CHAPTER: Administration
SECTION: Handbook Use

Section 010

INTRODUCTION

The Thrift Activities Regulatory Handbook isa
"how to" manual to aid the Office of Thrift
Supervision (OTS) regulatory staff and the sav-
ings and loan industry in the regul atory process.
It isintended to address examination and supervi-
SOry issues.

This introductory section explains how to use the
Regulatory Handbook in the examination process,
describes the organization of the Handbook chap-
ters and sections, and sets forth objectives and
procedures common to all phases of the examina-
tion.

The Handbook is a guide for the examination of
savings associations regulated by the OTS. It
provides regulatory personnel with uniform stan-
dards for planning and conducting examinations
and should be used as areference tool, atraining
aid, and a guide to national policy and procedure.

The Handbook illustrates and describes, for the
benefit of the OTS regulatory staff and the indus-
try, certain standards of conduct and prudent
operation that the OTS views as important to the
safe and sound operation of savings associations,
consistent with the respective fiduciary duties of
those individuals who are associated with them.

Through the regulatory process, agency personnel
assess an institution's degree of safety and sound-
ness, objectively evaluate its condition,

report their findings, inform boards of directors of
institution strengths and weaknesses, and facilitate
corrective action where needed. To be most ef-
fective, the regulatory process should not only
identify existing regulatory violations, but also
identify potential problems, prevent the devel op-
ment or continuation of unsafe operating
practices, effect the timely resolution of problems,
and identify strengths of the institution. Proactive
regulatory supervision that evaluates future needs
and potential risks helps to ensure the success of
the thrift system in the long term. The Handbook

provides aframework for the successful comple-
tion of this process.

The Handbook is designed to encourage inde-
pendent reasoning, objectivity, efficiency, and
professionalism in the examination process. To
promote consistent application among the five
OTS regional offices, the Handbook sets forth
national minimum standards for examination ob-
jectives and procedures. While this promotes
standardization of the examination process, regu-
lators are encouraged to modify programs to fit
specific institution needs.

The Handbook is designed for use by both new
and experienced regulatory personnel. Back-
ground information, applicable references, and
expanded procedures are included to serve as
"memory joggers" and to facilitate the learning
process.

The regulator should supplement use of the Thrift
Activities Regulatory Handbook and associated
programs with education, experience, and judg-
ment. Supplemental pages, updates, and revisions
to the Handbook will be published and distributed
periodically. Separate manuals are also available
concerning: Holding Companies, Trust Activities,
Compliance Activities, Information Services (1),
and Application Processing.

References to specific sections of regulations
within the text refer to al regulations promul gated
by OTS unless otherwise designated. Those regu-
lations authorized by other regulatory agencies
will be identified by the following standard acro-
nyms:

OCC Office of Comptroller of the Currency
FDIC Federal Deposit Insurance Corporation
FRB Federal Reserve Board
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HANDBOOK ORGANIZATION: CHAPTERS

The Handbook contains a table of contents and 8
chapters; a chapter on the administration of the
regulatory process; a chapter on each of the six
areas of the examination, i.e., Capital Adequacy,
Asset Quality, Management/Administration,
Earnings, Liquidity, and Sensitivity to Market
Risk (CAMELS); and a chapter that includes
mortgage banking and other thrift activities. The
Handbook also includes a Glossary.

Table of Contents

Thetable of contentslists each Handbook chap-
ter, section number and title, and, if applicable,
appendices and questionnaires.

000 Administration

This chapter gives agenera overview of the ad-
ministration and coordination of the regulatory
process. The chapter includes instructions on
determining the scope of an examination, dis-
cusses monitoring and the regulatory plan
process, and provides guidance on assigning
component and composite CAMEL S ratings and
examination strategy.

100 Capital Adequacy

This chapter provides useful information for

ng whether an institution's capital position
is sufficient, given the ingtitution's level of risk,
to meet the institution's needs and to ensure its
ongoing viability. The chapter, which includes
topics such as minimum regulatory capital re-
quirements, prompt corrective action (PCA)
categories, and stock ownership and control, will
assist examiners in determining the adequacy and
composition of an institution's capital.

200 Asset Quality

This chapter addresses two issues: (1) the deter-
mination of risks related to the institution's assets
and (2) the institution's management, administra-
tion, and evaluation of the quality of these assets.
The chapter will assist regulatorsin assessing
credit risk and reviewing asset portfolios (includ-
ing loans, investments, and other assets). This

chapter focuses on the quality of an institution's
loan and investment underwriting and portfolio
management, affirmation of the level of classi-
fied assets, and adequacy of valuation
allowances. Sections discussing real estate ap-
praisals, loan sampling, the Qualified Thrift
Lender Test, and Margin Securities (Regulation
G) are also included.

300 Management/Administration

This chapter provides guidance in evaluating the
capability of executive management and the
board of directors and includes a checklist of the
board of directors major responsibilities. The
chapter also covers objectives, procedures, and
references for examining internal controls, inter-
nal and independent audits, fraud and insider
abuse, and enforcement actions. A section on
planning meetings with the board of directorsis
also included.

400 Earnings

This chapter provides direction for the analysis
of an ingtitution's financial condition. This chap-
ter covers objectives, procedures, and references
for examining the institution's financial record-
keeping and reporting methods and operations
analysis. This chapter also discusses present
value analysis.

500 Liquidity

This chapter provides assistance in assessing
liquidity and the funding risk confronting an in-
stitution. The chapter includes material on
funding and cash flow management, and invest-
ment activities. The Government Securities Act,
Payments Systems Risk, and Regulation D are
also discussed.

600 Sensitivity to Market Risk

This chapter provides assistance in assessing the
market risk confronting an institution. The chap-
ter includes guidance on interest rate risk
management, hedging, and off-balance sheet de-
rivative instruments.
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700 Other Activities

This chapter provides guidance in the evaluation
of risk that operating subsidiaries, service cor-
porations, and lower-tier entities (such asjoint
ventures or limited partnerships) pose to the insti-
tution and thereby the insurance fund.

This chapter also addresses activitiesin which
the thrift and subordinate organizations may be
involved: mortgage banking, insurance, and non-
deposit investment sales.

800 Glossary

The glossary contains an aphabetical list of
terms and definitions specific to the examination
process. Definitions of frequently used terms
may also appear within individual handbook sec-
tions.

CHAPTER ORGANIZATION: SECTIONS

Within each chapter, examination materials are
subdivided into sections by different areas of re-
view. Each Handbook chapter contains several
sections. For example, Chapter 300 contains a
section for each area of review under Manage-
ment.

To allow for easy identification and referencing
of materials, each handbook section has a unique
three-digit number. Within Management Chapter
300, the section on Oversight by the Board of
Directorsis number 310. Each handbook section,
and any corresponding program, questionnaire,
and work paper, is assigned the same number.
Handbook pages are numbered in accordance
with the section; hence, the introduction for
Oversight by the Board of Directors, Section 310,
is Handbook page number 310.1.

Each handbook section contains an introduction,
examination objectives, procedures, regulatory
references, related questionnaires, and
appendices. These components are briefly
discussed below. Thisdiscussion also includes a
list of common objectives and procedures which,
though perhaps not included in a particular hand-
book section or program, may be of value to the

regulator in successfully conducting an examina-
tion.

Introduction

The introduction provides the reader with basic
information such as OTS policy and pertinent
accounting issues. Significant concerns are high-
lighted, including the nature and intent of
enforcement actions that may be applicable to the
area. Subheadings are used as appropriate.

Examination Objectives

This segment identifies the goals toward which
the regulator is striving while conducting are-
view of the subject area. Objectivesare
presented in each handbook section and on the
corresponding program, if applicable, for easy
reference.

Certain objectives are germane to the overall ex-
amination process and to virtually every
examination section. These common objectives,
essential to the overall examination process, are
presented below. Regulatory staff may wish to
review thislist during the course of an examina
tion, as these objectives might not be specifically
included in other handbook sections.

Common Objectives

Document the effectiveness of an institution's
operations.

Determine compliance with laws and regula-
tions.

Determine the adequacy of and adherence to
institution policies and procedures.

Assess management's expertise and ability to
manage the institution's affairs.

Assess the board of directors oversight and
ensure that management and the board are re-
ceiving complete and accurate reports.

Verify that an acceptable system of records
and internal controlsisin place.

Assess the effect of anticipated internal and
externa changes on the institution.

Office of Thrift Supervision
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Assess the ingtitution's ability to meet its fu-
ture needs (e.g., fund growth, provide capital,
absorb losses).

Identify any actual or potential undue risk to
the institution.

Report examination findings:

% Present analysis and conclusions regard-
ing the institution’s overall condition,
trends, and prospects for
future viability.

%  Report concerns of material risk and
initiate corrective action when needed.

Examination Procedures

Procedures that the regulator should follow to
achieve the objectives for each area of review are
set forth in the handbook sections. Although cir-
cumstances may dictate some variation, the
following steps will lead to an efficient conclu-
sion for each area of review.

The procedures are divided into three groups:
Levelsl, II,and I1l. Level | procedures are basic
to an analysis of athrift's operations. Many of the
general procedures enumerated in this section
(010) are Level | procedures. There are also ex-
panded procedures set forth in Levels 1l and 111.

Level 11 procedures are usually used to test the
conclusions drawn from the review of policies,
procedures, skills, and organizational structures
covered by Level | procedures. Although regula
tors often use Level 11 procedures, the extent of
their use is left to the discretion of the regulator
and regional office policy.

Level 11l procedures are even more discretionary.
Regulators should follow these procedures only
when they identify significant problemsand it is
necessary and expeditious to perform audit-like
verification procedures. Level 111 procedures
demonstrate the full spectrum of potential exami-
nation 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 proc-

ess and to virtually every examination section
appears below. The regulator may wish to re-
view thislist when completing an area of review,
as the procedures might not be specifically incor-
porated in other handbook sections or programs.

General Procedures

Gather Data

Review previous Report of Examination
(ROE), PERK documents, exceptions, and
work papers

Review current year's scope, supervisory cor-
respondence, and interagency data

Consider regulatory policy associated with
area of review

Set forth special considerations pertinent to
the areas of examination

Obtain institution's management reports and
written policies and procedures.

Set Scope (see also Handbook Section 060)

Establish a clear understanding of examina-
tion objectives

Perform analytical review procedures on
financial data:

%  ldentify new or unusual transactions re-
quiring modified examination
procedures

% Indicate areas of greatest concern

Tailor examination program to meet in-
dividual needs

Consult with other regulators; take the nature
of their initial findings into account in deter-
mining the procedures to perform

Determine if expanded procedures are neces-
sary

Develop additional procedures not covered in
the Handbook, if necessary

Perform only those procedures necessary to
achieve program objectives.
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Perform Procedures

Interview institution personnel
Evaluate policies and procedures

Spot check the reliability and accuracy of re-
ports

Test the ingtitution's procedures

Identify material changesin operation or pol-
icy since previous examination

Evaluate trends

Research significant variations from last
year's examination to determineif thereis
cause for concern

Obtain explanations for any matters of sig-
nificance.

Assess M anagement

Review adegquacy of management reports to
the board of directors

Determine the extent to which the directors
are involved in monitoring performance

Review management's plan for future opera
tions

Interview management and staff to ascertain if
personnel have adequate knowledge of poli-
cies and procedures

Determine sufficiency of training and exper-
tise to implement procedures

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

Formulate Conclusion

K eep the examiner in charge (EIC) informed
of progress

Discuss concerns with other regulators

Identify, and determine significance of, regu-
latory violations and deficiencies

Discuss findings with management

Determine adequacy of management's
response to problem issues

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

Conduct Postreview Activities

Review work to ensure objectives have been
satisfied

Summarize results and conclusions

Draft comments, including scope and recom-
mendations

Assign ratings if applicable

Ensure that there are properly
cross-referenced work papers to document
and support substantive findings and conclu-
sions

Update the Continuing Examination File
(CEF), if applicable (see Handbook Section
060)

File exceptionsin the General File (GF).
References

Pertinent legislative and regulatory citations
appear in the reference section. References to
other relevant OTS issuances are identified
where appropriate, including: various bulletins,
agency instruction and class manuals, industry
sources, and accounting pronouncements.

The reference list is purposefully comprehensive,
providing resources beyond those needed on a
day-to-day basis. Therefore, aregulator should
not be concerned if access to these referencesis
not routinely available. If the institution under
examination is state chartered, the regulator
should also refer to state regulations in accor-
dance with regional office policy. Regulatory
references appear in the applicable handbook
section and on the companion program.
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Questionnaires

Questionnaires appear at the end of some hand-
book sections. The questionnaires are
free-standing, so that they may be photocopied
for use in an examination, if necessary.

General Questionnaires—General questionnaires
reflect standards for safe and sound operating
procedures and may be useful for evaluating an
ingtitution's operations. These questionnaires
aso include questions on internal controls that,
for abjectivity, regulatory staff must answer.
They also assist in organization, act as memory
joggers, and facilitate the review process.

It is not necessary to complete all questionnaires.
The regulator should include only those ques-
tionnaires pertaining to the examination scope
and objectives.

Procedural Questionnaire—This questionnaire is
included in the Thrift Activities Regulatory
Handbook Section 340, Internal Controls, as well
asin the Preliminary Examination Response Kit
(PERK). The Procedural Questionnaire contains
questions about the institution's internal controls.
The institution should compl ete this question-
naire prior to the examination and regulatory

staff should verify the institution's answers on-
site.

Appendices
The Appendices present additional sources of

information, including available forms and guide-
lines.
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INTRODUCTION

The examination program serves as a guide for the
orderly completion of an examination. This
Handbook Section offers information on program
use, gives an overview of the program format, sets
forth procedures for documenting work papers,
and lists sources of information that may be useful
during the examination process.

Programs supply the regulator with objectives for
the review of a subject and a series of procedures
for completing those objectives. Examination
programs also help determine the examination
scope and organization, serve as documentation,
and help establish conclusions and
recommendations. Once completed, the program
becomes part of the foundation for an effective
quality review process.

Each program corresponds to a handbook section
for the examination process. Each handbook
section contains a discussion of the subject area,
examination objectives, examination procedures,
guestionnaires, and pertinent appendices, if any.

PROGRAM ORGANIZATION

Examination programs mirror the format of a
portion of their corresponding handbook section.
Each program includes examination objectives and
procedures, a summary section, and regulatory
references. Spaceis provided for conclusions,
recommendations for corrective action (if
necessary), and other comments. An index block
isalso provided so that the regulator may index the
program to the corresponding work papers. Each
of the program segments is described briefly
below.

Examination Objectives

Objectives listed on each program refer to specific
areas of review. Handbook Section 010, Handbook
Use, also presents and discusses some common
objectives the regulator should be aware of
throughout the examination process.

Examination Procedures

Examination procedures are organized in a
top-down fashion and are divided into three
groups, each representing a different level or depth
of review: Levelsl, 11, and lll. The top-down
approach begins with areview of policies,
procedures, and internal controls while focusing
on the safety and soundness of the institution
(Level 1). With this approach, regulatory personnel
can expeditiously assess the degree of risk in each
area of a particular institution’ s operations early in
the examination and determine the depth of review
and the procedures (Levels |1 and I11) needed.

The programs are intended to serve as guides and
reminders for the regulator. Less experienced
regulators will find the programs especially useful
as guides for the effective completion of assigned
phases of examinations. More experienced
regulators will tend to use the programs as
reminders of what is expected to be reviewed
within each phase of an examination.

Handbook Section 010 contains alist of general
procedures for all facets of the examination not
necessarily included in individual programs, with
which the regulator should be familiar.

Not al programs will be applicableto an
ingtitution. Further, of those programs that are
used for a particular examination, not all
procedures will be needed. The examination
scope should help determine the level of review
and procedures needed in each area. See
Handbook Section 060, Examination Strategy,
Management, and Scoping. When selecting
programs and procedures for review, the regulator
must ensure that procedures are sufficient to: (1)
address the concerns in the scope and any other
problems found during the review, (2) assess the
safety and soundness of the institution, and (3)
update and support the CAMELS com-

posite and component ratings.
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When using this risk-based examination
approach, the regulator should use sound
professional judgment to ensure that the depth of
review is sufficient to accurately assess the
institution’s condition, but is not excessive.
Following is a discussion of the three levels of
procedures and the national policy guidelines for
their use.

Leve |

Level | procedures focus on the review of
examination scoping materials and institution
documents, such as policies and procedures. The
Level | review isfollowed by interviews with
personnel to determine if practices conform to
written guidelines and to confirm any other
preliminary findings.

If significant items of concern are uncovered
during Level | analysis, or if significant problems
were identified during the pre-examination
monitoring and scoping, the regulator may need
to use Level Il procedures. In certain
circumstances, the regulator may need to
complete Level 111 procedures aswell.

Level 11

Level 1l procedures focus on the analysis of
institution documents such as loan files,
management reports, and supporting financial
records. The regulator should select and
complete Level Il procedures when Level |
procedures do not reveal adequate data on which
to base a conclusion for an area of review.
Regulators may develop an independent analysis
of asset values at thislevel aswell as independent
verification of other items.

Level | and selected Level 11 procedures normally
provide a comprehensive analysis from which
conclusions can be drawn, but do not include any
significant auditing procedures. If the regulator
cannot rely on the data contained in institution
records, Level 111 procedures may be necessary.

Level 111
Level 111 proceduresinclude steps that auditors

usually perform. Although certain situations may
require Level |11 procedures, it is not standard

practice of Office of Thrift Supervision (OTS)
regulatory staff to duplicate the testing efforts of
auditors.

Again, it may not be necessary to complete every
program or every procedure within a program.
The regulator must use discretion in determining
which programs and procedures are necessary to
address the scope and reach a sound conclusion.
In some situations it may be appropriate to
customize existing procedures or to perform
procedures that are not listed within aprogramin
order to achieve the most efficient and
meaningful analysis. The regulator should
document any decisionsto deviate significantly
from the initial scope instructions or to modify
existing procedures on the relevant programs.

Programs and Work Papers

Properly prepared examination work papers are
essential to the examination process. They are
relied upon to support the conclusions and
findings set forth in the report of examination
(ROE). Conclusions regarding the effectiveness
of the OTS examination process may be
determined, in part, by the adequacy of work
paper documentation. Proper documentation of
procedures and subsequent conclusions leaves an
effective audit trail for users of the completed
programs. More-over, examination work papers
are often used by legal staff to support the OTS
position in litigation matters.

The programs allow space to the right of each
procedure to record awork paper cross-reference
that indicates where supporting documentation is
found whether under the same topic or contained
in another program. All substantive conclusions
must be supported. Additional space between
each procedure allows the regulator to include
any pertinent information.

For those examination programs and procedures
deemed unnecessary, you should include a
notation, i.e., “N/A,” “not required by scope,” or
other explanation, either on the index or on the
program itself, as appropriate.

The following items are examples of information
that should be included in work papers and
programs, as appropriate:
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Statement of purpose, title, or heading

Scope of review

Procedures used

Legend or explanatory footnotes, if necessary
Results of testing

All substantive conclusions

Sources of information, including names or
titles of institution contact personnel

I dentification of regulator performing the
procedure

Identification of person completing the review
Institution name and location

Institution docket number

Examination date

File index number

Cross-references, where needed.

Regulator Summary, Recommendations, and
Comments

The regulator should complete this portion of the
program in narrative form, summarizing the
following:

Examination scope, including identification of
any procedures used that are not already
printed on the program.

Salient findings as well as a conclusion
regarding the strengths and weaknesses of the
institution’ s operations in the particular area of
review.

Recommendations for corrective action, which
may include a statement about the adequacy of
management’ s response and commitments.
(Note: The regulator should address any
recommendation for revision of aformal
supervisory action in a separate
memorandum.)

The regulator may attach continuation pages for
any additional comments. The regulator should

support in the work papers all substantive
findings regarding the overall condition of the
ingtitution. 1t may be useful to attach copies of
draft comments or schedules included in the ROE
to this portion of the program.

Regulatory References

This segment contains alist of pertinent
legislative and regulatory citations. Referencesto
relevant documents and industry sources are also
identified where appropriate. If the institution
under review is state chartered, the regulator
should refer to appropriate state legislation.

The companion handbook section contains an
identical list of references.

I ndex Block

Thetitle of each program is centered in the top
and bottom margins. The lower right-hand corner
contains an index block for the following items:
Examination Date, Prepared By, Reviewed By,
and Docket Number. The regulator should fill in
each of these items before completing the
examination.

File work papers according to the OTS program
number. To locate examination programs easily,
the regulator may use the Handbook table of
contents or the program index as a cover page for
filefolders. Information germane to the ROE or
review process should be cross-referenced to
supporting documentation.

SOURCES OF INFORMATION

Following is ageneric list of information sources
that may be helpful in successfully completing the
programs.

OTS documents:

Laws and regulations

Standard and supplemental accounting
manuals

Published memos
OTS Training and Development materials

Office of Thrift Supervision
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Uniform Thrift Performance Report (UTPR) . Board committee minutes
Regional office examination materials: - Operating committee minutes
PreViOUS ROES, General File, and WOI’k papers New or revised policieS, procajureS, and

Correspondence from the regional office cor por ate documents:

Continuing Examination File (CEF), if Real estate |ending policies

applicable . Real estate appraisal policy
Thrift Financial Reports (TFRS) . Environmental risk policy
Regiona office instructional manuals . Classification of assets policy
Institution’ s documentation: - Investment policies
Completed Preliminary Examination Response - Interest rate risk policy

Kit (PERK) schedules - .
Asset/liability management policy
Business plan o )
Interbank liabilities policy
Operating budget and forecasts _ _
Futures and options policy
Genera ledger trial balance
Charter, bylaws
Loan trial balance ] ]
Security policy
Investment trial balance ) ] )
Currency and Foreign Transactions Reporting

Reports and minutes; Act (CFTRA) policy
Independent audit report - Community Reinvestment Act (CRA)
Statement

Internal audit report ) ) ]
Contracts (information systems, service

Internal management and board reports bureau, employment, etc.)
Securities and Exchange Commission (SEC) - Contingency planning policy
annual report, 10K, 10Q, and 8K (if stock ] o
institution) - Leases (office building, etc.)
Board of directors’ minutes - Payments systems risk policy
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INTRODUCTION

This Handbook Section summarizes and discusses
some of the more important rules and policies of
professional conduct that apply to OTS personnel,
including examiners, while performing on-site
examinations. For purposes of this Handbook
Section, we define “you” as OTS personnel.

All OTS employees must comply with the OTS
Employee Standards of Conduct Resource Guide
(Resource Guide) that contains the following fed-
eral regulations:

Standards of Ethical Conduct for Employees
of the Executive Branch (5 CFR Part 2635,
88 2635.101-902).

Employee Responsibilities and Conduct
(5 CFR Part 735, 88 735.101-203; p. 79).

Department of the Treasury Employee Rules
of Conduct (31 CFR Part 0, 88 0.101-217,
Appendix 2).

Supplemental Standards of Ethical Conduct
for Employees of the Department of the
Treasury (5 CFR Part 3101, 88 3101.101-104,
109; Appendix 3).

Additionally, financial restrictions and required
disclosures apply to “covered” OTS employees,
defined by 5 CFR § 3101.109(a) as examiners,
employeesin grades 17 and above, and any other
OTS employee designated by the Director.

Each employee receives the Resource Guide. If
you have any questions about the regulations,
contact your regional ethics counselor or the OTS
Ethics Counselor at (202) 906-7039.

Summary of Major Restrictionsand
Responsibilities of OTS Employees

This summary of the important OTS restrictions
and responsibilities comes from the above federal
regulations and OTS policies. It isnot all-
inclusive. Asan OTS employee you need to be
aware of your responsibilities, restrictions, and

disclosure requirements under these rules. If you
need or desire further information, you may con-
tact your regional ethics counselor or the OTS
Ethics Counselor.

All OTS Employees

All OTS employees must comply with the follow-
ing restrictions:

Y ou may not have any financial interest or
obligation that conflicts or appearsto conflict
with your officia responsibilities and duties.

Y ou may not, in an official capacity, partici-
pate personally and substantially in any
particular matter in which you have a financia
interest if the matter will have adirect and pre-
dictable effect on that financial interest.
(However, the Chief Counsel, Regional Direc-
tor, or designee may, when appropriate, waive
thisrestriction.) Y ou may not participate by
decision, approval, disapproval, recommenda-
tion, advice, examination, or other action. This
restriction also applies where any household
member, general partner, or organization in
which you have a substantial personal in-
volvement has a known financial interest in
the matter.

Y ou may not accept from a prohibited source
(defined below) food, refreshments, or enter-
tainment unlessit is of anominal value. You
may only accept anominal value item infre-
guently, such as during an official conference
or other function that you may properly attend.

Y ou may not accept unsolicited advertising or
promotional material if its retail value exceeds
$20. Y ou must return items exceeding this
value to the sender or dispose of them as di-
rected by the Chief Counsel (or designee) or
your ethics counselor.

Y ou must receive prior supervisory approval
before speaking about OTS or publishing
OTS-related material for a nonagency audi-
ence.

Office of Thrift Supervision
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Y ou may not engage in any outside employ-
ment or business activity, paid or unpaid,
without prior written supervisory permission
from the Deputy Director, Managing Director,
Regional Director, or Chief Counsel.

Covered OTS Employees

If you are a covered OTS employee, you must
comply with the following restrictions and disclo-
sure requirement(s):

Y ou may not directly or indirectly make rec-
ommendations or suggestions concerning the
acquisition, sale, or other divestiture of securi-
ties of any OTS-regulated savings association
or savings association holding company.

Y ou may not purchase property owned by the
government and under the control of OTS, or
sold under the direction or incident to the
functions of OTS, without an appropriate
waiver.

Y ou may not have communications with a
thrift, its holding company, or affiliates sug-
gesting either of the following:

¥ That the examination processisin any
way influenced by political issues or con-
siderations.

¥, That either the thrift, its holding com-
pany, or affiliates should take a particular
position on political or legidlative issues.

Y ou must natify your supervisor or ethics coun-
selor if you are aware of any communications that
might conflict with or compromise either of these
restrictions.

Definition of Prohibited Source

The term “prohibited source” (asused in this
Handbook Section) means any person, or entity,
who meets any one of the following criteria:

Seeks officia action by OTS.
Does, or seeks to do, business with OTS.

Conducts activities regulated by OTS.

Has interests that may be substantially af-
fected by the performance or nonperformance
of your official OTS duties.

I's an organization with a magjority of members
who fall within any of the above classifica-
tions.

Y ou (or your spouse or minor child) may not
knowingly accept or become obligated on,
directly or indirectly, any impermissible ex-
tension of credit from an OTS-regulated
savings association or its subsidiary. How-
ever, you (or your spouse or minor child)
may obtain acredit card from an OTS
regulated savings association or its subsidi-
ary with certain limitations:

Nonexaminers

% Theterms and conditions are no more fa-
vorabl e than those offered to the public.

Examiners

¥ Theassociation is not headquartered in
your region.

¥ You are not assigned to examine the as-
sociation.

% Theterms and conditions are no more fa-
vorabl e than those offered to the public.

¥ Youmust file awritten statement dis-
qualifying yourself from examining the
association. (You may still participatein
other supervisory matters involving the
institution.

(For limited exceptions, refer to Supplemental
Standards 5 CFR § 3101.109(c).)

Y ou (or your spouse or minor child) may not
purchase any asset from a savings associa-
tion or its affiliate, including an ingtitution in
receivership or conservatorship. (For limited
exceptions, refer to Supplemental Standards
§ 3101.109(f).)

Y ou (or your spouse or minor child) may not
purchase, own, or control, directly or indi-
rectly, any security of an OTS-regulated
savings association and most savings asso-
ciation holding companies. (For limited
exceptions, refer to Supplemental Standards
§ 3101.109(b).)
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You must file required financial disclosures as
described below.

Financia Disclosure

Employeesin Grade 27 or below must file the
annual financial disclosure form(s) by October 31
of each year. If you are an employee in Grade 28
or higher, you must file your forms by May 15 of
each year.

If you are an employee in Grades 17 through
20, or an examiner in Grades 20 or below,
you must file an OTS Confidential Financial
Disclosure Form (OTS 1569A).

If you are an employee in Grades 21 through
27, you must file an Executive Branch Per-
sonnel Confidential Disclosure Report (OGE
450 or 450A).

If you are an employee in Grade 28 or above,
you must file an Executive Branch Personnel
Public Financial Disclosure Report (SF 278).

If you are an employee in Grade 21 or higher,
you also must file a Confidential OTS Sup-
plemental Financial Disclosure Form (OTS
1569).

Except for the SF 278, which is public, financial
disclosureis confidential. The Privacy Act (5
USC 8§552a) governs disclosures of reported in-
formation. Authorized OTS, Treasury
Department, and certain other officials use the
information for the following reasons:

To ensure ethical conduct.
To prevent conflicts of interest.

To monitor compliance with the Standards of
Ethical Conduct for Employees of the Execu-
tive Branch regulations.

To monitor the prohibitions on loans to and
investments by covered OTS employees (5
CFR § 3101.109 (b) and (c)).

The disclosures also permit regions to schedule
assignments so that no OTS employee will exam-
ine, supervise, or participate in decisions
involving a savings association or savings asso-

ciation subsidiary that has taken any of the fol-
lowing actions:

Extended credit to the OTS employee.!

Employs arelative (especialy in apolicy-
making position).

Opened employment contacts, as discussed
below.

Negotiations for Employment

Asan OTS employee you should not negotiate or
have any arrangement concerning prospective
employment with any person or organization
while simultaneously representing OTS in any
particular matter that affects the person or the or-
ganization. Under 18 USC § 208(a), such
negotiations or arrangement may be a crime.

Concerning job offers, you must immediately in-
form your supervisor of offers of employment in
either of the following circumstances:

If you do not unconditionally and immedi-
ately reject the offer from a savings
association or other prohibited source.

Theregion has assigned, or you believeitis
likely the region will assign, you to examine,
supervise, or make any regulatory decision af-
fecting that prohibited source.

Y our supervisor and/or ethics counselor must de-
cideif you should provide an employment
restriction (recusal) to eliminate any potential
conflict of interest. Recusal from any current as-
signment(s) should last until you resign or send a
written rejection of the employment offer. Out-
right and immediate rejection of unsolicited offers
requires no recusal, but a memorandum to thefile
or to your supervisor is advisable.

An OTS employee rejected for ajob by a prohib-
ited source should generally refrain from
participating in OTS matters relating to the poten-

1 Rules governing the conduct of OTS personnel prohibit
covered OTS employees from obtaining new credit from
savings associations or savings association subsidiaries.
Employees with credit outstanding as of April 30, 1991, are
grandfathered, provided they are repaying the debt according
to the original terms of the note or the loan agreement.

Office of Thrift Supervision

March 2003

Regulatory Handbook  020.3



SECTION: Conduct of Agency Personnel

Section 020

tial employer for at least one year. However, a
written review of the matter by an OTS ethics
official recommending an exception, may permit
earlier participation by the employee.

PROFESSIONAL CONDUCT IN
INSTITUTIONS

The following presents professional conduct
guidelines that address some issues that examin-
ers may face in their day-to-day work in
institutions.

Duration of Onsite Examinations

Examiners should conduct each examination in
the most efficient and least disruptive manner
possible, to limit the time spent on site at each
institution. To this end, you should thoroughly
scope and plan each examination, targeting prob-
lem and high-risk areas.

Preexamination activities should include contact-
ing the institution’ s management and obtaining
lists of employees and documents necessary to
perform the examination.

Working Hours

ElCs should manage time in a responsible and
professional manner. The examination staff con-
ducts examinations on an Alternative Work
Schedule (AWS). This allows for eight nine-hour
days, one eight-hour day, and one day off during
each two-week pay period.

Examiners should obtain approval from the EIC
for deviations from normal working hours during
an examination and should explain to the EIC the
reason for all absences not preapproved. Also, the
EIC should inform the institution’s management
of any unusual variances, especially absences,
from the normal work schedule. Absences without
notice give the impression of lack of responsibil-
ity and care.

Working Space
Savings associations should provide adequate

working space for examiners. If spaceisinade-
guate, examiners may request additional or other

space as long as its use does not unreasonably
disrupt association operations.

To avoid any appearance of impropriety, when
you are working in an institution you should take
the following precautions:

Ensure that a representative of the institution
is on the premises whenever you are working.

Not accept keysto the ingtitution’s offices or
assume responsibility for its property.

Not enter places where there is a possibility
of accessto cash or other negotiable instru-
ments unless a representative of the
institution accompanies you.

Accessto Information

When you are in an institution you must take care
to adhere to the following procedures:

Carefully protect al information an institu-
tion entrusts to you and secure it from
unauthorized access.

Never leave confidential documents unat-
tended; you should lock them up when not in
use.

Never divulge confidential information in any
form to unauthorized persons.

Never leave computers unattended in the fol-
lowing circumstances:

¥ Whilelogged onto an OTS system.

¥ While the computer isin a status that
would allow unauthorized access to an
OTS system or to any confidential data
stored on diskettes or disk drives.

Y ou should notify the EIC or other supervisorsif
the institution refuses to provide you with any
information needed to conduct an examination.

Breaks

The EIC will determine the propriety, times, and
lengths of breaks.
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L unches

Y ou may use an institution’ s dining facilities if
the institution invites you to do so and you pay for
your own meals. Examiners on assignments with
large crews should stagger their lunch breaks so
that the entire crew is not absent from the work
place simultaneoudly.

Professional Decorum

The following guidelines are general prescriptions
for interacting with other regulators and institu-
tion employees during an examination.

Y ou should limit unnecessary conversations
with other regulators and the institution’s em-
ployees.

Y ou should treat institution employeesin a
courteous, friendly, yet businesslike manner.

Y ou should not discuss work with unauthor-
ized employees. Y ou should generally confer
with the EIC before discussing anything other
than routine matters with employees or man-
agement.

Smoking

OTS employees who smoke should always be
courteous and considerate of others, and should
follow any institution rules regarding smoking.
Telephone Calls

Y ou should limit telephone usage, even for offi-
cial matters. Y ou should avoid personal telephone
calls unless they are absolutely necessary.
Parking

Y ou may use an ingtitution’s private parking fa-

cilitiesif invited to do so by the ingtitution. The
EIC must, however, approve such use, which

Travel Expenses

All travel, lodging, and subsistence expenses in-
curred while on official duty shall be paid for or
reimbursed only by OTS. For further information
regarding reimbursement for travel and lodging
refer to OTS s Nationa Travel Policy manual.

Business Attire

Y ou should wear appropriate business attire at an
institution. Standards of appropriateness may vary
depending on regional policy, the institution, and
the customs of the community.

REFERENCES

See The OTS Employee Ethics and Standards of
Conduct Resource Guide.

United States Code (18 USC)

Chapter 11 Bribery, Graft, and
88 201-219 Conflicts of Interest
(Appendix 14)

Code of Federal Regulations (5 CFR)

Part 2635
8§ 2635.101-902

Standards of Ethicd
Conduct for Employees of
the Executive Branch

Part 735 Employee Responsibili-
88§ 735.101-203 ties and Conduct

(p. 79)

Part 3101 Supplemental Standards
88 3101.101-104, of Ethical Conduct for
109 (Appendix 3) Employees of the De-

partment of the Treasury
Code of Federal Regulations (31 CFR)

Part 0 880.101-217  Department of the

should not unduly inconvenience employees or (Appendix 2) Treasury Employee Rules
customers. of Conduct

If the institution uses an independent parking fa-

cility, you may not park there at theinstitution’s

expense.
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INTRODUCTION

EDS refers to the Examination Data System (EDS)
which captures basic data from an institution’ s ex-
amination and maintains it on a central data base
in Washington. The ROE or Report of Examina
tion system stores the ROE as atext filein the
EDS data base.

Information from both EDS/ROE can be easily ac-
cessed in the Thrift Information Management
(TIM) system. TIM allows ready access to stan-
dard reports for individual institutions or groups of
institutions grouped by docket file, specific
caseload, state, subregion, region, or al regions.

The Examination Data System

The EDS is composed of four parts (I, I1, I11, and
IV) which are accessed throughout the examina-
tion process.

EDSPart |: Examination Commencement Data

The official examination start date isrecorded in
EDS | anytime from when an examination is
scheduled until the day the on-site examination
work begins. For on-site examinations, the start
date is aways the day that examiners begin on-site
work. On-site work includes examination proce-
dures performed by examiners while on the subject
institution's premises, courthouse, building site,
real estate office, or other location outside of an
OTS office.

For off-site examinations, the start date is aways
the day that examiners begin off-site work. Off-site
work includes examination procedures performed
by examiners whilein an OTS office. For off-site
examinations, EDS Part | is entered the day office
work begins. The system allows future dates to be
entered as examinations are scheduled and
planned. Upon dataentry, EDS | is transmitted to
Washington and the datais availablein TIM re-
ports. EDS | also records the examination type.

Types of Examinations

Following isalist of the nine types of thrift safety
and soundness examinations:

Code Type

10 Federal Regular

11 State

20 On-site Supplemental

21 Off-site Supplemental*

22 Off-site Monitoring

23 Y ear 2000 (Y 2K)

30 Eligibility

40 Special Limited

50 Field Visit

* Off-site and supplemental Y 2K beginning
1997

All examination types, except state examinations,
may be joint examinations with other regulators.
Special limited examinations include all Capital,
Assets, Management, Earnings, Liquidity, and
Sengitivity to Market Risk (CAMELS) pages, but
may have "no comment, not examined" entered in-
stead of acomment. There are various ROE pack-
ages for the various examination types.

Types of Examination Packages

The ROE document is created from a personal
computer (PC) client-server application designed
specifically for the examination process. The ex-
aminers identify the pages pertinent to the exami-
nation and the application assembles the latest
version of the ROE documents, populates the fi-
nancia data, and downloads the assembled docu-
ment to the examiner's PC. The ROE document
can be uploaded with additional pages throughout
the examination process. Two types of safety and
soundness ROE shells are available. They are the
full ROE and the memo-style ROE. Thereisalso
ayear 2000 ROE.

Office of Thrift Supervision

September 1998

Regulatory Handbook  040.1




SECTION: EDS/ROE

Section 040

Full ROE

The full ROE isrequired for all thrift regular, eli-
gibility, and special limited examinations. The
ROE consists of mandatory and optional supple-
mentary pages. The mandatory pages are gener-
ally based on the October 1, 1993 Common Core
report of examination adopted by the four federal
financial institution regulatory agencies.

The CAMELS pages contain analysis and com-
ments. The optional pages contain various sched-
ules, financial data, and statistical data used to
support the analysis. The type and scope of an ex-
amination dictates which optional supplementary
pages are required. Examiners are encouraged to
use only ROE pages that are useful in presenting
examination findings.

Memo-Style ROE

The memo-style ROE isjust that, a memorandum,
and is used for field visits, supplemental, and
monitoring examinations. Any of the ROE pages
can be attached to the memo-style report if
needed. The memo-style ROE is commonly used
for completing brief examination reports and for
requesting replacement ROE core financial pages
and ROE interest rate risk pages whenever a new
Thrift Financial Report (TFR) cycle becomes
available during the course of an examination.

Y ear 2000 ROE

The Year 2000 (Y 2K) ROE is a specia purpose
report used only for the Y ear 2000 examinations.

EDSPart I1: Examination Completion Data

EDS Part 11 records the official completion date
of the on-site examination work. Examiners enter
data elements into the system on the final day of
the on-site examination. For off-site examina-
tions, examiners enter the data on the day office
work ends. Upon data entry, EDS 11 is transmitted
to Washington and the datais availablein TIM
reports.

EDSPart 111: Supplemental Data

EDS Part 111 records examination findings as data
that can be retrieved and analyzed. Thisdatais
entered into EDS Part I11 during or soon after an
examination is completed. EDS Part |11 isde-
signed to supplement the ROE. At the completion
of the examination, EDS PART Ill is forwarded
along with the ROE to the regional office for re-
view and concurrence. Oncein final form, EDS
Part 111 is transferred to the OTS Washington data
base with the report of examination. It is used by
the OTS as adata source for analysis and plan-
ning and for inclusion in the next ROE.

EDS Part 111 is completed during the course of the
examination and consists of two sections |abeled
on the datainput screen as"R Exam Ratings' and
"A Asset Quality and NPV Exposure Limits."

Examination Ratings

The Examination Rating Section records the
CAMELS composite and component ratings for
the examination. All ratings must be entered as N,
1, 2, 3, 4, or 5 to be accepted by the system. Entry
of an"N" (the default rating for the system) indi-
cates that no rating was assigned.

At the conclusion of the examination, it isthe re-
sponsibility of the examiner in charge (EIC) to as-
sign ratings. If the scope for a particular
examination is not sufficient to assign arating to
each individual component, the EIC should only
assign arating to those components that were re-
viewed and assign an "N" to those components
that were not reviewed. Federal regular and eligi-
bility examinations report all ratings, while other
examination types provide ratings only if any are
appropriate for the individual examination. Re-
gional Directors have the authority to accept a
State examination as a substitute for an OTS ex-
amination on an alternating basis. State examina-
tions are recorded in EDS as type 11 state interim
examinations.

Refer to the Thrift Activities Regulatory Hand-
book Section 071, CAMEL S Ratings, for ade-
scription of the criteriaregarding the CAMELS
composite and component ratings. Additional
guidance to assist regulatory staff in assigning rat-
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ingsis provided in the " Safety and Soundness Re-
port of Examination Instructions' manual.

Asset Quality

The asset classificationsin EDS may be compared
with the asset classifications reported in the TFR
as of the same date. (Beginning in June 1996, the
asset classificationsin EDS and the TFR use the
same accounting standards. Prior to this date,
EDS classifications were net of specific valuation
allowances (SVA) while the TFR reported classi-
fications gross of SVA. The current standard is to
report both net of SVA.)

Examination Date

The date of the quarterly TFR information used in
an examination is stored in the field identified on
the input screen as; TFR financial data as of date.
This date allows future comparisons between the
thrift's current financial condition as reported in
the TFR and the thrift's financial condition as of
this examination. The date must be entered in the
TFR date format. The date should not be more
than 180 days prior to the start date of the exami-
nation and no later than the completion date of the
examination.

NPV Exposure Limits

The interest rate risk net portfolio value exposure
limits set by the thrift are stored here. Thisrecord
allows a comparison of the limits with actual per-
formance as reported in the Consolidated Matur-
ity and Rate report (CMR).

EDSPart 1V: Report of Examination and Close
Date

EDS Part 1V is more commonly called the Report
of Examination (ROE) and is the document used
to report examination findings. During the course
of the examination, the examination team com-
pletes a draft version of the ROE on a personal
computer using the Microsoft WORD ROE shell
that is pre-formatted and downloaded from Wash-
ington before each examination.

EDS Part 1V also includes the date the examina-
tion is closed and the report is mailed to the insti-

tution and transmitted to Washington. Thisdate is
referred to as the close, transmittal, or mail date
and is not to be confused with the completion (of
on-site work) datein EDSI.

At the completion of the on-site work, the ROE
(along with EDS Part I11) is forwarded to the re-
gional office for review and concurrence. Events
that occur subsequent to examination completion,
but before the examination is closed, such as the
institution's agreeing to corrective action, should
be incorporated into the ROE.

The EDS Parts |11 and IV data are not transferred
immediately to Washington by the examination
team. Instead, they are transferred by direction of
supervisory staff at the regional offices after they
have reviewed the information. The review of
EDS Parts 111 and IV can occur at the examination
site (field review), the regional office (either after
or during the examination), or both, depending on
the examination type, examination scope, avail-
able personnel, and other criteria.

Oncethereport isin final form, acopy is sent to
the institution and the ROE is transmitted to
Washington EDS, thus closing the examination.
(A copy of thefinal ROE is sent to the thrift, ex-
cept field visit ROEs with no rating; these ROEs
may be sent to the thrift at the region's discretion.)
Additional copies may be sent to other agencies,
such asthe FDIC or the state regulator. A trans-
mittal letter that merely acts as a cover memo ac-
companying the ROE is discouraged. EDS does
not accommodate transmittal |etters.

Entry into EDS of the date the ROE was transmit-
ted to the institution indicates final acceptance by
the regional office, after which the ROE docu-
ment cannot be altered. The EDS data correction
facility (DCF) may be used to correct errors. The
paper copy of the ROE stored by the region isthe
official document of record.

At the time of transmittal, the examination must
be current, based on all available information. A
ROE with an outdated rating should never be sent
to an institution. Any significant events occurring
after the examination is closed should be ad-
dressed in a subsequent supplemental examina-
tion and in the Regulatory Plan.
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A state ROE written in aformat other than

A similar message may be used for ISEDP ROES

WORD may be converted to WORD or the text written in WordPerfect if they cannot be either
may be copied into a WORD document to be up- converted to WORD or copied into a WORD
loaded into EDS. document.

If a state ROE cannot be uploaded into EDS (e.g., REFERENCES

the ROE is a WordPerfect document) a message
such as the following should be entered into a

memo-style ROE and uploaded into EDS:

"Thisis an intervening state ex-
amination in accordance with
provisions set forth in the Federal
Deposit Insurance Corporation
Improvement Act of 1991. The
official hard copy Report of Ex-
amination (ROE) isretained with
the examination workpapers. These
files are stored at the OTS Re-
gional Office. To obtain a copy of
this ROE, contact the Regional Of-
fice."

Office of Thrift Supervision

Thrift Safety and Soundness Report of Examina-
tion Instructions

Examination Data System, EDS User Guide
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INTRODUCTION

This Handbook Section provides guidance to you
as the examiner or other supervision staff as-
signed to work with enforcement actions or the
Regulatory Action Data (RAD) system. RAD is
the automated record of OTS enforcement activi-
tiesinitiated against institutions and individuals
or other entities. It is the source of various inter-
nal and external reports on enforcement actions.
Y ou must record certain enforcement related in-
formation in the RAD system to allow the follow-
ing actions to occur:

Regional staff to actively and effectively man-
age casel oads and fulfill management report-
ing requirements.

Washington staff to monitor selected cases and
effectively perform oversight functions.

The Enforcement division of the Office of
Chief Counsel to prepare accurate enforcement
activity reports, including monthly reports to
the public.

The Press Relations division of the Office of
External Affairsto prepare accurate enforce-
ment activity press releases.

Applications staff to identify actions against
individuals or companies with applications
currently under review.

Other OTS staff members to prepare or review
reports on enforcement actions as needed.

The RAD System User Guidelines provides de-
tailed instructions for use of the RAD system.
Regulatory action data collected in the system in-
cludes significant informal enforcement actions
and all formal enforcement actions.

Accuracy and Timeliness

Accurate and timely entry of enforcement action
datain the RAD System iscritical to the integrity
of congressionally mandated monthly reporting of
enforcement activity and to OTS monitoring and
administration of such activity. Supervision and

Enforcement staff must cooperate in reviewing
monthly activity reportsto ascertain that RAD
datais up to date at each month end. The Thrift
Information Monitoring System (TIM) provides a
variety of reporting options to monitor and test
RAD data.

Opening an Action
When OTS takes an enforcement action, you must
enter the action into the RAD system and include
the following information:
Thrift or holding company docket number.
An action code.
Reason codes.
Initiated date.
Enforcement order number.
Docket number of related entity, such asan
affiliated thrift or holding company, if appli-
cable.

Designate whether the actionis against a
thrift or other entity.

Comments identifying the target individual or
entity and a description of the action.

Enter the effective date of the action once the
action takes effect.

Monitoring an Action

Examination and monitoring are a vital source of
RAD data. During full scope examinations, you
should review an Action History report (TIM EE
AH) of all open actions for the docket. During the
examination, you must check for compliance. Y ou
should note in RAD whether the target of the
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action isin compliance with the terms of the ac-
tion, the date of your review, and any explanatory
comments.

Closing an Action

Asthe activity associated with the action con-
cludes, enter the close code, the close date, and
concluding comments. Y ou must enter all dates
and supporting information within five working
days of the actual event, and the information
should be up to date by month end to facilitate ac-
curate reporting. Some actions against individuals
such as Part 513, Removal and/or Prohibition,
Cease and Desist Order, Enforcement of Ordersin
U.S. Disgtrict Court, or Injunctive Action, gener-
aly are not successfully closed before the death
of the target of the action.

Close Codes

Y ou may close actions with any of the following
five close codes in the RAD system:

AS — successful —when we find the defi-
ciency or problem that it addresses resolved.

AC — canceled — when we decide not to pur-
sue it.

AT —transferred — when a change in charter
transfers responsibility for the action out of
OTSjurisdiction.

AM —merged — when the thrift disappears
due to amerger.

AD —opened-in-error.
Enforcement Action Codes

An enforcement action is OTS' s response to vio-
lations of law, regulation, agreement,
OTS-imposed conditions, or unsafe and unsound
practices. The RAD System User Guidelines and
Thrift Activities Regulatory Handbook Section
370, Enforcement Actions, provide more informa-
tion on enforcement actions. Hereis alist of
codesfor all enforcement action types within the
RAD system.

FO1 Formal Investigation

F02 Capital Directive

FO3A Suspension of Individuals Charged
with Felonies

FO3B Immediate Suspension

FO3C Part 513 Action (suspension of
practice before the OTS)

FO3D Notice of Prohibition

FO4 Temporary Cease and Desist Order

FO5 Removal and/or Prohibition Order

FO6 Cease and Desist Order

FO7 Civil Money Penalty

FO8 Enforcement of Ordersin U.S. Court

F09 Injunctive Action

F10 Restitution

F11 PCA Directive

S02 Supervisory Directive (includes
8570.2 Determination, Notification,
Request)

S03 Director's Resolution

S04 Mortgage Derivative Products and
Mortgage Swaps Restrictions

S06 Growth Restriction

S07 Capital Plan

S08 Capital Plan Termination Notice or
Modification Request

S10 Exempt Capital Directive

S11 Individual Minimum Capital
Requirement Directive

S12A Commitment Letter

S12B Memorandum of Understanding

S15 Capital Maintenance Agreement

S17 Supervisory Agreement

S19 Request For Voluntary Management
Changes

S20 Marketing Agreement

S21 Consent Merger Agreement

S23 Formal Enforcement Action Waiver

S99 Other Supervisory Action

Reason Codes

Y ou must assign reason codes to identify the
types of problems or deficiencies that the action
addresses. Reason codes relate actions to exami-
nation types. RAD accepts multiple reasons for
one action. The TIM system has a reporting op-
tion of listing actions limited to one select reason
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code, such as actions with a holding company rea-
son code.

Reason Codes:

Asset Quality
Capital Adequacy
Compliance

Criminal Action Response Under 12 USC §
1829

Discretionary

Dismissal

Earnings

EDP (Information Systems)
Historical

Holding Company

Increase Capital Above Minimum Capital Re-
quirement (IMCR)
Liquidity

Management

Other

Presumed

Sensitivity to Market Risk
Trust

Y 2K

Y ou can find a more detailed description of these
codesin the RAD User Guidelines.

Actions Against Others (Not Thrifts)

OTS may initiate enforcement actions against an
institution or an individual or other entity, such as
a holding company or affiliate. Y ou must code all
actions against any entity that is not a thrift as
against an other party and identify the party in the
comments. Thisincludes actions against persons,
affiliates, holding companies, and subsidiaries.
Always code actions against a thrift board of di-
rectors as actions against the thrift. Always code
actions against individual directors as against oth-
ers and enter a separate action for each individual.
RAD automatically labels all Part 513, Removal
or Prohibition, Suspension of Individuals Charged

with Felonies, Immediate Suspensions, and Re-
guests for Voluntary Management Change as ac-
tions against others.

For all actions against other parties, you must
name the individual or entity in the comments.
This allows you to use aword search to locate all
actions against the specific individual or entity.

Actions against other entities can remain in effect
for years after athrift has disappeared (for exam-
ple: investigations, restitutions, and civil money
penalties). These actions remain the responsibility
of supervision and enforcement staff aslong as
they are open. Y ou may list inactive docket num-
bersinaTIM docket file for easy retrieval of
RAD data on open actions filed under inactive
docket numbers.

Actions I nvolving Holding Companies

Always code actions involving holding companies
under the holding company's docket number, with
the holding company reason code, and as against
an other entity. Before 1998, RAD listed actions
involving holding companies under a subsidiary
thrift's docket number. Because holding compa-
nies change names and their relationships with
thrifts, holding company actions coded under a
thrift docket number (before 1998) identified the
holding company by name and docket number in
the comments. Therefore, you can locate al ac-
tions against a holding company by searching for
the holding company docket number in areport of
actions with the holding company reason code.

Amended or Initial Actions

RAD automatically designates new actions as
“Initial.” When you modify an action, you must
manually designate the action as“Amended” to
provide for correct monthly public disclosure of
modifications of orders and agreements.

Civil Money Penalties and Restitution

Y ou must report al payments on civil money pen-
alties and restitutions to the OTS Controller. The
staff of the Controller’ s office enters these
transactions into RAD to maintain a correct re-
cord of outstanding balances. When the balance
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reaches zero, you should close the action with the Regulatory Bulletin Series
“AS’ code for Action Successful. If certain con-
siderations require the action to remain in effect, RB 18 series Enforcement Policy

you should enter the reason in the comments.

United State Code (12 USC)
REFERENCES Federal Deposit Insurance Act

Office of Thrift Supervision § 1818(u)(1)(C) Public Disclosure of Final Orders

Regulatory Action Data System User's Guide and Agreements
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INTRODUCTION

A Regulatory Profile is a concise written sum-
mary of the characteristics and condition of an
OTS-regulated savings association. The Regula-
tory Profile includes the association’s:

Name, address, docket number, and other iden-
tifying information.

Latest examination ratings and dates.
Selected quarterly operating results.

Also, when necessary as explained below, the
Regulatory Profile includes a brief narrative
summary with four sections. Operating Profile,
Identified Risks, Enforcement Actions, and Su-
pervisory Strategy.

POLICY

The Regulatory Profile System designates all in-
stitutions as either low-profile or high-profile.
Each designation has a different policy.

L ow-Profile I nstitutions

Low-profileinstitutions generally meet al of the
following criteria:

Total assets less than $1 billion.
Composite CAMEL S rating of 1 or 2.

No significant risk factors.

The OTS system automatically generates Regula-
tory Profilesfor every low-profile institution
using data from OTS national systems, including
the Thrift Financial Report (TFR) and the Exami-
nation Data System (EDS). Profiles for low-
profileinstitutions only include the following in-
formation:

Name, address, docket number, and other iden-
tifying data.

Latest examination ratings and dates.
Selected quarterly operating results.

Regulatory Profiles for low-profile institutions are
completely automated and do not require any in-
put or maintenance by OTS employees.

High-Profile I nstitutions

High-profile institutions generally include thrifts
that meet any one of the following criteria:

Total assets greater than $1 billion.
Composite CAMEL S rating of 3, 4, or 5.

Any ingtitution designated by the supervising
region as high-profile for any other reason, for
example:

¥, Institutions with a Management compo-
nent or Compliance rating of 3, 4, or 5.

¥ Institutions with a CRA rating of Needs to
Improve or Substantial Noncompliance.

¥ Institutions with unigque or highly special-
ized operating strategies (such as Internet-
only, credit-card only).

¥ Institutions with significant high-risk ac-
tivities (such as subprime lending).

Regulatory Profiles for high-profile institutions
include the same system-generated identifying
data, examination ratings, and operating results as
low-profile institutions. However, Regulatory
Profiles for high-profile institutions require peri-
odic updates. The region maintains a brief
narrative summary consisting of four sections:

1. Operating Profile: A brief description of the
institution’ s financial condition and any
unique operating strategies.
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2. ldentified Risks: A summary of any signifi-
cant risks identified at the institution,
including safety and soundness, compliance,
or other risks. This section should clearly
identify any material problems or concerns.

3. Enforcement Actions: A summary of all ac-
tive, outstanding enforcement actions,
including a brief description of the violation
or problem, the resulting enforcement action,
and the date of the action.

4. Supervisory Strategy: The supervisory strat-
egy for addressing each of the noted problems
or concerns. This section may list monitoring
procedures, corrective actions, and specific
items for on-site examination.

The region creates this four-section narrative
summary whenever an institution meets any of the
high-profile criterialisted above. Regiona em-
ployees update the summary at least quarterly for
al high-profile institutions. If an institution is
high profile but there is no information to report
in a particular section, regional employees should
note this explicitly within the relevant section.

For example, “No outstanding enforcement ac-
tions.”

The Regulatory Profile System update screen also
includesa*“Final Version” checkbox to indicate
that narrative input is no longer in draft form but
represents afinal version of the text.

The policy governing Regulatory Profilesis
somewhat flexible. The only systemwide re-
guirement isthat the regions create a brief
narrative summary, and update it at least quar-
terly, for every high-profile institution they
supervise.

REFERENCE

For detailed policies and procedures, see the
Regulatory Profile System Users Guide on the
OTS Intranet. This Guideis accessible to all em-
ployees by clicking on the Help option.
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This Handbook Section provides guidance to you
asthe examiner. We refer to “you” in ageneral
sense. Regional directors may assign responsibili-
ties to certain other positions as appropriate.

This section provides guidance in five areas:

Examination strategy (includes scheduling).
Scoping examinations.

Managing examinations.

Off-site examination procedures.

Joint examinations.

EXAMINATION STRATEGY

Concentration on improving examination effi-
ciency and arisk-focused regulatory approach are
critical strategiesto ensuring a sound thrift indus-
try. These strategies will help you assess the
overall safety and soundness of an institutionin a
timely manner and ensure the accuracy of its com-
posite and component ratings. As aregiona office,
you are responsible for devel oping appropriate
management tools and performance standardsto
affirm that our examination strategy is consistently
met. An important aspect of this strategy isthe
scheduling of examinations.

Scheduling Examinations

Y ou must schedule full-scope (type 10), on-site
examinations of insured depository institutions
once during a 12-month cycle or once during an
18-month cycle. Supplemental examinations are
necessary under certain conditions.

The Office of Thrift Supervision (OTS) measures
the 12-month and 18-month cycles from the “close
date” of the last examination to the “ start date” of
the next examination. The “close date” isthe date
the Report of Examination (ROE) is transmitted to
the institution.

Regional offices may accept full-scope, on-site ex-
aminations conducted by the regulatory authorities
of state depository institutions on an alternating
basisinstead of an OTS examination, if such ex-

aminations meet the requirements and objectives
of OTS' s examination strategy.

12-month cycle

Y ou must conduct a full-scope (type 10), on-site
examination of the institution once during each 12-
month period unless the institution meets the 18-
month cycle requirements below.

By conducting examinations annually you increase
your chances of discovering problems and resolv-
ing them early. Regional offices may conduct full-
scope, on-site examinations more often than pre-
scribed by statute.

All de novo institutions are subject to the 12-
month examination cycle. The 12-month examina-
tion cycle should continue until management has
demonstrated its ability to operate an institution in
asafe and sound manner.

18-month cycle

An 18-month examination interval appliesto in-
sured institutions of $250 million or less that meet
al of the criteria of a“well-run” institution (12
CFR §563.171):

The most recent examination received a
composite CAMEL Srating of 1 or 2.

The most recent examination received aMan-
agement component rating of 1 or 2.

The institution is well-capitalized as defined
under Section 38 of the Federal Deposit Insur-
ance Act (FDIA) and 12 CFR 8§565.4.

The institution is not currently subject to afor-
mal enforcement proceeding or order by the
OTSor the FDIC.

The institution has not been acquired (change
in control) during the 12-month period since
completion of the last full-scope examination.
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Vary from the 18-month examination schedulein
the event of an enforcement action, an acquisition
or change in control; or achangein asset size,
PCA rating, CAMELS rating, or management
component rating. If atriggering event occursin
any of the following timeframes at an institution
that otherwise meets all of the criteriafor an
18-month examination interval, you must conduct
a full-scope examination within the appropriate
interval:

Within 9 months of the “close” date of the
prior full-scope examination, start the next ex-
amination no later than 12 months from the
close of the last full-scope examination.

Between 9 and 12 months since the close of
the last full-scope examination, start the next
examination within 90 days.

Twelve or more months since the close of the
last full-scope examination, start the next ex-
amination within 90 days, but no later than 18
months from the close of the last full-scope
examination.

Conversdly, if an institution under a 12-month ex-
amination interval later becomes eligible for an
expanded interval, the interval can be expanded to
18 months immediately.

Supplemental Examinations

More frequent or supplemental examinations may
be necessary for the following institutions:

De novo or newly insured institutions.

Institutions that have had a change in man-
agement, control, or operations.

Institutions under an enforcement agreement.

I nstitutions whose conditions undergo a sig-
nificant change.

Use special limited examinations (type 40) for
supplemental reviews focusing on high-risk areas.
Special limited examinations or other abbreviated

examination programs do not satisfy the 12/18
month requirement.

To determine if an institution needs a supplemen-
tal on-site examination, focus on the following
factors:

Changesin key financial ratios and indicators.

Changes in business activity and strategy, such
as achangein loan product lines, the invest-
ment portfolio, or the deposit structure.

Deterioration in asset quality indicators such
as non-performing assets.

Compliance with prior enforcement actions.

Negative earnings, unfavorable earnings
trends, or dependence on nonoperating in-
come.

The levels and composition of capital, aswell
astrendsin capital formation and accumula-
tion.

An excessive rate of growth or alevel of
growth that exceeds capital levels or regula
tory or supervisory directives.

Other information such as the independent au-
dit report, news articles, supervisory
correspondence, and information obtained
from examinations of other institutions.

SCOPING YOUR EXAMINATION

Scoping an examination means you determine the
specific examination procedures to use and the
depth of review. Scoping may occur on site or off
site before the examination, when it begins, or
both.

To help OTS meet its strategy of an on-site pres-
encein each institution every 12 or 18 months,
place a special emphasis on risk analysis and pri-
oritization. That is, vary the depth of review in
each area according to an institution’ s size, activi-
ties, and condition. Do less review in those areas
where no significant present or potential risks ex-
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ist and more review where major risks are present
or possible.

Consider all handbook programs and question-
naires when setting the initial depth of
examination review. Use only programs and ques-
tionnaires appropriate to the scope and
examination. In some circumstances, you will not
need all or even amajority of the programs. (See
“Selecting Examination Programs and Proce-
dures’ discussed later in this section and Thrift
Activities Handbook Section 011, Program Use.)

Preliminary Scoping of Examinations

The preliminary scope may provide information
needed to determine staff expertise requirements,
the examination start date and duration, and
strategies for conducting the examination.

Preliminary scoping may be done off site or on
site. Itemsthat may be reviewed off site include
the following:

The Regulatory Plan (see Thrift Activities
Regulatory Handbook Section 050) for thein-
stitution.

Prior thrift, holding company, and service cor-
poration examination reports, work papers,
and recommendations.

Preliminary Examination Response Kit
(PERK) documents completed by institution
management prior to the start of the examina-
tion.

Documentation on supervisory and enforce-
ment actions.

Results of off-site monitoring.

Correspondence and internal memorandain-
volving the institution.

Economic information about the institution’s
market area(s).

News articles.

Ensure that the scope does two things:

Provides for a sufficient review of high-risk
areas.

Includes clear, specific guidelines on the depth
of review needed in each area.

Major areas of risk do not necessarily mean prob-
lems; somerisk is part of conducting any
profitable institution. Include procedures that en-
able you to determine if theinstitution’s level and
management of risk is unsafe and unsound. Also
concentrate on changes in operations or manage-
ment because these can pose a significant risk.

Ongoing Scoping of Examinations

Whatever the size or condition of the institution,
you will be more productive by using awell-
defined scope. Avoid beginning with a broad
scope and then trying to narrow it during the ex-
amination. Instead, focus first on areas of major
risk and then expand the scope as you uncover or
suspect significant problems or changes. Also ex-
pand the scope if you can assign ratings only by
doing more procedures. Determining the depth of
review (Level Il and Level 111 procedures) within
specific programs may require a preliminary
analysis (Level | procedures). For more informa-
tion about the three levels of review, see Section
011 of this Handbook, Program Use.

The ongoing determination of scope, particularly
the depth of review within each program, requires
the involvement of each member of the examina-
tion team:

The Examiner in Charge (EIC): Ensure that
the team is aware of the procedures needed to
efficiently meet the scope. Discuss possible
changes to the scope with your team through-
out the examination.

Discuss any significant changes in the scope, pro-
jected staffing needs, or compl etion date with
your managing supervisor as soon as you antici-
pate these changes. These discussions are
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important because any changes will affect how
your regional office plansits regulatory activities.

The regional director or designee: Approve
expansions of scope that will cause the exami-
nation to extend beyond the original time
frame.

Safety and soundness examiners: Communi-
cate any significant changes to the scope and
the reasons for them with examiners involved
in holding company, consumer compliance,
trust, and information systems (1S) examina-
tions. Share significant findings and
conclusions to avoid duplicating efforts.

Regulators when FDIC isinvolved: Maintain
close communication with FDIC regulatory
authorities and appropriate state regulatory au-
thorities.

When you start an on-site examination, review
additional information that may affect the scope
as soon as possible. Examples of scoping materi-
als commonly reviewed on site include the
following:

PERK documents available at examination
commencement.

Minutes from the meetings of the board of di-
rectors, board committees, and management
committees.

Board reports and management reports.
Internal audit reports.

Internal Asset Review (IAR) reports.

General ledger and subsidiary ledgers.
Business plan.

Operating budget.

Any new contracts (e.g., employment,
information systems).

Leases.
Loan registers.
Additional Scoping Considerations

As soon as practical, before or at the beginning of
the examination, the EIC must meet with the CEO
to discussitems of interest or concern that could
affect the scope. At this meeting, you should clar-
ify administrative details.

It ishelpful to prepare for the meeting with the
CEO in advance so that you cover al items of in-
terest efficiently. Topics that could affect the
scope of this discussion include the following:

Changesin control.
Changes in management.

Actions taken to correct deficiencies men-
tioned in prior examination reports and audit
reports.

Operating performance in comparison with
the budget.

Significant changes in operations or strate-
gies.

Any significant concerns expressed by man-
agement.

Economic and competitive conditions in the
market area.

The EIC might also discuss with the CEO, or with
adesignated institution representative, the follow-
ing administrative details:

Time limits for receiving requested informa-
tion.

The availability of the examiners to answer
guestions from the staff preparing requested
information.
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Names of key contact people, facilities and
parking availability, hours for work, use of
equipment, etc.

The expected duration of the examination,
any planned interruptions (these should be
kept to a minimum), and names of assisting
examiners.

A meeting with the independent auditor and
review of independent audit work papers, in
accordance with regional policy, if applicable.

Regular meetings with the CEO to discuss the
progress of the examination and to address
any other issues of concern to the CEO or the
EIC.

An examination exit meeting with the institu-
tion’s senior management to discuss
examination findings, the examiner’s overall
conclusions, and recommendations (see Thrift
Activities Regulatory Handbook Section 070,
Overall Conclusions).

Preliminary Examination Response Kit

Several documents comprise the Preliminary Ex-
amination Response Kit (PERK). The regulator
selects certain documents and sends them to the
institution for completion by institution manage-
ment prior to the examination. The preparation
and availability of thisinformation before the be-
ginning of the examination, assists OTS and the
institution by determining examination scope and
increasing the efficiency of the on-site examina
tion.

General Instructions

Prepare the PERK by selecting various documents
and information requests specific to the institution
from the list on the Summary Schedule (PERK
001). You may access the PERK electronically
from your regional office M: drive. This enables
you to revise and print the individual documents
needed for the examination of a particular institu-
tion.

Y ou should tailor the summary schedule to thein-
stitution and type of examination. Request the
minimum information needed to conduct a risk-
focused examination based on the examination
scope. Thisapproach will increase the efficiency
of the on-site examination and reduce the burden
on savings associations, particularly for highly
rated, well-managed ingtitutions engaging in tradi-
tional activities.

List items needed for both phases of a concurrent
examination, for example, concurrent safety and
soundness and compliance examinations, as an in-
formation request in only one schedule — either
the safety and soundness examination summary
schedule or the compliance examination summary
schedule.

To meet the OTS customer service plan standards,
send the PERK to an institution four weeks prior
to the examination start date. Contact the institu-
tion and inform management of any delays so that
they can plan for a shorter turnaround. If you are
performing off-site examination procedures, con-
sider advancing the request date beyond the four
weeks prior to the examination start date.

The EIC or designee: At the beginning of the ex-
amination, request the completed PERK from
institution management. Be aware of information
that management may have sent to the regional
office prior to examination commencement.

Encourage institution management to submit the
requested information on internally generated re-
ports, such as computer printouts or software
spreadsheets if these reports will facilitate the
completion of the examination.

At the conclusion of the examination, complete a
summary schedule for the PERK at the next ex-
amination. Update it when necessary to facilitate
the scoping and planning process for the next ex-
amination.

The examiner: Review management’ s responses
and discuss them in greater detail with manage-

ment including any unclear answers or areas that
may affect the scope of the examination. Ensure
that the appropriate dates are entered on the first
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page of each document and that the “Institution
Name” and “Docket Number” are indicated on
each document and any attachments.

PERK Letter (PERK 000) — Prepare the PERK
Letter on OTS regional/area office letterhead in
the same general format exhibited in the sample
letter. Y ou may modify the PERK letter for use
with safety and soundness, compliance, informa-
tion systems, trust, specia limited examinations,
or concurrent examinations of any combination.
Insert the appropriate paragraph as provided in
the examples or create a paragraph accordingly.
Y ou may identify in the letter items needed for
both phases of a concurrent examination, such as
concurrent safety and soundness and compliance
examinations. The institution need only provide
one copy.

The PERK letter must include all of the following
information:

A start date for the on-site examination.
The examination as of date.

The number of on-site staff and an estimation
of the amount of time required to conduct the
examination.

A contact person’ s name and phone number,

usually the OTS official who signs the PERK
letter and expects to field questions from the
ingtitution, e.g., the EIC.

Summary Schedule (PERK 001) — The summary
schedulelists (1) the PERK documents enclosed
in the package to the institution and (2) suggested
CAMEL Srelated requests that should be tailored
to the scope of the examination. Y ou may add ad-
ditional requests and del ete unnecessary or
irrelevant requests. Y ou should make a determina-
tion as to the items necessary to complete an
on-site examination of the institution, and provide
dates and dollar limits where appropriate. Each
request should be indicated by an “A” (comple-
tion required 10 days in advance of the
examination), “ X" (provide at examination com-
mencement), or “R” (make available for on-site
review). In a concurrent examination, the safety

and soundness and compliance EICs should coor-
dinate to ensure that items needed for both
examinations are listed in either the safety and
soundness summary schedule or the compliance
examination summary schedule.

I nstitution management should complete summary
schedul e requests and provide the information to
the EIC prior to or at the commencement of the
examination asindicated (“A,” “X,” or “R"). The
examiners may also use the summary schedule as
achecklist to keep track of the documents as insti-
tution management provides them.

“Core” PERK

Include the following documents in the PERK
that is sent to the institution.

Management Questionnaire (PERK 002) — Prior
to sending the PERK to the institution, enter the
previous examination date and the examination
commencement date at the top of the question-
naire.

Y ou should carefully review written explanations
for completeness and accuracy, and initiate fur-
ther discussion with the managing officer, if
necessary. If the responseto No. 14.a. or 14.b. in-
dicates areportable event or violation of the
applicable regulation, you must notify the FDIC
regional office.

Schedule of Directors, Senior Executive Officers,
and Attorneys (PERK 003) — The institution may
complete the compensation schedule in the format
exhibited in the PERK or any format currently in
use by the institution that contains substantially
equivalent information. Directors, senior execu-
tive officers, and designated attorneys are to be
listed on the compensation schedule. “ Senior ex-
ecutive officers’ are those responsible for the
management function of the institution. See RB
27aand 12 CFR § 563.555 for pertinent defini-
tions.

Internal Control Procedural Questionnaire (PERK
004) — Each section of the questionnaire should
be completed by institution personnel familiar
with that section; for instance, the Vice-President
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of Lending might complete the Lending section.
The EIC, or designee, should review the entire
guestionnaire and sign in the spaces provided.
Note that the appropriate response may not al-
ways be in the affirmative, in which case the
institution should provide an adequate written ex-
planation.

Information Systems (1S) Questionnaire for In-
sured Institutions (PERK 005) — The IS
Questionnaire should be sent out on every annual
safety and soundness examination and compl eted
by institution personnel. The institution should
forward a copy of the completed questionnaire to
the IS examination manager at the regional office.
Y ou should review the questionnaire and investi-
gate inappropriate responses. Note that the
appropriate response may not always bein the af-
firmative.

Electronic Loan Data (ELD) Request — The ELD
Request is a new method for reviewing and ana-
lyzing loan portfolios. It isavoluntary sub-
mission by institution management of certain loan
information in an electronic format, such as a per-
sonal computer diskette. If you request this
schedule, you must ensure that duplicative infor-
mation requested in the summary scheduleis
deleted from the request. The ELD Request will
formally be included in the PERK when it is ap-
proved.

Compliance Examinations

Include the following documents in the PERK
when a compliance examination and a safety and
soundness examination are conducted concur-
rently. The regional office may (1) determine that
a compliance examination will be conducted
separately from the safety and soundness exami-
nation or (2) consider requests by the institution
to conduct non-concurrent examinations.

Compliance Examination Summary Schedule
(PERK 006) — The Compliance Examination
Summary Scheduleisalist of standard requests
that should be tailored to the scope of the exami-
nation, i.e., you may add additional requests and
delete unnecessary requests. Coordinate with the
safety and soundness EIC to ensure that items

needed for both the safety and soundness and the
compliance examinations are listed on either
PERK 001 or PERK 007. Information requested
on the Compliance Examination Summary Sched-
ule should be provided to the EIC prior to or at
the commencement of the examination.

Fair Lending Questionnaire (PERK 007) — The
managing officer should provide answersto the
guestionnaire and attach additional pagesif space
provided is inadequate.

Community Reinvestment Act Information
(PERK 008) — Responses to requests for CRA in-
formation should be as specific as possible and
signed by both the institution’ s managing officer
and CRA officer. If theinstitution is not involved
in a particular activity, management should ex-
plain why they chose not to participatein a
program addressing the specific assessment fac-
tor.

CRA Optional Information - Small Institutions
(PERK 015) — This outline guides an institution
by identifying the types of supplementary infor-
mation that may provide examiners with a better
understanding of the institution’s performance.
Response to this request is voluntary.

CRA Public File Summary (PERK 016) — This
document summarizes the information from the
CRA Public File that the OTS uses to evaluate
CRA performance in both small and large institu-
tions.

Supplemental Schedules

Y ou may include in the PERK the applicable
documents listed below if the particular areaisto
be examined in conjunction with the safety and
soundness examination.

Schedule for Retail Nondeposit |nvestment Prod-
ucts (PERK 009) — Request completion of this
schedule by any savings association engaged in
the retail sale of nondeposit investment products
such as stocks, bonds, mutual funds, or annuities.

Subordinate Organization Questionnaire (PERK
010) — The institution should complete this ques-
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tionnaire for each subordinate organization that
significantly affects, or has the potential to sig-
nificantly affect the institution’s operations,
unless noted otherwise. Subsidiaries that have an
insignificant effect on the institution should be
listed separately with an explanation asto why
they are considered insignificant. The Subordi-
nate Organization Questionnaire should be
completed by those who have direct knowledge or
can obtain it by appropriate inquiry. If the institu-
tion has no investment in subordinate
organizations, it should so state in answer to No.
1. Separate questionnaires should be used for
each subordinate organization, including second
tier corporations and other sublevels.

Information Systems (1S) |nformation Request
Schedule for In-House Institutions and Service
Bureaus (PERK 011) — This schedule should be
used for examinations of independent service bu-
reaus and institutions with an in-house data
center. The schedule of information requests
should be provided to the EIC prior to or at the
commencement of the IS examination.

Trust Examination Summary Schedule (PERK
012) — The Trust Examination Summary Schedule
of information should be made available to the
EIC prior to or at the commencement of the trust
examination. Management should provide a brief
explanation, or the name of an individual to con-
tact, for any information they do not provide.

Mortgage Banking Questionnaire (PERK 013) —
Completion of this questionnaire should be in-
cluded in the PERK if theinstitution or any
subsidiaries are engaged in mortgage banking dur-
ing the examination period.

Schedule of Stockholders (PERK 014) — This
schedule should be completed to determine the
stock activity that has taken place between ex-
aminations.

Selecting Examination Programs and Proce-
dures

Y ou should consider al programs and question-
naires within the scope of the examination. Use
programs and questionnaires deemed appropriate,

but only to the extent necessary to address the
scope and support the examination conclusions. In
some circumstances, not all or not even a majority
of the procedures will be needed.

For example, if your review of the policies, struc-
ture, administration, and results of the

institution’ sinternal asset review program reveals
that the program is sufficient and the results are
accurate, you may place a greater reliance on the
institution’ sinternal review. The risk that the in-
stitution is not adequately reviewing and
classifying its assets would be low, so more de-
tailed examination procedures would generally
not be necessary.

When using this risk-focused examination ap-
proach, use sound professional judgment to
ensure that the depth of review is sufficient to ac-
curately assess the institution’s condition, but is
not excessive. For further information regarding
the examination program and the three levels of
review, refer to Section 011 of this Handbook,
Program Use.

Work Paper Documentation

Examination work papers should include atitle or
well-marked description of the work paper pur-
pose, the scope for the particular area of review,
the sampling criteria used, the procedures per-
formed, and the preparer’ sinitials. Documented
procedures support the analysis and help maintain
the integrity of the work paper.

You are required to support all the applicable
elements reviewed under each CAMEL S compo-
nent either in the work papers or in a conclusion
documented on the appropriate program. In addi-
tion, the conclusion for each work paper or area
of review should summarize the examination find-
ings, support the composite rating (in addition to
the component rating), and indicate if any correc-
tive or enforcement action is necessary.

However, you should avoid excessive documenta-
tion and include only information that is relevant
or may require follow-up. Time spent recording
extraneous information would be better spent ex-
amining high-risk areas. To facilitate any
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follow-up review that may be necessary, you
should also document the name and title of per-
sons or a description of the records from which
information was obtained. Schedules prepared by
the institution should be clearly marked as such.
The EIC or designeeis required to review and ini-
tial all work papers, indicating agreement with the
conclusions reached and ensuring that assistants
have complied with the applicable documentation
requirements. The TFR, UTPR, and other
multi-page printed documents need only be ini-
tialed and dated on the first page. The EIC should
ensure that all comments, charts, and appendices
have been carefully checked by exam staff. At a
minimum, the EIC’ s supervisor will review the
work papers prepared by the EIC and the support-
ing documentation for the report comments.

Continuing Examination File and
the General File

Continuing Examination File

Include the following items, only if applicable to
the particular institution being examined, in the
Continuing Examination File (CEF), or filethem
with the applicable examination programs and
carry them forward from examination to examina
tion until no longer applicable. Maintenance of
these documents preserves examination continuity
and reduces excessive requests for information
during examinations.

Management and Director Committees and
Members (PERK)

Organizational Chart (PERK)

Officer Resumes (PERK)

Directors and Officers Home Addresses
(PERK)

Enforcement Documents

Schedule of Branch Offices and LPOs
Copy of Charter and Bylaws

Copy of Conditions for Insurance (in force)
Summary of Leases

Holding Company/Affiliates Corporate Struc-
ture (PERK)

Internal Audit Program (PERK)
Stockholders' Schedule (PERK)

Proxy Statement

Approved Appraisers and Qualifications
(PERK)
Employment Contracts (PERK)

If an institution policy must be included as part of
work paper support, file it in the appropriate
CAMELS section of the work papers. Similarly,
include the business plan and budget requirements
in the Management/Administration work paper
file.

General File

The general file contains the administrative in-
formation related to the examination, and is
organized to correspond with the administrative
section of the Handbook.

Include the following itemsin the general file:

Exception Sheets

Examination Strategy, Scoping, and Man-
agement Program

PERK Summary Schedule (for next exam)
Regulatory Plan

Pre-Assignment Analysis

Overall Conclusions Program

EDS Part 111 Interim Report

Recent Correspondence

Newspaper Clippings

Y ou should use exception sheetsto record al spe-
cific regulatory and policy violations that are not
specifically discussed in the ROE. Either the man-
aging officer or the appropriate department head
must provide a disposition for each problem noted
and initial the exception sheet. Provide a copy of
all exception sheets to the managing officer.

EXAMINATION MANAGEMENT

Managing examinations is as important as scop-
ing them. Effective management of the
examination expedites and enhances the examina:
tion process by ensuring that objectives are met
efficiently. The level and sophistication of man-
agement methods and procedures will vary
depending on the activities to be performed and
the size and nature of the institution.
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EIC Responsibilities

The EIC carries the primary responsibility for
managing the examination. Key elementsthe EIC
should consider:

The examination objectives: The EIC must
ensure that the assistants understand the ob-
jectives of the examination and for their
assigned programs. Objectives should be spe-
cific asto results desired.

¥  The examination procedures contained in
the individual programs are designed to
be comprehensive. So, select only the ap-
propriate procedures within each
program. Assistants should notify the EIC
as questions occur regarding scope or
depth of review.

Organization: This involves scheduling meet-
ings with institution personnel; arranging
appropriate workspace for regulators; priori-
tizing and scheduling work flow;
communicating examination status; preparing
the examination report; and preparing, filing,
indexing, and reviewing work papers.

Assignments and job monitoring: The EIC
must determine the expertise necessary to per-
form certain aspects of the examination and
make assignments accordingly. When war-
ranted, assign major areas to individual
assistants. Depending on the size of the job,
delegate certain management responsibilities
to assistants for efficiency and to improve
upon administrative and management skills of
assistants. Also consider training and devel-
opment needs when making examination
assignments.

¥ Whenever possible, assign assistants to
program areas that they can complete, in-
cluding report pages and comments,
before leaving the assignment. This al-

lows for efficiency and accountability and

provides necessary on-the-job training.

% Monitor assistants’ performance through-
out the examination to ensure that
objectives are being met according to
schedule and to prevent minor problems
from growing. Early identification of
work-related problems also allows the as-
sistants the opportunity to correct
mistakes and to immediately improve
upon skills.

Budgeting and monitoring overall time: Con-
sider the time budget when assigning tasks. A
useful tool for improved personnel planning is
atime and planning summary that is organ-
ized according to the sections contained in
this Handbook. It specifies the areas for

which procedures are planned and provides
for acomparison of actual and budgeted
hours. Add, as needed, any activities not in-
cluded on the time sheet.

¥, Assign priorities to the critical categories
and determine optimal timing of simulta-
neous activities. Ordinarily this can be
accomplished by assigning categories of
related programsto one assistant who
subsequently may supervise others. If
time alows, it is aso most efficient to
have one assistant complete interrelated
programs to avoid duplication of effort.

% To minimize costs and disruption for the
ingtitution, it isimportant that the exami-
nation be conducted as quickly as
practical. A stable crew with minimal in-
terruptions of staff time allows for
continuity and efficiency. It isthe EIC’s
responsibility to discuss any planning
problems with a supervisor. If institution
management is concerned about schedul-
ing, include this matter in your
discussion.

% Monitoring the progress of the examina-
tion allows for early adjustments to the
scope, staffing, and completion date, as
necessary, for the examination. The EIC
isresponsible for notifying a supervisor
as soon as adjustments to scope are a con-
sideration.
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On-the-job training and evaluation of assis-
tants: Assistants may need guidance,
depending on their experience and ability.
The EIC should encourage questions and en-
sure that someone is available to provide
guidance. Depending on the size of the job,
the EIC should be familiar with the work per-
formed by the assistant(s) so that you can
make fair and constructive evaluations of the
work performed.

Ensuring that PERK information is received
and distributed: The PERK is sent to the insti-
tution prior to the beginning of the
examination. The EIC should set up controls
to ensure that al information requested isre-
ceived as early as possible. The EIC should
also list any other items needed and submit
the list to the contact person as early as possi-
bleto allow time for preparation by institution
personnel. Encourage institution personnel to
ask questions if instructions for preparation of
requested information are unclear.

Serving as the primary communications link:
The EIC isthe focal point for communica
tions on significant matters. Assistants,
institution personnel, and regional office staff
must all know how to communicate informa-
tion and when to share information. During
examinationsit is important that answersto
significant items be given by only one respon-
sible individual. The EIC should coordinate
thisin case questions arise.

Ensuring a cooperative and positive working
environment: Conduct examinations with as
little disruption, conflict, and confusion as
possible. A positive work environment fosters
the productivity of the team members. Dis-
agreements will occur at times, but avoid an
antagonistic role. Allow for regular meetings
with management to discuss findings and
guestions, and avoid monopolizing the time of
the staff as much as possible. A professional
and considerate approach usually resultsin
cooperation from the institution staff.

Determining that the examination meets the
overall examination objectives: At the con-
clusion of the examination, the EIC should
ensure that the examination meets the objec-
tives and that examiners followed appropriate
procedures for al examination functions.

Off-Site Examination Procedures

On-site examinations are essential to OTS smis-
sion; however, some examination procedures may
be conducted off site as proficiently as they can
be conducted on site. Given the overall health of
the industry and the experience level of the ex-
amination staff, the OTS may be able to fulfill its
examination responsibilities at many institutions
and limit on-site examination time.

Performing examination procedures off site is op-
tional. Regional directors or their designee should
determine whether off-site examinations are fea-
sible and devel op appropriate policies and
procedures.

An off-site examination does not replace an
on-site examination. In simple terms, more proce-
dures may be performed off site at the beginning
and end of an examination. Some of the advan-
tages of performing procedures off site may
include reduction in travel expenses and a reduc-
tion in the disruption to normal thrift operations
attendant with even the best-run examinations.

Institution Selection Criteria and
Examination Procedures

Y ou should determine whether off-site examina-
tion procedures may be used in an institution
based on certain criteria, including the institu-
tion's CAMEL S rating, prior history, complexity
of operations, reliability of data, and other factors.
Typicaly, small, highly rated institutions would
be the most likely candidates for these proce-
dures. Y ou should be able to demonstrate that a
tangible benefit can be gained from using off-site
examination procedures.

The exact combination of on-site and off-site
work isafunction of relevant factors unique to
the institution and the examination crew. Flexibil-
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ity isretained through the absence of any firm
guidelines such as asset size, rating, or location
where an off-site examination may or may not be
conducted. Open lines of communication with in-
stitution personnel are essential at all
examinations, but extra steps may haveto be
taken to keep those lines open during off-site por-
tions of the examination. Advise thrift
management of the start and completion of
off-site work. Finally, exercise judgment so that
work that is best performed on site is performed
on site.

PERK

Y ou may revise the PERK letter to alert institu-
tion management that some of the examination
work will be conducted off site.

Asdiscussed in greater detail in this section, you
may request PERK information from institution
management in several ways:

Complete the information prior to the start of
the examination.

Provide the information at examination com-
mencement.

Make the information available for on-site re-
view.

Unlessit is practical to retrieve items from the in-
stitution, at least some items should be requested
in advance for delivery to the field office or other
appropriate location. If you select this option, the
PERK should go out afew days earlier than rec-
ommended in the normal customer service
standards.

Do not require thrifts to photocopy and ship mate-
rialsto examinersif it creates rather than reduces
regulatory burden. Regulatory staff will have to
gauge the resources and attitudes of each thrift
examined using off-site examination procedures.
Again, keep open the lines of communication with
management.

Examination Data System| & 11

Examination Data System (EDS) | and 11 should
continue to reflect the actual start and completion
dates of examination work performed on site. The
dates used for EDS | and I should correspond
with the dates disclosed in the cover page of the
examination report.

Scoping

Scoping may be done off site and on site. See the
discussion presented earlier in this Section on Ex-
amination Scoping.

Examination “ Entrance” Meeting

At theinitiation of the examination, hold a meet-
ing with management. Discuss examination
objectives, examiner assignments, and any other
relative administrative issues. This meeting can
be held by telephone, or in person if distance
permits. In addition to an entrance meeting, the
EIC should conduct weekly meetings (by tele-
phone if off site) with the appropriate institution
personnel to discuss current findings, as required
by the OTS Customer Service Plan.

Suggested Off-Ste Examination Procedures

Other than asset review and TFR verification,
many of the examination procedures could poten-
tially be completed off site, aslong asthe
appropriate information is obtained. The follow-
ing isapartial list of examination procedures that
could be considered for off-site completion.
Again, flexibility isthe operative word. If the
procedures listed below or any other procedures
can be efficiently performed in whole or in part
off site, consider doing them off site during the
time frame assigned to an off-site office.

Capital

Review SEC filings and pertinent correspon-
dence.

Evaluate adequacy of and trends in capital.
Evaluate management reports and the busi-
ness plan to determine adequacy of capital
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planning, earnings retention, and dividend

policy.
Ouitline and draft comment.

Asset Quality

Review applicable policies, as deemed neces-
sary (loan, investment, appraisal, etc.).

I dentify asset review samples.

Review internal loan review procedures and
resulting reports.

Review asset quality trends to determine any
potential areas of concern. Stratify loan data
in pivot tables to identify concentrations,
sources of delinguencies (loan type, loan age,
loan office), etc.

Evaluate the adequacy of loss allowances.
Review regulatory limitations.

M anagement

Review business/strategic plan.

Review employment contracts.

Review completed management question-
naire.

Review internal/external audit reports.
Review electronic data processing agree-
ments.

Earnings

Review financia reports.

Identify earnings components, identify trends,
and assess resullts.

Review budget and the planning/monitoring
processes.

Outline or draft comment.

Liquidity

Review applicable policies and procedures.
Outline or draft comment.

Sensitivity to Market Risk

Review applicable policies and procedures.
Review IRR modeling and assess the institu-
tion's exposure position.

Determine overall funds management strate-
gies.

Administrative

Construct work paper files.
Prepare/finish ROE.

Examination Conclusion

At the conclusion of the examination, review the
examination report and update the regulatory
plan. Also ensure that the institution takes prompt
corrective action for any problems found during
the examination and closely monitor the institu-
tion’s condition for any recurrence of these or
new problems.

OTSregional staff must send the report of exami-
nation to 1- and 2-rated institutions within 30
daysand to 3-, 4-, and 5-rated institutions within
45 days from completion of on-site examination
activities.

Refer to Thrift Activities Regulatory Handbook
Section 070, Overall Conclusions, and Section
320, Mestings with the Board of Directors, for
other appropriate examination closing procedures.

OTS/FDIC Joint Examinations Process

The OTS and FDIC regional staffs should meet
regularly to review the examination schedule. The
FDIC should indicate those examinations in
which they desire joint participation. All FDIC
savings association examination activities will be
performed on ajoint basis unless compelling rea-
sons dictate otherwise.

For joint examinations, the FDIC and OTS should
jointly scope the examination at the EIC level or
at the respective regional office level. Disagree-
ments over scope should default to the broader
aternative. When examinations of savings asso-
ciation affiliates are considered necessary, the
EIC should decide how to conduct the examina-
tions.

For non-joint examinations, the OTS should de-
termine the scope and provide the FDIC a copy of
the proposed final report and allow aten-day pe-
riod for review and comment prior to the OTS
transmission to the institution.
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OTSisresponsible for specialty examinations.

Nothing in the joint OTS/FDIC agreement should
alter the normal examination and supervisory co-
operation with state authorities.

Report of Examination

Joint examinations will represent a division of re-
sponsibilities among the joint staff; the OTS and
FDIC should each provide an EIC, who will share
responsibility for managing the examination and
will be responsible for resolving interagency
differences during the examination process. EICs
of both agencies should coordinate and communi-
cate during the examination to assure examination
objectives are achieved with a minimum of
redundancy.

The FDIC’s ROE will be for internal purposes
only, athough they will provide a copy to the
OTS. If the FDIC Board authorizes an enforce-
ment action, however, the FDIC would then
transmit its examination report to the institution.
Asthe OTS and FDIC regional staffs prepare the
concurrent reports, they should attempt to resolve
all significant differences of opinion concerning
the thrift’ s overall condition and the enforcement
or corrective action needed.

The OTS view will prevail concerning
non-substantive differences in examination inter-
pretations, conclusions, and report comments.
Substantive differences in examination conclu-
sions that could lead to an enforcement action by
the FDIC if not pursued by OTS, and that the EIC
cannot resolve, should be referred to the OTS and
FDIC regional officesfor resolution at the time
such differences are identified. The regional of-
fices must resolve such differences within ten
working days. If they cannot resolve such differ-
ences following full review and communication
between the regional offices within ten working
days, the regional officesrefer the matter to the
FDIC Director of Supervision and OTS Deputy
Director. It is expected that they will resolve such
differences within ten working days. If the differ-
ences remain unresolved, the FDIC should so
notify OTS of the differences and that they will

seek corrective action authorization from the
FDIC Board.

Prepare the OTS examination report using GAAP
as the appropriate accounting treatment for finan-
cia accounting information. Use OTS
regulations, policies, and directives in reaching
examination conclusions.

The OTS and FDIC should routinely copy one
another on institution-related correspondence.
The OTS provides the FDIC with copies of ex-
amination-related correspondence.

Examination work papers, loan line sheets, report
pages, and findings should be shared, but retained
by the OTS following completion of the examina-
tion, with interim examination access provided to
the FDIC upon request.

Board of Directors Meeting

The OTS and FDIC should jointly participate in
examination-related meetings with management
and directors during and at the conclusion of joint
examinations.

The FDIC should communicate all actions taken
by the FDIC Board to the institution after
notification to the OTS.

Enforcement Actions

The OTS regional director should endeavor to ad-
vise the FDIC regional director of, and solicit
written input on, all proposed OTS enforcement
actions. The FDIC will have ten working daysto
respond. The OTS regional director should pro-
vide the FDIC regional director with a copy of the
final enforcement document within five working
days of execution. The OTS regional director
should also provide awritten explanation of the
reasons why OTS did not take any of the
FDIC-recommended actions.

Likewise, the FDIC regional director should en-
deavor to advise the OTSregiona director of, and
solicit written input on, all proposed FDIC en-
forcement actions. The OTS will haveten
working daysto respond. The FDIC regional di-
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rector should provide the OTS regional director
with a copy of the final recommendation to Wash-
ington. The FDIC regional director should also
provide awritten explanation of the reasons why
the FDIC did not take any of the
OTS-recommended actions.

Regional staff should resolve significant differ-
ences concerning corrective and enforcement
actions. If regional staff cannot resolve a signifi-
cant issue, they should submit the issue to the
FDIC Director of Supervision and the OTS Dep-
uty Director. It is expected that they will resolve
such differences within fifteen working days. If
the differences areirresolvable, the FDIC can
recommend backup action to the FDIC Board.
The FDIC should not direct corrective action until
the FDIC Board authorizes such action.

Divestiture Plans/Brokered Deposit Waivers

The FDIC regional director should advise the
OTSregional director of itsintent to approve or
deny, or otherwise exercise its independent au-
thority with respect to adivestiture plan or
brokered deposit waiver, prior to communication
with the thrift institution.

The FDIC should coordinate its efforts with the
OTSto ensure that such actions are consistent
with OTS-approved capital plans, aslong as con-
ditions at the savings association have not
changed to any materia extent (in the opinion of
FDIC).

Capital Plans

The OTS addresses inadequate capital in savings
associations as required by 12 CFR Parts 565 and
567, or through the impositions of an individual
minimum capital requirement, or through other
enforcement action.

The OTS regional director should provide copies
of capital plans, revisions and modifications, re-
guests for additional information, and proposed
actionsto the FDIC regional director for review
and comment. Unless the FDIC regional director
submitsto the OTS regional director awritten ob-
jection to the capital plan within thirty working

days, the FDIC will normally not take backup en-
forcement action or action on divestiture plans
that are contrary to the action taken by the OTSin
approving a capital plan.

The FDIC regional director and the OTS regional
director should resolve any differences with re-
spect to capital plans. The regional directors
should refer significant issues they cannot resolve
to the OTS Deputy Director and the FDIC Direc-
tor of Supervision. If such issuesremain
unresolved, the OTS may then approve the capital
plan, but the FDIC may pursue backup enforce-
ment action to resolve its concerns.

REFERENCES

Code of Federal Regulations (12 CFR)

§563.171 Freguency of Examinations

Office of Thrift Supervision Bulletins

TB 68 Supervisory Review, Appeal and
Reconsideration Process and

Ombudsman Matters

Closely Related Thrift Activities Regulatory
Handbook Sections

Section 010 Handbook Use
Section 011 Program Use
Section 040 EDS/ROE
Section 045 Regulatory Action
Data System (RAD)
Section 050 Regulatory Plan
Section 070 Overal Conclusions
Section 071 CAMELS Ratings

OTS Report of Examination Instructions
Manual for Safety and Soundness Examina-
tions

FFIEC Guidelinesfor Relying on State
Examinations (June 27, 1995)
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Examination Strategy, Scoping, and Management
Program

Examination Objectives

To determine overall objectives for the on-site examination and ensure that the examination meets the
objectives.

To determine the refined examination scope, the procedures to use, and the depth of testing and verification
needed.

To determine personnel requirements, organize and coordinate human resources to attain optimum
efficiency, and to supplement formal education programs through on-the-job training.

To facilitate clear and open communications between field staff, office staff, other regulatory bodies, and
institution personnel.

To provide useful information for future planning, scoping, monitoring, and management.

Scoping Procedures WKkp. Ref.

1. Prior to the examination, review the objectives, strategies, and preliminary scope outlined
in the Regulatory Profile for the institution.

2. If applicable, coordinate with the OTS specialty (compliance, information systems, etc.)
examiner in charge and the FDIC examiner in charge or FDIC regional office for joint
scoping.

3. Review the most recent scoping materials available (those available in advance of the
examination). This Handbook Section provides alist of scoping materials.

4. Ensurethat the PERK requests on the summary schedule are tailored to the institution and
type of examination. Send the PERK to the institution at least four weeks prior to the
examination start date.

Exam Date:

Prepared By:

Reviewed By:
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Establish and document the detailed scope for the examination.

Note: For branch reviews, evaluate internal controls, management reporting, and audit
coverage and findings before establishing scope. It may be necessary to perform only
limited reviews of branches, particularly if credit files and other information can be sent
to the office where the examination is being conducted.

Finalize staffing and examination dates.

Prepare assignments for assistants (before commencing the examination, if possible). If
helpful, prepare time management forms. Contact assistants and inquire whether they
have scheduled any time off or will be attending any training seminars during the esti-
mated duration of the examination.

Examination Procedures

Level |

The EIC should perform the following procedures as soon as possible to ensure that the ex-
amination is properly managed.

1

Meet with the CEO or designee as soon as possible at the beginning of the examination.
Refer to this Handbook Section for alist of recommended itemsto discuss. Notify the
appropriate office when the examination has begun.

Discuss assignments with assistants including estimated time for completion. Determine
that assistants are aware of the objectives stated in the Regulatory Profile and the specific
activitiesincluded in the scope. Assist in establishing the scope for each of the assigned

Exam Date:

Prepared By:

Reviewed By:
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programs. Reiterate that material revisions to planned scopes should be approved by the
EIC first.

3. Ensurethetimely receipt and dissemination of information requested from management.
Discuss problems with the appropriate contact person and establish revised deadlines for
receipt of materials, if necessary.

4. Coordinate and oversee the review of materials obtained from the institution that might
give an early indication of a need to change the scope (refer to this Handbook for alist of
these materials). This review should include the following procedures:

a. Review theingtitution’s current Thrift Financial Reports (TFR) and Management
Information Systems (M1S) reports and determine if there have been significant
changesin the level of capital, lending or investment activity, earnings, or
nonperforming assets.

b. Review the minutes of the board of directors’ meetings. Focus attention on
significant changes in the institution’ s business activities (lending, investment, joint
ventures, etc.). Assess the level of oversight performed by the directorate.

c. Discuss with management any changes in key management, the directorate, or
business activities that have occurred since the preceding examination. Also inquire
asto any proposed changes or pending litigation that may affect earnings and capital.

d. Determine through areview of correspondence, discussions with management, and
other appropriate verification methods, if management corrected any problems
related to the following areas:

Prior examination report comments and supervisory letters;
Eternal auditor’s exceptions;
Internal auditor’s exceptions; and

Any enforcement actions and directives.

Exam Date:
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e. Determineif there are written policies governing key areas such as lending and
investments. Evaluate the adequacy of new or revised written policies, procedures,
and strategic plans. These guidelines should adequately address safety and soundness
(including internal controls), profitability, and compliance with laws and regulations.

5. Make adjustments to the examination scope as necessary, but preferably as early as
possible. Notify asupervisor if significant changes are anticipated in scope, staffing needs,
duration, etc.

6. Throughout the examination:
Review on aregular basis the workflow, findings, and actual versus budgeted time.
Take appropriate steps to include on-the-job training.

Discuss all items of concern with the assistants to ensure that the OTS presents
accurate information at the closing conference with the CEO.

Keep the supervisor and the CEO abreast of any developing significant issues.

Determine that all examination work is being prepared in accordance with policies,
including: work papers, interim reports, exception sheets, draft comments, report
pages, time sheets, administrative reports, and transmittal file information. Refer to
Thrift Activities Regulatory Handbook Section 070, Overall Conclusions, for a
discussion of report content.

7. If you need additional verification, review, or analysis of any areas, complete or assign the
completion of selected procedures from Levelsl, 11, and 111 for the particular area of
review. (Refer to instructions for selecting Levels|, I1, and Il proceduresin Thrift
Activities Regulatory Handbook Section 011, Program Use.)

Exam Date:

Prepared By:

Reviewed By:
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Ensure that the examination meets the Examination Objectives of this Handbook Section.

Examination Closing Procedures

1.

Schedule a closing conference and incorporate comments in the report. (For further
instructions see Thrift Activities Regulatory Handbook Section 070, Overall Conclusions,
and Section 071, CAMEL S Ratings.) Notify al attendants of the closing conference date
and time, preferably with the use of an agenda.

If appropriate, recommend any necessary administrative actions. Prepare a confidential
memorandum if necessary.

If deemed constructive, provide a copy of Thrift Bulletin (TB) 68 to the CEO and discuss
the process for resolving differences with examiners, including the TB 68 appeal process.

Complete the ROE and EDS (refer to Thrift Activities Regulatory Handbook Section 040,
EDS/ROE and the ROE Instructions). Complete atime and planning summary to compare
actual and budgeted hours. (Y ou should verify al totals in the examination report and
other reports with an adding machine or with the use of spreadsheet software.) Refer to
Section 070, Overall Conclusions, and the ROE Instructions.

Ensure that the General File is completed.

Review work papers for completeness, proper indexing, date stamping etc. (The EIC may
delegate this responsibility.) The EIC should have reviewed the work paper content and

Exam Date:

Prepared By:

Reviewed By:

Docket #:

Office of Thrift Supervision March 1999 Regulatory Handbook

060P.5



Examination Strategy, Scoping, and Management
Program

10.

WKp. Ref.

conclusions, and initialed al work papers, before finalization of the conclusions and
comments.)

Prepare, if appropriate, evaluations of assistants. Recommend formal instruction and
on-the-job experience that would further each of their careers. Discuss the evaluation with
theindividual and their supervisor, if applicable.

Complete a PERK summary schedule and summarize any other information that will be
useful to the planning, scoping, and control of future examination activities and includein
the General File.

Update the Regulatory Profile with any significant data obtained from the examination so
that the plan is always current.

Transmit the completed report and return work papers and related files to the regional
office in accordance with established procedures.

Examiner’'s Summary, Recommendations, and Comments

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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CHAPTER: Administration
SECTION: Overall Conclusions

Section 070

INTRODUCTION

This Section provides guidance on summarizing
and effectively communicating conclusions to
institution management and the board of direc-
tors. You develop conclusions from analyzing an
institution’s overall condition and viability
through on-site examinations and other on-site
and off-site regulatory reviews.

This section, written primarily from an examina-
tion perspective, refers to responsibilities of the
examiner in charge (EIC). However, traditional
titles, roles, and responsibilities vary among re-
gional offices. Review your region’s office
structure and policy to determine where responsi-
bility rests. Sometimes staff shares responsibility.
For purposes of this section, we refer to “you” as
the EIC and assistant examiners.

A primary goal of the regulatory processisto en-
sure savings associations operate in a safe and
sound manner. For examinations and supervisory
analyses to be most effective, you should identify
the cause of any significant negative trends or
problems and recommend a solution. A compre-
hensive yet concise analysis and summary of the
institution’s condition produce a more effective
examination and allow directors and regulatorsto
act promptly.

Y our performancein thisareais critical. You
must be able to formulate conclusions and priori-
tize findings. Y our ability to communicate
findings to directors, management, and Office of
Thrift Supervision (OTS) personnel significantly
affects the regulatory process. Y our findings help
determine future strategiesin the institution’s
regulatory profile and help directors correct
weaknesses and capitalize on strengths.

This Section provides guidance in the following
areas.

Writing report comments.

Developing conclusions and preparing com-
ments.

Formulating conclusions regarding the present
condition and future prospects for the institu-
tion and for determining the institution’s
composite rating.

Assigning CAMELS (Capital Adequacy, Asset
Quality, Management, Earnings, Liquidity,
and Sensitivity to Market Risk) ratings and an
overall composite rating.

Preparing awell developed, concisely written
report of examination in plain language.

Meetings with and presentations to institution
representatives.

Documenting off-site composite rating
changes.

Report Comments

Examination reports should present a concise and
balanced portrayal of an institution’s condition
and future prospects. Generally, report comments
should include a synopsis of the work performed
(scope) and your findings based on that scope.

Y our report conclusions should give the reader a
clear understanding of the area reviewed.

A report of examination is factual and does not
exclusively present negative or positive findings.
It informs its readers, be they regulators, manag-
ers, or directors, of an institution’s present
condition and recommends a course of action to
maintain or regain safe and sound operations.

Y ou should identify strengths and weaknesses
when necessary to provide a clear picture of the
institution’s prospects, or lack thereof, for future
viability. Persons responsible for regulating insti-
tutions will need to have a balanced picture of its
strengths and weaknesses.

Developing Conclusions and Comments

There are unique factors to consider when devel-
oping conclusions, comments, and ratings for
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each CAMEL S component. Each comment should
be complete and concise. Discuss each compo-
nent’s material strengths and weaknesses by
identifying patterns and trends. Support your con-
clusions with appropriate analysis, including
underlying deficiencies. State management’s pro-
posed corrective actions.

The following checklist will assist in developing
report comments.

Present the scope of the review.

Clearly state your conclusions about risk, con-
dition, and the effectiveness of management
practices.

Clearly identify patterns and trends, and their
Causes.

Present commentsin a meaningful order, dis-
cussing major strengths and weaknesses, with
proper emphasis and tone accorded to individ-
ual topics.

Identify problems relating to safety and sound-
ness and substantive compliance issues.

Include the deficient underlying practices
when you note patterns of regulatory noncom-
pliance.

Support conclusions with appropriate analysis
and prepare an effective summary that does
not lose the reader in detail.

Assess the effect of examination findings on
future operations.

Include a discussion of corrective action where
necessary.

Support the comments with work papers and
other retained documents.

Disclose the component rating.

Formulating Overall Conclusions

The development of substantive overall conclu-
sionsinvolves:

Reviewing major findings from the examina-
tion (including trends).

Considering the ingtitution’ s operating envi-
ronment (both internal and external factors).

Converting ultimate determinations into rat-
ings.

Communicating results effectively.

Facilitating the corrective action process.

There are both objective and subjective factors
involved in acomprehensive analysis of the insti-
tution’s present and expected future condition.

Y ou must weigh the significance of criticisms,
deficiencies, and exceptions to offset strengths.
Thisrequires reviewing CAMEL S comments and
other findings for interrelationships. Whenever a
practice or other factor materially affects safety
and soundness, you must ook at both the present
and potentia future effects.

Consider the following when evaluating the
institution’s present condition:

Examiners findings, including CAMELS
comments and ratings, trends, patterns, excep-
tions, and other observations.

Patterns of regulatory noncompliance, defi-
cient procedures, and other factors causing
noncompliance.

I nterrel ationships between findings noted for
each CAMEL S component.

Effectiveness of the corrective actions initiated
to resolve earlier deficiencies.

Evaluate an institution’ s future condition by mak-
ing an assessment of the following areas:

Adequacy of policies and procedures, person-
nel, information systems, books and records,
accounting and other internal controls, audit
function, and asset review function.

Overall compliance with laws, regulations, and
policies.

The board of directors and management’s
ability to take prompt corrective actions.
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Strategic planning and the written business
plan, including changes expected in asset and
liability composition, organizational structure,
growth, etc.

Management’s ability to perform according to
the business plan.

Competitive, economic, and regulatory condi-
tions. Include: management’ s ability to assess
market conditions, trends, composition, and
expected changes in economic conditions,
competitive factors, and the regulatory envi-
ronment.

One goal of the regulatory processisto prevent
problems from developing or escalating in the
future. Therefore, early identification of risk or
weaknesses in management practicesis key. Sup-
port any projections with adequate facts and
analyses.

When devel oping a conclusion about the institu-
tion’ s future prospects, consider existing systems,
policies, and procedures; the business plan; cor-
rective action; projections for operating
performance; management ability; market and
economic factors.

Assigning Component and Composite Ratings

OTS uses astandardized system for rating savings
associations it supervises. OTS rates thrifts ac-
cording to the individual CAMEL S components
of Capital Adequacy, Asset Quality, Management,
Earnings, Liquidity, and Sensitivity to Market
Risk. Based on a quantitative and qualitative re-
view of these components, OTS assigns an overall
composite rating.

After formulating the conclusions, you can begin
the rating process. Sinceit is difficult to provide a
specific formulafor this process, experience and
judgment are critical. It is inappropriate to simply
average the individual CAMEL S ratings or use
standard formulas. A high degree of correlation
should exist between the composite rating and the
component ratings. The composite rating should
support objective information in the Examination
Conclusions and Comments page, the CAMELS
comments, and the work papers.

Y ou should refer to Thrift Activities Regulatory
Handbook Section 071, CAMEL S Ratings, for a
discussion of the composite and component rating
criteria and disclosure to thrift directors.

OTS personnel use the ratings for avariety of pur-
poses:

To reflect trends for a particular institution.
To make comparisons with peers.

To assess the condition of the industry.

The CAMELS ratings help determine appropriate
strategies including the following:

Freguency and scope of off-site and on-site
analysis.

Enforcement actions.

M eetings with institution representatives.

Analyzing applications (i.e., mergers and ac-
quisitions and subordinated debt issuance).

Because ratings determine a variety of critical
decisions, a systematic and logical analysisises
sential. While objective analysis and findings
primarily determine ratings, there is some reliance
on subjective factors, too.

REPORTING RESULTS

Regional offices use the following three vehicles
to communicate findings to institution directors:

The Report of Examination.
M eetings with institution representatives.

The supervisory letter (for off-site changesin
the composite rating).

Report of Examination (ROE)

Refer to the Report of Examination (ROE) In-
structions and the Thrift Activities Regulatory
Handbook to prepare safety and soundness ex-
amination reports.
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Examination Conclusions and Comments

The Examination Conclusions and Comments
page of the ROE should be the focal point for re-
porting conclusions from any examination or
review. To facilitate timely corrective action, di-
rect report commentsto the institution’s board of
directors even though the document remains OTS
property. Complete the Examination Conclusions
and Comments page according to the ROE in-
structions.

Consider the following primary factors when de-
veloping this page:

Report items that are material and that relate to
safety and soundness.

Present information that provides the reader
with a clear understanding of the overall con-
dition, adequacy of management practices,
causes of major problems, and recommenda-
tions for remedial action.

For regulatory violations, include only mate-
rial patterns of noncompliance, along with the
identified root(s) of the problems(s). A simple
listing of violationsis usually ineffective asa
regulatory measure, particularly in the case of
an isolated incident or error. Whileiit is appro-
priate, in certain situations, to include isolated
violations in the report, you should not bring
them forward to the Examination Conclusions
and Comments page unless they are signifi-
cant.

State conclusions and comments briefly. Do
not repeat analysis or support provided else-
where in the report.

Demonstrate how items interrelate. Do not
simply list them.

Document all conclusionsin report comments,
work papers, or other records.

Present conclusionsin an order that first describes
matters requiring immediate follow-up supervi-
sory action. The severity of a problem will dictate
its order of presentation. Concisely state how the
problem affects the institution’ s other activities
and any mitigating circumstances.

Address the following items on the Examination
Conclusions and Comments page:

The type of examination and whether there
was a holding company examination. If appli-
cable, state that there is a separate holding
company report.

The asset size of the institution, principal lines
of business, and the date of the financial state-
ments in the ROE.

A statement of the scope of the examination or
Supervisory review.

A concise statement of your conclusions about
the overall condition of the institution.

A brief discussion of the CAMELS compo-
nents (if applicable) and positive and negative
attributes of other significant items reviewed.
Focus on patterns, trends, causes of problems,
and projections for future operations.

Identification of “troubled” condition, if appli-
cable.

Disclose the composite CAMEL Srating if
assigned, refer to the definition of the assigned
rating, and explain the correlation between the
institution’ s circumstances and the rating.

A statement regarding the extent of compli-
ance with any outstanding enforcement actions
or mandatory PCA restrictions, if any.

A reference to necessary corrective action(s)
as described on the Matters Requiring Board
Attention page.

If necessary, you may use the ROE cover page
letter to expand on examination findings. Do not
merely restate examination findings in the ROE
cover page letter.

Plain Language

Y ou should write the ROE in plain language us-
ing the following principles:

Simple everyday words except for necessary
technical terms.
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Short sentences that are direct and to the point,
with phrasesin the active voice.

Identifying the “doer.” For example, in this
Handbook we use “you” to identify the exam-
iner.

Parallel ideas expressed in parallel construc-
tions.

Indented lists like this one, preceded by bullets
or numbers.

Descriptive headings that provide focus to sub-
jects and break up long pages of text into
manageabl e segments.

You may also refer to the OTS Style Guide avail-
able on the OTS Intranet under Tools.

M eetings with Institution Representatives

Meeting with institution representatives regularly
during the examination will allow you to do the
following:

Introduce examiners to institution staff respon-
sible for providing additional information.

Discuss the scope of the examination at the
start of the examination.

Discuss preliminary findings and whether
there is aneed to expand the scope.

Discuss results of the institution’s internal as-
set reviews, its asset classifications, and any
differences between the regulator’ s asset clas-
sifications and those of the institution.

After the on-site examination, meet with the insti-
tution’ s senior management for a post
examination discussion concerning your conclu-
sions and recommendations. Normally you would
meet after preparing the preliminary draft exami-
nation report. The EIC and CEO determine the
appropriate date and time. The EIC isresponsible
for notifying any other regulatory persona who
should attend. Y ou should prepare an agenda for
the attendees, and any exhibits that will
strengthen or clarify the presentation.

The purpose of the meeting is to discuss examina
tion findings, elicit management’ s response to
corrective action, verify conclusions, and answer
management’ s questions. This meeting gives you
an opportunity to discuss strengths and weak-
nesses noted and recommend corrective action if
necessary.

Regulatory personnel should meet with the insti-
tution’s board of directors when deficiencies are
serious. When discussing the need for corrective
action, be specific and agree on atime frame. Re-
fer to Thrift Activities Regulatory Handbook
Section 320, Meetings with the Board of Direc-
tors, for additional guidance. Although it is not
necessary to meet with the board of directors after
each examination at institutions with no serious
deficiencies noted, we encourage regul atory per-
sonnel to meet periodically with the board after
selected examinations to maintain an open line of
communication.

Disclosing Ratings

Y ou will disclose component ratings and compos-
ite CAMEL S ratings at exit conferences with
senior management and, when appropriate, the
board of directors. Obtain sufficient concurrence
from regional management, so that the ratings you
disclose arefinal, or subject to revisionsonly in
rare instances. If the ratings are subject to further
review, let thrift management know that the rat-
ings are not final.

We expect you to discuss the elements considered
in assigning each component rating and those
considered in assigning the overal rating. You
should indicate that a careful evaluation of the
institution’s managerial, operational and financial
performance and their compliance with laws and
regulations determines the composite rating.

Supervisory Letter

When the regional office changes the composite
ratings off-site, send a supervisory letter to the
board of directorsto notify them of the change. A
change in the composite rating may result from
changesin the institution’ s operating strategies or
conditions. An on-site review may be appropriate
when conditions warrant a downgrade in rating.
When the composite rating changes, we advise
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evaluating the need to change all six CAMELS
component ratings. Include in the supervisory let-
ter a prohibition against outside disclosure and
explain why the rating changed.

REFERENCE

Office of Thrift Supervision

OTS Thrift Safety and Soundness Report of Ex-
amination Instructions
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Examination Objectives

To formulate conclusions regarding the risks, condition, trends, management practices, and future prospects
of the thrift.

To formulate conclusions on the safety and soundness of the thrift and propose supervisory action, if needed.
To record management’ s response to examination findings, conclusions, and proposed corrective action.

To effectively communicate conclusions and recommendations, both orally and in writing, in the Report of
Examination according to common core ROE instructions and plain language principles.

Examination Procedures WKkp. Ref.

1 Review analyses, comments, exceptions, and conclusions from the work papers, and
perform the following:

Resolve any contradictory conclusions. Support all conclusions with facts obtained
during the examination.

Determine the significance of the findings related to safety and soundness and
overal regulatory compliance.

Discuss findings with appropriate institution personnel and verify conclusions as
appropriate.

2. Review the draft CAMELS comments. Talk with assisting examiners about their overall
CAMELS observations and findings applicabl e to the comments, and determine whether
conclusions are reasonabl e.

3. Revise CAMEL S comments so that they fairly represent examination results according to
ROE instructions. Ensure conclusions are well supported in work papers and comments
include any significant items noted in work papers. The tone and content of each
comment should be concise and appropriate, as outlined in the Handbook.

Exam Date;
Prepared By:
Reviewed By:
Docket #:
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4, Review the preliminary CAMELS component ratings and meet with assisting examiners.
Y ou should consistently apply the standard criteria set by OTS for determining ratings.
Follow definitions and instructions pertinent to the rating system to ensure national
consistency.

5. If necessary, adjust the CAMEL S component ratings using the instructions in Thrift
Activities Regulatory Handbook Section 071, CAMEL S Ratings. Review CAMELS
comments again to ensure that they are consistent with the component ratings assigned.

6. Develop overall conclusions and prepare the Examination Conclusions and Comments
page. Ensure the report iswritten in plain language.

7. Determine the composite rating by weighing the importance of various criteria used to
develop conclusions. To ensure national consistency, you should follow the rating
instructionsin Thrift Activities Regulatory Handbook Section 071.

8. Review the Examination Conclusions and Comments page again to ensure the tone and
content supports the assigned composite rating.

9. Discuss findings with management, typically the CEO. We recommend that you use an
agenda. Discuss at |east the following topics:

The purpose of the meeting.
All items that you might include in the examination report.
Overall conclusions regarding the institution.

Management’ s corrective action responses.

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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10.

11.

12.

13.

14.

15.

Wkp.Ref.

Composite and component ratings.

After the meeting, correct any itemsin the ROE that are inaccurate, misleading, or
misinterpreted.

The Matters Requiring Board Attention page should include corrective actions, if
appropriate. These include specific recommendations to correct deficiencies listed in the
report, or recommendations for: supervisory agreements, consent agreements,
cease-and-desist orders, receiverships, conservatorships, civil money penalties, and
criminal referrals to appropriate agencies. For suspected violations of criminal statutes,
the EIC should refer to Thrift Activities Regulatory Handbook Section 360, Fraud/Insider
Abuse.

Provide any information to the regional office that will be useful for revising the
regulatory profile.

Prepare the ROE cover page letter, if necessary, in accordance with regional office
policy.

Prepare to meet with the board of directors regarding findings. Refer to Thrift Activities
Regulatory Handbook Section 320, Meetings with the Board of Directors, for
instructions.

Ensure that your review meets the Objectives of this Handbook Section.

Exam Date:

Prepared By:

Reviewed By:

Docket #:

070P.3 Regulatory Handbook January 2002 Office of Thrift Supervision



Overall Conclusions

Program

Examiner’'s Summary, Recommendations, and Comments

Exam Date:

Prepared By:
Reviewed By:

Docket #:

Wkp.Ref.

070P.4

Regulatory Handbook

January 2002

Office of Thrift Supervision



CHAPTER: Administration
SECTION: CAMELS Ratings
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INTRODUCTION

OTS uses the CAMEL S rating system to evaluate
an ingtitution’s overall condition and performance
by assessing six rating components. The six com-
ponents are Capital Adequacy, Asset Quality,
Management, Earnings, Liquidity, and Sensitivity
to Market Risk. OTS then assigns each institution
a composite rating based on the examiner’s as-
sessment of its overall condition and level of
supervisory concern. The rating system was re-
vised in December 1996. The four federal banking
agencies updated the rating definitions and ad-
dressed changes in the financial servicesindustry
and in supervisory policies and procedures that
occurred since the rating system was first adopted
in 1979. The Office of Thrift Supervision (OTS)
adopted the revised Uniform Financial Institutions
Rating System (UFIRS) effective for all safety
and soundness examinations with start dates after
January 31, 1997.

Aggregate rating information enables the public
and Congress to assess the condition of the sav-
ings and loan industry. Because each of the
banking regulatory agencies adopted this uniform
rating system, Congress can readily compare
composite rating data for al types of insured fi-
nancial institutions.

Changesto UFIRS

The revised rating system places additional em-
phasis on management’ s effectivenessin
identifying, measuring, monitoring and control-
ling risk. The interagency group made two
principal enhancements to update the rating sys-
tem while retaining its basic framework. First, the
evaluation of interest rate and other non-credit fi-
nancial risks was moved from the Liquidity and
other components to a new sixth component
called “ Sengitivity to Market Risk.” Thus, the re-
vised rating system acronym is CAMELS. The
new “S’ component rating addresses the degree
that changesin interest rates, commodity prices,
and equity prices could adversely affect the insti-
tution’ s earnings or economic capital. The new

component, while broad in scope, only focuses on
those elements that are relevant to the thrift being
examined. For example, foreign exchange and
price risks may not be relevant to some thrifts and
thustheir "S" component rating will primarily fo-
cus on interest rate risk.

Another noteworthy change is that the definitions
for composite 1-, 2-, and 3-rated institutions estab-
lish more explicit guidance for the component
ratings:

For composite 1-rated institutions, all compo-
nents should generally berated 1 or 2.

For composite 2-rated institutions, component
ratings should normally be no worse than 3.

For composite 3-rated institutions, none of the
component ratings should be worse than 4.

Such guidance, while not an absolute requirement,
is more specific than previous CAMEL rating
guidance. The revised UFIRS statement is the de-
finitive statement on safety and soundness ratings.
(See Appendix A.) The remainder of this hand-
book section expands on, or highlights certain
parts of the policy statement asit appliesto thrift
institutions.

Composite Ratings

The composite rating is a qualitative assessment
by the agency of theinstitution’s condition and
the agency’ s overall level of supervisory concern.
Although the composite rating assigned to the
thrift should normally have a close relationship to
the individual CAMEL S component ratings, you
should not derive the composite rating merely by
computing an arithmetic average of the compo-
nent ratings. Such a simplistic, mechanical
approach will not reflect the true condition of the
savings association; nor will it indicate the appro-
priate supervisory actions.
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Y ou should include in the Examination Conclu-
sions and Comments page of the report of
examination (ROE) the following items:

A discussion of the institution's composite
rating.

A reference to (not a repetition of) the appli-
cable rating definition.

A description of the institution's particul ar
circumstances that affected the rating as de-
fined.

Y ou must ensure that the report comments and
work papers support the assigned ratings.

One of the principal objectives of the CAMELS
rating process isto identify, through the compos-
ite rating, those thrifts that pose arisk of failure
and merit more than normal supervisory atten-
tion. Thus, you should give more weight to
individual CAMELS criteria that more strongly
affect the condition and viability of the thrift.

The composite CAMEL S rating, the CAMELS
component ratings, and supporting documenta-
tion all play an important part in the regulatory
process in support of any necessary enforcement
action.

OTS uses an institution’ s composite rating as one
of the factors to determine whether the institution
should be designated as being in "troubled condi-
tion." Any thrift that has a composite CAMELS
rating of 4 or 5, is designated in troubled condi-
tion by OTS. Other qualifiers of “troubled
condition” are defined in 12 CFR § 563.555.
These thrifts are subject to greater regulatory
scrutiny and restrictions, such as requirementsto
receive prior approva before engaging in certain
activities.

When examining athrift in troubled condition,
you should consult the regulatory plan, supervi-
sory correspondence, the previous examination,
and any other pertinent information to determine
the operating restrictions to which athrift is sub-
ject. You must then analyze the institution's
operations and ensure that it isin compliance
with all restrictions. For further information re-

garding operating restrictions, refer to Handbook
Section 370, Enforcement Actions.

The CAMELS ratings a so support OTS s differ-
ential regulation policy. The composite
CAMEL S rating establishes both the OTS and
the Federal Deposit Insurance Corporation
(FDIC) fee assessment levels and determines the
levels of supervisory oversight and restrictions.
This policy providestighter restrictions for thrifts
with worse composite ratings and other factors,
and is evident in the following guidance:

Regulatory Bulletin (RB) 18 series (En-
forcement Policy).

RB 3b (Growth Restrictions).

OT S asset-based assessment regulation at 12
CFR §502.1.

OTS audit regulation at 12 CFR 8562.4.

OTS transactions with affiliates regul ation at
12 CFR 8§ 563.41.

OTS capital regulations at 12 CFR § 565.4.

OTSdirectorsregulation at 12 CFR 88
563.550 through 563.590.

FDIC risk-based deposit insurance assess-
ment regulation at 12 CFR Part 327.

Component Ratings

Asthe introduction states, component ratings in-
dicate an ingtitution’ s performance in the six key
performance groups that are common to all insti-
tutions.

Capital Adequacy

Maintaining an adequate level of capital isacriti-
cal element for depository institutions. While
meeting regulatory capital requirementsis a key
factor in determining capital adequacy, the insti-
tution's operations and risk position may warrant
additional capital beyond the minimum regula-
tory requirements. Y ou should determine whether
capital isadequate in relation to the risk profile
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and operations of the thrift. In addition, you
should evaluate capital levelsin relation to future
needs.

Since maintaining a sufficient level of capital is
critical for an institution to maintain operations,
you should appropriately weigh the importance
of capital on the viahility of the thrift when for-
mulating the composite rating. Y ou should also
consider the institution's dividend payout policy
and practice. Y ou should rate an institution's
capital adequacy considering all criteriacited in
the UFIRS statement.

PCA Levels

Note that, in general, an institution in any of the
three lower-tier Prompt Corrective Action (PCA)
categories warrants a4 or 5 Capital component
rating. A capital rating of 4 is appropriateif the
thrift is undercapitalized or significantly under-
capitalized but asset quality, earnings, or interest
rate risk problems will not cause the thrift to be-
come critically undercapitalized in the next 12
months. Also, a capital rating of 4 may be appro-
priate for an institution that does not have
sufficient capital based on its capital level com-
pared with the risks present in its operations,
even though the thrift may meet the minimum
regulatory requirements.

Aninstitution is presumed to warrant a5 rating if
itis“critically undercapitalized,” or has signifi-
cant asset quality problems, negative earning
trends, or high interest rate risk exposure that
will cause the thrift to become critically under-
capitalized within the next 12 months.

See the Capital Chapter of this Handbook for
more detailed instructions for reviewing capital
adequacy.

Asset Quality

An accurate evaluation of an institution’ s asset
quality can be one of the most important prod-
ucts of the examination. The asset quality rating
reflects the extent of credit risk associated with
the loan and investment portfolios, real estate
owned, other assets, and off-bal ance sheet risks
aswell astheingtitution’s ability to manage

those risks. The evaluation of an institution’s as-
set quality is dependent on the institution’s
policies and procedures relating to loan under-
writing and asset procurement, the proper
classification of assets, and the adequacy of the
institution’s valuation allowances.

The component and composite ratings demon-
strate the level of supervisory concern over an
institution, its activities, and its performance.
When asset quality isin doubt because of exces-
sive or inadequately controlled risk, the
institution’ s asset quality component rating
should reflect this concern. In order to attain a 1
or 2 Asset Quality component rating, an institu-
tion must fully control its credit risk. If an
institution has a high exposure to credit risk, itis
not sufficient to demonstrate that the loans are
profitable or that the institution has not experi-
enced significant losses in the near term.
Management must demonstrate that it has identi-
fied credit risks, measured the potential exposure
to loss, established systems to monitor such risk
on an ongoing basis, and has adegquate measures
in place to limit and control those risks. Other-
wise, asignificant supervisory concern will exist
relative to the institution’ s asset quality.

Management

The management rating is areflection of the per-
formance of the entire management team of the
thrift. Thisincludes the board of directors and all
levels of management. Therating is an assess-
ment of management's overall effectiveness.

The directors have two basic responsibilities:
Provide for effective thrift management.

Establish objectives and policies appropriate
for their thrift.

Directors are a so responsible for ensuring that
management effectively implements these poli-
cies and initiates corrective action when
necessary to ensure adequate management con-
trol and results.

Y ou should base your assessment of management
on ahistorical, current, and prospective evalua
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tion of management’ s effectivenessin addressing
problems the thrift encounters. Since financial
performance is the primary indicator of the vi-
ability of an institution, the thrift's financial
performance will strongly influence the manage-
ment rating.

Often a new management team or a new key sen-
ior executive officer assumes the administrative
responsibility of athrift in troubled condition.

Y ou should not rate new management too highly
based on performance projections, newly imple-
mented policies and procedures, or management's
aggressive attempts to solve those problems. The
management rating should reflect the actual re-
sults of management's efforts. As such, the
management component rating should be conser-
vative until new management demonstrates the
ability to actually improve the institution’ s condi-
tion, or at aminimum, its policies, procedures,
and key operational areas. For example, new
management improved loan underwriting, collec-
tions, and the Internal Asset Review (IAR)
functions on a consistent basis. Unless manage-
ment implements such broad improvements, the
management rating should generally be no higher
than a 3 for an institution with poor operating
performance.

Y ou must be keenly aware of unsafe and unsound
practices such as self-dealing that results in unof-
ficial compensation to management or directors.
Self-dealing may result from actions undertaken
directly by management or directors, or by their
agents. Business dealings with insiders should be
for the benefit of the thrift and on terms substan-
tially the same as those with third parties. Self-
dealing provides grounds for an unsatisfactory
management rating.

Earnings

Y ou must determine whether earnings are suffi-
cient for necessary capital formation. An
institution should have minimum earnings suffi-
cient to absorb losses without impairing capital.
Quality (stability) and composition (source) of
earnings are important criteria. The thrift cannot
rely on income that is nonrecurring, such as gains
on the sale of portfolio loans, to maintain profit-
ability. Y ou should consider the extent to which

extraordinary items, such as nonrecurring securi-
ties transactions and tax effects contribute to net
income.

In some cases, thrifts are able to sustain volume
and stable earnings from noninterest sources of
income; for example, mortgage banking opera-
tions. In these thrifts (as well as al other thrifts),
you should use professional judgment and ana-
lyze the stability and sufficiency of noninterest
earnings. Thisincludes the institution's ability to
react quickly to changing economic conditions,
such as a decline in mortgage originations.

Y ou should consider the adequacy of transfers to
the general and specific valuation allowances; if
the thrift needs more allowances, earnings will be
negatively affected.

Y ou should also consider the institution's operat-
ing risksto determine if its earnings position is
stable and sufficient. For example, if an institu-
tion's interest rate risk management is inadequate,
the institution’s earnings may be adversely af-
fected by a change in market interest rates.

Liquidity

OTS measures liquidity in relation to an institu-
tion'slevel of liquid assets, its outside sources of
funds, and the adequacy of its funds (or cash
flow) management practices. Historically, most
thrifts have held sufficient liquid assets. OTS-
supervised thrifts generally rely upon liquidity
available from secured lines of credit with the
Federal Home Loan Banks (FHLBs). Aslong as
the thrift’ s performance is sufficient to allow it to
maintain afavorable credit standing with the
FHLBs, and aslong as the FHLBs also have ade-
quate liquidity, thrifts can continue to confidently
rely upon them for their liquidity needs.

Sengitivity to Market Risk

The UFIRS bases the sensitivity to market risk
component rating on two dimensions:

Theinstitution’s level of market risk.

The quality of the institution’s practices for
managing market risk.
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Because few thrift institutions have significant
exposure to foreign exchange risk or commodity
or equity pricerisks, OTS generally assessesin-
terest rate risk as the only form of market risk.

Y ou must assess both dimensions and combine
those assessments into a component rating.

Y ou must base your conclusions about an institu-
tion’s level of interest rate risk — the first
dimension for determining the S component rat-
ing — primarily on the interest rate sensitivity of
the institution’ s net portfolio value (NPV). You
must pay primary attention to two specific meas-
ures of risk: Interest Rate Sensitivity Measure
and Post-shock NPV Ratio. (Seethe TB 13aglos-
sary for definitions.)

Interest Rate Sensitivity Measure. This
measure by itself, may not give cause for su-
pervisory concern when the institution has a
strong capital position. Because an institu-
tion’srisk of failureisinextricably linked to
capital and, hence, to its ability to absorb ad-
verse economic shocks, an institution with a
high level of economic capital, that is, NPV,
may be able safely to support a high sensitiv-
ity measure.

Post-shock NPV Ratio. Thisratioisamore
comprehensive gauge of risk than the sensi-
tivity measure because it incorporates
estimates of the current economic value of an
institution’ s portfolio, in addition to the re-
ported capital level and interest rate risk
sensitivity. There are three potential causes
of alow, that is, risky, post-shock NPV ratio:

¥ low reported capital

¥ significant unrecognized depreciation in
the value of the portfolio

¥ high interest rate sensitivity.

Although the first two situations may cause su-
pervisory concern and receive attention under the
portions of the examination devoted to evaluating
Capital Adequacy, Asset Quality, or Earnings,
they do not necessarily represent an interest rate
risk problem. Only when an institution’s low
post-shock NPV is, in whole or in part, caused by

high interest rate sensitivity is there suggestion of
an interest rate risk problem.

Refer to TB 13a(Section IV, Table 1) for the
guidelines to determine the level of interest rate
risk. Use these risk levels as starting pointsin
your ratings assessments; however, you have
broad discretion to exercise judgment. TB 13a
provides these risk levels as guidance; they are
not mandatory.

OTS produces quarterly estimates of the sensitiv-
ity measure of the post-shock NPV ratio for each
thrift that files TFR Schedule CMR. Y ou can find
these estimates in the Interest Rate Risk Expo-
sure Report for the thrift.

In drawing conclusions about the quality of an
institution’ s risk management practices — the sec-
ond dimension of the S component rating — you
must assess all significant facets of the institu-
tion’ s risk management process.

Consider the following eight factors when assess-
ing the quality of an institution’ s risk
management practices:

Quality of oversight by the board and senior
management.

Prudence of board-approved IRR limits.
Adherence to IRR limits.

Quality of system for measuring NPV sensi-
tivity.

Quality of system for measuring earnings
sensitivity.

Integration of risk management with deci-
sion-making.

Investments and derivatives including risk
management policies and procedures.

Institution’ s size, complexity, and risk pro-
file.

Although TB 13a(Table 2) provides guidelines
on how to combine your assessment of these two
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dimensions into a component rating, you must
exercise judgment in assigning ratings based on
the facts you encounter at each institution. TB
13a (Section 1V) provides a non-exhaustive list
of factors you might consider in applying the S
rating guidelines to a particular institution.

Thrift Performance Evaluation and CAMELS
Rating Assignments

The Uniform Thrift Performance Report (UTPR)
provides percentile rankings for many measures
of thrift performance as compared to peer
performance. Use the Thrift Monitoring System
(TMYS) Group Query process to find the

CAMELS composite and component ratings of
other thrifts with similar key ratios. These tools
are useful in comparing athrift’s performance
with that of its peersto assign ratings that are
consistent with thrifts having similar ratios.
However, since the composite CAMELSrating is
an indicator of the overall health and viability of
an institution, it isimportant that you rate thrifts
on their absolute performance rather than only
against regional or state peer performance.
Thriftsin some states or regions may perform
better than peer averages or medians, but perform
poorly in absolute terms or when compared with
peer averages or medians of other regions. Peer
performance in such cases would not necessarily
reflect thrifts that were being operated in a safe
and sound manner. Rather, those averages could
reflect substandard performance. The CAMELS
ratings should accurately reflect the condition of
athrift, regardless of local or regional peer per-
formance.

An institution's performance cannot be measured
solely in numbers. The mere fact that an institu-
tion meets its minimum regulatory capital,
liquidity, and other regulatory requirements does
not guarantee that its condition isviable. There-
fore, you must use professional judgment and
consider both qualitative and quantitative criteria
when analyzing an institution's performance.

Y ou should consider the following items to de-
termine the CAMEL S composite and component
ratings:

Quality of management and the board of di-
rectors.

Quality and composition of the asset portfo-
lio.

Risks inherent in the business activities.
Financia data.

Further, since financial numbers are lagging indi-
cators of an institution's condition, you must also
conduct a qualitative analysis of current and pro-
jected operations when assigning CAMELS
ratings. Y ou should weigh the analysis of quanti-
tative and qualitative data to determine the rating
for each CAMELS component.

Aninstitution with a high level of classified as-
sets, a decreasing trend in foreclosures and
delinquencies, and adequate general valuation al-
lowances, loan underwriting, and an AR
program may merit a higher asset quality rating
than an institution with the same level of classi-
fied assets, an increasing trend in foreclosures
and delinquencies, and inadequate general valua-
tion allowances, loan underwriting, and IAR
program. Qualitative criteriarelated to these ra-
tios may mitigate the institution's condition and,
hence, the rating. Y ou should consider al signifi-
cant criteria, both qualitative and quantitative,
when assigning CAMEL S ratings.

Y ou must consider all applicableinformation re-
viewed under each CAMEL S component on a
scale of 1to 5. You must then make a qualitative
assessment of the information reviewed for each
CAMELS component to assign the ratings.

OTS structured this Handbook and the ROE
around the CAMELS components. An analysis of
an institution's overall soundness cannot be made
without adequate consideration of all six areas
and their interrelationships. This Handbook Sec-
tion briefly presents the main areas you must
review in order to assign the six CAMELS com-
ponent ratings and the composite rating. The
remaining chapters in this Handbook provide de-
tailed instructions for the review of each
CAMELS component. Y ou should follow the ex-
amination procedures within each of the chapters
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as required by the examination scope to develop
the CAMEL S component ratings.

Consistency in CAMEL S Rating Assignments

Itisessential that OTS apply CAMELS ratings
on anationally consistent basis. Inconsistencies
in assigning CAMEL S component or composite
ratings may result in confusion and degrade the
integrity of the supervisory process. When OTS
consistently applies CAMEL S ratings, the condi-
tion of the thrift can be compared between the
previous examination and the most recent exami-
nation. Furthermore, thrifts can be compared on
an intraregiona and a national basisusing TMS
Group Query reports sorted by key ratios or im-
ported into a spreadsheet and sorted by
component ratings. To ensure consistency in the
CAMEL S rating process, you must have athor-
ough understanding of the criteriato assign the
different CAMELS component and composite
ratings.

Maintaining and Updating the CAMEL S Rat-
ings

It isalso essential that regional offices monitor
new developments for each thrift and update the
ratings, as needed, so that the rating is always a
current indicator of the institution's condition.
(Refer to the procedures for off-site CAMELS
ratings at the end of this Handbook Section.)
Maintaining these ratings requires periodic moni-
toring with an emphasis on the criteria supporting
the CAMEL S ratings for the thrift. For this rea-
son, it isimperative that you document the
significant points supporting the CAMEL S rat-

ing.

Deterioration or significant changes in the insti-
tution's operations or condition may indicate a
need for some special supervisory attention. Su-
pervisory attention may include atelephone
inquiry or written request for additional informa-
tion, aspecial limited examination, or aregular
examination. Any changes in the criteria that
support the current ratings or any new devel op-
ments may require a change in the CAMELS
ratings and the supervisory treatment needed.

Since ratings affect the institution's assessment
and supervisory treatment, they must be kept cur-
rent. Analyze and adequately document any
updates to the ratings. The rating reported to a
thrift must always be the most recent rating based
on all sources of information.

Documentation and Support

Given the importance of the CAMEL S ratings, it
iscritical to clearly show and support how you
determined these ratings. Y ou should review
ROE ratios, UTPR schedules, and customized
TMS reports and use them to concisely document
and support the analysis. Y ou may aso find these
reports useful in assimilating and reviewing work
paper conclusions and organizing your thoughts
before drafting the ROE.

Disclosure of CAMEL S Ratings

Since 1988, OTS disclosed composite or overall
examination ratings to each institution’s man-
agement and board of directors. Concurrent with
the adoption of the new UFIRS rating system,
OTS began disclosing the CAMEL S component
ratings with the CAMEL composite rating in the
ROE. Disclosure of the CAMELS component rat-
ings encourages a more compl ete and open
discussion of examination findings and recom-
mendations between examiners and thrift
management. Further, disclosure of the CAMELS
component ratings in addition to the composite
rating provides management with a better under-
standing of how OTS derives the composite
rating. Disclosure aso enables management to
better address any weaknesses in specific areas
before OTSfinds it necessary to downgrade the
institution’s overall composite rating. Use the
following rating disclosure procedures for all
safety and soundness examinations, including
joint and concurrent examinations, that OTS
conducts.

Y ou must disclose the assigned composite rating
in accordance with OTS' s ROE instructions. Add
the component rating to the top left corner of
each ROE core component page. Report com-
ments on the Examination Conclusions and
Comments page and on other related schedules
throughout the report should fully support the
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composite and component ratings assigned. The
individual core page for a component rating
should continue to contain a clear and thorough
discussion of that component. Y ou should sup-
port component ratings with selected use of
statistics. Use language that is clear and informa-
tive, appropriate in tone, and explain your
assignments, conclusions, and reasoning.

Management Discussions

Y ou must disclose CAMEL S composite and
component ratings at exit conferences with senior
management and, when appropriate, the board of
directors. Y ou should obtain sufficient concur-
rence with the ratings from regional management,
so that the component ratings disclosed are final,
or subject to revisions only in rare instances. If
the ratings are subject to further review, you
should disclose to thrift management that the rat-
ings are not final. Each region has office
procedures to implement this policy.

During the discussion with management, you
should discuss the criteriayou considered in as-
signing each component rating as well asthe
overall composite rating. Y ou should indicate
that you based the composite rating on a careful
evaluation of the institution’s managerial, opera-
tional and financial performance, and compliance
with laws and regulations. Y ou should clarify
that you did not base the composite rating on an
arithmetic average of the components, but on a
qualitative analysis of the criteria comprising
each component, the interrelationship between
components, and, more importantly, the overall
level of supervisory concern.

The quality of management is the single most
important element in the successful operation of
athrift, and is usually the factor that is most
indicative of how well the institution identifies,
measures, monitors, and controlsrisk. For this
reason, you should take sufficient time to explain
to senior management and, when appropriate, to
the board of directors, the criteriayou considered
in assigning the management component rating,
and the meaning of the rating. Y our written com-
ments in support of the management rating
should include an assessment of the effectiveness
of existing processes to identify, measure, moni-

tor, and control risk. Finally, you should remind
management that the CAMEL S composite and
component ratings disclosed in the examination
report remain subject to the confidentiality rules
imposed by 12 CFR Part 510 of the OTS Regula
tions. Thisincludes the verbal disclosures made
at the conclusion of the examination.

REFERENCES
Code of Federal Regulations (12 CFR)
OTSRegulations

§502.1 Asset-based Assessments

§562.4 Audit of Savings Associations and
Holding Companies

8§563.41  Loansand Other Transactions With
Affiliates

§563.550 Additions of Directors and Employ-
ment of Senior Executive Officers

8565.4 Capital Measures and Capital Cate-
gory Definitions

FDIC Regulations
Part 327  Assessments
Office of Thrift Supervision Bulletins

RB 3b Policy Statement on Growth for In-
sured Institutions

RB 18 General Enforcement Policy Series

TB 13a  Management of Interest Rate Risk,
Investment Securities, and Derivative
Activities

TB 69 Revised Rating System; Disclosure of
Component Ratings (the UFIRS is at-
tached)

TB 69-1 Common Questions on the Revised
UFIRS (the FFIEC document is at-
tached)

Other References

OTS Report of Examination Instructions Manual

FFIEC Press Release, “Uniform Financia Institu-
tions Rating System,” December 19, 1996

OTS Transmittal 166: Regulatory Citations to
UFIRS
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Examination Objectives

To consider al significant financial, operational, and compliance performance measures for an ingtitution
and assign CAMEL S ratings that accurately reflect the institution’s condition and viability.

To clearly support the CAMELS ratings in the examination report and enable OTS to initiate corrective
action with the institution’ s directors and management.

To provide the institution’ s management and the board of directors with CAMEL S ratings that signify the
OTS assessment of the institution’s overall condition.

Examination Procedures

The following procedures depend on information obtained from all phases of the examination and from
all off-site sources. The examiner in charge (EIC), or designee, should complete the following proce-
dures for developing the CAMELS ratings during the final stages of the examination.

On-Site CAMELS Ratings

Note: If the EIC completed the overall conclusions program, Section 070 of this Handbook, on-site steps
are substantially complete.

WKkp. Ref.

1 Review analyses, exceptions, and conclusionsin the work papers for each CAMELS
component. Support al conclusions with objective information. Resolve any
contradictory conclusions.

2. Review assisting examiners comments on individual CAMELS criteria. If necessary,
make adjustments to ensure that comments are comprehensive and to eliminate any
duplication. If the EIC is aware of other criteria that are not known to assisting personnd,
the EIC should determine if these criteria are relevant and whether or not to include the
comments.

3. Review the proposed corrective actions related to any violation or exception to ensure it
is appropriate.

Exam Date:
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4, Review the preliminary CAMEL S component ratings that assistant examiners
recommend. Discuss the recommendations with assistant examiners to ensure the
accuracy of their interpretations. Ensure that assistant examiners provided well-supported
conclusions and opinions. Ensure that assistant examiners consistently applied the
standard criteria set forth in this Handbook Section for determining and weighing the
CAMELS criteria and assigning the CAMEL S component ratings.

5. If necessary, adjust the CAMELS ratings so that they accurately and objectively present
the ingtitution’ s performance in each CAMEL S component. Document the basis for each
rating. Include the ROE ratios as well as any other pertinent ratios. Also include the most
significant points supporting each CAMELS rating.

6.  Weigh the relative importance of the various criteria considered when developing the
CAMELS component ratings, and analyze their effect on the overall condition of the
thrift. Determine the composite rating, applying the standard criteria set forth in the
UFIRS statement following this Handbook Section. Clearly support the composite rating
with the facts and comments within the ROE.

7. Prepare the Examination Conclusions and Comments page. Refer to the ROE
Instructions manual for alist of the elements you should include on this page.

8. Discuss findings with management. Refer to Section 070, Overall Conclusions, for
further instructions for meeting with thrift management.

9. Review the comments again to ensure consistency with the assigned ratings. Finaize the
CAMELS ratings and comments after a thorough review. Ensure that the assistant
examiner correctly completed the Examination Data System (EDS) ratings section.

Exam Date:
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10. Ensure your review meets the Examination Objectives of this Handbook Section.

Off-Site CAMELS Ratings

Supervisory managers, analysts, or other staff should complete the following procedures
as applicable when analyzing and updating CAMELS ratings off-site:

Note: Any off-site CAMELS rating updates should be done using the Type 22 Examination
Report, “Off-Site Monitoring.”

1 Review the most recent examination report and the Regulatory Profile for the ingtitution
to identify areas of concern.

2. Anayze reported financia information to determine current trends and any new areas of
concern, with an emphasis on the period since the last examination.

3. Review any applications the thrift submitted since the last rating to determine whether
there are any material changes in the structure or business plan.

4, Review correspondence between the thrift and OTS to learn the status of significant
issues arising since the most recent examination. Verify, to the extent possible, through a
review of the financia statements and other reports that the thrift is correcting any
problem areas.

5. Review the most recent external audit report, the certified public accountant’s
management letter addressing internal control issues, and the ingtitution’ s response to
that letter to determine if management corrected all reported interna control deficiencies.

Exam Date:
Prepared By:
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10.

11.

12.
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If necessary, contact the ingtitution to verify specific facts or address concerns.

Identify any changesin the ingtitution’ s condition and operating practices. Determineif a
change in a CAMELS component or composite rating more appropriately reflects the
condition of the thrift.

Determine the need for and recommend, if necessary, a supplemental or full-scope
examination or an on-site review of areas that you cannot adequately anayze off-site.

Recommend any change in the CAMELS component or composite ratings to the
supervisory manager or other appropriate manager in the regional office. Support any
recommendation for change with a narrative memorandum and documented analysis
explaining and supporting the reasons for the change.

If the regional office approves a change in a composite or component CAMEL S rating,
prepare a supervisory letter or memorandum to the institution’ s board of directors to
inform them of the change in the rating. The memo should explain the reasons for the
change and any resulting consequences. The memorandum should also contain a
definition of the new rating assigned and standard language prohibiting disclosure of the
rating.

Enter the new rating(s) in the EDS ratings section and make certain they are correct.

Update the Regulatory Profile with any other appropriate information.

Exam Date:
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Examiner’s Summary, Recommendations, and Comments
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Appendix A: CAMELS Ratings Section 071

UNIFORM FINANCIAL INSTITUTIONS' RATING SYSTEM

Introduction

The Uniform Financial Institutions Rating System (UFIRS) was adopted by the Federal Financial
Institutions Examination Council (FFIEC) on November 13, 1979. Over the years, the UFIRS has proven to
be an effective internal supervisory tool for evaluating the soundness of financial institutions on a uniform
basis and for identifying those institutions requiring special attention or concern. A number of changes,
however, have occurred in the banking industry and in the Federal supervisory agencies policies and
procedures which have prompted areview and revision of the 1979 rating system. Therevisionsto UFIRS
include the addition of a sixth component addressing sensitivity to market risks, the explicit reference to the
quality of risk management processes in the management component, and the identification of risk elements
within the composite and component rating descriptions.

Therevisions to UFIRS are not intended to add to the regulatory burden of institutions or require additional
policies or processes. The revisions are intended to promote and complement efficient examination
processes. The revisions have been made to update the rating system, while retaining the basic framework
of the origina rating system.

The UFIRS takes into consideration certain financial, managerial, and compliance factors that are common
to all ingtitutions. Under this system, the supervisory agencies endeavor to ensure that all financial
institutions are evaluated in a comprehensive and uniform manner, and that supervisory attention is
appropriately focused on the financial institutions exhibiting financial and operational weaknesses or
adverse trends.

The UFIRS also serves as a useful vehicle for identifying problem or deteriorating financia institutions, as
well asfor categorizing institutions with deficiencies in particular component areas. Further, the rating
system assists Congressin following safety and soundness trends and in assessing the aggregate strength and
soundness of the financial industry. As such, the UFIRS assists the agencies in fulfilling their collective
mission of maintaining stability and public confidence in the nation's financial system.

Overview

Under the UFIRS, each financial institution is assigned a composite rating based on an evaluation and rating
of six essential components of an institution's financial condition and operations. These component factors
address the adequacy of capital, the quality of assets, the capability of management, the quality and level of
earnings, the adequacy of liquidity, and the sensitivity to market risk. Evaluations of the components take
into consideration the institution’ s size and sophistication, the nature and complexity of its activities, and its
risk profile.

Composite and component ratings are assigned based on a1 to 5 numerical scale. A 1 indicates the highest
rating, strongest performance and risk management practices, and least degree of supervisory concern, while

For purposes of this rating system, the term “financial institution” refersto those insured depository institutions
whose primary Federal supervisory agency is represented on the Federal Financial Institutions Examination Council
(FFIEC). The agencies comprising the FFIEC are the Board of Governors of the Federal Reserve System, the
Federal Deposit Insurance Corporation, the National Credit Union Administration, the Office of the Comptroller of
the Currency, and the Office of Thrift Supervision. The term “financial institution” includes Federally supervised
commercia banks, savings and loan associations, mutual savings banks, and credit unions.
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a5 indicates the lowest rating, weakest performance, inadequate risk management practices and, therefore,
the highest degree of supervisory concern.

The composite rating generally bears a close relationship to the component ratings assigned. However, the
composite rating is not derived by computing an arithmetic average of the component ratings. Each
component rating is based on a qualitative analysis of the factors comprising that component and its
interrelationship with the other components. When assigning a composite rating, some components may be
given more weight than others depending on the situation at the institution. In general, assignment of a
composite rating may incorporate any factor that bears significantly on the overall condition and soundness
of the financial institution. Assigned composite and component ratings are disclosed to the institution’s
board of directors and senior management.

The ability of management to respond to changing circumstances and to address the risks that may arise
from changing business conditions, or the initiation of new activities or products, is an important factor in
evaluating afinancia institution's overall risk profile and the level of supervisory attention warranted. For
this reason, the management component is given special consideration when assigning a composite rating.

The ability of management to identify, measure, monitor, and control the risks of its operationsis also taken
into account when assigning each component rating. It isrecognized, however, that appropriate
management practices vary considerably among financia institutions, depending on their size, complexity,
and risk profile. For less complex institutions engaged solely in traditional banking activities and whose
directors and senior managers, in their respective roles, are actively involved in the oversight and
management of day-to-day operations, relatively basic management systems and controls may be adequate.
At more complex institutions, on the other hand, detailed and formal management systems and controls are
needed to address their broader range of financial activities and to provide senior managers and directors, in
their respective roles, with the information they need to monitor and direct day-to-day activities. All
institutions are expected to properly manage their risks. For less complex institutions engaging in less
sophisticated risk taking activities, detailed or highly formalized management systems and controls are not
required to receive strong or satisfactory component or composite ratings.

Foreign Branch and specialty examination findings and the ratings assigned to those areas are taken into
consideration, as appropriate, when assigning component and composite ratings under UFIRS. The specialty
examination areas include: Compliance, Community Reinvestment, Government Security Dealers,
Information Systems, Municipa Security Dealers, Transfer Agent, and Trust.

The following two sections contain the composite rating definitions, and the descriptions and definitions for
the six component ratings.

COMPOSITE RATINGS

Composite ratings are based on a careful evaluation of an institution’s managerial, operational, financial,

and compliance performance. The six key components used to assess an institution’s financial condition and
operations are: capital adequacy, asset quality, management capability, earnings quantity and quality, the
adequacy of liquidity, and sensitivity to market risk. The rating scale ranges from 1 to 5, with arating of 1
indicating: the strongest performance and risk management practices relative to the institution’ s size,
complexity, and risk profile; and the level of least supervisory concern. A 5 rating indicates: the most
critically deficient level of performance; inadequate risk management practices relative to the institution’s
size, complexity, and risk profile; and the greatest supervisory concern. The composite ratings are defined
asfollows:
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Composite 1

Financial institutionsin this group are sound in every respect and generally have components rated 1 or 2.
Any weaknesses are minor and can be handled in aroutine manner by the board of directors and
management. These financial institutions are the most capable of withstanding the vagaries of business
conditions and are resistant to outside influences such as economic instability in their trade area. These
financial institutions are in substantial compliance with laws and regulations. As aresult, these financial
institutions exhibit the strongest performance and risk management practices relative to the institution’ s size,
complexity, and risk profile, and give no cause for supervisory concern.

Composite 2

Financial institutionsin this group are fundamentally sound. For afinancial institution to receive this rating,
generally no component rating should be more severe than 3. Only moderate weaknesses are present and are
well within the board of directors’ and management’ s capabilities and willingnessto correct. These
financial institutions are stable and are capable of withstanding business fluctuations. These financial
ingtitutions are in substantial compliance with laws and regulations. Overall risk management practices are
satisfactory relative to the institution’ s size, complexity, and risk profile. There are no material supervisory
concerns and, as aresult, the supervisory response isinformal and limited.

Composite 3

Financial institutionsin this group exhibit some degree of supervisory concern in one or more of the
component areas. These financial institutions exhibit a combination of weaknesses that may range from
moderate to severe; however, the magnitude of the deficiencies generally will not cause a component to be
rated more severely than 4. Management may lack the ability or willingness to effectively address
weaknesses within appropriate time frames. Financia institutions in this group generally are less capabl e of
withstanding business fluctuations and are more vulnerabl e to outside influences than those institutions rated
acomposite 1 or 2. Additionally, these financial institutions may be in significant noncompliance with laws
and regulations. Risk management practices may be less than satisfactory relative to the institution’s size,
complexity, and risk profile. Thesefinancial institutions require more than normal supervision, which may
include formal or informal enforcement actions. Failure appears unlikely, however, given the overall
strength and financia capacity of these institutions.

Composite 4

Financial institutionsin this group generally exhibit unsafe and unsound practices or conditions. There are
serious financial or manageria deficiencies that result in unsatisfactory performance. The problems range
from severe to critically deficient. The weaknesses and problems are not being satisfactorily addressed or
resolved by the board of directors and management. Financial institutionsin this group generally are not
capabl e of withstanding business fluctuations. There may be significant noncompliance with laws and
regulations. Risk management practices are generally unacceptable relative to the institution’ s size,
complexity, and risk profile. Close supervisory attention is required, which means, in most cases, formal
enforcement action is necessary to address the problems. Institutionsin this group pose arisk to the deposit
insurance fund. Failureisadistinct possibility if the problems and weaknesses are not satisfactorily
addressed and resolved.

Composite 5
Financial institutionsin this group exhibit extremely unsafe and unsound practices or conditions; exhibit a

critically deficient performance; often contain inadequate risk management practices relative to the
ingtitution’ s size, complexity, and risk profile; and are of the greatest supervisory concern. The volume and
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severity of problems are beyond management’ s ability or willingness to control or correct. Immediate
outside financial or other assistance is needed in order for the financial institution to be viable. Ongoing
supervisory attention is necessary. Institutionsin this group pose a significant risk to the deposit insurance
fund and failure is highly probable.

COMPONENT RATINGS

Each of the component rating descriptionsis divided into three sections: an introductory paragraph; alist of
the principal evaluation factors that relate to that component; and a brief description of each numerical
rating for that component. Some of the evaluation factors are reiterated under one or more of the other
components to reinforce the interrelationship between components. The listing of evaluation factors for
each component rating isin no particular order of importance.

Capital Adequacy

A financia institution is expected to maintain capital commensurate with the nature and extent of risksto
the institution and the ability of management to identify, measure, monitor, and control theserisks. The
effect of credit, market, and other risks on the institution’ s financial condition should be considered when
evaluating the adequacy of capital. The typesand quantity of risk inherent in an institution's activities will
determine the extent to which it may be necessary to maintain capital at levels above required regulatory
minimums to properly reflect the potentially adverse consegquences that these risks may have on the
institution's capital.

The capital adequacy of an institution is rated based upon, but not limited to, an assessment of the following
evaluation factors:

Thelevel and quality of capital and the overall financial condition of the institution.
The ability of management to address emerging needs for additional capital.

The nature, trend, and volume of problem assets, and the adequacy of allowances for loan and lease
|osses and other valuation reserves.

Balance sheet composition, including the nature and amount of intangible assets, market risk,
concentration risk, and risks associated with nontraditional activities.

Risk exposure represented by off-balance sheet activities.
The quality and strength of earnings, and the reasonableness of dividends.
Prospects and plans for growth, as well as past experience in managing growth.

Access to capital markets and other sources of capital, including support provided by a parent holding
company.
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Ratings

1 A rating of 1 indicates a strong capital level relative to the ingtitution’ s risk profile.

2 A rating of 2 indicates a satisfactory capital level relative to the financial institution’ s risk profile.
3 A rating of 3 indicates aless than satisfactory level of capital that does not fully support the

ingtitution's risk profile. The rating indicates a need for improvement, even if the institution's capital
level exceeds minimum regulatory and statutory requirements.

4 A rating of 4 indicates adeficient level of capital. In light of the institution’srisk profile, viability
of the institution may be threatened. Assistance from shareholders or other external sources of
financial support may be required.

5 A rating of 5 indicates a critically deficient level of capital such that the institution's viability is
threatened. Immediate assistance from shareholders or other external sources of financial support is
required.

Asset Quality

The asset quality rating reflects the quantity of existing and potential credit risk associated with the loan and
investment portfolios, other real estate owned, and other assets, as well as off-balance sheet transactions.
The ability of management to identify, measure, monitor, and control credit risk is also reflected here. The
evaluation of asset quality should consider the adequacy of the allowance for loan and lease losses and
weigh the exposure to counterparty, issuer, or borrower default under actual or implied contractual
agreements. All other risks that may affect the value or marketability of an institution's assets, including, but
not limited to, operating, market, reputation, strategic, or compliance risks, should also be considered.

The asset quality of afinancial institution is rated based upon, but not limited to, an assessment of the
following evaluation factors:

The adequacy of underwriting standards, soundness of credit administration practices, and
appropriateness of risk identification practices.

Thelevel, distribution, severity, and trend of problem, classified, nonaccrual, restructured, delinquent,
and nonperforming assets for both on- and off-balance sheet transactions.

The adequacy of the allowance for loan and lease losses and other asset valuation reserves.

The credit risk arising from or reduced by off-bal ance sheet transactions, such as unfunded
commitments, credit derivatives, commercial and standby letters of credit, and lines of credit.

The diversification and quality of the loan and investment portfolios.
The extent of securities underwriting activities and exposure to counterparties in trading activities.

The existence of asset concentrations.
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The adequacy of loan and investment policies, procedures, and practices.

The ability of management to properly administer its assets, including the timely identification and
collection of problem assets.

The adequacy of internal controls and management information systems.
The volume and nature of credit documentation exceptions.
Ratings

1 A rating of 1 indicates strong asset quality and credit administration practices. Identified
weaknesses are minor in nature and risk exposure is modest in relation to capital protection and
management’ s abilities. Asset quality in such institutionsis of minimal supervisory concern.

2 A rating of 2 indicates satisfactory asset quality and credit administration practices. The level and
severity of classifications and other weaknesses warrant alimited level of supervisory attention.
Risk exposure is commensurate with capital protection and management’ s abilities.

3 A rating of 3 isassigned when asset quality or credit administration practices are less than
satisfactory. Trends may be stable or indicate deterioration in asset quality or an increasein risk
exposure. Thelevel and severity of classified assets, other weaknesses, and risks require an elevated
level of supervisory concern. Thereis generally aneed to improve credit administration and risk
management practices.

4 A rating of 4 isassigned to financial institutions with deficient asset quality or credit administration
practices. The levels of risk and problem assets are significant, inadequately controlled, and subject
the financial institution to potential losses that, if left unchecked, may threaten its viability.

5 A rating of 5 represents critically deficient asset quality or credit administration practices that
present an imminent threat to the institution's viability.

M anagement

The capability of the board of directors and management, in their respective roles, to identify, measure,
monitor, and control the risks of an institution’s activities and to ensure afinancia institution’s safe, sound,
and efficient operation in compliance with applicable laws and regulationsis reflected in this rating.
Generally, directors need not be actively involved in day-to-day operations; however, they must provide
clear guidance regarding acceptable risk exposure levels and ensure that appropriate policies, procedures,
and practices have been established. Senior management is responsible for developing and implementing
policies, procedures, and practices that translate the board’ s goals, objectives, and risk limitsinto prudent
operating standards.

Depending on the nature and scope of an institution’ s activities, management practices may need to address
some or al of the following risks: credit, market, operating or transaction, reputation, strategic, compliance,
legal, liquidity, and other risks. Sound management practices are demonstrated by: active oversight by the
board of directors and management; competent personnel; adequate policies, processes, and controls taking
into consideration the size and sophistication of the institution; maintenance of an appropriate audit program
and internal control environment; and effective risk monitoring and management information systems. This
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rating should reflect the board's and management’ s ability asit appliesto all aspects of banking operations
aswell as other financial service activities in which the institution is involved.

The capability and performance of management and the board of directorsis rated based upon, but not
limited to, an assessment of the following evaluation factors:

Thelevel and quality of oversight and support of al institution activities by the board of directors and
management.

The ability of the board of directors and management, in their respective roles, to plan for, and respond
to, risks that may arise from changing business conditions or the initiation of new activities or products.

The adequacy of, and conformance with, appropriate internal policies and controls addressing the
operations and risks of significant activities.

The accuracy, timeliness, and effectiveness of management information and risk monitoring systems
appropriate for the institution’ s size, complexity, and risk profile.

The adequacy of audits and internal controls to: promote effective operations and reliable financial and
regulatory reporting; safeguard assets; and ensure compliance with laws, regulations, and internal
policies.

Compliance with laws and regulations.

Responsiveness to recommendations from auditors and supervisory authorities.

Management depth and succession.

The extent that the board of directors and management is affected by, or susceptible to, dominant
influence or concentration of authority.

Reasonableness of compensation policies and avoidance of self-dealing.
Demonstrated willingness to serve the legitimate banking needs of the community.
The overall performance of the institution and its risk profile.
Ratings
1 A rating of 1 indicates strong performance by management and the board of directors and strong risk
management practices relative to the institution’ s size, complexity, and risk profile. All significant
risks are consistently and effectively identified, measured, monitored, and controlled. Management

and the board have demonstrated the ability to promptly and successfully address existing and
potential problems and risks.

2 A rating of 2 indicates satisfactory management and board performance and risk management
practices relative to the institution’ s size, complexity, and risk profile. Minor weaknesses may exist,
but are not material to the safety and soundness of the institution and are being addressed. In
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general, significant risks and problems are effectively identified, measured, monitored, and
controlled.

3 A rating of 3 indicates management and board performance that need improvement or risk
management practices that are less than satisfactory given the nature of the ingtitution’s activities.
The capabilities of management or the board of directors may be insufficient for the type, size, or
condition of theinstitution. Problems and significant risks may be inadequately identified,
measured, monitored, or controlled.

4 A rating of 4 indicates deficient management and board performance or risk management practices
that are inadequate considering the nature of an institution’s activities. The level of problems and
risk exposure is excessive. Problems and significant risks are inadequately identified, measured,
monitored, or controlled and require immediate action by the board and management to preserve the
soundness of the institution. Replacing or strengthening management or the board may be
necessary.

5 A rating of 5 indicates critically deficient management and board performance or risk management
practices. Management and the board of directors have not demonstrated the ability to correct
problems and implement appropriate risk management practices. Problems and significant risks are
inadequately identified, measured, monitored, or controlled and now threaten the continued viability
of theinstitution. Replacing or strengthening management or the board of directorsis necessary.

Earnings

This rating reflects not only the quantity and trend of earnings, but also factors that may affect the
sustainability or quality of earnings. The quantity as well asthe quality of earnings can be affected by
excessive or inadequately managed credit risk that may result in loan losses and require additions to the
allowance for loan and lease losses, or by high levels of market risk that may unduly expose an institution's
earningsto volatility in interest rates. The quality of earnings may also be diminished by undue reliance on
extraordinary gains, nonrecurring events, or favorable tax effects. Future earnings may be adversely
affected by an inability to forecast or control funding and operating expenses, improperly executed or ill-
advised business strategies, or poorly managed or uncontrolled exposure to other risks.

The rating of an institution's earnings is based upon, but not limited to, an assessment of the following
evaluation factors:

Thelevel of earnings, including trends and stability.

The ability to provide for adequate capital through retained earnings.
The quality and sources of earnings.

Thelevel of expensesin relation to operations.

The adequacy of the budgeting systems, forecasting processes, and management information systemsin
general.
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The adequacy of provisions to maintain the allowance for loan and lease losses and other valuation
allowance accounts.

The earnings exposure to market risk such asinterest rate, foreign exchange, and price risks.
Ratings

1 A rating of 1 indicates earningsthat are strong. Earnings are more than sufficient to support
operations and maintain adequate capital and allowance levels after consideration is given to asset
quality, growth, and other factors affecting the quality, quantity, and trend of earnings.

2 A rating of 2 indicates earnings that are satisfactory. Earnings are sufficient to support operations
and maintain adequate capital and allowance levels after consideration is given to asset quality,
growth, and other factors affecting the quality, quantity, and trend of earnings. Earningsthat are
relatively static, or even experiencing a slight decline, may receive a 2 rating provided the
institution’s level of earningsis adequate in view of the assessment factors listed above.

3 A rating of 3 indicates earnings that need to be improved. Earnings may not fully support operations
and provide for the accretion of capital and allowance levelsin relation to the institution's overall
condition, growth, and other factors affecting the quality, quantity, and trend of earnings.

4 A rating of 4 indicates earningsthat are deficient. Earnings are insufficient to support operations
and maintain appropriate capital and allowance levels. Institutions so rated may be characterized by
erratic fluctuationsin net income or net interest margin, the development of significant negative
trends, nominal or unsustainable earnings, intermittent losses, or a substantive drop in earnings from
the previous years.

5 A rating of 5 indicates earnings that are critically deficient. A financial institution with earnings
rated 5 is experiencing losses that represent a distinct threat to its viability through the erosion of
capital.

Liquidity

In evaluating the adequacy of afinancia institution’s liquidity position, consideration should be given to the
current level and prospective sources of liquidity compared to funding needs, as well as to the adequacy of
funds management practices relative to the institution’ s size, complexity, and risk profile. In general, funds
management practices should ensure that an institution is able to maintain alevel of liquidity sufficient to
meet its financia obligationsin atimely manner and to fulfill the legitimate banking needs of its community.
Practices should reflect the ability of the institution to manage unplanned changes in funding sources, as
well as react to changes in market conditions that affect the ability to quickly liquidate assets with minimal
loss. In addition, funds management practices should ensure that liquidity is hot maintained at a high cost,

or through undue reliance on funding sources that may not be available in times of financia stress or adverse
changesin market conditions.

Liquidity is rated based upon, but not limited to, an assessment of the following evaluation factors:

The adequacy of liquidity sources compared to present and future needs and the ability of the institution
to meet liquidity needs without adversely affecting its operations or condition.
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The availability of assets readily convertible to cash without undue | oss.
Access to money markets and other sources of funding.
Theleve of diversification of funding sources, both on- and off-balance sheet.

The degree of reliance on short-term, volatile sources of funds, including borrowings and brokered
deposits, to fund longer term assets.

The trend and stability of deposits.
The ability to securitize and sell certain pools of assets.

The capability of management to properly identify, measure, monitor, and control the institution’s
liquidity position, including the effectiveness of funds management strategies, liquidity policies,
management information systems, and contingency funding plans.

Ratings

1 A rating of 1 indicates strong liquidity levels and well-devel oped funds management practices. The
institution has reliable access to sufficient sources of funds on favorable terms to meet present and
anticipated liquidity needs.

2 A rating of 2 indicates satisfactory liquidity levels and funds management practices. The institution
has access to sufficient sources of funds on acceptable terms to meet present and anticipated
liquidity needs. Modest weaknesses may be evident in funds management practices.

3 A rating of 3 indicates liquidity levels or funds management practices in need of improvement.
Institutions rated 3 may lack ready access to funds on reasonable terms or may evidence significant
weaknesses in funds management practices.

4 A rating of 4 indicates deficient liquidity levels or inadequate funds management practices.
Institutions rated 4 may not have or be able to obtain a sufficient volume of funds on reasonable
terms to meet liquidity needs.

5 A rating of 5 indicates liquidity levels or funds management practices so critically deficient that the
continued viability of the institution is threatened. Institutions rated 5 require immediate external
financial assistance to meet maturing obligations or other liquidity needs.

Sensitivity to Market Risk

The sensitivity to market risk component reflects the degree to which changes in interest rates, foreign
exchange rates, commadity prices, or equity prices can adversely affect afinancial institution’s earnings or
economic capital. When evaluating this component, consideration should be given to: management’s ability
to identify, measure, monitor, and control market risk; the institution’s size; the nature and complexity of its
activities; and the adequacy of its capital and earningsin relation toitslevel of market risk exposure.

For many institutions, the primary source of market risk arises from nontrading positions and their
sensitivity to changesininterest rates. In some larger institutions, foreign operations can be a significant
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source of market risk. For some institutions, trading activities are a major source of market risk.

Market risk is rated based upon, but not limited to, an assessment of the following evaluation factors:

The sensitivity of the financial institution's earnings or the economic value of its capital to adverse
changesin interest rates, foreign exchanges rates, commodity prices, or equity prices.

The ability of management to identify, measure, monitor, and control exposure to market risk given the
ingtitution’s size, complexity, and risk profile.

The nature and complexity of interest-rate risk exposure arising from nontrading positions.

Where appropriate, the nature and complexity of market risk exposure arising from trading and foreign
operations.

Ratings

1

A rating of 1 indicates that market risk sensitivity iswell controlled and that there is minimal
potential that the earnings performance or capital position will be adversely affected. Risk
management practices are strong for the size, sophistication, and market risk accepted by the
institution. Thelevel of earnings and capital provide substantial support for the degree of market
risk taken by the institution.

A rating of 2 indicates that market risk sensitivity is adequately controlled and that thereis only
moderate potential that the earnings performance or capital position will be adversely affected. Risk
management practices are satisfactory for the size, sophistication, and market risk accepted by the
institution. The level of earnings and capital provide adequate support for the degree of market risk
taken by the institution.

A rating of 3 indicates that control of market risk sensitivity needsimprovement or that thereis
significant potential that the earnings performance or capital position will be adversely affected.
Risk management practices need to be improved given the size, sophistication, and level of market
risk accepted by the ingtitution. The level of earnings and capital may not adequately support the
degree of market risk taken by the institution.

A rating of 4 indicates that control of market risk sensitivity is unacceptable or that there is high
potential that the earnings performance or capital position will be adversely affected. Risk
management practices are deficient for the size, sophistication, and level of market risk accepted by
theinstitution. The level of earnings and capital provide inadequate support for the degree of
market risk taken by the institution.

A rating of 5 indicates that control of market risk sensitivity is unacceptable or that the level of
market risk taken by the institution is an imminent threat to its viability. Risk management practices
are wholly inadequate for the size, sophistication, and level of market risk accepted by the
institution.
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OFFICE OF THE COMPTROLLER OF THE CURRENCY

OFFICE OF THRIFT SUPERVISION

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
FEDERAL DEPOSIT INSURANCE CORPORATION

March 4, 1997

JOINT INTERAGENCY COMMON QUESTIONS AND ANSWERSON THE REVISED
UNIFORM FINANCIAL INSTITUTIONSRATING SYSTEM

On March 4, 1997, the Task Force on Supervision of the Federal Financia Institutions Examination Council
approved the issuance of common questions and answers about the recently revised Uniform Financia
Ingtitutions Rating System. The Office of the Comptroller of the Currency (OCC), the Office of Thrift
Supervision (OTS), the Federal Reserve Board (FRB), and the Federal Deposit Insurance Corporation (FDIC)
collectively developed common responses to questions asked to date by bankers and examiners regarding the
revised rating system. The responses were coordinated with the Conference of State Bank Supervisors. The
purpose of the questions and answers is to provide additiona interagency guidance and clarification regarding
the revised rating system.

On December 9, 1996, the Federal Financial Institutions Examination Council (FFIEC) adopted the revised
Uniform Financial Institutions Rating System (UFIRS or CAMEL S rating system). The UFIRS is an internal
rating system used by the federal and state regulators for assessing the soundness of financia institutions on a
uniform basis and for identifying those insured ingtitutions requiring special supervisory attention. A final
notice was published in the Federal Register on December 19, 1996 (61 FR 67021), effective January 1,
1997.

The major changes to UFIRS include an increased emphasis on the quality of risk management practices and
the addition of a sixth component called “ Sengitivity to Market Risk.” The updated rating system aso
reformats and clarifies component rating descriptions and component rating definitions, revises composite
rating definitions to parallel the other changes in the rating system, and highlights risks that may be considered
in assigning component ratings.

The attached questions and answers are being distributed to bankers and examiners to ensure consistent and
uniform implementation of the revised rating system.
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D

2

3)

COMMON QUESTIONS AND ANSWERSON THE REVISED
UNIFORM FINANCIAL INSTITUTIONSRATING SYSTEM

How will the new Sensitivity to Market Risk (S) component rating be deter mined?

The rating assigned to the S component should reflect a combined assessment of both the level of
market risk and the ability to manage market risk. Low market risk sengitivity alone may not be
sufficient to achieve afavorable Srating. Indeed, institutions with low risk, but inadequate market
risk management, may be subject to unfavorable Sratings. Conversely, ingtitutions with moderate
levels of market risk and the demonstrated ability to ensure that market risk is, and will remain, well
controlled may receive favorable S component ratings.

In assessing the level of market risk exposure and the risk management process in place to control it,
examiners will rely on existing supervisory guidance issued by their respective agencies, including
guidance issued on interest-rate risk, investment, financial derivatives, and trading activities.

Will ingtitutions be expected to have formal, sophisticated risk management processesin order to
receive the favorableratingsfor S?

In line with the general thrust of the agencies' various guidance on market risk, the sophistication of an
institution's risk management system is expected to be commensurate with the complexity of its
holdings and activities and appropriate to its specific needs and circumstances. Institutions with
relatively noncomplex holdings and activities, and whose senior managers are actively involved in the
details of daily operations, may be ableto rely on relatively basic and less formal risk management
systems. If the procedures for managing and controlling market risks are adequate, communi cated
clearly, and well understood by all relevant parties, these basic processes may, when combined with
low to moderate levels of exposure, be sufficient to receive afavorable rating for the S component.

Organizations with more complex holdings, activities and business structures may require more
elaborate and formal market risk management processes in order to receive ratings of 1 or 2 for the S
component.

How much weight should be placed on the S component in deter mining the composite rating?

The weight attributed to any individual component in determining the composite rating should vary
depending on the degree of supervisory concern associated with the component. The composite rating
does not assume a predetermined weight for each component and it does not represent an arithmetic
average of assigned component ratings. As aresult, for most institutions where market risk is not a
significant issue, less weight should be placed on the S component in determining a composite rating
than on other components.
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(4)

Q)

(6)

(7)

How should the Srating be applied when evaluating small community banksor thrifts with
limited asset/liability management processes?

For most small community banks or thrifts, sensitivity to market risk will primarily reflect interest-rate
risk. Regardless of the size of an institution, the quality of risk management systems must be
commensurate with the nature and complexity of its risk-taking activities, and management’ s ability to
identify, measure, monitor and control the risk. Evaluation of this component will be based on the
degree to which interest-rate risk exposure can affect the institution’s earnings and capital, and the
effectiveness of the institution’ s asset/liability or interest-rate risk management system, given its
particular situation.

If the levels of market risk change between examinations, isit always necessary to change the
rating assigned to the S component?

The rating assigned to the S component should reflect a combined assessment of both the level of
market risk and the ability to manage market risk. Accordingly, changesin either quantitative or
gualitative aspects of market risk exposure or management may necessitate changes in the rating
assigned to the S component. While changes in the level of market risk between examinations may in
some circumstances necessitate a change in the rating assigned to the S component, this does not
automatically imply arating change. For example, an institution that accepts additional market risk
between examinations, but maintains risk management processes and earnings and capital levels
commensurate with the level of risk, need not have its S rating changed.

Doestheincreased emphasis on market risk management practices place new and burdensome
requirements on institutions or examiner s?

The updated rating system incorporates examination considerations that were not explicitly noted in
the prior rating system. Under the prior rating system, examiners considered market risk exposure and
risk management practices when assigning component and composite ratings. Consequently,
examiners are not required to perform any additional procedures, and institutions are not required to
add to their management procedures or practices, solely because of the updated rating system.

Will therevised rating system, with the addition of the new Sensitivity to Market Risk (S)
component and increased emphasis on the quality of risk management practices, result in a
changein abank’s or thrift’s composite rating?

The revised rating system generally should not result in a change in the composite rating assigned to a
particular bank or thrift smply because of the addition of the new component and the increased
emphasis on risk management practices. The level of market risk has traditionally been taken into
consideration when evaluating an ingtitution's capital, earnings and liquidity. The quality of an
institution's risk management practices has a so traditionally been considered by examiners when
assessing an ingtitution's condition and assigning ratings, particularly in the Management component.
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(8)

(©)

(10)

(11)

How much weight should be given to risk management practices ver susthe level of exposure, as
measur ed by specific ratios, when assigning a component rating?

The CAMELS rating system assesses an institution’ s overall condition based on both quantitative and
gualitative elements. Quantitative data such asthe level of classified assets remain an integral part of
that measurement. Qualitative elements, such as the adequacy of board and senior management
oversight, policies, risk management practices, and management information systems are al so central
to the evaluation of components. The relative importance given to the qualitative considerations for
each component depends on the circumstances particular to the ingtitution. Risk management systems
should be appropriate for the nature and level of risks the institution assumes. However, unacceptable
risk levels or an unsatisfactory financia condition will often outweigh other factors and result in an
adverse component rating.

Why aren't peer data comparisons specifically mentioned in the revised rating system? May
they ill be used in assigning ratings?

Peer data are an integral part of the evauation process and, when available and relevant, may be used
in assigning arating. However, peer data should be used in conjunction with other pertinent
evaluation factors and not relied upon in isolation when assigning a rating.

Agency guidedlines require examiner sto discuss with senior management and, when appropriate,
with the board of directorsthe evaluation factorsthey considered in assigning component ratings
and a compositerating. Areexaminerslimited to only those evaluation factorslisted in the
revised rating system and must each evaluation factor be addressed when assessing a component
area?

No. Examiners have the flexibility to consider any other evauation factors that, in their judgment,
relate to the component area under review. The evaluation factors listed under a component area are
not intended to be al-inclusive, but rather alist of the more common factors considered under that
component. Only those factors believed relevant to fully support the rating being assigned by the
examiner need be addressed in the report and in discussions with senior management.

With multiple refer ences to some items acr oss several components, such asmarket risk and
management’ s ability to identify, measure, monitor, and control risk, are we " double counting”
these and other itemswhen assigning a rating?

Each component isinterrelated with one or more other components. For example, the level of problem
assetsin aninstitution is a primary consideration in assigning an asset quality component rating. But
itisaso an item that affects the capital and earnings component ratings. The level of market risk and
the quality of risk management practices are elements that also can affect several components.
Examiners consider relevant factors and their interrelationship among components when assigning
ratings.
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(12) Towhat extent should market risk be carved out of the earnings or capital evaluation? Should
ingtitutions with high market risk receive an adverserating in the earnings or capital components
aswell asthe market sengtivity component?

Market risk is evaluated primarily under the new S component and is only one of severa evaluation
factors used to assess the earnings and capital components. Whether the institution's exposure to
market risk resultsin an unfavorable rating for earnings or capital, however, is based on a careful
analysis of the effect of this factor in relation to the other factors considered under these components.
The capital component is evaluated based on the risk profile of an ingtitution, including the effect of
market risk, and whether the level of capital supports those risks. The earnings component evauates
the ability of earnings to support operations and maintain adequate capital after considering factors,
such as market risk exposure, that affect the quantity, quality, and trend of earnings. The importance
accorded to an evaluation factor should thus depend on the situation at the institution.
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