by risk, the OCC
functions in more of an oversight than an audit role. Supervision by risk allows the OCC
to supervise by concentrating systemic risk and institutions or areas that pose the greatest
risk to the system.

For the entire industry, the OCC’s supervision by risk identifies areas that, in aggregate,
pose the potential for presenting an unacceptable level of risk to the banking system and
the federal deposit insurance fund. For those high-risk activities and/or activities that
have become particularly risky because of market conditions, the OCC’s goal is to
communicate with, and influence, the industry through direct supervision, policy, and
regulation. In situations where an individual bank is not properly managing its risks, the
OCC’s goal is to use appropriate means to influence bank management to adjust its
practices to conform with sound fundamental banking principles.

Some risk are inherent to banking. A wide body of knowledge exists within the industry
on how to identify, measure, control, and monitor these inherent risks. Supervision by
risk acknowledges those inherent risks and performs limited testing in examinations
directed at confirming whether adequate controls are in place. Other risks in the industry
are more diverse and complex. These more sophisticated risks require enhanced controls
and monitoring by both the bank and the OCC. The OCC is committed to directing its
most significant resources to these complex and evolving risks, especially where they
present material, actual, or potential risks to the banking system.

January 1999 Page 102A-1



APPENDIX 102A

Risks that large banks assume are generally diverse and complex and warrant a risk-
oriented supervisory approach. Under this approach, examiners do not attempt to prohibit
appropriate risk-taking, but rather ensure that banks understand and control the levels and
types of risk they assume. In situations where risk is not properly managed, the OCC
tries to direct bank management to take corrective action so that the bank is managed in a
safe and sound manner. In all cases, the OCC’s supervisory focus is to ensure that bank
management identifies, measures, controls, and monitors risks to ensure sufficient capital
is present in light of the risks.

Risks that community banks assume are generally less diverse and complex than those of
larger banks. Under this approach, examiners verify the existence of adequate controls
and risk management systems by testing transactions. Examiners will focus attention on
the risk management systems and the methods management uses to identify, measure,
control, and monitor risk in those community banks or in areas that are more diverse and
complex.

Supervision by risk allocates greater resources to those areas with higher risks. The OCC
accomplishes this by:

e ldentifying risks using common definitions. This set of risks forms the basics for
supervisory assessments and actions.

e Measuring risk based on common evaluation factors. Risk measurement is not
always quantified in dollar terms; it is sometimes a relative assessment of exposure.
For example, numerous internal control deficiencies may indicate a bank has an
excessive amount of transaction risk.

e Evaluating risk management to determine if bank systems adequately manage and
control the identified risk levels. The sophistication of the systems will vary based
on the level of risk present and the size and/or complexity of the institution.

e Assigning greater resources to areas of higher or increasing risk, both within an
individual institution and among banks in general. This is done through the
supervisory strategy.

e Performing examinations based on the risks, reaching conclusions on risk profile
and condition, and following up on areas of concern.

To accomplish these tasks, examiners should discuss preliminary conclusions of this risk-
based supervisory strategy with bank management and adjust conclusions and strategies
based on these discussions, if appropriate. The OCC can then focus supervisory efforts
on significant risks, i.e., the areas of highest risk within a bank and within the banking
system.
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Examiners must focus on the consolidated company risk profile to fully implement
supervision by risk. This consolidated approach recognizes that risks at individual
institutions may be mitigated or increased on a company-wide basis. Individual bank risk
profiles, however, must be determined for the lead bank and significant national bank
affiliates for the examiner to fully evaluate the consolidated risk profile.

In summary, the supervision by risk approach provides the OCC and the banking industry
with:

e A high level of consistency in supervision because it sets and uses minimum core
procedures.

e An allocation of resources based on risk.

o Sufficient flexibility to allow examiners to tailor the supervisory effort to the risk
present.

e Less supervisory intervention in areas of low risk.

e Help in determining the sufficiency of each bank’s capital and risk management
systems.

Definition of Risk

For purpose of the OCC’s discussion of risk, the OCC assesses banking risk by its impact
to capital and earnings. From a supervisory perspective, risk is the potential that events,
expected or unanticipated, may have an adverse impact on the bank’s capital or earnings.

The simple existence of risk is not necessarily reason for concern. To put risks in
perspective, examiners should decide if the risks a bank is undertaking are warranted.
Generally, risks are warranted when they are understandable, measurable, controllable,
and within the bank’s capacity to readily withstand adverse performance. If examiners
determine risks are unwarranted, they must communicate with management and the
directorate to mitigate or eliminate the unwarranted risks. Appropriate actions for the
bank to take may include reducing exposures, increasing capital, or strengthening risk
management processes.
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Risk Management

Because market conditions and company structure vary, no single risk management
system works for all companies. Each institute should develop its own risk management
program tailored to its needs and circumstances. The sophistication of the risk
management system will increase with the size, complexity, and geographic diversity of
each bank or company. All sound risk management systems, however, have several
common fundamentals. For example, bank staff responsible for implementing sound risk
management systems perform those duties independent of the bank’s risk-taking
activities. Regardless of the risk management program’s design, each program should
include:

e Risk identification. Proper risk identification focus on recognizing and understanding
existing risks or risks that may arise from new business initiatives. Risk
identification should be a continuous process, and should occur at both the
transaction and portfolio level.

e Risk measurement. Accurate and timely measurement of risks is a critical component
of effective risk management. A bank that does not have a risk measurement system
has limited ability to control or monitor risk levels. Further, the sophistication of the
risk measurement tools a bank uses should reflect the complexity and levels of risk it
has assumed. The bank should periodically verify the integrity of the measurement
tools it uses. Good risk measurement systems assess both individual transactions and
portfolios.

e Risk control. The bank should establish and communicate limits through policies,
standards, and/or procedures that define responsibility and authority. These control
limits should be meaningful management tools that can be adjusted if conditions or
risk tolerance change. The bank should have a process to authorize exceptions or
changes to risk limits when they are warranted.

e Risk monitoring. Banks should monitor risk levels to ensure timely review of risk
positions and exceptions. Monitoring reports should be frequent, timely, accurate,
and informative; and should be distributed to appropriate individuals to ensure action
when needed.

Effective risk management requires an informed board of directors. The board must
guide the company’s strategic direction. A key component of strategic direction is
endorsing the organization’s risk tolerance by approving policies that set standards, either
orally or in writing. Well-designed monitoring systems allow the board to hold
management accountable for operating within established tolerance levels.
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Capable management and appropriate staffing also are critical to effective risk
management. Bank management is responsible for the implementation, integrity, and
maintenance of risk management systems. Management also must keep the directors
adequately informed. Management must:

e Implement the company’s strategic direction.

e Develop policies, formal or informal, that define the institution’s risk tolerance that
are compatible with the bank’s strategic goals.

e Oversee the development and maintenance of management information systems to
ensure they are timely, accurate, and informative.

e Ensure that strategic direction and risk tolerance are effectively communicated and
adhered to throughout the organization.

When examiners assess risk management systems, they consider policies, processes,
personnel, and control systems. A significant deficiency in one or more of these
components constitutes a deficiency in risk management. All of those systems are
important, but the sophistication of each will vary depending upon the complexity of the
bank. Noncomplex community banks normally have less formalized policies, processes,
and control systems in place than do large banks.

e Policies reflect the bank’s intent and commitment to pursuing desired results. They
set standards and courses of action to pursue, implement, or enforce specific
objectives. Good policies link with, and reflect, a bank’s underlying mission, values,
and principles. They also clarify the bank’s tolerance for risk. Mechanisms should
be in place to trigger a review of policies in the event that activities or tolerances
change. Policies may be written or unwritten depending upon the effectiveness of
management and complexity of the area or bank. In any event, standards should be
articulated and adhered to in practice.

e Processes are the procedures, programs, and practices that govern how a bank will
pursue its objectives. Processes define how daily activities are carried out. Good
processes are consistent with the underlying policies, are efficient, and include checks
and balances.

e Personnel are the staff and managers that execute or oversee performance of the
processes. Good staff and managers are qualified; competent, and perform as
expected. They understand the bank’s mission, values, policies, and processes.
Compensation programs should be designed to attract, develop, and retain qualified
personnel.
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e Control Systems are tools and information systems that bank managers use to
measure performance, make decisions, and assess effectiveness of existing processes.
These feedback devices must be timely, accurate, and informative. They measure
performance and assist in decision-making.

Categories of Risk

The OCC has defined nine categories of risk for bank supervision purposes. These risk
are: Credit, Interest Rate, Liquidity, Price, Foreign Exchange, Transaction,
Compliance, Strategic, and Reputation. These categories are not mutually exclusive,
any product or service may expose the bank to multiple risks. For analysis and
discussion purposes, however, the OCC identifies and assesses the risks separately.

Credit Risk

Credit Risk is the risk to earning or capital arising from an obligor’s failure to meet the
terms of any contract with the bank or otherwise fail to perform as agreed. Credit risk is
found in all activities where success depends on counter-party, issuer, or borrowed
performance. It arises any time bank funds are extended, committed, invested, or
otherwise exposed through actual or implied contractual agreements, whether reflected
on or off the balance sheet.

Credit risk is the most recognizable risk associated with banking. This definition,
however, encompasses more than the traditional definition associated with lending
activities. Credit risk also arises in conjunction with a broad range of bank activities,
including selecting investment portfolio products, derivatives trading partners, or foreign
exchange counter-parties. Credit risk also arises due to country or sovereign exposure, as
well as indirectly through guarantor performance.

Interest Rate Risk

Interest rate risk is the risk to earning or capital arising from movements in interest rates.
The economic perspective focuses on the value of the bank in today’s interest rate
environment and sensitivity of that value to changes in interest rates. Interest rate risk
arise from difference between the timing of rate changes and the timing of cash flows (re-
pricing risk); from changing rate relationships among different yield curves affecting
bank activities (basis risk); from changing rate relationship across the spectrum of
maturities (yield curve risk); and from interest-related options embedded in bank
products (options risk). The evaluation of interest rate risk must consider the impact of
complex, illiquid hedging strategies or products, and also the potential impact on fee
income which is sensitive to changes in interest rates. In those situations where trading is
separately managed this refers to structural positions and not trading portfolios.
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The assessment of interest rate risk should consider risk from both an accounting
perspective (i.e., the effect on the bank’s accrual earnings) and the economic perspective
(i.e., the effect on the market value of the bank’s portfolio equity). In some banks,
interest rate risk is captured under a broader category of market risk. In contrast to price
risk, which focuses on the market-to-market portfolios (e.g., trading accounts), interest
rate risk focuses on the value implications for accrual portfolios (e.g., held-to-maturity
and available-for-sale accounts).

Liquidity Risk

Liquidity risk is the risk to earnings or capital arising from a bank’s inability to meet its
obligations when they come due, without incurring unacceptable losses. Liquidity risk
includes the inability to manage unplanned decreases or changes in funding sources.
Liquidity risk also arises from the bank’s failure to recognize or address changes in
market conditions that affect the ability to liquidate assets quickly and with minimal loss
in value.

As with interest rate risk, many banks capture liquidity risk under a broader category-
market risk. Liquidity risk, like credit risk, is a recognizable risk associated with
banking. The nature of liquidity risk, however, has changed in recent years. Increased
investment alternative for retail depositors, sophisticated off-balance sheet products with
complicated cash-flow implications, and a general increase in the credit sensitivity of
banking customers are all examples of factors that complicate liquidity risk.

Price Risk

Price risk is the risk to earnings or capital arising from changes in the value of portfolios
of financial instruments. This risk arises from market-making, dealing and position-
taking activities in interest rate, foreign exchange, equity, and commodities markets.

Many banks use the term price risk interchangeably with market risk. This is because
price risk focuses on the changes in market factors (e.g., interest rates, markets liquidity,
and volatilities) that affect the value of traded instruments. The primary accounts affect
the value of traded instruments. The primary accounts affected by price risk are those
which are re-valued for financial presentation (e.g., trading accounts for securities,
derivatives, and foreign exchange products).

Foreign Exchange Risk

Foreign exchange risk is the risk to earning or capital arising from movement of foreign
exchange rates. This risk is found in cross-border investing and operating activities.
Market-making and position-taking in foreign currencies is price risk.
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Foreign exchange risk is also known as translation risk and is sometimes captured as a
component of market risk. Foreign exchange risk arises from accrual accounts
denominated in foreign currency, including loans, deposits, and equity investments (i.e.,
cross-border investing). Accounting conventions require quarterly revaluation of these
accounts at current rates. This revaluation translates the foreign denominated accounts
into U.S. dollar terms.

Transaction Risk

Transaction risk is the risk to earnings or capital arising from problems with service or
product delivery. This risk is a function of internal controls, information systems,
employee integrity, and operating processes. Transaction risk exists in all products and
services.

Transaction risk is also referred to as operating or operational risk. This risk arises on a
daily basis in all banks as transactions are processed. It is a risk that transcends all
divisions and products in a bank.

Compliance Risk

Compliance risk is the risk to earnings or capital arising from violations of, or
nonconformance with laws, rules, regulations, prescribed practices, or ethical standards.
Compliance risk also arises in situations where the laws or rules governing certain bank
products or activities of the bank’s clients may be ambiguous or untested. Compliance
risk exposes the institution to fines, civil money penalties, payment of damages, and the
voiding of contracts. Compliance risk can lead to a diminished reputation, reduced
franchise value, limited business opportunities, lessened expansion potential, and lack of
contract enforceability.

Compliance risk is often overlooked as it blends into operational risk and transaction
processing. A portion of this risk is sometimes referred to as legal risk. This is not
limited solely to risk from failure to comply with consumer protection laws; it
encompasses all laws as well as prudent ethical standards and contractual obligations. It
also includes the exposure to litigation from all aspects of banking, traditional and
nontraditional.

Strategic Risk

Strategic risk is the risk to earning or capital arising from adverse business decisions or
improper implementation of those decisions. This risk is a function of the compatibility
of an organization’s strategic goals, the business strategies developed to achieve those
goals, the resources deployed against these goals, and the quality of implementation. The
resources needed to carry out business strategies are both tangible and intangible. They
include communication channels, operating systems, delivery networks, and managerial
capacities and capabilities.
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Strategic risk focuses on more than an analysis of the written strategic plan. It focuses on
how plans, systems, and implementation affect the bank’s franchise value. It also
incorporates how management analyzes external factors that impact the strategic
direction of the company.

Reputation Risk

Reputation risk is the risk to earnings or capital arising from negative public opinion.
This affects the institution’s ability to establish new relationships or services, or to
continue servicing existing relationships. This risk can expose the institution to
litigation, financial loss, or damage to its reputation. Reputation risk exposure is present
throughout the organization and is why banks have the responsibility to exercise an
abundance of caution in dealing with its customers and community. This risk is present
in activities such as asset management and agency transactions.

The assessment of reputation risk recognizes the potential impact of the public’s opinion
on a bank’s franchise value. This risk is inherent in all bank activities. Banks which
actively associate their name with products and services, such as with fiduciary services,
are more likely to have higher reputation risk exposure. As the bank’s vulnerability to
public reaction increases, its ability to offer competitive products and services may be
affected.

Measuring and Assessing risk

To ensure effective supervision by risk, the OCC requires a common framework to
document decisions about risk. The risk assessment system (RAS) provides a concise
method of communicating and documenting judgments regarding the quantity of risk, the
quality of risk management, the level of supervisory concern (measured as aggregate or
composite risk), and the direction of risk. The common definitions explained above are
critical to identifying risk consistently. A list of evaluation factors that examiners should
consider in making the assessments is also provided. These evaluation factors are not
mandatory checklists, but rather provide an overview of issues that can assist the
examiner in making decisions within the RAS.

Assessments of risk in the RAS must reflect both current and prospective view of the
company’s or bank’s risk profile. This assessment drives supervisory strategies and
activities. It also facilitates discussions with bank management and directors and helps to
ensure more efficient examinations.

The RAS is used for all banks. The OCC has, however, developed two versions of the
RAS, one for community banks and one for large banks. This allows for a common
supervisory philosophy while recognizing the differing levels and complexities of risk
present in each bank.
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Examiners should discuss conclusions from the RAS with appropriate bank management
and the board. Bank management’s input may help clarify or modify the examiner’s
RAS conclusions. While the OCC does not require bankers to adopt a similar process,
examiners must effectively communicate the rationale for their decisions in evaluating
risk to ensure effective supervision. These discussions will help the OCC and bank
management reach a common understanding of the risks, focus on the strengths and
weaknesses of risk management, and ensure that future supervisory plans are achieved.

The Risk Assessment System for Large Banks

Once the risks in a company are identified using the common definitions explained
above, examiners use the common framework provided by the RAS to assess the risk
exposure for the nine types of risk. For seven of the risks (Credit, Interest Rate,
Liquidity, Price, Foreign Exchange, Transaction and Compliance), the supervisory
process includes an assessment of the:

e Quantity of risk, which is the level or volume of risk that exists and is assessed as
high, moderate, or low.

e Quality of risk management, which includes how well risk are identified, measured,
controlled, and monitored and is assessed as weak, acceptable, or strong.

e Aggregate risk, which is a summary judgment that reflects the level of supervisory
concern considering both the quantity of risk and the quality of risk management,
weighing the relative importance of each. The examiner’s assessment of aggregate
risk may be impacted by mitigating factors, not necessarily considered in the quantity
of risk and quality of risk management decisions. An example of a mitigating factor
is insurance. Aggregate risk is assessed as high, moderate, or low. Aggregate risk
assessments direct the specific activities and resources outlined in supervisory
strategies.

e Direction of risk, which indicates the likely changes to the risk profile over the next
12 months and is assessed as decreasing, stable, or increasing. Decreasing direction
indicates the examiner anticipates that aggregate risk will decline over the next 12
months. Stable direction indicates the examiner anticipates that the aggregate will
remain unchanged. Increasing direction indicates the examiner anticipates the
aggregate risk will be higher 12 months in the future. When aggregate credit risk is
moderate and direction is decreasing, the examiner can anticipate that aggregate
credit risk will be low or lower in 12 months. The direction of risk often influences
the supervisory strategy.

For the other two categories of risk, strategic risk and reputation risk, examiners’
judgment of risk is less quantifiable. These risks affect the bank’s franchise value but are
not direct risks that examiners can precisely measure in an examination. These risks
require examiners to consult with supervisory offices to ensure all elements are
considered. Given the less explicit nature of these risks, the OCC’s risk assessment and
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measuring process is modified. For strategic risk and reputation risk, the supervisory
process includes an assessment of the:

e Composite risk, which is a summary judgment that reflects the level of risk of
supervisory concern incorporating all elements that affect strategic risk and reputation
risk. It is assessed as high, moderate or low. Composite risk assessments direct the
specific activities and resources outlined in supervisory strategies.

e Direction of risk, which is the examiners’ view of likely changes to the risk profile
over the next 12 months, as explained above. It is assessed as decreasing, stable, or
increasing.

The combined assessments of each significant national bank allow the examiner to assess
the consolidated risk profile of the holding company. The relative importance of each
risk, both for the individual bank and for the holding company, should influence the
development of the strategy and the assignment of resources.

Examiners should complete a consolidated RAS quarterly. Examiners must also
complete the RAS for each significant national bank affiliate every 12 months. The bank
RAS should be updated more frequently if deemed appropriate based on the consolidated
risk profile. The consolidated and individual bank RAS conclusions are recorded in
SMS.
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SUGGESTED TIME FRAMES FOR COMPLETING AN EXAMINATION

Action Needed

Discussion

Optimal Due Date

Actual Date
Completed

Pre-planning
on-site/off-site

Review previous examination report, correspondence, develop
preliminary scope and budget, complete 102Q, and discuss scope with
the CFS.

90 - 120 days prior to
commencement of
examination.

Hotel
arrangements

Make hotel arrangements for the examination team. Take into
consideration the city and season when making advance reservations.
In addition, make hotel arrangements for the joint conference (JC)
when the date is known. (Hotel arrangements are made for NCUA
participants only.)

As soon as the
schedule is set.

Communication
with the SSA (if
state chartered)

Work with the SSA throughout the entire examination process. Discuss
the examination scope, exit briefing date, joint conference date,
examiner responsibilities, etc.

Throughout the
examination process.

Pre-exam letter to
the CFS

E-Mail the pre-exam letter to the CFS. The CFS will put it on letterhead
and FedEx back. Be sure the exit and JC dates have been discussed
with the CFS, corporate, and SSA (if applicable). (On occasion this is
issued by the SSA.)

60 days prior to being
on-site for pre-exam.

Notify Region

E-Mail the ARD-P of the appropriate region inviting a regional
representative once the JC date is finalized.

As soon as the J.C.
date is set.

Pre-exam letter to
the corporate

Send pre-exam letter, labeled file folders, and questionnaires to the
corporate. Be sure to send copies to cc's on letter (SSA (if applicable)
and OCCU).

30 days prior to being
on-site for the pre-
exam.

CFS approval of
the budget

E-Mail the final time budget to the CFS and ask for approval or
comments prior to sending it to the team participants.

Prior to sending out
the team memo.

Team memo and
information to
exam participants

Send the team memo and time budget to the examination participants.
Rental car assignments can be made if flight schedules are known,
otherwise notify separately when travel plans are communicated. Send
out previous CEMs either in the database or separately, prior
examination report, and status of DORs and OEFs.

2 - 4 weeks prior to
being on-site.

Examination files
and supplies sent
to the corporate

Send prior examination work papers and other pertinent information to
the corporate. This includes all correspondence since the prior
examination (board packages, 5310's, etc.) Also send supplies, such
as paper, hole punch, Acco fasteners, etc.)

The week prior to the
pre-exam week.

Pre-exam week
required work

1. Check files to verify that all requested items are available.

Verify space availability and/or assign rooms.
Review CPA work papers at their office.

Review Board and ALCO minutes since previous examination.

o F ® N

. Make copies of time study, organization chart, financial statements,
etc., for the team participants.

6. Call board and supervisory committee members as a courtesy letting
them know you are on-site and invite questions and discussion.

7. Determine if the corporate has a power point projector. If not, send
the CFS a message requesting OCCU's be sent to the JC location.

Pre-exam week

Examination

Work with each examiner daily. As the EIC you will be answering
guestions, attending meetings, and reading examination related
material on a flow basis. Establish good communications with
participants to keep abreast of current findings, problems, and
progress. Maintain ongoing communication with the SSA, EIC, and
SSA participants (if applicable).

On-site examination
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Action Needed Discussion Optimal Due Date Actual Date
Completed
Exit briefing Hold the exit briefing with corporate officials and management at the At the conclusion of
conclusion of the examination fieldwork. It is up to the discretion of the [the examination field
EIC what will be discussed during the exit meeting (e.g., DORs, OEFs). |work. Additional
The EIC must verify that all officials have been invited to attend the exit |briefings may be
briefing. necessary if staffing is
staggered.
Final day of Make sure all necessary information from the participants (e.g., Last day of on-site
examination database, DORs, OEFs, time sheet) is received prior to staff release. examination work.
Obtain a listing of any additional reports that should be requested at the
next examination.
Report writing Write the Executive Summary, merge the DORs, and OEFs, finalize Wrap up week

CRIS ratings, and write the Supplementary Facts. Work with the SSA
examiner, if applicable, on the report preparation.

Draft report to

Send draft report to CFS.

Friday of wrap up

CES week

Begin Power point,|Begin working on Confidential Section, Power Point Presentation, and [Wrap up week.
Confidential One-Year Plan.

Section, and One-

Year Plan

CFS will return
report and set up

CFS will make comments/corrections on the report and send back for
updating. CFS will set up teleconference with Director and direct you to

Week after wrap up
week.

briefing with E-Mail the report to OCCU Mail and Director.

OCCU Director, if

necessary

Briefing Brief the Director and finalize the report with the SSA, if applicable. Minimum of 7 days

prior to the JC.

Report to the
corporate

Send the final report (less CRIS rating) by E-mail or fax to the corporate
requesting dissemination to the officials.

7 days prior to the
JC.

Report printing

Print and bind the final report. Bound copies should be kept to a
minimum. The EIC must use discretion and each corporate may be
different. The number of copies should be for: all corporate officials,
Supervisory Committee members, official copy for the corporate, SSA
(if applicable), OCCU, CFS, and Region. Be sure to sign, both OCCU
and SSA, copies distributed to corporate officials. Copies for board
members, committee members, and NCUA offices need not include
color copies.

Prior to JC after
OCCU briefing

JC information
memo

Send information memo to Director (through CFS) if they are attending
the JC.

Prior to JC

Joint Conference

Hold the joint conference beyond 21 days of the wrap up week unless
approved by the CFS.

As previously
determined.

Transmittal letter,
Region memo,
SSA letter, One-

Send via E-Mail to the CFS for processing the following: 1) Transmittal
letter to the corporate; 2) Region Memo; 3) SSA Memo; and 4) One-
Year Plan.

1 - 3 days after JC (30
days for the One-Year
Plan)

Year Plan
Corp110 Complete and upload Corp 110. 1 - 3 days after JC
Final report Send final report and workpapers (2 copies - OCCU and CFS). All core |1 - 3 days after JC

workpapers, any self-designed workpapers, examiner observations, etc.
Include 2 bound reports to OCCU for processing with the SSA letter
and Region Memo.

Electronic report

E-Mail zipped copy of the examination data base to _OCCU Mail.

1 - 3 business days
after JC.

Logs/forms

Update all other logs/forms required by OCCU (e.g., CUSO Logs,
Privacy Checklist), if applicable.

1 - 3 business days
after JC.
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Template for the One-Year Supervision Plan
NATIONAL CREDIT UNION ADMINISTRATION

TO: Director

APPENDIX 102C

Office of Corporate Credit Unions

Office of Corporate Credit Unions

FROM: Corporate Examiner
Corporate Field Supervisor

OCCU/
CU#

SUBJ: One-Year Supervision Plan (OYSP): Corporate Name, Charter/Insurance

Number
DATE:
BACKGROUND
Discuss examination, financial information, areas of concern, etc.
CRIS RATINGS
Financial Risk Rating | Trend* | Risk Management Rating | Trend*

Empirical Capital

Capital Accumulation
Planning

Earnings

Profit Planning & Control

Interest Rate Risk

Interest Rate Risk
Management

Liquidity Risk

Liquidity Risk Management

Credit Risk

Credit Risk Management

Operations Risk

Board Oversight, Audit and
Compliance

Financial Risk
Composite

Risk Management
Composite

*Use + for positive trend, — for negative trend, and = for stable.

CHANGES IN OPERATIONS

Discuss any planned changes in management, systems, operations, etc. which affect
future supervision plans and/or the focus of the next annual examination.
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APPENDIX 102C
Template for the One-Year Supervision Plan

Discuss the factors affecting financial risk, the quality of risk management, the
aggregate risk, and risk direction. Any material negative change in risk direction must
be discussed.

SUPERVISION TYPE
Discuss supervision type and parameters as outlined in Chapter 102 of the Examiner’s
Guide.

SUPERVISION PLANS

Monthly/Ongoing OnSite

QB IWIN(F
QB IWIN([F

Discuss any foreseeable changes that could alter the supervision plans. It is not
necessary to repeat the discussion of any issues previously covered in the operational
changes section on page one.

ANNUAL EXAMINATION

Discuss the next year’s annual examination, e.g., staffing, budget hours, additional
expertise requested. Please note in the table below whether OCMP, CMS, ISS, or PSS
participation is requested. Involvement of specialists must consider the risk profile, and
directly relate to the resources necessary to accomplish the supervision and
examination objective.

Ensure adequate documentation of any area that did receive a comprehensive review
and explain when one is expected. Discuss whether base or expanded procedures
were used on any focused area and what is anticipated for the next annual
examination. The EIC needs to ensure a comprehensive review (at least standard
procedures) of each area is completed every 3 years or more frequently, if necessary.
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APPENDIX 102C
Template for the One-Year Supervision Plan

NEXT YEAR’S RESOURCES REQUESTED TABLE

RESOURCES # HOURS
REQUESTED
BY EIC

CMS

PSS

ISS

OCMP

CEs

Other

Totals

SPECIALIST PARTICIPATION

CMS Requested: Please note specialist comments.

PSS Requested: Please note specialist comments.

ISS Requested: Please note specialist comments.

Attached is a spreadsheet which will help the EIC to communicate to the specialist the
need for participation. Note: There are three tabs inside the workbook one for each
specialized area.

If the specialist is not onsite, the EIC will forward the attached specialist spreadsheet,
CEM, questionnaire, and procedures for the respective area within three days after the
joint conference. The spreadsheet was designed to assist the EIC with determining the
need for specialist participation when the requisite specialist(s) is not on-site during the
examination. When completed the spreadsheets must be submitted with the OYSP. If
a specialist is onsite at the examination the EIC will discuss the future participation prior
to the end of the examination. Specialists will document their recommendations in the
conclusion section of their respective CEM(s). Also note: The timeframes listed above
may conflict with other OCCU instructions for the submission of CEMs to specialists.
These instructions do not supersede other OCCU instructions.

If the EIC is unsure which specialist to submit the information to they will contact the
respective CFS for determination based on current work loads. The specialist will
respond back to the EIC within 10 days of the joint conference. The EIC will submit the
proposed plan to the CFS within 20 days of the joint conference. The final OYSP will
be submitted to the Director within 30 days of the joint conference.
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APPENDIX 102C
Template for the One-Year Supervision Plan

ol

D \My Docurments),
amydata\OCCU\Planr

COMMENTS
Discuss competitive pressures, key issues going forward, future earnings, operational
weaknesses, etc.

CUSOs
If applicable, address whether you recommend a separate CUSO review and provide
support for your recommendation.

CONCURRENCE CONCURRENCE

DYes DYES
DNO DNO

Corporate Field Date Kent Buckham Date
Supervisor Director
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Corporate Name:

Example

Charter/Ins #:

12345

CMS Questions:

YES/NO

1 An OCCU or OCMP Capital Markets Specialist was NOT onsite for the current
examination (or a supervision contact since the last examination.)

2 There HAS been a key staffing change in senior management and/or investment,
investment credit, or risk management staffing since the last examination.

3 There HAS been a significant change in the structure, composition, complexity,
and/or risk profile of the investment portfolio.

4 The corporate HAS complex investment products.

5 The corporate HAS Part |, Part Il, Part lll, or Part IV Expanded Authority.

6 There ARE proposed changes in strategies forecasting future events that may have
a material impact on balance sheet structure, composition, and risk profile.

7 NEV and/or NEV volatility trends are NOT within regulatory or internal guidelines
over the examination period.

8 NEV and/or NEV volatility trends over the examination period ARE erratic.

9 The Asset-Liability Risk Quantification Model is NOT in "maintenance” mode.

10 Internal controls to ensure accuracy and reasonableness of risk assessment and
guantification are NOT adequate.

11 Risk Measurement Systems and Processes were NOT validated by a qualified third
party over the past 3 years.

12 Third Party risk measurement systems and Processes validation identified
WEAKNESSES which remain UNRESOLVED.

13 ALCO's knowledge, experience, oversight and/or reporting is NOT adequate.

14 Liquidity controls, stress measurements, and/or external funding sources are NOT
adequate.

15 Investment Gains and/or Losses DO represent a material amount of Net Income.

EIC NOTES:




Corporate Name:

Example

Charter/Ins #:

12345

PSS Questions:

YES/NO

1 There HAS been a change in key management in any payment systems area (funds transfer, ACH,
item processing)?

2 There HAS been a significant change in operations?

2a Have any products, services, or systems been added, replaced, upgraded, or eliminated?

2b Has there been a significant expansion or contraction of member users?

2c Has there been a significant increase or decrease in processing volume?

3 There HAS been an example of unacceptable management performance?

3a Are there unresolved internal or external audit findings?

3b Are there unresolved examination issues?

3c Are there Federal Reserve Bank account overdrafts resulting from cash management and/or
procedural deficiencies?

3d Are there significant suspense items by aging, dollar amount, or number?

3e Have there been any reported regulatory violations?

4
DO funds transfer or ACH activities include use of a proprietary payment system? Examples include
PayPLUS, Fundtech Banker, Politzer & Haney, Goldleaf, etc. If you are unsure, consult your PSS.

5 DOES ACH origination activity include non-financial institution members?

6 There ARE unresolved business continuity issues?

7 There HAVE been circumstances which prevented a PSS from being onsite during the last two
examination cycles?

EIC NOTES:

PSS COMMENTS.:




Corporate Name:

Example

Charter/Ins #:

12345

ISS Questions:

YES/NO

1 There HAS been a change in upper management, CEO or Chief Information Officer equivalent,
since the last exam.

2 Their written information security program, including their enterprise wide written risk assessment
process, information protection strategy, and security policy has NOT been reviewed by an IT
examiner.

3 They HAVE an in-house core system.

4 They DO in-house software development for any of their products.

5 They HAVE (host) their own transactional web site.

6 An IT examiner was NOT onsite the last examination (or a supervision contact since the last
examination.)

7 There HAS been a change in the core processing system.

8 New technology services for members HAVE been added since the last exam.

EIC NOTES:




APPENDIX 102D
Template of Joint Conference Memorandum
OCCuU:

TO: Director

Office of Corporate Credit Unions
THRU:

Corporate Field Supervisor
FROM: CE

SUBJ: Corporate (Corp) Joint Conference
DATE:

Time , location, and address:

Hotel information, if applicable

()

Information about the hotel amenities, rates, per-deim rates, etc.

Confirmation numbers.

Directions from Airport to Hotel

Directions from Hotel to Corporate

Background Information
Discuss number of directors, who attended the exit, and activity levels on the
committees.

Discuss the characteristics of the board members e.g., name, position held, affiliated
organization, assets size, number of years served, known information concerning the
individual, any other pertinent information.



APPENDIX 102D
Template of Joint Conference Memorandum

Supervisory Committee

Discuss the characteristics of the committee members e.g., name, position held,
affiliated organization, assets size, number of years served, known information
concerning the individual, any other pertinent information.

Other
Discuss any other information deemed appropriate for meeting.



APPENDIX 102E
Sample Transmittal Memorandum to the Region
OoCcCu/

TO: Regional Director
FROM: Director
Office of Corporate Credit Unions
SUBJ: Corporate Credit Union
DATE:

Attached is a copy of the July 31, 2001, examination report for the subject. This
confidential report is being provided for your review and information. Please
ensure that access to this report is provided on a need-to-know basis.

If you have any questions, please do not hesitate to contact me.

Attachment

cC: CFS
CE



Appendix 102F

REDUCED ON-SITE EXAMINATIONS — ROSE
PROCEDURES

Purpose

ROSE Exams

Pre-Examination
Planning

The purpose of Reduced On-Site Examinations (ROSE) is to provide
OCCU staff flexibility to conduct corporate credit union (CCU)
examinations in the most efficient and effective manner. OCCU’s
objective is to optimize resources by allowing its staff to perform
greater portions of CCU examinations from staff duty stations without
sacrificing the quality of the examination process.

Other benefits derived through ROSE are as follows:

1. Reduced travel expenses;
2. Increased productive time; and
3. Improved quality of life.

OCCU management expects corporate examiners to use their
professional judgment to determine which examination areas should
be performed off-site. When EICs prepare the examination scope and
team assignments, they should use professional judgment to determine
the best approach to accomplish the examination’s objectives.
Professional judgment should take into account the financial stability
of the corporate, CRIS ratings, operating authority/complexity, OCCU
training needs, and other relevant factors.

The EIC (including the SSA EIC, if applicable) finalizes the proposed
examination scope, team assignments, and budget; then submits it to
their Corporate Field Supervisor (CFS). The CFS will communicate
with the EIC if any questions or concerns arise from the review of the
proposed examination scope. However, if examination scope changes
occur, the EIC must be comfortable that the examination’s objectives
will be met, regardless of where portions of the examination are
performed.

It is imperative for the EIC to provide the CCU with a

clear and comprehensive examination request list outlining

the information needed and its format (i.e., electronic and/or hard
copies, etc.). In addition, the examination questionnaires will need to
be completed by the CCU well ahead of the anticipated examination
commencement date so that this information will be readily available

May 2003
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CORPORATE EXAMINER’S GUIDE

to the examination team. Each EIC must verify that the examination
request list only contains information which has not previously been
provided to the EIC and/or the District Examiner.

During the pre-exam week the EIC electronically and/or by hard copy,
sends examination materials to the examination team. The EIC may
consider having a team participant(s) work on-site during the pre-
exam week or other examination weeks to facilitate dissemination of
the records request information to the examination team. The EIC
should ensure all corporate policies and procedures are submitted
electronically so they can be transmitted to team members via E-Mail.
If a document is only available hard copy, the EIC can have the
documents scanned and faxed through Rightfax for further distribution
electronically. If the files cannot be distributed electronically the EIC
will FedEx the files to each team member during the pre-week so they
have the hard copies during the off-site week of the exam. As with
any examination process, the EIC and the examination team must
utilize a secure process (i.e., encryption, etc.) when transmitting CCU
information electronically or in hard copy.

The EIC will also need to have a telephone contact established for
each team member so that questions can be answered. In addition, E-
Mail will be more critical and the EIC will need to establish a list of E-
Mails and chain of command protocol for the corporate and team
members. The EIC is responsible for some of the administrative
duties (e.g., retrieving data files, making copies for all examination
binders, etc.) for off-site exam team members, since performing some
of these activities from a remote duty station is not feasible.

Administrative time demands on the EIC are increased under ROSE
due to the changes to the data accumulation and distribution process
(i.e., examination questionnaires, etc.). Therefore, it is critical the EIC
handle the dissemination of examination data in an efficient and
effective manner.

The EIC is responsible for ensuring all on- and off-site examination
team members receive sufficient information (i.e., electronically, or
otherwise) to perform their analysis.
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Chapter 103

ON-SITE PRESENCE SUPERVISION

Introduction Corporates qualifying for Type Il supervision will generally be
assigned a capital markets specialist (CMS) to perform on-site
supervision one to two weeks each month. However, if a Type Il
corporate is assigned CRIS ratings of 4 in both Financial Risk and
Risk Management, the CMS will maintain a full-time on-site
presence.

Corporates qualifying for Type 111 supervision (as defined in Chapter
102) will be assigned a CMS on a full-time basis. Additionally, the
assigned examiner-in-charge will generally be on-site monthly.

Objectives of On-site Supervision Presence

The goal of the on-site supervision presence is to develop and
maintain a thorough understanding of the operations and risk profiles
of large complex corporates. Maintaining an on-site presence
promotes interaction with the corporate’s staff and allows the CMS
to maintain a working knowledge of the corporate’s operations,
especially in the capital markets areas (investments, asset and
liability management, risk monitoring, etc.). The knowledge gained
through on-site supervision allows the CMS to more effectively
monitor and evaluate financial changes. The EIC’s monthly on-site
presence promotes a higher level of understanding of operational
issues and changes. Early understanding of changes in financial
strategies as well as early review of new products, services, and
operational changes provides OCCU and the SSA, if state chartered,
the opportunity to promptly dialogue with corporate officials and
management to address issues and/or concerns.

Operational understanding and changes will be the primary
responsibility of the EIC. Operational risk is significant throughout
the corporate system. Ongoing supervision of these activities (e.g.
item processing, payment systems, network security) is crucial for
the continued understanding of the evolving technology utilized in
all these areas.

New Investment Strategies

The CMS will monitor the corporate’s investment portfolio to
identify changes in and/or variances from investment strategies and
to assess impact of changing economic conditions. New or changing
investment strategies will be analyzed and discussed with the
corporate’s investment and risk management staff to determine the
rationale for the change and the impact on the corporate’s risk
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CORPORATE EXAMINER’S GUIDE

position. Economic factors affecting the investment portfolio will
also be discussed.

New Member Deposit Products/Services

The CMS will monitor new deposit products and services offered to
the corporate’s members. New member deposit products will be
analyzed in relation to the corporate’s strategic business plan and
ALM/balance sheet structure strategies. Safety and soundness
issues, if any, will be addressed with management.

Organizational/Infrastructure (Key Personnel Changes)
Changes in key staff or reporting structures may affect the
corporate’s ability to adequately address risks.

The CMS will evaluate individuals filling key risk management
positions in relation to the level of the corporate’s expanded
authorities. The benefit derived from the on-site supervision
presence is the timeliness in obtaining such information. However,
the CMS must not be involved in the employee selection process or
any other personnel matters.

Certain expanded authorities require adequate separation of duties as
well as expertise and experience to adequately control risk. Any
changes to the corporate’s operational structure will be evaluated to
ensure the new structure meets the requirements defined in the
Guidelines for Submission of Requests for Expanded Authorities and
Part 704 Guidance Letter No. 2, and those approved by the NCUA
Board and SSA, if applicable.

ALM Modeling, Assumptions, and Results

Effective asset/liability management is the cornerstone of a safe and
sound financial institution. ALM modeling results are affected by
the methodology applied and the assumptions used. The CMS will
review any changes to:

model(s) used by the corporate;

assumptions used in the model(s);

management reports generated by the models; and
management’s review process and documentation of model
results.

N S

The CMS will determine whether such changes are appropriate and
consistent with the corporate’s complexity and approved level of
expanded authorities. In general, new models and/or assumption
changes should be run parallel with the old model(s) and/or
assumptions to determine the effect of these changes versus changes

Page 103-2
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On-site Presence Supervision

in the corporate’s portfolio and the market environment. The
analysis resulting in the changes should be maintained by the
corporate for review during the annual examination period.

Corporates with expanded authorities are expected to have their
ALM modeling methods validated periodically. A qualified third
party should conduct such validations and the results reported to the
Asset-Liability Committee.

Monitoring Strategic Plans and Initiatives

The CMS will review the corporate’s strategic and marketing plans
and periodic product/business line evaluations to ensure management
is adequately evaluating current and potential competitors. The
corporate’s board and management should have plans in place to
effectively address competition through either product development,
improved efficiencies, and/or exit strategies, if necessary. The CMS
will evaluate the effectiveness and timeliness of the corporate’s
response to competitive market pressures. The CMS will report any
concerns to OCCU management and SSA (if state chartered) after
discussing them with corporate management.

The CMS will discuss changes in strategic plans, goals, and
significant budget variances with senior management to ensure the
monitoring and planning process is adequate.

Cultivate Effective Communications

The CMS will foster open communications with corporate
management through regular meetings with key managers and staff.
Meetings may be formal or informal but in all cases, the CMS should
document the topics of discussion for inclusion in the monthly
management report.

The CMS will function as a liaison between the corporate, OCCU,
and where applicable, the SSA. The CMS on-site presence allows
them to coordinate prompt feedback to all parties and to facilitate
meetings between respective staff.

As necessary, the CMS will formalize communications by
submitting draft correspondence for the OCCU Director’s signature.
Correspondence involving state chartered corporates will be
coordinated with the appropriate SSA.

Corporates applying for expanded authorities must submit detailed
documentation supporting their request. Additionally, corporates
sometimes require waivers from provisions of Part 704. The CMS
will coordinate these efforts with the corporate and provide
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appropriate guidance in order to expedite the application process.
However, the CMS should not construct the documentation for the
corporate.

Monitor Effects of Capital Markets Trends

Corporates are affected by changes in the capital markets. Changes
in interest rates, credit spreads, and liquidity all affect a corporate’s
risk position. The CMS will stay abreast of market trends and
provide timely feedback to OCCU, and the SSA, if applicable,
regarding any material effects of changes to their assigned
corporate(s).

The CMS will regularly evaluate the following and discuss any
significant changes or concerns with corporate credit union
management:

1) The effect of changes in interest rates on:
a. the duration and weighted average life of the corporate’s
investment portfolio;
b. the corporate’s NEV; and
c. the corporate’s net income.

2) The effect of changes in market sector credit spreads on:
a. the corporate’s NEV; and
b. the corporate’s liquidity.

3) The effect of changes in market liquidity levels on:
a. the corporate’s ability to fund member demands; and
b. the corporate’s ability to raise liquidity from available
sources.

Corporates with Part 111 expanded authorities are exposed to
sovereign risk. The CMS will stay informed of the countries to
which the corporate has exposure. Any potential changes to a
country’s risk rating should be evaluated and discussed with
corporate management. Where appropriate, the CMS will utilize
Bloomberg to monitor investment values, as well as, market
activities, which will impact the corporate’s balance sheet or risk
profile. Additionally, for institutions with Part 111 expanded
authorities, the CMS will monitor the sovereign ratings and news
items for countries and financial institutions the corporate has
approved for investments.
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Monitor Changes in Balance Sheet Structure

A corporate’s role as a liquidity center may require management to
restructure the balance sheet in response to changing member needs
and market conditions. The CMS will evaluate trends at least
monthly by reviewing the Corporate 5310 Call Reports. Key
information will be verified to internal financial statements, General
Ledger balances, and/or subsidiary reports. The CMS should utilize
the Consolidated Balance Sheet (CBS) to evaluate monthly trends
and to identify and monitor fluctuations.

Corporate management utilizes numerous internal management
reports. These reports may be generated daily, weekly, monthly, or
quarterly. If corporate management utilizes a daily balance sheet
report, the CMS should obtain them to identify changes in the
corporates balance sheet structure. Such reports are especially useful
during times of low liquidity when corporates may have to liquidate
assets or borrow to meet member liquidity demands.

Review Material Risk Areas for Compliance

The CMS will utilize the Corporate’s 5310, CBS, ALM reports, and
management reports to monitor compliance with Part 704 and
corporate policies. Ata minimum, the CMS will verify compliance
with key regulatory risk limits including, but not limited to:

1. the NEV ratio;

2. the maximum allowable change in NEV in +/- 300 basis point
interest rate shock tests;

3. the change in net interest income in +/- 300 basis point shock

tests;

the capital ratio;

credit concentration limits;

reserve transfers;

lending limits;

borrowing limits; and

credit ratings.

©owoN oA

In addition to the above listed regulatory limits, the CMS should also
review the corporate’s investment and credit watch lists to monitor
securities facing possible downgrades. The CMS will monitor all
watch list securities on Bloomberg for press releases, downgrades,
and any other information that may be available.
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Lending and borrowing trends should be monitored as increased
activity in these areas may reflect decreasing liquidity in the credit
union system. This monitoring may occur through the review of the
corporate’s lending activities to members as well as its borrowing
activity on both and overnight and term basis.

Any regulatory violations or negative trends should be promptly
reported to OCCU and the SSA, if applicable.

Planning Focused Supervision Activity

Chapter 102 of this guide outlines normal examination/supervision
planning. In addition to normal planning, the CMS must plan
regular on-site supervision activity. This supervision activity is
determined using the targeted risk approach.

Supervision of federally chartered corporate credit unions should be
developed jointly with the appropriate corporate field supervisor.
Supervision of state chartered corporates must also be coordinated
with the appropriate SSA.

As described in Chapter 102, OCCU’s supervision policies require a
specific supervisory strategy for each corporate. Planning for on-site
supervision presence is ongoing. Ongoing supervision activity may
be daily, weekly, monthly, or quarterly. Appendix A of this chapter
contains a checklist of standard on-site supervision activity. The
CMS, CFS, and the SSA if the corporate is state chartered, will
complete a separate checklist for each assigned corporate.

Actual supervision activities will vary between Type Il and Type 111
corporates and between individual corporates as situations warrant.
Type Il corporate supervision activities may be less frequent or
reduced in scope compared to those for a Type Il corporate since
the CMS are only on-site part-time.

The CMS will tailor the regular supervision activities to the specific
corporate. In addition, the CMS will exercise judgment by
recommending any additional supervision deemed necessary to the
CFS.

Following the conclusion of the annual examination the CMS, CFS,
and SSA if the corporate is state chartered, will develop a detailed
supervision plan for the following year. The plan will outline
supervision activities addressing significant risk areas or areas of
concern for each quarter. The plan will be submitted to the Director
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of OCCU for final approval. The plan may be reviewed and revised
as necessary.

Use of Other NCUA Resources

When planning on-site supervision activities, the CMS may
determine a need to utilize other specialized NCUA examiners.
These include but are not limited to:

1. OCCU Information Systems Specialist;

2. OCCU Subject Matter Examiners; and

3. Office of Strategic Program Support and Planning Investment
Officers.

The CMS will be actively involved in the examination and
supervision planning process. However, another corporate examiner
may serve as the EIC and perform monthly supervision. This will
allow the CMS to focus on the corporate’s risk activities. The EICs
will be rotated every three years or as necessary.

Recommendation For Continued On-site Presence

The CMS will work with the EIC after the conclusion of each annual
examination to develop the supervision plan for the following year
and contingent plans for the subsequent two years. This plan will
include a recommendation regarding the continued level of on-site
supervision. The planning process will include the SSA if the
corporate is state chartered. The plan will be submitted to the
Director of OCCU for approval.

Communication with SSA

The CMS is expected to keep the SSA or his/her designee informed
of any material issues discovered during on-site supervision. To
facilitate effective communications, the CMS will provide the SSA
with a schedule reflecting the dates of on-site supervision activity
and phone numbers where the CMS may be reached. When
practicable, on-site supervision will be scheduled to allow
participation by SSA staff. When SSA staff is unable to participate
in the on-site supervision activities, the CMS will maintain regular
contact with the SSA or his/her designee via telephone and/or e-mail
to ensure information is communicated timely. The CMS will
facilitate meetings between OCCU supervisors and the SSA when
necessary.
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Training

Maintaining an on-site supervision presence offers the CMS
opportunities to gain in-depth knowledge of corporate operations.
The CMS will share this knowledge with other corporate examiners
by developing and instructing focused training courses. These
courses will be developed to provide logical progressive training for
both new and seasoned corporate examiners.

The CMS will also serve as mentors for new corporate examiners.
The new examiners will spend time on-site with the CMS and
receive orientation training regarding corporate credit unions and
their unique role in the credit union system. Maintaining a regular
on-site presence provides ready access to corporate policies and
procedures as well as opportunities to observe corporate operations.
This type of orientation training is intended to accelerate the
development of new corporate examiners.

Periodically, the CMS may be called upon to develop and deliver
presentations to NCUA staff and external groups. These
presentation opportunities afford OCCU an opportunity to share in-
depth knowledge of corporate credit union investment products and
correspondent services with both NCUA staff and others.
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STATE-CHARTERED CORPORATE CREDIT UNIONS

Introduction NCUA recognizes state regulatory agencies are primarily responsible
for the supervision of state-chartered federally insured corporate credit
unions (FISCCU) and non-insured corporate credit unions
(NISCCUs). Since all corporate credit unions provide deposit,
liquidity, and correspondent services to federally insured credit unions,
however, NCUA has an obligation to assess the risk FISCCUs and
NISCCUs present to the National Credit Union Share Insurance Fund
(NCUSIF). This obligation is reflected in Parts 704 and 741 of
NCUA’s Rules and Regulations.

Ongoing supervision is a key element of determining that FISCCU’s
and NISCCU’s are operated in a safe and sound manner. Although
state and NCUA examiners have distinct roles and responsibilities in
the oversight of FISCCUs and NISCCUs, both employ similar
processes in administering their duties.

A cooperative and coordinated effort between NCUA’s Office of
Corporate Credit Unions (OCCU) and State Supervisory Authorities
(SSAs) is essential to ensure FISCCUs and NISCCUEs are effectively
regulated and supervised, and that risk to the NCUSIF is properly
identified and monitored.

Information Sharing

NCUA and SSAs will make every reasonable effort to share
information regarding FISCCUs and NISCCUs under their mutual
jurisdiction, and on issues affecting the corporate system as a whole.
Each SSA will provide OCCU copies of examination reports or other
supervision activities performed independently for use by OCCU in
monitoring risk to the NCUSIF. SSAs and OCCU will copy each
other on correspondence and reports to FISCCUs and NISCCUs under
their mutual jurisdiction.

The SSA may also request copies of OCCU examination reports and
other related documentation for corporate credit unions serving credit
unions the SSA regulates. OCCU will make reasonable efforts to
satisfy all such requests. SSAs may be requested to enter into
Confidentiality Agreements with NCUA before such information will
be shared.
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Joint Examinations/Insurance Reviews
Scheduling

When NCUA and the SSA jointly participate in the examination or on-
site supervision of a FISCCU or NISCCU, appropriate NCUA and
SSA staff will coordinate scheduling of all on-site contacts. NCUA
and the SSA will mutually agree upon the dates of all onsite contacts
with sufficient advance notice to allow both agencies to participate.

Designation of Examiner-in-Charge

Both the SSA and NCUA may designate an examiner-in-charge (EIC)
for a joint examination and insurance review. Each agency will be
responsible to ensure that its EICs are properly trained and have
adequate experience to serve in that capacity.

To clarify the distinction between supervisory and insurance activities
and objectives, the designations “Supervisory EIC” and “Insurance
EIC” may be used for the SSA and NCUA EICs, respectively, if
desired, and mutually agreed upon by the agencies.

Examination Report Format, Scope, and Process

NCUA will adhere to the Corporate Examiner’s Guide for the standard
format, scope, and process to be followed for each FISCCU and
NISCCU examination. To maximize efficiency and minimize
redundancy, NCUA and the SSA will share examination work papers
and other relevant documentation to the maximum extent feasible.

Each joint examination and insurance review will include a formal
planning process. The EICs will jointly develop the scope and team
assignments to be used during the examination. To ensure effective
use of resources, examination scopes will be determined on a risk-
assessment basis and mutually agreed upon prior to the start of
examination fieldwork. The SSA and NCUA EICs as part of the pre-
examination planning process will agree to arrangements for sending
the examination request lists to the FISCCU or NISCCU. In addition,
the SSA and NCUA EICs will develop a plan for issuing a transmittal
letter to the FISCCU or NISCCU.

During the planning process, the EICs will also determine which
agency will write the examination report. All examination reports will
be subject to review and approval by both agencies prior to transmittal
to the institution. Production of a single examination report
incorporating the findings and recommendations of each agency is
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preferred. In the unlikely event production of a single examination
report is not possible, the SSA and NCUA may issue a separate
regulatory and insurance report, respectively, if either agency
determines separate reports are necessary.

The SSA and NCUA EICs should strive to reach compatible
conclusions and recommendations. The SSA and NCUA EICs will
discuss all findings, conclusions, and recommendations before
presentation to, or discussion with, corporate credit union
management. If the SSA and NCUA EICs cannot reach mutual
agreement on examination and supervision related issues, or on
matters to be included in the examination report, they will defer to
their respective supervisors for resolution before discussing the issues
with corporate credit union officials.

Additional On-site Supervision

In addition to review of independent SSA examinations or
participation in joint examination and insurance reviews, NCUA
monitors FISCCUs and NISCCUs monthly. Monthly monitoring
procedures include review of: 5310 reports; board packages; other
electronic or telephonic means; correspondence; and other information
provided by the SSA. Under normal circumstances, these examination
and monitoring processes provide sufficient information for OCCU to
assess NCUSIF risk from each FISCCU or NISCCU.

Both OCCU and SSAs recognize additional onsite supervision may be
necessary under certain circumstances, and will strive to ensure such
supervision is conducted in a cooperative and mutually beneficial
manner. If either the SSA or NCUA independently determines
additional on-site supervision is necessary, the SSA and OCCU will
notify the respective agency, inform each other of the issues or
concerns involved, and invite each other to jointly perform such
supervision. Whether the additional supervision is performed jointly,
or independently, the SSA and NCUA will provide each other with
copies of all correspondence related to the on-site supervision.

Corporate Credit Union Training

Both NCUA and SSAs are committed to ensuring examiners
participating on corporate credit union examinations are well trained.
To that end, and at its discretion, NCUA will make as much of its
corporate credit union related training programs provided to OCCU
examiners available to SSA examiners, as is reasonably possible. The
SSA and NCUA recognize that some training programs (e.g., for
Capital Markets, Information Systems, Payment Systems) are
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developed for specific NCUA positions and are unavailable to other
OCCU staff. Likewise, these specialized training programs are not
available for SSA staff.

Corporate credit union training may include participation in
examinations or other activities conducted at various federal or state
chartered corporate credit unions. Each SSA may request participation
in any OCCU examination(s) to provide training opportunities for the
SSA’s corporate examiners. OCCU will make reasonable efforts to
accommodate such requests. SSAs may be required to enter into a
Confidentiality Agreement with NCUA and/or other SSAs as a
condition of providing this type of training.

SSA participation in corporate credit union training will be
coordinated through the NASCUS State Programs Coordinator in the
same manner other NCUA training is handled. Each SSA will ensure
examiners participating in NCUA provided training opportunities
possess the skills and prerequisites appropriate for the training being
provided.

Federal Corporate Credit Union Examination Participation

An SSA may request to participate on OCCU examinations or other
supervisory activities of federal corporate credit unions to determine
the safety and soundness of the corporate serving the credit unions the
SSA regulates. OCCU will make reasonable efforts to accommodate
such requests. SSAs may be required to enter into a Confidentiality
Agreement with NCUA as a condition of such participation.

Release of FCCU Examination Reports

SSAs are also requested to enter into Confidentiality Agreements
when requesting copies of examination reports for federally chartered
corporates located in their states, if participation in the examination
did not occur.

Expanded Authorities and Waiver Requests

Part 704 of NCUA Rules and Regulations require the SSA to act on
applications for expanded authorities or waivers of the rule from
FISCCUs or NISCCU’s before the NCUA Board will consider such
applications. If the SSA denies a request, NCUA will concur with the
denial. To facilitate this procedure, it is requested that a copy of the
SSA denial letter be sent to NCUA.
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If the SSA approves a request, NCUA staff will review the request and
will provide the NCUA Board with a recommendation. In the event
the SSA supports a FISCCU or NISCCU?’s request for expanded
authority, however, the NCUA Board does not approve the request
both the corporate and the SSA will be notified of such decision(s).

To reduce regulatory burden and maximize resource utilization, SSA
and NCUA staff should conduct reviews of these requests, including
any activities conducted onsite at the corporate credit union, jointly,
whenever possible.

Transmittal Letters

If a joint examination report is issued and signed by both the NCUA
and SSA EICs, a standard supplement to the report includes the
mailing of a transmittal letter to the chairman of the corporate’s board
of directors. Unless otherwise agreed, the originator of the transmittal
letter will be the SSA in coordination with NCUA. If any SSA does
not wish to send a transmittal letter, NCUA may send one.

Correspondence

Copies of all correspondence material impacting the continued safety
and soundness of the NCUSIF will be provided to NCUA. Copies of
NCUA’s correspondence will be routinely sent to the appropriate SSA.

Administrative Actions

Administrative Actions will be addressed in Chapter 501 of this Guide
as part of the next Guide revision.
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INVESTMENTS

Introduction

The continued development of new security types and the complexity of
instrument structures make comprehension and analysis of investments
increasingly difficult. While financial risks borne by corporate credit
unions (corporates) are monitored and controlled at the balance sheet level
through a formal ALM process, risks inherent in individual investment
assets must be understood in order to have sufficient intuition to identify
sources of risk and test appropriateness of the measure of risk for a
particular instrument.

Prudent investment portfolio management practices, such as managing
concentration risk and maintaining diversification, are as important for
corporates as for other investors.

Concentration risk is the risk associated with having excessive exposure to
securities that have related market and/or credit risk. Concentration in
market risk could include, but is not limited to, excessive exposure to
interest rate, basis, embedded option and/or liquidity risks. Concentration
in credit risk may also include excessive exposure to certain industries,
groups, or individuals.

Diversification is an investment management technique used to reduce risk
without reducing expected return. Diversification theory holds that price
volatility can be reduced while achieving a given return by distributing
assets among a variety of asset classes, geographic regions, and issuers.
Diversification usually reduces the portfolio risk because returns on
various types of securities are not perfectly correlated.

Failure to manage concentration risk or adequately diversify the portfolio
may give rise to excessive liquidity risk. Corporates must be especially
mindful of liquidity when making investment decisions since investment
portfolio(s) are the primary source of funds to meet ongoing and
contingent liquidity demands.
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While it is true the interest rate risk (IRR) of an asset should be viewed in
the context of the entire portfolio or balance sheet, an examiner’s
professional judgment about the source, magnitude and impact of risk
begins with an understanding of the risk inherent in individual investment
structures. To measure concentrations of interest rate, liquidity, and credit
risk, individual investments must be measured accurately and aggregated
across all transaction types.

Examiners should ensure corporates “have programs and processes to
manage the market, credit, liquidity, legal, operational, and other risks” of
investment securities and, where authorized, end-user derivative activities.
To this end, Interpretive Ruling and Policy Statement 98-2 (IRPS 98-2)
provides guidance covering the broad range of investment instruments
permissible for corporate credit unions.

Investment Policies and Procedures

Corporate investment portfolios vary considerably in size and complexity.
Similarly, the expertise of corporates’ investment staff and related internal
controls varies considerably from corporate to corporate, largely as a
function of the size and complexity of the investment portfolio and the
corporate’s asset size. However, certain minimum infrastructure must
exist, dependent upon the risks associated with the type of investment
transactions the corporate undertakes. Corporates engaged in the same
type of investment transaction(s) must perform similar pre- and post-
purchase credit and/or IRR analysis, regardless of the corporate’s asset
size or the size and complexity of the investment portfolio. The existence
of compensating internal controls (i.e., ALCO meetings, periodic internal
audits of credit and IRR) should not be accepted as a substitute for
comprehensive, timely, and professional due diligence and sound internal
controls.

Investment policies, procedures, and limits provide the structure for the
board to control and the staff to manage investment activities. Section
704.5(a) states: “A corporate credit union must operate according to an
investment policy that is consistent with its other risk management
policies, including, but not limited to, those related to credit risk
management, asset and liability management, and liquidity management.”
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An effective investment policy should clearly define the risks and cash
flow characteristics of authorized investment types. This is particularly
important for products that have unusual, leveraged, or highly variable
cash flows. A corporate should not acquire a position in a particular type
of instrument until the board has a general understanding of the instrument
and its impact on the corporate’s financial condition. The board must also
ensure it attracts and retains qualified senior management and staff, with
adequate understanding of the instruments and their associated risks.

Policies should clearly outline the approach for managing investments,
including financial derivatives. These policies should be consistent with
the corporate’s broader business strategies, capital adequacy, technical
expertise, and general tolerance for market, liquidity, and credit risk.

Policies must identify relevant objectives, constraints, and guidelines for
both acquiring investments and managing portfolios. Policies should
establish a logical framework for identifying, measuring, monitoring,
reporting and controlling the various risks involved in the corporate’s
investment portfolios, including any financial derivatives.

Policies must clearly articulate the types of permissible investments and
derivative contracts. Permissible investments and derivatives should be
consistent with the corporate’s objectives and strategies. Benchmarks
must be established to facilitate the periodic evaluation of the performance
and effectiveness of investment holdings, strategies, and programs.
Whenever multiple objectives are involved, management should prioritize
objectives in light of actual or potential conflicts.

Section 704.5(a) requires an investment policy address, at a minimum:

1. Appropriate tests and criteria for evaluating investments and
investment transactions before purchase; and

2. Reasonable and supportable concentration limits for limited
liquidity investments in relation to capital. (Limited liquidity
investments are defined as a “private placement or funding
agreement.”)

Procedures developed by investment personnel typically identify the
specific tests, risk analysis processes, and selection criteria for evaluating
potential investment positions.
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Should a corporate lack sufficient infrastructure for engaging in
investments of a particular type (ABS, private placements, etc.), examiners
should develop a Documents of Resolution requiring the board of directors
to balance the corporate’s investment activities with its infrastructure.

This may require cessation of certain investment activities until an
adequate infrastructure is implemented. Regardless of the corporate’s
current asset size or operating authority level, infrastructure should be
reasonably adequate to manage unanticipated increases in the level of
credit, IRR, and liquidity risk due to changing economic conditions.

It is normal practice for the board to delegate investment authority to
senior management. Consequently, the board and senior management are
responsible for hiring qualified personnel and ensuring adequate
procedures are in place for conducting investment activities on both a
long-range and day-to-day basis, in accordance with the board’s approved
investment policy.

There should be clear lines of authority and responsibility in the following
areas:

Board responsibilities (authorized through policy):

1. Purchase and sale of investments;

2. Enactment of appropriate limits on risk taking (limits on transaction
types and on authorized personnel);

3. Establishment of effective internal controls (both board, management,
and internal audit functions); and

4. Enactment of comprehensive risk-reporting and risk-management
review processes commensurate with the corporate’s risk profile.

Staff responsibilities (implemented through procedures):
1. Establishment of adequate systems for measuring risk; and

2. Development and implementation of acceptable standards for
valuing positions and measuring performance.
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Investment Portfolio Strategies

An examiner’s evaluation of portfolio risk and return must be coordinated
with the ALM review. Specific portfolio management measures are
discussed in Chapter 202 (see Setting Financial Goals: The Risk/Return
Profile) of this Guide.

The framework for a corporate’s investment portfolio risk management
process includes:

1. The board establishes risk tolerance thresholds (e.g., Net Economic
Value (NEV) and credit limits);

2. The board and ALCO periodically approve a risk target (a
benchmark) for management to meet that is within the risk limits;
and

3. Management optimizes portfolio performance consistent with risk
target levels, in light of current market conditions.

The traditional perspective is spreads must be sufficient to cover the cost
of operations and provide capital enhancement. Value-based measures of
performance, like NEV, have gained increasing acceptance in recent years.
By focusing on total return, institutions manage for long-term value, rather
than managing to short-term accounting results.

Many institutions historically focused on earnings-oriented measures of
return without adjusting for risk. For example, it was common for
corporate portfolios to be managed and evaluated only by current net
interest spread without relating the risk to equity -- that portion of capital
required to support risk between the funding source and the portfolio’s
assets. Best practice requires all portfolios to have specific capital
allocated in light of the portfolio’s NEV. A summary of the measures of
return performance discussed in Chapter 202 are included in Table 1.
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Table 1
Measures of Return Performance:

A. Earnings-oriented measures
a. Net interest margin

Core Income

Net Income

Return on assets

Return on equity

® oo o

B. Market value-oriented measures
a. Market capitalization
b. Liquidation value
c. Going-concern value
d. Net economic value

C. Both — Total Return

Book of Business Approach

Consistent with an earnings-oriented measure, many corporates
allocate investments into discreet portfolios and target net interest
spreads. These portfolios will usually have defined parameters for
maturity and/or cash-flow behavior and are commonly referred to as
“books of business.”

The typical strategy focuses on acquiring a discrete pool of investment
assets with similar maturity and/or payment characteristics to those of
a discrete pool of liabilities.

The terms “matched” and “managed” are used to further describe these
portfolios. The term “matched” generally means a portfolio’s assets
and liabilities have virtually the same cash flow characteristics and
maturity. The term “managed” generally means a portfolio’s assets
and liabilities are not required to have identical cash flow
characteristics or maturities.

Corporates calculate the net interest margin, or “spread,” associated
with these books of business by measuring the accounting income
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from interest bearing assets and subtracting the cost of interest bearing
liabilities. This calculation is usually computed for each book and
reconciled to total net interest income.

Common books of business may include:

Overnight (or Liquidity) Book. Overnight and core shares are
used to fund primarily overnight assets. It is not unusual for a
corporate to run an intentional maturity mismatch on a portion of
the overnight portfolio by including term assets with floating rate
coupons or fixed-rate money market transactions of about 90 days
or less.

. Term Book. Term share certificates are used to fund term

investments of substantially similar maturity and payment
characteristics. A term book is generally comprised of fully
matched transactions with little or no risk to the book’s net interest
margin.

. Variable Rate Book. Adjustable-rate share certificates (term) are

used to fund a combination of floating and/or adjustable rate assets.
The rate paid on the shares is adjustable on a daily, monthly or
other periodic setting and is typically set on an ability-to-pay basis.
Many variable rate certificates may be linked to a specific index
(e.g., LIBOR, Fed Funds Effective, or T-Bills) rather than an
administratively determined payout rate. A variable rate book is
not necessarily a matched portfolio. Portfolio parameters may
permit material basis, embedded option and/or maturity
mismatches.

Membership Capital Book. Member contributed capital is
typically a non-maturity instrument. Assets allocated to this book
of business vary, reflecting the risk tolerance of the corporate, and
often have a combination of short to intermediate maturities. The
rate paid on membership shares is generally administered and set
on an ability-to-pay basis.

Capital Book. The reserves of the corporate are matched against
all interest bearing assets not allocated to other books of business.
Since reserves and undivided earnings are not interest bearing, the
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spread on the capital book is typically expressed as the dollar
weighted yield on the assets. Corporates are also permitted to issue
paid-in capital shares (PIC) as a supplemental source of capital.
The terms and conditions of PIC are unique factors determined at
the time of issuance.

A book of business approach can provide an intuitive way to segment
total net interest income into individual portfolios and meet regulatory
requirements. It does not; however, provide a market value or future-
earnings-at-risk perspective unless NEV is incorporated.

Best practice for performance measurement is on a risk-adjusted basis.
Examiners need to encourage performance reports for spread
management strategies include risk adjustments that reflect NEV
exposure. This will permit senior management and officials to
comprehend the risk-reward tradeoff that has been achieved.

Balance Sheet Risk Measurement

The IRR associated with individual investments and the aggregate IRR
associated with an entire portfolio are captured in NEV. It is essential
portfolio risk be adequately modeled and monitored against pre-
established NEV limits to avoid Section 704.8 violations and an unsafe
and unsound IRR position. Best practices require investment policies
and procedures include limits and performance standards for each
portfolio, in addition to aggregate limits.

Examiners should review the established risk targets (NEV and
liquidity parameters) for each portfolio and determine whether funds
are invested accordingly. If portfolio risk significantly varies from the
target, it implies the board has granted management the discretionary
authority to establish its own benchmark. This makes relative
performance an increasingly subjective measure for the board to
evaluate. Therefore it is prudent for the board to:

1. Establish the maximum level of risk with which it is comfortable
(limits which ideally are more restrictive than the regulatory
requirements);

2. Approve periodically management’s risk target(s) within those
board established limits; and
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3. Evaluate the portfolio’s performance in light of those targets.

Regardless of the portfolio management approach taken, corporate
staff should periodically review the performance and effectiveness of
investment portfolio strategies. The review should be conducted no
less than quarterly. Corporates with large or highly complex
investment portfolios should conduct this review more frequently. The
review should evaluate the extent to which the corporate’s investments
and derivatives are meeting the various objectives, risk tolerance, and
guidelines established by corporate policies. Investment reporting
prepared for ALCO and the board should include periodic results (risk
and return) compared to established performance benchmarks.

Risks Associated With Investment Transactions

The three basic risks assumed by corporates in the investment portfolio
are market, liquidity and credit. Interest rate and liquidity risk are
defined and discussed in the section of Chapter 202 entitled
“Measuring Risk Exposure”.

The board of directors has the ultimate responsibility for the level of
risk taken by the corporate. Accordingly, the board should approve
overall business strategies and significant policies that govern risk
taking, including those involving investment and derivative contracts.
In addition, the board should periodically reevaluate the corporate’s
business strategies and significant risk management policies and
procedures, placing special emphasis on the corporate’s financial
objectives and risk tolerances.

The process of measuring, monitoring, and controlling risk within a
corporate should be reasonably independent from those individuals
having investment transaction authority.

The nature and degree of this independence should be scaled to the
size and complexity of a corporate’s investment and derivative
activities. Corporates with large and complex balance sheets, or with
significant portfolios of complex investments, are expected to have
risk managers or risk management functions fully independent of
individuals who have the authority to conduct transactions.
Conversely, corporates with less complex investments (base/base plus
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authorities) should ensure there is a mechanism for independently
reviewing both the level of risk exposures created by investment
holdings and the adequacy of the process used in managing those
exposures. Depending on the size and nature of the corporate, this
review function may be carried out by either management or a board
committee.

Regardless of size and sophistication, corporates should ensure back
office, settlement, and transaction reconciliation responsibilities are
conducted and managed by personnel who are truly independent of
those initiating risk taking positions. Where it is truly impractical to
fully segregate these functions, risk mitigating procedures must be in
place.

Credit risk is discussed below. These risks must be evaluated on-
going to establish and maintain a sound risk management system.

Credit Risk of Investments

Corporates are somewhat unique as depository institutions because
their assets are predominately comprised of investments and they
generally have only nominal amounts of loans outstanding. Part 704
restricts rated investments to those that are investment grade and
significantly limits the amount of credit risk exposure a corporate can
assume according to each corporate’s expanded authority level.
Regardless, credit risk requires formal consideration in the risk
management process.

Definition of Credit Risk?

(1) Exposure to loss as a result of default on a debt, swap or some
other counterparty instrument. (2) Exposure to loss as a result of a
decline in market value stemming from a credit downgrade of an
issuer or counterparty. (3) A component of return variability
resulting from the possibility of an event of default. (4) A change
in the market’s perception of the probability of an event of default
(affecting spreads).

1 The Dictionary of Financial Risk Management, Gary L. Gastineau and Mark P.
Kritzman, Frank J. Fabozzi Associates, 1996.
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NCUA Interpretive Ruling and Policy Statement (IRPS) 98-22

NCUA adopted key elements of the Federal Financial Institution
Examination Council (FFIEC) proposed supervisory policy statement
on investment securities and derivatives. Key elements of IRPS 98-2
are:

1. The institution should not acquire investments or enter into
derivative controls without assessing the creditworthiness
of the issuer or counterparty.

2. The credit risk arising from these positions should be
incorporated into the overall credit risk profile of the
institution as comprehensively as practicable.

3. Institutions should be legally required to meet certain
quality standards (i.e., investment grade) for security
purchases.

4. Institutions should maintain and update ratings reports from
at least one nationally recognized statistical rating
organization (NRSRO).

5. Institutions should be required to establish limits on
individual counterparty exposures. Such limits should
define concentrations relating to a single or related issuer or
counterparty, a geographical area, or obligations with
similar characteristics.

6. In managing credit risk, institutions should consider
settlement and pre-settlement risk. It includes the risk a
counterparty will fail to honor its obligation at or before the
time of settlement. The selection of dealers, investment
bankers, and brokers is particularly important in effectively
managing these risks.

7. The approval process for banks, broker/dealers, and other
counterparties should include a review of each firm’s

2 The NCUA Board passed IRPS 98-2 on April 7, 1998 with an effective date of October
1, 1998.
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10.

11.

financial statements and an evaluation of its ability to honor
its commitments.

An inquiry into the general reputation of the broker/dealer
is also appropriate. This includes review of information
from state or federal securities regulators and industry self-
regulatory organizations such as the National Association
of Securities Dealers concerning any formal enforcement
actions against the dealer, its affiliates, or associated
personnel.

The board of directors is responsible for supervision and
oversight of the investment portfolio and end-user
derivative activities, including the approval and periodic
review of policies that govern relations with securities
dealers.

Sound credit risk management requires credit limits be
developed by personnel who are as independent as
practicable of the acquisition function.

In authorizing issuer and counterparty credit lines, these
personnel should use standards consistent with those used
for other activities conducted within the institution and with
the organization’s overall risk management policies and
consolidated exposures.

Effective risk management addresses risks across all types of
instruments on an investment portfolio basis and ideally, across the
entire institution. Corporates need to recognize the inherent credit risk
associated with investment and lending activities and integrate credit
risk management with that of market and liquidity risk management.
The basic steps set forth by this FFIEC policy statement will help to
promote a more effective identification, measurement, monitoring,
reporting, and controlling of the institutions’ credit risk.

Sources of Credit Risk

Investments have varying degrees of credit risk depending upon:

Page 201-12

May 2008



INVESTMENTS

1. The risk of the obligor/counterparty; and
2. The structure of the transaction (quality of the underlying
collateral, level of subordination and/or credit enhancements).

Corporates should devote credit analysis resources proportional to the
amount of credit risk inherent in the activities authorized by the board.
For example, when assessing the risk of default, an unsecured
transaction with a lower potential collection rate (like bank time
deposits, corporate debt, commercial paper or federal funds) should
receive more timely credit reviews than a highly secured transaction
(like repurchase agreements or asset-backed securities). However, a
clear understanding of the quality of the collateral in structured
securities and how they behave in adverse market conditions is critical
to controlling risk. Collateral performance should be reviewed as
often as the servicer provides the appropriate report. Transactions with
lower credit risk should still receive appropriate attention from the
standpoint of market and liquidity risk.

The frequency and depth of credit reviews done by corporates should
be driven by the relative degree and magnitude of credit risk. Credit
risk exposure has traditionally been measured by the face or par
amount of a transaction since that often is viewed as the total potential
loss. However, the actual recovery rate in the event of default will
vary from one instrument to the next based upon the priority of the
holder’s claim and the amount of credit support (enhancements) in the
structure. For example, a $10 million repurchase agreement fully
secured by U.S. Treasury securities has less credit risk than a $10
million bank time deposit ($100,000 FDIC insurance notwithstanding).

Corporates need to make sure each source of credit risk is properly
measured, monitored, reported and controlled. Complex investment
structures, such as mortgage-backed and asset-backed securities (MBS
and ABS), may involve numerous components of credit exposure that
need to be tracked on a global basis to ensure all concentrations are
identified.

Corporates must have a clear and consistent methodology for
measuring the relative amounts of credit risk inherent in each
transaction and make sure these risk measures are aggregated across all
transaction types for each entity concerned. Some forms of credit
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enhancement provided by a single entity, such as private insurance or a
letter of credit, may exist in various different securities within the same
portfolio.

For example, at the base and base-plus levels, concentration limits are
established in Part 704. Part | and Part Il authorities (prescribed in
Appendix B of Part 704) permit the corporate to set its own limits on
certain transactions. In establishing expanded authority limits that
exceed base and base-plus authorities, it is particularly important
increasingly sophisticated methodologies be used for credit risk
measurement.

Table 2 details instruments, obligors and relative quality (degree of
enhancement).
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Table 2

Instrument

Obligor/
Counterparty

Maturity

Quality

Sale of Fed Funds

Banks, credit unions, some
Government Sponsored

Typically 1 day

Unsecured obligations
of financial

Enterprises (GSEs) (i.e., institutions
FHLB)

Negotiable CDs Banks Typically 1-6 Deposits up to
months, $100,000 insured by
minimum 14 FDIC
days

Deposit Notes Banks Typically 18 Deposits up to

months to 5 years

$100,000 insured by
FDIC

Eurodollars
Non-negotiable time
deposits
Negotiable CDs

Banks: Foreign branches of
U.S. banks or foreign banks

Overnight to 5
years

1 year or less

Unsecured obligations
of banks

Securities Purchased under
Agreement to Resell  and
Securities Sold under
Agreement to Repurchase

Broker/dealers, banks

Majority is
overnight,
typically 1 day to
1 month; terms
may exceed 1
year

Secured by securities
and cash;

securities “sold”
typically exceed value
of cash received

Securities Lending

Broker/dealers, banks

Typically 1 day

Secured by securities

to 1 month and cash
Commercial Paper and Asset- |Corporations, including bank |Typically 270 Unsecured obligations
backed Commercial Paper holding companies, and days or less of corporations

broker/dealers.

Corporate Debentures

Corporations

Range from 1 to

Unsecured obligations

Notes, Bonds 30+ years of corporations
MBS and ABS Trust or special purpose Original Secured by underlying
vehicle (SPV) generally maturities of 1 to |assets including
sponsored by corporations, |30 years mortgages, real
including GSEs, finance (amortizing property and various
companies, bank holding assets have WAL |types of receivables
companies, broker/ dealers, |< than stated
bankruptcy remote trusts, and |maturity)
special purpose entities
Mutual Funds Investment company Open-ended Pro rata interest in the
assets of the fund (all
investments permitted
by the fund must be
permissible by
regulation)
U.S. Treasury Securities U.S. Government obligation [Up to 1 year Regarded to be free of
Bills, Notes, & Bonds 210 10 years default risk

Over 10 to 30

years
Sovereign Debt Foreign government Typically 3 Highly rated sovereign
obligations months to 10 debt has little or no
years default risk; very

remote cross-border
risk (balance of
payment problems)

Foreign Bank Deposits

Non-domestic banks

see Eurodollars

Unsecured obligations
of banks; also
includes cross-border
and center risk
(economic/political)
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Additional types of instruments, obligors and relative quality (degree of
enhancement) are included in Table 3.

Table 3
Instrument Obligor/ Maturity Quality
Counterparty
Swaps, Options, Forwards Typically broker/dealer or Typically 1 Can be collateralized,
bank; may be a special month to 5 years |credit risk is to a
purpose company (longer counterparty

expirations exist)

Exchange Traded Futures

Organized exchange

1 month to 10
years

Performance bond
(margin) and daily
mark-to-market; credit
risk is to the exchange

Transaction Risk
Purchases/Sales

Broker/dealers, banks

Exposed between
trade &
settlement

Potential market risk
(replacement cost)

Extension of Credit to
Members

Natural Person Credit Unions,
CUSOs, and trade
associations

Typically short-
term

Can be collateralized
by securities or cash

Settlement Risk

Broker/dealers, banks

Short, not
delivery vs.
payment (DVP)

Exposed to possibility
counterparty may
declare bankruptcy
prior to completing
payment

Credit Risk, NEV, and Liguidity

There is a danger corporates may focus upon high credit ratings and
simply consider the probability of default (i.e., the higher the rating the
less the probability of default). This view relates to the first definition of
credit risk previously addressed under the heading of Credit Risk of
Investments. Failing to recognize the impact on NEV of credit events
other than an event of default ignores a major component of risk. This
concept relates to the second and fourth definitions under the same
aforementioned heading.

Corporates need to consider credit risk in a mark-to-market framework in
order to understand the implications for NEV and liquidity. The volatility
of value due to market events (i.e., defaults, downgrades, or other negative
news) can have an adverse affect on a corporate’s NEV. As NEV
declines, the ability to meet potential liquidity demands diminishes.

Regardless of the accounting treatment, corporates should be cognizant of
the effect a change in obligor credit quality (also termed a “migration”)
will have on fair value. Since corporates have a substantial obligation to
address contingent liquidity demands, the impact a change in value has
upon liquidity is significant (Section 704.9). This is true whether the
change in value is driven by either market or credit events (or both).
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The integral relationship between market and credit risk makes it difficult to
fully separate these into independently managed components. As securities
migrate down the ratings scale (one rating downgrade followed by another), the
tendency is for price volatility to geometrically increase. Prudent risk managers
seek to monitor this potential in order to timely immunize or rebalance the
portfolio when credit and market risk exposures exceed acceptable targets or
limits.

Corporates need to consider how they will quantify and control concentrations
(i.e., obligor, originator, industry, type of instrument, etc.) of credit risk and how
the risk will change when market and/or credit conditions change. Thus,
understanding how changes in credit quality affect value is an important part of
managing the corporate’s targeted NEV and liquidity levels.

Credit Risk Management

Credit Risk Policies

Credit risk policies may be integrated with a corporate’s overall ALM and
investment policies. It is not imperative credit risk policies be stand-alone, but
corporates with increasing levels of expanded authority are likely to establish
more elaborate guidelines. Section 704.6(a) requires policy to address, at a
minimum:

1. The approval process associated with credit limits. This implies a formal
management process is adopted to develop and ratify any appropriate limits
incorporated into policy. The approval process need not be elaborate, but it
should be supported by written procedures. Furthermore, the process should
be addressed in the scope of the audit and periodically evaluated for
compliance purposes.

2. Due diligence analysis requirements. Different transactions represent
different levels of complexity as well as varying degrees of risk. Corporates
should develop standards and requirements commensurate with exposures.
Resource allocation should ensure credit risk evaluations are sufficiently in-
depth and timely for each type of material credit risk exposure taken.

3. Maximum credit limits with each obligor and transaction counterparty, set as
a percentage of capital. The selection and establishment of lines to
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broker/dealers, banks, and counterparties is particularly important in
effectively managing credit risk. A corporate’s policy should identify
criteria for selecting these organizations and should list all approved firms.
The approval process, at a minimum, should include a documented review
of each firm’s financial statement and an evaluation of its ability to honor its
commitments. These reviews should be periodically updated.

4. Concentrations of credit risk (e.g., originator of receivables, insurer, industry

type, sector type, and geographic). Section 704.6 requires the establishment
of maximum concentration limits per obligor and counterparty. The
corporate should establish and maintain its own limits (within the regulatory
parameters) based upon the preferences and risk tolerance of its board, the
corporate’s operational infrastructure, and overall financial and managerial
soundness. A corporate’s credit policy should also include guidelines on the
quality and quantity of each type of investment that may be held. It should
provide credit risk diversification and concentration limits. Such limits may
define concentrations as those of a single or related issuer or counterparty, in
a geographical area, or obligations with analogous characteristics. Policies
should include procedures for addressing deterioration in credit quality, such
as increased monitoring and stop-loss limits.

The policies of the corporate should recognize credit risk as a risk posed by
investment and derivative activities. As such, the corporate must operate
under a credit risk management policy commensurate with the investment
risks and activities it undertakes.

Sound credit-risk management requires credit analysis be conducted by
personnel who are independent of the acquisition function.

Analysis and Approval

The process of evaluating credit instruments should be guided by caution.
The cost of approving a mistake may outweigh the opportunity loss of
rejecting a “good” credit. The introduction of credit risk to the balance sheet
should be undertaken with the same care and diligence as all other portfolio
risks (commensurate with the exposure).

The credit analysis and approval process should involve substantive and
timely information. Prudent due diligence requires sufficient, in-depth
analysis be conducted for obligors and counterparties (“credits”) considered
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for approval. The minimum credit ratings and maximum concentration
limits set for base and base-plus corporates in Section 704.6 reflect
recognition of existing resource constraints within some corporates. Where
best practices cannot or will not be employed, exposure to credit risk
should be limited to an immaterial percentage of capital.

The more complex the credit or the greater the potential exposure, the
more analysis required. Common sources of information an analyst may
utilize include financial statements, press releases, rating agency analyses,
discussions with company officers and/or rating agency analysts, fixed
income and equity research from securities firms and articles in trade
publications. Most of these resources will be maintained in the credit file.
Section 704.6 requires information remain in a corporate’s possession for
at least as long as an instrument is in portfolio and until the next
examination (if matured or sold between examination reviews).

Examiners should sample credit files to determine the resources utilized.
Information should be reasonably current. There should be evidence the
analyst(s) is keeping abreast of new developments and critical
developments are shared in the reporting process. Reaction to credit news
(also termed “credit events”) should be evidenced in the minutes of ALCO
discussion and included in management’s risk reports.

The content of credit analysis documentation does not necessarily need to
be formal or elaborate. Many analysts make notes directly on the resource
materials held in file. Best practice requires an analyst prepare a formal
summarization of a credit, with a rationale for its initial approval or
reaffirmation, which is signed by the personnel or committee which makes
the approval/disapproval decision.

Approval authority should not be superficial. Some institutions simply
adopt regulatory limits on types, ratings, and concentrations, and make
little effort to consider the appropriateness of establishing different limits.
A good manager will set limits tighter than regulatory constraints if such
limits express the preference and risk tolerance adopted by the board. This
recognizes legality is not an automatic acceptance criterion. Examiners
should encourage management not to automatically approve
counterparties, obligors, and limits based solely upon prevailing minimum
regulatory requirements.
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Credit Ratings

A credit rating is an opinion of the general creditworthiness of an
obligor, or the creditworthiness of an obligor with respect to a
particular debt security or other debt obligation, based upon certain
risk factors. Rating agencies provide ratings and research that serve as
a valuable tool for investors. However, ratings are not a substitute for
prudent due diligence and should only be considered as one factor in
an investment decision.

NRSROs are rating agencies recognized by the U.S. Securities and
Exchange Commission. Section 704.6 requires that all debt
instruments have a credit rating from at least one NRSRO. The
NRSRO used at the time of purchase serves as the source to verify any
change in rating (compliance with the minimum regulatory ratings). If
management decides to change the NRSRO(S) it uses for monitoring
its ratings, it should document this decision and report it to the ALCO.
Should a corporate use multiple NRSRO ratings to qualify an
investment at the time of purchase, Corporate Credit Union Guidance
Letter 1999-2 provides guidance regarding regulatory compliance
reporting.
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NRSROs typically issue different ratings for short-term instruments
than for long-term instruments. The long-term ratings are the measure
of credit quality that is emphasized by most risk managers. Table 4
includes some rating agencies and their description of long-term
ratings.

Table 4: Long-Term Issue Credit Ratings
Rating Agency
S&P Fitch Moody’s Description of S&P Rating*

AAA AAA Aaa (S&P) “An obligation rated ‘AAA’ has the highest rating
assigned by Standard & Poor’s. The obligor’s capacity to
meet its financial commitment on the obligation is

EXTREMELY STRONG.”

AA AA Aa (S&P) “An obligation rated ‘AA’ differs from the highest
rated obligations only in small degree. The obligor’s
capacity to meet its financial commitment on the

obligation is VERY STRONG.”

A A A (S&P) “An obligation rated ‘A’ is somewhat more
susceptible to the adverse effects of changes in
circumstances and economic conditions than obligations in
higher rated categories. However, the obligor’s capacity to
meet its financial commitment on the obligation is still

STRONG.”

BBB- BBB BBB Baa (S&P) An obligation rated ‘BBB’ exhibits ADEQUATE
represents the

bottom of
“investment conditions or changing circumstances are more likely to

protection parameters. However, adverse economic

2
grade lead to a weakened capacity of the obligor to meet its

financial commitment on the obligation.”

Gradation Quality

+ + 1 These symbols are used to provide more detailed gradation
of quality.

- - 3
AA CCC AA CCC Aa Range of ratings for which quality gradations are

Caa provided.
* Descriptions related to Standard & Poor’s Rating. While agencies tend to use similar
definitions, examiners should consult the particular rating agency’s description for a
precise description of the investment’s rating.
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The long-term ratings described in Table 5 are below the minimum ratings
permitted in Part 704 for any level of authority for all corporates.

Table 5: Long-Term Issue Credit Ratings

Rating Agency

S&P Fitch Moody’s Description S&P Rating*

“Obligations rated ‘BB”, ‘B’, ‘CCC’, ‘CC’, and ‘C’ are regarded as having significant speculative characteristics.
‘BB’ indicates the least degree of speculation and ‘C’ the highest. While such obligations will likely have some
quality and protective characteristics, these may be outweighed by large uncertainties or major exposures to adverse

conditions.”

s lati BB BB Ba (S&P) An obligation rated ‘BB’ is LESS VULNERABLE to nonpayment

peculative

grade begins than other speculative issues. However, it faces major ongoing uncertainties
with BB+ or exposure to adverse business, financial, or economic conditions which

could lead to the obligor’s inadequate capacity to meet its financial

commitment on the obligation.”

B B B (S&P) ”An obligation rated ‘B’ is MORE VULNERABLE to nonpayment
than obligations rated ‘BB’, but the obligor currently has the capacity to meet
its financial commitment on the obligation. Adverse business, financial, or
economic conditions will likely impair the obligor’s capacity or willingness

to meet its financial commitment on the obligation.”

CCC CCC Caa (S&P) An obligation rated ‘CCC’ is CURRENTLY VULNERABLE to
nonpayment, and is dependent upon favorable business, financial, and
economic conditions for the obligor to meet its financial commitment on the
obligation. In the event of adverse business, financial, or economic
conditions, the obligor is not likely to have the capacity to meet its financial

commitment on the obligation.”

CcC cC Ca (S&P) “An obligation rated ‘CC’ is CURRENTLY HIGHLY
VULNERABLE to nonpayment.”

C C C (S&P) “The ‘C’ rating may be used to cover a situation where a bankruptcy
petition has been filed or similar action has been taken, but payments on this

obligation are being continued.”

D DDD WR (S&P) An obligation rated ‘D’ is in payment default. The ‘D’ rating
category is used when payments on an obligation are not made on the date
due even if the applicable grace period has not expired, unless Standard &

Poor’s believes that such payments will be made during such grace period.

The ‘D’ rating also will be used upon the filing of a bankruptcy petition or

the taking of a similar action if payments on an obligation are jeopardized.”

* Descriptions related to Standard & Poor’s Rating. While agencies tend to use similar
definitions, examiners should consult the particular rating agency’s description for a
precise description of the investment’s rating.
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Short term ratings are described in Table 6.

Table 6: Short-Term Issue Ratings

Rating Agency

S&P Fitch Moody’s Description of Short-term Rating*
Pe_rm|33|ble minimum A-1 F-1 P-1 “A short-term obligation rated ‘A-1’ is rated in the highest
investment grade
(Part 704) category by Standard & Poor’s. The obligor’s capacity to meet
(See Expanded its financial commitment on the obligation is strong. Within this

Authorities
) category, certain obligations are designated with a plus sign (+).

This indicates that the obligor’s capacity to meet its financial

commitment on the obligation is extremely strong.

“A short-term obligation rated ‘A-2" is somewhat more

A-2 F-2 P-2 susceptible to the adverse effects of changes in circumstances
and economic conditions than obligations in higher rating
categories. However, the obligor’s capacity to meet its financial

commitment on the obligation is satisfactory.”

A-3 F-3 P-3 A short-term obligation rated ‘A-3 exhibits adequate protection
Not permissible . . .

parameters. However, adverse economic conditions or changing
circumstances are more likely to lead to a weakened capacity of

the obligor to meet its financial commitment on the obligation.”

B B NP “A short-term obligation rated ‘B’ is regarded as having
(ot prime) significant speculative characteristics. The obligor currently has

the capacity to meet its financial commitment on the obligation;

however, it faces major ongoing uncertainties which could lead

to the obligor’s inadequate capacity to meet its financial

commitment on the obligation.”

C C “A short-term obligation rated ‘C’ is currently vulnerable to
nonpayment and is dependent upon favorable business,
financial, and economic conditions for the obligor to meets its

financial commitment on the obligation.”

D D A short-term obligation rated ‘D’ is in payment default. The ‘D’
rating is used when payments on an obligation are not made on
the date due even if the applicable grace period has not expired,
unless Standard & Poor’s believes that such payments will be
made during such grace period. The ‘D’ rating also will be used

upon the filing of a bankruptcy petition or the taking of a similar

action if payments on an obligation are jeopardized.”

* Descriptions related to Standard & Poor’s Rating. While agencies tend to use similar
definitions, examiners should consult the particular rating agency’s description for a
precise description of the investment’s rating.
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Corporates should maintain updated ratings reports from one of the
major rating services. Individual ratings are usually publicly available,
but research reports and news releases are generally obtained through a
paid subscription. A paid subscription usually enables the corporate to
receive e-mail notification of ratings action on securities in its
portfolio once they establish it with the NRSRO. It is critical
information be obtained as timely as practical. The ratings and other
opinions issued by ratings agencies are not recommendations to buy
securities and there is not a warranty on the accuracy, timeliness,
completeness, or fitness of the information provided. It is simply one
tool to assist an investor in making investment decisions.

Management may (but is not required to) use multiple rating agencies.
As noted earlier, corporates should refer to Corporate Credit Union
Guidance Letter 1999-2 for guidance when electing to use multiple
NRSRO ratings. Management should have procedures in place
addressing instruments that receive different credit quality ratings from
different NRSROs (“split ratings™). Good credit managers will seek to
discover reasons behind split ratings on instruments they hold or
consider for purchase. If ratings become split after purchase, many
corporates consider this an appropriate criterion for placing it on the
credit watchlist. It can signal either a warning (possible deterioration)
or an opportunity (possible improvement). Experienced portfolio
managers know both circumstances are significant.

Examiners should be alert to whether a corporate is subscribing to
multiple rating agencies as a means of “shopping” for a favorable
rating. If the corporate’s designated NRSRO is different for each bond
being purchased, “cherry picking” may be indicated. A review of the
supporting analysis should help determine if the analyst is mimicking
the most favorable research or if independent judgment is really
exercised. Analysts are not expected to possess greater insights than
rating agencies, but they are expected to understand the implications
and conclusions of the research and form an independent judgment.

Some rating agencies have been slow to alter their credit outlook on an
issuer, industry, or region which eventually resulted in substantial
credit quality changes (more than one gradation change in credit
ratings at one time). Because corporates are limited to the top
investment grade scale, large changes in credit quality are a concern
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since they generally trigger regulatory requirements (Section 704.10 —
Investment action plan). Credit risk managers must be mindful credit
ratings are generally a “lagging” indicator.

Measuring and Monitoring Risk

The credit exposures inherent in corporates’ investment activities have
multiplied and become more complex as new instruments and debt
structures have come to market. Financial products are increasingly
complex in part because of the proliferation of credit enhancement
mechanisms supporting these instruments. These include, but are not
necessarily limited to, third-party guarantees, posted collateral, margin
arrangements, credit derivatives, and netting. Additionally, new
mortgage products such as interest only, option arms, and negative
amortization loans have been widely securitized. These new loan
types present additional challenges when evaluating the credit risk of a
structured security.

With this growth there is an increasing need for more sophisticated
risk measurement techniques. The name of an instrument and the par
amount of a transaction do not provide a quantitative measure of
inherent credit risk. Credit analysts and portfolio managers alike must
track the credit features on both a transactional and portfolio basis in
order to aggregate and control the various levels of credit exposure to
any one obligor, counterparty, insurer, and/or guarantor.

In order for corporates to properly ensure policies and regulations
governing credit risk are adhered to, quantitative measures of exposure
must be established, measured, monitored, and enforced. Prudent
practice dictates this process must be as independent from the
personnel initiating the investment transactions as practical.

Reporting and Documentation

The reporting of credit risk exposures and the supporting
documentation (for approvals and monitoring) are key elements of
credit risk management. The board, senior management, and other
oversight authorities depend upon the quality of reporting to make
determinations about the magnitude, compliance, and appropriateness
of credit risk exposure. Management and the board cannot fulfill their
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respective control and oversight responsibilities absent meaningful risk
reporting.

The more clear and valid the documentation, the more timely board
and senior management can assess the risk and make strategic
decisions. The methodologies for measuring credit risk and the
formats for reporting credit risk information should be clearly
documented in policies and procedures.

Personnel reporting lines are also important. The credit analyst is
responsible for tracking the exposures of the corporate, monitoring
limits, and reacting to changes in creditworthiness. Senior
management is responsible for managing the overall risk posture of the
institution; this includes management of aggregate risk exposures. The
ALCO and board of directors have a fiduciary responsibility to be
aware of the risk assumed by management and be assured management
is actively managing the risk.

The corporate should have strong internal control procedures that
ensure the integrity of credit risk information. The extent of automated
information and the ability of an analyst to maintain current
evaluations are other factors that may affect the quality of credit risk
information.

Reacting to Change

One of the reasons a corporate should develop its methodologies for
measuring credit risk exposures and setting consistent risk-based limits
is to engender a risk management culture that appropriately reacts to
change. In order for corporates to best manage credit risk exposure,
management should be predisposed to take rational and timely steps
towards rebalancing or reducing credit risk in the portfolio as needed.
To this end, the chief risk officer and/or credit analysts should have
delegated authority to take action to reduce credit exposure as deemed
necessary.

Credit downgrades result in volatility in instruments’ value and
liquidity. Management must be able and willing to take corrective
action when adverse developments occur. To provide this flexibility,
most corporates classify large portions of their securities portfolios as
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available-for-sale (AFS). Other than divestiture, there are few
alternatives available to mitigate deterioration in credit quality once it
becomes known to the market. Corporates with Part IV authority,
where specifically authorized may utilize credit derivatives to mitigate
risks. However, this may be cost prohibitive if the market has already
recognized the credit deterioration.

Administration

Minimum regulatory limits on permissible investments (permissible to
buy or hold as collateral) are restricted to those with high credit
quality. A number of these transactions have high credit ratings only
because they are supported by collateral or other credit enhancements.

In some cases, the counterparty risk would not be acceptable without
added credit enhancement. This means managers must closely
evaluate and monitor the aspects of the transaction that provide the
credit support. Typical credit enhancements such as collateral,
performance margin, or a third-party guarantee are features that should
be monitored as part of standard operating procedures. An ongoing
review of these enhancements is necessary to identify, measure,
monitor and control credit risk.

Collateral administration involves checking the market value, legality
and control (perfected security interest) of securities accepted as
collateral in investment and borrowing transactions. The integrity of
the credit risk measurement process rests, in part, on determining the
mark-to-market value of collateral and repurchase securities.

Securities accepted in a repurchase or securities lending transaction
should be independently valued by the corporate or an agent separate
from the counterparty. Collateral should be checked on an ongoing
basis to confirm it meets policy and repurchase agreement
requirements. (Note: This could be required as often as daily
depending on agreements and degree of risk to the portfolio.)

Additionally, monitoring of securities that have inherent credit
enhancements is important. For example, surveillance of the
underlying receivables on MBS and ABS investments is the
responsibility of the credit risk management function. Credit
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personnel should not view collateral or other structural enhancements
as an excuse to ignore the amount of inherent credit risk in a
transaction. Despite the fact credit enhancements increase the
potential for a higher rate of collection in an event of default, it also
requires more sophisticated measurement and monitoring processes.

An increasingly diverse array of methods are available to enhance
credit quality. Credit managers must actively track these
enhancements across the entire portfolio and regularly monitor the
amount of exposure to ensure the credit risk policies of the board are
followed.

Investment Products and Practices

Section 704.5(c) outlines various investment activities in which
corporates may engage. Those investments must be U.S. dollar
denominated and subject to the credit policy restrictions set forth in
Section 704.6.

In a quality oriented investment culture, investment managers typically
view the portfolio selection process as one of exclusion and rejection
rather than search and acceptance. These investment managers realize
the penalty for mistakenly rejecting an investment offering probably
would not be significant. However, the acceptance of an unsound
investment risk could be costly and possibly devastating.

Investment managers with quality oriented investment cultures
typically have programs for obtaining and evaluating current
information on potential/existing securities in their investment
portfolios. Also, these managers only purchase securities from
reputable and financially secure dealers.
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Table 7. Minimum Credit Ratings at Time of Purchase

Type Investment® Base &
P Base Plus Part | Part 11
Short | Long | Short | Long | Short | Long
InV(.estments with Long-Term AA- A BBB
Ratings (flat)

Investments with Short-Term

Ratings

A-1 A-2 A-2*

1 Assets must be 704-permissible.
*Provided that the issuer has a long-term rating no lower than BBB (flat) (or equivalent) or the investment is a

domestically issued asset-backed security.

Authorized investment activities are listed in Part 704. Allowable
investment products are discussed in reference 11, Comptroller of the
Currency’s Examiner’s Guide to Investment Products and Practices.

Financial Derivatives (Expanded Authority)

Financial Derivatives are broadly defined as instruments that derive
their value from the performance of underlying assets, interest or
currency exchange rates, or indices.

Since managing financial risks (e.g., market, liquidity, credit, etc.) has
become more important to corporates due to the advent of more
sophisticated investment products, the use of off-balance sheet
products will continue to grow. This section outlines some commonly
known off-balance sheet derivative products.

Options

The owner of an option contract has the right to buy or sell a specific
asset, at a specific price, on or before a specified date. The party
granting the right is referred to as the option seller, or writer, and the
party receiving the option is called the option buyer or holder. The
seller is obligated to perform on the contract, whereas the purchaser
has a right, but not an obligation, to perform on the contract.

A call option gives the buyer the right to purchase the underlying
instrument. A put option gives the buyer the right to sell the
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underlying instrument. Purchasing an option is considered a long
position, since the buyer holds the right to exercise. The seller of an
option holds a short option position, since the right to exercise has
been sold. (See Table 8)

The purchaser of a call option expects to profit from the price of the
underlying instrument exceeding the strike price, or exercise price,
within the life of the contract. The purchase of a put option expects to
profit from the price of the underlying instrument declining below the
exercise price of the contract just as the short-seller of the underlying
benefits from a price decline. The exercise price (or strike price) is the
price at which the contract owner has the right to buy or sell the
underlying instrument.

Table 8
Buyer/ Purchaser Seller/ Writer
CALL Long Call = Long exposure to | Short Call = Short exposure to
the underlying security the underlying security
PUT Long Put = Short exposure to | Short Put = Long exposure to
underlying security the underlying security

Swaps

A swap generally is a contract between two counterparties to exchange
net cash flows on agreed upon dates, for a specific period of time, on
an established notional principal. The payment to one or the other
counterparty is the difference between the two cash flows. The
contracts are generally entered into by a swap dealer and a customer
(corporate), rather than two customers. However, since these are over-
the-counter transactions, two counterparties could enter into a swap
agreement without going through a broker/dealer.

Although swaps are over-the-counter instruments (not traded on the
organized exchange), there is a degree of standardization in the
contracts since the advent of the International Swap and Derivatives
Association (ISDA). The master swap agreement establishes the basic
language governing all swap transactions between the two
counterparties. However, counterparties may change the master
agreement as needed. The standard ISDA agreement may be
customized to some degree by attached schedules and credit annexes.
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The most common type of swap used by corporates is the interest-rate
swap. This swap can be broken down into two categories: coupon
swap and basis swap. A coupon swap exchanges an interest payment
stream of one configuration for another on the same notional principal
(e.g., fixed rate for floating rate). A basis swap figures payments on
two floating rate indices (e.g., LIBOR for Prime). An interest-rate
swap also can be used to lower the corporate’s cost of funds by taking
advantage of the credit spreads between the fixed and floating rate
markets. While it may reduce interest rate risk, a measure of credit and
liquidity risk is introduced (it’s not likely to be a riskless transaction).
The credit risk in a swap transaction centers on the counterparty
receiving the net payment.

Futures

A futures contract is an obligation to deliver or receive a specified
amount of a commodity or financial instrument at a specified price on
a specific date in the future. No cash is passed between the buyer and
seller at the inception of the contract. Also, futures contracts rarely
settle by actual delivery of the underlying; instead, they are offset or
cash settled.

Futures contracts are traded on several exchanges in the U.S. and
abroad and are available on financial instruments such as government
securities and Eurodollar time deposits. The typical use of a futures
contract is to hedge the risk of a particular security, portfolio of
securities, or as an asset/liability tool to hedge overall balance sheet
exposure. Since futures are exchange traded, the credit risk concern is
failure of the exchange, not an individual counterparty. The exchange
guarantees the settlement of the contracts. To protect itself, the
exchange requires participants keep a margin account that may be
called in the event a counterparty fails to perform.

Forwards

A forward contract is a customized obligation to receive or deliver a
specified amount of a commodity or security, at a specified price, on a
specific date in the future. The terms of the contract are negotiated
directly by the counterparties and can be terminated only with the
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consent of both parties. The contract is sold or bought immediately,
but not paid until some future date. This feature, along with the lack
of an exchange acting as an intermediary, gives forward contracts
credit risk which is not evident in futures contracts.

The most common types of forwards are interest rate forwards and
forward rate agreements (FRAS). These are contracts to pay or receive
a specified interest rate, at a specified date in the future. AnFRA is a
single period interest rate swap.

Financial derivatives are discussed in greater detail in Chapter 202,
Appendix B, entitled “Derivative Instruments.”

Investment and Risk Management Reporting

An accurate, informative, and timely management information system
is essential. Examiners should evaluate the adequacy of a corporate’s
monitoring and reporting of risks, returns, and overall performance of
investment and derivative activities to senior management and the
board of directors.

Investment reports are typically an integral part of the ALM reporting
process since investments represent the majority of a corporate’s
assets.

The frequency of reporting should provide responsible individuals with
adequate information to judge the changing nature of the corporate’s
risk profile, and to evaluate compliance with stated policy objectives
and restraints.

A clear, concise executive summary format is the best means for
communicating complex information in a compressed time setting.
Management reports should translate measured risk from technical and
quantitative formats to those that can be easily read and understood by
senior managers and directors.

The corporate should have a common conceptual framework for
measuring and limiting risks in reports to senior managers and
directors. These reports should concisely assess and report the
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performance of investments and portfolios in meeting the corporate’s
stated objectives.

Security Safekeeping

Listed below are the assignment programs currently in use by
corporate credit unions. These programs periodically change.
Therefore, the list should not be considered all-inclusive.

The Security Safekeeping Program (SSP):

1. Provides safekeeping services to participating credit unions holding
United States Government and Federal Agency Securities.

2. Covers traditional custodial services such as monthly safekeeping
reports, coupon and principal collection, and other maintenance
services.

Security Liquidity Program (SLP):

Provides participating credit unions a line of credit in an amount, which

approximates the market value of eligible securities available to the

program.

The Reverse Repurchase Transactions (RRT) Program:

1. Involves a reverse repurchase transaction which represents the sale
of a security for a "price" with a simultaneous commitment by the

seller to repurchase the security at a future date at a specified "price."”

2. Invests the interest earned from the proceeds in a corporate or
certificate account of equal amount and maturity.

3. Requires Generally Accepted Accounting Principles (GAAP)
presentation of income and expense transactions at gross amounts
(netting is not permitted).

The Collateral Investments (CI) Program:

1. Allows credit unions to secure their investments in the corporate
with United States Government and Federal Agency Securities.

2. "Sells" securities to the investing credit union via a repurchase
transaction.
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Security Safekeeping Policy: The corporate's investment policy should
explicitly detail all authorized methods for safekeeping securities in-
house or with other institutions. Safekeeping controls should be
strengthened by the presence of specific procedures which have been
designed and implemented to ensure adequate separation of duties and
controls. Access control limitations should be similar to systems
employed in the wire transfers area.

Safekeeping policies and procedures should be written with risk
assessment in mind. "Prevention control” rather than "discovery"
should be the underlying theme and objective.

Security Safekeeping Environment: Corporates safekeep their own
investments, as well as those of member credit unions, through various
service programs.

The “liability limitations” specified in the safekeeping contract and the
qualifications of the safekeeping institution (such as its safekeeping
experience, financial strength, and internal control strength) are key
elements considered when assessing a safekeeping arrangement.
Corporates typically safekeep investments through U.S. Central
Federal Credit Union (U.S. Central). However, they often have other
arrangements with banks, other safekeeping facilities, or the Federal
Reserve. While assessing the internal controls of the safekeeping
institution is important, evaluating the corporate’s assessment of its
safekeeping institutions is equally as critical. The impact of an
unauthorized security transfer could be similar to that of an
unauthorized wire transfer by exposing the corporate to financial and
credibility losses. The examiner should ensure compliance with Part
703, NCUA Rules and Regulations.

Internal Risk: Corporates typically attempt to minimize their risk by
acting as a “pass through” to outside safekeeping institutions.
Contracts, bailment for hire agreements, and procedures for member
credit unions are often utilized to control the risk of potential legal
liability or loss from a breach of security occurring outside the
corporate's walls.

Securities held in street name are more easily transferred and converted
to cash. Controls surrounding access to these securities need to be
functionally equivalent to wire transfers. Similar to cash, many
investments can be transferred using wire transfers or through
correspondent banking arrangements.

Page 201-34

May 2008



INVESTMENTS

Other Programs

In addition to corporate network developed programs, the examiner
may encounter "non-network™ developed programs. Such programs
may be developed in-house, by other corporates, or other outside
financial entities.

Separation of Duties: Written procedures should describe the
securities transfer process and individual responsibilities. Segregation
of duties in the movement of securities is a key internal control
element. Examiners should ensure adequate segregation of duties is in
place over the transfer of corporate and member securities.

The majority of security transfers are affected via U.S. Central. The
controls over this system should be reviewed to ensure they are
adequate to prevent unauthorized transfers. Like the Federal Reserve’s
system, requests for securities movement are initiated by electronic
means. Access to the U.S. Central system and its input/

transfer screen (DCHT) is password controlled. The examiner should
determine that the verification function is not disabled.

A corporate utilizing security safekeeping systems should perform
ongoing reconciliations (routine and random) throughout the day.

Account Reconciliation: At any time during the day, the corporate
should have the ability to identify and document the location of its
securities (as well as those of its participating members). The
corporate should have the capability of reconciling its position (i.e.,
inventory/activity, including updated input from the custodian) at any
point during the day. Safekeeping policies and procedures should
require a reconciliation of the safekeeping account be performed daily
and all securities in safekeeping (both corporate and member) be
reconciled at least monthly to a master data base.

Re-establishment of Controls: The potential risk associated with the

lack of control in the safekeeping process is material and immediate.

The priority of establishing or reestablishing control of this area must
also be immediate.

Summary

The growth and complexity of investment and financial products
continually change the risk characteristics within the corporate credit
union system. As a result, examiners and credit union personnel must
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have a thorough understanding and knowledge of the risks within a
corporate’s investment portfolio. To meet this objective, corporates
must have a sound investment portfolio management process in place.
This process must include, but not be limited to, sound investment
policies and procedures to guide the process, strong management
information systems for measuring, monitoring and reporting risk,
adequately trained staff, and an independent testing of the overall
process for compliance.
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Examination Investment Review Objectives:
Objectives
1. Determine if policies, procedures, practices, and internal controls are
appropriate for the corporate’s level of operating authority and
practices.

2. Assess the level of competency/qualifications of staff/management in
relation to the level of complexity of the securities purchased.

3. Determine if corporate staff is operating according to established
policies and procedures.

4. Determine the scope and adequacy of the internal and external audit
functions.

5. Determine the overall quality and appropriateness of the investment
portfolio and how it affects the soundness of the corporate.

6. Determine if the corporate is in compliance with applicable laws and
regulations.

7. Determine if investments are properly recorded and classified.

8. Initiate corrective action when policies, procedures, practices, and
internal controls are deficient, the investment portfolio represents an
unacceptable risk to the corporate and/or the National Credit Union
Share Insurance Fund, or when violations of laws and/or regulations
have been noted.

Examination See Corporate Examination Procedures - Investments (OCCU 201P and
Procedures 201.1P).
Examination See Corporate Examination Questionnaire - Investments (OCCU 201Q

Questionnaire  and 201.1Q).
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Chapter 201.1

DERIVATIVES

Introduction

Appendix B to Part 704 authorizes corporates which apply for and
receive Part IV Expanded Authority to engage in derivative activities.

A derivative is a financial contract with cash-flows based on the value
or level of an underlying asset, index, or reference rate. The most
common derivatives are swaps, futures, forwards, and options.

The market for derivative instruments has grown rapidly since the
1980’s, reflecting a broad range of applications for these products as
well as their wide acceptance by financial institutions, institutional
investors, and corporate treasurers.

Derivative products are used primarily to manage and control risk.
Corporates should use derivatives only consistent with authorities
granted under Part IVV. The most common use of derivatives by
corporates is to structure share products for their members.

Types of Derivative Instruments

Derivatives can be divided into two distinct groups (a) forward-based
products and (b) option-based products. Forward-based products
include futures, forward transactions, and swap products. Option-
based products include puts, calls, caps, floors, collars, and swaptions.
Some derivatives are traded on organized exchanges, while others are
traded in the over-the-counter markets.

“Exchange-traded” derivatives are standardized contracts traded on the
futures and options exchanges. Each exchange operates a corporation
known as a “clearinghouse” through which all contracts are reconciled,
guaranteed, and settled. The clearinghouse places itself between the
buyer and seller of each contract, making itself the counterparty to
each contract.

“Over-the-counter” (OTC) contracts, on the other hand, are agreements
entered into through private negotiations. Parties seek each other out
and negotiate a trade. A number of large securities firms and
commercial banks “make a market” in derivatives and are known as
“derivatives dealers.” Swaps, forward agreements, options, caps, and
floors are actively traded in the OTC market.
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Interest Rate Swaps

An interest rate swap is an agreement between two parties to exchange
a series of cash flows at specified intervals known as payment or
settlement dates. The cash flows, or interest payment streams, are
based on notional principal amounts. No actual principal amounts are
exchanged. Interim payments are usually netted, with the net amount
being paid to one party or the other.

Interest rate swaps are used primarily to manage interest-rate exposure
and to lower debt financing costs. Swaps provide a means to
transform an existing cash flow stream into a more desirable cash flow
stream. For example, a swap can be used to transform floating rate
liabilities into fixed rate liabilities. Because swaps are negotiated
agreements, virtually any kind of payment stream can be swapped.
The most common type of swap is the “fixed/floating” interest rate
swap described below.

Fixed/Floating Interest Rate Swap

A fixed-for-floating interest rate swap is a swap in which a fixed
interest payment stream is exchanged for a floating rate payment
stream. The party that agrees to make fixed rate payments is known as
the “fixed rate payer,” and the party that makes the floating rate
payments is known as the “floating rate payer.” In effect, a fixed-for-
floating swap enables the fixed rate payer to transform floating rate
instruments into fixed rate instruments.

A basic example of a fixed-for-floating swap is shown in Figure 1. In
the example, Counterparty A has $10 million of fixed rate borrowings
it wants to convert into floating rate borrowings, and Counterparty B
has $10 million of floating rate borrowings it wants to convert into
fixed rate borrowings. Both parties agree to enter into an interest rate
swap with a notional amount of $10 million. The agreement requires
Counterparty B to make semiannual payments to Counterparty A at a
fixed rate of 5 percent for three years. In exchange, Counterparty A
agrees to make floating rate payments based on the six month London
Interbank Offered Rate (LIBOR) with an initial rate of 4 percent.

Counterparty B (the fixed rate payer) will make a net payment of
$50,000 to Counterparty A on the first semiannual payment date. On
that date, the floating rate for the next six months is reset based on the
prevailing six month LIBOR. If LIBOR increases after the swap is
initiated, Counterparty A’s cost of funds will rise since it is obligated
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to make floating rate payments to Counterparty B. Counterparty B, on
the other hand, will benefit if rates rise, since it will receive higher
floating rate payments while its payments remain fixed at 5 percent of
the notional amount. Corporates exposed to rising rates can reduce
their exposure by entering into a fixed-for-floating swap as the fixed
rate payer.

Figure 1
Fixed-to-Floating Interest Rate Swap

4—
Fixed rate payment
Counterparty A 5% semiannual Counterparty B
($250,000)
______________ >
Floating rate
!
Payment |
4% semiannual ! L
Fixed interest ($200,000) 1 Floating interest
|
!
[
v
Fixed Rate Floating Rate
Debt Debt

* Floating rate payment is reset semiannually based on six-month LIBOR.

Basis Swaps

Basis swaps are swaps where each side of the swap is based on a
different floating rate index (e.g., one month LIBOR against one
month Average Federal Funds effective). Basis swaps are also known
as “floating-to-floating swaps.”

A “yield curve swap” is a type of basis swap. In a yield curve swap,
the interest rate for each side is indexed to a different maturity point of
the yield curve for a particular security, but one leg of the swap is tied
to a long-term rate. For example, a yield curve swap may have the 10
year Treasury note yield as the index for one side and the three month
Treasury bill yield as the index for the other side. The value will
change in response to changes in the shape of the yield curve between
payment dates. For example, if the short end of the yield curve
increases (decreases) relative to the long end, the value of the swap

May 2008

Page 201.1-3



CORPORATE EXAMINER’S GUIDE

will increase (decrease) to the counterparty that receives the three
month Treasury rate.

Another common basis swap is a “COFI/LIBOR swap.” Cost of Funds
Index (COFI) represents the weighted average cost of funds at the
savings institutions in the Eleventh District of the Federal Home Loan
Bank System. Some institutions that offer adjustable rate mortgages
(ARMS) indexed to COFI use COFI/LIBOR swaps to hedge their
COFI-based ARMs. An institution that enters into a swap to pay COFI
and receive LIBOR will convert the ARM portfolio from a COFI-
based index to a LIBOR-based index. As long as movements of the
LIBOR index closely match movements in the institution’s actual cost
of funds, the swap should lower the institution’s interest rate risk
exposure.

Swap Termination

A corporate that has entered into a swap may wish to reverse or
terminate the swap prior to maturity. There are two ways to unwind a
swap position. One way is to negotiate a termination settlement with
the original counterparty. The other is to enter into a new swap that is
a mirror image of the existing swap to offset the existing position.

Swap Variations

Most swaps have a specified maturity date and a fixed notional
amount. Some swaps, however, have notional amounts that amortize
over time. These are commonly called index amortizing swaps
because the notional value declines based on a prepayment index (i.e.
Fannie Mae 30 Year Fixed). Swaps can also be callable, in which case
the swap can be terminated at the option of the corporate if interest
rates increase or decrease beyond the “strike rate.” A “swaption” is an
option to enter into a swap at a future date. A “forward swap” is a firm
commitment to enter into a swap at a specified future date.

Accounting

Interest rate swaps are recorded using hedge accounting if the
institution can demonstrate that the swap reduces exposure to interest
rate or cash flow risk. See, Statement of Financial Accounting
Standard No. 133. Since a swap typically has no initial market or book
value on the transaction date, only the accrual of periodic net interest
cash flows typically will flow through the income statement for highly
effective hedges. If a swap is terminated prior to maturity, the gain or
loss must be amortized over the remaining life of the swap. Swap
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positions that are not highly effective at reducing interest rate or cash
flow risk must be marked-to-market, to the extent of ineffectiveness.
Market value changes in the affected swaps will also flow through the
financial statements. Examiners should analyze the characteristics and
terms of each swap to determine whether the swap is being used to
reduce risk.

Forward Contracts

A forward contract obligates one counterparty to buy, and the other to
sell, a specific underlying financial instrument at a specific price,
amount, and date in the future. Contracts specifying settlement in
excess of the cash market practice for spot settlement are considered to
be forward contracts. (Spot settlement for mortgages, for example, are
once a month.) Forward contracts exist for a multitude of
“underlyings,” including currencies, commodities, and mortgages.
Forward contracts are traded over-the-counter and are customized to fit
the particular objectives of the counterparties.

Figure 2 shows the payoff profile of a forward contract. As shown, the
change in the value of a forward contract is roughly proportional to the
change in the value of the underlying asset or index. The value of the
contract is conveyed at maturity through cash settlement or delivery. If
the price of the underlying (asset or index) is higher than the contract
price, then the buyer makes a profit. The gain to the buyer equals the
loss to the seller.
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Figure 2
Value of Forward Contract -- Long Position

Gain A

Value of forward contract
for a buyer of the contract

0 g Price of underlying

\ asset or index

Contract
price

Loss

\J

Forward contracts create two-way credit risk. The counterparty on the
side of the contract that has a positive replacement value is exposed to
credit risk of the other party. However, the market value of a contract
can swing from a positive value to a negative value and vice versa.
Therefore, each party must assess the creditworthiness of its
counterparty since each side is exposed to a potential gain or loss. The
value of the forward contract is conveyed on the maturity date of the
contract. No payments are made at origination or during the life of the
contract. The contract owner will either receive or make a payment at
maturity depending on the price movement of the underlying asset or
index.

Forward contracts are often used by mortgage bankers to hedge their
operations. Institutions that originate mortgage loans for sale into the
secondary market usually hedge the price risk of holding loans
temporarily by arranging forward contracts to sell their loans. The
forward sale of mortgage loans transfers the price risk of holding the
mortgages in the “pipeline” to the counterparty. The payoff profile of
a forward sale is shown in Figure 3. The seller of the forward contract
is “short the underlying” and, therefore, gains if the value of the
underlying asset declines.

Forward contracts to sell mortgage production can be “firm” or
optional commitments. Firm commitments require both parties to
perform on the contract (delivery of mortgages or cash settlement),
regardless of market conditions. In contrast, optional commitments,
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such as “standbys,” require performance only at the option of the party
that purchased the option.

Figure 3
Value of Forward Contract -- Short Position

Gain A

Value of forward contract
for a seller of the contract

0 g Price of underlying
asset or index

Contract
price

Loss

\J

Institutions typically attempt to match the terms of the forward
agreement to the terms of the item giving rise to the risk exposure. For
example, assume an institution originates 30 year fixed rate mortgages
and expects to close most loans within a 45 day period. As loan
production accumulates, the institution enters into a firm forward
commitment to sell 30 year loans with a settlement date 45 days in the
future. For the portion of the pipeline that is uncertain as to closure, a
standby agreement may be used to hedge the market risk.

In general, forward contracts to buy mortgages or MBS (i.e., the “long
position”) will increase the overall interest rate risk exposure of a
typical corporate. Examiners should scrutinize long forward positions
to determine if they are being used for speculative purposes.

Examiners also should look for “pair offs,” in which forward positions
are closed out prior to settlement with offsetting forward contracts,
usually at a profit. Pair off activity is considered presumptive of
speculative intent.
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Futures Contracts

A futures contract is a legally binding agreement to make or take
delivery of a standardized quantity and quality of a commodity or
financial instrument on a specified date in the future. The value of a
futures contract responds to changes in the price of the underlying
commaodity or financial instrument in much the same manner as the
value of forward contracts. Futures contracts are traded on recognized
exchanges, and the exchange clearinghouse is the counterparty to each
trade.

Futures contracts based on a financial instrument or a financial index
are known as financial futures. Financial futures include interest rate
futures, stock futures, and currency futures.

Financial futures can be an effective means of controlling interest rate
risk. The most commonly used interest rate futures are those with
Treasury bills, notes, and bonds, as well as Eurodollar time deposits as
the underlying.

Figure 4
Value of Futures Contract -- Long Position

Gain A

Value of long position

0 g Price of underlying
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Contract
price

Loss

\J

The buyer of a futures contract takes a “long position” in the market
and 1s said to be “long the futures.” The contract can be sold at any
time before settlement. In the case of an interest rate futures contract,
such as a Treasury bond contract, a long position will profit if interest
rates decline. Lower interest rates mean higher contract prices because
interest rates and bond prices are inversely related. Conversely, an
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increase in rates will produce a loss on the long position. For the
payoff profile of a long futures contract, see Figure 4. Note, futures
contracts obligate their owners to purchase a specified asset at a
specified exercise price on a specified maturity date.

A seller of a futures contract takes a short position in the market. In
essence, sellers promise to deliver a commodity or financial asset even
though they may not own the asset. A short position in a Treasury
bond contract will profit if Treasury bond prices decline (i.e., if
Treasury bond interest rates increase). Selling a futures contract (a
short position) is an example of a hedging strategy that can be used to
reduce the interest rate risk exposure of an institution that loses value
when interest rates rise. The payoff profile of a short futures position
in Treasury bonds is shown in Figure 5.

Figure 5
Value of Treasury Bond Futures Contract -- Short Position
Gain A
Value of short position
0 . Price of
bonds
Contract
price

Loss v

Compared with swaps and forwards, the credit risk of futures contracts
1s minimal for three reasons. First, futures contracts are “marked-to-
market” daily and any change in the value of the futures contract is
conveyed, or “cash settled,” at the end of each day. (In contrast, the
value of a forward contract is conveyed in a single payment at
maturity. With a swap contract, changes in value are conveyed
periodically throughout the life of the swap on each settlement date.)
Second, buyers and sellers of futures contracts are required to post a
performance bond, which is known as the “margin,” with their brokers.
The initial margin account is established when the contract is opened,
and gains and losses on the futures contract are added to or subtracted

May 2008

Page 201.1-9



CORPORATE EXAMINER’S GUIDE

from the margin account at the end of each day. If losses cause the
margin account to fall below a specified level, the customer is required
to post additional margin or the account will be closed out. And third,
an exchange clearinghouse is the counterparty to each futures
transaction and guarantees settlement of the transactions.

Examiners should review any deferred gains or losses related to futures
activity. The related accounting documentation must demonstrate a
highly effective hedge has been achieved to justify hedge accounting.

Options

An option gives the holder the right, but not the obligation, to buy or
sell a designated asset or instrument at a specified price, called the
“strike price,” during a given period of time or on a specific date. The
writer (or seller) of the option grants this right to the buyer in exchange
for a sum of money that is referred to as the “option premium,” or the
option price. An “American option” may be exercised at any time
during the life of the contract. A “European option” may only be
exercised on the expiration date. Option contracts are traded on
exchanges and in OTC markets.

The buyer of any option is said to hold the “long position” and the
seller (writer), the “short position.” When the underlying asset is
owned by the writer of the option, the position is “covered.” When the
writer does not own the underlying asset, the writer’s position is said
to be “naked.”

A “call option” gives the buyer (the long position) the right to buy the
underlying asset at a predetermined strike price for a specified period
of time. The buyer of a call option benefits if the price of the
underlying asset rises above the strike price by an amount sufficient to
cover the option premium. If the option is not exercised before
expiration, the option will expire worthless. The profit potential of the
long call position is substantial, while maximum loss on the option is
limited to the option premium. The payoff profile of a long call
position is shown in Figure 6.
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Figure 6
Value of Call Option -- Long Position
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The payoff profile of the seller (the short position) is shown in Figure
7. Note, the profile of a short call option position is the opposite of a
long call. Also, note the profit potential of the short call position is

limited to the amount of the option premium, while the loss potential is
substantial.

Figure 7
Value of Call Option -- Short Position
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A “put option” gives the buyer (the long position) the right to sell a
designated asset (or instrument) to the option writer at a specified price
for a specified period of time. The buyer of a put option benefits if the
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price of the underlying declines sufficiently to cover the option
premium. The payoff profile of a long put is shown in Figure 8.

Figure 8
Value of Put Option -- Long Position
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The payoff profile of someone that is short a put option is shown in
Figure 9. Just like a short call, the profit potential on a short put is

limited to the premium received for writing the option, while the
downside potential is substantial.

Figure 9
Value of Put Option -- Short Position
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The value of an option is influenced by five factors:

strike price;

current price of the underlying instrument;

time to expiration of the contract;

expected volatility of yields (or prices) over the remaining life of
the option; and

5. short-term risk free interest rate over the life of the option.

N =

The premium of an option has two main components: intrinsic value
and time value. The intrinsic value is the difference between the strike
price and the price of the underlying security. Prior to expiration, any
premium in excess of intrinsic value is called time value. Time value
is also known as the amount an investor is willing to pay for an option
above its intrinsic value, in the hope at some time prior to expiration
its value will increase because of a favorable change in the price of the
underlying security. The longer the amount of time for market
conditions to work to an investor's benefit, the greater the time value.

Caps, Floors, and Collars

Interest rate caps, floors, and collars are customized interest rate
options that can be used to manage interest-rate risk.

Cap - A “cap” is a contract that provides the buyer with protection
against a rise in interest rates above some specified rate. An
underlying interest rate index is specified in the contract. The most
common index is LIBOR. The buyer pays a premium for the option.
The contract will specify the notional amount of the contract, the
maturity, the settlement frequency, the interest rate index, and the level
of protection (i.e., the strike rate of the cap). A cap can be used to
synthetically set a maximum rate on floating rate borrowings. If rates
rise above the cap rate, the buyer will receive a payment that will offset
the increase in interest expense on the floating rate borrowings above
the cap rate. Thus, a cap can be used to fix the maximum rate a
borrower would pay out on a floating rate obligation, while allowing
the borrower to benefit from a decline in rates. (An institution can also
sell a cap to generate income through receipt of a premium.)

Floor - A “floor” is a contract that provides the buyer with protection
against declining interest rates. A commercial bank with a relatively
large portfolio of floating rate loans might, for example, buy a floor to
protect its net interest earnings against a decline in rates. For a
premium, the buyer of a floor receives the difference between the
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strike rate (floor) and the actual rate on the index if the index falls
below the floor. No payments exchange hands if the strike rate on a
floor is greater than the current index rate. The seller of a floor
receives a premium.

Collar - A “collar” is a combination of the purchase of a cap at one rate
and the sale of a floor at another rate. The cap and floor rates are
usually set so the cost of the cap equals the premium on the floor,
resulting in a zero cost collar. For an institution exposed to rising
rates, a collar provides protection if interest rates increase above the
strike rate on the cap. In exchange for that protection, the institution
gives up the benefits of lower funding costs if rates fall below the
strike rate on the floor.

Swaptions

A “swaption” (or swap option) is an option on a swap. It gives the
buyer the right, but not the obligation, to enter into a specified swap at
a future date.

Standby Agreements

A standby agreement is a put option (agreement to sell at a specified
price) on mortgages or mortgage-backed securities. They are usually
used by mortgage bankers to offset the risk of loans that would be
expected to close if interest rates increase, but are otherwise uncertain
as to closure. An institution pays a fee to purchase this protection.

Short standby positions (short puts) involve the receipt of a fee for
taking on the risk of having to purchase loans in an adverse
environment. Short puts are usually speculative. They should be
viewed by examiners as speculative unless an institution can
demonstrate otherwise.

Risks of Derivatives
The use of derivative instruments can be highly beneficial but, as with

other types of financial products, their use entails certain risks. The
primary risks include credit risk, market risk, and operational risk.
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Credit Risk

Credit risk is the risk a loss will occur if a counterparty defaults or
otherwise fails to perform on a contract. The evaluation of credit risk
is particularly important in the case of derivatives because the
creditworthiness of counterparties can vary significantly. By
comparison, counterparty risk on exchange-traded contracts is
generally viewed as minimal because the exchanges guarantee the
performance of each contract. In addition, credit exposures on
exchange-traded options are minimized by margin requirements and
daily settlement practices imposed by the exchanges.

The credit risk exposure of derivatives consists of two distinct
elements: current exposure and potential exposure.

Current exposure is the market value of the derivative at any point in
time. The market value (or replacement value) of a derivative is equal
to the net present value of the derivative’s future cash flows. It is the
cost of replacing the contract with a new one if the counterparty
defaults. The current exposure can be either positive or negative.
When the current exposure is positive, the contract represents an asset
and the holder of the contract will suffer a loss if the counterparty
defaults. When the market value of the contract is negative, the
contract represents a liability; therefore, no credit loss will occur in the
event of default since the contract has no value. (The current exposure
on exchange-traded contracts is negligible since exchanges require
daily settlement of gains and losses on contracts.)

The potential exposure of a derivative contract is the potential mark-
to-market exposure that could occur if market conditions move in an
adverse way. Potential exposure is only an estimate because future
market conditions cannot be known with certainty. Market
participants use various statistical techniques, such as Mount Carlo
simulation, to estimate potential exposures.

For an audit loss to occur on a swap, two conditions must exist. First,
the market value of the contract must be positive, and second, the
counterparty must default on the contract. The same is not true for
options contracts. With options, a counterparty default can result in a
loss to the buyer of the option, even if its mark-to-market value is zero,
since the buyer pays a premium to the seller when the contract is
initiated. Obviously, the premium would be lost if the counterparty
went out of business and would not perform on the contract.
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Collateral arrangements are often used in derivative transactions to
reduce exposure to counterparty risk. In swap transactions, collateral
arrangements are subject to negotiation and can be unilateral or
bilateral. Under a unilateral arrangement only the weaker counterparty
is required to post collateral, while under a bilateral arrangement no
collateral is posted initially, but either side may be required to post
collateral if a “triggering” event occurs, such as a credit downgrading
or a sharp movement in rates.

Netting arrangements are also used to reduce risk when a party has two
or more swap transactions with the same counterparty. Typical netting
arrangements call for all transactions with the same counterparty to be
“netted” in the event of default, that is, all contracts between the two
parties are marked-to-market and those with negative values are offset
against those with positive values.

If netting does not apply, no offsetting occurs in the event of default.
As a result, a practice known as “cherry picking” may occur. For
example, a firm may have two swaps with the same counterparty, one
with a positive replacement value and one with a negative replacement
value. If the firm enters bankruptcy it may attempt to seek relief from
the swap that has a negative replacement value (a liability) and attempt
to force the counterparty to continue to pay on the swap with a positive
value.

Forward contracts to sell mortgage production can be “firm” or
optional commitments. Firm commitments require both parties to
perform on the contract (delivery of mortgages or cash settlement),
regardless of market conditions. In contrast, optional commitments,
such as “standbys,” require performance only at the option of the party
that purchased the option.

Market Risk

Market risk is the risk of loss on the value of the contract arising from
changes in market conditions, including interest rates (interest rate
risk), supply and demand factors (liquidity risk), and other factors that
affect the price of the contract. Sources of market risk differ for
different types of derivatives. It is important for end-users to
understand the forces that cause the market prices of the derivatives
they use to change so they can simulate the performance of the
derivatives under different scenarios.
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Operational Risk

Operational risk is the risk of losses occurring due to a failure of
internal systems and controls, human error, or fraud.

Management Guidelines for Derivative Instruments

Corporates using derivative products should do so only in accordance
with safe and sound practices. Levels of activity should be reasonably
related to the corporate’s needs and financial sophistication.
Management should evaluate the appropriateness of using derivatives
in the context of its total portfolio risk. Such evaluations should assess
the effect of the derivatives on the corporate’s earnings and net
economic value (i.e., the net present value of assets, liabilities, and off-
balance sheet items). A corporate should consider the liquidity and
price volatility of derivative products prior to use. In general, the use
of derivatives should be limited to transactions and strategies that
lower or do not increase an institution’s overall exposure to interest
rate risk.

Corporates with Part IV Expanded Authority that use derivatives
should adhere to the following guidelines:

Board of Directors’ Approval

The board of directors should adopt, and vigorously enforce a written
policy authorizing and governing the use of derivative products. The
policy should (1) identify the authorized derivative instruments and (2)
mandate recordkeeping systems sufficiently detailed to permit internal
auditors to determine whether personnel have operated in accordance
with the board’s authorization.

Management should report periodically to the board regarding
compliance with the board’s policies on the use of derivative products.

Business Plan

Institutions are required to have a comprehensive business plan
detailing their overall interest rate risk management and investment
strategy. That plan should include a description of the institution’s
derivative strategies and objectives.
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Internal Controls

An institution should establish internal controls and procedures that
include periodic reports to management, segregation of duties, and a
program to ensure adherence to internal policies and procedures as
well as the prevention of unauthorized transactions and other abuses.

Segregation of Duties

Internal systems and procedures established to monitor derivative
products should provide for segregation of duties among those
responsible for execution, record-keeping, verification and
confirmation of transactions. Management should designate who is
authorized to commit the institution to derivatives transactions.

Position Limits

Management should establish specific position limits (expressed in
terms of notional dollar amounts, or as a percentage of assets or
capital) for each major type of derivative product. The limits should
be consistent with the institution’s intent, level of management
expertise, the sophistication of its internal controls and monitoring
systems, its asset/liability structure, and its capacity to maintain
liquidity and absorb losses from capital. The board of directors, the
asset/liability committee, or the internal auditors should review
positions periodically to ascertain conformance with such limits. If the
review is performed by the internal auditors, the auditors should report
their findings to the board of directors or an appropriate committee of
the board on a regular basis.

Agaregating Credit Exposures

Credit exposures on derivatives, and all other credit exposures to
counterparty, should be aggregated taking into consideration
enforceable netting arrangements. Credit exposures should be
calculated regularly and compared to credit limits.

Sensitivity Analysis (Stress Testing)

Prior to using derivatives a sensitivity or simulation analysis that
demonstrates the effect of the derivative on the institution’s net
economic value should be performed under various interest rate
scenarios.

Depending on the nature and size of the transaction, the institution may
wish to undertake a more comprehensive analysis to gain a better
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understanding of the expected performance under a wide range of
interest rate scenarios. A more comprehensive analysis might, for
example, include an evaluation of the effects of non-parallel shifts in
the yield curve, cyclical changes in interest rates, and changes in the
spread between key short-term interest rates. With respect to
mortgage-related derivative products, the analysis might also show the
effect on earnings and net portfolio value of holding prepayment
speeds constant over a range of interest rates, and holding interest rates
constant over a range of prepayment speeds.

Marking-to-Market

Corporates should mark their derivatives positions to market, on a
regular basis, for risk management purposes, such as NEV reporting.

Professional Expertise

Corporates using derivatives must ensure their derivatives activities are
undertaken by staff with the appropriate experience, skill levels, and
degrees of specialization.

Institutions that retain investment advisors to assist in formulating
portfolio strategies involving derivative products should not place
undue reliance on, or delegate decision-making authority to, such
advisors. Decisions made on the basis of recommendations of third
parties should be documented.

Counterparty Credit Risk

To limit counterparty credit risk associated with over-the-counter
derivative transactions, corporates should engage in transactions only
with financially strong counterparties. Management should conduct a
credit analysis of the counterparty prior to entering into a transaction.
In addition, management should investigate the dealer’s general
reputation for fair and honest dealings with customers. Corporates
should also conduct an inquiry of appropriate state or federal securities
regulators and securities industry self-regulatory organizations
concerning any formal enforcement actions against the dealer, its
affiliates or associated personnel.

Corporates using derivatives should assess both the benefits and costs
of credit enhancement and related risk reduction arrangements. Where
it is proposed credit downgrades would trigger early termination or
collateral requirements, a corporate should carefully consider its own
capacity and that of its counterparties to meet the potentially
substantial funding needs that might result.
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Legal Review

Management should carefully review all contractual and account
documents related to derivative transactions, to ascertain the rights and
obligations of all parties to the transactions, including margin and
collateralization requirements, and the recourse available to each party.
Management should thoroughly understand those rights and
obligations to avoid possible misunderstandings.

Master Agreements

Corporates using derivatives are encouraged to utilize one master
agreement as widely as possible with each counterparty to document
existing and future derivatives transactions, including options. Master
agreements should provide for payments netting and close-out netting,
using a full two-way payments approach. These agreements are
standardized by the International Swaps and Derivatives Association
and are know as ISDA agreements. A corporate should not engage in a
derivatives transaction with a counterparty unless it has a properly
executed ISDA agreement in place.

Accounting Treatment

Derivative transactions must be accounted for and disclosed in
accordance with generally accepted accounting principles (GAAP).
SFAS 133 governs derivatives accounting. Management should
consult with its independent auditor to ensure compliance with GAAP.
Where GAAP does not specifically address the accounting treatment
for a particular derivative instrument, the accounting treatment
employed by the institution should be documented, and recorded,
including the basis for the adopted treatment.

Evaluation of Hedging Transactions

For hedging transactions, internal reports should show the market
value of the derivative instruments and reconcile the gains and losses
to the changes in the value of hedged balance sheet items. For
example, if an institution purchased futures contracts to hedge the
market value of a group of assets, the institution should compare the
performance of the futures contracts in tandem with the performance
of the hedged assets in order to evaluate the overall performance of a
hedging program.
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Examination
Objectives

Examination
Procedures

Examination
Questionnaire

The objectives of the derivatives review are to:

1.

Determine what derivatives activities are approved for use by the
corporate.

Determine if policies, procedures, and strategic plans regarding the
corporate’s use of derivatives adequately address safety and
soundness, earnings, and compliance with laws and regulations.

Determine if the corporate is in compliance with the provisions of
its Part 704, Appendix B Part IV approved authorities.

Determine the corporate has retained staff qualified to engage in
the approved derivatives transactions and they are operating within
the corporate’s policies.

Determine management has adequately analyzed its derivative
instruments prior to executing transactions and assessed they are
appropriate based on the corporate’s portfolio, asset/liability
structure, and capital position.

Determine if the corporate has appropriate accounting and risk
management systems to monitor its derivative transactions.

Determine if internal management reports provide the necessary
information for informed risk management decisions and for
monitoring the results of those decisions.

Initiate corrective action when derivative policies, procedures,
practices, and internal controls are deficient.

See Corporate Examination Procedures - Derivatives (OCCU 201.1P).

See Corporate Examination Questionnaire - Derivatives (OCCU
201.1Q).
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Chapter 202

ASSET AND LIABILITY MANAGEMENT (ALM)

Introduction

Asset/Liability Management (ALM) is the process of managing the composition and pricing of
a corporate credit union’s (corporate’s) assets, liabilities, and off-balance sheet instruments. It
also encompasses controlling exposure to financial risk with the goal of maximizing the
efficiency of capital over the long term. ALM, therefore, includes the processes by which an
institution: (1) manages and prices its funds, (2) controls its exposure to financial risk, and (3)
manages its net interest margin and net economic value.

ALM centralizes management oversight of the above functions to ensure the common goal of
achieving the corporate’s financial objectives. ALM recognizes no individual asset, liability,
or off-balance sheet portfolio exists in a vacuum. Rather, ALM explicitly considers each
portfolio to be a critical link in the integrated and dynamic process of balance sheet
management, and an integral part of the corporate’s overall risk/return profile.

The ALM process includes both the decision-making processes and analytical systems
involved in managing a corporate’s risk/return profile. The decision making process should
be comprehensive, and should include the Asset/Liability Committee (ALCO), policies,
procedures, and controls to support the ALM function. Analytical systems (i.e., asset/liability
models) should provide for comprehensive, timely, and accurate analyses of an institution’s
global risk/return profile, as well as those of potential strategies.

In assessing an institution’s ALM, the examiner’s general focus should be to:

1. Ascertain whether the ALM decision-making framework (ALCO, policies, procedure,
controls, etc.) is sufficient to guide the major financial functions (listed above).

2. Verify the analytical systems and instruments available to management are properly
implemented and used appropriately in managing the institution’s risk/return profile.
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Setting Financial Goals: The Risk/Return Profile

A corporate’s overall financial return objectives are generally stated in terms of earnings (net
interest margin) or value (net economic value) maximization, within the constraints imposed
by risks from external and internal factors. Risk is generally characterized as the variability of
returns. The greater the risk embedded in individual assets, portfolios, or the overall
institution, the greater may be the variability of returns over time.

Management is constantly faced with the fact that, at any given point in time, higher returns
(earnings or value) are expected if the corporate takes on greater risk; this is the risk/return
tradeoff. Whether to position for a higher expected return at the risk of greater variance in
realized return is the issue that confronts the management of each of the financial functions
overseen by ALM.

For example, when the Treasury yield curve is relatively steep, a corporate can enhance
current and expected earnings by borrowing short-term funds and investing in longer term
assets. However, rising yields will immediately reduce net economic value and result in
reduced realized earnings over time (all other things being equal). If a corporate has
derivative authority, it may choose to reduce its overall interest rate risk (IRR) exposure by
synthetically extending its liability duration with a pay-fixed interest rate swap; in this case,
the reduced risk will lower the expected return and the expected variance of returns.

This tradeoff between risk and return heightens the difficulty of consistently achieving overall
financial goals. Short-term earnings targets may be met by accepting greater risk, but long-
term earnings objectives may be compromised. As a result, a rational decision-making
process for determining a corporate’s optimal risk/return profile and analyzing the impact of
numerous risk/return alternatives is crucial to successful financial management. This process
is called the ALM decision making process.

ALM is therefore a process of optimization, in which the risk/return tradeoffs of potential
strategies are analyzed, and only those that most efficiently support the achievement of the
institution’s overall financial objectives should be implemented.
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Measures of Return

An institution’s overall financial objectives with respect to return are usually stated in terms of
earnings or market value maximization. In specifying these goals, a number of specific
measurement gauges may be appropriate, either individually or in combination. These include
both earnings-based and market value-based performance measures, as shown in Table 1.

Corporates traditionally specified financial objectives in terms of earnings-oriented
performance measures. While earnings-oriented performance measures are still commonly
used in the corporate credit union industry, market value-oriented measures are also viewed as
critical indicators of corporate financial strength.

Table 1

Measures of Return Performance

A. Earnings-oriented measures
Net interest margin
Core income

Net income

Return on assets

Return on equity

arLONE

B. Market value-oriented measures
1. Market capitalization
2. Liquidation value
3. Going-concern value
4. Net economic value

C. Both--Total Return

Earnings-Based Measures

Net Interest Income (NII) - NIl is interest income minus interest expense. NII is the primary
source of income for a corporate and a key indicator of earnings performance and stability.
This measure makes no adjustment for assets that earn no interest or liabilities that bear no

explicit interest cost.

Net Interest Margin (NIM) - Net interest income is called NIM when expressed as an
annualized percent of moving daily average net assets (DANA). A corporate can optimize its
net interest margin by effectively allocating resources among earning and non-earning assets,
maintaining low levels of non-performing assets, providing adequate liquidity funding, and
maintaining a strong capital position. In a volatile interest rate environment, large changes in
NIM may indicate a significant exposure to IRR and potential risk management concerns.
Core Income - Core income includes NII and fee-based income less operating expenses. It

excludes non-recurring income and expense items so a measure of the institution’s
fundamental current earning power can be attained.
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Net Income - Net income is still the performance measure most utilized by investors, even
though it is one of the least meaningful. It is very short-term in focus and can be easily
manipulated to generate the appearance of favorable earnings trends. For example, non-
recurring gains can be recognized to inflate earnings or to mask the impact of negative
underlying developments. Reliance on these gains will negatively affect future earnings (all
other things being equal).

Return on Assets (ROA) - ROA is net income divided by average assets. To the extent the
numerator is distorted by the shortcomings noted above, this measure should be used
cautiously or adjusted to account for non-recurring items. As a ratio measure, the ROA is
convenient for other comparative analysis, as is the return on equity measure (below).

Return on Equity (ROE) - ROE is net income divided by average equity. The usefulness of
this measure is also dependent on the accuracy of the numerator. The ROE is widely used by
institutional investors as the key measure of performance.

Market Value-Based Measures

The measures of return discussed so far are based on reported earnings (i.e., accounting data).
In contrast, market value measures reflect economic value.

Market Capitalization - Market capitalization is equity shares outstanding times the price per
share. Since corporates are mutual organizations, this measure is not applicable.

Net Economic Value (NEV) - NEV is equal to the difference between the market value of
assets and liabilities, plus the termination value (mark-to-market value) of off-balance sheet
instruments. The NEV may be computed under different assumptions. NEV represents, in
effect, the present value of long-term earnings streams. By focusing on stabilizing its market
value, a corporate will also stabilize its long-term earnings. For this reason, market value
measures have gained acceptance in financial institutions.

The overriding management objective is the efficient use of capital. The more efficiently
capital is employed by a corporate, the more value is added to members in terms of dividend
rates, services and protection from adverse events. Optimization of NEV is a management
goal that serves the members’ demand for a satisfactory return on their investment (ownership
in the corporate). Return on capital flows directly to the members in the form of dividends on
shares and indirectly in the form of NEV increases and services (to the extent that they are
offered at or below a member’s alternative cost).

A corporate computes NEV using its own assumptions, models, and methodologies. The
corporate examiner should review this process, particularly the assumptions, for
reasonableness. NEV must be produced at least quarterly, and as frequently as monthly,
depending on the level of expanded authorities and/or amount of unmatched embedded
options in the balance sheet. NEV is measured for a base case as well as a series of
permanent, instantaneous and parallel shifts of the Treasury yield curve. During times of
extremely low interest rates, the required downward shock tests may be suspended per
guidance from the Director of the Office of Corporate Credit Unions. This analysis of NEV
sensitivity is an invaluable tool in the assessment of IRR exposure.

Liquidation Value - Liquidation value is the residual value that would remain if all assets,
liabilities, and off-balance sheet instruments were sold, terminated, or offset today (or in the
short term). Current market prices are used to value all assets, liabilities, and off-balance
sheet instruments for which market prices are available. If prices are not readily available for
certain items, then the value is computed based on a discounted cash flow analysis using
current market factors.

Liquidation value is the “bottom line” to an insurance fund, such as the National Credit Union
Share Insurance Fund (NCUSIF), because to the extent the proceeds from asset sales are not
sufficient to cover the balance of deposits, the fund will experience losses.
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Going Concern Value - The going concern value generally assumes an institution must value
not only its existing portfolios, but also those additions to the portfolio that can be expected as
growth occurs or run-off is reinvested. In other words, the institution can be assumed to be a
going concern, as opposed to being liquidated on a one-time basis.

Total Return

Total return has long been the accepted measure of performance for investment securities, but
it has only recently gained acceptance in the depository institution industry as a performance
measure. Total return incorporates earnings and market value appreciation in the assessment
of performance. The total return concept thus considers both short-term and long-term
earnings levels and stability.

Selecting a Measure for Returns

Each corporate must determine the relative merits of each performance measurement, then
clearly state and internally communicate the return objectives for the overall institution, as
well as each financial function. Just as importantly, the institution must clearly enumerate the
constraints (risks) within which those return objectives must be achieved. In this regard, the
framework for identifying and measuring risk exposure also must be determined.

Measuring Risk Exposure

Sources of Risk Exposure

The most significant sources of risk to a corporate are interest rate, liquidity and credit risks.
Interest rate and liquidity risks are most relevant to the ALM process. In addition, widening
credit spreads have periodically caused material increases in risk exposure and this risk must
be adequately managed. Other risks include operational risk, fraud, and the risk of disasters or
catastrophes. Since the measurement of these risks is discussed in more detail in other Guide
sections, they are only briefly described here.

IRR - IRR is the primary focus of the ALCO and the ALM decision-making process. It arises
from three primary sources: (1) the mismatch between the maturities or durations of assets,
liabilities, and off-balance sheet instruments; (2) option risk including, the risk asset/liability
durations will change as interest rates change; and (3) basis risk, the risk asset and
funding/hedging rate spread relationships will change.

Mismatch risk is the most prevalent source of IRR. Option risk arises from the prepayment,
cap, floor, and other options embedded in underlying mortgages, CMO tranches, adjustable-
rate loans, term deposits, and other products. These options heighten the difficulty of hedging
IRR because they contribute to the volatility of underlying asset and liability durations.

Basis risk occurs when unhedged or unhedgeable changes in interest rate spread relationships
(between assets and liabilities or hedges) contribute to the instability of net interest earnings or
value. For atypical corporate, this risk usually arises when it buys assets indexed to LIBOR,
PRIME or COFI and issues liabilities to members based upon Treasuries or Fed Funds. Basis
risk tends to have less of an impact on corporates than changes in the general level of interest
rates.

These three sources of IRR, and the measurement and management of IRR, are discussed in
the IRR Management section of this chapter (Page 202-31).

Liquidity Risk - Liquidity risk is the risk funds may not be available to meet cash outflows
when they arise. This may occur because of insufficient cash flow, insufficient borrowing
sources or because the assets designated as cash equivalents are not able to be sold quickly
without causing a considerable loss due to a decline in the market value. Liquidity risk also
can become significant if the financial condition of an institution is deteriorating and
members, depositors, and/or creditors begin to withdraw or demand payment of their funds.
Section 704.9 requires corporates to regularly monitor sources of internal and external
liquidity and to model projected liquidity through a series of successively deteriorating
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scenarios. No explicit liquidity ratios or measures are specified in the regulation. However, it
is important corporate credit unions develop meaningful liquidity measures and monitor them
regularly.

A corporate should strive to maintain an amount of liquidity that is most efficient given its
overall economic situation which in turn reflects the anticipated funding demands of its
members. As a practical matter, corporates should maintain liquidity in excess of their
projected day-to-day requirements. Additionally, corporates are considered bankers’ banks
and cannot incur daylight overdrafts at the Federal Reserve Banks. Therefore, daily liquidity
management is of paramount importance. The maintenance of minimum liquidity levels
represents a constraint on ALM. These and other aspects of liquidity management are
discussed later in this chapter (Page 202-39)

Credit Risk - Credit risk is the risk due to uncertainty in a counterparty’s ability to meet its
obligations. It includes a counterparty’s failure to repay principal and interest and/or perform
on a derivative contract in a timely manner. This type of risk encompasses the exposure to
loss as a result of a decline in market value stemming from a downgrade of an issuer or
counterparty, or a change in the perception of the probability of default (widening credit
spreads).

The impact credit risk can have on market value affects NEV and liquidity. Therefore, it is
important the credit risk management process be reviewed by the ALCO. This process
includes: asset quality review (including credit ratings, financial performance, level of credit
enhancements, etc.); underwriting policies and guidelines; restructurings/workouts; and
reserving levels. Credit risk involving investments is discussed further in Chapter 201,
Investments.

Other Risks - Operational risk, fraud, and disaster risks have not traditionally been managed or
overseen by the asset/liability manager or the ALCO. However, these risks should be
considered within the overall risk management function. Since the ALM function will direct
the corporate wide flow of funds, adequate procedures and controls must be installed to avoid
inefficiency and fraud. Also, ALM applications and data must be backed up frequently and
stored in an off-site location to enable the continuation of ALM operation in the event of a
disruption. Thus, the ALCO must have reasonable assurance management responsibilities,
internal controls, and information systems are adequate to provide clear guidance and control
in the execution of balance sheet strategies.

Quantifying Risk Exposure

The risk of a given ALM strategy is typically quantified through the use of asset/liability
models to perform simulation or sensitivity analyses. Important assumptions used in the
projection of earnings or valuation of assets and liabilities are altered, and the change in
expected returns (earnings or value) is determined. Asset/liability modeling is discussed in
more detail later in this Section under “Asset/liability Modeling and Analysis” (Page 202-14).

Recent advances in computer technology have made risk quantification feasible for virtually
any individual portfolio or balance sheet. Of course, risk analysis is only as good as the data
and assumptions (including those not subjected to the sensitivity analysis) used in the model.
Examiners must therefore review and critique the risk quantification methodology used by the
corporate. Additionally, the corporate should obtain an independent third party validation of
the implementation of its risk measurement system. All corporates are required to conduct a
fair value (NEV) assessment of the balance sheet for a variety of rate scenarios. Other
assessments should also be performed.

Once a methodology has been developed for measuring the risks in a corporate’s balance
sheet, limits for risk exposure must be established. Then management can concentrate on
identifying and executing the most “efficient” strategies. Efficient strategies are those that
best support the achievement of the institution’s optimal risk/return profile. This may be done
on a total balance sheet basis or for discreet portfolios, sometimes termed “books of business.”

Optimization: Achieving an Efficient Risk/Return Profile
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Once the institution’s return objectives and risk constraints have been
established, management must select strategies that most efficiently
support attainment of goals. This process is called “optimization.”he
best optimization framework results in the selection of strategies with
the highest return for the same (or similar) level of risk. Since the
expected returns are quantifiable, and the variability of expected
returns (risk) can be quantified through sensitivity analysis, a relatively
objective selection framework results. Comparing two strategies with
the same quantified risk exposure, the strategy with the higher return is
considered most efficient, or that with the highest risk-adjusted return.
By adjusting expected returns for the level of anticipated risk
(variability of expected returns), this framework puts all the
alternatives on a common measurement basis to facilitate decision
making.

The cornerstone of a successful ALM/ALCO process is a technically
rigorous asset/liability model that allows management to quantify
risk/return tradeoffs. Optimization leads to the risk/return profile most
desired by the board and management. The optimization framework is
at the top of the ALM decision making process, which includes the
ALCO, ALM policies, and related procedures and controls.

The ALM Decision-Making Process

The ALM decision-making process consists of:

the ALM policy framework;

the Asset/Liability Committee;

a comprehensive asset/liability model; and
related procedures and controls.

bR

A shortfall in any of these process components can potentially disrupt
the entire ALM function. If, on the other hand, these components are
well designed and utilized, an institution will most likely attain its
desired risk/return profile and overall financial objectives.

Examiners should review the ALM policies and asset/liability
modeling process. It is usually very instructive to observe an ALCO
meeting during the examination, since this is the core of the ALM
decision-making process.

The ALM Policy Framework
Board policy and delegated authorities are crucial to the ALCO and the

ALM function. Every portfolio in the corporate is affected by the
ALM process, and each decision has an impact on both current and
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future profitability. Elements of an acceptable ALM policy are
outlined in Table 2.

Table 2

General Outline of Asset/Liability Management Policy

I.  Objectives of ALM
A. Implement Board-Approved Policies
B. Integrate the Financial Functions
C. Determine Desired Risk/Return Profile
D. Analyze Risk/Return Tradeoffs of ALM Proposals

[I. Delegation of Authority from Board of Directors
I1l. The ALCO

IV. Asset/Liability Management Functions
A. ALCO Support
B. Asset/Liability Modeling and Analysis
C. Execution of ALM Strategies

V. Risk Limitations
IRR

Liquidity Risk
Credit Risk
Other Risks

00 w»

V1. Internal Controls/Guidelines
A. Internal Controls (position limits, transaction authority,
authorized dealers, etc.)
B. Guidelines (approved security/instrument types,
transaction/position limits, etc.)

The ALM policy legitimizes the ALM function within a corporate and provides a formal
framework for its operation. Therefore, examiners should review the ALM policy of every
corporate. Some corporates may alternatively refer to their ALM policy as the investment
policy or funds management policy.

Examiners should determine whether: (1) the policy limits are reasonable given the
corporate’s financial condition and expertise of staff, (2) management is complying with the
board-approved policies, and (3) periodic reports to the board are adequate.

The Asset/Liability Committee

The ALCO is at the core of an integrated, centralized ALM process. The objectives of the
ALCO are to:

1. Implement board-approved policy.
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2. Oversee and integrate the financial functions, and ensure a centralized approach to funds
management, risk management, and earnings/capital management.

3. Setoverall return objectives and quantify risk constraints, thereby defining the
institution’s risk/return profile.

4. Review the risk/return tradeoffs of potential ALM strategies to ensure they most
efficiently support the achievement of the desired risk/return profile.

The ALCO decision-making process is just as important for small corporates as large ones.
Relative to asset size, many asset/liability decisions in small corporates frequently have a
greater impact on funds availability and earnings than those of their larger counterparts. The
larger corporates tend to have a greater depth of personnel to staff an ALCO, but small
corporates must rely on a few key managers and volunteers to carry out this critical function.

Part 704 requires corporates to have a formal ALCO. The committee should be comprised of
key managers and must include at least one director. A typical ALCO will include the CEO,
the CFO, the investment personnel (risk takers), the asset/liability and credit risk managers
(risk monitors), and any other senior managers who routinely participate in the financial
activities and strategies of the corporate.

The ALCO structure should be assessed by the examiner on a case-by-case basis, and
recommendations should be made if it becomes evident during an examination that decision
making is hampered or the representation on the committee is not adequate. The ideal size
and composition of the ALCO will depend upon the strategic direction of a corporate and the
relative size or importance of various portfolios.

Sometimes a committee that is too large is more of an impediment than a benefit to the
decision-making process.

In some large corporates, the ALCO is further broken down into an internal or management
ALCO and a board ALCO. By having a management ALCO, a corporate can have more
frequent and technical discussions regarding the execution of strategies approved by the board
ALCO. Board ALCO meetings tend to coincide with the monthly board meetings and permit
officials who are not formal members of the committee to attend. This dual structure can
permit the board to expeditiously review and challenge ALM reports without having to wade
through technical details not directly related to strategic goals and risk oversight.

ALCO Meetings

A board ALCO should meet at least monthly. A management ALCO, if constituted,
customarily meets more frequently and should be available to meet on short notice, if
necessary, to respond to financial market developments. Participation on either ALCO is a
major commitment to the institution. ALCO attendance should be mandatory and a quorum
should be established to facilitate decision making in the absence of one or more members.

Examiners should verify appropriate emphasis is placed on the ALCO decision-making
process. For example, if the CEO often fails to attend the ALCO meetings, or if the ALCO is
otherwise relegated to a secondary status, the committee is unlikely to achieve its objectives.
This situation may occur even if the corporate has a well-structured ALCO, good ALM
policies, and a proficient modeling capability. The ALCO should function as a risk
management body and not as an investment committee simply dedicated to analyzing
perceived market opportunities.

Training for ALCO (and board) members is an important component of a strong ALCO
process. Periodic training is necessary to keep abreast of market trends, products, and
contemporary best practices in risk management. Training may be conducted by the staff of
the corporate but should be augmented from time to time with professionals from outside the
company who are known or regarded experts on the topic presented. The ALCO should keep
a formal log of its training sessions and it should be reviewed by the examiners.
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ALCO Functions

The functions of the typical ALCO are presented below. Depending on the size of the
institution, complexity of its portfolio, and its asset/liability mix, the ALCO process may vary.
The following functions should be considered.

1.

10.

11.

12.

Receive direction from and facilitate oversight by the board of directors. Provide
periodic reports to the board regarding policy compliance, such as IRR exposure reports,
earnings/capital projections and analysis. Periodically review ALM policy and
recommend changes to the board;

Determine financial objectives and establish policy for each of the financial functions;

Coordinate funding of investments, lending (if any), and other activities. Project and
review, at each meeting, the funding surplus/deficit with comprehensive short-term and
long-term cash flow forecasts. Optimize cash resources, investment of liquid funds, and
access to borrowed funds;

Coordinate product pricing. Oversee product-pricing mechanisms to ensure spread
requirements are achieved and maintained. Set product prices on an incremental basis in
conjunction with funding costs;

Direct proposed ALM strategies or transactions through technically rigorous simulation
and scenario analysis;

Direct computation and monitoring of NEV. Ensure the reconciliation of NEV
calculations to book value, and review economic and earnings effects of ALM decisions;

Set limits with regard to IRR exposure, both in the context of NEV and NII sensitivity (if
NIl measures are required by policy). ldentify and approve measurement methodologies
for the quantification of IRR;

Oversee investment portfolio management activities. Ensure excess liquid funds are
optimally invested in securities that complement the institution’s overall risk/return
profile;

Monitor the economic environment, including regional and national economic
conditions, interest rates, prepayment trends, volatility, and related regulatory
developments;

Direct hedging operations (if any), including hedge analytics, related policy development,
and integration with the overall risk/return profile. Specify the range of instruments that
can be used to hedge the various kinds of risk exposures;

Direct capital market activities, including raising capital, debt issuance, dividend policies,
and merger/acquisition analysis. Ensure these activities are integrated with the
management of the overall risk/return profile; and

Ensure product development activities support the institution’s overall risk/return
objectives.

Examiners should review the ALCO’s performance. It is important the ALCO function be
centralized. A lack of centralization weakens the control of risk. Thus, the responsibilities
detailed above should not be managed outside of this process by staff whose authority
supersedes the ALCO.

Asset/Liability Modeling and Analysis

Asset/Liability Modeling
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The ALM decision-making process should be centered around quantified measurements of the
institution’s overall risk/return profile and those of potential ALM strategies and instruments.
Management should use a reliable asset/liability model in its ALM operations. An
institution’s asset/liability model should allow the asset/liability manager and the ALCO to
identify and further analyze efficient ALM strategies. The model serves both strategic and risk
monitoring objectives.

A model must be able to:
1. Accept a wide variety, and potentially a large volume, of data input and assumptions;

2. Accurately measure the risks associated with all instruments on the corporate’s balance
sheet.

3. Perform sensitivity and simulation analyses (described below) under different scenarios;
4. Generate concise and decision-oriented summary reports;

5. Allow for quick turnaround of “what if”” analyses; and

6. Accommodate new instruments and products.

Examiners should review the ALM modeling process to determine whether the corporate’s
model (if any) is capable of performing the above tasks. Management should maintain its
asset/liability model(s) commensurate with the scope and complexity of their activities.

Most asset/liability models have the same general design. Data concerning the institution’s
current balance sheet position (and off-balance sheet items) are entered (either manually or
through an automated process) with the key earnings and value parameters for each portfolio.
For example, the earnings parameters for fixed-rate mortgage related securities include the
expected cash run-off (determined using a prepayment assumption) in each forecast period,
the weighted-average coupon, and expected incremental activity in the portfolio.

Next, assumptions concerning future interest rates, prepayment conditions, spreads, volatility,
and incremental activity are entered. Many of these assumptions are “shocked,” or altered by
certain amounts to enable the corporates to view their impact on earnings and net economic
value. Then, decision-oriented reports are generated to support the ALCO function and ALM
decision making.

Asset/liability models are used to perform sensitivity and simulation analyses in the
measurement of IRR exposure and the analysis of proposed strategies. Sensitivity analyses are
used to study the impact of strategies and assumptions on NEV in different environments.
Simulation analyses review the impact of different strategies and assumptions on earnings.
Ideally, a corporate’s asset/liability model will be capable of quickly generating numerous
sensitivity and simulation analyses. Such models allow for the analysis of both risk and
return, within the context of both market value and accounting earnings. This kind of
comprehensive analysis best facilitates the identification of the desired risk/return profile, and
the analysis of risk/return tradeoffs.

Some corporates perform asset/liability modeling only to meet regulatory requirements
pertaining to IRR measurement, rather than to support management analysis and decision
making. Others have limited ability to model dynamic assets with embedded options yet they
are inclined to buy such instruments. Also, some institutions do not have an adequate process
in place to check or edit the model after manual data entries have been made (discussed
earlier). Any such shortcomings should be noted in the examination report if identified by the
examiners.
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Another frequent problem in the asset/liability modeling area is unnecessarily cumbersome
reports are generated for the ALCO, rather than summary-level analytical reports. The ALCO
reports must contain useful information, not unintelligible reams of data. Sometimes, the
computers used to run asset/liability software are too slow to support iterative sensitivity or
simulation analysis. In such cases, the ALCO gets only a limited analysis, and may limit its
requests for additional analysis, due to the lack of sufficient computer power. The need for
and benefits of comprehensive analysis should drive the analytical process. Therefore,
management should be made aware of computer power or report generation limitations that
needlessly impede ALM analytics. In such cases, management should be encouraged to
upgrade its capabilities. Examiners should be concerned when the ALCO has an appetite for
risk-taking strategies, but is unwilling to implement an adequate model for cost or other
reasons.

Other problems that become evident in the examination of the A/L modeling function include:

1. Overreliance on outside consultants;

2. Use of overly simplistic assumptions (example: basing all liability pricing off one key or
index rate);

3. Overreliance on manual data entry;

4. Overly complex or condensed chart of accounts in asset/liability model (aggregation of
instruments); and

5. Inexperienced personnel involved in the modeling function.

Other Modeling/Analytical Requirements

In addition to the asset/liability model, which is used to measure institution-wide IRR and the
impact of traditional balance sheet ALM strategies, other models will likely be necessary to
value specific instruments or to project assumptions for the asset/liability model or other
purposes.

Those models may include:

1. Mortgage-derivative analysis (e.g., Bloomberg or other servicers);
2. Off-balance sheet derivatives:

d. interest rate swaps;

b. options;

C. futures contracts; and

d. forward agreements;
Mortgage (or other) prepayment forecasting;
Volatility term structures;

Hedge analytics (hedge ratio calculations, regression analysis);

o v s w

Interest rate projection (forward Treasury yield curve analysis, cost of funds index
projection);

7. Secondary marketing analysis (net exposure calculations, fallout projection);

8. Trading portfolio (technical analysis, charting, program trading);

9. Product profitability (transfer pricing, functional cost analysis); and

10. Budgeting.

Examiners should review most, if not all of these models, especially if they have a material
impact on the ALM function. The review process should basically be the same as the review
of the asset/liability model. In many cases, institutions rely on outside vendors, brokers, or
consultants to perform analyses or calculations. Generally speaking, the over-reliance on an
outside party for analysis used in an institution’s key decision-making processes should be
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considered an unsafe and unsound practice. If the corporate does rely heavily on vendors, it
should have a strong vendor management process and contingency procedures in place.

If the output from outside models is used in conjunction with the corporate’s asset/liability
model, the information or data provided should be reviewed for reasonableness. The
utilization of automated interfaces between models limits input error and should be used
whenever possible. The external models and the assumptions used must be consistent with the
asset/liability model, otherwise, incongruence may undermine the process.

IRR Models

Measures of IRR require reliable information on the amount and timing of the cash flows
generated by an institution’s assets, liabilities, and off-balance sheet instruments. Because this
information is not always known with certainty, assumptions must be made to perform the
analysis. Depending on the type of analysis, these assumptions may include: (1) how market
interest rates will change (over the period of analysis); (2) how instruments with rate
dependent cash flows vary with interest rate changes; (3) how management will administer
interest rates that are under its control (such as rates on shares and membership capital), when
the general level of interest rates changes; and (4) in NIl models, how management will
reinvest interest and principal cash flows.

Two types of models are commonly used by depository institutions to estimate the interest rate
sensitivity of NII: maturity gap models and NIl simulation models. Likewise, there are two
types of models commonly used to estimate the sensitivity of NEV: duration gap models, and
NEV simulation models.

Maturity gap and simple duration gap models are similar in that they implicitly make
assumptions about the way interest rates and cash flows behave. Perhaps the most serious
shortcoming of these models is they assume cash flows do not change in response to interest
rate changes. For example, the model assumes adjustable-rate loans do not reprice again after
their next reset and mortgage prepayment rates as well as share decay rates do not vary. The
result is the estimated change in NII or the change in the NEV of the institution is the same for
a given increase in rates as it is for an equivalent decrease. However, in reality, the
prepayment option embedded in mortgage assets results in asymmetric price changes for
mortgages. That is, price increases when rates fall tend to be less than price declines when
rates rise. The value of most corporate balance sheets shows a similar sensitivity. This
sensitivity cannot be accurately estimated by gap and duration models that assume cash flows
are the same in all interest rate environments.

NIl and NEV simulation models, on the other hand, permit these assumptions to vary, but
necessarily rely more heavily on the analyst to make choices about certain behavioral
relationships incorporated into the model. Even though they rely more heavily on parameters
set by analysts, NIl and NEV simulation models can be much more accurate than their less
sophisticated counterparts if appropriate assumptions are used.

When assessing any measure of IRR of a corporate, the examiner should carefully evaluate the
reasonableness of the assumptions used in the analysis.

Maturity Gap Models

Maturity gaps are relatively easy to calculate compared to other measures of IRR, and during
the 1980s were the most commonly used measures of IRR in depository institutions.

Maturity gap analysis measures the difference, or “gap,” between the dollar value of assets and
liabilities maturing or repricing during a given time period. The dollar gap is often expressed
as a percentage of assets. When multiplied by a hypothetical change in interest rates, the
dollar maturity gap gives a rough estimate of the effect of such a rate change on NII.

To calculate the maturity gap, principal balances of interest-earning assets and interest-bearing
liabilities are categorized by maturity/repricing intervals or “buckets” (e.g., under one year,
one to three years), depending on when the principal cash flows will be received or when their
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interest rate will next be adjusted. In more sophisticated gap models, the timing of the
principal cash flows is adjusted by incorporating the effects of asset amortization, mortgage
prepayments, core share decay, and the effects of off-balance sheet hedging instruments.

As an example of a maturity gap calculation, assume a corporate with $10 million in assets
estimates $3 million will reprice during the next year (by having principal mature, prepay,
amortize, or having the coupon adjust). Further, it is estimated $6 million of liabilities will
reprice during this time. This institution is said to have a “one-year gap” equal to negative 30
percent [($3m-$6m) /$10m].

GAP = ($Assets Repricing) - ($Liabilities Repricing)
$Total Assets

To estimate the effect a change in interest rates has on an institution’s interest margin, the gap
as a percent of assets is multiplied by the hypothetical rate change. For example, the estimated
effect of a 1 percent rise in interest rates on NII over the next year would be approximately
0.30 percent or 30 basis points (1.0 percent x -30 percent = -0.30 percent). Given assets of
$10 million, this decrease in interest margin would translate to a reduction in NII of $30,000
over this period.

Although maturity gaps are relatively easy to measure and do provide a rough measure of NI
sensitivity, they have a number of well-known shortcomings including the following:

1. Maturity gap models typically focus exclusively on near-term NII. This focus hides the
risk to NII of longer-term repricing mismatches. This ignores potentially adverse effects
on not only earnings but also liquidity.

2. The repricing intervals chosen for analysis are arbitrary and there may be significant
mismatches within a repricing interval that will be ignored in the analysis. The most
common repricing interval analyzed by depository institutions is the one-year gap and the
one to three-year gap. A cash flow to be received in one year should have a different
effect on interest-rate exposure of an institution than an identical cash flow to be received
in two and one-half years. Yet the one to three-year gap model would treat these two
cash flows as equivalent in terms of their effect on the IRR of the institution.

3. Using maturity gaps to estimate the change in NIl resulting from a change in interest rates
assumes all interest rates change by the same amount--an unlikely occurrence. When the
general level of interest rates increases by 1 percent for example, some interest rates, such
as those paid on short-term transaction accounts, typically increase by a smaller amount,
if at all.

4. Itis not possible to properly incorporate the effect of exchange-traded options or the
options embedded in many financial instruments such as early withdrawal options on
share certificates, the caps and floors in ARMs, and mortgage prepayment options. These
options have a significant effect on the rate sensitivity of a financial instrument,
neglecting to incorporate them into the analysis will misstate the IRR of an institution.

NII Simulation Models

NII simulation models project interest-related cash flows of all assets, liabilities, and off-
balance sheet instruments in an institution’s balance sheet in order to estimate future net
interest earnings over some chosen period of time. They are often referred to as “dynamic”
NIl simulation models because changes in operating strategies, relative interest rates, early
withdrawal of shares, and prepayments can be built into the model.

NII sensitivity is calculated as follows. First, “base case” NII is projected for the current
interest rate environment. Cash flows for each instrument are projected using assumptions
about amortization characteristics, prepayment rates on mortgages, and share decay rates.
Assumptions must be made regarding how the principal and interest cash flows received
during the period of analysis will be reinvested.
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Next, various simulations are done under alternative interest rate scenarios. For example,
many models estimate the value of NII over the next year if interest rates were to increase or
decrease by 100, 200, or 300 basis points. As in the base case scenario, interest cash flows are
projected over the period of analysis, and will depend on assumed share decay rates,
prepayment rates, and on how rates on adjustable-rate assets and shares are assumed to change
in each interest rate scenario. (To project how the coupons on adjustable-rate assets will
change, information on the time to first reset, reset frequency, and the presence of any rate
caps or floors is needed.)

The larger the differences in projected earnings between the base case and the alternative
interest rate scenarios, the higher the level of IRR.

NIl Simulation offers the following advantages:

1. NIl simulation models can provide more accurate estimates of the effect of changing
interest rates on the future interest income of instruments with embedded options by
varying prepayment rates according to the interest rate scenario being simulated. The
value of other embedded options (e.g., lifetime caps on ARMs) and off-balance sheet
instruments in an institution’s balance sheet can be similarly assessed.

2. Interest rates on different instruments can be assumed to change by different amounts
when there is a change in the general level of interest rates. For example, changes in
rates on core shares can be assumed to lag behind changes in other rates.

Simulation analysis also has a disadvantage. Like gap analysis, NIl simulation models
typically measure the effect of a change in interest rates over only short periods of time, such
as one year. Models that project NII over longer periods of time sometimes aggregate these
future cash flows in a manner that implies cash flows received in the distant future are as
valuable as those received in the near future. For example, a model may indicate if rates
increase by 100 basis points, an institution will lose $100 during the next year but will gain
$100 in year two of the analysis. In fact, the present value of the $100 received in two years is
less than the value of $100 received in year one. NII models projecting NII over long periods
should take the time value of money into account.

Analysis of the Sensitivity of Net Economic Value

The net economic value “N” equals the estimated present value (or “economic value”) of
assets “A,” less the present value of liabilities “L,” plus or minus the present value of all off-
balance sheet items “O.”

Thus,

N=A-L+O
Two types of models are commonly used to analyze the sensitivity of NEV: the duration gap
model and the NEV sensitivity model. Both models require detailed information on the
amount and timing of all future cash flows deriving from all financial instruments in the

balance sheet as well as the specification of appropriate discount rates.

Duration Gap Analysis

Duration gap is the difference between the weighted-average duration of assets and liabilities,
adjusted for the net duration of all off-balance sheet instruments. It is a measure of the
percentage change in the NEV that would be expected if interest rates were to change by 100
basis points. This measure is a “point” estimate and is accurate for only small changes in
interest rates.

To calculate the duration gap, the duration of each item in the balance sheet is separately
calculated. The duration “D” of each instrument is weighted by the ratio of its market value to
the net value of the balance sheet, and the weighted durations of all assets, liabilities, and off-
balance sheet instruments are netted as follows.
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Dn=Da(A/N)-D (L/N)+Do(O/N)

There are several different forms of the duration measure including simple (or Macaulay)
duration and modified duration. Modified duration is the measure most often used to
calculate the duration gap, and because it requires calculation of simple duration, both
measures are described below.

Simple Duration

Simple duration was developed to provide a measure of the average time to receipt of the cash
flows of a financial instrument. It measures the weighted average time until payments are
received, where the weights are the proportion of the total present value of the instrument
received in each period.

Calculation of the simple duration of an instrument requires three steps. First, calculate the
present value of each cash flow (principal and interest) by discounting them by the
instrument’s required yield. (The sum of these present values equals the estimated price or
market value of the instrument.) Second, multiply each present value by the number of years
until it occurs, and sum these time-weighted present values. Third, divide the sum of the time-
weighted present values from step two by the sum of the unweighted present values from step
one.

Modified Duration

Modified duration is a measure of the interest rate sensitivity of an instrument and is obtained
by dividing simple duration by 1+ (Yield-To-Maturity /Number of Coupon Periods per Year).
Modified duration indicates the expected percentage change in the price of a bond for every
one percent change in market interest rates. The formula is presented below:

Dmod=__D
(1+(YTM/n))

where  Dmod = modified duration;
D = simple duration of the instrument;
YTM = yield to maturity; and
n = number of coupon periods per year.

For example, if a security had a modified duration of 2.566, the market price of the security
would change inversely by 2.566 percent for every 1.00 percent change in market interest
rates. After the duration of each item in the balance sheet has been calculated, each
instrument’s duration is weighted by the ratio of the market value of that instrument to the
NEV, and netted.

One difficulty in calculating the duration gap lies in obtaining economic values for each
instrument. If market price quotes cannot be obtained, the economic values may be calculated
using present value analysis as described in the next section on the NEV sensitivity model.
Book values are sometimes used to calculate the duration gap when market values are not
available or not easily estimated. When economic values diverge significantly from book
values, the use of book values may result in significant error in the estimation of the interest
rate sensitivity of balance sheet value. Other drawbacks of duration gap analysis are listed
below.

1. Duration gap analysis provides accurate estimates of price sensitivities of instruments
only for small changes in interest rates, those less than 100 basis points. Modified
duration assumes the percentage price change due to a rate change of a given magnitude
will be the same when rates rise or fall (although opposite in sign). However, this is not
true when rates change by a large amount. For a simple bond with no embedded options
(such as a non-callable Treasury security), a large decrease in rates will result in a larger
percentage increase in price than the percentage decrease in price that would result from
an equal increase in rate (this phenomenon is known as convexity). The analysis is
further complicated when analyzing financial instruments with embedded options such as
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mortgage loans. Because borrowers tend to prepay their loans when refinancing rates fall
below the coupon on the loans, the value of the loan will not rise as much as it would
have had borrowers not prepaid (negative convexity).

2. Duration does not take the shape of the yield curve into account. The present values in
the modified duration computation are usually calculated using the same discount rate
(the required yield) for each future cash flow irrespective of when that cash flow will
occur. This causes long maturity cash flows to be overvalued and short maturity cash
flows to be undervalued, biasing the estimated duration.

NEV Sensitivity Analysis

The measure of IRR deemed most important by NCUA is the sensitivity of the NEV to
changes in interest rates. A corporate’s NEV is defined as the present value of assets minus
the present value of liabilities plus the net market value of off-balance sheet contracts. The
sensitivity of NEV is the change in a corporate’s NEV that would result from a shift, or shock,
in the term structure of interest rates, for example, by plus or minus 100 basis points.

Unlike simple duration gap, this measure may be used to estimate the change in economic
value for substantial changes in interest rates, like 100 or 200 basis points or more. These
larger changes in interest rates allow the measure of IRR to depict the corporate’s economic
exposure across a wider range of possible outcomes.

The remainder of this section is devoted to a brief overview of NEV sensitivity analysis. In
particular, two methods of measuring the economic value of financial instruments are
discussed.

Measuring NEV: Static Discounted Cash Flow Approach

The value of a financial instrument can be estimated by projecting the amount and timing of
the future net cash flows generated by the instrument, and discounting those cash flows by
appropriate discount rates. This procedure is commonly referred to as discounted cash flow
analysis, or present value analysis.

The basic formula for the present value of a financial instrument is as follows:
PV = CFy/(1+i;) + CFol(1+ip)%+ ... + Cf/(1+ip)™

CF is the estimated amount of the first cash flow generated and i is its discount rate. The
discount rate used for each projected cash flow is the yield currently available to investors
from cash flows resulting from alternative instruments of comparable risk and duration.

The accuracy of any valuation derived from the discounted cash flow analysis depends on the
accuracy of both the cash flow estimates and the discount rates used. These cash flows and
discount rates must be estimated not only for the current scenario, but for each of the alternate
interest rate scenarios being estimated.

1. Estimating Cash Flows

Under each interest rate scenario, a single path of future interest rates is assumed, based on
future rates implied by the current term structure of interest rates. (In fact, this analysis is
referred to as “static” cash flow analysis because each scenario depicts a single hypothetical
path of interest rates, as opposed to the numerous paths used in the option adjusted spread
[OAS] analysis described below.) Cash flows are calculated within each scenario based upon
the assumed path of interest rates depicted in that scenario.

Cash flows may differ across scenarios for two reasons. First, mortgage prepayments and
share attrition rates will differ since mortgage holders and share holders can be expected to
make different decisions about these actions under different interest rate environments. Such
differences in behavior are modeled by specifying a relationship between the interest rate
scenario and the rates of prepayment and attrition, thereby changing the magnitude and timing
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of principal and interest cash flows. Second, the magnitude of interest cash flows differs
across scenarios as adjustable-rate instruments (such as ARMs or demand accounts) reprice in
future periods and receive different future coupon rates under different scenarios.

2. Discount Rates

The rate used to discount a cash flow should represent the yield obtainable in the market for a
cash flow of similar maturity and risk.

There are two common methods for arriving at the discount rates for a particular instrument.
The simpler method is to discount every projected cash flow by the yield of comparable
instruments. In this case, each of the “i s” in the preceding equation would equal the current
market yield of the instrument for which cash flows are being discounted.

A more complex, and more accurate method is to use non-constant discount rates based on the
yields of zero-coupon instruments with maturities equal to those of each respective cash flow.
In practice, this is done by calculating for each cash flow a discount rate that has two
components: a risk-free component, which is represented by the zero-coupon Treasury yield
for the same maturity, and a fixed spread, which compensates investors for prepayment, credit,
and liquidity risk. This fixed spread is calculated as an increment to each of the risk-free
components that causes the sum of the discounted cash flows to equal the observed market
price of the instrument.

For either of the methods used, the discount rates in the alternate interest rate scenarios are
typically adjusted by adding or subtracting the amount of the interest rate shock (e.g., for a
plus 100 basis point scenario, add 100 basis points to each discount rate).

Measuring NEV: Option-Based Pricing

An option-based pricing approach is a more sophisticated approach to valuing assets (and, less
frequently, liabilities) that contain embedded options.

The most important options in corporates’ balance sheets are the prepayment options in
mortgage securities and the caps and floors in adjustable-rate mortgage securities. When
mortgage rates fall, mortgage prepayments typically accelerate, forcing corporates to reinvest
the proceeds at lower yields. Interest rate caps and floors prevent the coupon rates of
adjustable-rate assets from moving above or below a certain level when interest rates change.
Both of these types of options can have a significant effect on the interest rate sensitivity of
the instruments in which they are embedded.

In large part, the values of these options depend on the volatility of interest rates. When
mortgage rate volatility increases, there is a greater chance that mortgage rates will fall
sufficiently below the rates on existing mortgages so as to induce prepayment. Likewise, the
greater the volatility of the index on which adjustable-rate loans are based, the more likely the
coupon will be constrained by any rate cap or floor.

Option-based pricing models, also known as OAS models, use an interest rate simulation
program to generate numerous (hundreds or even thousands) random interest rate paths that,
in conjunction with a prepayment model, are used to estimate mortgage cash flows along each
path. These cash flows are then discounted and averaged to arrive at a single mortgage price.

OAS models provide more accurate estimates of the value of these embedded options (and,
therefore, of the mortgages themselves) than static discounted cash flow models. In a static
cash flow analysis, the option has no value unless it is “in the money” (i.e., the prepayment
option is exercised because rates have fallen and the homeowner chooses to refinance, or the
rate cap or floor is effective). In fact, like exchange-traded options, these options have value

Page 202-18

May 2008



ASSET AND LIABILITY MANAGEMENT

even when they are not in the money, because it is possible they will be in the money at some
future date. Market participants will pay more or less for the instrument containing the option
depending on the likelihood of exercise.

The sensitivity of NEV is a valuable measure of IRR because it estimates how the economic
value of an institution changes when interest rates change. In addition, the results are easy to
interpret. However, it is a complex measure that requires extensive modeling, and, as with any
measure of IRR, the results are sensitive to the assumptions used.

Procedures and Controls

To ensure the integrity of the ALM decision-making process, internal procedures and controls
must provide for efficient data flows. This is especially important because of the need to
receive and input cash flow data from every major department in the corporate, and to make
coordinated decisions affecting the entire institution based on the analysis of that data. The
size of the corporate and the volume of transactions should be taken into consideration by
examiners.

If the ALM process is not functioning properly, examiners should focus on the related
operating procedures and internal controls. In a large institution, the documented procedures
typically will need to be quite extensive to accommodate a large volume of data flow from
numerous functional areas to the asset/liability manager.

Internal Procedures

Procedures must be documented and in place that allow for the smooth and timely flow of data
to the asset/liability modeling function, the ALCO, and other areas. Flow charts documenting
this physical flow of data from all departments are usually very informative. If such flow
charts do not exist, management should be encouraged to develop them.

Procedures also must be developed to verify data entry required in the asset/liability modeling,
cash flow forecasting, pricing analysis, and other key computational ALM operations.
Required analytical processes for certain strategies, such as hedge ratio calculations or
mortgage-derivative analytics, should also be documented. Processes should be in place to
confirm individual strategies or transactions are not in violation of NCUA Regulations and
those of other agencies.

The corporate must develop formal procedures to investigate unusual changes in security
pricing and option adjusted spreads. Such anomalies may indicate an error or a problem. By
having formal investigative procedures for this process, the corporate ensures timely and
consistent treatment of any such issues.

Other procedures are necessary to accommodate the ALM function at certain institutions.
These should be assessed on a case-by-case basis.

Internal Controls

In small corporates, internal controls are more important as it is more likely an individual may
be performing multiple incompatible functions (i.e., a senior manager may not only be
involved in ALCO decisions, but may also execute transactions, oversee the disbursement of
cash, and authorize the related accounting entries). Examiners should take exception where
the organizational structure does not provide for sufficient segregation of duties and adequate
compensating controls have not been established. Critical responsibilities must be properly
separated to ensure adequate internal control to the extent possible.

Examiners should also verify internal controls in the ALM function are adequate in the
following areas: transaction authorizations - both internal (officers authorized to transact
business) and external (e.g., approved dealers); position/transaction limits; regulatory
requirements or limits; and other guidelines. Policies and procedures for the individual
financial functions usually elaborate on these control features.
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Executing ALM Strategies & Decisions: The Financial Functions

Structured appropriately, the ALM decision-making process should result in effective
strategies to guide an institution toward achieving its overall financial objectives. These
strategies are then implemented by the financial functions which are the portfolio-level
operations that carry out three elements of the ALM process: (1) funds management and
pricing; (2) risk management; and (3) earnings/value management.

Examiners should review the procedures for communicating actionable decisions to the
functional areas, and the reports generated for the board which summarize the nature and
purpose of each major transaction. Additionally, examiners should look to the policies and
procedures in each of the functional operations to verify the strategies selected by the ALCO
have been executed efficiently.

The Three Elements of the ALM Process

Funds Management and Pricing

This element consists of the functions involved in the origination, purchase, sale, maturity,
and/or other activities involving the flow of funds. Therefore, asset (primarily investments)
and liability management falls into this category. To ensure the most efficient and profitable
movement of funds, cash management and liquidity management fall into this area.

The pricing of assets and liabilities is an integral part of funds management. Share and loan
products are generally priced by management, while investments and borrowed funds are
dictated by the market, hence, to a lesser extent controlled by management. As a result,
pricing effects the management of funds in all portfolios (books of business), and the increase
or decrease in the net funds flow.

The primary purpose of the ALM function is to coordinate funding and pricing decisions in
order to optimize the integration of the financial functions. These decisions will then pave the
way for the maximization of capital and the control of risk exposure.

Risk Management

The attributes of the asset, liability, and off-balance sheet portfolios will have a direct bearing
on an institution’s overall risk exposure. The maturity and pricing characteristics of each
portfolio affect overall IRR exposure, while earnings and capital strength impact liquidity risk.

Interest rate and liquidity risks are the primary risk management concerns of the ALCO. The
measurement of IRR is discussed in the IRR Management section (below). Hedging and/or
derivatives can be used to offset IRR exposure.

Earnings/Value Management

A corporate’s financial objectives are met by achieving desired returns, as measured by
earnings or economic value, and by minimizing the variability of those returns. In the ALM
context, earnings management primarily entails the management of the net interest margin
(also called spread management), and value management refers to the management and
stabilization of net economic value. The risk/return tradeoffs constantly facing management
will have different implications for earnings and NEV.

Earnings and NEV management are closely related to pricing and risk management (discussed
above). If, for example, the ALCO chooses to invest in only short-term Treasuries, these
assets will be less profitable than more risky alternatives. However, the limited credit risk
associated with this strategy will promote the stability of earnings and value. Another
example, if the ALCO chooses a strategy that results in greater IRR exposure, then future
earnings variability will be heightened.
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IRR Management

The spread management function is designed to maintain the net interest margin requirements
of the institution. In this regard, it is crucial that share pricing is under the purview of the
ALM function. Finally, the management of capital markets activities and the computation of
net economic value are crucial to the management and monitoring of an institution’s overall
NEV.

Introduction

IRR can be defined as the sensitivity of a depository institution’s earnings and NEV to
changes in interest rates. IRR results from the differences in the way the value of assets,
liabilities, and off-balance sheet instruments are affected by interest rate changes.

The interest rate sensitivity of a corporate’s balance sheet depends on the characteristics of the
financial instruments comprising the balance sheet. Corporates’ liabilities include a large
percentage of overnight shares. Since shares typically reprice faster than investment assets,
most corporates are exposed to rising interest rates. This means their NEV and earnings
decline when interest rates rise and increase when interest rates fall. However, there are some
institutions that experience decreased earnings and declining net worth when interest rates fall,
due to their balance sheet composition.

The interest rate sensitivity of a financial instrument depends on many factors including: (1)
maturity (generally, of two otherwise identical instruments, the one with the longer maturity
will be more interest rate sensitive); (2) repricing characteristics (instruments such as
adjustable-rate bonds that reprice frequently to market interest rates are typically less interest
rate sensitive than fixed-rate instruments); and (3) the presence of embedded options (such as
prepayments, interest rate caps, and deposit withdrawal options that affect the timing of the
cash flows generated by the instruments).

To properly evaluate the IRR exposure of a corporate, the effect of interest rate changes on the
entire balance sheet must be analyzed. It can be extremely misleading to conclude an
institution is significantly exposed to IRR on the basis of a few very rate sensitive instruments.
In fact, the interest rate sensitivity of those instruments may be offset by other instruments in
the balance sheet less rate-sensitive, or inversely affected by rate changes. Corporate
investments may have a corresponding liability that has substantially similar characteristics
and this permits the risks associated with the asset to be transferred to the holder of the
liability (a “matched” transaction).

Both the board of directors and management of a corporate are responsible for the
management of IRR.

In general, IRR management involves the following steps: choosing target measures (e.g., N1I
and NEV); setting limits on acceptable levels of interest rate exposure for each target measure;
estimating the interest rate sensitivity of each target measure; and restructuring or hedging the
balance sheet if the estimated interest rate sensitivity exceeds the established exposure limits.

Summary of Section 704.8 (Limits on IRR)

The objective of IRR management is to control an institution’s exposure to changes in interest
rates to maintain adequate levels of earnings and capital over a range of possible interest-rate
environments. Requirements for the management of IRR are established in 704.8(d). The
board of directors is responsible for the development of a policy for controlling IRR. It is
management’s responsibility to ensure the policy is successfully implemented by establishing
adequate guidelines and procedures. Further, management is responsible for reporting the
implementation and monitoring of such policy to the board on a periodic basis (at least
quarterly for base case corporates). The board shall review the results of operations and make
adjustments to the policy as needed.

It is important to understand the responsibilities of management and the board of directors
regarding the measurement and management of IRR. The following sections summarize those
responsibilities.
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Policy Statement

The board’s policy statement shall include established limits on the institution’s IRR
exposure, identify the contents of reports to be made by management to the board, and specify
the frequency the directors will review IRR management (at least quarterly per Section
704.8(d)). The delegation of responsibility for managing the institution’s exposure to IRR
should be clearly defined in the board’s policy statement. Specific authorizations and
restrictions should be provided regarding the institution’s investment and trading activities (if
any), the use of derivatives and synthetic instruments (corporates with Part IV authority), and
hedging strategies.

Periodic Review

Periodic reports by management to the board of directors should demonstrate compliance with
the exposure limits. Table 3 illustrates the type of interest rate sensitivity analysis
management should prepare to demonstrate compliance with its board’s exposure limits. In
columns [3] and [5], XYZ’s management is reporting neither NII nor NEV would be reduced
by more than the percentages permitted by the board of directors, shown in columns [2] and
[4], under any of the prescribed interest rate environments. Finally, the levels of NIl and NEV
used as denominators in calculating columns [3] and [5] should be reported as memo items.

Measurements of the sensitivity of the institution’s NII and NEV will be necessary for
management to demonstrate compliance with the board of directors’ limits on exposure (as in
columns [3] and [5] of Table 3). A corporate should be able to explain the reasons for any
large differences between their own NEV sensitivity estimates and those produced by a
periodic independent third party review.

Table 3
Current Exposure of XYZ Corporate to
Hypothetical Changes in Interest Rates

[1] [2 [3] [4] [5]
Percentage Change
Change In Net Interest Income Net Economic Value
Interest Rates Board Projected Board Projected
(in basis points) Limit Change Limit Change
+300 -75 -70 -50 -40
+200 -50 -30 -25 -15
+100 -20 -10 -10 -5
0 0 0 0 0
-100 -20 15 -10 10
-200 -50 35 -25 15
-300 -75 40 -50 15

Note:
Net interest income projected under constant interest rates: $400
Net economic value under current interest rates: $1,000

Because any system of IRR management will rely on certain assumptions, management should
document the assumptions underlying its interest rate sensitivity analysis and demonstrate to
the board they are reasonable. For example, management would need to explain how
prepayments would be expected to behave under various interest rate scenarios and how they
would affect the sensitivity measures. If more elaborate sensitivity analysis is used, the
assumptions being made in that analysis should be discussed with the board and documented.

Requirements for NEV Models

This section describes the minimum requirements NEV models used by institutions for
regulatory compliance should meet. The requirements concern three general areas: (1) the
items that are properly included in the NEV measure, (2) how cash flows are estimated in the
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base case interest rate environment and the alternate interest rate environments, and (3) what
discount rates should be used in the base case and alternate rate scenarios.

Items Included in NEV Measure

NEV should include the estimated present value (or economic value) of all existing assets,
liabilities, and off-balance sheet items associated with the corporate’s balance sheet. For
example, the estimates will not include the value of new investments management projects it
would make under the various interest rate environments, or the value of new share accounts
they believe the corporate will attract. It, however, should include the value of all off-balance
sheet instruments and any forward settling investment transactions already executed at the
cutoff date.

For their internal use, institutions may want to produce estimates of the interest rate sensitivity
of their balance sheets on a going concern basis, taking into account future business (e.g.,
interest rate “ramps”). For regulatory purposes, however, NEV should include only the value
of existing instruments.

Estimation of Cash Flows

The cash flows of all instruments must be estimated separately for each interest rate scenario.
The cash flows of many financial instruments held by corporates change depending on the
course of interest rates. It is not acceptable for institutions to estimate the cash flows of these
instruments for the base case and assume those same cash flows would also be realized in the
alternate interest rate environments. NEV models should consider the fact coupons on
adjustable-rate investments and shares, mortgage prepayment rates, and core share decay rates
will change depending on the interest rate scenario. Institutions should document mortgage
prepayment rates and deposit decay rates assumed in each interest rate scenario.

To the extent possible given their data systems, institutions should use disaggregated data to
estimate the economic market value of their instruments. If sufficient information is available,
each individual balance sheet component (investment, share, etc.) can be valued separately
using information on amortization, coupon, maturity, and any options embedded in the
instrument to estimate future cash flows. Corporates should disaggregate instruments to the
extent practical, grouping only very similar instruments together.

For example, if not valued separately, fixed-rate mortgage-backed pass-through securities, at
a minimum, should be stratified into several coupon ranges (e.g., 7 to 8 percent; 8 t0 9
percent, etc.). Adjustable-rate mortgage-backed securities (ARMs) should be segregated by
index type, adjustment frequency, and distance to the lifetime cap (for example, those close to
their lifetime cap should be valued separately from those with rates, say 2 percentage points
from their cap). Shares should be segregated by type. This stratification permits the
application of appropriate parameters (prepayment rates, decay rates, etc.) to each type of
instrument and will result in more accurate economic value estimates.

Discount Rates

When estimating economic values, institutions should choose discount rates that reflect the
risks of holding a particular instrument, including credit and liquidity risks. There are a
number of possible methods of determining appropriate discount rates for financial
instruments. The most common but least accurate method is to discount all future cash flows
of a particular instrument by a constant discount rate that reflects the required yield of the
instrument. For a typical upward-sloping term structure, this method overvalues long-term
cash flows and undervalues short-term cash flows. A more accurate method involves
discounting cash flows of different maturities by different discount rates. Under this method,
the discount rate of any particular cash flow of a given maturity is equal to the estimated “risk-
free” rate plus a fixed spread that compensates investors for the risk of holding the instrument.
The risk-free rate for any given maturity cash flow is represented by the U.S. Treasury zero-
coupon yield of the same maturity. The responsibility for choosing a particular discounting
method resides with the institution. Like other assumptions necessary to calculate the NEV
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sensitivity estimates, the details and the rationale for the method chosen should be
documented by the institution.

Management Strateqy

The board and management are responsible for the institution’s IRR management strategy and
its implementation. They must understand the strategy and its possible effects on the short-
and long-term financial health of the institution.

In formulating an IRR strategy, the board and management should consider the level of
expertise needed to implement the strategy. A prudent IRR management strategy should be
within the scope of existing management expertise. The corporate should not rely on
speculative plans to remedy an excessive IRR exposure, nor should it incur excessive credit or
liquidity risk to do so.

Steps taken to manage IRR may conflict with other business goals. To ensure such conflicts
are minimized, management’s IRR strategy should be developed in conjunction with the
creation of a comprehensive business plan for the institution. It may well be the profitability,
financial structure and IRR targets an institution would choose independently of one another
are not attainable simultaneously. By developing these targets and the plans for achieving
them as part of a single process, management can determine which combinations of targets are
feasible and can make an informed choice among them.

Evaluating IRR Exposure

To be able to make meaningful judgments about the exposure of an institution to changes in
interest rates, it is helpful to measure and compare its exposure with that of other institutions
under a standardized framework. The framework adopted by NCUA for this purpose is to
examine exposure in the context of how an institution’s NEV would be affected by an
instantaneous, adverse shift in interest rates of plus or minus 300 basis points. An adverse rate
shock is defined as a 300 basis point increase or decrease in interest rates, whichever results in
the larger decline in an institution’s NEV.

The effect on NEV of an adverse rate shock is viewed relative to the size of the estimated
present value of the institution’s assets. An institution’s NEV ratio is defined as its NEV

divided by the present value of its assets (PVA), or:

NEV Ratio = NEV
PVA

Table 4

Interest Rate Scenario

-300 Basis Base +300 Basis
Point Change Case Point Change
Present Value $105 $100 $80
of Assets
Present Value -99 -95 -77
of Liabilities
NEV 6 5 3
NEV Ratio 5.7% 5% 3.8%

To detect excessive exposure, it is important to determine both the level to which an
institution’s NEV ratio is expected to decline as a result of an adverse change in interest rates
as well as the magnitude of the decline in the ratio. This can be done through the use of two
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measures: an exposure measure, which is also referred to as the “post-shock NEV ratio,” and a
sensitivity measure, which is the decline in the NEV ratio due to shocking.

Exposure Measure

The post-shock NEV ratio is simply an institution’s NEV ratio in the aftermath of an adverse
interest rate shock.

Post-Shock NEV Ratio = NEV after Shock
PVA after Shock

= NEV +300 or NEV -300 whichever is lower
PVA +300 PVA -300

The calculation of the post-shock NEV ratio is illustrated in Table 4, which shows the
estimated change in the present value of the assets, liabilities, and capital accounts of XYZ
Corporate resulting from a 300 basis point increase and decrease in interest rates.

In Table 4, the adverse scenario is the one in which rates increase 300 basis points. Under that
scenario, XYZ’s NEV ratio declines to 3.8 percent. Thus, XYZ’s post-shock NEV ratio is 3.8
percent.

Again, the post-shock NEV ratio is simply the NEV ratio that results from the most adverse
300 basis point shift in rates. This ratio measures the capital cushion expected to be left in a
corporate should an adverse change in interest rates occur.

The post-shock NEV ratio is a function of the sensitivity of NEV to changes in rates and the
size of the NEV cushion in the base case scenario. Thus, an institution’s post-shock NEV
ratio could be low either because its balance sheet is very sensitive to changes in interest rates,
causing it to lose a large portion of its NEV in an adverse interest rate move, or because its
base case NEV is low. Thus, a low post-shock NEV ratio is not necessarily an indication of
high IRR; it may merely indicate the corporate’s base case NEV ratio is low.

Sensitivity Measure

The decline in NEV ratio due to shock measures the magnitude of loss an institution would
suffer from a specified, adverse move in interest rates. More specifically, it is the absolute
percentage point decline in the NEV ratio that would result from a hypothetical 300 basis
point change in interest rates. In the preceding example, XYZ’s NEV ratio declines from the
base case level of 5.0 to 3.8 percent as a result of a 300 basis point increase in rates, a decline
of 120 basis points. The decline in the NEV ratio is simply the difference, expressed in basis
points, between an institution’s base case NEV ratio and its post-shock NEV ratio (e.g., its
NEV ratio under the adverse 300 basis point shift in rates).

Taken alone, a large decline in the NEV ratio is not necessarily indicative of excessive risk.
An institution with a strong capital position could experience a sharp decline in its NEV ratio,
as a result of a 300 basis point rate shock, and still be left with a substantial capital cushion.
In summary, exposure analysis can be viewed as a two-dimensional problem that involves
estimating both the level to which an institution’s NEV ratio will decline as a result of an
adverse rate shock, as well as the extent of the decline.

Methods to Reduce IRR

Institutions that project declines in earnings and NEV when interest rates increase may lower
exposure by increasing the duration of liabilities or decreasing the duration of assets. This can
be accomplished through balance sheet restructuring or hedging. Examples of measures such
institutions might undertake include the following:

1. Sell securities;
2. Increase the proportion of short-term and adjustable-rate assets on the balance sheet;
3. Replace short-term funding with longer-term shares and borrowings;
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Liquidity Risk

Management and

Contingency Funding

4. Retain core shares, which are typically less interest rate sensitive than CDs; and
5. Use derivative instruments (Part 1V expanded authority), such as futures, options,
interest rate swaps, and caps, to lower exposure to IRR.

Although the majority of corporates are exposed to rising interest rates, there may be
corporates exposed to falling rates. These institutions could lower their exposure by
restructuring their balance sheets to lengthen the duration of their assets or decrease the
duration of their liabilities.

Asset/Liability Perspective

Corporate credit unions are first and foremost liquidity centers. Prudent
asset/liability management requires a corporate to monitor cash flow and to manage
liquidity risk. Cash flow refers to the process by which a corporate obtains and
allocates its cash over time. Liquidity risk is the probability a corporate will be
unable to: honor members’ requests for share withdrawals, meet lines of credit or
commitments already approved for members, fund forward purchase agreements, pay bills
when due, repay maturing share and borrowed money liabilities, or pledge additional
collateral for borrowing money. Liquidity risk management encompasses assets, liabilities,
commitments, and collateral.

Liquidity Requirements

Liquidity management is the process a corporate uses to allocate its assets and structure its
liabilities to provide sufficient liquidity to meet its needs and its members” demands.

Liquidity management provides the foundation for a corporate’s asset/liability system.
Corporates provide credit and share services to accommodate members. An illiquid corporate
may lose the confidence of its members and the financial markets. Managers must analyze
growth, cyclical, seasonal, random, competitive, and regulatory elements to ensure the risk of
illiquidity does not outweigh pro forma earnings. Regulators must evaluate how management
measures, monitors, and plans its cash flow and liquidity.

Cash flow analysis is related to earnings, but the two are not the same. A corporate may be in
a positive earnings status but not liquid, or it may be liquid but not in a positive earnings
status. Accounting accruals do not necessarily coincide with cash flow as illustrated below.

1. A zero-coupon or original issue discount security may have been purchased to generate a
10 percent yield. Although the accounting system may periodically accrete the discount
to maturity as income, no cash is received. The corporate will generate substantial cash
inflow at maturity from the same security that is far in excess of that instrument’s yield.
Interest income and cash inflow are not synonymous.

2. A corporate might pay 7 percent for savings and share certificates. If shareholders do not
require the interest expense to be paid monthly because the interest is credited, the cash
paid will be substantially less than interest expense accrued. The corporate will suffer a
significantly greater cash outflow than interest expense when the shares are withdrawn.
Interest expense and cash outflow are not necessarily synonymous.

3. A corporate with Part IV authorities may hedge its assets or liabilities with a short
position in interest rate futures. If interest rates increase (decrease), the corporate will
receive (pay) cash flow immediately, but must defer the gains (losses) over the life of the
instrument hedged. Hedging does not necessarily generate cash flows that are the
opposite of the targeted instrument for an IRR reduction.

4. Certain expenses such as depreciation and amortization are not actual cash flows, rather
they are the recognition over time of previous expenditures. These items must be added
back when determining net cash flows.
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From a financial perspective, management must provide an asset/liability structure that
generates positive earnings based on accrual accounting and sufficient cash flow to meet the
demands imposed by members, the financial markets, and regulations.

Cash flow is also related to IRR management; however, the two are not the same. The
potential repricing of an asset or liability does not imply the instrument is maturing. Similar
to cash flow and earnings, the two factors are partially related as illustrated below.

1. A corporate might purchase an MBS backed by adjustable-rate mortgages (ARMs) with a
one-year repricing interval. If the ARMs’ interest rate indeX increases, the monthly cash
inflow from the loans will increase up to the ceiling imposed by annual and lifetime rate
caps (if caps exist in the structure). However, the corporate still has its funds invested in
ARMs and does not have the same asset flexibility as if the loans were paid off or called
at the end of the year.

2. Most mortgage loans backing MBS include a prepayment option. Mortgagors are much
more (less) likely to exercise that option when interest rates decrease (increase).
Consequently, corporates receive (back) relatively more cash when prepayment activity is
high and reinvestment alternatives are poor, yet receive relatively less cash when
prepayments slow down and reinvestment alternatives are good. Cash flow can move in
a contrary direction from what is otherwise desired to manage IRR.

Fixed-rate shareholders are more likely to withdraw accounts and incur substantial early
withdrawal penalties if interest rates have increased sufficiently to make it attractive to reinvest
funds elsewhere. A fixed-rate, long-term account may become rate sensitive and require payout
when a corporate least wants to locate another source of funds, in a high interest rate environment.
By contrast, high rate shares are rarely withdrawn early when rates drop.

Corporates with derivatives authority may hedge their IRR exposure by a variety of instruments.
For example, a corporate might purchase a put option or an interest rate cap. In either case, a
corporate pays an initial fee in cash and may later receive cash (back) if interest rates increase
sufficiently beyond a strike price or threshold level. The cash outflow precedes any later
potential protection and cash inflow.

From a financial perspective, management must recognize that an asset/liability structure capable
of controlling IRR does not necessarily generate an adequate cash flow.

Finally, cash flow relates to capital management. Corporates operating with significant levels of
reserves and undivided earnings do not have the same cash flow pressure as highly leveraged
corporates. For example:

Capital accounts generally do not have a stated maturity. No return of capital is required.

Dividend payments on contributed capital (member capital) and repurchase of member capital is
discretionary. No return on member capital is specified (dividend is on an ability-to-pay basis).
Paid-in capital may also be repurchased (called) on a discretionary basis but the dividend is more
likely to be contractually specified.

These preceding statements cannot be interpreted to indicate capital is an entirely free source of
funds. Management and shareholders expect capital to be used efficiently with good NEV
appreciation and a satisfactory level of share dividends (remember members receive their return
on investment through dividends on their shares as well as growth in NEV). However, the return
need not necessarily result in a cash outflow as needed to pay contractual interest on debt and to
repay contractual principal at maturity. Some shareholders prefer management retain earnings if
the corporate is able to generate a high return on equity (better rates and services may result from
a stronger capital base). It should be evident cash flow and liquidity management are integrally
affected by a corporate’s asset/liability structure.

Members’ Role in Liquidity Management
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Most corporate business is member oriented. Consequently, the role of borrower and
shareholder must be understood clearly by a corporate if liquidity is to be managed.
Examiners should recognize cash flow and liquidity requirements may differ among
corporates based on the type of member relationships.

Corporates solicit shares from members and invest in high quality marketable securities or
deposits. The least expensive funds a corporate receives are often derived from short-term
shares. When members initiate and control short-term share behavior, liquidity management
becomes more difficult. A corporate must be prepared to respond to an immediate surge in
member withdrawals and/or demand for borrowed funds since it specifically serves that
fiduciary role for its members. Corporates can only maintain longer term liquidity by
obtaining longer term liabilities from members and storing it in assets that have cash
convertibility (may be sold or pledged as collateral). If corporates have only short-term funds
subject to immediate withdrawal, liquidity management requires assets be highly liquid.

While a corporate does not have to respond to the specific needs of each member, it must
respond to aggregate shifts in which members’ funds movement are not nullified in the
aggregate. Differences in the growth rate of shares and the structure of investments may
precipitate liquidity problems.

When a corporate mismatches overnight funds with longer duration assets and experiences
withdrawals, it must shift the burden of liquidity management to the investment and funding
operations conducted in the open financial markets. The corporate may have to draw down
cash, sell securities, or borrow money. These actions may reduce observable liquidity (i.e.,
cash and short-term marketable securities) as well as less apparent liquidity (i.e., remaining
borrowing capacity). When shares are growing, a corporate may be: receiving excess funds,
replenishing cash, purchasing securities, and repaying borrowed funds.

Management’s Responsibilities in Liquidity Management

A corporate must ensure sufficient liquidity is always available. Sufficient liquidity depends
on the overall asset/liability structure of the corporate, the condition of the economy, the
activities of financial service competitors, and the requirements of its own members.

An examiner must evaluate a corporate’s cash flow and liquidity management to determine the
following:

1. Reports measure the anticipated excess/deficient cash position of the corporate relative to
member needs;

2. Policies that address how a corporate expects to manage its current and potential liquidity
position; and

3. Pro forma financial statements that accompany a business plan reflecting adequate
available liquidity to effect strategic change.

Liquidity management requires a corporate use sound financial and marketing techniques.
The subsequent sections identify more fully the cash flow characteristics of assets, liabilities,
and commitments within a corporate. The topics are addressed within a return/risk trade-off.
These include:

Relative maturity schedules of assets and liabilities;

Options included in asset/liability products that complicate liquidity management;
Off-balance sheet commitments outstanding;

Interest income/expense associated with assets and liability products of varying liquidity;
and

5. Operating expenses associated with products of varying liquidity.

el A

A corporate needs cash and access to liquidity when needed, but not excessive cash or
liquidity since earnings may be reduced.

Section 704.5(a)(2) of NCUA Rules and Regulations requires a corporate’s investment policy
address reasonable and supportable concentration limits for limited liquidity investments in
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relation to capital. Limited liquidity investments are defined as a “private placement or
funding agreement.” Since such securities do not trade as efficiently in the markets as public
offerings, limiting their concentration is a prudent liquidity strategy.

Assets and Liquidity
Measurement

To maximize its net interest margin, a corporate should make adequate, but not excessive,
liquidity provisions. Earnings and liquidity are often conflicting objectives. By making
excessive provision for liquidity, management may forgo potential earnings. By making
inadequate provision for liquidity, management could threaten the existence of the corporate.

Liquidity is a relative quality. There is a wide spectrum of relative liquidity in both assets and
in liabilities. Asset liquidity may be measured two ways. First, how easily can an asset be
converted to cash by sale in a secondary market or by using it as collateral to borrow money?
Second, what certain cash flows will assets generate?

Marketability

Marketability allows a corporate to obtain cash prior to an asset’s maturity. The liquidity of
an asset is characterized by the speed with which a security can be sold at a price near the last
trade. Liquidity is influenced by the asset’s market depth, breadth, and resiliency. Deep,
broad, resilient markets are liquid.

1. Depthis illustrated by the existence of orders above and below the price at which a
security is trading. A deep market also may be characterized by a large order size for the
best bid and best offer.

2. Breadth is illustrated by the existence of a substantial volume of potential investors.
Broad markets are more stable than markets dependent on a few key investors when
transitory order imbalances occur.

3. Resiliency is illustrated by the speed with which new orders occur from a price change or
order imbalance. Liquid markets are characterized by small price impacts as a large order
is executed in sequential transactions.

Asset liquidity (i.e., depth, breadth, and resiliency) is affected by the market in which it is
bought and sold. Assets tend to be most liquid in auction and dealer markets, less liquid in
broker markets, and least liquid in a direct-search market. Examiners should evaluate how
management selects and monitors assets according to the market in which they trade.

Maturity and Duration

Maturity is a key attribute of relative liquidity of an asset. A short-term asset is inherently
more liquid than a long-term one. The secondary market for U.S. Treasury securities is deep,
broad, and resilient. Notwithstanding, longer term U.S. Treasury Bonds carry a risk of a
larger loss than short-term U.S. Treasury Bills when interest rates increase. A corporate may
be reluctant to record an accounting loss in its financial statements. Therefore, long-term
securities are less likely to be converted to cash when interest rates increase, as they do during
a period of economic expansion or inflation. Further, less cash is received from the sale of a
long term bond after an interest-rate increase. Table 5, illustrates how the price of several
bonds of different maturity might react to an interest rate change. Short-term securities may
be considered liquid because they either mature quickly or may be sold with little loss given a
minimal increase in required yields.

The potential price change of a security is heavily influenced by maturity. However, the
percentage price change of a security is more closely related to its duration than maturity.
Duration measures the time weighted cash flows of a security where the weighting is provided
by present value. Short duration assets, not simply short-maturity assets, generally are more
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liquid than long-duration assets. The duration of an asset is shorter with a short-term maturity,
high periodic interest or principal receipts and frequent cash flows.

Table 5

Security Price Change and Interest
Rate Shift: Maturity

($1,000 Par, 8% Coupon Security)

$ Price $ Price % Price
Maturity @ 8 % @9% Change
1 Year $1,000 $990 1.0%
5 Year $1,000 $960 4.0 %
20 Years $1,000 $908 9.2%

Table 6 shows how the percentage price change of three bonds might react to a 1 percent
increase in interest rates. The short-term maturity bond has the largest percentage price
reaction because it has the longest duration. The maturity, the level of contract payments or
coupon, and the payment frequency all affect asset liquidity. Duration provides a more
comprehensive surrogate for cash flow than maturity. Either measure significantly affects the
cash flow of assets. Examiners should evaluate how management measures and monitors the
relative maturity and/or duration of assets.

Table 6
Security Price Change and Interest-
Rate Shift: Duration
($1,000 Par)

$ Price $ Price % Price
Maturity Coupon @ 8% @9% Change
7 Years 0% $534 $494 75%
10 Years 8% 1,000 935 6.5%
12 Years 15% 1,534 1,435 6.4 %

Credit Risk

Another factor affecting cash flow and liquidity management is the default risk of an asset.
Assets with more certainty of return enhance liquidity. For this reason, default free securities,
issued or guaranteed with the full faith and credit of the U.S. Treasury (e.g., U.S. Treasury
bills, notes, and bonds and Government National Mortgage Association [GNMA] securities)
are more liquid than similar securities that are privately issued. Next, securities issued or
guaranteed by Government Sponsored Enterprises (GSES) (e.g., Federal National Mortgage
Association [FNMA], Federal Home Loan Mortgage Corporation [FHLMC], and Federal
Home Loan Bank [FHLB]) are viewed as default remote).

Obligations of financial institutions (e.g., federal funds, certificates of deposit [CDs], and
bankers acceptances), corporations (e.g., commercial paper or corporate bonds), and state and
local governments (e.g., general obligation or revenue bonds) must be evaluated for credit
risk.

An investment-grade bond suitable for providing liquidity means the security has low market
and credit risk. As illustrated in Table 7, the top four letter grades assigned to corporate bonds
by Moody’s Investors Service and Standard & Poor’s Corporation are defined to indicate a
level of credit risk.
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Table 7
Credit Quality and Rating Grades
Moody’s S&P Credit Quality
Aaa AAA Prime Quality
Aa AA High Grade
A A Upper Medium
Baa BBB Medium Grade

The differential in yield and risk is most pronounced between the third and fourth grades. If a
medium grade bond is downgraded to Ba or BB, the market no longer considers it investment
quality. In general, a corporate may not retain low-grade bonds. However, there are some
circumstances under which a corporate may be able to retain a low-grade security. For
example, depending upon the individual corporate’s expanded and/or operating authority
level, and the specific security, Section 704.10 (Investment Action Plans) provides for the
possibility of retaining low-grade securities. For the most part, corporates are limited to high-
grade instruments which afford the greatest relative liquidity within the credit risk spectrum.

Investment-grade corporate bonds do default. For example, Johns Manville, LTV, and
Braniff, among many other issuers, have defaulted on their bonds even though they were each
once assigned a single-A or better grade. Recent market events also proved that highly rated
securities (AAA) can be downgraded to non-investment grade very rapidly, thus greatly
reducing their liquidity. There is a distinct difference in credit quality and yield between a
prime quality bond (AAA or Aaa) and a medium-grade bond (BBB or Baa).

Liquidity from cash flow requires assets to have not only a short duration but low credit risk.
Management must set limits on the credit risk exposure of its assets. Securities with high
credit risk are more likely to have cash flow problems. By definition, low-grade corporate
bonds have a higher probability of default and, therefore, could suffer an interruption of cash
flow.

Most corporates have some credit exposure that results from corporate bonds, commercial
paper, asset-backed securities, federal funds sold, or certificates of deposit from insured banks.
The FDIC periodically has favored a policy under which uninsured shareholders face losing a
portion of their funds when a troubled bank is liquidated. Banks traditionally had a low rate
of failure, compared with other industries, until the early 1980s. Although economic factors
affect bank liquidation, variations in operating performance usually can be traced to
management. Ratios that measure the financial condition and operations of a bank have been
found to have limited predictive power to discriminate problem and failed banks from sound
institutions.

Uneven earnings are a key factor indicating the riskiness of a commercial bank. An approved
list of acceptable commercial banks should be based on financial ratios and should incorporate
some analysis of the accompanying risks. A simple method of managing credit risk of banks
by corporates is to restrict investment to the insured portion. Such a strategy may not be
practical for larger corporates.

Each corporate with uninsured bank deposit exposure should establish, monitor, and update an
approved list of accepted commercial banks. The approved list should include commercial
banks displaying adequate capital, consistent earnings, acceptable credit quality, prudent
growth, and multiple sources of liquidity. The list should be reviewed at least annually
(quarterly for banks where large demand deposits, federal funds sold, or CD exposure exist).

Liquidity risk and credit risk are highly correlated. Examiners should see how management
categorizes its assets according to credit risk and classification standards.
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Prepayment

All corporate institutions investing, trading, or selling MBS must be concerned with the
anticipated life of such instruments. Prepayments affect the investment life, pricing, earnings,
and value of loans. Prepayments also affect cash flow. Loans prepaying provide a cash flow
earlier than scheduled amortization.

A mortgage may be prepaid due to a variety of factors, including:

1. Seasoning - when mortgagors have paid their mortgage for several years and are more
likely to seek a new home or to refinance;

2. Refinancing - when mortgagors are able to obtain a new loan at least 150-200 basis
points less than their existing contract rate;

3. Default - which tends to remain high until a fixed payment loan is seasoned with three
years or more of satisfactory payments; and

4. Disaster - which may occur from destruction of the property by fire or flood, or from
death or disability of the owner.

Prepayment experience also is affected by legal, geographic, and seasonal factors. For
example, GNMA securities backed by FHA/VA loans tend to prepay more slowly than other
agency pass-through securities because the FHA/V A mortgages historically are less mobile
and the underlying loans are smaller; therefore, there is not as great a dollar incentive to
refinance. Similarly, certain geographic areas that experience growth, high professional
employment mobility, property value appreciation, or retirement migration patterns also
prepay more quickly. Variations in a region’s economic base can change prepayment activity.
Finally, the peak housing activity during the spring and summer months translate directly to
prepayment seasonality.

Long-term corporate bonds with embedded options are also subject to prepayments. A call
option allows a bond’s issuer to retire a bond prior to maturity. Calls are often exercised when
interest rates have declined and allow the issuer to refinance the debt prior to maturity at a
lower coupon than currently being paid. A put option allows an investor to resell the bond to
the issuer, typically at par, prior to maturity should interest rates increase. Calls are very
similar to prepayments of mortgage-backed securities (MBS); a corporate receives (back) cash
when it is least advantageous to reinvest the proceeds.

As illustrated in Table 8, the relative cash flow and liquidity of assets vary according to a
continuum. As management invests in more liquid assets, interest income tends to decline.

Table 8
Asset Liquidity Characteristics
Attribute Most Liquid Liquid Least Liquid
Maturity <1 Year <5 Years >Than 10 Yrs.
Coupon High Low 0
Payment
Frequency Monthly Semiannual No Coupons
Credit Risk U.S. Treasury/ Top 4 Grade Low Grade
Agency
Market Auction/Dealer Broker Direct Search

Management Considerations

A corporate should increase its asset liquidity, short-term, default free or remote, and highly
marketable securities when other parts of asset/liability structure are less liquid or place

Page 202-32 May 2008



ASSET AND LIABILITY MANAGEMENT

uncertain liquidity demands on the corporate. For example, strong financial arguments exist
to increase the proportion of liquid assets when the amount of:
Long-duration assets (e.g., zero-coupon bonds) increase;

Fixed assets (e.g., equipment, furnishings, or real estate) increase;
Assets trading in a broker market (e.g., derivative MBS) increase;
Lines of credit or standby letters of credit issued increase;

Assets available for pledging against a liability are few;

Capital is low or negative and member confidence is threatened;
Funding by short-term brokered CDs or uninsured CDs increases;
Funding by repurchase agreements or dollar rolls increase;

9. Funding by collateralized borrowed money increases;

10. Hedging with interest rate futures increases; or

11. IRR, as measured by NEV, increases.

NN E

Corporates should commit relatively more funds to highly liquid assets whenever the
following occur:

A large portion of other assets are less marketable or have distant cash flows;
Liabilities or shares are subject to disintermediation;

Significant commitments to purchase securities or originate loans are outstanding;
Little additional access to the financial markets is likely; or

Market and member confidence is threatened.

aRrdE

More liquid assets may be used to balance the risk of other financial assets or financial
liabilities that are designed to enhance earnings, yet carry more risk.

Such an investment strategy mitigates some of the liquidity pressure otherwise present. The
earnings penalty incurred by investing in liquid assets often is offset by other illiquid assets
with a long duration, little marketability, or high credit risk exposure that carry higher yields.
Further, short-term liabilities and wholesale shares often cost less than longer-term accounts
and also may offset the earnings penalty from the additional investment in liquid assets.

Management need not only increase the proportion of short-term, default free assets to
enhance liquidity. Liquidity carries a potential earnings penalty. The following are examples
of how a corporate can enhance liquidity, while not increasing its investment in short-term,
default free instruments:

1. Emphasize core member accounts and intermediate-term shares;

2. Emphasize securities that have predictable, consistent, and homogeneous prepayment or
call risk;

3. Maintain assets suitable for pledging against a wholesale corporate advance or a reverse
repurchase agreement;

4. Maintain an unused line of credit with a wholesale corporate or a commercial bank;

5. Emphasize securities that are similar to products trading in dealer markets (e.g., MBS or
public agencies); or

6. Sell and lease back the corporate’s office building.

Liquidity management allows a corporate to respond to anticipated or unanticipated cash flow
deficiencies. Liquidity management must consider the entire asset/liability structure.

Liabilities and Liquidity
Measurement

Member - initiated sources and uses of funds provide the foundation for liquidity risk
management. When loan demand exceeds normal share growth, management must rely on
access to borrowed money or the sale of securities to raise needed cash. Similarly, corporates
may reduce reliance on borrowed money and increase temporary investments when the reverse
occeurs.
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A corporate has several alternatives to raise cash through liability
management.

Like assets, maturity is a key to relative liquidity. However, reliance
on short-term liabilities requires more liquidity than reliance on long-
term liabilities. Members have the legal right to withdraw funds or
force repayment at maturity. Liquidity risk is increased when
management relies on three-month certificates rather than three-year
certificates. Liquidity risk is also increased when management relies
on short-term borrowing as opposed to longer term advances. Shorter-
term liabilities increase liquidity risk. Such liabilities also tend to cost
less since they should be priced off the short-term end of the yield
curve.

Some share accounts may be withdrawn immediately, or on demand,
yet do not necessarily cause an increase in liquidity risk. Although a
specific member may withdraw funds immediately, another member
may reinvest a like amount of funds. A corporate does not have to
respond to the specific needs of each member; it must respond to net
aggregate shifts in shares. Clearing accounts may provide a corporate
with a very long-term source of funds because members must maintain
constant balances to cover daily settlement activities. The account
may be considered a core share. Core shares are extremely important
when measuring liquidity risk. Core shares are placed by members for
reasons principally related to the financial services and the
convenience offered by the corporate, rather than simply the interest
rate paid. A corporate will lose core shares over time if services or
dividend rates become non-competitive. In addition to clearing
accounts, membership capital shares and paid-in capital, a portion of
regular overnight shares, and share certificates may be considered core
shares if supported by proper analysis. The use of early prepayment
penalties also helps enhance liquidity as certificate holders will not be
as quick to withdraw the funds when it requires foregoing income.

By contrast, other shares require more liquidity because investors have
selected a specific account and a specific corporate for one reason, it
offers the highest rate of interest. When management posts a lower
rate, volatile, or wholesale funds disappear. Volatile liabilities
increase liquidity risk. However, a corporate temporarily may meet
liquidity needs by posting high interest rates. Management and
examiners should distinguish core shares from volatile shares.

Many core share accounts carry high average operating expenses and
low share balances. Corporates may more quickly raise desired
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amounts of funds through the wholesale share market or by borrowing
money.

Each corporate must determine for itself whether the advantages of
borrowed money exceed the attendant costs. One of the constraints
that limits the advantage of borrowing funds is the minimum capital
ratio (borrowed funds grow the balance sheet and increase the assets
relative to capital). Examiners should review the corporate’s related
calculations.

Although most corporates choose not to borrow funds, borrowing can
be an attractive funding alternative to regular shares. Therefore, a
corporate should establish multiple borrowing sources to ensure a
source is available when needed. Even when the borrowed money
carries higher interest rates than shares, the interest expense is limited
to the incremental funds raised, not total funds. An arithmetic example
illustrates the difference. Assume a corporate needs to quickly
increase cash by 10 percent. In order to acquire the new funds, the
corporate believes it must post higher interest rates for all of its share
products by 1/8 of 1 percent. For each $10 million of total shares,
interest expense thereby increases $12,500 annually. The incremental
interest incurred amounts to 1.25 percent for the desired

$1 million (10 percent of the $10 million shares). The desired growth
could have been more cheaply obtained by borrowed money if its cost
was no more expensive than 1.25 percent above the current share rate.
Table 9, illustrates various combinations of incremental interest rates
needed to attract share funds and targeted growth. The indicated
values show how much extra a corporate could pay for borrowed
money than shares and break even.

Table 9
Borrowed Money Break-Even Analysis
Incremental Share Funding Growth
Rate
Increase to Obtain 5% 10% 15%
Growth

1/8 of 1% 2.5% 1.25% .83%

1/4 of 1% 5.00 2.50 1.67

1/2 of 1% 10.00 5.00 3.33

The interest rate differential that can be paid and still break even for borrowed money
increases when the corporate otherwise needs to post a higher rate for all savings, or the
amount of incremental growth is relatively small. Borrowed money is best viewed as a source
of incremental funds to meet liquidity needs.

Management Considerations
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Corporates may generate cash flow and manage liquidity through shares and borrowed money.
The corporate system’s ability to attract shares is also affected by factors external to the
actions of a specific corporate. These include:

1. Economic growth and regional booms (loan growth uses up excess liquidity);

2. Decline in personal savings ratios for members of natural person credit unions;

3. Perceived strengths and weaknesses of the corporate credit union system; and

4. Competition from other financial institutions, including other corporate credit unions.

If management has a specific need for funds, a corporate may need to borrow money to obtain
cash.

There are a wide variety of specific liabilities corporates may use. Rather than describe each
one, the following listing categorizes types of financings that may be used to generate cash:

1. Repurchase Agreements/Dollar Rolls: by selling securities through a reverse repurchase
agreement or a dollar roll, the corporate sells a security and simultaneously agrees to
purchase the same or a similar security at the end of the agreement (e.g., a week or
month).

2. Commercial paper: by issuing commercial paper, the corporate raises non-insured funds
from investors, typically with a maximum maturity of 270 days. Some corporates keep a
constant amount of commercial paper issued to maintain a market presence.

3. Medium-Term Notes (MTN): by issuing an MTN in the marketplace, the corporate raises
funds from investors for several years.

More specialized securities provide for specific cash flows to appeal to certain investors.
However, more specific cash flows limit the subsequent marketability of an issue unless
information is easily available about the cash flows and the issue is similar to others. A
corporate should be concerned with the secondary market of its liabilities because more
marketable securities carry less risk to investors and thereby reduce the interest cost. For this
reason, a $100 million liability issue may carry a five basis point lower cost than a $50 million
issue. Management should have a plan for accessing borrowed money over time. Examiners
should review the plans to ensure there is adequate liquidity, and other risks involved with
procuring sufficient liquidity are addressed and do not negatively impact the asset/liability
structure. Liquidity management is also affected by the existence of commitments and
hedging instruments.

Commitments and Liquidity

Corporates often own assets and acquire shares with options that complicate cash flow
planning. Table 10 illustrates the cash flow consequence of a change in interest rates for these
accounts.

Rising interest rates affect assets and liabilities. Therefore, the corporate may have to search
for more sources of cash when it is least desirable. (i.e., during a period of high rates).
Options made available to members greatly complicate cash flow planning.

Hedging may partially offset IRR and some liquidity risk. Hedging does effect the cash flows
of a corporate. Hedging may increase the perceived liquidity of an asset because the
transaction reduces the corporate’s reluctance to sell an asset at a loss. The hedge should
provide an approximate offsetting gain.
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Table 10

Cash Flow and Interest Rate Change*

Effect of Effect of
Account Option Rising Rates Falling Rates
Corporate Bond Call Feature No Call Call (+)
Term Share Early Withdrawal Withdrawn(-) No Change

*(+) Cash Inflow; (-) Cash Outflow

Asset/Liability Structure and Cash Flow

Cash Budgetin

Corporates should develop pro forma cash budgets to ensure cash and liquidity will be
available in the future. The uncertainty created by MBS prepayments, fixed-rate commitments
and share withdrawals reduce the confidence of a cash budget being realized. Therefore,
examiners should determine how management anticipates cash flows in the future.

Section 704.8 (ALM): Interpretation and Examples

Prudent risk managers view regulatory requirements as a minimum standard. Examiners
should expect corporates’ risk managers to manage to best practices, not the regulation, as
long as those practices do not contradict or ignore regulatory requirements. Where
appropriate, a corporate will need to develop additional tests, methodologies, and procedures
to manage its risk (additional means beyond the minimum requirements of regulation).
Corporate management may fail its basic fiduciary responsibilities if it limits its risk

management to only regulatory compliance.

ALM policies may be integrated with the investment policies (or vice versa). In addition, it is
acceptable to have all financial risk policies combined into one source so long as the unique

considerations of each area are addressed and the respective procedures are in place.

Section 704.8(a) addresses the ALM policy requirements for corporates. Note that it uses the

term “at a minimum” in describing policy stipulations.

1. The purpose and objectives of the policy should be consistent with the risk tolerance and
risk management philosophy of the organization. The examination review will need to

consider if management’s actions and performance are consistent with this statement.

2. The policy must address the tests that will be used to evaluate investments prior to

purchase. This requirement is integral with the investment policy (prudent portfolio
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selection criteria would automatically require this discipline). Corporates have an
obligation to develop appropriate criteria for investments. Testing can estimate the
impact of a credit migration or default. Analysis of creditworthiness includes probability
of default in various scenarios. Testing may also measure the relative liquidity for a type
of transaction (depth of market and price risk). Additionally, the effect of a purchase on
overall liquidity measurement limits should be addressed. The type of tests required will
be a function of an investment’s complexity, structure, and/or acceptance in the general
marketplace. Before a corporate can buy/sell a new investment type (new in the market
or new to the corporate), it must develop appropriate analyses and test parameters and
modify its ALM policy before engaging in the activity. The type of investments will
determine the types of tests that are appropriate. For example, a shock test would not be
expected for an overnight Fed Funds transaction although the credit analysis of the
counterparty would be expected. Interest rate stress tests would be required for

instruments such as structured share certificates or mortgage-backed securities.

3. The policy must address the maximum allowable percentage decline in NEV, compared
to base case NEV. A simple example of how this information can be communicated is
provided in Table 11.

Table 11
Maximum Permissible Change in:
Change in Interest Rates  Net Economic Value Net Economic Value
(in basis points) (Board Limit) (Regulation)
+300 -13.0% -15%
+200 -10.0% -15%
+100 -5.0% -15%
0 - -
-100 -5.0% -15%
-200 -10.0% -15%
-300 -13.0% -15%
almthl01

4.  The policy is required to include the minimum allowable NEV ratio. Corporates are
required by Section 704.8(d)(1) to limit risk exposure to: (1) levels that do not result in a
base case NEV ratio or any NEV ratio resulting from the tests...below 2 percent; and (2)
levels that do not result in a decline in NEV of more than 15 percent.. The board is
expected to prescribe the corporate’s NEV policy limit within the regulatory limit. An

example of how this information might be presented is included in Table 12.
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The effect on NEV of an adverse change in market rates (measured with rate shocks) is
measured relative to the size of the estimated present value of the corporate’s assets.

Thus, the NEV ratio is defined as NEV divided by the fair value of assets, or:

NEV Ratio = NEV

FVASSETS
Table 12
Interest Rate Scenario
- 300 BP Change Base Case + 300 BP
Change
Present Value of Assets $104 $100 $80
Present Value of Liabilities -99 -97 -78
NEV 5 3 2
NEV Ratio 4.8% 3.0% 2.5%
Minimum NEV Ratio 2.0% 2.0% 2.0%

Policy Minimum

The policy must address limits and specific test parameters for the IRR simulation tests
set forth in Section 704.8(d) which deals with rate shock analysis relating to NEV and the
NEV ratio.

These factors have already been addressed by 3 and 4 above. However, corporates are
also required by Section 704.8(d)(2) to assess annually if it should conduct periodic
additional tests to address market factors that may materially impact the corporate credit

union’s NEV. The factors should include, but are not limited to the following:

1. Changes in the shape of the Treasury yield curve;

2. Adjustments to prepayment projections used for amortizing securities to
consider the impact of significantly faster/slower prepayment speeds;

3. Adjustments to the market spread assumptions for non Treasury
instruments to consider the impact of widening spreads;

4.  Adjustments to volatility assumptions to consider the impact that changing
volatilities have on embedded option values.; and

5. Changes in market spreads.

The regulation does not establish specific targets or ranges for these extra tests. It is the
responsibility of the board to: (1) decide how these tests should be conducted; (2)
determine the frequency of the additional tests; and (3) place appropriate parameters and

limits upon exposures to these particular market risks. Parallel, instantaneous and
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ALM

Examination Objectives

sustained shocks in the yield curve address a majority, but not all, potential market risks.
Rate shocks do not capture the full spectrum of market risks and additional tests are
intended to provide a more rigorous assessment. For example, a change in market
volatility is not captured in a rate shock and significant value changes in options could

therefore be missed.

The examination review of this area must consider the relevance and appropriate
frequency of the additional tests and determine if the limits appear consistent with the
overall board philosophy on risk. For example, if a corporate portfolio has no
prepayment optionally to speak of, tests for prepayment changes would be meaningless.
If, on the other hand, a corporate portfolio is heavily weighted in asset-backed securities
(or some other non-Treasury “spread” product), the test for changes in market spreads

will be essential.

Certain market indices (e.g., LIBOR, PRIME, COFI and CMT) serve as references for

computing periodic interest payments on structured share certificates and securities. When

buying instruments that contain interest coupon payment formulas tied to market indices, the

corporate needs to obtain reasonable projections for future index levels. This is necessary to

compute NEV for the various interest rate tests. Corporates are expected to place greater

attention on projections of those indices which are not market determined rates (such as

PRIME and COFI). Correlation analyses, which demonstrate the relationship between the

non-market indices and market rates, is a major component of most index forecasts.

The objectives of the ALM review are to:

1.

Determine if policies, procedures, and strategic plans regarding cash flow and liquidity
management adequately address safety and soundness, earnings, and compliance with
laws and regulations.

Determine if the corporate has complied with the regulatory liquidity measurement and
monitoring requirements of Part 704. Determine liquidity management evaluates: the
potential liquidity needs of members; regularly monitors sources of internal and external
liquidity; and sets accounting classification of securities consistent with potential
liquidity demands.

Determine if the contingency funding plan adequately addresses alternative funding
strategies in successively deteriorating liquidity scenarios, and assumptions utilized are
reasonable and supportable.

Determine if reasonable parameters have been established for the corporate’s NEV
position, the corporate is operating within established parameters, and the parameters are
reasonable.

Identify weaknesses in the IRR measurement systems, internal management reporting, or
internal controls.
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6. Evaluate plans for reducing excessive IRR, if applicable.

7. Evaluate management of the corporate’s assets and liabilities.

8. Determine if internal management reports provide the necessary information for informed

funds management decisions and for monitoring the results of those decisions.

9. Initiate corrective action when ALM policies, procedures, practices, and internal controls

are deficient.

ALM See Corporate Examination Procedures - Asset/Liability Management (OCCU 202P and
Examination OCCU 202.1P).
Procedures

Corporate Examination

Questionnaire See Corporate Examination Questionnaire - Asset/Liability Management (OCCU 202Q and

OCCU 202.1Q).

References 1. NCUA Rules and Regulations (Section 704.8)

2. Regulatory Handbook, Thrift Activities (OTC) Volume 11

3. Comptrollers Handbook, Interest Rate, Funds Management
http://www.occ.gov/handbook/FundsMgtl.pdf

4. Comptrollers Handbook, Liquidity
http://www.occ.gov/handbook/liquidity.pdf

May 2008 Page 202-41


http://www.occ.gov/handbook/FundsMgt1.pdf
http://www.occ.gov/handbook/liquidity.pdf

Appendix 202A

MORTGAGE-BACKED SECURITIES AND
MORTGAGE-DERIVATIVE PRODUCTS

Introduction

The advantages of selling mortgages in securities have attracted a large number of
mortgage lenders who have a wide range of objectives. The result is a variety of
mortgage security types and an uncertainty about the differences between the securities
and how they impact an investment portfolio.

History of Mortgage Security

Mortgage securities are not recent innovations. High rates of default on mortgage bonds
during the depression inhibited widespread use of these instrument until the introduction
of the Government National Mortgage Association (GNMA) pass through security in
1970. Even with the federal government guarantee, there was considerable skepticism
about accepting mortgage securities in the investment community when GNMA first
issued its securities.

The mortgage-backed securities (MBS) that were first introduced by GNMA in 1970
were limited to Federal Housing Administration (FHA) and Veteran’s Administration
(VA) mortgages. Conventional lenders had indirect access to the capital markets only
through the Federal Home Loan Mortgage Corporation (FHLMC) beginning in 1971.
Originators could sell mortgages to FHLMC at which point FHLMC pooled and sold the
resulting securities as Participation Certificates (PCs).

In 1981, FHLMC began a swap program that allowed lenders to exchange conventional
mortgages for pass-through securities. In the first FHLMC swap of mortgages for
securities, no cash exchanged hands. The seller received payment in the form of PCs
representing ownership in the mortgages sold. The lender, in this exchange or swap of
assets, believed that its low-rate mortgages could be sold more easily and at a higher
price in security form than in mortgage form.

The restructuring of mortgage portfolios that began in the early 1980s was the major
factor in the rapid growth of conventional mortgage securities. FHLMC formalized its
program in 1981 with its first swap program, Guarantor I, and the Federal National
Mortgage Association (FNMA) soon followed with its Mortgage-Backed Security
program. FNMA, FHLMC, and GNMA all collect a small guarantee fee throughout the
life of the mortgages for the service.
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As the mortgage securities market grew, lenders recognized that the swap programs
provided an attractive alternative for mortgage sales. In addition, many lenders began to
securitize their portfolio mortgages to add value and liquidity to their mortgage
investment portfolios.

Types of Mortgage Securities

The term mortgage security describes a variety of mortgage-related instruments.
Although characteristics can vary widely, there are only two basic types of mortgage
securities:

1. A certificate representing ownership of an undivided interest in a proportionate share
of each mortgage in a pool, referred to as a mortgage pass-through security or a
mortgage-backed security (MBS); or

2. A debt obligation secured by a specified pool of mortgages, referred to as a mortgage-
derivative product (MDP).

Within each type, variations have been designed to appeal to certain investor classes or to
reduce the cost of security financing. These variations may be categorized according to
the manner and terms of payments made to security holders.

Mortgage-Backed Securities (MBS)

The MBS is attractive to investors because of its high value relative to individual or pools
of mortgages and because of its ease of trading or liquidity. The price advantages for
MBSs are due to the guarantees FNMA, FHLMC, and GNMA place on their mortgage
securities. Investors are willing to pay for these guarantees, and the higher prices cover
the seller’s costs of converting the mortgages to securities and the guarantee fee.

The structure of an MBS is determined by the following characteristics:

types of mortgages in the pool;

weighted average coupon (WAC) on the pool of underlying mortgages;
pass-through rate on the MBSs;

weighted average maturities (WAM) of the mortgages;

number and size of the mortgages; and

geographic distribution of mortgages.

IS

The Pass-Through Rate. - The pass-through rate is the net interest rate passed to
investors. The WAC of the mortgage pool is an important factor in determining the
speed at which prepayments will occur. In general, the higher the WAC in relation to
current mortgage rates, the higher the prepayment rate since homeowners could refinance
at lower interest rates. The lower the WAC to current mortgage rates, the lower the
prepayment rate since homeowners could not readily refinance at lower rates.
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Interest rates on the mortgages underlying an MBS are typically greater than the coupon
rate, or pass-through rate, with any excess over the coupon, guarantee fee, and servicing
fee going to the servicer. Each issuer can set limits on the permissible range of interest
rates in a pool within the limits established by the guarantor of the MBSs for each
specific program.

The Weighted Average Maturity. - The WAM determines the rate of the scheduled
repayment of principal. The longer the maturity, the more time over which the principal
is amortized and, therefore, the less principal is scheduled to be passed through in the
early years of the security. The maturity date of an MBS is generally stated to be the date
on which the last mortgage in the pool is due to be repaid in full, but all of the mortgages
need not mature on the same date. Each guarantor of an MBS sets limits on the
permissible range of maturities for each specific program.

Geographic Distribution. - This is the location of the properties securing the mortgages.
The location of the mortgages comprising the pool is important because it affects the
likelihood and predictability of prepayments. Different areas of the country prepay at
much different rates. Geographical diversity results in greater predictability of cash
flows, since the total of the mortgages pooled would be less subject to local disasters or
other kinds of local influences. In addition, the greater the number of mortgages in a
given pool, the more regular and predictable its cash flow is expected to be.

Payments to Investors. - The payments for MBSs are designed to resemble mortgage
payments but without delinquencies. Principal and interest payments, less guarantee and
servicing fees, are passed through to the investor whether or not they are collected.
Delinquencies are advanced by the servicer to the investor until the mortgage either
becomes current or foreclosure is completed. Prepayments are passed through to the
investor as received.

The servicer collects mortgage payments on a monthly basis from the mortgagor and
remits those funds less its servicing fee to a central collection point, or directly to the
investors for GNMA I. FNMA, FHLMC, and GNMA 11 collect their guarantee fee either
directly from the payments that are passed through them or from the servicer.

MBS Guarantee. - FNMA and GNMA have always guaranteed the timely payment of
both principal and interest to investors for their MBSs, requiring the servicer to advance
its own funds to the investor to make up for delinquencies. FHLMC only guaranteed the
timely payment of principal until their Gold PC was developed and now they, too,
guarantee the timely payment of both principal and interest. These organizations,
however, do not generally become involved in the payment process unless the servicer
fails to remit all scheduled principal and interest.

MBS Yields and Prices
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Calculating yields for MBSs requires present value analysis, which discounts the future
cash flows of the mortgages by the required rate of return. This process calculates an
MBS’s present value or estimated market value. Alternately, given a market price, it is
possible to determine the rate of return or yield that would cause the sum of the
discounted cash flows to be equal to the market price. Two common measures of yield
are described below; the cash flow yield and the option adjusted yield.

Cash Flow Yield. - The cash flow yield (also referred to as static yield) of an MBS will
discount the sum of all future cash flows back to the current market price. To calculate
the cash flow yield, the current market price of the security must be obtained and future
cash flows must be projected. Because homeowners have the right to prepay their
mortgages before their contractual maturity, the timing of future cash flows is uncertain
and must be estimated. A prepayment rate estimate is usually made on the basis of the
prepayment experience of a similar MBS and incorporated into the analysis.

The cash flow yield assumes the cash flows will occur as estimated. Actual prepayments
may be greater or less than projected depending on many factors, most importantly, the
future course of interest rates. Falling interest rates would induce homeowners to prepay
their mortgages and refinance them at the new lower rate. Increasing interest rates would
influence homeowners to hold onto their mortgages, which would then have below-
market rates. The cash flow yield, however, does not take this uncertainty concerning the
future course of interest rates, and therefore, prepayment rates, into account. Although
the cash flow yield may be an adequate yield measure for many purposes, it may not be
as accurate as the option-adjusted yield method described below.

Option-Adjusted Yield. - The option-adjusted yield method can provide a better yield
estimate on an MBS than the cash flow yield because it usually better estimates the cost
of the embedded prepayment option. Instead of relying on a single prepayment estimate,
the option-adjusted yield is calculated by solving the yield equation many times, each
time assuming a different rate of prepayment. The resulting yields are averaged to obtain
a single yield estimate. Because it relies on an entire distribution of possible estimated
prepayment rates instead of a single estimate, the option-adjusted yield is usually a
superior measure of the yield of financial instruments with embedded prepayment
options.

Stripped Mortgage-Backed Securities (SMBSs)

In 1986, FNMA issued the first SMBS which created two new classes of investors or
security holders. Each class was entitled to a percentage of the principal and interest
payments from either the MBS or whole mortgages that served as the underlying
collateral. For example, one class of the SMBS may receive 99 percent of the interest
payments and 1 percent of the principal payments from the underlying MBS. Investors in
different classes (tranches) of SMBSs have purchased a derivative mortgage instrument
that has significantly different characteristics from the underlying mortgages or the
MBSs.
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In 1987, FNMA introduced an SMBS comprised of an interest only (10) class and a
principal only (PO) class. The holder of the 10 was entitled to all of the interest
payments from the underlying MBS while the holder of the PO was entitled to all of the
principal payments. The 10s and POs quickly became the most widely used types of
SMBSs and today represent the greatest percentage of the dollar value of SMBSs issued.

Investment bankers have also created their own version of SMBSs both through private
placements and public offerings. The private placement is normally created through a
participation agreement that entitles the holders to a certain predefined percentage of the
principal and interest payments from the underlying mortgages or the MBS. These
private placements are similar to the original FNMA SMBSs in that holders are entitled
to varying percentages of the principal and interest payments rather than a percentage of
all of the interest or principal. In addition, FHLMC issues its own version of 10s and POs
using PCs rather than MBSs.

Mortgage-Backed Bonds

An earlier innovation that is not as prominent today are mortgage-backed bonds. A
straight mortgage-backed bond is an obligation secured by a pool of mortgages. Similar
to a secured corporate bond, the mortgage-backed bond has periodic interest payments
and principal repayment at maturity. Bonds may also provide for sinking fund payments
during the term to accumulate sufficient funds to pay off the bonds at maturity.

A standard mortgage-backed bond is secured by a lien against the mortgages in the pool.
The holder looks first to the issuer for principal and interest payments and only to the
collateral mortgages in the event of default. Because straight mortgage-backed bonds do
not pay down like mortgages with a regular amortization of principal, but repay principal
at maturity, the issuer is required to pledge collateral in excess of the face value of the
bonds. This overcollateralization is necessary to protect against any decline in the
market value of the mortgage collateral that may occur as a result of changing market
conditions over the life of the bonds.

Pay-Through or Cash Flow Bonds

A pay-through or cash flow bond is a bond secured by the cash flows from a mortgage
pool and, as such, does not represent an ownership interest in the mortgages. A pay-
through bond may be viewed as a hybrid security, combining the features of a traditional
mortgage-backed bond with those of a pass-through security. Pay-through bonds are
designed to amortize in the same manner as mortgages, with principal and interest
payments that mirror the actual collections on the collateral pool. The bonds mature as
the mortgages in the pool repay unless the terms of the issue provide for a different
maturity based on guarantees from the bond issuer.

A pay-through bond usually requires significantly less collateral per bond dollar than a
straight mortgage-back bond because principal is paid to the investor as the underlying
mortgages amortize. Pay-through bonds are structured so that the mortgage collateral
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will generate a sufficient cash flow to provide full and timely repayment of the bonds.
Reliance on the cash flow of the collateral pool also substantially eliminates the need for
the investor to look to the creditworthiness of the issuer. Pay-through bonds may be
issued through limited purpose subsidiaries with no other significant assets apart from the
pledged mortgages.

Collateralized Mortgage Obligations (CMOs)

Although standard pay-through bonds look much like pass-through securities in the
schedule of payments, some variations have been developed to appeal to a broader range
of investors. The most familiar type of pay-through bond is the CMO, first issued by
FHLMC in 1983.

The CMO is actually a serial pay-through bond, combining a series of maximum bond
maturities in a single issue. The advantage of a CMO is the prioritization of cash flows
from the mortgage pool, which creates many classes of investors. This produces
securities of several maturities and allows the issuer to attract investors who might not
otherwise invest in a mortgage security.

Yield. - Like mortgage investors, CMO investors demand higher yields than other
investments of similar quality and maturity because the actual life of the bond and,
therefore, the actual yield to maturity is not accurately predictable. However, CMOs may
offer more predictability of prepayments than mortgages or other types of mortgage-
backed bonds because of the large collateral pools backing each type of issue and the
prioritization of cash flows.

CMOs have large numbers of mortgages in each collateral pool and offer three or more
investor classes, called tranches, of varying maturities and yields. Each investor class
generally receives monthly interest payments on the outstanding principal balance of its
class. Ina “vanilla” sequential payment deal, principal payments are allocated to each
investor class in the order of earliest maturity. The shortest outstanding maturity receives
all principal payments until that class is fully retired, then holders of the second class
begin to receive principal payments, and so forth. More complex deal structures, in
which principal may be directed to one or more classes and in which payment priorities
of tranches may change with changes in prepayment rates, are now common.

CMO yields and yield spreads over comparable Treasury securities are determined, in
part, by the market’s assumption regarding the average life for each investor class. Thus,
the weighted average term of the mortgages pooled significantly affects the assumed
yield and the purchase price. As with mortgage investments, the actual prepayment of
the mortgages will determine the actual yield to maturity.

Prepayment Rates. - Although CMOs are referred to as a generic group, the prepayment
terms of CMO issues vary, as do the terms of other types of mortgage securities.
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Most CMO issues have another feature that impacts the prioritization of cash flows. The
compound interest or accrual class generally is the longest maturity and receives no
interest or principal payments until all other investor classes have been retired. The
accrual bond has a coupon rate that is compounded during the accrual phase and converts
to an interest-paying instrument following retirement of all shorter maturity classes.

Planned Amortization Class. - A CMO innovation that became very popular in the late
1980s was the Planned Amortization Class (PAC). The PAC structure guarantees a pre-
set payment stream. The increased certainty of these tranches causes other tranches in
the issue to have more uncertain cash flows. The PAC class of tranche attracted many
traditional bond investors into the mortgage security market.

Previous CMO Limitation. - A major initial drawback to widespread use of the CMO was
the substantial size of the mortgage pool; $100 million or more, was necessary to support
the cost of issuance. The advent of CMO conduits, however, made CMO issues feasible
for smaller lenders. By pooling collateral supplied by a number of lenders, the conduit
could achieve the economies of scale needed to make the issue cost effective for the
lender. Only a few of the conduits have survived and, as a result, FNMA, FHLMC,
GNMA, and investment bankers that all have access to large volumes of collateral
dominate the list of issuers.

Issuers have become very innovative in designing new structures that respond to
changing interest rate environments and cater to investor needs. CMOs are often a blend
of the different maturities that characterize the traditional CMO with tranches that
resemble stripped securities while other tranches create more bond-like classes.

Real Estate Mortgage Investment Conduits

Effective January 1, 1987, Real Estate Mortgage Investment Conduit (REMIC)
legislation permitted various mortgage securities such as multiple class securities and
regular pass-throughs to be treated as asset sales rather than as financing for accounting
purposes. This allows issuers to show mortgage securities off the balance sheet which
avoids the increasing financial statements normally caused by these securities. Thus,
REMICs dramatically reduce capital needed to issue mortgage securities.

Adjustable-Rate MBSs

Issuing MBSs backed by adjustable-rate mortgages (ARMs) has provided an additional
type of pass-through security in the secondary market. Normally, securities based on
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pools of ARMs have less interest-rate risk than securities based on fixed-rate mortgages.
However, teaser rates and interest-rate and payment caps can make ARM securities less
attractive for investors. Teaser rates are below-market interest rates that are offered to
home buyers as an inducement to choose ARMs rather than fixed-rate mortgages.

ARMs often have periodic or lifetime interest-rate caps, or both. A typical ARM
periodic cap with a coupon that adjusts annually would limit the increase or decrease in
the coupon to no more than 2 percent per year. Lifetime caps are an upper limit to the
level that an ARM coupon can reach at any time during the remaining life of the
mortgage. In addition to interest rate caps, some ARMSs have payment caps that limit the
percentage change of mortgage payment changes at the reset date to no more than a given
percentage.

Examiners should determine the extent to which corporates hold MBSs based on pools of
ARMs with teaser rates, and interest-rate or payment caps resulting in below-market
interest-rate loans. All future interest-rate adjustments are normally based upon the
initial mortgage rate. If interest rates increase, an ARM would “cap out” (reach the
maximum lifetime cap) at a lower interest rate than ARMSs originated at current interest
rates. For example, assume a 5 percent lifetime cap over the initial mortgage rate. If the
market interest rate was 8 percent and loans were originated at 6 percent, the lifetime cap
would be 11 percent rather than 13 percent. If a corporate has purchased a significant
amount of adjustable-rate MBSs with teaser rates, profitability could be materially
reduced.

To properly estimate the price sensitivity of adjustable-rate MBSs, the frequency of the
interest-rate adjustment, the index, the initial interest rate, and the annual and lifetime
caps must be considered. A corporate investing in adjustable-rate MBSs should
determine the extent to which interest rates can increase before the cap is reached.
Another consideration would be the index used. Cost of funds indexes tend to lag
increases in interest rates. This lag could cause a serious decline in net interest income
depending on how the securities were funded. For example, a corporate that had invested
in adjustable-rate MBSs funded by reverse repurchase agreements would suffer in a
rising rate environment, because the interest rates on the reverse repurchase agreements
would adjust more rapidly that the interest rates on the adjustable-rate MBSs.

The prepayment experience of many adjustable-rate MBSs is high, since many
mortgagors refinance into fixed rate mortgages with a small drop in interest rates.
Prepayment is an especiallly important consideration when the securities were purchased
at a premium (i.e., where a lagged adjustment of the index provides the investor with a
yield higher than the current market yield).

Risks of Mortgage Securities
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Each type of mortgage security allocates risk between issuer and investor in a different
way. As a general rule, the more risk assumed by the investor, the closer the transaction
is a transfer of ownership in the mortgage pool and the more compensation the investor
will seek for the added risk. The more risk the issuer retains, the closer the security
resembles debt financing.

The degree of market risk assumed by the issuer is directly related to the timing of
principal remittances to investors. The more closely principal payments are tied to
collections on the underlying mortgages, the less the issuer’s reinvestment risk, while less
frequent principal payments require the issuer to assume more reinvestment risk. Pass-
through securities with minimal holding periods carry little reinvestment risk; however,
straight bonds with principal payments at long intervals carry substantial reinvestment
risk.

Pass-through securities transfer substantially all the risk and benefits of ownership of the
underlying mortgages to the investor. Cash flows to the investor are advanced on
virtually the same basis as collected, with minimal delays to allow for processing,
reporting and related administrative functions. The investor is in substantially the same
position as the mortgage holder with respect to uncertain prepayment rates.

The pass-through security carries an interest rate to the investor below the note rates in
the underlying mortgage pool. The spread between the security rate and the mortgages
provides the required fees to the servicer and to the agency that issues and guarantees the
security. The issuer does not retain market interest-rate risk with pass-through securities
because there are only small delays in the principal and interest cash flow to the investor.
The risk of reinvestment passes to the investor of a pass-through security.

Under the terms of the FNMA and FHLMC mortgage swap programs and the GNMA 11
program, sellers can include mortgages with a specified range of note interest rates in a
mortgage pool. Sellers can elect to pool mortgages with interest rates above the
minimum required for the security and retain the excess as an additional monthly
servicing fee. This additional servicing fee is called excess servicing. The servicer
receives future excess servicing, but retains the corresponding risk that early prepayments
will reduce its value.

Prepayment Risk

The most important characteristic in determining prepayment is the difference between
the interest rates on the mortgages underlying the MBS and the prevailing mortgage
interest rate. The more the underlying mortgage interest rate exceeds the prevailing
mortgage interest rate, the greater the likelihood that refinancing will occur. If
prepayments occur rapidly due to lower market rates, those declining market rates will
make it harder for the investor to reinvest the prepaid principal at rates similar to the
original mortgage interest rates.
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Other factors affecting prepayments include the demographics of the area, the state of
local economies, assumability of the underlying mortgages, and the time of year. A
mobile population may result in significant prepayments as the houses are sold and the
mortgages are repaid. If the local economy of a particular area is distressed, there may be
a large number of foreclosures, which are equivalent to prepayments for the MBS.
Prepayments are greater in the spring as individuals relocate. In the winter months, when
housing sales decrease, prepayments are likely to be slower. Also, if the property is sold
or destroyed by fire, flood, or some other disaster, the mortgage may be paid off early.
Other factors, such as the relative age of the population, also affect prepayment rates.

Measuring Prepayments

The timing of principal repayment, or prepayment rate, is termed “speed.” There are a
number of approaches to expressing prepayment speed estimates. Historically, Average
Life Estimates or FHA Mortality Tables were used. Now, prepayment estimates are
expressed in terms of constant prepayment rate or PSA speed.

Average Life Estimates. - The average life prepayment estimate assumes that all
mortgages amortize exactly as scheduled with no prepayments for an average life
(usually 12 or 10 years); and then all of the mortgages pay off at the same time. This
approach was helpful in estimating yields, but not prepayments. The average life method
of measuring prepayments has come to be viewed as extremely unrealistic and obsolete
since the assumption of stable cash flows does not conform to the actual cash flows of the
marketplace. Its use is generally discouraged.

FHA Mortality Tables. - The FHA experience method of measuring prepayment speed is
based on the actual FHA prepayment experience. FHA Mortality Tables report the actual
prepayments (both voluntary and as a result of foreclosure) during each year. Investors
evaluate the performance of a particular pool relative to this FHA experience. The
evaluation is expressed as a percentage of the FHA experience. For example, O percent
FHA means no prepayments; 100 percent FHA means equal to FHA experience; and 200
percent FHA means the pool is paying twice as fast as FHA mortgages. The FHA
experience for measuring prepayments works well for FHA and even VA mortgages;
however, conventional mortgages prepay at different speeds and must be measured
differently.

Constant Prepayment Rate (CPR)

The CPR was developed as a measurement that takes into account only principal
payments in excess of those contractually required. The CPR method expresses annual
prepayments as a ratio to the prior year’s outstanding principal balance. It includes only
prepayments, not contractual amortization payments. Measurements of prepayments may
also be expressed in terms of single monthly mortality (SMM), which reflects the
percentage of outstanding principal balance prepaid each month.
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Public Securities Association (PSA) Speed. The PSA formula is based on experience
from conventional mortgages as tracked by the PSA. A 100 percent PSA speed means
that prepayments are modeled as follows; .2 percent is prepaid in the first month of a
mortgage, increasing by .2 CPR monthly to 6 percent CPR in month 30, and remaining at
6 percent thereafter through maturity. This is the basic PSA formula and prepayment
speeds are expressed as a percent of PSA. Put differently, 100 percent PSA is
substantially equivalent to 100 percent FHA experience or to 6 percent CPR (after the
first 30 months), and 150 percent PSA is roughly equal to 9 percent CPR (after the first
30 months).

CMO Risks

CMOs, because they are structured to resemble either pass-through securities or pay-
through bonds, may have risk characteristics similar to either, depending upon their
particular terms. Generally, the CMO issuer assumes less interest-rate risk than the
issuer of standard mortgage-backed bonds because remittance of both principal and
interest payments is closely tied to the cash flows from the underlying mortgages.

The actual level of risk assumed by the issuer of a CMO will depend on two key
characteristics of the security:

1. the frequency of principal and interest remittances to investors; and
2. guarantees, if any, as to the maximum maturity of each class of securities.

As with other pay-through bonds, delays in remittance to CMO investors subjects the
issuer to reinvestment risk. To the extent earnings on the reinvested funds fall below
expected yields, the overall cost to the issuer decreases. Guaranteed investment contracts
can be arranged to lock in a reinvestment rate on the float income. This cash flow, since
it is assured, can all be incorporated as interest to investors when structuring the CMO.

Maximum maturity guarantees for each investor class can establish shorter maturities for
the bond than the underlying mortgages. This structure can result in the obligation to
retire a class before its related mortgage principal is repaid. The issuer then must fund
the retirement with new borrowings, which may be at a substantially higher rate than the
CMO.

Portfolio Management
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MBS portfolios can be managed by varying the composition of coupon rates as interest
rates change. Investors which expect interest rates to increase may purchase an MBS
with a coupon higher than the current coupon rate. This would result in paying a
premium over the par value of the security. If interest rates increase, the prepayments on
the underlying mortgages will slow, resulting in a slower write-off of the premium and a
higher yield. Conversely, an investor may sell higher coupon rates and purchase lower
coupon rate MBSs as interest rates decrease. Whenever the corporate acquires a
significant dollar amount of lower coupon rate MBSs, this strategy should be closely
reviewed to determine the interest-rate risk.

Some investors prefer to hold mostly current coupon rate MBSs in their portfolios. A
current coupon MBS is one with a rate that is approximately 50 basis points less than the
most prevalent interest rate quoted by lenders for fixed-rate mortgages. Current coupon
MBSs are more actively traded and, therefore, more liquid. However, if the investor
prefers to sell MBSs in its portfolio to acquire current coupon, the question of intent for
investment versus trading may be raised. These strategies may add credence to the
classification of a trading portfolio compared with an investment portfolio.

Mortgage Security Brokers

Corporates should solicit several price quotations for their transaction that involve
brokers. This will help ensure that they are receiving market value for portfolio
transactions. Some corporates may execute most or all of their transaction through a
limited number of brokers. Should they not actively solicit comparable price quotes,
corporates may be purchasing above or selling below the market. A substantial turnover
in the portfolio could result in significant lost income. Therefore, corporates should
actively solicit comparable market quotes from at least two brokers other than the broker
through which transactions are executed. Even if a corporate does not have significant
volume, comparable price quotes should be obtained.

Hedging MBS Portfolios

A number of approaches are available for hedging a portfolio of MBSs. Interest rate risk
associated with holding MBSs can be reduce by entering into forward commitments to
sell. The forward market allows for hedges customized by issuing organization, coupon,
contract size, and settlement date. Management must have the requisite level of technical
expertise and assess the risks of its hedging strategies prior to execution of the strategy.
Derivative transactions are limited to corporates with Part IV Expanded Authority. More
details on derivative activities are contained in Appendix 202B.

Monitoring Requirements
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All documentation relating to the use of MDPs should be reviewed. In general, such
documentation should include:

1. The policy, business plan, position limits, and internal controls and procedures
applicable to MDPs.

2. The sensitivity or simulation analysis, performed prior to purchase and performed
periodically thereafter.

3. The assumptions used in performing the sensitivity analysis;

4. Monthly updates of performance of the instruments showing actual versus projected
performance; and

5. alist of personnel authorized to make investment decisions involving MDPs and a
description of their qualifications.

The use of MDPs should commence only after the risks have been thoroughly evaluated
and policies and procedures have been established and documented.
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Chapter 203

LOAN REVIEW

Introduction

Corporate credit unions (corporates) were initially created to provide liquidity
resources to the natural person credit union (credit union) industry. Over time
corporates have come to offer a wider array of products and services; however, they
are still the primary source of liquidity and wholesale funding for most credit unions.
Historically, risk within corporate loan portfolios has been considered low due to the
small percentage of overall assets loans represent, and due to the unique deposit
structure of member credit unions where debt is considered senior to share deposits
and is typically secured by assets of the credit union. However, given the key role
corporates play as a liquidity resource to member credit unions, it is imperative
corporates have effective policies and practices in place to ensure funding is available
to the membership, and it can be provided in a manner that limits credit and liquidity
risks to the corporate.

Lending activities of corporate credit unions are governed by Section 704.7 of the
National Credit Union Administration (NCUA) Rules and Regulations (Regulations).
Credit may be extended directly from the corporate to the borrower, or provided via
pass-through and guaranteed loans from the Central Liquidity Facility (CLF) and the
National Credit Union Share Insurance Fund (NCUSIF). In either circumstance,
Section 704.7 sets forth specific limitations and responsibilities corporates must
adhere to when making loans to member credit unions and other borrowers.

Regulatory Requirements

Section 704.7(a) requires all corporates operate according to a lending policy which
addresses, at a minimum, the following items:

1. Loan types and limits;
2. Required documentation and collateral; and
3. Analysis and monitoring standards.

Loans granted by corporate credit unions to other credit unions are exempted by
Section 107a(c)(1)(B)(v) of the Federal Credit Union Act from the statutory and
regulatory requirements imposed on business loans. However, Section 704.7 of the
Regulations sets forth the following other limitations regarding corporate lending:
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1. Loans to Member Credit Unions - Section 704.7(c)(1). The maximum aggregate
amount in unsecured loans and lines of credit to any one member credit union,
excluding pass-through and guaranteed loans from the CLF and the NCUSIF,
shall not exceed 50 percent of capital. The maximum aggregate amount in
secured loans and lines of credit to any one member credit union, excluding those
secured by shares or marketable securities and member reverse repurchase
transactions, must not exceed 100 percent of capital.

2. Loans to Non-Member Credit Unions - Section 704.7(d)(1). A loan to a credit
union that is not a member of the corporate, other than through a loan
participation with another corporate, is only permissible if the loan is for an
overdraft related to the providing of correspondent services pursuant to Section
704.12. Generally, such a loan would have a maturity of only one business day.

3. Loans to members that are not credit unions - Section 704.7(c)(3). The aggregate
amount of loans and lines of credit to one member, other than a credit union or
corporate CUSO, shall not exceed 15 percent of the corporate’s capital plus
pledged shares. Any loan or line of credit made to a member, other than a credit
union or a corporate CUSO, unless exempted by Section 723.1(b), must be made
in compliance with Part 723 of Regulations, which governs member business
loans, unless such loan or line of credit is fully guaranteed by a credit union, or
fully secured by U.S. Treasury or agency securities. Those guaranteed or secured
loans must comply with the aggregate limits of Section 723.16, but are exempt
from other requirements of Part 723.

4. Loans to Corporate CUSOs - Sections 704.7(c)(2), (d)(2), and (e)(2). Loans to
corporate CUSOs, whether members or nonmembers, are governed by Section
704.11. The aggregate of all investments in and loans (including lines of credit)
to member and non-member corporate CUSOs cannot exceed 30 percent of the
corporate’s capital. However, a corporate may loan to corporate CUSOs an
additional 15 percent of capital if collateralized by assets in which the corporate
has perfected a secured interest under state law. (See Section 704.11(b)). Note that
while NCUA’s Rules and Regulations Section 704.7(e)(2) states that corporate
CUSOs are not subject to Part 723 of regulations, this statement is made relative
to loan limitations in Part 723, which are superseded by limits imposed by Section
704.11. Loans to corporate CUSOs are still subject to the due diligence
requirements imposed on business loans by Section 704.11(c), which incorporate
selected subsections of Part 723 by reference.
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5. Participation Loans with Other Corporates - Section 704.7(f). Corporates may
enter into loan participations with other corporates, contingent that each corporate
retains at least 5 percent interest in the face value of the loan. A master
participation loan agreement must be in place before the purchase or sale of the
participation, and each participating corporate must exercise the same due
diligence as if it were the originating corporate credit union. Corporates are
allowed to participate in loans with natural person credit unions, but only if they
have been approved for Part VV Expanded Authority, or have requested and
received a waiver permitting this activity. The limits established by the OCCU
Director will govern this activity, and can be determined from the approval
paperwork.

6. An analysis of the financial and operational soundness of the borrower, and the
borrower’s ability to repay, must be performed prior to loan approval. A
corporate may assess prepayment penalties, if these are called for by the loan
contract. When loans are issued to a corporate’s natural person members, all
consumer lending regulations will apply.

Types of Corporate Lending

Corporates offer a variety of loan products to their membership, including, but not
limited to: overnight settlement loans, term loans, and secured and unsecured line of
credit loans. While underwriting procedures and limitations may differ for each
individual type of loan product, in all instances it is imperative that loan policies,
practices, and personnel are effective in managing credit and liquidity risks.

CLF Loans

Corporates act as agents of the CLF through U.S. Central Credit Union. In this
capacity member credit unions can gain access to a stable source of liquidity without
the need to make a direct investment in CLF stock. CLF loans are primarily liquidity
loans, and by law cannot be used to expand the investment and loan portfolios of the
member credit unions. Any loans made as an agent of the CLF must meet the CLF’s
lending criteria. The corporate should maintain appropriate documentation
evidencing the fact the loan has been authorized and guaranteed by the CLF, and these
lending criteria have been met.
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NCUSIF Guaranteed Loans

In certain situations loans may be disbursed with guarantees from the NCUSIF. This
generally occurs when a natural person credit union is being liquidated or is subject to
some other administrative type action. In any event, NCUA will guarantee repayment
of the loan to the corporate. The corporate should maintain the appropriate
documentation on file to evidence the loan guarantee.

Settlement Loans and Short-Term Liquidity Loans

The most common types of loans offered by corporates are settlement loans, short-
term liquidity loans, and reverse repurchase loans. Term financing is less common,
but term loans are a product most corporates offer.

Normally, corporates will extend settlement lines of credit based upon the member’s
asset size, anticipated needs, and ability to repay (i.e. financial strength). The line of
credit will normally be used for both settlement and short-term funding shortages.
The line may be “committed” (guaranteed) or “advised.” A committed line of credit
is always available to the member, while an advised line of credit is available at the
discretion of the lender (corporate) at the time of the request. Most lines of credit are
typically advised because of the fees associated with obtaining a committed line.
Normally, revolving lines of credit requiring no advance notice by the borrower will
carry a higher rate of interest than a credit line where advances must be requested and
approved. This is indicative of the fact the lender (corporate) will have the ability to
decline the advised loan advance if, at the time of the request, a financial review
indicates the borrower’s financial condition has deteriorated to the point where ability
to repay is in question.

The decision to discontinue a member’s settlement funding can have material
financial and reputation repercussions to the corporate, the member credit union, and
natural person members of the member credit union involved. A corporate should
have preexisting procedures in place which address how to proceed with the
settlement funding process when a member credit union has overdrawn its settlement
line or otherwise presents increasing levels of credit risk. Such procedures should
address offset of the loan balance by the member’s other deposit accounts at the
corporate, requirements for additional loan collateral, and involvement of alternative
funding resources, such as investment repurchase arrangements and the CLF.

Short-term credit line loans may be secured or unsecured. Normally, secured lines
will be priced at a lower rate of interest than unsecured lines.
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When evaluating the ability to repay a settlement or short-term line of credit
obligation, the major evaluation criteria should be the strength of the borrower’s
balance sheet and ability to generate funds inflows and/or convert assets to meet cash
flow needs. Normally, these loans will be repaid via the settlement of cash letters and
ACH deposits in transit, as well as normal cash flows received from loan
amortizations and maturing investment balances. Therefore, liquidity of the
members’ receivables is crucial to the satisfaction of the obligation. In most instances
settlement loans should carry a maturity of one day, while short-term line of credit
loans normally should be retired within 12 months of the initial advance. Settlement
and line of credit balances that remain outstanding for periods longer than those stated
could indicate serious funds management deficiencies on the part of the borrower, or
a misuse of the proceeds of the advance (i.e. using line of credit loans to fund long
term consumer and real estate lending).

Reverse Repurchase Agreements

Corporates often enter into repurchase agreements with member credit unions where
investments are “purchased” from members in order to provide the members with
short-term cash funding. These repurchase transactions are accounted for in a manner
very similar to a secured loan. In a typical repurchase transaction the corporate will
extend a loan advance to the member credit union. The loan is “secured” by
investment securities owned by the member credit union.

The corporate receives a “fee” which is represented as the difference between the
agreed upon price of the securities as of the day of the settlement date of the
transaction and the agreed upon future repurchase price. Normally, a margin of at
least 102 is required to adequately secure this type of lending transaction; however,
this margin requirement should be increased if the securities taken as collateral
exhibit high volatility or price risk. It is imperative the corporate have appropriate
internal controls in place to determine the market value of collateral on a daily basis,
and the collateral obtained is a legal investment for corporate credit unions pursuant
to Section 704.5.

Term Loans

Term loans are normally used to fund long-term capital expenditures or product
offerings for member credit unions and affiliated organizations. The repayment of
term financing is heavily dependent upon the long-term financial strength of the
borrower; therefore, the lender should not only focus upon the ability of the borrower
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to generate a short-term cash flow, but also review long-term earnings capability.
Normally, term loan advances will be secured with specific fixed assets, investment
securities, or loan receivables. The effective securitization, valuation, and monitoring
of these assets is crucial in managing credit risk on a term loan advance.

Participation Loans

Participation lending is allowed under Section 704.7. Loan participation between
corporates is increasing in frequency as corporates try to meet industry liquidity
needs.

If a corporate is participating with other corporates, the examiner should ensure
compliance with all the requirements of Section 704.7(f), and the same due diligence
was required on the participation loan is required on all other loans originated by the
corporate. The examiner should review the file, including the credit analysis process,
security agreements, and participation agreement. If there is extensive activity in this
area, the examiner should review a loan sampling of sufficient size and scope to
determine the adequacy of the corporate’s practices and procedures for each type of
loan participation being entertained, and the level of risk each presents.

If the corporate has expanded authorities through Part V of the corporate rule or via a
loan participation waiver, the examiner must ensure the corporate is complying with
the terms of the expanded authorities or waiver. Additionally, the examiner must
ensure the corporate has adequate policies, procedures, and practices to monitor and
control credit risk based upon the type of collateral pledged.

Lending Risk Assessment

Since loans typically comprise a small percentage of a corporate’s total assets, the
extent of review of individual loan files will be determined by the EIC. The main
focus of the loan review is to determine if the corporate has detailed policies and
procedures for all types of loans offered, and they are being followed in actual
practice.

If information developed during the review of policies and procedures reveals a
serious problem, the examiner has the option of expanding the review of individual
loans as necessary to identify the extent of the problem and the corrective actions
required. Reasons for expanding or contracting the loan review will be discussed in
the Corporate Examiner Memorandum for Lending and in the confidential section of
the report. Regardless of the size of the loan review, serious problems will normally
require development of a Document of Resolution to resolve them.
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Written Lending Policies and Procedures

Section 704.7(a) requires that all corporates maintain written lending policies.
Written policies and procedures should be commensurate with the volume and
complexity of the corporate’s lending program.

The board-approved policies should establish general risk limitations and
authorizations regarding the corporate’s lending function. Policies should also be
specific as to collateral requirements, and procedures should be in place for valuing
collateral taken as security on loans. Written procedures should detail the corporate’s
loan underwriting, monitoring, and reporting practices.

The examiner should review all written policies and procedures to determine that they
adequately set forth restrictions, limitations, and appropriate internal controls over the
lending function. The examiner should determine that written policies and procedures
are periodically reviewed and revised as economic, competitive, and market changes
dictate. The written policies and procedures should provide for sound credit risk and
liquidity management, while also ensuring a competitive lending function for the
corporate.

In general, the examiner should determine that the written policies and procedures:

1. Identify the types of loan products the corporate will offer. The policies and
procedures should include the specific characteristics, limitations, and
underwriting requirements for each loan product (e.g. security requirements, cash
flow requirements, pricing).

2. Specify how the value of acceptable types of collateral (including for loan
participations) will be determined and subsequently monitored, and identify the
process needed to adequately perfect security interests in such collateral.

3. Identify the specific terms and maturities of different types of loan products.
Repayment terms should ensure amortization of loans sufficient to meet the
funding needs of the corporate. Repayment terms should also be related to any
expected declines in collateral value, and the overall cash flows of the borrower.

4. Require that all loan terms be set in a written lending agreement between the
corporate and the borrower, which, for loans other than lines of credit, should be
sufficient to retire a note within 15 years.
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5. Contain loan pricing strategies that comply with statutory interest rate limitations.

6. Identify management and staff members responsible for underwriting loan
requests, and their approval authorizations.

7. Are consistent with the corporate’s ALM and funds management objectives.
Examiner staff should determine loans are being advanced with the profitability
and liquidity needs of the corporate in mind.

8. Identify specific guidelines by which the borrower’s credit worthiness will be
assessed. This will include a listing of key financial ratios that will be evaluated.
Policies and procedures need to specifically identify thresholds of acceptable
financial and statistical data and trends.

9. Provide for periodic compliance reviews independent of the lending function. A
periodic compliance review or audit of the lending policies and practices should
be required in order to determine the effectiveness of the policies and procedures,
as well as lending staff’s adherence to the policy requirements and objectives.
This requirement may be found in internal audit or other policies, if not specified
in the lending policy.

10. Establish requirements for identifying delinquent loans, loan classifications, and
“watch list” preparation and maintenance.

Loan Underwriting Procedures and Documentation

The corporate should make an assessment of the financial and capital strength of the
borrower. Adequate procedures must also be in place to securitize and value assets
taken as collateral on loans so they may be converted to appropriate cash flow in the
event of a default.

The examiner must ascertain the corporate has performed the appropriate due
diligence to determine the ability of the borrower to repay the debt, and the analysis is
periodically updated throughout the life of the loan or line of credit.

As part of the lending review, the examiner should determine corporate management
is taking adequate measures to continually assess the borrower’s financial strength.
The ability of loan officers to determine the financial strength of prospective
borrowers is crucial in managing credit, interest rate, and liquidity risk on both
secured and unsecured lending transactions.
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Financial Analysis

The examiner should determine the loan officers are performing and documenting a
sound financial analysis of borrowers. Financial ratios that may be used to determine
the solvency, earnings potential, and liquidity of potential borrowers include, but are
not limited to:

Solvency Ratios:

1. Capital/Total Assets;
2. Net Capital/Total Assets; and
3. Debt/Capital.

Earnings Ratios:

Net Income/Average Assets;
Operating Expenses/Average Assets;
Net Interest Margin/Average Assets;
Fee Income/Operating Expenses; and
Net Loan Losses/Average Loans.

RN -

Credit Quality Ratios:

1. Delinquency/Total Loans;
2. Charge-offs/Total Loans; and
3. Loan Growth Ratios.

Liquidity Ratios:

Current Assets/Current Liabilities;
Delinquent Loans/Total Loans;
Long Term Assets/Total Assets; and
Share and Loan Growth Ratios.

M owbde

The examiner should determine the corporate is using proper financial analysis tools
to evaluate specific types of loans. When evaluating a long-term secured loan, the
loan officer must determine the member demonstrates adequate capital and long-term
earnings ability. In addition, current and future value of collateral taken as security
must be evaluated. The ability to convert collateral to cash must also be verified by
the loan officer.
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The examiner should determine the loan officer initially evaluated at least three years
of the borrower’s financial performance to estimate the credit union’s or affiliated
organization’s financial strength and liquidity. This analysis should be updated
periodically throughout the life of the loan (please refer to Ongoing Monitoring,
below).

The examiner should ascertain the corporate has knowledge of the capabilities of the
borrower’s management team, and therefore, may be able to make subjective
assessment of their skills in managing the financing of the credit union’s assets. Any
assessment should be detailed in the loan officer’s credit review. Financial ratio and
credit analysis should be undertaken on, at least, an annual basis, with more frequent
reviews performed for active lines of credit, large concentrations, and “watch list”
loans.

Review of Independent Audit Reports

A valuable tool in assessing the financial condition and internal control structure of
the debtor is the independent audit report. Corporate loan policies should require a
copy of each borrower’s independent audit report, including any management letter,
be obtained on an annual basis. The audit may often disclose internal control,
management, and operational deficiencies that could be material in the decision to
grant credit.

Collateral Analysis

Corporates often extend loans to member credit unions and other affiliated
organizations that are secured by specific assets. In many cases corporates have
required that a “blanket” lien be placed on all the assets of a credit union entering into
a line of credit agreement with the corporate. When filing a blanket lien the corporate
does perfect a security interest. However, without also making a determination as to
specific assets to be secured, and determining lien position as to those assets, the
corporate may not be gaining much collateral value.

When an examiner is making a determination as to the validity of security interests, it
is important to ensure the corporate has practiced appropriate due diligence in
perfecting a security interest, and ensuring a first position on assets identified as
collateral. It is important to note the Federal Home Loan Bank will often require a
corporate to subordinate its lien position regarding real estate loans taken as collateral
in loan transactions previously consummated between the corporate and its member
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credit unions. If these aspects of collateralization cannot be confirmed, the loan
should be considered unsecured.

In instances when a blanket lien is filed out of “an abundance of caution” in
conjunction with a sound ability to repay on an unsecured transaction, the examiner
should not be overly critical of the corporate’s collateral interests. However, in
instances when collateral is deemed critical to reducing credit risk on the loan, the
examiner should determine the corporate has taken sufficient action to perfect a valid
security interest in the collateral, and determine the value of collateral is sufficient to
securitize the loan balance.

In most cases collateral on corporate loans falls into five different categories:

Member share deposits;

Members’ investment securities;

Commercial real estate;

Interests in member credit union loan portfolios; and
Other tangible assets.

RN -

In order to perfect valid security interests in each type of asset, specific steps must be
taken as to documentation, legal filings, and overall due diligence. The examiner may
need to become familiar with state filing requirements and procedures to ensure
security interests are properly perfected.

The three requirements for the creation of a security interest are stated in the Uniform
Commercial Code (UCC) Section 9-203. Once the following requirements are met,
the security interest attaches:

1. The collateral is in the possession of the secured party pursuant to agreement,
or the debtor has signed a security agreement that contains a description of the
collateral;

2. Value has been given to the debtor; and

3. The debtor has rights to the collateral.

Thus, unless collateral is in the possession of the secured party, there must be a
written security agreement that describes the collateral. The description need not be
very specific or detailed as long as it reasonably identifies the collateral. It is most
important the creditor files appropriate documentation with applicable state
authorities, and a lien search is performed to determine no other creditors have prior
interest in the assets secured. The examiner may need to consult state laws regarding
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the perfection of security interests, determining the corporate has adequately secured
its position in any assets collateralizing a loan. The corporate should maintain a
written legal opinion regarding the legality of all forms used . The opinion should
provide assurance the corporate’s procedures for securing interests in collateral
whether it be deposits, investment securities, real estate, loans, or other tangible
assets, are adequate and legally binding.

In the instance where a loan is secured by shares deposited in the corporate, the
perfection of the security interest is achieved via the security agreement entered into
with the member and the Statutory Lien Provisions set forth in the Federal Credit
Union Act. The corporate’s possession of the cash accounts provides a “perfected”
interest in the accounts according to the UCC provisions listed above.

In the event a corporate extends credit secured by cash not on deposit at the corporate,
a lien search is recommended, and a UCC-1 filed with the appropriate state authorities
identifying the cash accounts that are being encumbered as security on the loan. It is
also recommended the institution holding the deposit acknowledge the corporate’s
interest in the collateral.

Ongoing Credit Review

A credit review should not end with the review of the initial credit application.
Corporates issue commercial credit, repayment of which is heavily dependent upon
the borrower’s ability to maintain financial strength through changing economic and
competitive conditions. The examiner should determine the corporate’s lending
policies and practices provide an effective program of ongoing credit analysis of
borrowing members and affiliates.

Credit reviews, including an evaluation of financial, statistical, and organizational
information, should be completed for each borrowing institution on at least an annual
basis. More frequent reviews should be initiated depending upon the type of credit
issued, fluctuation in value of collateral, amount of dollars outstanding, frequency of
advances on credit lines, and the financial condition of the borrower.

All credit reviews should be documented, and evidenced by a loan officer’s written
assessment as to the financial and operational stability of the debtor. Many corporates
enlist the services of third party data aggregators who compile various ratios based on
NCUA 5300 Call Report information. Such analytical information can have value,
but, standing alone, it is not sufficient to establish the corporate’s due diligence. The
credit review must establish the scope of the analysis, and loan officers should
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Examination
Objectives

document in narrative format the rationale behind conclusions for increasing,
decreasing, or merely maintaining an open credit line. If the examiner deems initial
and ongoing credit reviews do not adequately verify the debtor’s financial condition
and ability to repay, then a finding and record of action should be provided in order to
facilitate corrective action.

The objectives for reviewing a corporate’s lending program are as follows:

Determine the degree of credit risk exposure inherent within the corporate’s
lending program, in relation to its capital position.

Determine the adequacy of policies, practices, procedures, and controls regarding
loan portfolio management, in relation to current market and economic conditions.

Determine if corporate staff is processing loans within policies and procedures.
Determine compliance with applicable laws, rulings, and regulations.

Determine if members are treated equitably during the implementation of the
corporate’s lending policies, practices, and procedures.

Determine if timely corrective actions are initiated when policies, practices,
procedures, or controls are deficient, or when violations of laws or regulations are

noted.

Determine if the corporate is complying with its loan participation authorities.
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Examination See Corporate Examination Procedures - Loan Review (OCCU 203P).
Procedures

Examination

: s See Corporate Examination Questionnaire - Loan Review (OCCU 203Q).
Questionnaire

References 1. Commercial Bank Examination Manual, Board of Governors of the Federal
Reserve

2. Regulatory Handbook, Thrift Activities, Office of Thrift Supervision
3. Examiner’s Guide, National Credit Union Administration

4. Comptroller’s Handbook for National Examiners
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CAPITAL

Introduction

Capital analysis is the primary method of determining the strength, not
only of an individual corporate credit union (corporate), but also of the
corporate credit union system (System). Capital levels must meet
minimum regulatory requirements, but more importantly take into
account the risk assumed by a corporate both on and off its balance
sheet. Examiners and corporate management must realize that the
capital regulatory requirements represent just a floor; the real goal is to
accumulate adequate capital to protect the corporate from market and
operational risks.

Section 704.3 requires that corporates maintain minimum capital
levels. It also requires NCUA to evaluate, and possibly take action
against any corporate which does not have adequate capital.

Capital is the quantitative culmination of management’s efforts to
develop and implement policies, procedures, and practices which result
in a balance sheet that provides a reasonable return to members and
protection against risk.

This chapter offers guidance for ascertaining whether a corporate has

adequate policies, procedures, and practices to maintain a sufficient
capital level.

Purpose of Capital
Capital performs a variety of functions.

Promotes Credit Union Member and Public Confidence

Capital provides a measure of assurance to natural person credit unions
that a corporate will continue to honor its obligations and provide
financial services. Confidence in the corporate then will be transferred
to confidence in the entire credit union industry, by credit union
members, the public and legislative leaders.

Supports the Type, Volume, and Character of the Business Conducted
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The amount of capital necessary to protect a corporate depends, not
only on the type of transactions in which it engages, but also the
volume and character (the way business is conducted) of the
transactions. The key is to evaluate the total risk to capital.

Provide for the Possibility of Inherent Losses

Capital will allow a corporate to continue as a “going concern” during
periods when it experiences operating losses, declines in asset values,
or other adverse financial results.

Control Excessive Growth

A corporate must continuously evaluate the size of its balance sheet to
determine it operates within its capital limitations. Thus, it promotes
prudent growth and restrains uncontrolled expansion of assets.

Provides Protection for Depositors, Investors, Creditors, and the
NCUSIF

Corporate management has a fiduciary obligation to protect its
depositors, investors, and creditors from losses. The building of
capital not only acts as a cushion for those parties, but also the
National Credit Union Share Insurance Fund (NCUSIF).

Increasing retained earnings has been a primary goal of regulatory
initiatives for a decade. There is a very important distinction between
internally generated capital, retained earnings, and other types of
capital accounts. An adequate level of internally generated capital is
essential to avoid erosion of member confidence in the event losses
occur. NCUA believes an earnings retention requirement is the
appropriate means of ensuring a minimal level of retained earnings on
an ongoing basis.

The inclusion in 1998 of paid-in capital (PIC) as an alternative form of
capital expanded corporates’ options for raising additional capital.
This concept was brought to fruition when well capitalized natural
person credit unions indicated a willingness to commit a portion of
their equity to support the System.
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It was intended PIC, because of its implicit high cost, would be used
by corporates as a bridge during short periods when they needed to
increase capital adequacy. When that need diminishes, it is expected
corporates would call in these high cost funds. The corporate rule
facilitates this process.

Due to PIC’s inherent risks to investors and attendant cost to the
issuer, it is anticipated most corporates would use these instruments as
a last resort to achieve specific goals, or during periods of
unanticipated rapid growth. Corporates which plan to use PIC for long
periods should adequately address this in their capital and strategic
plans.

Definitions

Section 704.2 defines capital and other terms necessary to determine
the make-up of capital.

Capital

Capital is the sum of a corporate credit union’s retained earnings, paid-
in capital, and membership capital.

Retained Earnings

Retained earnings includes the total of the corporate’s undivided
earnings, reserves, and any other appropriations designated by
management or regulatory authorities. Retained earnings does not
include the allowance for loan and lease losses account, accumulated
unrealized gains and losses (UGL) on available for sale securities or
other comprehensive income items. Valuation allowances established
to meet full and fair disclosure requirements of Section 702.3 as well
as UGLs are not included in retained earnings since they may distort
capital levels and ratios during periods of steeply rising or falling
interest rates.

Paid-In Capital
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There are two types of paid-in capital authorized by Part 704: member
paid-in capital and non member paid-in capital. Member paid-in
capital is held by the corporate credit union’s members. The following
conditions apply to this obligation:

1. perpetual, non-cumulative dividend accounts;

2. aprohibition against a corporate from requiring membership,
services, or prices of services as a condition for purchasing the
instrument;

3. callable on a pro-rata basis across an issuance class only at the
option of the corporate and only if the corporate meets its
minimum level of required capital and Net Economic Value
(NEV) ratios after the funds are called; and

4. the disclosure of the terms and conditions of the instrument when
it is purchased.

Non member paid-in capital is sold on the market in accordance with
conditions set by NCUA on a case-by-case basis.

Paid-in capital, regardless of the type, is

1. available to cover losses that exceed reserves and undivided
earnings;

2. not insured by the NCUSIF or any other share or deposit insurers;
and

3. callable only at the option of the corporate and only if the corporate
meets its minimum level of required capital and NEV ratios after
the funds are called.
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Membership Capital

Membership capital is funds contributed by corporate members which:

1. May be issued as term certificates or as an adjusted balance

account. Adjusted balance accounts may be adjusted based upon a
measure that is established and disclosed by the corporate at the
time the account is open. For instance, the required membership
capital as of December 31 each year may be a percentage of a
credit union’s assets as of the preceding September 30. The
percentage may change from year to year based upon a corporate’s
needs. Any reduction in the amount of the membership capital will
not be considered a withdrawal if it occurs in conjunction with the
periodic adjustment to all membership capital.

Have a three-year minimum withdrawal notification. Upon written
notice of intent to withdraw membership capital, the balance of the
account is frozen until the conclusion of the notice period, whether
the account is a term certificate or an adjusted balance account. If
the membership capital is in the form of an adjusted balance
account, the frozen account may not be adjusted either up or down
on the adjustment date. It remains the same until the end of the
notice period. When notice is given, the amount of the account
that can be considered membership capital (and thus a part of
capital) must be reduced by a constant monthly amortization of the
account until it is fully amortized at the end of the notice period.

Require disclosure of the terms and conditions to the recorded
owner at the time the membership capital is issued and, at least,
annually thereafter.

. Are available to cover losses that exceed reserves and undivided

earnings and paid-in capital. The full balance of membership
capital, including the amortized portion, is available to absorb
losses until the funds are released by the corporate at the end of the
notice period.

. Are not insured by NCUA or any other share or deposit insurers.

Cannot be pledged against borrowings.
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7. May be sold to other members within the corporate’s field of
membership, subject to the corporate’s approval.

Order of Payout

In the event of a corporate’s liquidation, losses will be absorbed in the
following order: current earnings, valuation allowances, undivided
earnings, reserves, paid-in capital, membership capital, uninsured
share obligations, NCUSIF, and liabilities.

Capital Ratio

The capital ratio is computed by dividing the corporate’s capital by its
moving daily average net assets (DANA). This is the ratio used in
determining if base and base plus corporates are meeting the capital
requirements of Section 704.3 (d); Part | corporates, Appendix B, Part
I (¢)(1),(2) and (3); and Part 1l corporates, Appendix B, Part 11 (c) (1),
(2) and (3). Itis also utilized for establishing concentration limits
contained in Section 704.6(c), Credit Risk Management, Appendix B,
Part 1(b) and (d); Appendix B, Part Il (a)(1), (b) and (d); Appendix B,
Part Il (b) (4) and (5); and Appendix B, Part V (a) as well as limiting
changes in the NEV contained in Appendix B, Part I(c) (2) and (3) and
Appendix B, Part I1( ¢) (2) and (3).

Core Capital Ratio

The core capital ratio differs from the capital ratio in that it is
computed by dividing the corporate’s retained earnings (consistent
with the definition of retained earnings on page 204-3, which does not
include valuation allowances or UGL) and paid-in capital, if any, by its
moving DANA. The core capital ratio does not include membership
capital. This distinction was made to encourage corporates to build
retained earnings and to limit risk to these accounts. The core capital
ratio is considered when determining the earnings retention factor in
conjunction with the calculation of earnings retention amounts.
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Retained Earnings Ratio and Earnings Retention Requirement

The retained earnings ratio is computed by dividing the corporate’s
retained earnings by its moving DANA. A corporate must increase
retained earnings if the prior month-end retained earnings ratio is less
than 2 percent. Earnings retention requirements are contained in
Section 704.3(i) and Section 704.19(b) for corporates and wholesale
corporates, respectively.

Capital Requirements

All corporates operating as base or base plus must have 4 percent
capital. Those operating under Part | or Part Il authorities must have
between 4 and 6 percent capital depending on the NEV volatility
threshold established by the corporate.

Evaluating Capital Adequacy

Capital planning by corporates and regulatory analysis should include
careful consideration of qualitative, as well as quantitative factors that
may affect capital adequacy. Capital adequacy cannot be determined
solely on the basis of a numeric formula or standard. Regulatory
minimum requirements are not a proxy for analysis of the adequacy of
an institution’s capital position.

Risk Management - Qualitative Factors
The following factors should be viewed in conjunction with an overall
analysis and understanding of a corporate, as well as the financial

institution in general. The list is by no means all-inclusive.

Quality of Management

The quality, experience, depth, and sophistication of corporate
management and officials are key in evaluating capital adequacy.
Sound management entails developing procedures and practices,
including reporting and auditing systems, which implement safe and
sound policies. The corporate’s board of directors must ensure it has
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competent managers. The board of directors and management should
work together as a team, but they also must understand their distinct
roles and responsibilities. The board ultimately remains responsible
for the conduct of the corporate’s affairs and provides independent
checks and balances over management. Section 704.4 provides
guidance to the board of directors on a wide range of areas for which
the board of directors is responsible.

Inefficient or lax operations are costly. Shortcomings in systems,
procedures, and controls expose corporates to losses through fraud,

employee error, or miscalculation.

Capital Planning

Section 704.3(a) requires a corporate’s board of directors to develop
and ensure that written short- and long-term capital goals, objectives,
and strategies are implemented. The combination of these should
provide for building capital consistent with Part 704 and maintaining
sufficient capital to support current and future risk exposures arising
from the corporate’s activities. The regulation also requires the
periodic review and reassessment of the corporate’s capital position.

Capital planning is a key aspect of managing a successful corporate.
The board of directors, in conjunction with management and staff,
should attempt to anticipate capital needs as well as maintain an
adequate capital position. Although Part 704 stipulates minimum
capital levels, management should not manage capital to the
regulation. Rather, the board should target a minimum capital level
consistent with its risk profile and future plans. Corporates
undertaking significant expansion or exposed to high or unusual levels
of risk are expected to maintain capital well above the minimum ratios.

Good capital planning is dynamic. The board of directors as well as
management should be involved in formulating plans for the growth,
mix, concentration, and effective management of assets and liabilities.
A good plan sets forth specific strategies by which management
intends to achieve established goals. Long- and short-term strategies
should be developed. Long-term strategies should address the
corporate’s overall business plans including services intended for
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members. Strategies that may need to be used to increase capital
and/or capital ratios (including NEV) are:

1. changing the mix of assets and liabilities to reduce the risk to asset
portfolios;

2. reducing or slowing asset growth;

3. increasing earnings retention by changing the liability or deposit
mix to reduce dividend payments;

4. streamlining operations or otherwise reducing the cost of
operations; and

5. issuing paid-in or membership capital.

Funds Management

Section 704.8 provides the corporate with guidance in establishing
effective asset-liability management policies. It is considered the core
of sound planning and financial management and includes the
supervision of the corporate’s liquidity and interest rate sensitivity.
Each corporate should have procedures minimizing the possibility of
liquidity risk resulting in forced asset sales or interest rate risk
resulting from asset maturities mismatched with source fund
maturities. Policies and practices must include guidelines addressing
off-balance sheet accounts if they exist.

Earnings Performance

The degree of profitability is a fundamental component of capital
analysis, as it is a key indicator of the extent to which earnings can be
relied upon as a source of new capital. Good earnings performance
enables a corporate to remain competitive and even expand its
operations. Included in that analysis is the payment of dividends.
Dividends which are excessive can cause unnecessary growth which
may reduce a corporate’s capital position.

Credit Risk

Section 704.6 provides the corporate guidance in establishing policies
that monitor and control credit risk in the corporate’s various asset
portfolios. Credit risk exists in a corporate’s loan portfolio to
members (although generally representing a small portion of overall
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assets) and its investment portfolio. Corporates that have Parts I, 1l, or
[11 authorities generally can expand their capabilities to invest in
instruments which have varying levels of credit risk.

The overall diversification in asset composition must be considered in
determining capital adequacy. Likewise, the level of non-performing
loans, securities ratings, and market value of securities are indicators
of asset quality. Specific consideration should be given to the future
effect on capital of continuing asset quality problems and the
effectiveness of portfolio management.

Balance Sheet Diversification

The amount of capital required is a function of the risks associated
with the composition and mix of assets and liabilities. Generally, a
greater degree of asset and liability concentrations increases the need
for capital. On- and off-balance sheet assets should be reviewed for
concentrations in industries, product lines, customer types, and funding
sources, as they apply to the corporate’s strategic plan and its
components.

Asset Growth

Growth in assets should be supported by growth in capital. Asset
growth that outpaces the ability to maintain a sufficient level of capital
is unsafe and unsound; however, determining the point and degree
when growth negatively impacts capital is a more difficult task.

Traditionally, corporates have grown and contracted in response to the
credit union industry’s growth patterns. In the past, corporates were
not concerned with the ratio of capital to assets, but relied on
improving trends in the dollar amount of capital. Corporates are now
looking for alternatives which enable them to meet their member needs
without negatively impacting on their capital ratios. Examiners can
expect corporates to utilize off-balance sheet transactions and CUSO
operations as tools to control asset growth and thus the capital ratio.

Another method corporates may use to increase capital during periods
of rapid growth will be membership capital and paid-in capital. While
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both are acceptable means to increase capital, an overall strategy for
using each is a necessary element in capital adequacy.

Off-Balance Sheet Activities

Off-balance sheet activities should be examined to determine risk
exposure and risk concentrations. Each source of risk must be viewed
in light of its contribution to portfolio risk and the ability of
management to administer it. It is important for management to be
aware of these sources of risk, including the corporate’s credit risk
exposure under recourse obligations. Management must implement
controls and procedures to identify, monitor, and manage the
corresponding risks. Major off-balance sheet risks include credit,
interest rate, and market risks, as well as pending litigation.

Field of Membership and Provided Services

The size and composition of a corporate’s field of membership,
combined with the philosophy of management are major contributors
to the services provided to members. Some corporates which are
limited in size are unable to provide some services to their members.
Others, which have size have decided not to provide certain services.
And others, without the size, still try to provide those services. The
decision on what services to provide members rests with the board of
directors.

In some institutions, services represent a significant portion of the
corporate’s income. The risks associated with services or the loss of
income associated with the services must be clearly identified and
addressed by the board of directors.

If services are provided through a CUSO, it should be capitalized
commensurate with the industry standards for the activity in which it is
engaged.

Financial Risk - Quantitative Factors
Financial ratio analysis should be used to supplement qualitative

analysis of capital adequacy. In many financial institutions, the review
of capital is often supplemented by comparing the ratio to peer groups
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or expanding the analysis to include a risk base capital standard. The
unique nature of corporates may make these analyses difficult.

There are fewer than 30 corporates ranging in size from several million
dollars to multi-billion dollars in assets; thus rendering a meaningful
corporate-wide peer comparison impractical. Additionally, corporates
vary significantly in the services they provide. The risk associated
with these services adds another barrier in developing meaningful peer
groups.

Corporates are primarily liquidity facilities. Their balance sheets are
structured to respond to the liquidity needs of their members. As such,
the balance sheets are generally comprised of short-term high quality
investments which traditionally have little credit risk. Reliance on a
risk based capital ratio as a forecaster of risk to corporates has proven
to be unreliable in the past and does not appear to be an effective tool
in the future.

Increasing leverage capital, while controlling the risk to a corporate’s
balance sheet by limiting changes to NEV and mitigating operational

risks, is the most reasonable method of addressing capital adequacy in
the System.

In lieu of comparing a corporate’s capital ratio to a peer group,
examiners, at the very minimum, should measure the empirical capital
level against the minimum levels required in the regulation. However,
it is more important to measure capital levels relative to the risk
inherent in a corporate’s balance sheet. This risk should be consistent
with the corporate’s own evaluation and be reflected in the goals the
board sets. Thus, the examiner must ensure capital goals which
corporates establish are adequate to meet these risks. This entails the
quantitative review discussed previously.

More discussion of capital and the means to evaluate it are contained
in the Empirical Capital Level and Capital Accumulation discussion
in Chapter 401.
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Additional Capital Requirement

Section 704.3(e) sets forth procedures by which the OCCU Director
may determine the minimum capital requirements for an individual
corporate are not appropriate. Examiners should be cognizant of any
“significant circumstances or events” which might warrant either an
increase or decrease in the capital levels established in the regulation.
Since any action to adjust a corporate’s minimum capital ratio must be
taken to the OCCU Director, examiners will have to clearly document
the case. Prior to taking any action to initiate a recommendation, the
examiner should thoroughly discuss the issues with the corporate field
supervisor and the OCCU Director.

Section 704.3(f) outlines the process by which a corporate must notify
the OCCU Director it has failed to meet its capital requirement.

Section 704.3(g) describes the conditions that must be contained in a
capital restoration plan submitted by a corporate.

Section 704.3(h) describes the process by which NCUA may direct a
corporate to increase a capital ratio which does not meet the
requirement of the regulation or take other actions to achieve adequate
capitalization.
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The objectives for reviewing capital adequacy are as follows:

1.

Determine that the risk inherent in the corporate’s balance sheet
and operations, as well as off-balance sheet operations, are
adequately supported by its capital position.

Determine that the corporate complies with the FCU Act, NCUA
Rules and Regulations, NCUA issued Capital Directives and
Generally Accepted Accounting Principles.

Determine if the corporate’s capital policies, procedures, and
practices, as well as internal controls are adequate to address the
risk.

Determine corporate management and officials are adhering to
established guidelines.

Evaluate the propriety and consistency of the corporate’s present
and planned level of capitalization policy, in the context of existing
conditions and future plans.

Initiate corrective action when necessary.

See Corporate Examination Procedures - Capital (OCCU 204P).

See Corporate Examination Questionnaire - Capital (OCCU 204Q).

NCUA Rules and Regulations, Part 704, Corporate Credit Unions
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ACCOUNTING AND FINANCIAL REPORTING

Introduction

The purpose of the accounting and financial reporting review is to
determine the corporate has appropriate processes in place to identify,
measure, monitor, report, and control risk from its accounting and
financial reporting activities.

Key issues surrounding these areas include: staff expertise/training, the
level of separation of duties and internal controls, timeliness, staff
turnover/cross-training, adequacy of policies/procedures, and the
integrity of the financial statements/reports.

An in-depth review of a corporate’s accounting and financial reporting
area will be the exception, rather than the rule during annual
examinations. This is primarily due to two factors as follows:

1. Corporates are required to have Certified Public Accounting (CPA)
opinion audits which typically have unqualified (except for the
classification of member shares as equity) opinions; and

2. Corporates have internal audit functions to address on-going
internal control and accountability deficiencies.

Corporates are required to maintain accurate accounting records and
financial reports based on Section 704.4(c)(4) of the NCUA Rules and
Regulations and sound business practices. Additionally, Section
704.4(c)(3) requires the board of directors of a corporate credit union
to ensure Generally Accepted Accounting Principles (GAAP) are
followed.

The following accounting and financial reporting areas will undergo
the most review during an examination:

1. Accounting and financial reporting policies, procedures, practices,
and internal controls;

2. Federal Reserve, U.S. Central FCU, and other cash account
reconciliation processes;

3. Suspense account reconciliation process; and
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4. 5310 reporting process.

A more extensive or expanded review of the accounting and financial
reporting area may be appropriate depending upon the circumstances
existing prior to and during each examination. To help determine if a
more extensive review is appropriate, examiners will complete the
Corporate Examination Questionnaire - Accounting and Financial
Reporting - OCCU 205Q.

EICs have the flexibility to reduce or expand the accounting and
financial reporting review as deemed necessary. However, if the
examination scope is changed subsequent to receiving the CFS’
approval, an EIC must justify why they plan to expand or reduce the
scope and obtain CFS approval.

OCCU staff must be cognizant of situations that could be conducive to
fraud and/or insider abuse. Examiners must determine adequate
segregation of duties and internal controls are in place. Internal
control weakness, poor documentation, improper internal audit
relationships, inaccurate 5310s, un-reconciled accounts, and out-of-
balance conditions are examples of significant accounting and
financial reporting deficiencies most likely requiring corrective action.
The degree and seriousness of these types of issues will help OCCU
staff determine whether they are treated as a Document of Resolution
(OCCU 102F) or Other Examiner’s Findings (OCCU 102G).

OCCU staff should not attempt to reconcile out-of-balance conditions.
These types of concerns should be brought to the attention of the CFS
prior to being discussed with corporate officials. OCCU staff should
determine why the condition exists, whether management has adequate
expertise/resources to resolve the problem, what steps will be taken to
resolve the problem, and when the problem will be resolved.

Cash and Federal Reserve Accounts

A corporate’s cash and Federal Reserve Bank accounts are one of the
most critical areas of the accounting and financial reporting review. It
is imperative for OCCU staff to verify the Federal Reserve Bank
account(s) are reconciled daily, adequate separation of duties exists,
reconciling items are researched and cleared in a timely manner by
corporate staff, and reconciliations are signed and dated by the
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reviewer and the preparer. To ensure this account is being properly
reconciled, reconciliations as of the effective and current date must be
reviewed. If the most current reconciliation has not been prepared for
the last two business days, management must provide a reasonable
explanation.

Examiners will perform a random sample review of the monthly cash
account reconciliations, in addition to reviewing the reconciliations for
the effective date of the examination. Related bank settlement and
suspense accounts must also be closely reviewed. Reconciliation items
should be traced to source documents along with any related
correspondence, as deemed necessary.

Examiners must also perform a review of any overdrafts occurring
with the Federal Reserve Bank during the examination period. If
overdrafts have occurred, the examiner should ensure appropriate
corrective action(s) has been taken by the corporate to minimize the
likelihood of future overdrafts. Corrective actions vary but normally
consist of policy and/or procedural changes, staff training, and/or
increasing the minimum Federal Reserve Bank account balance.

EXxpenses

Normally, losses associated with the use of corporate credit cards and
officials’ expenses would not represent a significant risk to a
corporate. However, if the examiner suspects or discovers abuses
and/or expenses are excessive a review should be performed. When
examining state chartered corporates, the EIC should coordinate the
review of these areas with the SSA. EICs have the latitude to expand
the review of the expense area as deemed necessary with the
concurrence of the CFS.

Corporates involved in any type of shared expense arrangements with
trade organizations or third parties will be reviewed for compliance
with Section 704.16. Services, facilities, or equipment shared with any
party must be supported by a written contract. Also, the contract must
include the duties and responsibilities of each party specified, and the
allocation of service fee/expenses must be fully supported and
documented. Corporate staff should ensure it is not paying excessive
fees by comparing fees charged to those of competitors in the
marketplace. If OCCU staff perceives a problem, the CFS will be
contacted prior to discussions with corporate management or the
board. The consultation will help OCCU staff reach a supportable
position regarding the extent of the problem, proper corrective action,
and how it will be reported within the context of the examination
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Examination
Objectives

report (Executive Summary, Document of Resolution, and/or
Supplementary Facts).

Investments

Investment accounting is discussed in Chapter 201 of the Guide. The
investment accounting review is normally performed by staff assigned
to review the corporate’s investment portfolio.

Future Dated ACH Transactions

For definition purposes, future-dated ACH transactions are debit
and/or credit entry notices received by corporates from the Federal
Reserve, which will post to a corporate’s Fed account within a few
days. The AICPA has concluded Generally Accepted Accounting
Principles (GAAP) do not specifically address the accounting
treatment of future-dated ACH transactions. In order to provide a
consistent approach to reporting financial information within the
corporate system, OCCU has instructed (Corporate Credit Union
Guidance Letter No. 2007-04) all corporates to not record future-dated
ACH transactions as assets and liabilities on financial statements for
both regulatory and 5310 reporting purposes. Corporates, however,
can report future-dated ACH transactions on their other external and
internal financial statements based on the advice of their CPAs.

During regular supervision and examinations of corporates, it should
be determined future-dated ACH transactions are reported as indicated
above. A corporate, which incorrectly reports these transactions, may
misstate their capital, NEV, and/or other financial ratios.

The objectives of the accounting and financial reporting review are to:

1. Determine policies, procedures, and internal controls for
safeguarding assets, liabilities, and equity are adequate;

2. Determine corporate personnel operate in conformance with
established policies, procedures, and internal controls;

3. Verify selected asset and liability account balances to ensure they
are valid and are properly recorded,;
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Examination
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4. Ensure cash and Federal Reserve Bank accounts are accurately
reconciled in a timely fashion and reconciling items are researched
and cleared in a timely manner;

5. Determine whether financial statements/reports generated by
corporate staff are materially accurate;

6. Determine if the corporate complies with the FCU Act, NCUA
Rules and Regulations, the Accounting Manual For Federal Credit

Unions, and Generally Accepted Accounting Principles; and

7. Initiate corrective actions when material deficiencies or violations
of policies, procedures, or internal controls are detected.

See Corporate Examination Procedures - Accounting and Financial
Reporting (OCCU 205P).

See Corporate Examination Questionnaire - Accounting and Financial
Reporting (OCCU205Q).
1. Federal Credit Union Act (Section 1756);

2. NCUA Rules and Regulations (Sections 704.3, 704.4, 704.15, and
704.16);

3. Accounting Manual for Federal Credit Unions;

4. NCUA Fraud Hotline - 1-800-827-9650 (703-518-6550
Washington, DC area);

5. Corporate Credit Union Guidance Letter No. 2007-04 Accounting
for Future Dated Automated Clearing House (ACH) Transactions;

and

6. Generally Accepted Accounting Principles.
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MANAGEMENT

Introduction The quality of management is critical to the success of a corporate.
Management consists of the board of directors (board), members of the
various committees, and senior operational and executive management
(senior management).

Together, the board and senior management are responsible for the
ongoing management of the corporate’s operations. Effective
management entails the following:

. Strategic planning—A process to ensure current decisions

consider the future operating environment, organizational
goals, and performance measures.

. Policy making—The act or process of setting and directing the

course of action to be pursued by an organization (e.g.,
government or business). Policies should be designed to
implement strategic planning decisions.

. Personnel administration—The selection and retention of

highly qualified management and staff. This includes
appropriate recruiting, compensation, training, and personnel
development activities.

. Control systems—The development or acquisition of systems

to control and monitor delegated duties.

Management information systems—The systems and
reporting methodology which are designed to ensure relevant
information is captured and delivered to decision-makers in a
timely manner.

Since all corporate operations are unique and vary in degree of
complexity, an examiner should not expect to find the same scope and
documentation supporting the management process at each institution.
However, there are minimum expectations at all institutions.

Board of The board has the ultimate responsibility for the corporate’s strategic

Directors direction, policies and procedures, and risk management process.
Recent trends have been toward a corporate governance structure
whereby the board only develops regulatory and high level board
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governance policies. The board may delegate development of some
operational policies to the corporate chief executive officer (CEO) and
oversight of operations to senior management, but it remains
responsible and liable for the consequences of unsound or imprudent
polices and practices.

In today’s environment, directors must have considerable knowledge
and devote sufficient time to oversee a corporate’s affairs. Although
directors are usually credit union managers, their experience in these
consumer financial organizations does not necessarily provide them
with the experience needed to direct a liquidity facility and service
organization such as a corporate. This can be true when the corporate
has expanded authorities and/or engages in complex operations. In
many cases, directors of corporate credit unions may need extensive
training in the corporate’s unique operations (i.e., complex
investments, derivatives, and ALM). The information provided by
management at board meetings may be extensive and complex.
However, the information should be summarized in such a way as to
provide directors with effective management tools. Directors must
dedicate a significant amount of effort to become familiar with the
subject matter.

Due to the emphasis placed on director duties, the evaluation of the
board’s effectiveness is an important examination function. When
appropriate, regulators may facilitate this evaluation by direct contact
with individual directors. The need to interview individual board
members would be an exception rather than the rule and must be
initiated by the examiner-in-charge (EIC). When this is done, it should
be common courtesy to advise the board chair of the chosen course of
action.

The determination of a board’s effectiveness is based on evidence from
various sources, including:

1. Review of written plans, policies, board and committee meeting
minutes, and supervisory-related correspondence;

2. Interviews with board members and management; and

3. Assessment of the timeliness of board actions to address
deficiencies and exceptions.
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The board of directors should take appropriate actions to maximize
strengths and to correct deficiencies discovered internally, or by
regulators or independent auditors. Efforts to supervise an institution
will be improved when the examiner correctly assesses the philosophy,
degree of involvement, and capabilities of the board. Further, the
performance of the board is often a useful indicator of future operating
results and may reveal the need to revise the corporate’s one-year
supervision plan.

General Considerations

There must be an adequate system of checks and balances between
senior management and the board. It is essential the board is promptly
and fully informed of serious problems within the corporate. If
directors are unaware of serious problems they will be unable to take
adequate and timely corrective action to address risk or prevent large
losses or even failure. Therefore, it is imperative management develop
appropriate information and management reporting systems.

Board members are ultimately responsible for ensuring the corporate
complies with all applicable laws, regulations, and rulings, as well as
maintaining the safety and soundness of the corporate. The board is
expected to exercise reasonable care and due diligence in carrying out
these duties.

If directors fail to perform their responsibilities in an appropriate
manner, they may be subject to various actions, including letters of
understanding and agreement, cease and desist orders, orders of
removal and prohibition, lawsuits by member, civil money penalties,
and suspicious activity report filings.

Problems in financial institutions are usually attributed to a
combination of the following items: self-dealing or other conflicts of
interest, unsafe and unsound practices carried out by employees or
management, unqualified management, lack of director participation,
domination by one director or officer, or a disregard for the regulatory
process. It is the responsibility of the board to prevent these situations
from occurring through the development of sound strategies, internal
controls, and policies.
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Duties and Responsibilities of Directors

Section 704.4, and applicable state laws and regulations, delineate the
duties and responsibilities of directors and limit certain types of
activities. Statute and common law also assign broad fiduciary
responsibilities to directors.

Assessing Board Performance

An assessment of board members’ abilities to fulfill their
responsibilities is essential. Although an assessment of the board is
primarily qualitative, the following general considerations can be
useful:

1. Focus analysis and discussion on the goal of continuous
improvement and strengthening of risk management practices;

2. Concentrate on issues rather than on personal criticism. A critique
of the board is a sensitive process that requires focusing on
problem solving, not fault finding. Except where criminal
violations might be cited, board member and/or employee names
should not be used in the examination report; and

3. Determine accountability. Board members should demonstrate
they are aware of and meeting their responsibilities.

Specific criteria should be considered in the examiner’s analysis of the
performance and effectiveness of the board. The directors should:

Operate independently from management;

Be informed of activities in which the institution is engaged;
Supervise activities by establishing policies, goals, and objectives;
Make strategic operating decisions;

Provide guidance for management;

Provide general business expertise;

Attest to reports of condition;

Maintain capital adequate for balance sheet and operational risks;
Avoid self-serving practices; and

10 Ensure the institution appropriately serves its members.
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Although examiners are involved in ensuring corporates appropriately
manage their risk activities, examiners do not manage their risk
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activities (i.e., this is the board’s responsibility). Except where safety
and soundness is at risk, examiners should refrain from expressing
personal preferences or views.

Board Minutes

Significant financial, operational, risk management and strategic issues
are discussed at the board and/or committee level, and should be
documented in the board and/or applicable committee minutes.
Minutes should be reviewed for:

1. Adequacy of reports. Reports submitted by senior management
should be thorough and accurate. They should cover all aspects of
the corporate’s operations including capital, financial performance,
and major operating reports. Reports should be provided in
advance, allowing board review prior to the meeting, leaving time
during the meetings for discussion;

2. Supervision of senior management’s activities. Minutes should
reflect the board’s discussion and approval of any major strategic
or operating decisions, as well as review and approval of all major
operating policies. The board should ascertain senior management
has developed procedures for all operational areas;

3. Attendance and participation by directors. Directors’ attendance is
usually outlined in the corporate’s bylaws. Additionally, a
corporate may have a board/committee attendance policy. Regular
attendance is the only way directors can fulfill their fiduciary
responsibilities. Minutes should also identify members who
actively participate in discussions. Another indication of board
involvement is participation on committees;

4. Evaluations of performance of executive management. Minutes
should reflect review of senior management’s performance and
compensation package determinations. Note: This may occur in
executive session and the examiner may have to request these
minutes separately; and

5. Senior management’s compliance with the board’s directives.
Systems should be in place to ensure senior management’s actions
conform to the policies and direction established by the board.
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Executive Management

One of the most important decisions of a board in exercising its
responsibilities is the selection of the corporate’s CEO. The board
should define in writing the CEO’s duties and responsibilities as well
as an adequate management succession plan. Additionally, the board
should establish an appropriate compensation package given the size
and complexity of the corporate and prevailing compensation for
similar positions.

Compensation

In determining the compensation of senior management, the board of
directors should consider the following:

1. The qualifications and experience of the individuals;

The compensation paid to other members of senior management;

3. The compensation paid to persons having similar duties and
responsibilities in other institutions;

4. The size and complexity of the corporate and its operations;

5. The financial condition, especially capital position and income
level, of the corporate; and

6. The value of the total compensation package provided to the
employee (e.g., automobiles, club memberships, retirement plans,
expense accounts, hospitalization and medical coverage, vacation,
holidays, sick leave, life insurance, deferred compensation, etc.).

N

A competitive compensation program is essential in the recruiting and
retention of highly qualified staff. The process for determining
compensation may be based on market surveys provided by third party
vendors or other sources. In any case, there must be an effective
process to ensure compensation remains competitive with the passage
of time and changes in the job markets.

Employment Contracts

Upon specific approval of the board of directors, a corporate may enter
into employment contracts with its senior management and/or other
employees. Contracts should clearly delineate performance standards
and compensation. They should clearly define what actions or
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conditions may result in the termination of the employee(s). The board
should review employment contracts and compensation arrangements,
including renewals and extensions, for senior management, annually
and shall document and justify its approval in the board minutes. This
is generally performed as part of the annual performance appraisal
process.

Sound Policies and Procedures

The directors must provide a clear framework of policies and
procedures within which the CEO is to operate and administer the
corporate’s affairs. At a minimum such policies and procedures
should cover all areas required by regulation, including but not limited
to investments, credit risk, asset-liability management, OFAC, BSA,
conflict of interests, and the Privacy Act. Other policies appropriate
for board development and approval are code of conduct, membership,
dividends, and personnel. The board may delegate approval of other
operating policies to the CEO.

Policies are established guidelines for a corporate’s activities based
upon its strategic direction. Procedures represent the methodology for
implementing an activity. Operating policies and procedures are
necessary to establish management’s strategy and to provide a basis for
gauging performance. Properly developed policies and procedures
generally result in effective and efficient operating performance.

The corporate’s policies and procedures should:

Be tailored to operations;

Exist for all major operational areas;

Provide direction for activities;

Establish operational guidelines; and

Promote controlled and efficient operating practices.

ok e

Management’s implementation of policies and procedures and
adherence to operating standards may be an indication of the
effectiveness of the board of directors. Positive indications of board
effectiveness include:

1. Knowledgeable key personnel;
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2. Clear strategic goals with established benchmarks for measuring
performance;

Current, up-to-date policies and procedures;

Annual policy and procedure reviews;

Established internal controls to ensure adherence to plans;
Operations achieve stated objectives;

Personnel actions conform with policies and procedures; and
Monitoring of critical financial and operational functions.

N O~

Strategic and Business Planning

Planning is an organized and continuous process of ensuring
projections of the future operating environment influence current
decisions. Planning can be divided into two classifications: strategic
(developing a strategy) and operational. Strategic planning focuses on
the long-term deployment of resources to achieve corporate goals.
Operational planning concentrates on short-term actions, which should
flow logically from the strategic plan and be revised periodically.

The board should review and revise the corporate’s strategic plan as
necessary. A common practice is to update the strategic plan every
three years.

Annually, the board is responsible for establishing a business plan that
documents major financial goals and objectives designed to achieve
the longer-term goals identified in the strategic plan. While
management may develop such policies at the board’s direction, the
directors must thoroughly review and give final approval to each
contemplated action. The board must also approve the budget and
ensure it is realistic (in relationship to the corporate’s operating
environment) and provides for adequate capital.

Board and Committee Reports

To provide adequate oversight of corporate operations, the board must
receive comprehensive, accurate financial and risk management
reports from senior management and applicable committees. Reliance
on only a few indicators such as benchmark financial statistics may
result in erroneous evaluations of the corporate’s condition. Key ratios
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are useful, but can be misleading without supplemental information or
adequate explanation. The examiner should confirm the directors are
receiving complete, understandable, and accurate reports for all
significant financial and operational areas.

Each regular board meeting should include a review of financial
reports. Directors should not simply accept questionable report figures
at face value, but should question and verify them when necessary.

Committees

To carry out its functions, the board of directors may appoint and
authorize committees to perform specific tasks and supervise certain
phases of operations. Utilization of a committee does not relieve the
board of its fundamental responsibilities. However, committees can
assist the board in operating a safe and sound institution.

Contracts

The board has several major responsibilities in the area of contracts.
Each contract must be legal and enforceable. Legal counsel should be
well informed on credit union related issues and review all material
corporate contracts. Once counsel reviews the contract, there should
be no need to review it again unless there has been a significant change
in a related law or the operations surrounding the contract. It is not
necessary for the examiner to recommend that a board review its
contracts periodically for legal purposes, unless changes in the law or
operations have occurred.

Contracts need not be reviewed for legal considerations, solely because
some or all of the board who signed the contract are no longer in
office. The fact the current board is not aware of the financial impact
on the corporate may be a reason for a board review, but not a legal
review.

The contract must be beneficial to the corporate. The board has
a fiduciary responsibility to protect the assets of the corporate.
It must establish policies and require procedures that address
the use, bidding, and awarding of contracts. Normally, a
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Senior
Management

board will require that all contracts, over a certain amount considered
to be reasonable, must go through the bidding and legal review
process. Additionally, the board may require its own approval of
contracts that commit the corporate to a significant level of expense.

Contracts that may require a bid or legal review include: employment
contracts, purchase of computer hardware and software, leases on
facilities and vehicles, insurance policies, and service contracts such as
for audits, special reports, and operational evaluations.

The board is responsible for setting the bidding criteria, including the
maximum amount of the contract. The contract need not be to the
lowest bidder, but if not, other criteria must be clearly established and
documented. The examiner should not take exception if the board has
established clear policies and followed those policies.

Management includes senior management such as the CEO, chief
financial officer, chief operations officer, chief risk officer, chief
investment officer, controller, and any persons including division
managers, who have the ability with or without explicit authority to
implement and interpret a corporate’s policies and procedures.

A major examination objective is to evaluate the quality and
effectiveness of senior management. The success or failure of
operations may relate directly to senior management. Senior
management develops operational procedures and strategies and makes
decisions within board policies, guidelines, and strategic plans.

In evaluating senior management’s performance, examiners should
consider the knowledge, skills, and abilities of the individuals, the
results of their decisions, and the institution’s regulatory compliance,
financial soundness, and the adequacy of risk management processes.
To assist examiners in this evaluation the following areas should be
reviewed:

1. Strategic planning;

2. Policy and procedural compliance;
3. Personnel administration;

4. Adequacy of internal controls;
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Planning

5. Investment review;

6. Asset-Liability Management;

7. Auditing;

8. Maintenance of management information systems; and
9. Loan review.

The major responsibilities of senior management are:

1. Proactive oversight of daily operations;

2. Developing procedures and processes to implement board policies
and objectives;

3. Providing the board with accurate and timely information;

4. Filling staff positions with qualified individuals;

5. Ensuring there is adequate depth of staff (backup personnel) for all
key areas;

6. Establishing sound and effective cross-training procedures; and

7. ldentifying, measuring, monitoring, reporting, and controlling risks.

As noted previously, planning can either be strategic or operational. In
either case, sound planning is fundamental to effective management
and is key to anticipating and dealing with change. Management and
the board should inventory the corporate’s resources, examine changes
in its operations, and determine its responses to those changes.
Planning should be dynamic, carefully monitored, and well supported.
Projections must periodically be revised as circumstances change and
when new strategies are formulated.

Planning requires the collection and coordination of large amounts of
information and the thoughtful efforts of all members of the
management team. Written plans help ensure the board, executive
officers, and all division managers share the same goals, objectives,
and strategies. A common, shared perception of future strategic
actions is critical to execution of a successful plan.

Examiners should note in the examination report management’s failure
to have a satisfactory planning process, to properly monitor and control
adherence to a plan, or to adjust existing plans or risk management
systems to address external factors such as economic cycles, interest
rates, capital markets, and event risk. Examiners also should be alert
for any deviations to strategic or operational plans that potentially may
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be detrimental to the corporate’s financial and/or risk management
soundness.

The Planning Process

As noted previously, strategic planning focuses upon the long-term,
vision, direction, and allocation of resources to achieve goals and
objectives. Operational planning, (e.g., the business plan),
concentrates on shorter-term actions designed to implement the goals
and strategies outlined in the strategic planning process. For an
effective planning process, the operational plans must flow logically
from the strategic plan.

The examiner must treat a corporate’s strategic, operational, and
business plans with maximum confidentiality. They contain sensitive
and proprietary information that directly affect the corporate’s market
position and financial condition.

Human Resource Management

Human resource management includes establishing procedures for
recruiting, selecting, promoting, replacing, appraising performance,
devising a compensation system, and selecting staff for further
development.

The following areas warrant attention in evaluating personnel
management, as they are important indicators of an institution’s
viability:

1. Well developed personnel policies and employee handbooks;
Detailed position descriptions and performance standards;
Carefully planned recruiting and proper screening, including
background checks, of new employees;

Appropriate training and cross-training;

Performance review and comparison to standards;

Salary and benefits administration; and

Employee turnover rates.

w N
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Conflicts of

Interest

Management Succession

The examiner should evaluate the corporate’s plans to maintain its
present and improve its future condition. This should include an
evaluation of the board and senior management’s efforts to provide for
succession of senior staff. The corporate should have an established
succession plan for each key member of management.

Senior management and the board must anticipate the organizational
knowledge, skills, and abilities needed to meet the corporate’s strategic
goals. Subsequently, internal staff may need to be developed and/or
staff possessing the necessary skills must be acquired from external
sources.

Response to Supervision

The examiner must determine an institution’s compliance with
findings and records of action. OCCU looks to management to
implement corrective actions in response to regulatory requirements as
well as safety and soundness issues. Management should establish
policies and procedures to ensure continuing compliance. Corrective
actions must be responsive to the cited weakness and implemented
within agreed upon timeframes. If management disagrees with areas
of concern and/or plans for corrective action, documentation
supporting this position should be developed and provided to NCUA
and the SSA (if applicable).

Avoidance of Conflicts of Interest

The phrase “conflict of interest” refers to any situation in which the
safety and soundness or an opportunity for a corporate is in conflict
with the personal interest of board members, committee members,
management, the credit unions represented by board or committee
members, or other persons with influence over the corporate’s policies,
procedures, and actions.
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Conflicts of interest (and even the appearance of such) can adversely
affect an institution’s profitability, reputation and undermine public
confidence in the corporate credit union system. A conflict could
cause a financial loss if the individual involved considers self-interest
and personal gain more important than the corporate’s interests.
Management has a fiduciary responsibility to avoid any conflicts of
interest or appearance of conflicts of interest (see Section 704.5(i)).

Policies should address areas in which conflicts of interest could arise,
including transactions involving the institution and parties related to
directors or officers. It should also address controls to avoid abuses
and establish procedures for dealing with policy violations. Some
corporates cover such issues in code of conduct policy but it may also
be covered in the personnel policy.

The examiner should comment on and specify appropriate actions on
any actual or apparent conflicts of interest adversely affecting the
corporate. Any conflicts of interest should be discussed with the EIC
and the corporate field supervisor before being discussed with
management.

Internal Controls

The board, senior management, and supervisory committee have
important roles in an institution’s programs of internal control and
internal audit. Although the board has overall responsibility, senior
management is charged with the duty of developing and maintaining a
strong system of internal controls. Relying solely on the independence
of auditors to establish the institution’s internal controls is
inappropriate. Senior management is responsible for the design and
implementation of effective controls to prevent and detect errors,
conflict of interest situations, and fraud. In addition, a strong internal
audit and compliance function helps provide additional assurance
regarding the effectiveness of such controls.

Meetings Meetings with the Board of Directors
Meetings between examiners and the board provide an opportunity to
discuss:
1. The examination process and findings;
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The institution, its functions, and plans;
The general financial environment;
Industry-related concerns; and
Commitments for corrective action.

arwN

Exit conferences are held with members of the executive management
team (and possibly the chair , other interested board members and
supervisory committee members) to review technical and overall
examination findings and to obtain commitments for corrective action.
At this time the EIC should notify management of all examination
related items slated for discussion with the board of directors.

Joint conferences may result from a regular or follow-up examination
or a supervisory contact. Their primary purposes are to present and
discuss examination findings and reach agreements on plans for
corrective action. A secondary purpose may be to gather information
regarding a new function or plans for the corporate. These meetings
also may be used to enhance the board’s understanding of the
regulatory process and to establish and build lines of communication
between the examiner and the board.

Joint conferences normally should be held in conjunction with the
board’s next regularly scheduled meeting or at another mutually agreed
upon date. However, to ensure the timely delivery of the examination
report, they should not be held later than 45 days after the conclusion
of the examination’s on-site fieldwork. The EIC should contact the
board chair prior to the start of the examination to schedule the joint
conference. When scheduling the meeting, the EIC should consider
the time necessary to complete the examination report after the on-site
contact is completed.

Ideally, the examiner and corporate management will have developed a
mutually acceptable plan for correcting areas of concern during the
examination. This plan will be discussed at the exit meeting. If that
was not accomplished, it should be the major objective of the joint
conference. If there are no major areas of concern to discuss, the
examiner should use this opportunity to discuss with the board the
general condition of the corporate and the board’s view on its future
operations. The board should be encouraged to discuss any matters of
interest.

Meeting Preparation, Presentation, and Documentation

To ensure a successful meeting, the examiner should be thoroughly
prepared, have adequate documentation to support the report’s
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findings, and conduct the meeting in a professional manner. Power-
Point presentations are strongly suggested. The following are items to
consider when preparing for a joint conference:

1. Determine a time and location;

2. Develop an agenda;

3. Ensure all participants (including ARDP of respective region) are
informed of the meeting;

4. Meet with other examiners (if any) who are attending to discuss the
agenda and their roles;

5. Prepare and organize supporting data, to illustrate significant
points or trends; and

6. Prepare PowerPoint presentation and any handouts.

The following should be considered when making a presentation:

1. Conduct the meeting in a dignified, professional, and objective

manner;

Present the agenda and follow it within reason;

Encourage board member involvement and questions;

4. Wait for the complete question to be asked and check for
understanding before responding;

5. Do not attempt to answer questions without being able to offer
complete and accurate information; and

6. Obtain commitments for corrective action from the board.

w N

The effectiveness of the meeting is directly related to the extent
communications is established and credibility maintained.

Meetings should be held with the entire board to ensure all directors
are aware of regulatory findings and commitments to correct areas of
concern. Any person or organization connected with the institution,
such as an auditor or attorney, may attend a meeting subject to board
approval. The confidentiality of the meeting should be stressed. If the
examiner believes an individual present should not be at the meeting,
those concerns should be addressed to the board chair. If the board
wishes the individual to attend, the examiner should advise the board it
is the board’s responsibility to ensure the individual in question
maintains the confidentiality of the issues discussed.
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Examination
Objectives

Examination
Procedures

Examination
Questionnaire

The examiner should prepare a detailed outline of the topics for
discussion (PowerPoint presentations are one method.). Some of the
issues that should be covered include:

Introductions;

Confidential nature of meeting;

Sign-in sheet;

Taping of meeting (NCUA would like a copy within a reasonable
agreed upon time frame, if applicable);

Type of examination, scope, and other limitations;
Executive summary;

Document of Resolution;

Agreements;

. Summary;

10. Other matters;

11. Questions from the board; and

12. Overall conclusions.

N =
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The objectives for reviewing management are to determine if senior
management and the board:

1. Understand and adequately manage the corporate’s operational and
balance sheet risks;

2. Are qualified and understand their duties and responsibilities;

3. Carry out their duties and responsibilities in compliance with the
FCU Act, NCUA Rules and Regulations, state laws, other federal
regulatory agency rules and generally accepted business practices;

4. Develop and implement adequate policies and procedures for all
financial and operational areas;

5. Implement a sound planning and decision-making process;

6. Address operational, examination, and audit deficiencies timely;
and

7. Protect the assets of the corporate by sound contract
administration.

See Corporate Examination Procedures — Management (OCCU 301P).

See Corporate Examination Questionnaire — Management (OCCU
301Q).
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Chapter 302

PROFITABILITY

Introduction

The adequacy of a corporate credit union’s (corporate) earnings
relative to its capital accumulation strategies is a critical area of
evaluation during the ongoing supervisory process. Each corporate’s
earnings performance must be evaluated in regard to its current capital
position, financial and operational risk exposures, complexity of
operations, and its strategies and business plans. The ongoing
accumulation and maintenance of adequate capital should be the
examiner’s major focus when making an assessment as to the
adequacy of a corporate’s earnings performance.

The review of the corporate’s earnings and financial condition is a
continuing process. The pre-examination analysis and scoping process
should identify any existing or potential problem areas requiring
attention. A comprehensive on-site analysis substantiates and assesses
current and prospective earnings. A well-performed analysis not only
provides an understanding of the corporate’s operations and earnings
capability, but also identifies matters of existing or potential concern.
Thus, the analysis can be used to facilitate corrective action that may
avert problems or prevent existing problems from deteriorating.

The examiner should maintain a sense of balance when analyzing
financial statements, avoiding undue precision or spending excessive
time on immaterial amounts and/or items. Most importantly, the
examiner should constantly maintain a sense of the examination
objectives. Since earnings, over time, reflect the corporate’s overall
financial condition, the examiner should know the extent of existing or
potential problems outside the purview of the earnings/profitability
analysis. The examiner must maintain a constant flow of
communication with individuals working on other examination areas
in order to affect a cohesive and comprehensive review.

Finally, reporting errors, incomplete information, and deficient
accounting information may hinder or prevent an accurate evaluation
of the corporate’s operations. A thorough analysis depends on
accurate, reliable information and is an extension of reviews of the
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corporate’s financial records and reports (i.e., financial statements, call
reports, budget variance reports and board reports).

Relationship of Earnings to Capital Accumulation and Risk

Profitability must be evaluated in relation to each corporate’s overall
capital accumulation needs and risk exposures. Corporates that exhibit
adequate levels of capital in relation to risk exposure and risk
management practices will not necessarily require the same earnings
performance as those corporates which have a low capital level in
relation to regulatory requirements and risk activities. The examiner
must keep this relationship in mind when evaluating the adequacy of
earnings performance.

Each corporate’s earnings must be evaluated with the following
objectives in mind:

1. Determine earnings are sufficient to accumulate adequate capital
levels; and

2. Determine whether the stability and mix of earnings components is
appropriate to continue to accumulate or maintain adequate capital
levels.

Components of Earnings

In order to obtain a complete and accurate understanding of a
corporate’s operations, it is essential to know the operating strategy of
the institution. The operating strategy is identified in the corporate’s
strategic business plans and can be identified by determining major
revenue and funding sources. Earnings components include interest
income and expense, fee income, operating expenses, other income
and expenses (operating or non-operating), etc.

Interest Income - Interest income consists of interest earned on loans
and investments. The major contributor to interest income within a
corporate is normally the investment portfolio.

Interest Expense - Interest expense is the corporate’s cost of funding
operations. Interest expense in a corporate includes dividends on
shares, share certificates, member capital accounts, and interest on
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borrowings (i.e., loans, reverse repos, commercial paper). For GAAP
and regulatory reporting, dividends on paid-in capital accounts are not
included in interest expense, but rather as a distribution of equity.

Net Interest Income (NII) - NIl is interest income minus interest
expense. NIl is normally the primary source of income for a corporate
and a key indicator of earnings performance and stability. This
measure makes no adjustment for non-earning assets or liabilities that
incur no explicit interest earnings or costs.

Net Interest Margin (NIM) - NIl is called the NIM when expressed as
an annualized percent of moving daily average net assets (DANA). A
corporate can maximize its NIM by effectively allocating resources
among earning and non-earning assets, maintaining low levels of non-
performing assets, providing adequate funding through the lowest cost
mix of funds, and maintaining a strong capital position. In a volatile
interest rate environment, large changes in NIM are associated with
high interest rate risk exposures and possibly weak risk management.

Net Interest Position (NIP) - A corporate’s NIP is the difference
between interest earning assets and interest paying liabilities. A
shrinking NIP may indicate a weakening balance sheet and greater
reliance on margins on products and investments for continued
profitability. A negative NIP is considered a more serious weakness
since it indicates interest-costing liabilities are financing non-interest-
earning assets. Generally, corporates have sound NIPs due to low
levels of non-earning assets. Shrinking NIPs should be reviewed by
the examiner using a cost/benefit analysis of non-earning asset
expenditures (i.e., will fee income and member service be enhanced).

Net Interest Spread - Net interest spread is the weighted interest rate
received on average earning assets less the weighted interest rate paid
on average liabilities.

Non-Interest Income - All other income.

Non-Interest Expense - Non-interest expenses are the costs of
operating the corporate (i.e., operating expenses). A reduction in non-
interest expenses will increase core earnings, net income, and market
value. A well-managed level of operating expenses also allows the
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corporate greater flexibility with respect to managing net interest
margin and levels of credit and interest rate risk.

Return on Assets and Equity

Return on Assets - Return on assets is net income divided by average
assets. Traditionally, return on assets is the primary measure of a
corporate’s profitability. The examiner should review the level and
trend of this ratio in relation to capital strength as well as financial and
operational risks.

Return on Equity - Return on equity is net income divided by average
equity. The return on equity is normally a ratio used by investors in
the capital markets to evaluate investment options. Return on equity
can be used to measure management’s effectiveness in utilizing and
accumulating capital to ensure strong net economic value and the long-
term viability of the institution.

Evaluation of Earnings

An aggregate evaluation of all earnings components should be
performed in relation to stability and trends.

Stability - The quality, composition, and consistency of income and
expense flows should be evaluated relative to internal factors such as
credit, interest rate, and operational risks, as well as external factors
(i.e., general economic or competitive forces). The stability of
earnings under different economic and competitive scenarios is critical
in setting, attaining, and maintaining the capital accumulation
objectives of the corporate.

Some corporates have positioned themselves as major providers of
“back office” and correspondent services. The stability of service fees
depends upon the proper management and promotion of these
products.

Earning Trends - The general direction of a corporate’s earnings
relative to previous time periods should be considered during the
analysis of profitability.
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Through trend analysis the examiner should identify and investigate
both adverse and positive trends within the corporate’s earnings.
Earnings trends must be viewed in relation to the capital accumulation
and risk management objectives of the corporate. Trends must also be
viewed in conjunction with macro-economic conditions within the
financial markets as these conditions affect the entire System.

Analytical Techniques

Earnings analysis involves the review of financial data on a period-to-
period basis in an effort to substantiate the reasonableness of financial
performance without requiring a systematic review of transactions.

There are three primary components to performing a thorough trend
analysis. These components are:

1. Twelve to twenty-four months of financial information for
analysis;

2. Sound judgment in determining the materiality of variances; and

3. Volume-to-rate variance analysis.

The use of twelve or more months of data provides an understanding
of what will likely be normal changes in the data. Given the seasonal
funds flow inherent in corporates, at least twelve months of data must
be observed in order to make an assessment as to any irregular changes
or trends. By comparing variances over several accounting periods,
patterns of change emerge that can be used to identify any unusual
changes in current periods. Another benefit is an examiner can
identify a change warranting further review.

The use of sound judgment in assessing the materiality of a variance in
the data cannot be stressed enough. Examiners must use professional
judgment when evaluating the change, but must also remember
business is dynamic and change is inevitable. Only those variances
that are not reasonable or are of a sufficient magnitude to justify
additional review should be pursued. Such variances include cyclical
and seasonal factors, changes in accounting practices and operating
strategies. Positive or adverse trends should be identified and
explained, so the findings support the overall evaluation.
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Ratio Analysis - Ratio analysis is the method of comparing a figure or
group of figures in a set of financial statements to another figure or
group of figures within the same financial statements. It is predicated
on the assumption there are meaningful relationships between different
asset, liability, net worth, net income, and expense accounts.

Numerous standardized ratios have been developed for analyzing
financial statements. The more commonly used ratios include:

1. Capital divided by moving DANA (Capital Ratio);
Reserves and undivided earnings divided by moving DANA
(Retained Earnings Ratio);

Gross interest income divided by moving DANA,;

Cost of funds divided by moving DANA;

Net interest income divided by moving DANA;

Operating expenses divided by moving DANA; and

Net income divided by moving DANA.

N
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For additional d