CHAPTER: Liquidity
SECTION: Funds Management

Section 510

INTRODUCTION

Funds management encompasses both the treas-
ury management and asset/liability management
functions. The goal of funds management isto
achieve an association’ stargeted risk and return
objectives through the effective management of
the association’ s resources. Funds management is
the management of an association’ s balance sheet
mix and pricing of assets and liabilities.

Funds management encompasses the coordination
and integration of a broad range of functions,
policies, and decisions that influence the associa-
tion’s net interest earnings, net interest margin,
and net portfolio value, including the following:

Asset and liability composition

Loan and deposit pricing
Fundstransfer pricing policies
Capital structure and capital financing
Asset securitizations

Hedging activities.

An effective funds management process should
increase the likelihood that an association will
achieveits financial objectives. Successful funds
management programs typically have four ele-
ments:

Management that understands how to structure
the balance sheet and price deposits, loans,

and other products to achieve risk and return
objectives.

A clearly defined funds management process
that includes sound policies, procedures, and
controls.

Effective information systems that provide the
information needed to make sound funds man-
agement decisions.

An effective performance measurement sys-
tem.

The sophistication of an association’ s funds man-
agement process and systems should be
appropriate to the size and complexity of the as-
sociation.

In ng an association’ s funds management,
you should:

Review the policies, procedure, and controls
governing the funds management process.

Determine whether the policies, procedures,
and controls are sufficient given the size and
complexity of the association.

Determine whether the association’ s informa-
tion/analytical systems are adequate given the
size and complexity of the association.

Review the reports to the board that summa-
rize major decisions and transactions.

Determine compliance with policies, proce-
dures, and controls governing funds
management.

SETTING FINANCIAL GOALS: THE
RISK/RETURN PROFILE

The Risk/Return Tradeoff

The board of directors and senior management
should define the association’s overall financial
objectives with clearly defined risk and return
measures.

An association usualy statesits overal financial
objectives regarding return with accounting-based
earnings and profitability measures or with eco-
nomic or market value-based performance
measures. In specifying these goals, a number of
specific measurement gauges may be appropriate,
either individually or in combination.

The most common accounting-based measures
are:
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Return on assets
Return on equity
Net Interest Margin.

The economic/market value-based measures that
associations commonly use are:

Net portfolio value
Market value capitalization
Total return.

Associ ations sometimes seek to achieve short-
term earnings and profitability targets by accept-
ing greater risk and in the process compromise
long-term earnings and market value objectives.

THE FUNDS MANAGEMENT DECISION-
MAKING PROCESS

Y ou should review the funds management poli-
cies and procedures.

Arethe policy limits reasonable given the as-
sociation’ s financial condition?

Is management complying with the board-
approved policies?

Are periodic reports to the board adequate?

An integrated, funds management processisim-
portant. A piecemeal approach to funds
management, or a structure in which one or more
of the financia functions are autonomous, will
complicate the attainment of a common overall
risk/return profile. The funds management proc-
essin small associations may be informal, while
in larger associations the process may be very
formal.

FUNDS MANAGEMENT FUNCTIONS

Presented below are the functions of the typical
funds management process:

Determine financial objectives and set policy
for each of the financial functions.

Provide periodic reports to the board concern-
ing funds management.

Periodically review the funds management
policies with the board.

Oversee funding activities.
Coordinate asset and liability product pricing.

Evaluate proposed strategies and transactions
through sound methodology, including simula-
tion and scenario analysis.

Oversee investment portfolio management ac-
tivities.

Monitor the economic and interest-rate envi-
ronment, including local economic conditions,
prepayment trends, and volatility.

Identify instruments that the board of directors
authorized for use to manage the association’s
risk exposures.

Oversee funding and capital financing activi-
ties, including debt and equity issuance, and
dividend policies.

PROCEDURES AND CONTROLS

If the funds management processis not function-
ing properly, then you should focus on the related
operating procedures and internal controls. Typi-
cally in alarge association, extensive documented
procedures are necessary to accommodate alarge
volume of data flow from numerous functional
areas to the manager responsible for funds man-
agement. In smaller associations such complex
procedures are not necessary.

Internal Procedures

Associations should document and follow proce-
dures that allow for the smooth and timely flow of
data to the funds management function. Flow
charts documenting the physical flow of datato
and from all departments are usually very infor-
mative. Other procedures may be necessary to
accommodate the funds management function at
certain associations.
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Internal Control

In small associations, the lack of adequate internal
controls may be more of a concern because one
individual will often perform multiple functions.
For example, the CFO may direct funds manage-
ment, but may also execute transactions, oversee
the disbursement of cash, and authorize the re-
lated accounting entries. Associations should
segregate these duties to the extent possible to
ensure adequate internal control.

Y ou should verify that internal controls are ade-
guate in the following areas:

Transaction authorizations — both internal (of-
ficers authorized to transact business) and
external (approved dedlers).

Position and transaction limits, regulatory re-
quirements or limits, and other guidelines.

REFERENCES
Code of Federal Regulations (12 CFR)
§563.172 Financial Derivatives

§563.176 Interest Rate Risk Management Pro-
cedures

Office of Thrift Supervision Bulletins

RB 3a-1 Policy Statement on Growth for
Savings Associations
TB 13a Management of Interest Rate Risk,
Investment Securities, and Deriva-
tives Activities
TB 13a-2  Structured Advances

FFIEC Policy Statements

Supervisory Policy Statement on Investment Se-
curities and End-User Derivatives Activities

Financial Accounting Standards Board (FASB)

No. 107 Disclosures About Fair Vaue of Fi-
nancial Instruments

No. 115 Accounting for Certain Investments
in Debt and Equity Securities

No. 133 Accounting for Derivative Instru-
ments and Hedging Activities

Other References

Standard & Poor’s, Inc. Credit Review
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Funds Management
Program

Examination Objectives

Ascertain whether the ingtitution has sufficient funds management policies, procedures, and controls.

Verify that management uses appropriate instruments to manage the institution’s risk/return profile.

Examination Procedures

Level |

1.

Review scoping materials applicable to funds management. Due to the nature of the
funds management review, consult and coordinate with the examiner(s) assigned to
review interest rate risk, cash flow and liquidity management, investment management,
and related areas. Discuss the scope of the proposed review with the examiner in charge
if needed.

WKkp. Ref.

Review the previous report of examination and al funds management-related exceptions
noted and determine if management has taken appropriate corrective action.

Identify the institution’ s return objectives and risk constraints.

Review and evaluate trends in the ingtitution’ s return on equity, return on assets, and net
interest margin. Review the interest rate risk exposure report to evaluate trends in net
portfolio value.

Review the ingtitution’ s policies, procedures, and controls regarding funds management.
Determine whether objectives are reasonable, and whether risk constraints are prudent
given the association’s capital and earnings characteristics. Determine whether written
policies, procedures, and controls are adequate.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Funds Management
Program

10.

11.

12.

13.

WKkp. Ref.

Review applicable board or committee minutes and reports.

Determine whether the board of directors and management have a comprehensive funds
management process and adequately performs the funds management functions.

Evaluate senior management’ s depth of understanding of the funds management process.

Study the flow of data from the functional areas. Review any assumptions the association
USEsS.

Review output reports from any analytical models used in funds management. Determine
whether they are adequate to fulfill the needs of the funds management function.

Determine whether the institution relies excessively on outside vendors or consultants for
financia modeling.

Review the execution and related documentation of the association’s strategies. If there
are procedural or control concerns, expand scope to include Level 11 procedures.

Determine compliance with board-approved funds management policies.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Funds Management
Program

WKkp. Ref.

14. Review Level Il procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level | procedures.

Level Il

15. Review related internal procedures and controlsin detail. Verify the ingtitution follows
all procedures and controls.

16. Determine whether any inaccuraciesin or misuse of data or assumptions are contributing
to inappropriate or poorly executed funds management decisions.

17. Review the assumptions used in any financial modeling systems. Determine whether the
models are appropriate given the association’ s size and complexity. Perform on-site
review of vendor or consultant models, if necessary.

18. Recommend changesin structure, functions, and other aspects of the funds management
process, if necessary.

19. Ensure that your review meets the Objectives of this Handbook Section. State your
findings and recommendations on the appropriate work papers and report pages.

Examiner’s Summary, Recommendations, and Comments

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Section 530

INTRODUCTION

Liquidity management is the ability to meet finan-
cial obligations at a reasonable cost in a timely
manner. The essence of liquidity is having cash
when you need it. Each association must maintain
sufficient liquidity to ensure safe and sound op-
erations.

Liquidity can be thought of as a reservoir of funds
that management can readily access to meet fund-
ing requirements and business opportunities.
Primary sources of liquidity include:

o Liquidity assets (surplus cash and assets that
can be quickly converted into cash).

¢ Liquidity liabilities and unused borrowing
capacity (an association’s capacity to access
the markets for deposits and other wholesale
funds).

Liquidity risk is the risk of not having sufficient
funds to meet deposit withdrawals and other fi-
nancial commitments when due. As associations
have become more dependent on wholesale fund-
ing to meet liquidity needs, liquidity risk has
become largely synonymous with funding risk,
that is, the risk of being unable to maintain or ac-
quire funds at a reasonable price when needed.

Association-specific problems or systemic distur-
bances can trigger liquidity problems.
Association-specific liquidity problems are usu-
ally the result of other problems within an
association:

e Poor asset quality.

e EXxcessive interest rate risk.

e Inadequate capital.

e  Operational problems.

¢ Inadequate cash flow planning.

Systemic liquidity problems may result from a

major financial debacle, a crisis, or other catastro-
phic event.

Liquidity management involves balancing the
trade-off between profitability and the risk of il-
liquidity. Although a high degree of liquidity may
be a positive sign since it indicates a capacity to
meet obligations and take advantage of business
opportunities, too much liquidity in the form of
cash and low-earning assets or expensive borrow-
ings can reduce profitability. The key is to find
the right balance between liquidity and profitabil-
ity. That balance will change over time as
economic and business conditions change.

Finding the right balance depends in part on man-
agement’s ability to estimate and manage future
cash flows. To manage liquidity, effective manag-
ers typically employ the following analytical
techniques:

e Maturity gap analysis.
e Cash flow forecasting.
e Scenario planning.

Effective liquidity management, however, starts
with the development of written policies and pro-
cedures, and the establishment of minimum
acceptable levels of liquidity. These policies
should clearly define an association’s strategy for
managing liquidity, delineate areas of manage-
ment responsibility, and establish a process for
measuring, monitoring, and managing liquidity.
Each association should also have contingency
plans for dealing with unanticipated cash flow
disruptions or cash flow needs.

This Section provides an overview of the liquidity
management process. It includes a brief descrip-
tion of the various sources of liquidity, a basic
explanation of the various techniques for measur-
ing liquidity and estimating future cash flow
needs, and a guide for assessing the quality of risk
management practices. The Section concludes
with a list of early warning signals of potential
liquidity problems.
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SOURCES OF LIQUIDITY
Liquidity Assets

Savings associations often meet liquidity needs
through the sale of liquid assets and the planned
runoff of loans and investments. While in theory
any asset can serve as a source of liquidity, asso-
ciations must consider the length of time it takes
to dispose of an asset and the price at which it can
be sold. Unencumbered assets that an association
can sell or borrow against with relative ease with-
out appreciable loss are ideal sources of liquidity.

Liquid assets would generally include deposits
with other financial institutions, money market
instruments, and short-term, investment-grade
securities. In addition, associations may consider
as liquid assets other securities and loans that can
easily be sold or are about to mature. Because of
the time dimension of liquidity, an asset may be a
source of liquidity if it matures or can be sold
within the time horizon of the need for funds. But
as a general rule, assets with shorter maturities or
those with a higher quality are more liquid.

Cash and Deposits with Other Institutions

While cash is the essence of liquidity, the cash
balances reported on an association’s balance
sheet are not necessarily available to meet a li-
quidity shortfall. While a minimum level of
operating cash balances is needed for day-to-day
transactions (for tellers and ATMSs), other cash
balances may be in the form of checks or drafts in
the process of collection, and are unavailable.
Typically only excess cash balances — balances
over and above those needed for daily operations
and scheduled payments — are considered to be a
source of liquidity. However, generally associa-
tions do not hold large excess cash balances that
are nonearning assets.

Money Market Instruments and Securities

As a practical matter, most associations view their
portfolios of money market instruments and in-
vestment securities as a primary source of
liquidity. Statement of Financial Accounting
Standards (SFAS) No. 115, Accounting for Cer-
tain Debt and Equity Securities, requires
institutions to designate investment securities as

either available-for-sale, trading, or held-to-
maturity. Securities designated as available-for-
sale or trading must be carried on the balance
sheet at fair value. Securities designated as held-
to-maturity are carried at amortized cost. Thrift
Activities Handbook Section 540 discusses ac-
counting for securities.

In general, associations may not sell securities in
the held-to-maturity portfolio before maturity
without “tainting” the entire portfolio — an event
that would cause the entire portfolio of held-to-
maturity securities to be reported at fair value.
Management should be familiar with SFAS No.
115 and understand the circumstances when they
may sell held-to-maturity securities without pen-
alty of tainting. Moreover, management should
carefully consider its liquidity needs before desig-
nating securities as either available-for-sale,
trading, or held-to-maturity.

While the designation of a security as available-
for-sale, trading, or held-to-maturity has certain
consequences for accounting purposes, it has no
bearing on whether the security is liquid in an
economic sense. Whether an investment is liquid
depends on how easily the holder can sell it in the
market. Securities with tight bid-ask spreads are
more liquid than those with wide bid-ask spreads.

Securitizations

With adequate planning and certain efficiencies,
securitizations can create a more liquid balance
sheet as well as leverage origination capacity.
However, peculiarities related to certain transac-
tions as well as excessive reliance on
securitizations as a single funding vehicle may
increase liquidity risk. For example, a concentra-
tion or over-reliance on securitizations as a
funding source may increase liquidity risk if there
are disruptions in the market.

Management should consider securitization’s im-
plications on its day-to-day liquidity management
and on its contingency planning. Management
should analyze the potential effect of securitiza-
tions on liquidity from an individual transaction
perspective and on an aggregate basis. Associa-
tions should make the following determinations
when contemplating a securitization transaction:
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e The volume of securities scheduled to amor-
tize during any particular period.

e The plans for meeting future funding re-
quirements (including when such
requirements may arise).

e The existence of early amortization or in-
creased collateralization triggers.

e The alternatives available for obtaining sub-
stantial amounts of liquidity quickly.

e Operational concerns associated with re-
issuing securities.

In particular, associations that use securitizations
to fund credit cards and other revolving credit re-
ceivables should prepare for the possible return of
receivable balances to the balance sheet because
of scheduled or early amortization. Such events
may result in large asset pools that require balance
sheet funding at unexpected or inopportune times.
Management should also factor the maturity and
potential funding needs of the receivables into
short-term and long-term liquidity planning.

Exposure may also increase if an association
minimizes securitization costs by structuring
transactions at maturities offering the lowest cost,
without regard to maturity concentrations or po-
tential long-term funding requirements.
Correlating maturities of incidental securitized
transactions with overall planned balance sheet
growth may somewhat mitigate this risk.

Associations that originate assets for securitiza-
tions may depend heavily on securitization
markets to absorb its asset-backed security issues.
If the association allocates only enough capital to
support a “flow” of assets to the securitization
market, it may experience funding difficulties if
circumstances in the markets or at a specific insti-
tution were to force the association to hold assets
on its books.

Associations should have adequate monitoring
systems in place so that management is aware well
in advance of a potential problem.

Mortgage Loans

As noted above, many savings associations view
mortgage loans and other receivables that can eas-

ily be sold or are about to mature as liquid assets.
In addition, associations with active loan securiti-
zation programs generally treat loans that they are
about to sell as liquid assets. Because of the time
dimension of liquidity, associations may consider
an asset that matures or can be easily sold at a fair
price within the time horizon of the need for funds
as a liquid asset.

Pledged Assets

In assessing liquidity, it is important to know
which assets have been pledged to secure borrow-
ings or for other purposes. Pledged assets are not
liquid. In addition, it is important to determine
which assets are currently unpledged, eligible, and
available as collateral to secure borrowings.

Liquidity Liabilities

As an alternative to liquid assets to satisfy liquid-
ity needs, these needs may be met through
liability sources such as wholesale borrowings and
deposits. A savings association’s ability to borrow
or attract deposits in the markets is generally a
function of its size, reputation, creditworthiness,
and capital levels. Access to money markets also
depends on prevailing market conditions.

Many financial institutions are increasing their use
of wholesale funding, replacing lost retail deposits
with funds provided by professional money man-
agers. These funds, however, are generally more
sensitive to credit risk and interest rates than retail
funds, causing them to pose a greater liquidity risk
to the association.

Retail Deposits

Deposits play a critical role in an association’s
ongoing successful operations. Management must
protect deposit growth and should have an effec-
tive deposit management program. The program
should regularly monitor the make-up of accounts
to determine the amounts that are stable, fluctuat-
ing or seasonal, or volatile. Management should
remain knowledgeable of the characteristics of the
deposit structure using periodic internal reports.
Lack of such knowledge could lead to the unwise
use of funds and subsequent related problems.
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Retail funding is supplied by the deposits a bank
receives from the general public, individuals, and
small businesses. Deposits are generally an asso-
ciation’s primary (or core) funding source, and are
typically a stable source of funds. These accounts
usually maintain balances of $100,000 or less, to
be fully insured by the FDIC. These accounts in-
clude demand deposit accounts (DDAS),
negotiable order of withdrawal accounts (NOWSs),
money market demand accounts (MMDAS), sav-
ings accounts, and time certificates of deposit
(CDs).

Historically, these accounts have not been very
sensitive to an institution’s credit quality or inter-
est rates. Sensitivity may occur depending on the
level of a customer’s financial expertise, previous
experiences, geographic location, and investment
alternatives. Generally, retail and wholesale de-
positors behave differently under stress and
changing economic conditions. A liquidity man-
ager should distinguish between the two and track
trends separately. In addition, a liquidity manager
should track accounts that have balances in excess
of FDIC insurance limits since those account
owners will be more credit-sensitive than those
with fully insured accounts.

Wholesale Funding

Borrowing sources that an association can access
immediately, at a reasonable cost, and with a high
degree of certainty are ideal sources of liquidity.
Wholesale borrowings frequently have attractive
features, and can, if properly assessed and pru-
dently managed, facilitate the management of
interest rate and liquidity risks. The initial cost of
the borrowing is often low when compared to
other liabilities with similar maturities. If the in-
strument contains embedded options, however,
borrowing costs may increase under certain cir-
cumstances, and must be properly evaluated and
managed.

Management should take the following actions if
engaging in wholesale borrowings:

e Review borrowing concentrations. Determine
whether an amount of borrowings from a sin-
gle source poses an undue risk.

¢ Review borrowing contracts.

— Determine if there are any embedded op-
tions or other features that may affect the
interest rate or pose liquidity risk.

— Review collateral agreements for fees,
maintenance requirements, and triggers
for increases in collateral.

e Review stress tests.

— Determine how to identify and monitor
the risks of the various terms of each con-
tract, including penalties and option
features.

— Perform tests before entering into any
agreement and periodically thereafter.

— Ensure that the stress test results depict
the potential impact of contractual triggers
and external events (such as interest rate
changes that may result in the exercise of
embedded options or the termination of
the contract) on the association, as well as
on its overall earnings and liquidity posi-
tion.

e Review the use of complex borrowings on the
association’s interest rate exposure.

e Ensure that there are management processes
in place to control liquidity and interest rate
risks, and that they also have in place contin-
gent funding plans.

o Fully inform the board of directors, or the as-
set/liability management committee about the
risks of wholesale borrowing agreements prior
to engaging in the transactions, as well as on
an ongoing basis.

e Ensure that the instruments are consistent with
the association’s portfolio objectives and level
of sophistication of its risk management prac-
tices. Only associations with technical
knowledge and risk management systems suf-
ficient to adequately identify, monitor, and
control the risks of complex wholesale bor-
rowings should use this type of funding.

Wholesale fund providers are professionals who
manage most wholesale funds, and operate under
established investment criteria. They may be asso-
ciated with large commercial and industrial
corporations, other financial institutions, govern-
mental units, or wealthy individuals. Because their
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responsibility is to preserve their clients’ princi-
pal, they are sensitive to changes in the credit
quality of the institutions where they invest, as
well as to changes in interest rates.

An association can use a variety of instruments to
tap the wholesale funding markets. A brief de-
scription of some of these instruments is provided
below. Depending on the side of a transaction that
an association takes, some of these instruments
may be either a source of asset liquidity or a
source of liability liquidity.

Securities Sold Under Repurchase Agreements

Securities sold under repurchase agreements are a
means of financing inventories of securities. Un-
der repurchase agreements, securities are
temporarily “loaned out,” for periods ranging
from overnight to one year in return for borrowed
funds. The vast majority mature in three months
or less. A standard repurchase agreement involves
the acquisition of funds through the sale of securi-
ties with a simultaneous commitment to
repurchase the securities on a specified date at a
specified price. The collateral most often used by
savings associations is U.S. government and
agency mortgage-backed securities (MBS). The
repurchase agreement rate is the interest rate that
the borrower pays the lender (investor) for the use
of funds.

Dollar Rolls

Dollar Rolls (also called dollar repurchase agree-
ments) provide another alternative source of
liquidity. Dollar rolls are agreements to sell and
repurchase “substantially similar” but not identi-
cal securities. To qualify as a financing, these
agreements to return “substantially similar” secu-
rities cannot exceed 12 months from the initiation
of the transaction. Primarily, the dollar roll market
consists of agreements that involve mortgage-
backed securities.

Federal Home Loan Bank (FHLB) Advances

FHLB advances are an important source of funds
for savings associations. Advance is simply an-
other word for a loan. FHLBs offer a wide range
of advance products with maturities ranging up to
10 years or longer. These products are primarily

two types: collateralized advances and un-
collateralized investments.

In general, a FHLB establishes a line of credit for
each of its members. A FHLB may, however,
limit or deny a member’s request for an advance if
the member is:

o Engaging in any unsafe or unsound practice.
o Inadequately capitalized.
e Sustaining operating losses.

o Deficient with respect to financial or manage-
rial resources.

e Otherwise deficient.

FHLB advances are generally secured by collat-
eral. Thus, the unused borrowing capacity of an
association is a function of both its eligible, un-
pledged collateral and its unused line of credit
with its FHLB.

Some FHLB advances contain embedded options
or other features that may increase funding risk.
For example, some types of advances, such as pu-
table and convertible advances, provide the FHLB
with the option to increase the interest rate on the
advance under specified conditions. See TB 13a-
2, Structured Advances, for more on the risks as-
sociated with certain FHLB advances.

A FHLB can often react quickly, sometimes be-
fore market information is available to other funds
providers, to reduce its exposure to a troubled in-
stitution by not rolling over unsecured lines of
credit. Depending on the severity of a troubled
institution’s condition, a FHLB may discontinue
or withdraw (at maturity) its collateralized fund-
ing program because of concerns about the quality
or reliability of the collateral or other credit-
related concerns. This may create significant li-
quidity problems for an institution, especially if it
has large amounts of short-term FHLB funding.
Associations should aggregate FHLB funds by
type of program to monitor and appropriately
limit short-term liability concentrations, just as
with any other credit-sensitive funds provider.

For FHLB borrowings, as with all borrowings to
meet liquidity needs, an association should evalu-
ate the level of its borrowings from any one
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source as well as the quality of the source. Man-
agement should perform adequate due diligence in
selecting funding sources, and periodically review
their quality and stability. An association should
have contingency plans in place should a need
arise for an alternative funding source.

Lines of Credit

An unused portion of a line of credit with another
financial association can be an important source of
liquidity, particularly if it represents a binding
legal commitment to borrow without major re-
strictions on its use and the borrowing rate is
reasonable.

Federal Reserve Primary and Secondary Credit

The Federal Reserve Board recently revised Regu-
lation A to provide for primary and secondary
credit programs at the discount window. Reserve
Banks will extend primary credit at a rate above
the target Fed Funds rate on a short-term basis
(typically, overnight) to eligible depository_insti-
tutions. Eligibility for primary credit is based
largely on an institution’s examination rating and
capital status. In general, institutions with com-
posite CAMELS ratings of 1,2, or 3 that are at
least adequately capitalized are eligible for pri-
mary credit unless supplementary information
indicates their condition is not generally sound.
Other conditions exist to determine eligibility for
4 and 5 rated institutions.

An institution eligible for primary credit need not
exhaust other sources of funds before coming to
the discount window. Institutions may use pri-
mary credit to finance the sale of fed funds.
However, because of the above-market price of
primary credit, the Board expects institutions to
mainly use the discount window as a backup
source of liquidity, rather than as a routine source.

Generally, Reserve Banks extend primary credit
on an overnight basis with minimal administrative
requirements to eligible institutions. Reserve
Banks may also extend primary credit to eligible
institutions for periods of up to several weeks if
funding is not available from other sources. These
longer extensions of credit are subject to greater
administrative oversight.

The Reserve Banks also offer secondary credit to
institutions that do not qualify for primary credit.
Secondary credit is typically another short-term
backup source of liquidity. Long-term secondary
credit would be available for the orderly resolu-
tion of a troubled institution. In such a case, there
are certain limitations and a higher level of Re-
serve Bank administration and oversight.

Federal Funds Purchased

Federal Funds Purchased are excess reserves held
at Federal Reserve Banks that depository institu-
tions may lend to one another. The most common
type of federal funds transaction is an overnight,
unsecured loan. Transactions that are for a period
longer than one day are called term fed funds. In
some instances, lenders may require that term fed
funds transactions be made on a secured basis. If
the borrower’s creditworthiness is questionable,
lenders may require excess collateral or may
choose not to lend. Federal funds that are loaned
(sold) are assets. Federal funds that are borrowed
(purchased) are liabilities.

Treasury Tax and Loan Funds (TT&L)

TT&L account balances typically are not signifi-
cant and therefore, do not present a material factor
in assessing liquidity.

Brokered Deposits and Other Rate Sensitive
Deposits

Brokered deposits and other rate sensitive deposits
represent a convenient source of funds for deposi-
tory associations that are in good financial
condition. These deposits (including Internet, cer-
tificate of deposit listing services, and other
automated services) may increase the volatility of
the deposit portfolio if they are rate sensitive. Sec-
tion 29 of the Federal Deposit Insurance Act
(FDIA) generally prohibits any association that is
not well capitalized from accessing the market for
brokered or high rate deposits. Adequately capi-
talized institutions that wish to accept renew, or
rollover brokered deposits or high rate deposits
must first obtain approval from the FDIC. Under-
capitalized associations cannot accept brokered
deposits or high rate deposits at all. See the dis-
cussion in this section under “Troubled
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Institutions.” See also Handbook Section 560,
“Deposits and Borrowings.”

Eurodollar Time Deposits

Eurodollar Time Deposits are certificates of de-
posit issued by banks in Europe, with interest and
principal paid in dollars. Interest rates are usually
tied to LIBOR. These certificates of deposit usu-
ally have minimum denominations of $100,000
and have a short-term maturity of less than two
years. An association should limit the volume of
Euro-dollar CDs to control the liquidity risks as-
sociated with the secondary markets in these
instruments.

MEASURING LIQUIDITY

The purpose of liquidity analysis is to measure an
association’s current liquidity position and its
ability to meet future funding needs. An analysis
of an association’s current liquidity position gen-
erally involves a review of key balance sheet
ratios, while the analysis of an association’s abil-
ity to meet future funding needs involves an
analysis of projected cash inflows and outflows.

Financial Ratio Analysis

The measurement of liquidity is an inexact and
highly subjective process. This is largely due to
the high degree of cash flow uncertainly associ-
ated with assets, liabilities, and off-balance-sheet
contracts. In practice, analysts use a variety of
financial ratios to measure the current liquidity
position of an institution. Some ratios that meas-
ure liquidity include the following:

e Loans to deposits.

e Liquid assets to total assets.

e Volatile liabilities to total assets.

o Liquid assets to volatile liabilities.

o Net liquid assets to total assets.

e Unpledged eligible collateral to total assets.

e Net unused FHLB borrowing capacity to total
assets.

e Unpledged collateral to net unused FHLB
borrowing capacity.

e FHLB advances to FHLB Stock.
e Uninsured deposits to total deposits.

A key issue is defining liquid assets and volatile
liabilities. Definitions vary depending on the ob-
jective or purpose of the analysis and data
limitations. The time horizon of the analysis is
particularly important in defining what is and
what is not liquid. As a rule, liquid asset defini-
tions include shorter-term assets that are readily
saleable and assets that mature over the near-term.
Some analysts define liquid assets to include the
sum of cash, deposits with other associations, in-
vestment securities, and mortgage pool securities.

Volatile liabilities generally include wholesale
and rate sensitive deposits and short-term liabili-
ties that are likely to be withdrawn at the first hint
of trouble. These forms of “hot money” include
brokered deposits, uninsured deposits, federal
funds purchased, securities sold under agreements
to repurchase, and other borrowings with remain-
ing maturities of less than one year.

The basic model for measuring current liquidity is
shown in Figure 1. That model relates liquid as-
sets to volatile liabilities. The difference between
liquid assets and volatile liabilities represents the
net liquidity position. (Liquid assets less volatile
liabilities equals net liquidity position).

Figure 1. Static Balance Sheet Model

l Volatile
Liquid -
Net Liquid
Assets
T Stable
llliquid
ASSETS LIABILITIES
AND EQUITY

An association can improve its liquidity position
in a number of different ways. For example, it can
take the following actions:
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¢ Increase holdings of high-quality liquid as-
sets.

e Shorten the maturities of assets.
o Lengthen the maturities of liabilities.

o Diversify funding sources by maturity, geo-
graphic region, and by lender/depositor.

e Expand core deposits and other stable funding
sources.

e Make loans that it can easily sell or securitize.

Successful liquidity management requires accu-
rate measurement and control of the daily inflow

and outflow of funds. Advance knowledge of li-
quidity shortfalls makes it possible to explore
alternative ways to deal with them. Two useful
techniques for monitoring cash flows are liquidity
gap analysis and liquidity forecasting.

Liquidity Gap Analysis

A liquidity gap schedule provides an analytical
framework for measuring future funding needs by
comparing the amount of assets and liabilities ma-
turing over specific time intervals. Table 1 below
presents a sample liquidity gap schedule.

Table 1. Liquidity Gap Schedule

Less Over 10 Over 3 Over 6 1to5 Over 5 Total
than days but | months but | months but | years years and
10 less than 3 less 6 less than capital

days months months one year
Assets 10 10 10 5 65 0 100
Liabilities & 50 30 15 0 0 5 100
Equity
Net outflow (40) (20) (5) 5 65 (5) 0
(assets minus
liabilities)
Cumulative net (40) (60) (65) (60) 5 0 0
outflow

In the liquidity gap schedule, assets and liabilities
are slotted into different time intervals according
to their remaining time to maturity. As a rule, the
assets and liabilities are slotted according to their
effective maturities rather than their contractual
maturities. Nonmaturity deposits, for example, are
generally treated as long-term liabilities (based on
estimated run-off rates) rather than as short-term
liabilities. In this example, more liabilities than
assets mature in the earlier time intervals, indicat-
ing that the association is borrowing short and
lending long, which is typical of most savings as-
sociations.

Negative gapping at the shorter end of the sched-
ule (that is, borrowing short and lending long)
increases the risk that the association will not be
able to rollover maturing liabilities as they come
due. While such a position is not favorable to li-
quidity, it tends to enhance profitability over the
long-term — provided the association keeps the
gaps within manageable bounds and the shape of
the yield curve is not inverted.

One shortcoming of the liquidity gap schedule is
that it does not capture projected balance sheet
changes such as future loan and deposit growth.
While it is important to understand the liquidity of
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an association’s existing balance sheet, it is also Liquidity/Cash Flow Forecasting

important to forecast the growth of key balance

sheet components, such as deposits and loans, Cash flow forecasting is a critical element in man-
over time. (See Figure 2.) aging liquidity. The objective of cash flow

forecasting is to project cash inflows and outflows
over future periods. A common practice is to pro-

Figure 2. Projected Balance Sheet Model ject net funds deficits for short-term (next 5-10
Assets Sources of days) and long-term planning intervals (3-6
months, 6-12 months). By projecting cash flows
Volatile for short- and long-term planning periods, man-
Liquid agement can significantly reduce the risk that
e sizable net funds deficits go unnoticed and unat-
e qui ssets tended.
Stable . .
Non- A sample forecast is presented in Table 2.
liquid
Predicted Predicted
Loan Deposit
Growth Growth
Liquidity need

Table 2. Cash Flow Forecast

Forecast Forecast Forecast Forecast

0-30 days 31-60days | 61-90days | 91-365 days
Cash Inflows:
Deposits $1,000 $1,200 $1,500 $20,000
Maturing loans and investments 600 1,200 1,800 9,000
Loan sales 0 0 0 0
Other 200 100 200 1,500
Total Inflows $1,800 $2,500 $3,500 $30,500
Cash Outflows:
Maturing deposits 800 900 1,000 3,500
Maturing debt 0 0 0 1,000
New Loans 900 1,500 1,600 15,000
Other 200 0 0 1,000
Total Outflows $1,900 $2,400 $2,600 $20,500
Net Surplus (deficit) ($100) $100 $900 $10,000
Cumulative net surplus (deficit) ($100) 0 $900 $10,900
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LIQUIDITY MANAGEMENT

Each association should have a written strategy
for the day-to-day management of liquidity. The
liquidity strategy should define the association’s
general approach to managing liquidity, including
various quantitative and qualitative targets. The
liquidity strategy should cover specific policies on
the composition of assets and liabilities, the use of
wholesale funding, and strategies for addressing
temporary and longer-term liquidity disruptions.

The sophistication of an association’s policies,
procedures, and information systems for manag-
ing liquidity should be related to the following
items:

e Size and complexity of the association.

e Strength and stability of the association’s core
deposit base.

e The association’s dependence on wholesale
funding.

e Variability of the association’s cash flows.
e Financial condition of the association.

Associations with deteriorating financial condition
and/or declining exam ratings should increase at-
tention to liquidity management and contingency
planning.

Board and Senior Management Oversight

Effective oversight is an integral part of an effec-
tive liquidity management program. The board
and senior management should understand their
oversight responsibilities.

Board of Directors

The board of directors should establish the asso-
ciation’s tolerance for liquidity risk, set liquid
requirements, and approve significant policies
related to liquidity management. The board should
also ensure senior management takes the neces-
sary steps to monitor and control liquidity risk.
The board should understand the nature and level
of the association’s liquidity risk, and manage-

ment should inform the board regularly of the
liquidity position of the association.

Senior Management

Senior management should establish policies, pro-
cedures, and guidelines for managing and
monitoring liquidity to ensure adequate liquidity
at all times. Policies should include internal con-
trols.

In addition, senior management should review the
association’s liquidity position on a regular basis
and monitor internal and external factors and
events that could have a bearing on the associa-
tion’s liquidity. Senior management should also
prepare contingency funding plans.

Senior management should review periodically
the association’s liquidity strategies, policies, and
procedures.

Policies and Procedures

A savings association should have clearly defined
policies and procedures for managing liquidity.
The board of directors has ultimate responsibility
for the adequacy of policies and procedures; sen-
ior management has responsibility for their design
and implementation. Polices and procedures
should include the following:

o Delineated lines of responsibility. Identifica-
tion of individuals or committees responsible
for managing and monitoring liquidity risk.

o Anoverall liquidity strategy. The liquidity
strategy should define the general approach
the savings association will follow in manag-
ing liquidity, including various quantitative
and qualitative targets. The liquidity strategy
should cover specific policies on the composi-
tion of assets and liabilities, including policies
on investment in illiquid securities and the use
of wholesale funding. There should also be a
written strategy for addressing temporary and
long-term liquidity disruptions.

e A process for measuring and monitoring li-
quidity. Although associations can use a
number of procedures for measuring and
monitoring liquidity, the most effective pro-
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cedures involve pro-forma cash flow projec-
tions. These range from simple calculations to
complex models for projecting cash inflows
and outflows over different planning periods
(time bands) to identify cash shortfalls and
surpluses in future periods. While liquidity
measures based on balance sheet ratios are
useful in measuring an association’s current
liquidity position and in monitoring trends in
liquidity, management should focus its atten-
tion on forward looking, pro-forma measures
of liquidity.

Quantitative guidelines and limits to ensure
adequate liquidity. Guidelines and limits will
vary depending on the nature of an associa-
tion’s operations and circumstances.
Associations could set guidelines, for exam-
ple, on the size of cash flow mismatches over
specified time horizons. Because of the sub-
jective nature of the numbers in pro-forma
cash flow projections, associations may find it
impractical to establish precise risk limits or
precise rules for addressing cash flow mis-
matches projected to occur in future periods.
Nevertheless, an association should make an
effort to define its tolerance for cash flow
mismatches and should establish strategies for
addressing them. Associations can also tie
limits to balance sheet ratios. Examples in-
clude the following ratios:

— Maximum projected cash flow shortfall
tolerated for specified time (for example,
one week ahead, one month ahead, one
quarter ahead) as a percentage of liquid
assets and unused borrowing facilities.

— Minimum ratio of liquid assets to total as-
sets.

— Maximum overnight borrowings to total
assets.

— Maximum ratio of FHLB advances to to-
tal assets.

— Maximum ratio of brokered deposits to
total assets.

— Maximum ratio of total wholesale bor-
rowings to total assets.

— Maximum ratio of pledged assets to total
assets.

— Maximum ratio of loans to deposits.

— Maximum ratio of managed assets to total
assets if the association securitizes assets.

¢ Internal control procedures to ensure adher-
ence to policies and procedures that address
the integrity of the liquidity risk management
process. An effective system of internal con-
trol should promote effective operations,
reliable financial and regulatory reporting,
and compliance with relevant laws and institu-
tional policies. Internal control systems
should provide appropriate approval proc-
esses, limits, and ensure regular and
independent evaluation and review of the li-
quidity risk management process. Such
reviews should address any significant
changes in the nature of the instruments ac-
quired, limits, and controls since the last
review. Internal control should include the
following activities:

— Procedures for approvals of exceptions to
policies, limits, and authorizations. Posi-
tions that exceed established limits should
receive the prompt attention of appropri-
ate management and should be resolved
according to the process described in ap-
proved policies.

— A schedule for the periodic review of the
liquidity policies and procedures. Periodic
reviews of the liquidity management
process and related procedures should ad-
dress any significant changes in liquidity
risk limits, liquidity strategy, information
systems, and internal controls since the
last review.

— Contingency Planning. Management
should assess its responses to liquidity
events in the context of their implications
for an association’s short-term, intermedi-
ate-term, and long-term liquidity profile.
Contingency Plans are further discussed
in this handbook section.

Management Information Systems

Each savings association should have adequate
information systems for measuring, monitoring,
and controlling liquidity risk:
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¢ A management information system should
provide timely information on the associa-
tion’s current and prospective liquidity
position.

o Management should be able to project its li-
quidity position and liquidity requirements
over various time horizons and scenarios.

e Management should clearly define assump-
tions used in projections so it can evaluate the
appropriateness and validity of the projec-
tions.

e The information system should provide the
data needed by management to determine
compliance with the association’s liquidity
policies, procedures, and limits.

Measuring and Monitoring Liquidity

Each association should have a process for meas-
uring and monitoring its existing liquidity position
as well as its net funding requirements. Liquidity
measurement involves forecasting cash inflows
and outflows over various time horizons to iden-
tify potential cash imbalances. A cash flow
forecast is a useful device to compare cash in-
flows and outflows on a daily basis and over
future periods. Management should take steps to
address projected net funding deficits in a timely
manner.

Management and other staff responsible for man-
aging overall liquidity should be aware of any
information, such as a pending decline in earn-
ings, an impending legal action, or a downgrade
by a rating agency that could have an adverse im-
pact on perceptions about the financial condition
of the association.

Management should also consider conducting
scenario analysis in estimating liquidity require-
ments. In conducting an analysis of liquidity,
management should consider the following sce-
narios:

e Range of possible future scenarios, such as
optimistic, pessimistic, and most likely. In es-
timating normal funding needs, some
associations use historical data and account
for seasonal and other effects believed to de-

mental business projections, or undertake a
customer-by-customer assessment for larger
customers and apply historical relationships to
the remainder.

o Stressful events such as a loss of wholesale
funding, a significant run-off of deposits, a
sharp increase in funding costs, or a sharp in-
crease in loan demand.

e Cash flow timing differences and the related
assumptions among scenarios. For example,
in a general market crisis, the capacity to sell
assets may deteriorate significantly.

e The potential for unanticipated cash outflows
and reduced cash inflows associated with em-
bedded options in various assets, liabilities,
and off-balance-sheet contacts. Potential cash
outflows include loan commitments; calls on
loans sold with recourse and financial guaran-
tees; payments on swap contracts and other
financial derivatives; margin calls; early ter-
mination agreements; and so forth.

Contingency Planning

Each association should have a contingency plan
for handling unanticipated stressful scenarios that
could result in a significant erosion of association-
specific or general-market liquidity. Management
should update the plan on a regular basis. A con-
tingency plan should accomplish the following:

e Consistently planned use of liquidity sources
with the association’s stated purposes and ob-
jectives of its liquidity program.

o |dentify and assess the adequacy of financial
resources (source of funds) for contingent
needs. The plan should identify all back-up
facilities (equity lines of credit), the condi-
tions related to their use, and the
circumstances where the association might
use them. Periodically, management should
test all sources of its contingency funding
with the goal of ensuring that there are no un-
expected impediments or complications in
case the association needs to use its contin-
gency lines. Management should understand
the various conditions, such as notice periods,
that could affect access to back-up funding

termine loan demand and deposit flows. sources.
Alternatively, some associations rely on judg-
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o Define responsibilities and decision-making
authority so that all personnel understand their
role during a problem situation.

¢ Identify the sequence that the association will
mobilize and commit key sources of funds for
contingent needs. The degree of uncertainty as
to the magnitude and timing of availability of
resources may call for different priorities in
different situations.

e Address implementation issues such as proce-
dures by which resources are committed for
emergency use or released from one use and
transferred to another.

o Identify other actions necessary in the event
of an unexpected contingency.

e  Assess the potential for funding erosion (mag-
nitude and rate of outflow) by source of funds
under different scenarios.

e  Assess the potential liquidity risk posed by
other activities such as asset sales and securi-
tization programs.

A fundamental principle in designing contingency
plans for liquidity purposes is to ensure adequate
diversification in the potential sources of funds.
Such diversification should not only focus on the
number of potential funds providers but on the
underlying stability, availability, and flexibility of
funds sources in the context of the type of poten-
tial liquidity event.

Managing Access to Funding Sources

Savings associations should carefully manage
their access to available sources of funding and
understand their funding options:

e An association should build and maintain re-
lationships with a broad range of depositors
and other funding sources. An association
should understand how much funding might
be available from various sources under nor-
mal and adverse circumstances.

e Senior management should be aware of the
composition, characteristics, and diversifica-
tion of its funding sources.

e Management should consider developing or
expanding markets for asset sales or exploring
arrangements for borrowing against assets.

Liquidity Support Between Affiliates

An association within a holding company struc-
ture should be able to rely on liquidity support
from other affiliates within the company. Trans-
fers can usually be made quickly and easily, and
typically include buying or selling Fed Funds,
granting or repaying debt, or selling or participat-
ing in loans or other assets. Limitations on
transactions with affiliates is an additional consid-
eration.

Liquidity Risk of the Holding Company

The funding structure of a holding company may
expose it to more liquidity risk than its subsidiary
insured institution. A holding company cannot
accept deposits, offer FDIC insurance to its funds
providers, or rely on discount window liquidity
support. Typically, it has no independent source
of revenue, no liquid assets, and a leveraged bal-
ance sheet.

In some instances, liquidity may flow from the
parent holding company to the subsidiary. Exam-
ples include a parent holding company placing
excess cash in its subsidiaries or participating in
certain loans.

A holding company in a liquidity crisis may not
look to its subsidiaries for relief, and any up-
streaming of value by a subsidiary to its parent
holding company is highly regulated by federal
statues and implementing regulations.

An association may not be insulated from its par-
ent holding company’s liquidity risks, particularly
when both have similar names. If a parent holding
company goes bankrupt, it will reflect on the as-
sociation because depositors probably do not
understand the legal distinctions between the two.
See also Sections 300 and 600 of the Holding
Company Handbook.
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SUPERVISORY CONCERNS

OTS requires savings associations to maintain
sufficient liquidity to ensure safe and sound op-
erations (12 CFR § 563.161).

Early Warning Signals

Liquidity problems are often symptomatic of other
more fundamental problems at an association such
as excessive credit risk, excessive interest rate
risk, inadequate capital, operational problems, and
so forth. Factors that could indicate or precipitate
liquidity problems include:

e Over-reliance on wholesale funding.

e Asignificant increase in the level of whole-
sale funding.

e Excessive borrowing concentrations.

e Assharp rise in funding costs.

e A ratings downgrade by credit rating agency.
e Asharp drop in earnings.

e Anincrease in nonperforming assets.

e A decline in capital adequacy category.

e Management problems.

o Adverse publicity.

Mortgage Banking and Loan Sale Activities

Associations engaged in mortgage banking activi-
ties and loan origination and sale activities must
ensure that adequate lines of credit are available to
meet warehousing needs and that there are ade-
quate forward commitments to sell the loans in the
pipeline. The association’s liquidity planning
should consider the effect of recourse and other
credit enhancements from loans sold. You should
review loan sale and servicing agreements to de-
termine how credit enhancements and recourse
obligations affect liquidity.

Federal Home Loan Bank Membership and
Liquidity

Federal savings associations are no longer re-
quired to maintain membership in a FHLB
pursuant to Section 5(f) of the Home Owners

Loan Act (12 USC § 1464(f)). An association that
voluntarily withdraws from FHLB membership is,
however, subject to a prohibition on re-entry into
membership for five years.

When examining a savings association that is not
a FHLB member, you should determine if the as-
sociation’s existing liquidity position and its
ability to borrow funds adequately address any
liquidity concerns. As part of this determination
you should review written plans, analyze the asso-
ciation’s access to sources of funds, and assess
management’s evaluation of near-term and longer-
term anticipated funding needs.

If the savings association is a member of a FHLB
you should determine the size of its line of credit
with the FHLB and how much unused credit is
available under that line. See also discussion of
FHLB advances in this handbook section.

Troubled Associations

There are restrictions on funding sources for trou-
bled and undercapitalized insured institutions.
These restrictions serve to reduce the ability of
troubled or undercapitalized associations to obtain
credit. Two of the restrictions include limited ac-
cess to brokered deposits (12 CFR § 337.6) and
restrictions on the amount of permissible credit
exposure to a correspondent association (12 USC
§ 18310(f)(2)(G). In addition, there are certain
restrictions on borrowing programs available at
the Federal Reserve discount window (12 CFR §
201.4).

Brokered Deposits

Section 29 of the FDIA significantly reduced the
availability of brokered deposits as a source of
liquidity by mandating restrictions on such depos-
its. The FDIC’s implementing regulations, at 12
CFR § 337.6, set forth the following provisions:

o Well-capitalized institutions may accept bro-
kered deposits without restriction.

e Adequately capitalized institutions must re-
ceive prior FDIC approval.

e Undercapitalized institutions may not accept
brokered deposits.
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See Handbook Section 560, Deposits/Borrowed
Funds, for a detailed discussion of brokered de-
posit restrictions.

Limitations on Interbank Liabilities

Under FRB regulation 12 CFR Part 206, Limita-
tions on Interbank Liabilities (Regulation F),
insured institutions must establish and maintain
written policies and procedures to prevent exces-
sive exposure to any individual correspondent.
The prevention of excessive risk exposure relates
to the condition of the correspondent. Specifi-
cally, the regulation requires institutions to
establish policies and procedures that take into
account credit and liquidity risks, including opera-
tional risks, in selecting correspondents and
terminating those relationships.
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12 USC 1831f Federal Deposit Insurance Act

12 USC 18310 Prompt Corrective Action

12 USC 1467a Regulation of Holding Compa-
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Part 201 Extensions of Credit by Federal
Reserve Banks

Part 206 Limitations on Interbank Liabili-
ties

§337.6 Brokered Deposits

§561.31 Nonwithdrawable Account

§563.80 Borrowing Limitations

§563.140 Capital Distributions

§563.161 Management and Financial Poli-
cies

§563.172 Financial Derivatives

8 563.176 Interest Rate Risk Management
Procedures

8 563b.520 Post Conversion Dividends

8 563c.102 Financial Statement Presentation

8 563d.1 Requirements Under Certain Sec-
tions of the Securities Exchange
Act of 1934

Part 5639 Securities Offerings

Office of Thrift Supervision Bulletins

RB 34 Examiner Guidance on Wholesale
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TB 13a Management of Interest Rate

Risk, Investment Securities, and
Derivative Activities
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Interagency Guidance
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Liquidity Management
Program

Examination Objectives

To determine the adequacy and effectiveness of the association’s liquidity policies, liquidity management
strategies, and contingency funding plans.

To determine management’ s ability to measure, monitor, and control the association’s liquidity position.

To determine if the association’s officers and employees are in compliance with established policies and
procedures regarding liquidity management.

To determine the adequacy of the association’s liquidity.

To determine the availability of assets readily convertible to cash without undue loss.

To determine access to money markets and other sources of funding.

To determine diversification of funding sources.

To determine reliance on short-term, volatile sources of funds, including borrowings and brokered deposits.
To determine the trend and stability of deposits.

To summarize findings and to initiate corrective action as needed.
Examination Procedures WKkp. Ref.

Level |

1 Review scoping materials applicable to this program. Review liquidity and funding
reports, cash flow forecasts, and new borrowing contracts and indentures. Review
liquidity ratios.

2. Determine if the savings association corrected previoudy identified liquidity-related
problems or weaknesses. Review:

Prior examination report comments and exceptions.

Independent audit exceptions.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Program

WKkp. Ref.

Any enforcement or supervisory actions and directives.

3. Obtain and review the adequacy of written policies, procedures, business strategies, and
contingency plans governing liquidity management.

4, Determine if the association’s officers and employees are operating in compliance with
established policies and procedures regarding liquidity management.

5. Review the association’s internal reports applicable to liquidity management. Determine
whether the reports provide the information needed to effectively measure and control
the association’ s liquidity position.

6. Determine the adequacy of liquidity in relation to current and expected cash flow needs:
Measure the availability of assets readily convertible to cash without undue loss.
Determine the level of accessto, and diversification of, funding sources.

Determine the degree of reliance on short-term, volatile sources of funds, including
wholesale borrowings and brokered deposits.

Determine the ability of the association to fund outstanding commitments.

Determine the degree of reliance on securitizations.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Review the level of the association’ s dependence on Federa Home Loan Bank (FHLB)
borrowings and determine the amount of its unused borrowing capacity with the FHLB.
Determine the amount of unpledged, digible collateral that is available to secure FHLB
borrowing.

Review Levd Il procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level | procedures.

Level Il

0.

10.

11.

12.

13.

Review the contractual terms of borrowing contracts and indentures to assess any
liquidity implications. Determine whether the contracts and indentures contain options
and other option-like features that could have adverse liquidity implications.

Determine the trend and stability of deposits.

Determine the ability of the association to securitize and sell certain pools of assets.

Review the adequacy of the association’s pipeline report for fixed-rate commitments and
assess the adequacy of liquidity.

Determine the association’ s contingency plans for short-, intermediate-, and long-term
liquidity needs. Review wehther the association has adequate diversification in its
potential sources of funds it may use.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Program

WKkp. Ref.

14.  Ensure that your review meets the Objectives of this Handbook Section. Present on the
appropriate work papers and report pages your findings, conclusions, and
recommendations for corrective measures.

Level Il

15. Discusswith the EIC additiona procedures that you are to do when work in Level 1l is
insufficient to draw conclusions on the adequacy of liquidity management performance.

16. Estimate the amount of cash that the association could raise by selling unpledged
marketable securities. Estimate the unrealized gain or loss on those securitiesas a
percentage of earnings and capital.

17. Review cash budget projections for the next year under assumptions of stable, declining,
and increasing interest rates.

18. Estimate the effect of aten percent deposit run on the association. Estimate the effect of
the loss of accessto the repurchase and dollar roll markets.

Examiner’s Summary, Recommendations, and Comments

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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SECTION: Investment Securities

Section 540

INTRODUCTION

Savings associations must conduct their invest-
ment activities prudently and within the bounds
of aclear and well-reasoned investment policy.
Associations should have diversified portfolios
that achieve an appropriate balance between risk
and return. In addition, associations should estab-
lish appropriate risk management systems and
controls to monitor and control investment port-
folio activity and performance.

This section outlines the following areas:

Role of the investment portfolio
Permissible investments

The investment process

Investment risks

TB 13arequirements and guidance
Use of investment consultants
Reporting and accounting for securities

Collateralized Mortgage Obligation
(CMO) issuances

In addition, this section has three appendices that
cover the following areas:

Appendix A — Total Return Analysis

Appendix B — Money Market, Fixed-Income
Market, and Equity Market Secu-
rities

Appendix C — Mortgage-Related Securities

ROLE OF THE INVESTMENT PORTFOLIO

A savings association’ s investment portfolio
serves as a source of income and liquidity, as
well asatool for asset/liability management. At
many associations, the primary influences of loan
demand and liquidity needs determine the per-

centage of assets allocated to the investment
portfolio. When loan demand is weak, the asso-
ciation deploys excess cash inflows in the
investment account, and when loan demand is
strong, the association draws down the invest-
ment account.

Since savings associations can change the com-
position of an investment portfolio with relative
ease, many savings associations also use thein-
vestment portfolio to adjust their overall interest
rate risk exposure. Similarly, some associations
use the investment portfolio to manage diversifi-
cation, asset quality, and risk-based capital
levels.

PERMISSIBLE INVESTMENTS

Section 5 of the Home Owners' Loan Act
(HOLA) outlines permissible investments for
federal savings associations. Applicable OTS
regulations include those in Part 560, Lending
and Investment.

Subject to certain restrictions and limitations, the
following types of investments are permissible
investments for savings associations:

Bankers' bank stock

Business devel opment credit corporations
Commercia paper

Corporate debt securities

Community development equity investments
Depositsin insured depository institutions
U.S. Treasury securities

Securities and instruments issued by U.S.
Government-sponsored enterprises

Foreign assistance investments

HUD-insured or guaranteed investments
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Liquidity investments
Mortgage-backed securities

National Housing Partnerships Corporation
and related partnerships and joint ventures

Open-end management investment companies
registered with the SEC

Small business investment companies
Small business-related securities

State and local government obligations
State and local housing

State housing corporations.

See Appendices B, Money Market, Fixed-Income
Market, and Equity Market Securities; and C,
Mortgage-Related Securities, for information on
specific types of investments.

THE INVESTMENT PROCESS

A sound investment program results from clear
policies and objectives, and a sound investment
process. The savings association should begin the
investment process by determining its objectives
for return requirements and risk tolerance. Man-
agement should have a clear understanding of
how much return they expect the investment
portfolio to generate and how much risk they can
tolerate. Management should determine risk and
return objectives in the context of the various
investment constraints faced by the savings asso-
ciation, including those that restrict the list of
permissible investments. The association’s in-
vestment objectives and constraints provide the
foundation for developing sound investment
policies.

Investment Objectives

The savings association should clearly state port-
folio objectives. The objectives should focus on
the trade-off between risk and return. In formu-
lating risk and return objectives, a savings
association should consider the following con-
straints:

Liquidity

Interest rate risk
Investment horizon
Taxes

Laws and regulations

Other needs.

The investment objectives should be internally
consistent and supportive of other efforts such as
the interest rate risk policy, funds management,
capital plan, and profit plan. The investment pol-
icy should fit into the association’s overall
direction as described in the business plan.

INVESTMENT RISKS
Investment Risk Versus Portfolio Risk

While management should understand the risks
associated with individual securities, the decision
of whether to buy a security should not rest on
the risk of a security alone. Management should
evaluate how the addition of the security to the
portfolio affects the overal risk and return of the
portfolio. The addition of arisky security to a
portfolio can either raise or lower portfolio risk
depending on the characteristics of the security
and the portfolio.

Management should have a clear understanding
of how changesin the composition of the invest-
ment portfolio affect the risk of the investment
portfolio and the overall risk of the savings asso-
ciation. In a sense, the investment portfolioisa
portfolio within alarger portfolio that includes
al the assets, liabilities, and off-balance sheet
contracts of the savings association. The overall
risk of the savings association should be the pri-
mary consideration of management.

All investments, even U.S. Treasury securities,
carry some elements of risk. The primary risks
associated with investments are;

Market risk (including interest rate risk)
Credit risk
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Prepayment risk

Liquidity risk

Operational risk.
Market Risk

We define market risk as the potential that the
market price of a security will fall due to changes
in interest rates, exchange rates, commodity
prices, or other market or political conditions.

A primary market risk faced by investorsin fixed
income securities isinterest rate risk. Simply put,
interest rate risk isthe risk that the price of a se-
curity will change when interest ratesrise or fall.
Almost all fixed income securities declinein
price when interest ratesrise.

A savings association can control the degree of
interest rate risk in itsinvestment portfolio by
managing the weighted average maturity of the
securitiesin its portfolio. In general, the longer
the weighted average maturity of a portfolio, the
greater the interest rate risk. Similarly, a savings
association can also control interest rate risk ex-
posure by managing the duration of the portfaolio.
Duration is a more precise measure of the interest
rate sensitivity of a security or aportfolio of se-
curities than weighted average maturity. Duration
isameasure of the average time required to re-
ceive al the cash flows (interest and principal)
from a security or aportfolio of securities. The
higher a portfolio’ s duration, the greater the
losses when interest ratesrise. In general, bonds
with longer maturities and higher durations carry
more risk. For more information on interest rate
risk, see Section 650.

Credit Risk

Credit risk isthe risk that an issuer may default
(fail to pay) on principal or interest payments.
Savings associations can manage the credit risk
of an investment portfolio by using the following
techniques:

Portfolio diversification — investing in ava-
riety of securities with differing credit risks.

Investment sel ection — managing the quality
of securitiesin the portfolio.

Savings associations can assess the overall qual-
ity of individual bonds by analyzing the financial
condition of the issuer and other related factors.
Such factors include the quality of management,
competitive conditions in the industry, economic
conditions, and so forth.

Many investors rely on credit rating agencies to
measure the quality of corporate and municipal
bonds. The most widely used bond rating agen-
cies are Standard & Poor’ s Ratings Services and
Moody’s Investors Service.

Savings associations may only invest in invest-
ment grade bonds. Investment grade bonds are
those in one of the four highest rating categories
by a nationally recognized investment rating ser-
vice such as Standard & Poor’s and Moody’s.
Savings associations, by statute, may not invest
in non-investment grade bonds. The table below
shows investment-grade and non-investment-
grade ratings of these agencies.

Bond-Quality Ratings

Moody s Standard & Poor s
Investment Grade: Investment Grade:
Aaa Highest Quality AAA  Highest Quality
Aa AA

A A

Baa BBB

Non-Investment Grade Non-Investment Grade
( Junk Bonds ) ( Junk Bonds )

Ba and below BB and below

Savings associations that invest in corporate
bonds should obtain current bond ratings before
purchase and should review the ratings of their
holdings on aregular basis. For more detailed
information on bond ratings, see Appendix B,
Money Market, Fixed-Income Market, and Eqg-
uity Market Securities.

For both rated and non-rated issues, associations
should develop a system of periodic credit re-
view. Refer to Thrift Activities Regulatory
Handbook Section 260, Classification of Assets,
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for classification of non-investment-grade corpo-
rate debt securities.

Prepayment Risk

Prepayment risk isthe risk that an issuer may
repay al or part of the principal on abond prior
to maturity. Prepayment risk is a particular con-
cern with mortgage-backed securities (MBYS).
Issuers back MBS by mortgages that borrowers
can prepay or refinance. When this occurs, the
principa of the MBS isreduced and the issuer
returns the cash flows from prepayments to the
holders of the MBS. Therisk is that the bonds
will repay at an inopportune time, such aswhen
interest rates are falling. Periods of falling inter-
est rates usually generate widespread
prepayments. If the investor wants to reinvest the
proceeds from the prepayments, the prevailing
yields on newly issued bonds are generally lower
than the investor previously earned on the bond
that prepaid.

Liquidity Risk

Liquidity risk istherisk that a security will be
difficult to sell at areasonable price within area
sonable time. On occasion, the liquidity of entire
securities markets can seize up due to financial
crisisor panic. Certain types of securities, how-
ever, such as those of small firms and securities
with unusual features, are inherently illiquid.

By law, savings associations may not invest in
corporate securities that they cannot sell with
reasonable promptness at a price that corresponds
reasonably to the fair value of the security. See
12 CFR 8541.7.

Operational Risk

Operational risk isthe risk that deficiencies or
failuresin personnel, technology, or systems will
result in unexpected losses.

Settlement Risk

Settlement is an arrangement between parties for
payment or receipt of cash or securities. Settle-
ment risk is the possibility that a counterparty
will fail to honor its obligation to deliver cash or

securities at settlement, and is akey operational
risk in managing investment portfolios.

The careful selection of brokers and dealers can
mitigate settlement risk. The selection process
should include areview of each firm’'s financial
statements and an evaluation of its ability to
honor its commitments.

Aninquiry into the general reputation of the
dealer is also appropriate. Thisincludes review
of information from state or federal securities
regulators and industry self-regulatory organiza-
tions. For example, the National Association of
Securities Dealers provides public information
concerning any formal enforcement actions
against the dealers, their affiliates, and associated
personnel.

TB 13a REQUIREMENTS

Y ou should ensure that the savings association
conducts its investment activities in accordance
with Thrift Bulletin 13a. Part 111 of TB 13aiden-
tifies, in broad terms, the types of analysisa
savings association should undertake before mak-
ing securities investments. A savings association
should exercise diligence in assessing the risks
and returns associated with investment securities,
including expected total return. For a discussion
of total return, see Appendix A, Total Return
Analysis. Asamatter of sound practice, before
taking an investment position, an institution
should:

Ensure that the investment islegally permis-
sible. Review the terms and conditions of the
investment. Ensure that the investment is al-
lowable under the institution’ s investment
policies and is consistent with the institution’s
objectives and liquidity needs. Exercise dili-
gence in assessing the market value, liquidity,
and credit risk of the investment.

Conduct a pre-purchase portfolio sensitivity
analysis for any significant investment (see
TB 13afor details).

Conduct a pre-purchase price sensitivity
analysis of any complex security before tak-
ing aposition (see TB 13afor details).
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TB 13astates that, “ Investmentsin complex se-
curities and the use of financial derivatives by
associations that do not have adequate risk meas-
urement, monitoring, and control systems may be
viewed as an unsafe and unsound practice.”

Risk Reduction

In general, savings associations should limit in-
vestments in complex securities with high price
sensitivity (see TB 13a) to transactions and
strategies that lower interest rate risk. Any sav-
ings association that investsin such securities for
a purpose other than that of reducing portfolio
risk should do so in accordance with safe and
sound practices.

Sound Practicesfor Market Risk
M anagement

Y ou should assess the overall quality and effec-
tiveness of the savings association’ s risk
management process as it relates to investment
activities. In making this assessment, you should
review TB 13a, Appendix B, Sound Practices for
Market Risk Management. This section summa:
rizes the key elements of that Appendix.

Board and Senior Management Oversight

The board and senior management should under-
stand their oversight responsibilities regarding
the management of investment activities. Board
oversight need not involve the entire board, but
may be carried out by an appropriate subcommit-
tee of the board. In particular, the board, or an
appropriate subcommittee of board members,
should take the following steps:

Approve broad objectives and strategies and
major policies governing investment activi-
ties.

Provide clear guidance to management regard-
ing the board’ s tolerance for risk.

Ensure that senior management takes steps to
measure, monitor, and control risk.

Review periodically information that is suffi-
cient in timeliness and detail to allow the

board to understand and assess the institu-
tion' sinvestment activities.

Assess periodically compliance with board-
approved policies, procedures, and risk limits.

Review policies, procedures, and risk limits at
least annually.

Senior management should ensure the effective
management of the institution’ s operations, es-
tablish and maintain appropriate risk
management policies and procedures, and ensure
that resources are available to conduct the institu-
tion’s activities in a safe and sound manner. In
particular, senior management should take the
following steps:

Ensure that effective risk management sys-
tems arein place and properly maintained.

Establish and maintain clear lines of authority
and responsibility for managing investment
activities.

Ensure that competent staff with technical
knowledge and experience consistent with the
nature and scope of their activities conducts
the institution’ s operations and activities.

Provide the board of directors with periodic
reports and briefings on the ingtitution’ s in-
vestment activities and risk exposures.

Review periodically the institution’ s invest-
ment risk management systems, including
related policies, procedures, and risk limits.

Adequate Policies and Procedures

Savings associations should have written policies
and procedures governing investment activities.
Such policies and procedures should be consis-
tent with the institution’ s strategies, financial
condition, risk-management systems, and toler-
ancefor risk. Aninstitution’s policies and
procedures (or documentation issued pursuant to
such policies) should do the following:

Identify the staff authorized to conduct in-
vestment and derivatives activities, their lines
of authority, and their responsibilities.
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Identify the types of authorized investments
and investment instruments.

Specify the required type and scope of pre-
purchase analysis for various types or classes
of investment securities.

Define, where appropriate, position limits and
other constraints on each type of authorized
investment, including constraints on the pur-
pose(s) for which such instruments may be
used.

Identify dealers, brokers, and counterparties
that the board or a board-designated commit-
tee authorizes the institution to conduct
business with and identify credit exposure
limits for each authorized entity.

Ensure that contracts are legally enforceable
and documented correctly.

Establish a code of ethics and standards of
professional conduct applicable to personnel
involved in investment and derivatives activi-
ties.

Define procedures and approvals necessary
for exceptionsto palicies, limits, and authori-
zations.

Monitoring and Reporting

Savings associations should have accurate, in-
formative, and timely management information
systems, both to inform management and to sup-
port compliance with investment policy. The
board of directors and senior management should
receive reports for monitoring investment risk on
atimely basis.

The board of directors and senior management
should monitor investment activities on aregular
basis. The types of reports prepared for the board
and various levels of management will vary de-
pending on the size and complexity of the
saving' s associations operations.

Record Keeping
Savings associations must maintain accurate and

complete records of all securities transactions
according to 12 CFR 8§ 562.1. In particular, sav-

ings associations should retain any analyses
(including pre- and post-purchase analyses) relat-
ing to investment transactions. A savings

associ ation should make these records available
to you upon request.

Internal Controls

Savings associations should have adequate inter-
nal controls over investment activities. A
fundamental component of the internal control
system involves regular independent reviews and
evaluations of the effectiveness of the system.

Internal controls should promote effective and
efficient operations, reliable financial and regula-
tory reporting, and compliance with relevant
laws, regulations, and institutional policies. An
effective system of internal control should in-
clude the following elements:

Effective policies, procedures, and risk limits.

An adequate process for measuring and
evaluating risk.

Adequate risk monitoring and reporting sys-
tems.

A strong control environment.

Continual review of adherence to established
policies and procedures.

Savings associations should review their system
of internal controls at least annually. Individuals
independent of the function being reviewed
should conduct the review. Reviewers should
report results directly to the board. Y ou should
consider the following factors when reviewing an
institution’ sinternal controls:

Does the association maintain risk exposures
at prudent levels?

Does the association employ the risk meas-
ures that are appropriate to the nature of the
portfolio?

Does the association have board and senior
management actively involved in the risk
management process?
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Does the association document policies, con-
trols, and procedures adequately?

Do association personnel follow the estab-
lished policies and procedures?

Does the association adequately document the
assumptions of the risk measurement system?

Does the association accurately process data?
Is the risk management staff adequate?

Has the association changed risk limits since
the last review?

Have there been any significant changes to the
institution’ s system of internal controls since
thelast review?

Areinternal controls adequate?
Analysis and Stress Testing

Management should thoroughly analyze the vari-
ous risks associated with investment securities
before making an investment. (See TB 13a, Part
I11.) In addition, management should periodically
review the portfalio.

Before taking a position in any complex securi-
ties, management should analyze how the future
direction of interest rates and other changesin
market conditions could affect the instrument’s
cash flows and market value. In particular, man-
agement should understand the following
elements of the complex security:

The structure of the instrument.

The best case and worst-case interest rate sce-
narios for the instrument.

How the existence of any embedded options
or adjustment formulas might affect the in-
strument’ s performance under different
interest rate scenarios.

The conditions, if any, under which thein-
strument’ s cash flows might be zero or
negative.

The extent to which price quotes for thein-
strument are available.

The instrument’ s universe of potential buyers.

The potential loss on the instrument (that is,
the potential discount from itsfair value) if
sold prior to maturity.

That the issuer, together with any guarantors,
has the financial capacity, and willingnessto
meet the repayment terms of the investment.

That analysis of the legal structure of thein-
vestment affirms the institution’ s authority to
make such investment.

How the investment is expected to perform
under various loss and interest rate scenarios,
the impact on the overall risk profile of thein-
stitution and how all covenants of any trust
agreement apply to the senior tranches.

The effect of the payment priority should the
security be divided into separate tranches with
unequal payments.

That areview and analysis of the collateral
managers includes historical performance to
document investment prudence.

Evaluation of New Products, Activities, and Fi-
nancial |nstruments

New investment products and activities can entail
significant risk. Senior management should
evaluate the risks inherent in new products and
activities to ensure that they are subject to ade-
guate review procedures and controls. The board,
or an appropriate committee, should approve ma-
jor new initiatives involving new products and
activities.

Before authorizing a new initiative, the review
committee should review the following items:

A description of the relevant product, activity,
or instrument.

An analysis of the appropriateness of the pro-
posed initiative in relation to the ingtitution’s
overall financial condition and capital levels.
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Descriptions of the procedures to measure,
monitor, and control the risks of the proposed
product, activity, or instrument.

Management should ensure that adequate risk
management procedures are in place before un-
dertaking any significant new initiatives.

USE OF INVESTMENT CONSULTANTS

Some savings associ ations use consultants in the
investment process. The association should limit
the role of consultants and brokersto advising
management and executing transactions approved
by management. The savings association should
not delegate investment decision-making author-
ity to third parties, including brokers or
consultants. Ceding decision-making power to a
consultant or broker represents an unsafe and
unsound practice.

Any savings association that engages a consultant
must have aformal written contract that covers
the following elements:

The types of assets that the consultant or bro-
ker can buy and sell on a pre-approved basis.

The requirement for authorization from the
board or senior management for any transac-
tions not pre-approved in the contract.

The documentation and rationale for each
trade made for the savings association.

The requirement of the consultant or broker to
maintain records and submit evidence that
they obtain prices from several brokersfor al
transactions, particularly if the consultant isa
broker.

Compensation programs that do not encour-
age churning (excessive trading activity) of
portfolios or short-term strategies that are not
in the savings association’s best interest.

Theright of the savings association or its
agent to audit the records of transactions exe-
cuted for the savings association.

The authority of OTS to examine the records
of the consultant or broker that pertain to the
transactions for the savings association.

If a savings association uses consultants, it
should establish internal policies, controls, and
procedures that include the following criteria:

Establish limitations on the assets managed by
consultants with consideration to the types
and level of risk of the assets authorized for
purchase.

Monitor compliance with the limitations es-
tablished by the board.

Require senior management personnel or an
independent agent to periodically audit the
consultant or broker to ensure that the firmis
buying and selling securities at the most fa
vorable price for the savings association.

Guarantee that the savings association always
has a perfected security interest on securities
bought for its account.

The savings association should measure the per-
formance of the consultant against a relevant
benchmark (for example, a standard bond index).
In measuring the performance (total return) of the
consultant against a benchmark, the association
should factor in fees and expenses charged by the
consultant. Savings associations should note that
consultants and contractors may be subject to
OTS enforcement actions as provided for by Sec-
tion 8 of the FDIA, as amended by FIRREA.

Senior management personnel should supervise
the activities of the consultant to ensure confor-
mity to the savings association’ s investment,
liquidity, and interest rate risk management plan.
Management must keep the board of directors
informed of the performance of the consultant,
through periodic reports.

REPORTING AND ACCOUNTING FOR
SECURITIES

Part 562 of the OTS regulations, require savings
associations to record and report their financial
condition according to GAAP. This responsibil-
ity includes the obligation to properly account for
the savings association’ s securities under GAAP.
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Savings associations must categorize each secu-
rity astrading, available-for-sale (AFS), or held-
to-maturity consistent with FASB Statement No.
115, Accounting for Certain Investmentsin Debt
and Equity Securities, as amended. A savings
associ ation should determine whether securities
arefor itstrading accounts, AFS, or held-to-
maturity at the time it purchases or originates the
securities. The savings association should not
record securities in a suspense account until it
determines the appropriate category. Manage-
ment should periodically reassessits security
categorization decisions to ensure they remain

appropriate.
Trading Assets

Savings associations should classify as trading
assets securities that the association intends to
hold principally for the purpose of selling them
in the near term. Trading activity includes active
and frequent buying and selling of securities for
the purpose of generating profits on short-term
fluctuations in price. Savings associations must
report securities held for trading purposes at fair
value; and recognize unrealized gains and |osses
in current earnings and regulatory capital.

Held-to-Maturity

Held-to-maturity securities are debt securities
that the savings association has the positive in-
tent and ability to hold to maturity. Savings
associations generally report held-to-maturity
securities at amortized cost.

Available-for-Sale

Savings associations must report securities not
categorized as trading or held-to-maturity as
available-for-sale. Savings associations must re-
port AFS securities at fair value on the balance
sheet. Savings associations must exclude unreal-
ized gains and losses from earnings and report
them in a separate component of equity capital.

Section 260, Classification of Assets, states that
savings associ ations hol ding noninvestment

grade securities with maturities of July 1, 1994,
or later must classify these securities as held for

sale since they do not have the ahility to hold
them to maturity.

Changesin Categorization

If asavings association judges adeclinein fair
value of a held-to-maturity or AFS security to be
other than temporary, the cost basis of the indi-
vidual security shall be written down to fair value
as anew cost basis and include the amount of the
write-down in earnings. For example, if itis
probable that a savings association will be unable
to collect all amounts due according to the con-
tractual terms of a debt security not impaired at
acquisition, an other-than-temporary impairment
has occurred.

Sales from the held-to-maturity portfolio could
call theintent to hold to maturity into question
and result in tainting the remaining portfolio. The
savings association may need to redesignate the
portfolio as AFS and be subject to mark-to-
market adjustments. As aresult, savings associa-
tions normally limit portfolio restructuring
activities to AFS portfolios.

Proper Categorization of Securities

The proper categorization of securities ensures
that savings associations promptly recognize
trading gains and losses in earnings and regula-
tory capital.

Trading Activity

While designating certain assets for trading can
be consistent with prudent investment securities
management, you may consider certain practices
speculative or otherwise abusive. OTS and the
other banking agencies consider the following
practices to be trading activities.

Gains Trading

Gains trading is the purchase of a security and
the subsequent sale of the same security at a
profit after a short holding period. Savings asso-
ciationstypically retain securities acquired for
this purpose that the association cannot sell at a
profit in the AFS or held-to-maturity portfolio.
Savings associations may use gains trading to

Office of Thrift Supervision

April 2001

Regulatory Handbook  540.9



SECTION: Investment Securities

Section 540

defer recognition of losses because unrealized
losses on AFS and held-to-maturity debt securi-
ties do not directly affect regulatory capital.
Generally, savings associations do not report un-
realized losses in income until the security is
sold. A pattern of selling above-market securities
at again while retaining below-market securities
overstates the institution’ s financial health.

When-Issued Securities Trading

When-issued securities trading is the buying and
selling of securitiesin the period between the
announcement of an offering and the issuance
and payment date of the securities. A purchaser
of awhen-issued security acquires the risks and
rewards of owning a security and may sell the
when-issued security at a profit before having to
take delivery and pay for it. Because savings as-
sociations intend such transactions to generate
profits from short-term price movements, savings
associations should categorize such transactions
astrading.

Pair -offs

Pair-offs are security purchase transactions that
are closed-out or sold at, or prior to, settlement
date. In a pair-off, a savings association commits
to purchase a security. Then, prior to the prede-
termined settlement date, the savings association
will pair-off the purchase with a sale of the same
security. Pair-offs are settled net when one party
to the transaction remits the difference between
the purchase and sale price to the counter party.
Pair-offs may also involve the same sequence of
events using swaps, options on swaps, forward
commitments, options on forward commitments,
or other off-balance sheet derivative contracts.

Extended Settlements

In the U.S,, regular-way settlement for federal
government and federal agency securities (except
mortgage-backed securities and derivative con-
tracts) is one business day after the trade date.
Regular-way settlement for corporate and mu-
nicipal securitiesis three business days after the
trade date. For mortgage-backed securities, it can
be up to 60 days or more after the trade date. Se-
curities dealers may offer the use of extended

settlements to facilitate speculation on the part of
the purchaser, often in connection with pair-off
transactions. Savings associations should report
as trading assets securities acquired through the
use of a settlement period in excess of the regu-
lar-way settlement periods to facilitate
speculation.

Repositioning Repurchase Agreements

A repositioning repurchase agreement is afund-
ing technique offered by a dealer in an attempt to
enable a savings association to avoid recognition
of aloss.

A repositioning repurchase agreement occurs
when a savings association enters into awhen-
issued trade or a pair-off (which may include an
extended settlement) that the savings association
cannot close out at a profit on the payment or
settlement date. The dealer provides financing in
an effort to fund its speculative position until the
security can be sold at a gain. The savings asso-
ciation purchasing the security typically paysthe
dealer asmall margin that approximates the ac-
tual lossin the security. The dealer then agreesto
fund the purchase of the security, typically by
buying it back from the purchaser under aresae
agreement. The savings association should report
as trading assets any securities acquired through
adealer financing technique such as a reposition-
ing repurchase agreement that the association
uses to fund the speculative purchase of securi-
ties.

Short Sales

A short sale isthe sale of a security that the sav-
ings association does not own. The purpose of a
short sale generally isto speculate on afall in the
price of a security.

Adjusted Trading

Adjusted trading is not acceptable under any cir-
cumstances. Adjusted trading involves the sale of
a security to abroker dealer at a price above the
prevailing market value. Simultaneoudly, the sav-
ings association purchases and books a different
security, frequently alower-rated or lower qual-
ity issue or one with alonger maturity, at aprice
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above its market value. Thus, the savings associa
tion reimburses the dealer for losses on the
purchase from the savings association and en-
sures the dealer a profit. Such transactions
inappropriately defer the recognition of losses on
the security sold and establish an excessive cost
basis for the newly acquired security. Conse-
guently, the banking agencies prohibit such
transactions. In addition, these transactions may
bein violation of 18 USC 8§ 1001, False State-
ments or Entries, and 1005, False Entries.

Limitson MBS Trading Activity

Savings associations may buy and sell securities
to manage risk or to improve profitability. Active
management of an MBS portfolio may presume
an ability to anticipate changes in market interest
rates. In practice, interest rates are notoriously
difficult to predict. Active portfolio management
requires outguessing the market consensus suffi-
ciently to cover transaction costs. Historical data
suggests that very few investment professionals
can outperform a passive fixed income indexing
strategy with active portfolio management.

OTS alows savings associations to use an MBS
portfolio for trading purposes only in limited
cases and subject to certain safeguards. The insti-
tution should have the core earnings and capital
to absorb potential trading losses. The savings
association should also possess the financial ex-
pertise and management information systems to
monitor and evaluate trading activity effectively.

Y ou should determine the amount of MBS trad-
ing activity by reviewing the volume of trades
transacted since the previous examination. Y ou
should quantify the volume and compare it with
the change in portfolio balances since the previ-
ous examination. Calculate portfolio turnover
ratio by comparing the dollar amount of securi-

Thereis no threshold of turnover that automati-
cally indicates that the MBS portfolio is part of a
trading portfolio. Y ou should review the compo-
sition of the trades and determine the rationale
for the transactions.

While designating certain assets for trading can
be consistent with prudent portfolio management,
you may consider certain practices speculative or
otherwise abusive.

COLLATERALIZED MORTGAGE
OBLIGATION (CMO) ISSUANCES

Some savings associationsissue CMOs. Theis-
suer may retain a subordinate interest in the

CMO as a credit enhancement to outside inves-
tors. The gain recognized on the sale depends on
the relative fair values assigned to the sold and
retained tranches. The higher the value assigned
to the retained pieces, the lower the cost basis for
the securitized assets, and the larger the recog-
nized gain on sale. Thereis often no liquid
market for the retained securities, so their fair
values may be difficult to verify. You must ana-
lyze the savings association’ s valuation
assumptions to ensure that the savings associa-
tion bases its gain on sale upon the economics of
the transaction rather than merely an inflated
value assigned to retained tranches. Particularly
important variables include the assumed prepay-
ment rate, loss rate on the underlying mortgages,
and required rate of return (discount rate).

Consult Appendix C of this section and Section
560, Deposits/Borrowed Funds, for amore de-
tailed discussion of CMO issuances.
REFERENCES

United States Code (12 USC)

ties sold, by type, with the balance of the §1464(c)(1)  Loansfor Investments Without
portfolio at the beginning of a period. For exam- Percentage of Asset Limitation
ple, if the savings association sold $10 million of o
MBSs all with the same coupon rate during the §1464(c)(2) Loansor Investments Limited to
quarter, compared with the balance of $10 mil- Stated Percentage of Assets or
lion of this coupon rate at the beginning of the Capital

quarter, the turnover ratio would be 100 percent. §1464(c)(4)  Other Loansand Investments

Y ou can make these comparisons on a monthly

or annual basis.
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Code of Federal Regulations (12 CFR)

§560.40 Commercial Paper and

Corporate Debt Securities
§560.42  Government Obligations
§560.93  Lending Limitations
§562.2 Regulatory Reports
§563.172 Financial Derivatives
Part 566 Liquidity

Office of Thrift Supervision Bulletins and
Memoranda

RB 3bPolicy Statement on Growth for
Savings Associations

TB 13a Management of Interest Rate
Risk, Investment Securities, and
Derivative Activities
TB 13a-2  Structured Advances

FFIEC Policy Statement

Supervisory Policy Statement on Investment Se-
curities and End-User Derivatives Activities
(April 23, 1998)

Financial Accounting StandardsBoard,
Statement of Financial Accounting Standards
(SFAYS)

No. 91 Accounting for Nonrefundable
Fees and Costs Associated with
Originating or Acquiring Mort-
gages with Initial Direct Cost of

Leases

No. 107 Disclosures about Fair Value of
Financial Instruments

No. 115 Accounting for Certain Investments
in Debt and Equity Securities

No. 140 Accounting for Securitizations

Emerging I ssues Task Force (EITF)

No. 86-38 Implications of Mortgage Prepay-
ments on Amortization of Servicing
Rights

Other References

Committee on Sponsoring Organizations of the
Treadway Commission (COSO), Internal Control
Issuesin Derivatives Usage: An Information
Tool for Considering the COSO Internal Control
— Integrated Framework for Derivatives Applica
tions.
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Investment Securities
Program

Examination Objectives

To determine the adequacy of the savings association’s policies, procedures, and internal controls regarding
its investments.

To determine if the savings association’ s investment policy, interest rate risk policy, funds management
policy, and business plan adequately describe the type and level of authorized investments.

To determine if the savings association documents and describes the rationale for all investments.
To determine if the savings association adequately analyzes its investments prior to purchase.

To determine if these investments are appropriate based on the savings association’s current portfolio,
interest rate risk structure, and regulatory capital position.

To determine the prudence of risk management strategies through evaluation of practices and procedures.

To determine if the savings association’ s officers and employees are operating in conformance with the
established policies and whether these individuals have the necessary expertise to execute the authorized
strategies.

To determine the overall quality of the savings association’s investments and assess the effect of the portfolio
quality on the overall soundness of the savings association.

To determine if the savings association isin compliance with the regulations and whether the savings
association records transactions according to generally accepted accounting principles (GAAP).

To determine the scope and adequacy of the internal and external audit functions considering the type and
complexity of the savings association’s investments.

To determine if the savings association incurred any significant prepayment risk from its investment in
mortgage-backed securities (MBSs) or mortgage-derivative products (MDPs).

To determine if the savings association actively monitors its investments.

To determine if the savings association, at least quarterly, obtains or performs analysis of each complex
security purchased with board of director approved techniques demonstrating that the security reduces
overall interest rate risk.

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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Investment Securities
Program

To determine if the savings association engages in speculative trading.

To evaluate investment and trading activities to determine if the volume and number of transactions have any
broad and potentially adverse effect on the savings association’ s financial health.

To summarize findings and initiate corrective actions when there are deficiencies.

Examination Procedures

Level | WKkp. Ref.

1 Review scoping materials applicable to this program. If another examiner performed the
review of scoping materials, obtain awritten or oral summary of the review(s) of items
concerning this program.

2. Determine if the savings association corrected any transactions or policies and
procedures subject to any of the following:

Previous examination report comments and previous examination exceptions.

Independent audit exceptions.

3. Review the current written investment policy and business plan.

4, Review all procedures related to investment activities.

5. Ascertain whether the board adopted any policy revisions since the previous
examination.

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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Investment Securities
Program

WKkp. Ref.

6.  Judge the adequacy of the guidance in the written investment policy.

7. Evaluate the objectives of the savings association’s investment activities as stated in the
investment policy and business plan. Discuss any apparent conflicting objectives with
management.

8. Evaluate whether management has the expertise necessary to carry out the objectives of
the policy. Identify any backup expertise available to management.

9. Review management’ s reports to the board for accuracy and compl eteness.

10. Review board meeting minutes to determine the following:

Did the board approve the broad objectives, strategies, and major policies for
investment activities?

Do the investment strategies contain an adequate amount of detail?

Did the board establish appropriate dollar and percentage limits on investment
securities?

Do the reports to the board accurately and adequately detail the returns from the
investment activity?

11. Review the securities transactions in the context of the savings association’s funds
management structure and current interest rate risk profile, profitability, capital, and
liquidity positions. Discuss findings with examiners working on liquidity, funds
management, earnings, operations, interest rate risk, and capital.

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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Investment Securities
Program

12.

13.

14.

15.

16.

WKkp. Ref.

Evaluate whether the savings association classifies transactions appropriately in the
portfolio as held-to-maturity, available-for-sale (AFS), or trading.

Assess policies and procedures for reviewing investment securities for asset classification
purposes or coordinate with the examiner reviewing classifications.

I dentify methods used to estimate prepayments for investment securities.

Determine if prepayment assumptions differ markedly from those of securities with
similar underlying collateral.

Determine the yield and estimated maturity of the investment portfolio.

Examine the documentation of the analysis of investment securities.

Considering areview of the information gathered through procedures, observations, and
discussions with management and other personnel, determine the following:

The adequacy of internal controls.
Proper authorization of all trades.
Compliance with regulations and conformance with GAAP.

Management’s level of expertise and conformance by management with the savings
association’s policies and procedures.

The adequacy of the management report and information system used to provide
management and the directors with accurate decision-making information and the
ability to monitor compliance with established guidelines.

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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Investment Securities
Program

17.

18.

19.

20.

21.

WKkp. Ref.

Summarize findings, obtain management responses, and update programs and the
continuing examination file (CEF), if applicable, with any information that will facilitate
future examinations. File exception sheets in the generd file.

Determine that investment securities meet applicable regulatory and policy requirements,
including:

12 CFR 560.40, Commercial Paper and Corporate Debt Securities.
12 CFR 560.32, Pass-Through Securities.

TB 13a, Management of Interest Rate Risk, Investment Securities, and Derivatives
Securities.

Determine that investment securities are suitable to the institution’ s operational and
strategic goals and that the securities are safe and sound.

Determine that the ingtitution performed thorough underwriting analyses prior to
purchase.

Review Level 1l procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level | procedures.

Level Il

22.

Obtain alisting of al investment securities held. The list should contain, at a minimum,
the following information:

Description of the security.

Exam Date:
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Program

WKkp. Ref.
Classification as held-to-maturity, AFS, or trading.

Committee on Uniform Securities Identification Procedures (CUSIP) number.
Purchase price or cost.

Date of purchase.

Par value and principal amount purchased.

Current book value including any unaccreted discounts or unamortized premiums.
Maturity date and call provisions, if any.

Current market value.

23.

Ascertain whether management shifted itsrisk posture. Also determine if the association
istaking on riskier investments.

Obtain alist of securities purchased, sold, and matured between examinations.

Categorize the securities by type, for example, U.S. Government, agency, state and
municipa obligations, corporate debt.

Review the analysis of municipal and corporate issues by rating classification. For
non-U.S. Government securities, obtain most recent bond ratings by an independent
bond rating service.

Determine the total in each rating class and total of unrated issues.

Determine the total of unrated investment securitiesissued by obligors located
outside the savings association’ s trade area.

24,

Identify any changes in the portfolio composition from the previous examination by type
and rating.

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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Investment Securities
Program

WKkp. Ref.

25.  Ascertain whether any concentration of credit exists by type, area, or in any one entity.

26. Ascertain whether market value depreciation is significant in comparison with capital and
total investment portfolio.

27. Evaluate the overall effectiveness of investment activities and the portfolio’ s contribution
to the income stream.

Analyze yields and spreads of the investment portfolio. Ascertain whether
investment strategies are effective in maintaining targeted yields and spreads.

Review net trading gains/losses, taking into consideration broker/deal er
commissions.

28. Compare the coupon rates and yields of recently acquired investments with similar
instruments. Discuss with management the appearance of any differences where coupon
rates or yields may be significantly higher or lower.

29. Evaluate the savings association’ s transactions to determine if securities are held to
maturity, AFS, or for trading. Ascertain if the savings association records trading and
AFS portfolios at fair value.

30. Determineif the association’s trading activity is speculative or abusive. Also determine if
the association makes adjusted trades.

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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Investment Securities
Program

31

32.

33.

35.

36.

WKkp. Ref.

Review any transfers or swaps of securities from the trading or AFS portfolios to the
held-to-maturity portfolio.

Evaluate the adequacy of credit analysis procedures. Review the savings association’s
credit analysis of the following:

The obligor on securities purchased under agreement to resell, when the readily
marketable value of the security is not sufficient to satisfy the obligation or when
collateral custody procedures are inadequate to ensure the association’ s unassailable
right to the collateral.

All money market instruments acquired since the previous examination.

Determine if management identifies credit and default risk; and all defaulted issues.

Ascertain any changes in the credit rating after the savings association purchased the
security.

Review the savings association’s classification of securities in accordance with asset
classification regulations. Indicators of the extent of credit deterioration include credit
rating downgrades or market value depreciation (excluding that caused by interest-rate
shifts). The savings association should classify the market value depreciation of defaulted
issues as L oss.

Review the use of outside investment consultants:
Determine the extent of the capacity in which the consultant serves.

Review the consultant’s contract.

Exam Date:
Prepared By:
Reviewed By:
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Program

WKkp. Ref.

Determine the consultant’ s background and expertise.
Determine the consultant’ s investment powers and authority.

Evaluate the supervision, level of control over, and degree of dependence upon
outside consultants.

37. Review safekeeping of records to determine location of securities held by third parties.
Determine if management has procedures to verify that securities are being held in
safekeeping.

38. If the savings association’ s stock trades publicly, review the applicable reports filed with
the Securities and Exchange Commission, including the 10K (Annual) and 10Q
(Quarterly) for any mention of investments. Determine the accuracy of these references
and report any discrepancies to OTS Washington pursuant to procedures in Section 110,
Capital Stock and Ownership.

39. Determineif the savings association’s investment in MBSs or MDPs exacerbated or
caused any deficiencies noted in areas such as:

The purchase of excessive quantities of low-coupon rate or discount securities that
would increase interest rate risk.

Reliance on nonrecurring gains from the sale of MBSs or MDPs to sustain
profitability.

Inadequate capital to sustain adverse fluctuations in the returns from stripped
mortgage-backed securities (SMBSs) or the residual interest in multiple-class
securities.

40. Obtain adetailed listing of the mortgage securities as of the examination date. Determine
the following:

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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Program

WKkp. Ref.

The type, coupon rate, and maturity of the securities in the portfolio.
The dollar amount of these investments as a percentage of total assets.

If there was a significant increase in the portfolio, identify the funding source and
the cause of the increase.

41. For MDPs, aso ascertain the following:
The particular class of the security purchased and the terms of that class.

The characteristics of the collateral underlying the MDP, for example, the type of
security, weighted average coupon (WAC), and maturity.

If the savings association performed an anaysis of the MDPs.

42.  Obtain the contract registers, general and subsidiary ledgers, and trade confirmations
from brokers to determine:

The extent of trading activity by reviewing the amount and composition of the
portfolio turnover and existence of margin accounts.

If the savings association obtained documented comparative price quotes from
brokers/dealers other than the broker/dealer that executed the transaction.

If the savings association’s contract register and general and subsidiary records
correspond to the information detailed on confirmations from brokers.

The location of al investment securities in safekeeping with other parties or pledged
as collateral for any transaction.

43. Assessthe effect of these transactions on the viability of the savings association. Identify
the cause of the problems that could involve inadegquate management expertise or lack of
adequate research prior to execution of the strategy. Obtain management’ s intended

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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Program

WKkp. Ref.

corrective action.

44. Review the adjustable-rate MBSs purchased since the previous examination. Determine
the following:

The index, margin, interest rate caps, and any other adjustment features of the
adjustable-rate MBS portfolio.

The dollar amount of the adjustable-rate MBSs retained in portfolio with alarge
portion of the underlying collateral having teaser rates.

Theinerest rate risk of this portfolio by comparing the current interest rate with the
lifetime cap and the frequency of interest-rate adjustments.

45. Determineif the savings association purchased the residual interest in an MDP. If so,
determine the following:

If the board of directors approved the transaction and if management updates the
board regularly on the actual yield.

If, prior to purchase, the thrift analyzed the effect on yield and potential value
changes under varying prepayment assumptions.

The expected return and prepayment assumptions the savings association based this
yield upon.

The underlying structure of the MDP.

The characterigtics of the collateral that underlies the MDP, such as the type of
securities (GNMA, Freddie Mac, or Fannie Mae) or whole mortgages, the weighted
average remaining maturity (WARM), the coupon rate, and the actual prepayment
experience.

If the issuer based the security upon real estate mortgage investment conduit
(REMIC) authority.

Exam Date:
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Reviewed By:
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WKkp. Ref.

If the savings association intended the investment to be a hedging vehicle, and if o,
the identity of the matched item and the estimated amount of interest-rate protection
provided by the residual.

If the savings association classifies aresidual interest in securitized assets properly
and accounts for them as AFS or trading securities in accordance with SFAS 125
and SFAS 115.

46. Determineif the savings association purchased a SMBS or any security with similar
characterigtics. If so, determine the following:

If the board of directors approved the investment and if management updates the
board regularly on the investments actua yield and market value.

If, prior to purchase, the savings association analyzed the expected yield based on
various changesin interest and prepayments.

If the interest only (10) or principal only (PO) comprises most of the interest.

The expected yield from the investment and the prepayment assumptions used to
determine this yield.

If the savings association intended to use the SMBS as a hedging vehicle, and if so,
the matched item and the estimated amount of interest-rate protection provided by
the SMBS.

47. Determine if the savings association purchased MBSs backed by commercial real estate.
If so, determine the following:

The type of property.
The rating of the security, if any.

If management reviewed the prospectus and supplement with particular attention to
the risks of the underlying loans and the nature and quality of credit supports.

Exam Date:
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WKkp. Ref.

48. Determineif the savings association purchased an interest in a senior/subordinated
security. If so, determine the following:

If the savings association acquired the senior or subordinated interest.
The types of mortgages underlying the security.
The investment rating.

The potential risk of default if the savings association purchased the subordinated
interest.

If the savings association is properly reporting its interest in the senior/subordinated
securities in accordance with the recourse provisions in OTS regulatory capital
guidelines.

49. Determine whether the savings association securitized assets and retained a residua
interest in those securitized assets or subordinated interests. If so, determine the
following:

If the savings association calculates the gain or loss on the sale in accordance with
GAAP.

If the savings association bases the fair value assigned to the retained tranche(s)
upon reasonabl e assumptions concerning prepayments and defaults on the
underlying loans.

Whether the savings association uses a reasonabl e discount rate that reflects the risk
of the securities.

The sengitivity of value of the retained tranches to changes in interest rates,
prepayments, defaults, or discount rates.

Exam Date:
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Program

50.

WKkp. Ref.

Ensure that your review meets the Objectives of this Handbook Section. State your
findings and conclusions, and appropriate recommendations for any necessary corrective
measures, on the appropriate work papers and report pages.

Level Il

51.

52.

53.

55.

56.

Reconcile the trial balances to general ledger accounts. Cross check investment trial
balances with other schedules or records to determine if securities exist.

Verify the accuracy of registers by comparing broker advices with trade tickets. Send
confirmation to brokers, if necessary.

Review pledged securities reports. Identify securities that may be overpledged or
cross-collateralized with other securities.

Review the maturity distribution schedule and determine if the association is extending
or shortening the portfolio’s maturity in line with policy objectives.

Test for proper accounting for premiums and discounts.

Determine proper accounting for gains and losses.

Examiner’s Summary, Recommendations, and Comments

Exam Date:
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Investment Securities

Questionnaire

General Questionnaire

1.

Did the board of directors approve a written
investment PoliCY? .........uvvveeeeeiiiiiiiiiieeeeens

Does the savings association update its
investment policy annually and whenever
unanticipated conditions dictate? ................

Does the investment policy address the
assignment of responsibilities and duties? ..

Do the investment policy and business plan
confirm the following requirements:

Safety and soundness?.........cccceeevinnnnee
Regulatory limitations? ..........cccccveeeennnns
The board of director’s requirements?....

Does the savings association monitor ad-
herence to the policy? ......ccccceviiiiiiiieeeeenns

How often?

Is the investment strategy appropriate
based upon the savings association’s in-
vestment portfolio, interest rate risk,
profitability, and regulatory capital position?

Does the policy define the acceptable level
OF FISK? -

Does the association take the following
considerations into account when looking at
the composition of the portfolio:
Investment objectives?..........cccccveeeeennnns
Investment strategy

Types and level of allowable invest-
MENTS? .ot

The decision-making process?...............

Monitoring of investments?....................

TA 540 (04/01)

Yes | No

10.

11.

12.

13.

14.

Record keeping and documentation
FEQUIrEMENTS?.cvvveeeeeeeciiiiiee e

Does the savings association engage in
speculative trading strategies? ....................

Does the savings association engage in any
unsuitable investment practices?.................

Is the savings association’s trading activity
appropriate based on the type and amount
Of ACHIVILY? .
Does the composition of the investment
securities portfolio take into consideration
the following items:

Quality [evels? ...

Diversification? .........ccccccoveeiiniiee i,

Maturity Structure?........ccccveeeeeeeiicvrnennnnn.

LiqUIdity? ..o
Does the savings association have proce-
dures in place to prevent over-
collateralization?..........cccceiiiiiiiiiiiiee e
Does the savings association maintain an
adequate control register for its investment
securities clearly showing the following
information:

Types of securitiesS?........cccvvvveeeeeecinnnen,

Outstanding position?........cccccceeeeeeiinnen.

Volume of purchases and sales? ...........

Realized and unrealized gains or losses
on these positioNS?........cccvvveveeeeeiiiiinnen,

15. Do subsidiary records of investment securi-

ties show all pertinent information, including
the following items:

A description of the security? .................

Exam Date:
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Investment Securities
Questionnaire

16.

17.

18.

19.

20.

21.

22.

The safekeeping location of the security?

Pledged or unpledged status of the se-
CUNEY? ettt e e e

Premium amortization?..............ccceeeenn....
Discount accretion? ......ccceeeeeeeevevivvnieennnn.
Interest earned, collected, or accrued? ..

Does the savings association perform a
price sensitivity analysis of complex securi-
ties prior to purchase? .........ccccccceeeeiviiinnen,

Does the savings association perform an
internal analysis of its investment securities
at least quarterly? ........ccoccvvvveeeeiiiniinieeeenn.

Does the savings association obtain peri-
odic market valuations for the following
investment securities:

Thinly traded investments? ....................

Issues not quoted daily on major mar-
KEIS? e

Does the savings association perform credit
analyses independently of the investment
department? ......cccceeeeeiiii
Does the association obtain bond ratings
from any of the well-known bond rating
services?

Which Services? ........cccocvvvieeeeieeivivnnnnn.

Does the savings association appropriately
classify investment securities? ...................

Did the savings association purchase any
SMBSs or the residual interest in an MDP?
If so:

TA 540 (04/01)

Yes

No

23.

24.

25.

26.

Did the board of directors approve the
INVESTMENE? ...vvvvieeeeeiiieiee e

Does the savings association analyze
the investment prior to purchase, includ-
ing the estimated yields under various
interest-rate and prepayment scenarios?

Does the savings association document
the expected yield and the prepayment
assumptions used? ........cccevveveeeeeiniiinnn

Are the initial prepayment assumptions
reasonable considering the interest rate
on the underlying collateral when com-
pared with prevailing mortgage interest
FAIES? oot

Does the savings association periodically
adjust the yield or book value of an MBS or
MDP based upon changes in the prepay-
ment experience of the underlying
collateral? .....cceeeeiiiiieee

Does the savings association purchase
commercial MBSs? If so, review the follow-
ing question:

Do any of these securities have teaser
FAIES? .oviiiiiiieiieee e

If so, how close was the current interest
rate to the lifetime cap:

Does the savings association issue CMOs
or MDPs through a subsidiary? ..................
Did the savings association purchase the
senior interest of a senior/subordainted
security structure? If so, answer the follow-
ing questions:

What was the investment rating?

Yes

No

Exam Date:
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Investment Securities
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What was the underlying collateral? .....

27. Did the savings association purchase the

subordinated interest in the security? .........
28. Is there adequate segregation between the
individuals responsible for executing the
transactions, accounting for the transactions
and transferring funds? ..........cccccoeiiiiinnennn.
29. Do trade tickets contain the following infor-
mation:

Trade date? ......coccovveviiieeiieeeeeee e
Settlement date? .......cccccevcveiiiiieeninen.
Purchase or sale transaction? ...............
Contract description? ........ccccceeeeeeiinnee,
QUANTILY? oo
PrCE? e

Reason for trade? ........cccoeeeeeiiviiinininnnnnn.

Identity of person conducting transac-
HON? oo

30. Does someone other than the person who
authorizes, executes, or controls the securi-
ties record the transaction? ...............ccc.......

31. Does someone other than the person with

custody or control of securities post transac-

tiON rECOTAS? ..vvveeiiiiieieee et

TA 540 (04/01)

Yes | No

32.

33.

34.

35.

36.

37.

38.

39.

40.

41.

Does the savings association reconcile
subsidiary records at least monthly? ...........

How often?

Does the savings association test them
for aCCuracy? ......ccocveeeeeiniiiiiiieee e

Does an independent party, not connected
with the transaction, review commitments
AN AAVICES?..uuniiiiiieiiiceeeeeeeeicee e,

Does the savings association verify delivery
or safekeeping records? .........cccccevvvivvneennnn.

Who has custody or control of securities?

Does the savings association obtain com-
parative price quotes from at least two
broker/dealers other than the broker/dealer
that executed the transaction? ....................

Does the savings association use reputable
dEAIEIS? ..

Is there a concentration of activity with one
broker/dealer? ........cccooeiviiiiiiie

Does the association properly safeguard the
physical securities? .........ccccvvvvveeeeeiiiiiieennn.

Does the savings association have proce-
dures in place to ensure proper access and
CONEIOI? ..

Does the savings association review safe
keeping records for accuracy?.....................

Exam Date:
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TOTAL RETURN ANALYSIS

This appendix discusses total return analysis and shows how to measure the expected return of fixed-income
securities. In evaluating the expected return of an individual fixed-income security or portfolio of fixed-
income securities, investorstypically use internal rates of return, such asyield to maturity (Y TM) or yield to
call (YTC), as selection criteria. These two yield measures, however, are unlikely to reflect the correct ex-
pected investment return. Instead, total return provides a better measure of prospective investment return.

Investment decisions made using Y TM or YTC can lead to investments with lower total returns depending
on the following variables:

Changes in reinvestment rates.
End-of-period required yields.
Length of the investment horizon.

However, there is an important caveat. In computing total returns based on scenario analysis, investors
should be aware that total return estimates will only reflect investment returns if expectations regarding re-
investment rates and end-of-period yields turn out to be correct.

Background

Both the Federal Financial Institutions Examination Council (FFIEC) and the Office of Thrift Supervision
(OTS) issued policy guidance that recommends institutions conduct atotal return analysisin ng the
effects of interest rate changes on the returns associated with investment securities and financial derivatives
prior to taking a position in these financial instruments. The 1998 FFIEC policy statement states: “ The agen-
cies agree that the concept of total return can be a useful way to analyze the risk and return tradeoffs for an
investment. Thisis because the analysis does not focus exclusively on the stated yield to maturity. Total re-
turn analysis, which includes income and price changes over a specified investment horizon, is similar to
stress testing securities under various interest rate scenarios. The agencies supervisory emphasis on stress
testing has, in fact, implicitly considered total return. Therefore the agencies endorse the use of total return
analysis as a useful supplement to price sensitivity analysis for evaluating the returns for an individual secu-
rity, the investment portfolio, or the entire institution.” In Thrift Bulletin 13a, issued December 1998, OTS
states: “Management should exercise diligence in assessing the risks and returns (including expected total
return) associated with investment securities and financial derivatives.”

Conventional Measures of |nvestment Return

The price of abond is equal to the present value of the bond’ s expected cash flows. By definition, the yield,
or internal rate of return, isthat interest rate that equates the present value of abond’s cash flowsto its cur-
rent market price. As stated earlier, Y TM and Y TC are two frequently used measures of return (or yield) on
fixed-income securities. YTM is used to price and trade non-callable bonds, while Y TC is used to price and
trade callable bonds.

YTM istheinternal rate of return on a non-callable bond that is held until maturity. In using thisyield
measure, one assumes that the security is held until maturity and that all cash flows can be reinvested at the
same constant YTM. YTC istheinternal rate of return on a callable bond that is held until either the first
call or first par call date. In using this yield measure, one assumes that the security is held until being called
by the issuer and that all cash flows can be reinvested at the same constant Y TC.
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Both of these return measures have several important drawbacks:

Investors typically do not hold fixed-income investments until these investments mature or are called.
Interim cash flows cannot be reinvested at the assumed constant yields.

It is not possible to compare the likely returns on investments with different maturities or more complex
return/risk profiles.

Total Return Analysisin Theory

Total return analysis avoids the shortcomings associated with using the two conventional yield measures,
YTM and YTC, and provides an investor with a better measure of the expected return on fixed-income in-
vestments. The total return (also known as the horizon or total holding-period return) accounts for the three
sources of potential dollar return on a bond:

Coupon interest payments,
Capital gain or loss when bond matures, is sold, or called, and

Income from reinvestment of coupon interest payments (interest-on-interest income).

Therefore, to calculate the total return for a non-callable bond, an investor chooses an investment horizon or
holding period, areinvestment rate, and a selling price for the bond at the end of the investment horizon
(that is, end-of -period required return). Based on the values chosen for these parameters, the total return cal-
culation is straightforward. First, calculate total coupon payments plus interest-on-interest income for the
assumed reinvestment rate over the given investment horizon using the following expression:

where

A + h _ 1
Coupon plusinterest - on - interest = Coupon EM‘,J

e r a
h = length of investment horizon, and
r = assumed reinvestment rate.

Second, calculate the predicted sales price of the bond at the end of the investment horizon. Third, calculate
total future dollars derived from the bond over the holding period by summing total coupon payments, rein-
vestment income, and the predicted sales price. Finaly, substitute this value into the following expression to
obtain the total return:

_ € Totd futuredollars 0"

- SPurchase price of bondﬂ

where r and h are defined as above, and
Total future dollars = Coupon payments + I nterest-on-interest income + Sales price.

Y
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For example, to obtain the total return on a bond-equivalent basis for a bond with semiannual coupon pay-
men'gs, the semiannual total return calculated using the above expression would be multiplied by a factor of
two.

Total Return Analysisin Practice

There are three different approaches an investor or portfolio manager can use to calculate total return:

Subjective forecasts of the reinvestment rate and required yield at the end of the investment horizon.

Implied forward rates from the yield curve (for instance, U. S. Treasury or LIBOR yield curves) to de-
termine the reinvestment rates and the yield on a bond at the end of the investment horizon. This ap-
proach to total return analysis produces an arbitrage-free total return because the calculation is based on
the market’ s expectations of the reinvestment rate and end-of-period required yield.

Scenario analysis. Scenario analysis involves specifying different possible values for the reinvestment
rate and the required yield at the end of a given investment horizon, and then calculating the total return
associated with each scenario.

Of the three approaches, total return analysis based on scenario analysisis the best approach because it al-
lows an investor, or portfolio manager, to measure how sensitive abond’ s expected performance isto differ-
ing reinvestment rates and end-of-period required yields. One can also usetotal return analysis to compare
the expected returns of a bond for investment horizons of varying lengths. In the two examples that follow,
scenario analysisis used to compare:

Thetotal returns for a bond using two different investment horizons.

The total returns for two bonds of different maturities.

Assess the effect on abond’ stotal return by varying the length of the investment horizon using scenario
analysis. Assume Bond A is a9 percent coupon, 20-year non-callable bond with a current market price of
$109.90 and ayield to maturity of 8 percent. Tables 1 and 1A show scenarios for the reinvestment rate and
end of period required yields for Bond A for athree-year and ten-year investment horizon, respectively.

Tablel
Scenario Analysisfor Bond A’s Total Return
Required Yield at End of 3-Year Investment Horizon (%)
6.0 8.0 10.0
Reinvestment Rate (%)
4.0 13.36 7.78 3.06
5.0 13.44 7.87 3.16
6.0 13.53 7.97 3.26

! This discussion draws on material from Frank J. Fabozzi, editor, The Handbook of Fixed Income Securities, 5 Edition,
1997, Chapter 4. See this chapter for further discussion of the total return concept.
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Sensitivity of Bond A’s Total Return to Investment Horizon

Table 1A

Required Yield at End of 10-Year Investment Horizon (%)
6.0 8.0 10.0
Reinvestment Rate (%)
4.0 7.59 6.88 6.24
5.0 7.85 7.16 6.53
6.0 8.11 7.43 6.82

As shown in the tables, there are three different reinvestment rates, 4, 5, and 6 percent, and three different
end-of-period required yields, 6, 8, and 10 percent. In both tables, for each combination of reinvestment rate
and end-of-period yield, thereis atotal return estimate for Bond A. As shown in the two tables, the total re-
turn estimates vary substantially across the two investment horizons. The differencesin the total return esti-
mates illustrate the effect that the choice of investment horizon has on a bond’ s expected return since the
relative importance of the reinvestment rate and end-of-period required return change is related to invest-
ment horizon. For short investment horizons, reinvestment income is small, but it increasesin size as the
investment horizon lengthens.

The second example compares the total returns for two bonds of different maturities. The first bond, Bond
A, isthe same bond used in the previous example. The second bond, Bond B, isa 7.25 percent coupon, 14-
year non-callable bond with a current market price of $94.55 and ayield to maturity of 7.9 percent.? In com-
paring the total returns for the two bonds below, the investment horizon is set to three years. Based on yield
to maturity, Bond A appears to be a better investment than Bond B because of Bond A’s higher yield to ma-
turity. However, as the example shows convincingly, yield to maturity is not a reliable measure of expected
investment return.

Table 1 and Table 2 show various scenarios for the reinvestment rate and end of period required yields for
Bond A and Bond B, respectively. There are three different reinvestment rates, 4, 5, and 6 percent, and three
different end of period required yields, 6, 8, and 10 percent. These are the same values used in the previous
example.

Table2
Scenario Analysisfor Bond B’s Total Return

Required Yield at End of 3-Year Investment Horizon (%)
6.0 8.0 10.0
Reinvestment Rate (%)
4.0 12.00 7.50 3.48
5.0 12.08 7.58 3.57
6.0 12.16 7.67 3.67

Thetotal return estimates for both bonds vary substantially across the different rate scenarios. For Bond A,
these estimates range from a maximum value of 13.53 percent to a minimum value of 3.06 percent. For Bond
B, these estimates range from a maximum value of 12.16 percent to a minimum value of 3.48 percent. This
example shows the high degree of sensitivity of abond’s expected return to different values for reinvestment
rates and end-of-period required yields.

% This example is adapted from Fabozzi, The Handbook of Fixed Income Securities, 5™ Edition, pages 72-75.
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If aportfolio manager currently owned Bond B, the higher yield to maturity on Bond A might induce the
manager to swap Bond A for Bond B in a pure yield pickup swap transaction. However, Tables 1 and 2
show that the likely returns on both bonds are sensitive to what happens to interest rates, despite the higher

promised yield to maturity for Bond A. To see this more clearly, Table 3 shows the total return for Bond A
minus the total return for Bond B in basis points.

Table3
Bond A’s Total Return Minus Bond B’s Total Return (in Basis Paints)
Required Yield at End of 3-Year Investment Horizon (%)
6.0 8.0 10.0
Reinvestment Rate (%)
4.0 136 28 -42
5.0 137 29 -41
6.0 137 30 -41

Table 3 shows that for required yields of 6 and 8 percent, Bond A’s total return exceeds that of Bond B’ s for
all three reinvestment rates. However, for arequired yield of ten percent, the situation reverses dramatically,
with Bond B’ stotal return exceeding that of Bond A. These results suggest that investment decisions based

only on stated yield to maturity will not produce the best total returns asinterest rates change. The results of
this simple example demonstrate the importance of conducting a stress test over various interest rate scenar-

ios when evaluating the expected return on investment securities before taking positions in these financial
instruments.
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MONEY MARKET, FIXED-INCOME MARKET, AND EQUITY MARKET SECURITIES

There are investment opportunitiesin each of the three major areas that make up the money and capital mar-
kets:

Money market
Fixed-income market

Equity market.
Money Market

The money market is the arena where financial institutions and other businesses adjust their liquidity posi-
tions. This primarily consists of debt instruments with a remaining maturity of one year or less. Money
market securities generally have a high degree of liquidity and low risk to principal. The money market op-
erates through dealers, money center banks, and the Open Market Trading Desk of the New Y ork Federal
Reserve Bank.

Federal Funds

Federal funds are balances at the Federal Reserve that financial institutions lend to one another and are not
subject to reserve requirements. The purchasing institution uses these funds to meet reserve requirements or
for aspecia arbitrage funding arrangement. Federal funds sold are subject to default risk, as with any unse-
cured loan. The shorter the term of the transaction, the less default risk is a primary concern. The magjority of
federal funds transactions are for overnight or over weekends. Term federal funds, however, are not uncom-
mon. They transact at afixed rate for a period longer than one day, typically 30, 60, or 90 days. Term federal
funds are subject to loans-to-one-borrower and other lending limitations.

Negotiable Certificates of Deposit

These certificates are usually issued by money center or large regional banks in denominations of $1M or
more and the issuing institution may issue them at face value with a stated rate of interest, or at a discount
similar to U.S. Treasury bills. These certificates are widely traded and offer substantial liquidity.

Eurodollar Time Deposits

Eurodollar time deposits are certificates of deposit issued by banks in Europe, with interest and principal
paid in dollars. Such certificates of deposit usually have minimum denominations of $100,000 and short-
term maturities of less than two years. Usually they have interest rates pegged to LIBOR.

Certificates of Deposit

Certificates of deposit are time deposits in banks or savings associations with maturities longer than 30 days.
Most certificates of deposit have an original maturity of one to three months. Variable-rate certificates of
deposit are also available, typically either six-month with a 30-day roll or one year with a three-month roll.
In general, certificates of deposit have a slightly higher return, are slightly riskier, and are dlightly less liquid
than Treasury bills. A prudent investment manager should limit holdings in any depository institution to
amounts covered by federal deposit insurance.
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REPURCHASE AGREEMENTS

In arepurchase transaction, an institution loans funds and, in effect, buys securities from a counterparty.
They also commit to resell the same securities back to the counterparty, at alater date at a specified price. In
areverse repurchase transaction an institution receives funds from and sells securities to a counterparty.
They also promise to repurchase the same securities at a specified price and date. Repurchase agreements
are short-term in nature; therefore, the transaction takes place in the money market.

Treasury Bills

U.S. Treasury billsare U.S. Government securities with three-month, six-month, and one-year maturities.
The government issues them in minimum denominations of $10,000 and multiples of $5,000 thereafter. The
government issues treasury bills at a discount from face value. They are exempt from state and local taxa-
tion, and are backed by the full faith and credit of the U.S. Government.

Municipal Notes
Short-term municipal bond with a maturity of one year or less.
Municipal Bonds

Municipal bonds based on the general taxing authority of the issuer or general obligation bonds have certain
factors that may adversely affect the creditworthiness of these types of bonds. These factorsinclude the fol-
lowing:

Declining property values and an increasing number of delinquent taxpayers.
Increasing tax burden relative to other regions.

Increasing property tax rate in conjunction with declining population.

Actual general fund revenues consistently falling below budgeted amounts.

Budget expenditures increasing annually in excess of inflation rate.

General obligation debt increasing while property values remain static.

Declining economy as measured by increased unemployment and declining population.

Investment activities that involve excessive leveraging to achieve enhanced yields.

Floating-rate notes usually have a maturity of five to seven years, and interest payments periodically adjust,
often every six months. A money market index, usually Treasury bills or Eurodollar rates determine the in-
terest rate. State, municipal, and other political subdivisions, including independent school districts, issue
municipal bonds that are usually dependent upon the general taxing authority of the locality or on specific
revenue generating projects for repayment. Interest income generated by state and municipal obligationsis
not subject to federal income taxes and is usually exempt from taxation by the issuing state and local au-
thorities. Other state and municipal obligations include Bond Anticipation Notes (BANS), Tax Anticipation
Notes (TANS), and Revenue Anticipation Notes (RANS). These notes are short-term obligations to finance
current expenditures pending receipt of proceeds from expected bond offerings or revenues.

Section 560.42 permits savings associations to invest in obligations of state or palitical subdivisions. The
obligations must meet the following requirements:
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Rated in one of the four highest grades.
Issued by a public housing agency.
Backed by the full faith and credit of the United States.

The regulation limits investmentsin state or political subdivisions ten percent of capital for any one issuer,
excluding general obligations of any one issuer. A savings association may invest, in the aggregate, up to
one percent of its assets outside of the rating requirements and guarantee provisions within the state or po-
litical subdivision where the savings association’s home or branch office islocated.

Revenue Bonds

Revenue bonds are dependent upon the income generated by specific projects established by government
authority. A type of revenue bond often held by savings associations are public housing authority revenue
bonds. Although they have corporate debt characteristics, the FDIC does not consider such public entity is-
sues to be corporate debt securities and are not subject to the FDIC divestiture requirements. The credit
guality of these issues varies greatly and is dependent upon the revenue source, any guarantees, sinking
funds, and market value of collateral, if any.

Because the taxing authority does not support revenue bonds, unless rated, you should classify them the
same as other commercial credits. Other factors that negatively affect their creditworthiness include:

Decreasing coverage of debt service by net revenues.
Regular use of debt reserves and other reserves by the issuer.

Growing financial dependence of the issuer on unpredictable federal and state aid appropriations for
meeting operating budget expenses.

Unanticipated cost overruns and schedule delays on capital construction projects.
Frequent or significant user rates increases.

Deferred capital plant maintenance and improvement.

Shrinking customer base.

New and unanticipated competition.

Commercial Paper

Top-rated corporations issue commercial paper with 2- to 270-day maturities. Commercial paper is unse-
cured, usually discounted and possibly backed by bank lines of credit. Standard and Poor’ s rates commercial
paper ranging from A, the highest quality, to D, the lowest quality. Moody’ s uses designations of Prime-1 to
Prime-3, and Not Prime (issuers that do not fall within any of the Prime rating categories).

Banker’ s Acceptances

Banker’ s acceptances arise mostly out of foreign trade transactions and are similar to commercial paper in
form. They are noninterest-bearing notes sold at a discount and redeemed by the accepting bank at maturity
for full face value. Banker’ s acceptances are short-term instruments with maturities of nine months or less.
Most banker’ s acceptances are for very large amounts, although some are available for as low as $5,000.
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Liquidity risk varies considerably based on the size of the security. There is no secondary market for the
very low denomination instruments. Banker’ s acceptances have very low credit risk since the accepting bank
and the ultimate borrower both guarantee payment.

Federal Agency Discount Notes and Coupon Securities

Although they are only asmall portion of the money market, federal agency securities are second highest in
credit quality. The purposes, maturities, and types of agency securities issued vary widely. Typically the
government backs these issues with collateral such as cash, U.S. Government securities, and debt obligations
the issuing agency acquires through its lending activities. The more common types of federal agency securi-
ties include aobligations of the following agencies:

Federal Home L oan Banks (FHLBS)

Farm Credit System (FCS)

Federal National Mortgage Association (Fannie Mae)
Federal Home Loan Mortgage Corporation (Freddie Mac)
Government National Mortgage Association (GNMA)

Student Loan Marketing Association (SLMA).
Obligations of the U.S. Government and federal agencies are safe and liquid. Federal agency securities (ex-
cept for GNMAS) generally do not bear the full faith and credit of the U.S. Government. They do bear the
full faith and credit of the U.S. Government agency or government sponsored enterprise that sponsors them.

Structured Notes

Federal agency notes include structured notes that are securities with derivative-like characteristics. Struc-
tured notes are fixed-income securities with embedded options where the bond’ s coupon, average life, or
redemption value are dependent on areference rate, an index, or formula. Fannie Mae, Freddie Mac, and the
FHLBs are the primary issuers of structured notes. OTS considers structured notes a complex security and
they require a price sensitivity analysis. See TB 13a-2 for more information.

Structured notes take various forms. The term structured notes includes the following securities:

Dual-indexed floaters
De-leveraged floaters
Inverse floaters

Leveraged inverse floaters
Ratchet floaters

Range floaters

Leveraged cap floaters
Stepped cap/floor floaters
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Capped callable floaters
Stepped spread floaters
Multi-step bonds

Indexed amortization notes.

The major type of structured note owned by financial institutions are step-up bonds. These bonds have suc-
cessively higher coupons over their life and the issuer may call them. Institutions should carefully evaluate
the purchase of a step-up bond. See the explanation of the call feature of step up bonds immediately below

in the description of corporate bonds.

OTS does not consider standard, non-leveraged, floating rate securities (where the interest rate is not based
on amultiple of the index) to be structured notes.

Sharesin Money Market Funds

The combined money of many entities that isjointly invested in high yield financial instruments including
U.S. government securities, certificates of deposits, and commercial paper. A money market fund is a mutual
fund that makes its profit by buying and selling various forms of money rather than buying and selling
shares of ownership in corporations.

Fixed-lncome I nvestments

The bond (or debt) market represents debt instruments with maturities of longer than one year and includes
longer-term U.S. Government and federal agency bonds and notes, corporate debt securities, and municipal
bonds.

Bond Ratings

Bond ratings are good threshold indicators of the probability of default, but savings associations should con-
duct athorough credit analysis of the security issuer before buying a security. Savings associations should
also monitor the security after the purchase. The issuer should have the capacity to meet principal and inter-
est payments as they become due. Failure to do so resultsin a default. Credit analysis should, at a minimum,
encompass areview of the issuing entity’ sfinancial statement, level of capitalization, management, earn-
ings, business reputation, and other relevant factors. Other relevant factors may include: adequacy of sinking
funds, collateralization, refinancing needs, and callability.

Besides performing the very basic credit analysis, each type of bond or industry has a unique set of factors.
The institution should also review these factors when performing a credit review.

Rated Securities

We identify Moody’ s ratings first, and Standard & Poor’ s ratings in parentheses.

Investment Grade

Aaa (AAA): Bondsjudged to be of the best quality that carry the smallest degree of risk. The capacity to
pay interest and repay principal is extremely strong.
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Aa(AA): Bonds judged to be of high quality by all standards. These securities have avery strong capac-
ity to pay interest and repay principal. They differ from the higher-rated issues only in a small degree.

A (A): Bonds of upper-medium-grade obligation with many favorable investment attributes. These secu-

rities have a strong capacity to pay interest and principal. However, they are somewhat more susceptible

to the adverse effects of changes in circumstance and economic conditions than debt in higher-rated cate-
gories.

Baa (BBB): Bonds considered to be of medium-grade obligation. They are not highly protected nor
poorly secured. These securities have an adequate capacity to pay interest and repay principal. Normally,
debt in this category exhibits adequate protection limits. However, adverse economic conditions or
changing circumstances are more likely to lead to a weakened capacity to pay interest and repay principal
than in higher-rated categories.

Below Investment Grade

Ba (BB): Bonds judged to have speculative elements. Often the protection of interest and principal pay-
ments may be moderate and thereby not well safeguarded.

B (B): These bonds generally lack the characteristics of a desirable investment. Assurance of principal
and interest payments or maintenance of other contract terms over along period may be suspect.

Caa, Ca, C (D): These bonds are of poor standing. Such issues may bein default or have other shortcom-
ings.

The rating agencies (Moody’ s or Standard & Poor’s) may append a designation of Provisional (Moody’s) or
Conditional (Standard & Poor’s) to arating. For example, the provisional or conditional description iswhen
the issuer does not specify an offering date.

Subquality debt is, on balance, predominantly speculative regarding capacity to pay interest and repay prin-
cipal according to the terms of the obligation. Large uncertainties on major risk exposures to adverse
conditions outweigh any quality and protective characteristics. Debt rated D isin payment default. Rating
companies use the D rating category when issuers do hot make interest or principa payments on the date
due. They assign the D rating even if the applicable grace period has not expired, unless the rating agency
believes that the issuer will make such payments during the grace period.

Institutions should abtain current bond ratings or credit analysis before any purchase. Associations invested
in corporate bonds should regularly review the current ratings of their holdings for any adverse changes, and
management should report the result of these credit reviews to the board of directors.

Non-Rated Securities

For non-rated securities, institutions should establish guidelines to ensure that the securities meet legal re-
guirements and that the institution fully understands the risk involved. Institutions should establish limits on
individual counterparty exposures. Policies should also provide credit risk and concentration limits. Such
limits may define concentrations relating to asingle or related issuer or counterparty, a geographical area, or
obligations with similar characteristics.
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U.S Treasury Securities

Treasury Notes

A U.S. government long-term security, sold to the public and having a maturity of one to ten years.
Treasury Bonds
A U.S. government long-term security, sold to the public and having a maturity longer than ten years.

Zero-Coupon Treasuries or STRIPS

Zero-coupon bonds, although they can be U.S. Government or agency securities, are most frequently corpo-
rate bonds. The market sells zero-coupon bonds at a deep discount from par value. They accumulate and
compound interest and pay full face value at maturity. Zero-coupon bonds are highly sensitive to interest
rates and tend to exacerbate interest rate risk in the majority of savings associations. Asaresult, it may be an
unsafe and unsound practice for savings associations with excessive exposure to interest rate risk to invest in
zero-coupon bonds. Moreover, taxable zero-coupon securities receive unfavorable tax treatment. Even
though the savings association receives no cash, thrifts must pay taxes annually on accrued interest.

Corporate Bonds

Corporate bonds can consist of subordinated debentures, collateralized or mortgage bonds, and floating-rate
notes. Corporate debt securities face the same risks as loans to a business entity. Section 560.40 restricts
investments in corporate obligations that sets forth requirements for minimum credit quality and loan-to-
one-borrower limitations. Federal institutions may only invest in investment grade corporate bonds. Invest-
ment grade corporate debt securities are those that, at the time of their purchase, were in one of the four
highest rating categories by at |east one nationally recognized statistical rating organization.

Collateralized Bonds

Corporate bonds come in many varieties with differing features and characteristics such as being secured or
unsecured. The real estate mortgage or capital equipment that the bond money purchases usualy collateral-
izes the bond. The bondholder can sell the collateral to satisfy aclaim if the bond issuer failsto pay
principal and interest when due. The full faith and credit of the issuer, but not any specific collateral backs
an unsecured bond or debenture.

Debenture Bonds

A bond that has no specific security set aside or allocated for repayment of the principal. A debenture bond
is secured only by the general credit of the issuer.

Cadllable Bonds

Institutions should carefully evaluate provisions that permit the issuer to modify the maturity of a bond.
Many corporate bonds contain call privileges that permit the issuer to redeem the bond, either fully or par-
tially, before the scheduled maturity. Call provisions are generally detrimental to investors since they run the
risk of losing a high-coupon bond when rates begin to fall. Call provisions also tend to limit the price appre-
ciation of the bond that might otherwise occur when interest rates decline. The presence of call protection,
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however, limits the right of the issuer to call the bond to a specified number of years early in the life of the
bond.

Sinking Fund Bonds

Sinking fund provisions are aform of maturity modification most often found in industrial bonds but in-
creasingly found in other types of bonds as well. A sinking fund provision can take either of two forms. In
one form, the issuer makes periodic payments to a segregated fund that is sufficient to retire the bonds upon
maturity.

The other form mandates the issuer to retire some portion of the debt in a prearranged schedule during its
life and before the stated maturity. Sinking funds are beneficial because they assure an orderly retirement of
debt and enhance liquidity. Sinking funds can a so be disadvantageous to investors. In particular those inves-
tors holding one of the early bonds to be called for a sinking fund are disadvantageous to the investor.

Equity Instruments

The equity markets are the primary exchanges for the trading of stocks. The shares of common stock and
preferred stock bought and sold in these markets represent actual ownership interest in a corporate entity.
The major markets are the New Y ork Stock Exchange, the American Stock Exchange, and the over-the-
counter market. Savings associations may not generally invest in or retain equity securities. The Home
Owners' Loan Act permits the following investments:

Federal Agency Securities

Savings association may invest in certain equity securities of FHLBs, Freddie Mac, Fannie Mae, SLMA and
GNMA.

Banker’s Banks

A federal savings association may purchase for its own account shares of stock of abankers' bank, provided
the following conditions are met:

Theinstitution isinsured by the Federal Deposit Insurance Corporation or a holding company that owns
or controls such an insured institution, if the stock of such institution or company is owned exclusively
by depository ingtitutions or depository institution holding companies.

Such bank or company and all subsidiaries are engaged exclusively in providing servicesto or for other
depository institutions, their holding companies, and the officers, directors, and employees of such insti-
tutions and companies, and in providing correspondent banking services at the request of other
depository institutions or their holding companies.

The total amount of such stock held by the association in any bank or holding company must not exceed
at any time ten percent of the association’s capital stock and paid in and unimpaired surplus.

The purchase of such stock must not result in an association’s acquiring more than five percent of any
class of voting securities of such bank or company.

Trust-Preferred Securities

Savings associations may invest in trust-preferred securities in accordance with the limitations established in
12 CFR § 560.40. Trust preferred securities are non-perpetual cumulative preferred stock issued by awholly
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owned trust subsidiary of a corporation. Revenue from the sale of the trust-preferred securities is exchanged
for junior subordinated debentures issued by the parent corporation. These debentures feature coupon pay-
ment and term to maturity identical to those of the trust preferred securities. See Thrift Bulletin 73 for a
complete discussion of trust secured preferred securities.
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MORTGAGE-RELATED SECURITIES
M ortgage-Backed Securities

High default rates on mortgage bonds during the Great Depression inhibited demand for these instruments
until the introduction of the Government National Mortgage Association (GNMA) pass-through security in
1970. Even with the federal government guarantee there was considerable skepticism about the acceptance
of mortgage securities in the investment community when GNMA first issued its securities.

The mortgage-backed securities (MBSs) introduced by GNMA in 1970, consisted only of Federal Housing
Administration (FHA) and Veteran’s Administration (VA) mortgages. Conventional lenders had indirect
access to the capital markets only through the Federal Home Loan Mortgage Corporation (Freddie Mac) be-
ginning in 1971. Originators could sell mortgages to Freddie Mac, which pooled and sold the resulting
securities as Participation Certificates (PCs).

In 1981, Freddie Mac began a swap program, Guarantor |, that allowed lenders to exchange conventional
mortgages for pass-through securities. In the first Freddie Mac swap of mortgages for securities, no cash
exchanged hands. The seller received payment as PCs representing ownership in the mortgages sold. In this
exchange or swap of assets, the savings association believed it could sell its low-rate mortgages more easily
and at a higher price in security form rather than mortgage form. Soon after, the Federal National Mortgage
Association introduced its Mortgage-Backed Security program. This restructuring of savings association
mortgage portfolios was the major factor in the rapid growth of conventional mortgage securities.

As the mortgage securities market grew, lenders began to recognize that the swap programs provided an at-
tractive alternative method for mortgage sales. In addition, many lenders began to securitize their portfolio
mortgages to add both value and liquidity. Most issuers now issue the securities through the swap programs.
Fannie Mae, Freddie Mac, and GNMA all collect a small guarantee fee throughout the life of the mortgages
for the service.

The term mortgage security describes avariety of mortgage-related financial instruments. Although charac-
teristics can vary widely, there are only two basic types of mortgage securities:

A certificate representing ownership of an undivided interest in a proportionate share of each mortgagein
apool, referred to as a mortgage pass-through security or a mortgage-backed security (MBS).

A debt obligation secured by a specified pool of mortgages, referred to as a mortgage derivative product
(MDP).

Within each type, the market designed variations to appeal to certain investor classes or to reduce the cost of
security financing.

Some mortgage derivative products (MDPs) exhibit considerably more price volatility than mortgages or
ordinary mortgage pass-through securities and can expose investors to significant risk of lossif not managed
in a safe and sound manner. Uncertain cash flows that result from changes in the prepayment rates of the
underlying mortgages cause this price volatility.

Because these products are complex, savings associations need a high degree of technical expertise to under-
stand how their prices and cash flows may behave in various interest-rate and prepayment environments. An
ingtitution’ s management should understand the risks and cash flow characteristics of its investments. Thisis
particularly important for products that have unusual, leveraged, or highly variable cash flows. Moreover,
because the secondary market for some of these productsisrelatively thin, they may be difficult to liquidate
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should the need arise. Finally, there is additional uncertainty because the market continues to introduce new
variants of these instruments. Savings associations are not able to test their price performance under varying
market and economic conditions because the products are too new.

Savings associations should ensure that levels of activity involving MDPs are reasonable and appropriately
relate to a savings association’s capital, capacity to absorb losses, and level of in-house management sophis-
tication and expertise. OTS considers investments in complex securities and the use of financial derivatives
by institutions that do not have adequate risk measurement, monitoring, and control systems to be an unsafe
and unsound practice. Appropriate managerial and financial controls must be in place and the savings asso-
ciation must analyze, monitor, and prudently adjust its holdings of MDPsin an environment of changing
price and maturity expectations.

Secondary Mortgage Market

Through this market, original lenders are ableto sell loansin their portfolios to build liquidity to support
additional lending. Mortgage agencies, such as Freddie Mac, Fannie Mage, and investment bankers buy mort-
gage loans. In turn, these agencies and investment bankers create pools of mortgages that they repackage as
mortgage-backed securities, which they sell to investors. Mortgage-backed securities or mortgage pass-
through certificates provide investors with payments of interest and principal on the underlying mortgages.
Since the underlying issuer guarantees the mortgage pass-through certificate, the default risk is low for this
type of security.

The buying, selling, and trading of existing mortgage |oans and mortgage-backed securities constitutes the
secondary mortgage market. This has become a significant activity for many savings associations.

The payments for MBSs resemble mortgage payments but without delinquencies. Principal and interest
payments, less guarantee and servicing fees, pass through to the investor whether or not the issuer collects
them. The servicer advances the delinguencies to the investor until the mortgage either becomes current or
foreclosure is complete. Prepayments pass through to the investor as received.

The servicer collects mortgage payments on a monthly basis from the mortgagor and remits those funds less
its servicing fee to a central collection point, or directly to the investors for GNMA |. Fannie Mage, Freddie
Mac, and GNMA |1 collect their guarantee fee either directly from the payments that they pass through or
from the servicer.

Fannie Mae and GNMA have always guaranteed the timely payment of both principal and interest to inves-
tors for their MBSs, requiring the servicer to advance its own funds to the investor to make up for
delinquencies. Freddie Mac only guaranteed the timely payment of principal until they developed their Gold
PC and now it, too, guarantees the timely payment of both principal and interest. The following characteris-
tics determine the structure of an MBS:

Types of mortgages in the pool.

Weighted-average coupon on the pool of underlying mortgages.
Pass-through rate on the MBS.

Weighted-average remaining maturities of the mortgages.
Number and size of the mortgages.

Geographic distribution of mortgages.
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Weighted-Average Coupon and Pass-Through Rate

The weighted-average coupon (WAC) of the mortgage pool is an important factor in determining prepay-
ment speeds. In general, higher WACs relative to current mortgage rates result in faster prepayments
because homeowners have an incentive to refinance at lower market rates. Lower WACs relative to current
mortgage rates lead to slower prepayments because lower refinancing rates are not readily available.

The average interest rate on the underlying mortgages of an MBS usually exceeds the pass-through rate. The
spread between the WA C and the pass-through rate represents guarantee fees and servicing fees. A savings
association that originates and packages |oans for securitization can set limits on the permissible range of
interest rates in a pool. These limits must be within the guidelines established by the guarantor of the MBS
for each specific program.

Origina Term and Weighted-Average Remaining Maturity

The original term and the weighted-average remaining maturity (WARM) also affect the rate of repayment.
Longer terms to maturity mean that amortization of principal will spread out over alonger period. This
means the security passes through less principal during the early years of the security. In addition, prepay-
ment patterns vary by original terms such as 30 years or 15 years. Loan age, which represents the difference
between original and remaining maturity, also affects the rate of repayment. Payments on older mortgages
allocate more to principal than to interest. Prepayments on a mortgage pool also tend to increase as the
mortgages age, or become more seasoned. Eventually, prepayments slow down, or burn out. This occurs
when most of the mortgagors remaining in the pool are either unwilling or unable to prepay. The maturity
date of an MBS is generally the date on which the last mortgage in the pool repaysin full. Each guarantor of
an MBS sets limits on the permissible range of interest rates and maturities for each specific program.

Geographic Distribution

The location of the mortgages comprising the pool affects the likelihood and predictability of prepayments.
Different areas of the country prepay at much different rates. Geographical diversity permits greater predict-
ability of cash flows as the mortgage pool is less subject to regional economic conditions and other local
influences. More mortgages in a given pool tend to diversify risks and make cash flows more regular and
predictable.

Types of Mortgage-Backed Securities

Agency-Issued MBS

Agency-issued MBSs are attractive to certain investors because of their minimal credit risk, ease of trading,
and liquidity. The low credit risk of MBSs results from the guarantees that Fannie Mage, Freddie Mac, or
GNMA places on its mortgage securities.

Non-Agency MBSs

Other issuers, including mortgage bankers, insurance companies, investment banks, and other financial insti-
tutions that issue MBSs, also create and issue securities from a pool of loans. Non-agency MBSsinclude
both pass-through and pay-through structures.

These securities typically have more credit risk and less liquidity than agency MBSs but still often carry AA
or AAA ratings due to various credit enhancements. These credit enhancements include primary mortgage
insurance and reserve funds. Some issuers split the security into a senior/subordinated structure. The sen-
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ior/subordinated structure splits the security into low-credit risk (senior) and high-credit risk (subordinated)
pieces or tranches. The subordinated tranche(s) absorb the first wave of losses. Only after exhausting the
subordinate class(es) does the senior tranche(s) incur losses. The credit risk of the subordinated tranches
depends on the credit risk of the underlying mortgages and the deal structure. Therefore, the credit risk de-
pends on the amount of |oss exposure assigned to the tranche. Investors should monitor the credit ratings on
MBSs and CMOs issued by private conduits.

Non-agency MBSs often include nonconforming mortgages that are too large or otherwise ineligible for se-
curitization by the agencies. Non-agency MBSs also tend to be more geographically concentrated than
Fannie Maes, Freddie Macs, and GNMASs.

Fixed-Rate MBSs

Fannie Mae, Freddie Mac, and GNMA issue fixed-rate MBSs with terms of 30 years, 20 years, and 15 years.
They also issue pools of balloon mortgages that follow a 30-year amortization schedule but mature after five
or seven years. Graduated Payment Mortgages (GPMs) and Tiered Payment Mortgages (TPMs) pay apre-
established but increasing rate over time.

Adjustable-Rate MBSs

The issuance of MBSs backed by adjustable-rate mortgages (ARMSs) provides an additional type of pass-
through security in the secondary market. An adjustable-rate MBS offers protection against rising rates by
linking its interest rate to a market-based index, like the one-year Constant Maturity Treasury (CMT) rate or
the Eleventh District Cost of Funds. Periodic and lifetime caps along with teaser rates limit that protection
by constraining the extent of rate adjustment. A teaser ARM features alow introductory interest rate de-
signed to induce borrowers to select ARMs over fixed-rate mortgages.

ARMSs often have periodic caps, lifetime caps, or both. A typical periodic cap on aone-year ARM limits the
increase or decrease in the coupon to two percent per year. While an annual cap limits the amount of rate
adjustment during any given year, the lifetime cap establishes a maximum coupon on the ARM throughout
the life of the mortgage. Some ARMs without periodic caps still have payment caps that limit the increase in
monthly payments rather than the interest rate. Negative amortization can occur, that is, the principal bal-
ance increases, if the mortgage reaches its payment cap.

Y ou should determine the effect of teaser rates, periodic caps, and lifetime caps on the savings association’s
ARM MBS portfolio. The interaction between teaser rates and periodic caps is particularly important. Con-
sider an ARM with ateaser rate of five percent, afully indexed rate of eight percent, and an annual cap of
two percent. This ARM offers the investor no protection against rising rates for at least two years. Therate
at the start of the second year will be the same (seven percent) if rates fall one percent or rise four percent.
The ARM only reachesits fully indexed rate in the third year if the index rate increases by 100 basis points
or more. A teaser rate affects the lifetime cap as well. With afive percent teaser rate, the lifetime cap will
typically be 11 percent, or only 300 basis points above the current, fully indexed rate.

M ortgage-Backed Security Considerations
MBS Yields and Prices
Present value analysis discounts the future cash flows of mortgages by their required rate of return, which

equalsthe rate available in the market for investments of similar risk. This process calculates an MBS's pre-
sent value or estimated market value. Alternately, given amarket price, it is possible to determine the rate of
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return or yield that would make the sum of the discounted cash flows equal to the market price. Two com-
mon measures of yield are the cash flow yield and the option-adjusted yield.

Cash Flow Yield

To determine the cash flow, or static yield of an MBS, discount the sum of all future cash flows back to the
current market price. The cash flow yield calculation requires two major inputs. the current price of the se-
curity and a projection of future cash flows. Issuers usually base prepayment estimates upon Wall Street
forecasts for smilar MBSs and incorporate those prepayment estimates into the analysis.

The cash flow yield assumes cash flows will follow projections. Actual prepayments may exceed or fall
short of projections, depending largely on the future course of interest rates. Falling market interest rates
encourage homeowners to prepay their mortgages and refinance them at the new, lower rate. Rising interest
rates encourage homeowners to retain mortgages, which would then have below-market rates. The cash flow
yield does not take the variability of future interest rates and, therefore, prepaymentsinto account. While
cash flow yield may be an adequate measure (particularly for MBSs at or near par), it isless accurate than
the option-adjusted yield measure described below.

Option-Adjusted Yield

The option-adjusted yield method can provide a more accurate comparison of the yield on investments with
embedded options, like the prepayment option on a mortgage, to investments without embedded options
such as noncallable corporate bonds. The option-adjusted yield does not rely on a single projected cash flow
using a single prepayment estimate. The option-adjusted yield derives from many projected cash flows and
prepayment estimates. The option-adjusted yield equal s the discount rate (internal rate of return) that makes
the average present value of the cash flows equal to the market price of the security. As shown in the exam-
ple below, option-adjusted yields are typically lower than nominal yields. The difference between nominal
and option-adjusted yields is greatest when prepayments are most interest-rate sensitive.

Example: Nominal Yield Vs. Option-Adjusted Yield

Compare an MBS with a seven percent coupon and a five-year base case weighted average life to afive-year
noncallable corporate bond aso with a seven percent coupon and of similar credit risk and liquidity. Both
are priced at par. Consider three possible interest-rate scenarios: rates rise 100 basis points (25 percent prob-
ability), rates fall 100 basis points (25 percent probahility), and rates stay the same. The weighted average
life of the MBS increasesto seven yearsif rates go up 100 basis points and decreases to three years if rates
fall 100 basis points. The discount rate (internal rate of return) needs to equal 6.84 percent for the average
present value of the cash flows to equal the current market price.

Rate Scenario Probability | Present Value | Discount Rate
Flat .50 100.668 6.84%
Up 100 basis points .25 95.54 7.84%
Down 100 basis points .25 103.15 5.84%
Weighted Average 1.00 100.00 6.84%

Although the bond and MBS provide the same nominal yield (seven percent), the bond outperforms the
MBS by an average of 16 basis points once the investor considersinterest rate and cash flow volatility. The
option-adjusted yield is usually superior to cash flow yield as a measure of the yield of financial instruments
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with embedded prepayment options. Thisis because the option-adjusted yield considers the estimated prob-
ability distribution of potential prepayment rates instead of using a single estimate.

MBS Accounting

The interest method is the required accounting measurement for recording the yield for MBSs. Savings as-
sociations should amortize or accrete into income premiums and discounts using the interest method over the
expected life of the mortgage security. This should result in a constant rate of interest (level-yield) when
applied to the amount outstanding at the beginning of any given period.

Account for differences between anticipated and actual prepayments by recal culating the effective yield to
reflect actual payments to date and anticipated future payments. This adjusts the net investment in the MBS
to the amount that would have existed had the new effective yield been applied since acquisition.

For adjustable-rate MBSs, savings associations may base the effective yield on either the rate in effect at
acquisition or recalculate the effective yield each time the rate on the MBSs change. Solicit comparable
market quotes from at least two brokers other than the broker that executes the transactions. Even if a sav-
ings association does not have significant volume, they should obtain comparable price quotes.

Mortgage-Backed Bonds

A mortgage-backed bond is unlike a mortgage-backed pass-through security because they do not convey
ownership of any portion of the underlying pool mortgages. However, mortgage-backed bonds do offer a
more predictable maturity and thus offer aform of call protection. The bond issuer retains nearly all the risk
associated with the security, including the interest rate risk and the credit risk. A pay-through bond has less
risk exposure for the issuer than a straight bond, but greater risk than a pass-through security.

Mortgage Derivative Products

OTS defines afinancial derivativein § 563.172. A financial derivative isafinancia contract whose value
depends on the value of one or more underlying assets, indices, or reference rates. The most common types
of financial derivatives are futures, forward commitments, options, and swaps. OTS does not consider cer-
tain mortgage derivative securities such as collateralized mortgage obligations (CMOs) or real estate
mortgage investment conduits (REMICs) as financial derivatives.

Collateralized Mortgage Obligations

Freddie Mac first issued collateralized mortgage obligations (CMOs) in 1983. Freddie Mac designed CMOs
in the early 1980s to broaden investor demand. They do this by splitting an underlying pool of mortgages
and MBSs into different classes, or tranches, that appeal to different types of investors. For example,
Freddie Mac splits apool of 30-year, fixed-rate MBSs into short-term, intermediate-term, and long-term
tranches. Listed below are various types of CMO tranches found in savings association portfolios.

A major initial drawback to widespread use of the CMO was the substantial size of the mortgage pool; $100
million or more was necessary to support the cost of issuance. The appearance of CMO conduits, however,
made CMO issues feasible for smaller lenders. The conduit achieves the economies of scale needed to make
the issue cost-effective for the lender by pooling collateral supplied by a number of lenders. Only afew of
the conduits survived and, as aresult, Fannie Mae, Freddie Mac, GNMA, and investment bankers that have
access to large volumes of collateral dominate the list of issuers.
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CMOs demand higher yields than other investments of similar quality and maturity because the actua life of
the bond is uncertain. Some CMOs, like PACs, offer more predictability of prepayments than mortgages or
other types of mortgage-backed bonds because of the large collateral pools backing each type of issue and
the prioritization of cash flows.

The market’ s assumptions regarding the average life and average life volatility of each investor class deter-
mine CMO yields and yield spreads over comparable treasuries. Short-term agency PACs, which havelittle
average life volatility, often trade at spreads of less than 50 basis points over Treasury. More volatile
tranches earn significantly wider spreads. As with mortgage investments, the actual prepayment of the mort-
gages will determine the actual yield to maturity.

Prepayments on a CM O tranche are a function of prepayments on the underlying mortgages and the tranche
structure. Faster or slower prepayments on the underlying mortgages can affect the weighted average life of
an individual CMO tranche, but not necessarily proportionately. As noted above, PACs usually have much
more stable cash flows than the underlying mortgages, but support tranches have much more volatile cash
flows.

Geographic concentrations, loan size, and market interest rates affect prepayments on non-agency MBSs. If
the MBS consists of mortgages concentrated in a particular state, prepayments on the MBS may differ sub-
stantially from national prepayment patterns. Prepayments on the large |oans that characterize many non-
agency MBSs tend to accel erate more quickly when market interest rates fall.

CMO Risks

The tranche structure of CMOs allocates rather than eliminates the risk of the underlying mortgages. The
creation of tranches with shorter average lives than the underlying mortgages requires the creation of
tranches with longer average lives. Stable PAC tranches require volatile support tranches. Investment-grade
senior classes create specul ative-grade subordinated tranches. The yield and market value of subordinate
interestsin CMOs are extremely sensitive to prepayment fluctuations. These kinds of riskier tranches can
till attract investors in one of two ways. They may appeal to investors with different risk profiles; for ex-
ample, long-term CM Os can match the long-term liability structure of insurance companies. |ssuers may also
attract investors by offering higher yields.

CMO structures can also present risks that are less obvious. These risks include PAC drift, cap risk, basis
risk, and illiquidity.

PAC Drift

The industry designed PACs to provide a predictable stream of cash flows across a range of prepayments,
known as a PAC band. Many investors incorrectly assume that PAC bands remain fixed. In fact, faster-than-
predicted prepayments can cause the band to narrow or drift. The support tranches will shrink or prepay en-
tirely. The planned amortization rate guarantee disappears without a support tranche available to cushion
future prepayment volatility. Investors often refer to these securities as busted PACs.

The amount of protection afforded by the PAC depends on the following factors:

*  Width of the PAC band —wider bands provide more protection.

*  Relative sizes of the PACs and supports in the deal — more supports provide greater insulation
against prepayment volatility.
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*  Prepayment volatility of the underlying mortgages.

The consequences of a PAC’ s drifting or “busting” depend on the security type. For atraditional PAC, the
CMO merely assumes the prepayment characteristics of the underlying mortgages. Narrowing or eliminating
the PAC band causes Type Il PACsto assume the prepayment characteristics of a support tranche and can be
much more volatile than the underlying mortgages.

Cap Risk

Lifetime caps limit the extent to which floating-rate CMOs can adjust to rising market interest rates. One can
consider alifetime cap an embedded option and, as the value of the option increases, the price of the security
falls. Aswith any option, the effect of alifetime cap on price and price volatility depends on the following
factors:

*  Theoption'sintrinsic value, that is, the distance between the cap and the current rate on the
CMO.

*  Thevolatility of the index.

*  Thetimeto expiration (the average life of the CMO).

Many issuers use floaters as support tranches. With floaters, an increase in market interest rates causes a
reduction in the distance to the lifetime cap and an extension (sometimes dramatic) of the average life of the
CMO. Savings associations must fully incorporate the effect of lifetime caps on price sensitivity when self-
reporting the price sensitivity of floating-rate CMOs on Schedule CMR.

Basis Risk

Mismatched floaters can expose institutions to considerable basis risk if the index rate on the floater di-
verges significantly from short-term market interest rates, such as LIBOR. Such a divergence can arise from
anonparallel shift intheyield curve (if theindex isthe Ten-Year CMT) or from alag between current mar-
ket rates and the index rate (if the index is COFI). Basis risk is most significant for mismatched floaters with
long or volatile average lives. Savings associations should evaluate the potential effect of nonparallel yield
curve shifts on mismatched floaters.

Liquidity Risk

Volatile or exotic CMO tranches tend to be the least liquid. Illiquidity places both purchasers and sellersat a
disadvantage. The lack of an available market makes the asset difficult to sell without considerable price
concessions. llliquidity also makesit difficult to determine the true market value for a security and increases
the possibility that the savings association will overpay. llliquidity imposes transaction costs on buyers and
sellers of securities. The broker receives the difference between the amount paid by the buyer and received
by the seller, known as the bid-ask spread. A wide bid-ask spread means the buyer pays more and the seller
receives less.

Types of CMOS

Sequential Pay
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I ssuers often structure CMO deals as a series of Sequential Pay bonds. Each investor class generally receives
monthly interest payments on the outstanding principal balance of its class. The bond allocates principal
payments to each investor class in the order of maturity. The shortest outstanding maturity receives all prin-
cipal payments until that classisfully retired, then holders of the second class begin to receive principal
payments, and so forth. Most CM O issues have a compound interest or accrual class (called the Z Bond) that
receives no interest or principal payments until the retirement of all other investor classes. The accrual

bond’ s coupon rate compounds during the accrual phase and converts to an interest-paying instrument fol-
lowing retirement of all shorter maturity classes.

Planned Amortization Class

A CMO innovation that was very popular in the late 1980s is the Planned Amortization Class (PAC). The
PAC structure reduces cash flow uncertainty by guaranteeing a specific cash flow stream, provided that pre-
payments on the underlying mortgages remain within an established range or band. The increased certainty
of PAC tranches causes other tranches in the issue (known as companion or support tranches) to have more
uncertain cash flows. A Type Il PAC represents a hybrid between a PAC and a support tranche. Type I
PACs offer predictable cash flows, but within a narrower range of prepayments. If prepayments fall outside
that range, Type Il PACs assume the cash flow volatility of a support tranche.

Floating-Rate CMOs

The market devel oped floating-rate tranches to attract investors more concerned with interest rate risk.
Floaters typically adjust monthly or quarterly based on some index, such as LIBOR. Rate adjustments are
usually subject to alifetime cap, but periodic caps are unusual .

Mismatched Floaters

A further innovation involves mismatched floating-rate CM Os that may adjust monthly or quarterly. Their
rate adjustment ties either to alonger-term index, such asthe Ten-Y ear Constant Maturity Treasury (CMT),
or to alagging index, such as COFI. These CMOs offer higher yields than traditional floaters but present
basis risk from lack of perfect correlation between the index rate and short-term market interest rates.

Kitchen Sink Bonds

Typicaly, ahomogeneous pool of MBSs creates a diverse group of CMO tranches. A kitchen sink bond
(also caled are-REMIC or a Matched Principal Bond) reverses the process by creating asingle CMO from a
dissimilar group of mortgage securities. Risky individual securities make up kitchen sink bonds. The result-
ing bond may not necessarily be volatile due to offsetting risks (that is, combining 10s and POs) but is
usually difficult to analyze due to its complex composition.

Read Estate Mortgage |nvestment Conduits

Congress passed Real Estate Mortgage Investment Conduit (REMIC) legislation in 1987. Thislegisation
provided a new vehicle for issuing MBSs. Issuers structure REMICs much like CMOs and other securitized
receivables but REMICs offer certain tax advantages. The government does not generally tax the special
purpose entity formed to issue the pass-through or pay-through certificate at the entity level. Also, the sav-
ings association does not typically consolidate the special purpose entities. This alows for increased
securitizations in REMIC form and leveraging of savings association capital because the assets are off-
balance sheet. Nearly all CMOs are REMICs, as are most non-agency MBSs, including those with a pass-
through structure.
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Futures, Forwards, and Options

In the futures market, investors buy and sell contracts for the future delivery of acommaodity or security. The
forward market is a market in which participants trade some commodity, security, or instrument at a fixed
price at afuture date. The proper use of derivatives such as futures, forwards, swaps, and options can reduce
an ingtitution’s exposure to interest rate risk and can provide a framework for hedging strategies. Improper
use of these securities can generate extreme losses. See the discussion of swaps in this section under Mort-
gage Derivative Products. See also Sections 650, Interest Rate Risk Management; and 660, Derivative
Instruments and Hedging.

Stripped Mortgage-Backed Securities

In 1986, Fannie Mae issued the first stripped mortgage-backed securities (SMBSs). This instrument created
two new classes of investors or security holders. Each class received a percentage of the principal and inter-
est payments from either the MBS or from the whole mortgages that served as the underlying collateral. For
example, one class of the SMBS may receive 99 percent of the interest payments and one percent of the
principal payments from the underlying MBS. Investorsin different classes of SMBSs buy a derivative
mortgage instrument that has significantly different characteristics from the underlying mortgages or the
MBSs. The industry also refersto these classes as tranches.

In 1987, Fannie Mae introduced an SMBS composed of an interest only (10) class and a principal only (PO)
class. The holder of the 10 receives al the interest payments from the underlying MBS while the holder of
the PO receives all the principal payments.

Investment bankers also create their own version of SMBSs both through private placements and public of-
ferings. Investment bankers normally create the private placement through a participation agreement that
entitles the holder to a certain predefined percentage of the principal and interest payments from the
underlying mortgages or the MBS. These private placements are similar to the original Fannie Mae SMBSs
in that holders receive varying percentages of the principal and interest payments rather than a percentage of
al theinterest or principal. In addition, Freddie Mac issues its own version of 10s and POs using
participation certificates rather than MBSs.

Falen Angels

Examiners refer to securities not performing as expected due to changes in either tranche structure or market
conditions as fallen angels. Savings associations may continue to account for fallen angels as held-to-
maturity. Y ou should consider unrealized losses on these securitiesin your evaluation of the institution’s

capital adequacy.

Mortgage Swaps

Mortgage swaps are off-balance sheet transactions designed to replicate the purchase of MBSs with reverse
repurchase agreements or some other short-term or floating-rate source of funding. In essence, the transac-
tion combines aforward commitment to purchase MBSs with an amortizing interest-rate swap. Unlike the
traditional purchase of mortgage securities, however, the issue makes no cash payment at the outset of the
agreement.

Mortgage swaps are an alternative to a straight purchase of MBSs. They involve agreat deal of leverage be-
cause theinitial collateral on the transaction isasmall fraction (typically four points) of the par value of the
mortgage securities and the transaction is off-balance sheet. They also may enable the investor to effectively
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finance mortgage securities at arate tied to a floating-rate index below LIBOR on a guaranteed multiyear
basis.

Collateralized Loan Obligations

Collateralized loan obligations (CLOs) are securities primarily collateralized by commercial loans of vary-
ing quality. Some issues may also be collateralized in part by high-yield corporate debt securities.

CLOs are generaly sold in several progressively risky tranches. The first tranche often has a high invest-
ment rating, such as AAA, dueto its payment priority and the initial overcollateralization of the security.
The collateral also sequentially supports the next tranche(s). CLOs typically have arevolving period and an
amortization period. During the revolving period, principal payments are reinvested in other assets in accor-
dance with the terms of the agreement. During the amortization period, any principal payments are used to
first repay the Class A note holdersin full, then any remaining principal is used to pay junior tranche inves-
torsin order of their priority.

The middle tranches are often rated at the lower investment grade ratings, such as BBB. The lowest priority
tranche, or the residual interest tranche, is generally not rated. It istypically subordinated not only to senior
tranches, but also to expenses of theissuing trust. These residual tranches are typically difficult to value and
areilliquid investments by themselves. To make the residual tranche more marketable, the CLO issuer or
trustee may swap the residual interest tranche for certificates guaranteed by a AAA-rated counterparty as to
the principal amount at maturity (generally up to 12 years).

While the swap creates a guarantee of the full principal at maturity, the amount guaranteed must be dis-
counted to its present value if terminated early. In that respect, the guaranteed portion of the security is
similar to a zero-coupon Treasury bond. Therefore, the credit support provided by the guarantor may cover
less than 50 percent of the face value of the certificate at purchase. Unlike zero-coupon bonds, however,
these certificates are generally sold at par. Investors must rely on the performance of the reference asset (the
residual tranchein this case) to return the remaining portion of their investment and provide any yield. The
performance of the reference asset is not, however, guaranteed. Therefore, these investments are not, and
should not be considered, fully rated.

Apparently, the motivation to purchase such certificates is the high yield projected if the CLO collateral

pool (and thereby the reference asset) performs well. However, there is no guarantee of residual cash flows,
and the certificates will not default if no cash flows are paid to the investors. These investments are specula
tive, and are clearly not intended to hedge interest rate risk or credit risk. Based on discussions with rating
agencies, and the lack of supporting cash flow analysis, it is difficult to assess the likelihood that a particular
return could be achieved on these investments. In essence, an institution should not be misled by split ratings
where only a part of the security is either guaranteed or rated investment grade.

It isimperative that institutions properly underwrite investment securities for quality, applicable regulatory
and policy compliance, and suitability to operational and strategic plans.
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SECTION: Deposits/Borrowed Funds

Section 560

INTRODUCTION

Deposits/borrowed funds, liquidity management,

and funds management are integrally related. It is I
recommended that Handbook Sections 530, Cash
Flow and Liquidity Management, and 510, Funds
Management, be reviewed in conjunction with this
Section.

The OTS reinvented its deposit rules October 22,
1997. Thisregulatory reinvention streamlined the
regulations by eliminating outdated provisions as
well as provisions that duplicated or overlapped
other applicable requirements such asthe Truth in
Savings Act, and Federal Reserve Board Regula-
tions D (Reserve Requirements) and DD (Truthin
Savings), which apply to savings associations as
well as banks. Additionally, OTS codified its long-
standing position on federal preemption of state
laws affecting deposit-related activities. OTS also
consolidated all deposit-related regulations, except
definitions, in anew Part 557.

DEPOSITS

Deposits typically represent the largest source of a
thrift'sfunds. Therefore, it isimportant that the
thrift implement policies and procedures to gener-
ate and retain its deposit base as well as to monitor
itsoverall deposit structure. An effective deposit
management program should include all of the fol-
lowing elements:

A clearly defined marketing strategy within the
business plan that identifies the desired market
sharein terms of growth or shrinkage, market
niche, and present and potential competition.

Identification of core and volatile deposits and
analysis of the cost of core and volatile depos-
its, including operating costs to maintain the
various deposit products and deposit branches,
and targeted spreads between deposit costs and
earnings on assets funded by deposits.

Periodic analysis of present and anticipated I
funding and liquidity needs, and comparative
analysis of costs of deposits versus alternative
sources of funds to meet those needs.

Frequent review of deposit pricing, volume,
sources, volatility, and trendsin relation to
overall funds management goals, interest rate
risk exposure, spread, net interest margin, and
profitability.

Core deposits are important in evaluating the sta-
bility of funding sources and costs, and in
measuring liquidity risk. Core deposits may in-
clude regular and passbook savings, certificates of
deposit (CDs), and various types of retirement and
specia savings. Typically, core accounts carry
high average operating expenses and low deposit
balances. Although, by definition, a stable source
of funds, some core deposits will be lost over time
if interest rates paid become noncompetitive.

Types of Deposit Accounts

The regulator's efforts to analyze the character of
the overall deposit structure should be directed to
types of deposit accounts shown by experience to
be significant in presenting problems to manage-
ment. The following paragraphs discuss common
types of deposit accounts and practices that, under
certain circumstances, can become problems.

Brokered and Money Desk-Originated Depos-
its: Brokered deposits are usually obtained
through a broker acting as an intermediary be-
tween the thrift and the depositor. Money desk
operations are usually staffed by in-house per-
sonnel. Brokered and money desk-solicited
deposits are a volatile and usually high-cost
source of deposits. The cost isusually high be-
cause of higher interest rates needed to attract
volume. Operating costs such as the fees paid
to brokers and salaries or commissions paid to
money desk personnel also contribute to the
cost of these deposits. The depositors have no
loyalty to the thrift. Brokered and money desk
deposits are highly susceptible to withdrawal if
interest rates paid become noncompetitive or
the solvency of the thrift is threatened.

A high volume of high interest rate, short-term
brokered or money desk-originated deposits
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usually indicates excessive risk. Active solicita-
tion of such deposits without the benefit of a
well-designed risk management programis un-
safe and unsound.

Bank Investment Contracts (BIC): BICsarea
deposit contract between afinancial institution
and its customer that permits the customer to
deposit funds over a period of time and obli-
gates the "bank" to repay the amounts
deposited plusinterest at a guaranteed rate to
the end of the contract. A BIC is the counter-
part of the insurance industry's Guaranteed
Investment Contract (GIC). The customers for
BICsand GICs are, in most cases, sponsors of
employee benefit plans such as pension plans
or deferred compensation plans that qualify un-
der section 401(k) of the Internal Revenue
Code (commonly referred to as "401(k) Plans").

Brokered Deposit Restrictions

Section 301 of the Federal Deposit Insurance Im-
provement Act (FDICIA) of 1991 mandated that
the Federal Deposit Insurance Corporation (FDIC)
place limitations on brokered deposits and deposit
solicitations. Section 337.6 of the FDIC regula
tions appliesto all thrifts and restricts the use of
brokered deposits on the basis of capital adequacy.
Under the regulation, ingtitutions are divided into
categories of well-capitalized, adequately capital-
ized, and undercapitalized condition. Only
well-capitalized institutions may continue to ac-
cept brokered deposits without restrictions.
Adequately capitalized institutions must now ob-
tain awaiver from the FDIC in order to continue
accepting brokered deposits. Undercapitalized in-
stitutions are prohibited from accepting brokered
deposits.

Well-capitalized institutions are defined in the
regulation based on 8§ 38 of the Federal Deposit
Insurance Act dealing with prompt corrective ac-
tion.

A well-capitalized institution has:

aratio of total capital to risk-weighted assets of
not less than 10 percent;

aratio of tier 1 capital to risk-weighted assets
of not less than 6 percent;

aratio of tier 1 capital to total book assets of
not less than 5 percent; and

not been notified by the Office of Thrift Super-
vision (OTS) that it isin troubled condition.

An adequately capitalized institution is defined as
neither well-capitalized nor undercapitalized.

An undercapitalized ingtitution fails to meet mini-
mum OT S regulatory capital requirements.

Adequately capitalized institutions must now ob-
tain an FDIC waiver in order to accept, renew, or
roll over brokered deposits. An adequately capital-
ized ingtitution that needs a waiver should contact
the appropriate OTS regional office to coordinate
filing the waiver application with the FDIC. A
copy of the waiver application should be submitted
to the OTS regional office.

Adequately capitalized institutions are restricted as
to the interest they may pay on brokered deposits.
Any adequately capitalized institution that has
been granted a waiver to accept, renew, or roll
over a brokered deposit may not pay an effective
yield on the deposits that exceeds the following
yield by 75 basis points: (1) the effective yield
paid on deposits of comparable size and maturity
in such ingtitution's normal market area for depos-
its accepted from within its normal market area or
(2) the national rate paid on deposits of compara-
ble size and maturity for deposits accepted outside
the institution's normal market area. The FDIC has
established that the national rate shall be 120 per-
cent of the current yield on similar U.S. Treasury
obligations; or in the case of any deposit that is at
least half uninsured, 130 percent of such yield.

A deposit broker may not solicit or place any de-
posit with an insured depository institution unless
it provides a notice to the FDIC that it is acting as
adeposit broker.

OTS staff should refer to definitions and provi-
sions of § 337 of the FDIC regulations to
determine compliance with the brokered deposits
provisions.
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Deposit development and brokered deposit reten-
tion policies should recognize the following
issues:

Restriction on accepting, renewing or rolling
over brokered deposits.
Limitsimposed by prudent competition.

Therisks of over-reliance on brokered deposits
as afunding source.

Regulators should monitor their caseload of under-
capitalized thrifts to identify violations of the
prohibition on brokered deposits. If athriftisin
violation of the prohibition, staff should communi-
cate thisfact to the FDIC, request progress reports
from the thrift regarding its disposition of brokered
deposits, and initiate corrective action to ensure
that the thrift ceasesits violation.

Out-of-Area Accounts: A high volume of de-
posits from customers who reside or conduct
their business outside of the normal market area
should be monitored by the thrift and reviewed
by the regulator regarding their volatility and
pricing. Such deposits may be the product of
personal relationships or good customer ser-
vice. However, large out-of-area deposits
sometimes are related to liberal credit accom-
modations or have been attracted by paying
significantly higher rates of interest than of-
fered by competitors. Such deposits might
prove costly in terms of excessive credit risks
taken to generate sufficient revenue to pay for
volatile, overpriced deposits.

Only well-capitalized institutions may accept,
renew, or roll over such deposits without re-
striction. Adequately capitalized institutions are
subject to the interest rate caps described
above.

Public Funds: Public funds deposits should be
reviewed because of their size and potential
volatility. Public funds normally fluctuate on a
seasonal cycle following the timing differences
between tax collections and expenditures. Gov-
ernment officials controlling public deposits
have aresponsibility to ensure that such depos-
its are placed with afinancia institution that
can provide or arrange the best service at the

least cost, and often place deposits with the
highest bidder. Frequently, state laws require
financial institutions to pledge collateral
against public funds deposits. Public funds de-
posits acquired through political influence
should always be regarded as volatile.

Sock Market-Indexed Certificates of Deposit:
Certificates of deposit with interest ratestied to
astock market index where a deposit brokerage
firm coverstherisk of increasing index values
still entail certain risks. The movements of such
indexes are subject to fluctuations that are un-
predictable and, compared with the usual
indexes used for variable-rate certificates of
deposit, extraordinary. Pursuant to safety and
soundness concerns, a savings associ ation issu-
ing such accounts must take precautionary
measures. Accordingly, savings associations
that offer variable-rate certificates of deposit
tied to astock market index must:

¥ Havethe skills required to effectively ana-
lyze the potential interest expenses of the
account.

¥, Take precautionary measuresto ensure
that it will not be subject to the payment
of unrestrained interest expenses.

¥ Analyze the creditworthiness and financial
strength of the brokerage firm, including
the broker’ s specific plansto cover itsin-
terest rate risk exposure due to both
upward or downward movementsin the
index.

¥ Haveonfilearecord (for example, abro-
ker's periodic status report) sufficient to
disclose the broker's ongoing interest rate
risk exposure from the date the association
paid its "fixed fees' for receipt of the sav-
ings to the date of such areport.

¥, Ensure that the brokerage firm is contrac-
tually obligated to appropriately
reimburse it in the event of an early with-
drawal in view of an association'sinitial
payment of a"fixed fee," representing
prepaid interest costs paid on the assump-
tion that the certificates will be held to
maturity.
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¥,  Comply with the safety and soundness re-
guirements of § 563.174 and § 563.175 of
the OTSregulationsand TB 13 if engaged
in the interest rate futures or financial op-
tions transactions to cover interest rate risk
exposure resulting from the issuance of
these market-indexed accounts.

¥, Document the board of directors approval
of the form of account. The form must
comply with the requirements of applica-
ble law and regulations and the
association's charter and bylaws; the min-
utes must include a detailed explanation as
to how the interest rate risk exposureisto
be covered. Otherwise comply with the re-
quirementsin 8563.7.

¥ Comply with all other potentially applica-
ble laws or regulations, such as those that
the Securities and Exchange Commission
and the Commodity Futures Trading
Commission enforce. In light of thisre-
guirement, savings associations must
consult with those agencies regarding the
issuances of stock market-indexed certifi-
cates of deposit, or obtain for thefilea
legal opinion stating that the market-
indexed CDs comply with all applicable
law.

Large Deposits: Large deposits are defined as
those concentrations of funds under one con-
trol, or payable to one entity, that aggregate two
percent or more of the institution's total depos-
its.

Demand Deposits; Both bank and savings asso-
ciations are prohibited from paying interest on
demand deposits. The banking agencies (FDIC
and FRB) have issued interpretations that per-
mit premiums to be paid and describe when
premiums will not be considered to be interest.
Institutions may pay any premium that is not,
directly or indirectly, related to or dependent on
the balance in a demand deposit account and
the duration of the account balance. OTS
agrees that such premiums are not interest and
generally follows the banking agencies inter-
pretations on this point.

Sweep Accounts: These are cash managed ser-
vices that permit customers to earn interest on
otherwise idle cash balances. Many institutions,
particularly large, commercia banks and some
savings associations, now offer these services
to retail commercia and trust companies.
Sweep accounts automatically "sweep" cash
balances out of a checking or non-interest bear-
ing deposit account into short term, typically
overnight, investments outside the depository
institution. A widely used vehicle by depository
institutions isto "sweep" funds out of checking
accounts into money market mutual funds that
operate independently of the bank/savings as-
sociation. Funds are swept from checking
accountsinto amoney market mutual fund as
frequently as every day after the close of busi-
ness at the depository institution. The "sweep"
istriggered by the amount of cash in the de-
posit account, which can be set by the
depositor. The "sweep" also may be reversed so
that sharesin the money market mutual fund
are redeemed and cash is deposited into the
checking or non-interest bearing account at cer-
tain times or when certain dollar limits are
reached. Depository institutions receive afee
for the "sweep" service.

The impetus for "sweep" accounts results from
the statutory and regulatory prohibition on the
payment of interest on demand accounts. Com-
mercial checking accounts are non-interest
bearing demand deposits owned by commercial
entities, and against which checks may be writ-
ten. Negotiable order of withdrawa (NOW)
accounts are available only to individuals, in-
cluding sole proprietorships or an
unincorporated business owned by a husband
and wife; non-profit organizations and for the
deposit of public funds. While not technically
demand deposits, NOW accounts permit the
payment of interest on accounts which are sub-
ject to check writing but only for entities that
qualify to use them. Because individuals and
certain other non-corporate entities may hold
NOW accounts which function as checking ac-
counts, "sweep" arrangements for non-
corporate entities do not necessarily raise legal
guestions. Since interest may be paid on NOW
accounts held by individuals and certain non-
corporate entities, "sweep" accounts are geared
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heavily toward corporations. It is essential that
depository institutions have systemsin place to
ensure that "sweep" accounts comply with
regulatory requirements.

Federal savings associations, unlike national
banks, do not have the authority to directly in-
vest customers funds in mutua funds. Federal
savings associations may, however, accomplish
the same result for their customers through ser-
vice corporations or with third-party broker-
dealers. The service corporation or third party,
pursuant to an agreement with the customer/
depositor, could in turn buy mutual fund shares
for the customer and sell those same invest-
ments the next day. Upon sale, the sale
proceeds belong to the depositor, who may de-
posit the proceeds back into the checking
account at the federal savings association.
"Sweeps' using mutual funds may involve
more steps for federal savings associations than
for national banks, but are permissible under
applicable law.

Federal savings associations that wish to offer
mutual fund "sweeps" through a service
corporation have two options. Either the service
corporation never holds mutual fund sharesin
its own name, so the type of mutual fund in-
vestments are unrestricted. Or, the service
corporation holds the mutual fundsin its own
name and restricts the investments to those that
savings associations can make. Savings
associations may invest only in investment
grade corporate debt securities.

An alternative method to structure a"sweep" is
to invest excess cash of a checking account into
repurchase agreements ("repos’). Such ar-
rangements must comply with the Government
Securities Act of 1986, as amended. See Thrift
Activities Handbook, Section 563, Government
Securities Act. Although permissible, this
method is somewhat cumbersome because it
requires substantial disclosures and a perfected
security interest under state law for each sale
subject to repurchase.

The simplest and most practical "sweep" ar-
rangement is the so-called linked account
"sweep" using two accounts at the same deposi-
tory institution, one a checking account and the

other some type of interest-bearing, non-
checking account, such as a savings account or
money market deposit account. However, the
federal banking agencies have not allowed
linked account "sweep" arrangements, either
because these "sweeps" appear to evade the
prohibition on paying interest on commercial
checking accounts or, in the Federal Reserve
Board's ("FRB'S") case, because they interfere
with the "FRB'S" monetary policy.

BORROWED FUNDS

Borrowings provide thrifts with a complementary
and often attractive aternative to deposits as a
source of funds. Generally, thrifts pursuing a strat-
egy of moderate growth find borrowing an
attractive funding alternative to retail deposits.
However, rapid growth based on short-term bor-
rowed funds, without well-established risk
management controls, has also contributed to the
failure of severa financia institutions.

The thrift's present and anticipated use of bor-
rowed funds should be integrated into the overall
goals and objectives of the business plan and its
funds management strategy. Borrowing is subject
to criticism if precipitated by poorly planned funds
management practices. Prudent management of
borrowed funds should include:

The clear identification of the purpose of the
borrowing;

Analysis of present and anticipated funding and
liquidity needs;

Analysis of the cost of the borrowing (includ-
ing the desired spreads between the cost of the
borrowing and the earnings from the assets
funded, and, if issuing securities, the cost of is-
suance);

Analysis of the availability of collateral;

Comparative analysis of the costs of various
alternative types of borrowings and deposits;
and

Freguent monitoring of the borrowing activity
to ensure that it remains appropriate to the
thrift's overall goals of interest rate risk man-
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agement, liquidity management, funds man-
agement, and near-term and longer-term
profitability.

Many thrifts have become active solicitors of
funds in the financial markets through transactions
such as reverse repurchase agreements and various
debt security issuances. Access to the financial
markets and the cost of such borrowingsisrelated
to the thrift's credit reputation, which is primarily
based upon the thrift's financial condition and ade-
guacy of capital.

Although borrowings in the financial markets can
be an attractive alternative to deposits, they have
certain costs and risks that must be considered.
Borrowings through debt issuance have operating
costs that should be considered such as issuance
expenses and investment banker fees. A moreim-
portant consideration is that thrift borrowings
typically are collateralized. The amount that a
thrift can borrow isrelated to the market value of
the collateral. When interest rates increase, the
market value of most financial collateral declines.
Consequently, rising interest rates often require a
thrift to pledge additional collateral or repay some
debt. Such rising-rate scenarios can place a con-
siderable strain on the thrift's liquidity. In a
rising-interest rate environment, the thrift's finan-
cial condition will also be negatively affected if it
has a significant mismatch of short-term borrow-
ings financing long-term assets that are required to
be held as collateral for borrowings.

Securities that are collateralized by direct obliga-
tions of or are fully guaranteed asto principal and
interest by the United States or any agency thereof
should not be "sold" in repurchase agreements un-
der $100,000 with maturities of 90 days or more
unless they meet the requirements under 8 563.84
of the OTSregulations. In addition, the OTS con-
siders the following to be "agencies' for the
purposes of government repurchase agreements:

1. Federa Home Loan Bank(s) (FHLB) (including
time deposits and overnight deposits). Note:
FHLB overnight deposits are eligible collateral
for retail repos only if a security interest may
be perfected in such account as required in 8
563.84(b)(3).

2. Federal National Mortgage Association
3. Government National Mortgage Association

>

Bank(s) for Cooperatives, including the Central
Bank of Cooperatives*

. Federal Land Bank(s)*
. Federal Intermediate Credit Bank(s)*

5

6

7. Tennessee Valley Authority

8. Export-Import Bank of the United States
9

. Commodity Credit Corporation
10.Federa Financing Bank
11.Federa Home Loan Mortgage Corporation

12.Student L oan Marketing Association
* Federal Farm Credit Banks

Major Sources of Borrowed Funds
Federal Home Loan Bank Advances

A traditional source of borrowing has been FHLB
advances. The FHLB policies determine the types
of advances, terms available, and any commitment
fees. FHL B advances may be short- or long-term
and may be secured or unsecured. An institution
may use mortgages or other assets including notes
secured by loans, funds on deposit with the FHLB,
and obligations issued, insured, or guaranteed by
the U.S. Government as security for an advance.
Whether an advance is otherwise unsecured or se-
cured, theinstitution's FHLB stock is pledged
against all advances.

The Federal Housing Finance Board (FHFB) also
determines the availability of FHLB advancesto
member institutions. An FHLB will not make new
advances available to atangibly insolvent member
without advance request to the FHLB and notifica
tion of the FHFB. Such advances may be renewed
for up to 30 days at the discretion of the FHLB.
Requests from the OTS or FDIC that an FHLB not
renew advances will be honored and must be sub-
mitted through the FHFB. For an institution that
fails one or more capital requirements, an FHLB
may make new advances as long as the institution
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istangibly solvent. Such a member institution's
access to advances may be limited or eliminated by
an FHLB at the written request of the OTS or
FDIC through the FHFB.

Rever se Repurchase Agreement

Reverse repurchase agreements (reverse repos)
with investment broker/deal ers are commonly used
by thrifts as a short-term source of funds. Reverse
repos are collateralized borrowings wherein the
thrift "sells" securitiesto a broker, agreeing to re-
purchase the same securities at a specified price
and date.

Any repurchase agreement program should be au-
thorized by a savings association's board of
directors only after consideration of the associa-
tion'sfinancial plan, operational system, and risk
controls. An association must create and maintain
a system of appropriate internal control procedures
similar to those instituted for other debt securities
issuances and structured financings. Associations
must comply with the federal securities laws, as
well aswith other regulatory and fiduciary re-
guirements. Board minutes relating to the initial
approval and subsequent review of such programs
should also reflect compliance with al applicable
OTS and Securities and Exchange Commission
(SEC) requirements. As aresult, any repurchase
program authorization should document the board
of directors consideration of these matters and the
conclusions should be recorded in the board's min-
utes. An association's repurchase agreement
program must also be monitored closely by asso-
ciation management with appropriate expertise and
experience in managing repurchase agreement pro-
grams.

Aswith any securities offering, the thrift should
follow the regulatory requirements found in 12
CFR 88 563.76, 563.80, 563.84 and Part 5639 of
the OTS regulations.

In order to satisfy the requirements of
8563.84(b)(3) that the interest of a repurchase
agreement purchaser in the security or securities
underlying the repurchase agreement constitutes a
perfected security interest under applicable state
law, an issuing institution must structure its repur-
chase agreement program as a secured lending

transaction. Repurchase agreement programs struc-
tured as a sale by the institution of undivided
fractional interestsin a government security or a
pool of government securities, subject to the insti-
tution's obligation to repurchase those interests, do
not satisfy the requirements of § 563.84(b)(3).

The issuance of repurchase agreements constitutes
securities offerings and are subject to the require-
ments of the federal securities laws. These
requirements include registration under the Securi-
ties Act of 1933, the Securities Exchange Act of
1934, and the Investment Company Act of 1940,
unless exempted or the association's program is
operating within the parameters of a"no action”
position. Thrifts must comply with the OTS re-
quirements related to securities offerings set forth
in 12 CFR Part 563g, which applies the Securities
Act and Securities Exchange Act specifically to
thrifts under OTS jurisdiction.

The anti-fraud provisions of the federal securities
laws also are applicable to repurchase agreement
programs and may result in the imposition of se-
vere sanctions against an association's directors
and managers, including civil and criminal liabil-
ity. These anti-fraud provisions prohibit fraudulent
conduct, including making false or misleading rep-
resentations in offering materials, advertisements,
or otherwise if related to repurchase agreements.

If similar but not identical securities are sold and
repurchased, they are referred to as dollar reverse
repurchase agreements (dollar reverse repos) or
dollar rolls. Reverse repos, wherein identical secu-
rities are exchanged, are accounted for as
financing transactions. Depending on the terms of
the agreement, dollar reverse repos are accounted
for either as financings or as purchase and sales.
For accounting purposes, dollar reverse repos can
be considered financings if the securities returned
at the repurchase date are "substantially the same"
asthe securities "sold" at the origination date. If
the returned securities are not substantially the
same, the transaction becomes a sale for account-
ing purposes.

Substantially the Same. Securities are considered
substantially the same when they have similar
characteristics and similar yields. The issuer, cou-
pon interest rate, maturity, and anticipated
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prepayments of the underlying loans must all be Type of Security/ Term of Agreement
consistent to be considered substantially the same. U.S. agency securities/

Theissuer of the security (e.g., GNMA or less than 1 month 2%
FHLMC) isimportant because differences exist in 1 month 3.4%
relative creditworthiness. Loans packaged into a 2 month 4-5%
pool security must yield the same composite inter- 3 month 5-6%
est rate and have similar maturities. For example,

GNMA issues two general types of securities: U.S. government notes/

GNMA I's (characterized by loans with little de- ; mO“EE 5;‘;
viation in individual interest rates with 30-year 3 month 34
terms and from a similar geographic area) and

GNMA II's (characterized by loans with awider U.S. government bonds/

spread in their individual interest rates with 15- or 1 month 2%
30-year terms and with more geographic diversity). 2 month 1%
Therefore, because of differing characteristics, a 3 month 1-1/2%
GNMA | generally cannot be exchanged for a

GNMA 11 and fulfill the substantially same crite- Collateralized mortgage obligations’
ria. Exchanges of GNMA I'sfor GNMA Il's must 1 month 5.706
be reviewed individually to determine that the se- 2 month 6-8%
curities have similar yields and maturities in order 3 month 7-9%

to be considered substantially the same.

Over-Collateralization. One of the primary
sources of risk in reverse reposis required over-
collaterization. Excessive over-collateralization of
reverse reposis an unsafe and unsound practice
that poses a serious risk to the earnings and assets
of the institution. Should the purchaser be unable
for any reason to redeliver the securities upon ma-
turity of the repurchase agreement, large losses
would result. The term of the agreement, the type
of collatera transferred, and the likelihood of
market value fluctuationsin the value of the col-
lateral are the primary determinants of the
collateralization level necessary for reverse repos.
The percentage of collateralization is based on the
market value, not the face value, of the securities
at the time of the transaction.

Typica collateralization levels required by reputa-
ble broker-deal ers approximate the following:

Riskier securities, such as stripped mortgage-
backed securities, planned amortization class, tar-
geted amortization class, and collateralized
mortgage obligation residuas, have substantially
higher and wider-ranging collateralization re-
guirements.

Collateralization levelsin excess of these for U.S.
agency or government securities should necessitate
further review and comment by the regulator and
the board of directors awareness and involvement
in the transaction. For all such transactions, thrifts
should attempt to minimize the necessary collater-
alization requirements by contacting severa
reputable brokers to obtain quotes. These quotes
should be documented.

Counter-Party Risk. Excessive
over-collateralization is not the sole risk factor
affecting reverse repurchase agreements. The
strength of the counter-party is aso critical to
minimizing risksto the thrift. Thrifts should rou-
tinely monitor the creditworthiness of
counter-parties. At a minimum, this should include

*

For institutions with capital (excluding goodwill)
exceeding $16 million. Smaller institutions would re-
quire aminimum of 20 percent, and often much more,
to effect these transactions.
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determining whether the counter-party is a primary
dealer and length of time in business, reviewing
counter-party reports filed with the SEC, review-
ing financial statements of the counter-party with
respect to capital levels, evaluating previous ex-
perience with the dealer, and researching the
reputation of the counter-party with the SEC and
the National Association of Securities Dealers.

Regulators should also review provisions for the
assignment of collateral, rights to rehypothecate,
and collateral maintenance practices for reverse
repurchase agreements.

To satisfy the requirements of 8 563.84(b)(3) --
that the interest of arepurchase agreement pur-
chaser in the security or securities underlying the
repurchase agreement constitutes a perfected secu-
rity interest under applicable state law -- anissuing
institution must structure its repurchase agreement
program as a secured lending transaction. Repur-
chase agreement programs structured as a sale by
the institution of undivided fractional interestsin a
government security or a pool of government secu-
rities, subject to the institution's obligation to
repurchase those interests, do not satisfy the re-
quirements of 8§ 563.84(b)(3).

Short Funding. Some thrifts fund the purchase of
mortgage-backed securities (MBSs) by entering
reverse repos. If thereisasignificant difference
between short- and long-term interest rates (yield
curveis positively sloped), sizable spreads can be
achieved. However, these spreads can be achieved
only by assuming a significant amount of interest-
rate risk. If the dollar amount invested in this strat-
egy comprises a significant percentage of assets or
exceeds explicit exposure limits required by the
board of directorsin accordance with TB 13, Re-
sponsibilities of the Board of Directors and
Management with Regard to Interest Rate Risk, the
strategy may be considered unsafe and unsound.

Collateralized Mortgage Obligation (CMO)

Thriftsissuing CMOs use MBSs or mortgage loans
to collateralize the CMO security. A CMO is
structured so that the cash flows from the underly-
ing collateral, given conservative prepayment and
interest rate level assumptions, are sufficient to
repay, with stated interest, the obligation arising

from the issuance of the CMO. A high investment
rating, resulting from conservative prepayment
assumptions, coupled with the CMO's various ma-
turity structures and interest rates provides appeal
to a broad range of investors.

The issuer of a CMO agreesto pay monthly, semi-
annually or quarterly coupons on the outstanding
bond value and to retire the bond principal accord-
ing to prescribed structure. For instance, aCMO
structure is characterized by classes, or "tranches.”
Typicaly, the tranches may consist of: (1) a
short-term, fast-pay tranche, (2) a
short-intermediate tranche, (3) along-intermediate
tranche, and (4) a slow-pay, zero-coupon ("Z" or
"accretion") tranche. In aCMO, some tranches
receive a coupon, while other tranches receive
principal payments from the collateral aswell.
When the first tranche isretired (paid-off), the
second tranche receives principal, and so on. Nor-
mally, the class with the shortest maturity receives
all of the principal prepayments until it isretired.
In the interim, the zero-coupon tranche accrues
interest, which is added to its principal balance,
resulting in negative amortization. Once faster
paying tranches are retired, the zero-coupon
tranche begins to receive payments on the
then-higher principal.

In recent years, CMOs have been structured rang-
ing from a single class to dozens of classes. Some
CMOs contain floating-rate tranches in which the
bond coupon is periodically readjusted based on an
index, typically the London Interbank Offering
Rate (LIBOR). A "straight” floating-rate tranche
moves in the same direction as changesin thein-
dex; an "inverse" floating-rate tranche moves
inversely to changesin the index. Many CMOs
contain a planned amortization class (PAC) or tar-
geted amortization class (TAC) tranche designed
to provide investors increased protection against
prepayment risk. PAC and TAC tranches transfer
risk to the non-PAC and non-TAC tranches.
Tranchesthat are specifically designed to absorb
prepayment risk from PAC and TAC tranches are
referred to as "support classes.”

The effective interest rate (effective cost to the
issuing thrift) and the term of the borrowing aris-
ing from the CMO will depend upon the
prepayments of the collateral underlying the CMO.
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Also considered in the interest rate on the borrow-
ing are the costs of issuing the CMO (legdl,
accounting, and other costs). These costs will be
amortized over the expected life of the CMO.
Therefore, faster prepayments of the underlying
collateral will require afaster write-off of the ex-
penses increasing the effective cost. It isvery
important to determine where the proceeds from
the CMO are invested. Since the term and effec-
tive interest rate of the CMO will vary based upon
prepayments of underlying collateral, it isimpor-
tant to determine the expected return from the
assets in which the proceeds from the CMO are
reinvested. The expected term of these assets
should be determined.

Residual cash flows arise due to the conservative
assumptions required by rating agencies to be used
in structuring the CMO and assessing the charac-
teristics of the underlying collateral to ensure that
the CMO is self-supporting. To the extent that ac-
tual cash flow exceeds these conservative
assumptions, "excess' or residual cash flowsare
created. Theresidual interest represents the pre-
sent value of all amounts expected to revert to the
issuer or its affiliates (including reinvestment earn-

ings).

The shorter CMO tranches will generally bear a
lower interest rate than the underlying mortgages
that are collateral for the issuance. This means that
during the early life of the CMO, the issuer will
receive income in excess of the interest expense it
pays, while during the later years, the income will
be less than the interest expense it paysto the

CMO holders. The excess of income over thein-
terest expense during the early life of the CMO is
known as phantom income. Since it will be offset
in later years, it is not income in the real economic
sense. This phantom income is accrued to the is-
suer as the holder of the residual interest and will
be transferred to buyers of the residual interest.

Frequently, thrifts have established a finance sub-
sidiary to issueaCMO. In the past, one benefit of
issuing a CM O through a finance subsidiary had
been the exclusion of the CMO security from the
thrift's minimum capital requirement calculation.
However, under the present capital regulations,
thisexclusion is eliminated. Effective January 1,
1997, specific authority for finance subsidiaries

contained in former 12 CFR 8§ 545.82 was re-
moved and all existing finance subsidiaries are
deemed operating subsidiariesunder 12 CFR §
559.11. All the functions of afinance subsidiary
may be done with fewer restrictions by an operat-
ing subsidiary.

Effective January 1, 1987, REMIC legidlation per-
mitted various security structures such as CMOs,
senior subordinated interests, and regular
pass-through securities to be issued under the
REMIC tax authority. The REMIC legidation pro-
vided flexibility in structuring multiclass mortgage
securities as asset sales or financings subject to
GAAP accounting standards. For example, athrift
using MBSs with unrealized losses as underlying
collateral will likely choose to classify its CMO
issuance as afinancing, rather than a sale, for fi-
nancial reporting to avoid recording the loss.
However, for tax purposes, under REMIC treat-
ment, the transaction can be structured as asaeto
record the losses and thus reduce the tax liability.
Prior to the REMIC legidlation, if sale treatment
was desired, CMO transactions needed to pass
very stringent tests. Although the transaction could
theoretically pass the tests for accounting pur-
poses, the result was amost inevitably
unacceptable from atax viewpoint.

The underlying collateral of CMOs structured to
meet the GAAP standards for a sale of assets are
treated asif sold, and the liability associated with
the issue does not appear on the issuer's financial
statements. If the transaction is treated as a financ-
ing, the MBSs or mortgages stay on the issuer's
books and the balance sheet is simply grossed up
to reflect the cash received from the offering and
the related liability under the bonds. (Any costs
incurred are deferred and amortized over the life of
the liability.)

Other Sources of Borrowed Funds

Common sources of thrift borrowed funds include
the following:

Federal funds purchased (commercial bank
loans).

I ssuance of various other debt securities.
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Retail reverse repurchase agreements.
Loans from a parent or affiliate.
L oans secured by the thrift's office building.

Underlying mortgage in awrap-around loan
unless the holder of the underlying mortgage
has accepted a subordinate position.

Liabilitiesfor capital |eases related to the
institution's offices or premises and equipment.

Redeemabl e preferred stock issued by consoli-
dated subsidiaries to third parties.

Commercia paper issued.
Eurodollars issued.

Liability from "sale" of loans with recourse
accounted for as afinancing.

Also considered a source of borrowed funds are
overdrafts in the institution's transaction accounts
in other depository institutions, where thereisno
right of offset against other accountsin the same
financial institution, unless the overdraftisin a
zero-balance account or an account that is not rou-
tinely maintained with sufficient balances to cover
checks drawn in the normal course of business.

Deposits/Borrowed Funds Analysis
Cost and Risk Analysis

Management should analyze and monitor the de-
posit and borrowing composition to determine the
effect of the financial costs on the net interest mar-
gin and profitability, and to assess the risks
associated with these liabilities. The analysis
should assist management in determining an ac-
ceptable liability mix. The regulator should
evaluate the adequacy of management's analysis
and its monitoring systems. Cost and risk analysis
should include:

The identification of the overall rate/volume/
mix of deposits and of borrowings and the pe-
riodic evaluation of changes (variance) in
interest expense due to changesin rate/ vol-
ume/mix.

An evaluation of the risk/benefit trade-offs of
the various sources of funds. (See discussion of
risk/benefit trade-offs below.)

A procedure to estimate the effect of an instan-
taneous and sustained shift in interest rates of +
100, + 200, + 300, + 400 basis points on the net
portfolio value of deposits and borrowings.
(Refer to Thrift Activities Handbook Section
650, Interest Rate Risk Management, for de-
tailed discussion.)

An analysis of the marginal cost to generate
additional funds.

An analysis of the potential effects on profit-
ability of paying below-market rateson
deposits.

Risk/Benefit Trade-Offs

Management should not attempt to increase net
interest income by merely increasing the level of
risk in the liability structure without adequately
analyzing and evaluating the risk/benefit
trade-offs. Examples of risk/benefit trade-offs in-
clude:

Retail versus brokered (including money desk)
deposits: Retail deposits generally are more stable
and lessinterest costly than brokered deposits, but
usually carry higher operating costs and are lim-
ited in total volume by the size of the local market
area and the competition within the local market
area. Brokered deposits, although usually higher
risk in terms of volatility and interest costs, never-
theless, may be appropriate for some thrifts,
provided that they are well-capitalized, or have a
waiver from the FDIC permitting them to offer
brokered depositsif they are adequately capital-
ized.

Borrowings versus deposits: Borrowings can pro-
vide alarge volume of funds quickly, while
retaining current deposit pricing strategies. The
cost of certain large-volume borrowings (e.g., cer-
tain issuance costs, effective reverse repo rates)
may benefit from economies of scale. However,
borrowings introduce collateral risk. Depending
upon their maturity and payment characteristics,
an increase in either borrowings or deposits may
aggravate interest rate risk.
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Thrifts generating large volumes of volatile short-
term deposits or accessing large volumes of short-
term borrowings should evaluate the feasibility of
hedging to aleviate their interest rate risk. (Refer

to Thrift Activities Handbook Section 660, Hedg-

ing.)
Marginal Cost Analysis

When interest rates are changing, average cost and
marginal cost of depositswill differ. Consideration
of marginal cost is especially appropriate for moni-
toring and evaluating the cost of new deposits.
When rates are rising, the true cost of acquiring
new deposits (marginal cost) will be greater than
the simple average of the incremental cost of a
higher rate paid on new deposits and an unchanged
cost on existing deposits. The higher rate must be
paid not only to the new depositors, but also to the
existing depositors who would have been willing
to hold deposits at the lower rate. The larger the
volume of existing accounts, the higher the mar-
ginal cost. In addition, the cost of servicing
accounts will rise as deposits increase. Moreover,
an increase in the rate at one maturity level might
necessitate a change in rate at other maturity lev-
els. The reaction of competing thrifts should also
be considered in setting interest rates on deposits.

Analysis of the true cost of additional deposits
places management in a better position to control
these costs. Some thrifts have paid high rates to
attract new deposits, resulting in amarginal cost
that exceeds the return on the loans and invest-
ments funded by those deposits. Such conditions
encourage decisions to relax loan and investment
credit underwriting standards.

Marginal cost analysis may not be as appropriate
for monitoring and evaluating the cost of addi-
tional borrowings because the rate paid on new
borrowingsis limited to the incremental funds
raised, not total funds. However, a comparative
analysis of the marginal cost of new depositsto the
incremental cost of new borrowings should be
done. (See Thrift Activities Handbook Section
530, Cash Flow and Liquidity Management.)

Below-Market Rates

Thrifts considering a strategy to shrink the balance
sheet by paying below-market rates on deposits
must research their market. A primary risk of the
strategy is underestimating the expected deposit
outflow. The rate sensitivity of deposits differs
from product to product, among different loca-
tions, and among different customer groups.

The effect of a below-market rate strategy on prof-
itability may be approximated by comparing
estimated cost savings (represented by the ex-
pected volume of deposit outflow timesthe rate
that had been paid on these deposits; plus the cost
savings represented by the spread between the
market rate and the below-market rate paid on the
remaining deposits); with the estimated cost (rep-
resented by the yield given up on interest-earning
assets expected to be sold times the volume ex-
pected to be sold, and/or the cost of any
anticipated new borrowings needed to replace the
deposit outflow as a continuing funding source).

REFERENCES
United States Code (12 USC)

Chapter 16: Federal Deposit Insurance Corpora-
tion

§1831f Brokered Deposits

Code of Federal Regulations (12 CFR)
Federal Deposit Insurance Corporation
Subchapter B: Regulations and Statements of Gen-
eral Policy
8337.6 Brokered Deposits

Office of Thrift Supervision

§545.16 Public Deposits, Depositories, and
Fiscal Agents

Part 557 Deposits

§561.16 Demand Accounts

§561.28 Money Market Deposit Accounts

§561.29 Negotiable Order of Withdrawal
Accounts

8563.80 Borrowing Limitations
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§563.81 I ssuance of Subordinated Debt Se- Office of Thrift Supervision Bulletins

curities and Mandatorily

Redeemabl e Preferred Stock RB 3b Policy Statement on Growth for Sav-
§563.84 Transfer and Repurchase of Gov- ings Associations

ernment Securities TB 13 Responsibilities of the Board of
§563.174  Futures Transactions Directors and Management with
§563.175  Financial Options Transactions Regard to Interest Rate Risk

Part 563g  Securities Offerings
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Deposits/Borrowed Funds
Program

Examination Objectives

To determine if the established strategic plans, policies, procedures, and practices related to deposit
solicitation/retention and borrowed funds adequately addresses safety and soundness, near- and longer-term
profitability, and compliance with laws and regulations.

To determine whether the thrift’ s officers and employees are operating in conformance with the established
plans, policies, procedures, laws, and regulations.

To determine the thrift's ability to generate market rate deposits, and its ability to access borrowed funds.
To determine the adequacy of management’s monitoring of deposits/borrowed funds.

Examination Procedures

Level | WKkp. Ref.

1.  Coordinate responsbilities and communicate findings with the examiner(s) assigned to
the review of cash flow/liquidity management and funds management.

2. Review the previous report of examination and all deposits and borrowed funds-rel ated
exceptions noted and determine if management has taken appropriate corrective action.

3.  Obtain and review strategic plans, marketing plans, policies, and procedures related to
deposits and borrowed funds. Determine whether these plans and policies are integrated
in the goals and objectives of the business plan. Planning and policy guidelines should
address safety and soundness issues, near-term and longer-term profitability, and
compliance with laws and regulations.

4, Determine that written plans, policies, and procedures are reviewed and updated as
necessary and that policy changes are communicated to appropriate personnel.

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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Program

WKkp. Ref.

5. Anayze the present sources, volumes, and trends of deposits and other borrowed money
(e.g., core deposits, volatile deposits, short- or longer-term borrowings).

6.  Assessthe adequacy of management’s evaluation of the thrift's near-term and longer-
term funding needs, and of the advantages/disadvantages of alternative funding sources
as well asthe thrift’s access to those sources.

7. Evaluate the present deposit and other borrowing structure in terms of:
Deposit pricing (e.g., at, above, or below-market competition);
Cost of the various major types of deposits and borrowingsin relation to the thrift's
overal cost of funds and the spreads between these sources of funds and the
earnings of the assets funded;
Availability of assetsto collateralize borrowings,
Major mismatching of short-term sources of funds financing long-term assets;
Liquidity;
Leve of capital; and

Ability to extend or repay maturing borrowings.

8. Evaluate whether planned growth is achievable, cost/beneficial, and supported by
adequate capital. Refer to the supervisory guidelines contained in Regulatory Bulletin 3b,
Policy Statement on Growth for Savings Associations.

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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9. Review the adequacy of management reports and the information systems to provide
management and the directors with information that is accurate, relevant, and useful for
decision making and for monitoring compliance with on-going plans and policy
guidelines.

10. Evaluate management’s expertise to carry out its responsibilities to conduct deposit
solicitation/retention and borrowing activitiesin a prudent, safe, and sound manner.

11.  Analyze brokered deposits to determine the volume of uninsured deposits, concentrations
of deposits from a particular broker or group of brokers, money desk activity, and
adequacy and completeness of records.

12. Determineif more than two percent of the deposits are concentrated under the control of,
or payable to, one entity.

13. If thethrift is not well capitalized, determine compliance with the restrictions or
prohibition on brokered deposits.

14. Review reports of broker fees paid and subsidiary expense ledgers for any unusual
brokered deposit activity. Confirm that a deposit broker is registered with the FDIC per §
337.6 if needed.

15. Review asample of trade tickets and confirmations of financia market borrowing
transactions such as reverse repurchase agreements. Test check that these transaction
records correspond to the transaction logs, reports to management and the directors, and
to the general and subsidiary ledgers.

Exam Date:
Prepared By:
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Program

16.

17.

18.

Evaluate the appropriateness of amounts of collateral for reverse repurchase agreements,
and report any evidence of over-collateralization.

WKkp. Ref.

Review the reconciliation of suspense accounts.

Review the Level 11 procedures and perform those necessary to test, support, and present
conclusions derived from the performance of Level | procedures.

Level Il

19.

20.

21.

Obtain alisting of deposit accounts of directors, officers, and other affiliated persons.
Test check these accounts for preferentia rates and appropriate board approval of
overdrafts.

Reconcile borrowed funds balances to the general ledger.

Ensure that the Objectives of this Handbook Section have been met. State your findings
and conclusions, as well as appropriate recommendations for any necessary corrective
measures, on the appropriate work papers and report pages.

Examiner’s Summary, Recommendations, and Comments

Exam Date:
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Deposits/Borrowed Funds
Questionnaire

General Questionnaire

1. Has management developed a clearly
defined retail deposit marketing strategy
that identifies desired market share and
assesses present and potential
COMPELItION? .ooveeeieeeeee e

2. Isthe retail deposit marketing strategy
integrated with the goals and objectives of
the business plan?........cccccceeivviiiiiiiee e,

3. Does management analyze the deposit
structure and identify core and volatile
AEPOSIES? .evvviiiieee et

4. Have substantial amounts of funds been
obtained through deposit brokers or money
desk operations? ......cccccceeeeeeiciiiiiee e

Is the board of directors aware of the
high amount of brokered or money desk
JEPOSItS?.ceiee it

Are more than two percent of the
deposits concentrated under the control
of, or payable to, one entity?.................

5. If accepting "brokered deposits” (including
brokered, money desk, and deposits paying
a significantly higher rate of interest than
the prevailing rate offered by other thrifts in
the normal market area), is the thrift well-
capitalized, or if adequately capitalized,
does it have a waiver from the FDIC? .........

6. Does management analyze its present and
anticipated funding needs?..............ccceuueee

Comments

Yes | No

10.

11.

12.

13.

14.

15.

Does management analyze the cost of
deposits versus the cost of other borrowing
alternatives? .......ooovvee e

Does management analyze and monitor the
availability of collateral for borrowings?.......

Does management regularly monitor
pricing, volume, sources, volatility, and
trends of its deposits and borrowings in
relation to the overall goals of interest rate
risk management, liquidity management,
funds management, and near- and longer-
term profitability? ..........cccoiii

If the association has stock market-indexed
certificates of deposit, has it complied with
the safety and soundness, legal, reporting,
and records requirements for offering these
INSEIUMENTS? ...

Is the level of over-collateralization of
reverse repurchase agreements
acceptable? ...

Are the savings and borrowings trial
balances reconciled to the general ledger
on at least a monthly basis? ...........cccccoe..

Are files of trade tickets and confirmations
of borrowings from the financial markets
MaiNtaiNed? .....cooeeeiiiiiiiiiiie e,

Are the trade tickets and confirmations
ACCUIALE? ..

Are internal control procedures regarding
deposits and borrowings adequate?...........

Yes

No

TA 560 (9/98)
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SECTION: Reserve Requirements (Regulation D)

Section 561

Introduction

Under the Depository Institutions Deregulation and
Monetary Control Act of 1980, every depository
institution that has transaction accounts or nonper-
sonal time deposits must maintain reserves on those
deposits as prescribed by the Federal Reserve
Board (FRB). The FRB’s Regulation D, Reserve
Requirements of Depository Institutions (12 CFR 8§
204), contains the rules related to reporting deposits
and maintaining reserve balances. Depository in-
stitutions, whether members of the Federal Reserve
System or not, are required to file a periodic report
of deposits with the Federal Reserve Bank in the
Federal Reserve District in which it is located.

The reports of deposits (i.e., FR 2900 for weekly
reporters, FR 2910q for quarterly reporters, and FR
2910a for annual reporters) are used by the Federa
Reserve to more precisely define the components of
the money supply, set reserve requirements, and, in
aggregate, help formulate monetary policy. Errors
in reporting or in maintaining proper reserve bal-
ances may adversely affect the conduct of monetary
policy by the Federal Reserve and result in: (1)
higher reserve requirements and a reduction in po-
tential earnings, (2) the assessment of reserve defi-
ciency charges, and (3) a more frequent reporting
requirement.

Regulation D is a highly complex regulation that
requires careful study to master. It is suggested
that the regulation itself be read by all regulators.

This Handbook Section only touches on the high-
lights of the regulation and focuses on those areas
that are frequently misunderstood.

Transaction Accounts

Transaction accounts are defined with great speci-
ficity in 12 CFR § 204.2(e). Such accounts include:

demand deposits,

certain accounts on which the depository insti-
tution has reserved the right to require at |east
seven days written notice prior to withdrawal or

transfer of any funds. These accounts include
those subject to check, draft, or other similar
item, those subject to automatic withdrawal,
also those that permit a depositor to make more
than six withdrawals per month or statement cy-
cle

deposits or accounts maintained in connection
with an agreement that permits the depositor to
obtain credit directly or indirectly through the
drawing of a negotiable or nonnegotiable check
or sSimilar device, and

certain other accounts that the FRB has deter-
mined by rule or order, to be transaction ac-
counts.

Savings deposits as defined in 12 CFR § 204.2(d)
are not transaction accounts.

Nonpersonal time deposits are defined in 12 CFR §
204.2(f). Reservesare no longer required to be held
against these deposits.

Eurocurrency liabilities are defined in 12 CFR §
204.2(h). Reserves are no longer required to be
held against these liabilities.

Reserve Requirements

Regulation D (12 CFR 8§ 204.9(a)(1)) specifies the
reserve requirement ratios for al depository institu-
tions as shown in Table 1.

Thereis a zero percent reserve requirement on the
first $4.4 million of the ingtitution's transaction ac-
counts subject to the low reserve tranche ($49.3
million). A three percent reserve requirement is ap-
plied on the remainder of the low reserve tranche.
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The FRB establishes before the beginning of each
year the amount of transaction accounts subject to
the three percent ratio requirement. This adjust-
ment is known as the low reserve tranche adjust-
ment. The FRB also establishes on an annual ba-
sis the amount of reservable liabilities of each de-
pository institution that is subject to areserve re-
quirement of zero percent. Thisis known asthe
reservable liahility exemption. Reservable liabili-
ties include transaction accounts, nonpersonal time
deposits, and Eurocurrency liabilities as defined in
8 19(b)(5) of the Federal Reserve Act. The re-
serve ratio on nonpersonal time deposits and Euro-
currency liabilities is zero percent.

Deposit cutoff levels are used in conjunction with
the reservable liability exemption to determine the
frequency of deposit reporting. Nonexempt insti-
tutions are those with total reservable liabilities
exceeding the amount exempted from reserve re-
quirements while exempt institutions are those with
total reservable liabilities not exceeding the amount
exempted from reserve requirements.

Table 1

Category Reserve Requirement

Net Transaction Accounts

$0 - $4.4 M 0% of amount*
$4.4-$49.3 M 3% of amount
>$49.3 M $1,479,000 + 10% of
amount > $49.3 M
Nonpersonal Time Deposits 0%
Eurocurrency Liabilities 0%

* See 12 CFR 204.3(a)(3) for a technical explanation of
the allocation of exemption from reserve requirements.

Specific Rulesfor Certain Types of Savings De-
posit Accounts

Preauthorized or automatic transfers for savings
deposits such as passbook and statement savings
accounts and money market deposit accounts
(MMDAS) are limited to six transfers and with-

drawals, or a combination of such, per calendar
month or statement cycle of at least four weeks.
Three of these transfers may be made by check,
draft, or similar order drawn by the depositor to
third parties. Telephone transfers to another ac-
count of the same depositor are also restricted to
the six-transactions limitation.

MMDASs and other savings deposits should be re-
ported separately where called for according to
reporting instructions for the specific reports.

Ingtitutions are required to implement procedures
either to prevent transfersin excess of the limita-
tions or to monitor accounts on a periodic basis
and contact customers who exceed these limits.
Further, proper disclosure to customers of these
limitations may serve to ensure compliance.

If the account limitations are exceeded, the account
will be either closed and the funds placed in an-
other account that the depositor is eligible to
maintain, or the transfer and draft capacities of the
account will be taken away.

Frequency of Reporting

The frequency of filing the report of deposits with
the Federal Reserve ranges from weekly to annu-
aly and is based on the leve of total deposits and
reservable liabilities. Institutions are screened
during the second quarter of each year to determine
reporting frequency beginning the following Sep-
tember.

Effective December 17, 1996, nonexempt institu-
tions with total deposits of $59.3 million or more
are required to report weekly while nonexempt in-
stitutions with total deposits less than $59.3 mil-
lion may report quarterly, in both cases on FR
2900. Similarly, exempt institutions with total
deposits of $48.2 million or more are required to
report quarterly on form FR 2910q while exempt
ingtitutions with total deposits less than $48.2 mil-
lion may report annually on form FR 2910a. In-
stitutions with total deposits below $4.4 million are
excused from reporting if their deposits can be es-
timated from other sources.
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SECTION: Reserve Requirements (Regulation D)

Section 561

Where Reserve Balances are M aintained

Each depository ingtitution can satisfy its reserve
requirements with a combination of vault cash and
balances held at a Federal Reserve Bank. Deposi-
tory ingtitutions may deposit their required reserve
balances directly with a Federal Reserve Bank.
Depository ingtitutions that are not members of the
Federa Reserve alternatively may elect to pass
through their required reserve balances to the Fed-
era Reserve through a correspondent -- which may
be the District Federal Home Loan Bank. The cor-
respondent will pass through this required reserve
balance dollar for dollar to the Federal Reserve
Bank in the Federal Reserve Digtrict in which the
main office of the respondent ingtitution is located.
However, every depository ingtitution that main-
tains transaction accounts or nonpersonal time de-
positsis required to file its report of deposits di-
rectly with the Federal Reserve Bank of its Dis-
trict, regardless of the manner in which it chooses
to maintain required reserve balances.

The Federa Reserve Bank that receives the reports
shall notify the reporting depository institution of
its reserve requirements. If a pass-through ar-
rangement exists, the Reserve Bank will also notify
the correspondent that passes reserve balances
through to the Federal Reserve of the depository
institution's required reserve balance.

Reserve Deficiency Charges

Deficiencies in a depository institution's required
reserve balance are subject to reserve deficiency
charges. Federal Reserve Banks are authorized to
assess charges for deficiencies in required reserves

depository ingtitution to eliminate deficienciesin
its required reserve balance by maintaining addi-
tional reserves during subsequent reserve mainte-
nance periods.
References

United States Code (12 USC)

Subchapter X1V - Bank Reserves

§ 461 (19(a) - (c)) Reserve Requirements

Code of Federal Regulations (12 CFR)
Federal Reserve System Rules and Regulations

Part § 204 Reserve Reguirements of De-

pository Ingtitutions

FRB Amendments/Inter pretations of Regula-
tion D

61 FR 60171, November 27, 1996 - Reserve Re-
quirements of Depository Institutions

61 FR 69020, December 1, 1996 - Reserve Re-
quirements of Depository Instiutions

62 FR 34613, June 27, 1997 - Reserve Require-
ments of Depository Ingtitutions and 1ssue and
Cancellation of Capital Stock of Federal Reserve
Banks

Chapter V - Office of Thrift Supervision, De-
partment of the Treasury

Part 557 Deposits
at arate of two percent per year above the lowest o
rate in effect for borrowings from the Federal Re- 8561.9 Certlflcgte Account
serve Bank on the first day of the calendar month 8561.16 Deman Achunt .
in which the deficiencies occurred. Charges are 8561.28 Money Market Deposit Accounts
assessed on the basis of daily average deficiencies 8561.29 Eegotl aPIe Order of Withdrawl
duri h maint iod. ccounts
Hring each marrienance perl §561.42 Savings Account
In satisfaction of areserve deficiency and any
charges accruing, a Federal Reserve Bank may,
after consideration of the circumstances, permit a
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Reserve Requirements (Regulation D)
Program

Examination Objectives

To determine that the ingtitution has procedures in place to comply with Regulation D.

To determine that the ingtitution is in compliance with the reporting and reserve balance requirements of the
regulation.

Examination Procedures

Level |

1.

Identify whether the institution prepares a report of deposits and submitsit to the Federal
Reserve Bank inits district.

WKkp. Ref.

Determine whether the ingtitution has implemented operating procedures and a system of
internal controls to ensure compliance with the reporting requirements.

Obtain the institution’ s records detailing charges incurred or instances of returned forms,
indicating inadequate compliance with Regulation D. Determine whether the ingtitution
has corrected any problem areas.

Determine whether the institution’ sinternal audit program provides adequate coverage to
assure that the reporting requirements are monitored on aregular basis. If the ingtitution
does not have an internal audit function, a program of management reviews or self audits
should include the reporting requirements.

Identify whether the institution has procedures in place to identify and monitor the
monthly transaction limitations on regular passbook accounts and money market
accounts to ensure that they do not exceed regulatory limits.
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Reserve Requirements (Regulation D)
Program

WKkp. Ref.

6. Review Level 1l procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level | procedures.

Level Il

7. Review the two most recent reports of deposits to determine whether the itemslisted are
accurate and properly classified.

8. Perform alimited review of all line items on the report of deposits.

9. Perform areview and evaluation of the institution’s system of internal controls for
Regulation D reporting compliance. Typical interna controls include independent review
and verification of forms for accuracy prior to submission and the maintenance of proper
supporting documentation.

10. Ensure that the Objectives of this Handbook Section have been met. State your findings
and conclusions, as well as appropriate recommendations for any necessary corrective
measures, on the appropriate work papers and report pages.

Level Il

11.  If substantive exceptions are noted in examination procedures 1-5, perform a detailed
review of al line items on the report of deposits and reconcile the form line items with
the genera ledger accounts for the specific time period under review.

Examiner’s Summary, Recommendations, and Comments

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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CHAPTER: Liquidity

SECTION: Government Securities Act

Section 563

Introduction

A succession of highly publicized failures of gov-
ernment securities broker/dealers occurred from the
mid-1970s to the mid-1980s (e.g., Drysdale, Lom-
bard-Wall, E.S.M.) causing large losses to inves-
tors. Four practices were common to the failed gov-
ernment securities broker/dealers:

Selling multiple interests in the same securities
under several repurchase agreements while
maintaining custody of the securities and the
pledging of customer securities without transfer-
ring title or possession;

Inadequate collateral given to customers when
the broker/dealer engaged in repurchase trans-
actions with customers or excessive collateral

demanded when reversing securities from cus-
tomers,

Poor recordkeeping; and

Inadequate capital .

As aresult of these failures and improper practices,
Congress was impelled to exercise its authority over
the largely unregulated government securities mar-
ket through passage of the Government Securities
Act of 1986 (GSA). The stated purpose of the GSA
and itsimplementing regulations is to enhance the
protection of investorsin government securities by
establishing and enforcing appropriate financial
responsibility and custodial standards.

The GSA appliesto al financia ingtitutions that
engage in government securities activities. For the
purposes of the GSA, government securities in-
clude:

U.S. Treasury hills, bonds, and notes,

Discount notes, bonds, certain collateralized
mortgage obligations, pass-throughs, master
notes, and other obligations of the Government
National Mortgage Association (GNMA), the
Federal National Mortgage Association
(FNMA), the Federal Home Loan Mortgage
Corporation (FHLMC), the Student Loan Mar-

keting Association (SLMA), the Farm Credit
System (FCS), and the Financing Corporation;
and

FNMA or FHLMC stock.

"Off-exchange" puts, calls, straddles, and "similar
privileges' on government securities are considered
to be government securities except for the rules ad-
dressing custodial holding of securities.

Custodial Holding Requirements

All thrift institutions that hold government securi-
tiesasfiduciary, custodian, or otherwise for the
account of a customer (including a counterparty to
a hold-in-custody repurchase agreement) must
comply with the requirements relating to the safe-
guarding and custody of those securities. All gov-
ernment securities held for customers, including
those subject to repurchase agreements with cus-
tomers, must be segregated from the thrift's own
assets and kept free from lien of any third party or
the thrift. A thrift that holds securities held for a
customer through another institution, a custodian
institution, must notify that custodian ingtitution
that such securities are customer securities. The
custodian institution must maintain the customer
securities in an account that is designated for cus-
tomers of the thrift. The thrift must notify the cus-
todian institution that these securities are to remain
free of any lien, charge, or claim. In turn, the custo-
dian ingtitution, upon the instruction of the thrift, is
required to treat the securities as customer securi-
ties and maintain those securities in accordance
with 17 CFR 8 450. The custodian ingtitution does
not have to keep records that identify individual
customers of the thrift.

When a thrift maintains customer securitiesin an
account at a Federal Reserve Bank, it is considered
to be in compliance with the requirements to hold
customer securities free of lien if any lien of the
Federa Reserve Bank or other party claiming
through it expressly excludes customer securities.

Office of Thrift Supervision
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SECTION: Government Securities Act

Section 563

The thrift is not required to maintain customer se-
curities in a separate custody account at the Fed-
era Reserve Bank, athough segregation is encour-
aged. The thrift must segregate the customers' se-
curities on its own records.

A thrift may lend customer securities held in safe-
keeping to third parties and remain in compliance
with the GSA aslong as any securities loans are
made under a written agreement with the customer
and in compliance with OTS and FFIEC guidelines
for securities lending.

An ingtitution engaged in safekeeping U.S. Gov-
ernment securities for customersisrequired to is-
sue to the customer a confirmation or safekeeping
receipt for each government security held that
identifies the issuer, maturity date, par amount,
and coupon rate of the security being confirmed.

Recor dkeeping Requirements

Theinstitution must also maintain a recordkeeping
system of government securities held for customers
that is separate and distinct from other records of
theingtitution. These records must: (1) identify
each customer and each government security held
for a customer; (2) describe the customer's interest
in the security (e.g., pledged to secure a public de-
posit), and (3) indicate al receipts and deliveries of
securities and cash in connection with the securi-
ties. A copy of the safekeeping receipt or confir-
mation given to customers must be maintained.
Theinstitution is required to conduct a count at
least annually--and document it within seven
days--of physical securities and securities held in
book-entry form.

An annual reconcilement with customer account
records must aso be performed. In order to count
securities held outside the thrift, such as book entry
securities held at a Federa Reserve Bank, the thrift
must reconcile its records to those of the outside
custodian. Any securitiesin transfer, in transit,
pledged, |oaned, borrowed, deposited, failed to re-
ceive or deliver, or subject to arepurchase or re-
verse repurchase agreement must be verified when
they have been out of the thrift's possession for
longer than 30 days. All custodial holding require-
ment records must be maintained in an easily ac-
cessible place for at least two years and not dis-
posed of for at least six years. This system of rec-

ords must provide an adequate basis for an audit.
Additional information on custodia and fiduciary
holdings, including examination procedures and an
examination checklist, can be found in Trust Ac-
tivities Handbook Section 300, Operations and
Internal Controls.

Hold-In-Custody Repurchase Agreements

All thrift institutions that engage in repurchase
transactions and/or forward repurchase transac-
tions ("forward repos") with customers while re-
taining custody or control of government securities
("hold-in-custody" repurchase transactions) must
comply with the GSA requirements relating to
written agreements, confirmations, and disclosures.
Forward repos are repurchase and reverse repur-
chase transactions that settle in a next-day or
longer timeframe. Repurchase transactions for the
purposes of the GSA may be characterized and
accounted for by the parties as either asale and
repurchase of a security or as a secured loan. Se-
curities are considered to be retained in custody
even when the securities are maintained through an
account at another institution and the securities
continue to be under the control of the thrift. All
hold-in-custody repurchase transactions are re-
quired to be conducted pursuant to a specific writ-
ten repurchase agreement. If the customer agrees
to allow substitution of securitiesin a
hold-in-custody repurchase transaction, then
authority for the financial institution to substitute
securities must be contained in the written repur-
chase agreement. In al hold-in-custody repurchase
agreements where the financia institution reserves
the right to substitute securities, the following dis-
closure statement must be prominently displayed in
the written repurchase agreement immediately pre-
ceding the provision alowing the right to substitu-
tion:

REQUIRED DISCLOSURE

The (seller) is not permitted to substitute other se-
curities for those subject to this agreement and,
therefore, must keep the (buyer's) securities segre-
gated at all times, unlessin this agreement the
(buyer) grants the (seller) the right to substitute
other securities. If the (buyer) grants the right to
substitute, this means that the (buyer's) securities
will likely be commingled with the (seller's) own
securities during the trading day. The (buyer) is
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Section 563

advised that, during any trading day that the
(buyer's) securities are commingled with the
(seller's) securities, they may be subject to liens
granted by the (seller) to third parties and may be
used by the (seller) for deliveries on other securi-
ties transactions. Whenever the securities are
commingled, the (seller's) ability to resegregate
substitute securities for the (buyer) will be subject
to the (seller's) ability to satisfy any lien or to ob-
tain substitute securities.

No editing or paraphrasing of the above language
of the required disclosure statement is permitted
under the regulation, except for inserting the ap-
propriate names for the buyer and seller. Any thrift
issuing a hold-in-custody repurchase agreement
must disclose to the customer in writing that the
funds held pursuant to the repurchase agreement
are not adeposit and are not federally insured.

Written confirmations describing the specific secu-
rities subject to the transaction must be sent to the
customer by close of business on the day on which
the trade takes place, aswell as on any day on
which substitution of securities occurs. Issuance of
confirmations on the trade date for forward repo
transactions in government securitiesis especially
important since these transactions usualy settle in
alonger timeframe than normal settlement. Con-
firmations must identify the specific securities by
issuer, maturity, coupon, the money or the par
amount, market value, CUSIP or mortgage pool
number of the underlying securities, and whether
there are any rights of substitutions. Market value
is defined as the most recently available bid price
for the security, plus accrued interest.

Pooling of securities as collateral for repurchase
agreementsis no longer permitted. "Blind pooled”
hold-in-custody repurchase transactions occur
when a seller does not deliver securities and does
not identify specific securities as belonging to spe-
cific customers. Instead, the financia institution
sets aside, or otherwise designates, a pool of secu-
ritiesto collateralize its outstanding repurchase
obligations. The regulations require that the written
confirmation sent to a customer must identify the
specific securities that are the subject of the
hold-in-custody repurchase transaction. A specific
security identified to a customer must bein an
authorized denomination, that is, in adeliverable
par amount.

Broker/Dealer Notification Requirements

A much more limited number of thrift institutions
are subject to the broker/dealer notification re-
quirements set forth in the GSA. Thrift institutions
that are government securities brokers or dealers
arerequired to notify OTS of their status upon
becoming a government securities broker or dealer
and to comply with applicable requirements rel at-
ing to those activities.

A thrift institution will generally be considered a
government securities broker if it engagesin the
following government securities activities:

Representing itself as a government securities
broker or inter-dealer broker, or

Actively soliciting purchases or sales of gov-
ernment securities on an agency basis.

A thrift institution will generally be considered a
government securities dedler if it engagesin the
following government securities activities:

Underwriting or participating in a selling group
for the sale of government securities;

Advertising or otherwise representing itself to
other dedlers or investors as a dealer in gov-
ernment securities; or

Quoting a market for government securities,
and in connection with such quotations, stand-
ing ready to purchase or sell government secu-
rities.
A thrift institution that buys or sells government
securities solely for investment for its own account
or accounts for which it acts as fiduciary will not
generally be considered as a broker or dealer and
subject to notification requirements, even if such
purchases and sales are made with some fre-
guency. Although still subject to custodia holding
(except for savings bond transactions) and
hold-in-custody repurchase agreement require-
ments, a thrift may engage solely in the following
government securities activities without filing a
written notice or associated requirements:
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Issuing or handling savings bond transactions
(exemption from custodia holding requirements
permitted);

Submitting tenders for the account of customers
for purchase on origina issues of U.S. Treas-
ury securities,

Engaging in limited government securities
dealer activities, such as entering into repur-
chase or reverse repurchase agreements, or
sales or purchases in afiduciary capacity; or

Engaging in limited brokerage activities:.

either effecting fewer than 500 government se-
curities brokerage transactions per year, or ef-
fecting brokerage transactions only through an-
other government securities broker or dealer on
afully disclosed basis where its employees per-
form only clerical, ministerial, or order-taking
functions.

Notice by thrift institutions of their government
securities broker or dealer activitiesisto befiled
with OTS on Forms G-FIN and G-FIN-4. Once an
institution has filed notice of its status as a gov-
ernment securities broker or dealer, any changes to
the status of its filing must be reported within 30
days. If athrift ingtitution ceases its government
securities activities, it must file a notice of termi-
nation using Form G-FINW. See Appendix A for
exhibits of the current G-FIN and G-FINW forms.

References
Code of Federal Regulations (17 CFR)

Chapter 1V: Department of the Treasury

Subchapter A: Regulations under Section 15c¢ of
the Securities and Exchange Act of 1934

Subchapter B: Regulations under Title 11 of the
Government Securities Act of 1986

Part 450--Custodial Holdings of Governmental
Securities by Depository Institutions

PL 99-571 The Government Securities Act of
1986

Form G-FIN (Department of Treasury) - Notice by
Financia Ingtitutions of Government Securities
Broker or Government Securities Dealer Activities

Form G-FINW (Department of Treasury) - Notice
by Financial Institutions of Termination of Activi-
ties as a Government Securities Broker or Gov-
ernment Securities Dealer

Department of Treasury Staff Interpretation of
Regulations Implementing the Government Securi-
ties Act of 1986 - Letter from Bureau of Public
Debt dated April 19, 1996, clarifying GSA record-
keeping requirements regarding forward repur-
chase agreement transactions

OTS Trust Activities Handbook Section 300
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Government Securities Act
Program

Examination Objectives

To determine that the thrift institution has procedures in place to comply with the GSA.

To determine that the thrift institution isin compliance with the custodial holding requirements, hold-in-
custody repurchase agreement regquirements, and reporting requirements of the regulation.

Examination Procedures

Level | WKkp. Ref.

1. Ascertain whether the thrift holds government securities as a fiduciary, custodian, or
otherwise for the account of a customer. If so, ascertain whether the institution has
procedures in place to maintain segregated assets and records and to conduct an annual
count of securities.

2. Review the previous report of examination and all GSA-related exceptions noted and
determine if management has taken appropriate corrective action.

3. Ascertain whether the thrift engages in repurchase transactions with customers while
retaining custody or control of the government securities. If so, ascertain whether the
institution has procedures in place for transaction confirmations.

4.  Ascertain whether the thrift is currently or has been a government securities broker or
dealer. If so, ascertain whether associated GSA reporting requirements have been met.

5. Review and ascertain whether the ingtitution’s internal audit program provides adequate
coverage to monitor the extent of applicability of the GSA.

6. Review Level 1l procedures and perform those necessary to test, support, and present

Exam Date:
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Government Securities Act
Program

WKkp. Ref.

conclusions derived from performance of Level | procedures.

Level Il

7. Review a sample of customer confirmations.

8.  Veify that customer securities are, in fact, segregated from those of the thrift.

9.  Veify that the recordkeeping system contains sufficient information.

10. Review the annua count of securities.

11. If acustodian institution is used, review a sample of transactions to determine whether
the custodian has received appropriate notification.

12. Review asample of repurchase transactions with customers to validate disclosures and
confirmations.

13.  Ensure that the Objectives of this Handbook Section have been met. State your findings
and conclusions, as well as appropriate recommendations for any necessary corrective
measures, on the appropriate work papers and report pages.

Examiner’s Summary, Recommendations, and Comments

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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APPENDIX A: Government Securities Act Section 563

Form G-FIN

Reporting Burden—Public reporting burden for this collection of information is estimated to average 1 hour per response, including the time for reviewing instructions, searching
existing data sources, gathering and maintaining the data needed, and and revi g the of ir Send regarding this burden estimate or
any other aspect of the coliection of information, including suggestions for reducing this burden, to the Office of ion and Reg y Affairs, Office of it and Budget,
Washington, D.C. 20503, and to one of the following: Secretary, Board of Governors of the Federal Reserve System, 20th and C Streets, NW, Washington, D.C. 20551; Assistant

y (Admini , Room F-400, Federal Deposit Insurance Corporation, Washington, D.C. 20429; Legislative and Regulatory Analysis Division, Office of the
Comptroller of the Currency, Washington, D.C. 20219; Chief Counsel's Office, Office of Thrift Supervision, 1700 G Street, NW, Washington, D.C. 20852; or to Securities and
Exchange Commission, 450 Fifth Street, NW, Washington, D.C. 20549.

Notice By Financial Institutions of
Government Securities Broker or Government
Securities Dealer Activities

(This booklet includes instructions and blank forms)

Board of Governors of the Federal Reserve System

Federal Deposit Insurance Corporation

Office of the Comptroller of the Currency

Office of Thrift Supervision

Securities and Exchange Commission

This notice must be filed by all financial institutions that are
government securities brokers or government securities
dealers that are not exempt from the notice requirement
under regulations of the Department of Treasury. Generally, a
financial institution will not be required to file as a government
securities broker or dealer if its only government securities
activities are to: (1) Buy or sell government securities solely
for investment for its own account; (2) Buy or sell government
securities for fiduciary accounts; (3) Handie savings bond trans-

NOTICE REQUIREMENTS

actions; (4) Submit tenders for the account of customers for
purchase on original issue of U.S. Treasury securities;
(5) Enter into repurchase or reverse repurchase agreements; (6)
Effect fewer than 500 government securities brokerage transac-
tions per year; (7) Effect brokerage transactions only through
another government securities broker or dealer on a fully dis-
closed basis; or (8) Effect brokerage transactions that do not
involve active solicitations.

For further information on the requirements to file this notice, please refer to the Instructions.

Office of Thrift Supervision
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APPENDIX A: Government Securities Act Section 563

Form G-FIN FR GFIN

OMB No. 7100-0224
Approval expires February 28, 1998

OFFICIAL USE

Notice of Government Securities Broker or Government Securities Dealer Activities
To Be Filed by a Financial Institution Under Section 15C(a)(1)(B)
of the Securities Exchange Act of 1934

1. Appropriate regulatory agency (check one): 2. Conducts business as:
A. [0 Comptroller of the Gurrency A. [0 Government Securities Broker
B. [0 Board of Governors of the Federal Reserve System B. [J Government Securities Dealer
C. O Federal Deposit Insurance Corporation c. O Government Securities Broker and Dealer
D. [0 office of Thrift Supervision
E. [J securities and Exchange Commission 3. Filing status of notice:
A [ Notice

B. [0 Amendment

4. A. Full name of the Financial Institution:

B. Address of principal office of Financial Institution:

C. Address of principal office where government securities broker or government securities dealer activities will be conducted
(if different than item (B)):

D. Mailing address if different from (B) or (C):

E. Name, title and telephone number of contact person with respect to this notice:

Name Title Telephone

5. Does Financial Institution conduct, or will it conduct, government securities broker or government securities dealer activities at any location
other than given in Question 4 above? A O Yes B. [0 No

(If yes, provide addresses and describe activities.)

563A.2 Regulatory Handbook May 1998 Office of Thrift Supervision
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6.

FR G-FIN
OMB No. 7100-0224
Approval expires February 28, 1998

Furnish the name and title of each person who is directly engaged in the management, direction or supervision of any of the financial
institution's government securi}ies broker or government securities dealer activities:

Full Name

Last First Middle Titie

Last First Middle Title

Last First Middle Titie

Last First Middle Title

Last First Middle Title

Note: Attach a separate Form G-FIN-4 (or, if previously filed, a copy of Form MSD-4 or Form U-4) for each person named in
response to this item 6.

. Has any “associated person” (see definition in paragraph A.7. of the instructions) responded “yes” to any question in item 17

of Form G-FIN-~4, or “yes” to one or more questions in ltems 23 through 26 of Form MSD-4 or Iltem 22 on Form U-4?
A O vYes 8. [ No
(If yes, attach a copy of Form G-FIN-4, Form MSD-4, or Form U-4 for all such persons with this Notice.)

Note: The financlal institution and the person executing this form are responsible for making an inquiry of all other employers
of any assoclated person during the immediately preceding three years for the purpose of verifying the accuracy of the

information furnished on Form G-FIN-4. (See 17 C.F.R. 400.4(c)). Similar requir are applicable to Form MSD-4 and
Form U-4.
. The financial institution submitting this notice and the person executing It represent that all of the information contained

herein is true, current and complete.

Please print name and title of person executing this notice:

First Middie Last Title

Marual Signature Date

Office of Thrift Supervision May 1998 Regulatory Handbook
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Form G-FIN

FR G-FIN
Page 1

Instructions for Completing Notice of Government
Securities Broker or Government Securities Dealer
Activities by Financial Institutions

GENERAL INFORMATION AND INSTRUCTIONS
A. Terms and Abbreviations

1. “Act” refers to the Securities Exchange Act of 1834, as
amended by the Government Securities Act of 1986.

2. “ARA” refers to the financial Institution’s appropriate regula-
tory agency, as defined in section 3(a)(34)(G) of the Act. See
general instruction (E) below for a listing of appropriate regula-
tory agencies.

o

. “Government securities” are defined in section 3(a)(42) of the
Act. In general, this term refers to direct obfigations of or
obligations guaranteed as to principal or interest by the United
States; securities issued or guaranteed as to principal or interest
by corporations designated by statute or by the Secretary of the
Treasurytoconstitute exempt securities; and puts, calls, straddles
or options on such securities. Although not all inclusive, the
following are the more common types of government securities
covered by the term: U.S. Treasury bills,
bonds, notes; discount notes, bonds, certain collateralized
mortgage obligations, pass throughs, master notes, and other
obligations of the Government National Mortgage Association
(GNMA), Federal National Mortgage Association (FNMA), Fed-
eral Home Loan Mortgage Corporation (FHLMC), Student Loan
Marketing Association (SLMA), Federal Home Loan Banks and
Farm Credit Banks; securitized Small Business Association
{SBA) loans; and FNMA stock.

»

. “Government securities broker” is defined in section 3(a)(43)
of the Act. In general, this term refers to a financial institution that
is regularly engaged in the business of effecting trans-actions in
government securities for the account of others.

o

“Government securities dealer” is defined in section 3(a)(44) of
the Act. In general, this term refers to a financial institution
engaged in the business of buying and selling government
securities for its own account but does not include a financial
institution insofar as it buys or sells securities for its own account
but not as a part of its regular business or in a fiduciary capacity.

o

. “Financial institution” is defined in Section 3(a)(46) of the Act. In
general, the term refers to any national or State chartered bank
or trust company which is supervised and examined by a State
or Federal bank supervisory agency, a foreign bank, and any
other institution whose deposits were formerly insured by the
Federal Savings and Loan Insurance Corporation.

~

. “Associated person” is defined by Treasury regulation
(17 C.F.R. 400.3(c})) to mean a person directly engaged in any
of the following activities in either a supervisory or nonsuper-
visory capacity: underwriting, trading or sales of government
securities; financial advisory or consultant services for issuers in
connection with the issuance of government securities;

other communications with public investors, or research or
investment advice other than general economic information or
advice, with respect to government securities in connection with
the activities described above. The term is further defined in
Section 400.3(c) to cover persons engaged in the following
activities in a supervisory capaclty: processing and clearance
activities with respect to government securities and mainte-
nance of records involving any of the activities described in
this paragraph.

This definition does notinclude directors and senior officers of
the financial institution who may from time to time set broad
policy guidelines affecting the financial institution as a whole, but
are not directly involvedin the conduct of the financial institution’s
government securities business on a day-to-day basis. It also
does not cover persons whose functions are
solely clerical or ministerial, persons who are acting in a fiduciary
capacity, or persons who act solely as order takers without
giving investment advice or receiving transaction-based com-
pensation.

B. Who Must File?

Under Section 15C(a)(1)(B) of the Act, any financial institution
that is a government securities broker or government securitles
dealer within the foregoing definitions must file with its ARA a
written notice, on the form prescribed herein, except as described
below.

A financial institution that buys and selis securities solely for
investment for its own account or for accounts for which it acts as
a fiduciary will not generally be classified as a dealer, even though
such purchases and sales are made with some frequency. Virtually
every financial institution purchases government securities for
investment; and purchases and sales may occur to accommodate
changes in the financial institution’s financial position or to refiect
investment decisions. The legislative history of the Act indicates
that Congress did not intend to require financial institutions en-
gaged in such investment-type activity to register as dealers.

The Department of the Treasury has exempted financial institu-
tions that engage solely in the following activities:

(1) Acting as issuing agent, payment agent or forwarding
agent for U.S. Savings Bonds (17 C.F.R. 401.1);

(2) submission of tenders for the account of customers
for purchase on original issue of U.S. Treasury securities (17
C.F.R. 401.2);

(3) the sale and subsequent repurchase and the purchase and
subsequent resale of government securities pursuant to a
repurchase or reverse repurchase agreement (17 C.F.R.
401.4); or

(4) sales or purchases in a fiduciary capacity (17 C.F.R.401.4).

in general, government securities activities that may bring a
financia! institution within the definition of government securities
dealer include the following: (1) underwriting or participating in a
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selling group for the sale of government securities; (2) advertising
or otherwise holding itself out to other dealers or investors as a
dealer in government securities; or (3) quoting a market for govern-
ment securities, and in connection with such quotations, standing
ready to purchase or sell government securities.

The Department of the Treasury also has exempted (17 C.F.R.
401.3) any financial institution from the definition of government
securities broker unless it (1) hoids itself out as a government
securities broker or interdealer broker; or (2) actively solicits
individual purchases or sales of government securities on an
agency basis. In addition, a financial Institution will be exempt if it
(a) effects less than 500 brokerage transactions per year or
(b) except for U.S. Savings Bonds and submissions of tenders
for U.S. Treasury securities (as described above), effects all
brokerage transactions through a government securities broker or
dealer who is clearly identified as the entity providing the brokerage
services, and who meets the other conditions of the exemption.

Abranch or agency of a foreign bank that engages in government
securities transactions solely wlth non-U.S. citizens
that are resident outside the United States is also exempt
(17 C.F.R. 401.6).

C. When to file

A financial institution that was acting as a government securities
broker or government securities dealer on July 25, 1987, was
required to file a notice with its ARA on or before that date. Any
financial institution that proposes to act as a government
securities broker or government securities dealer after that date
shall file the notice before It commences operations.

D. Amendments

In the event any of the information previously submitted on this
notice becomes incomplete, inaccurate or no longer applicable, the
notice must be amended. This amendment must be filed
within 30 calendar days of the notice becoming inaccurate
{17 C.F.R. 400.5(b)).

Items 1, 2, 3, 4, and 8 of the notice shall be completed for each
amendment. Otherwise, only those items which are being
amended need to be completed.

E. How and where to file: Number of coples

Each financial institution must file two copies of the notice and
each amendment with its ARA, one of which will be sent by the ARA
1o the SEC. Retain one exact copy for your records. A financial
institution may determine the name and address of its ARA from the
following:

1. A national bank, a bank operating in the District of Columbia
thatis examined by the Comptroller of the Currency, or a Federal
branch or Federal agency of a foreign bank, files with the:

Office of the Comptroller of the Currency
Administrator of National Banks
Compliance Programs

Washington, D.C. 20218

FR G-FIN
Page 2

2. A State member bank of the Federal Reserve System, a
foreign bank, an uninsured State branch or a State agency of a
foreign bank, a commercial lending company owned or con-
trolled by a foreign bank, or an Edge corporation files with the:

Board of Governors of the
Federal Reserve System
Division of Banking Supervision & Regulation
Securities Regulation Section
Washington, D.C. 20551

3. A bank insured by the Federal Deposit Insurance Corporation
(other than a bank which is a member of the Federal Reserve
System or a Federal savings bank) or an insured branch of a
foreign bank files with the:

Federal Deposit Insurance Corporation
Division of Bank Supervision
Securities Analysis Unit

Washington, D.C. 20429

4. A Federal savings and loan association, Federal savings bank,
or an institution formerly insured by the Federal Savings and
Loan Insurance Corporation, files with the:

Office of Thrift Supervision

Office of the General Counsel
Corporate and Securities Division
1700 G Street, N.W.
Washington, D.C, 20552

5. A State chartered bank or a State chartered trust company
that is not a member of the Federal Reserve System and
whose deposits are not insured by the Federal Deposit Insur-
ance Corporation, or any other financial institution not
described in the preceding paragraphs, files with the:

Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549

F. Privacy Act Notice

Collection of the information to be supplied on this form is autho-
rized by section 15C(a)(1)(B) of the Securities Exchange Act of
1934, 15 U.S.C. 780-5(a)(1)(B). Disclosure is mandatory for all
financial institutions that act as government securities brokers or
government securities dealers that are not exempted from filing
under Treasury Department regulations (see 17 C.F.R. Part 401).
The principal purpose of this notice is to identify to the appropriate
regulatory agencies those financial institutions that act as govern-
ment securities brokers or government securities dealers and are
subject to regulation under the Act. Information supplied on this
form will be included routinely in the public files of the appropriate
regulatory agencies and will be available for inspection by any
interested person. In addition, the Securities and Exchange
Commission will maintain copies of all G-FIN notices in the public
files, and will make them available for public inspection by any
interested person. Financial institutions that do not provide the
information solicited on this form may not lawfully act as govern-
ment securities brokers or government securities dealers unless
exempt from the notice requirement by Treasury Department
regulation (17 C.F.R. Part 401).
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Form G-FINW

Burd -Publi i forthis ion of ion is esti 1o average 15 mi response, including the time for reviewing instructions, searching
exlsllng data sources, gamenng and maintaining the data needed, and complenng and reviewing the collection of information. Send comments regarding this burden estimate or
any otheraspect of the tion of i tion, including st ions for reducing this burden, to the Office of Information and Regulatory Affairs, Office of Management and Budget,

Washingten, D.C. 205[)3 and to one of the ro|luwmg Secretary, Board of Govemors of the Federal Reserve System, 20th and C Streets, NW, Washington, D.C. 20551; Assistant
i Room F-400, Federal Deposit Insurance Corporation, Washington, D.C. 20429; Legislative and Reguiatory Analysis Division, Office of the
Comptroller of the Currency Washington, D.C. 20219; Chiet Counsel's Office, Office of Thrift Supervision, 1700 G Street, NW, Washington, D.C. 20552; or to Securities and
Exchange Commission, 450 Fifth Street, NW, Washington, D.C. 20549.

Notice By Financial Institutions of Termination
of Activities as a Government Securities
Broker or Government Securities Dealer

(This booklet includes instructions and blank forms)

Board of Governors of the Federal Reserve System

Federal Deposit Insurance Corporation
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Form G-FINW FR G-FINW

OMB No. 7100-0224
Approval expires February 28, 1998

OFFICIAL USE

Notice by Financial Institutions of Termination of Activities as a Government
Securities Broker or Government Securities Dealer
1. Appropriate regulatory agency (check one):
A. O Comptroller of the Currency D. [J Office of Thrift Supervision

B. [J Board of Govemors of the Federal Reserve System E. [J securities and Exchange Commission
C. [ Federal Deposit insurance Corporation

2. (a) Full name of the Financial Institution:

(b) Address of principal office of Financial Institution:

(c) Mailing address if different from (b):

©

Fumish the name and address of the person who has or will have custody or possession of the financial institution's books and »  urds
with respect to the financial institution's activities as a government securities broker or government securities dealer:

Full Name

Last First Middie

Address

4. Fumish the address of the place where such books and records will be located:

5. The financial institution submitting this notice of termination of »  sities and the person executing it represent that all of the
information contained herein is true, current and complete.

Please print name and title of person executing this notice:

First Middle Last Title

Manuai Signature Date
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Form G-FINW

General Instructions for Form G-FINW
Termination of Activities as a Government Securities
Broker or Government Securities Dealer

1. When to file

A financial institution that has filed a Notice of Govern-
ment Securities Broker or Government Securities Dealer
Activities pursuant to section 15C(a)(1)(B) of the Secu-
rities Exchange Act of 1934 must file this notice with its
appropriate regulatory agency (ARA) when the financial
institution ceases to act as a government securities bro-
ker or government securities dealer.

A notice of termination activities as a Government
Securities Broker or Government Securities Dealer shall
become effective for all matters on the 60" day after
filing this notice unless the financial institution is other-
wise notified by its ARA.

2. How and where to file: Number of cop-
ies

Each financial institution must file two copies of the
notice with its ARA, one of which will be sent by
the ARA to the SEC. Both copies of this Notice
filed with the ARA shall be executed with a manual
signature in item 5. The Notice shall be signed in
the name of the financial institution by a principal
officer who was directly engaged in the manage-
ment, direction, or supervision of the financial in-
stitution’s government securities broker or dealer
activities.

Office of Thrift Supervision
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CHAPTER: Mortgage Banking
SECTION: Overview

Section 571

INTRODUCTION

The Mortgage Banking Chapter consists of this
Overview Section and sections on profitability,
accounting, production, secondary marketing, and
servicing. These sections are designed to be used
together for a comprehensive review of all mort-
gage banking operations or on a stand alone basis
to examine individual areas. Commercial mort-
gage banking is not discussed becauseitisa
specialized high-risk activity that is generally lim-
ited to arelatively few mortgage banking firms.
Multifamily lending, however, is generally con-
sidered residential and almost all of the material
in this Chapter is applicable.

Each section of the Mortgage Banking Chapter is
accompanied by its own set of examination pro-
cedures that embody the risk-focused examination
approach. Consistent with this approach, the pro-
cedures have been tiered into two levels. The
level of procedures performed during an examina-
tion will depend on the types of mortgage banking
activities conducted by the thrift, its subsidiaries,
and, in some cases, its affiliates. Because of the
rapidly changing mortgage banking industry, no
set of procedures can cover al of therisksin-
volved for thrifts. Therefore, regul ators are urged
to look closely at new mortgage banking activities
and practices that may pose direct or hidden risks
and tailor the examination to those activities that
may present material risk to the thrift.

This Overview Section describes the basics of
mortgage banking, its terminology, the major ar-
eas of risk, common errors made by thrifts, the
most common regulatory problems, and character-
istics of successful and unsuccessful mortgage
banking operations. General management issues
are also discussed.

M ortgage Banking Basics

Mortgage banking is the origination, sale, and ser-
vicing of mortgage loans (mortgages) secured by
either residential or commercial real estate.
Mortgage bankers are best described as being fi-
nancial intermediaries, which bring a variety of

mortgage services to consumers that are funded
by investors. They efficiently move capital from
surplus areas to their customers by means of pool-
ing similar mortgages for sale in a mortgage-
backed security (MBS). (See Section 542, Mort-
gage-Backed Securities.) During the period
between locking in an interest rate to a borrower
and selling the closed mortgage in the secondary
market the mortgage banker is subject to an
enormous amount of interest-rate risk (IRR). This
IRR isthe primary risk of mortgage banking, but
by no means the only risk.

The mortgage banking process begins with the
mortgage banker borrowing short-term funds to
make long-term residential mortgages to home
buyers and existing homeowners. The mortgage
banker then groups mortgages together (usually
into pools) for sale to outside investors. The pro-
ceeds of the sale repay the short-term loan and
startsthe cycle all over again. Most mortgage
bankers continue to service the mortgage even af-
ter the mortgage is sold. Servicing or loan
administration consists of collecting the monthly
payments, forwarding the proceedsto the inves-
tors who have purchased the mortgages,

maintai ning escrow accounts for payment of taxes
and insurance, and acting as the investor’s repre-
sentative for other issues and problems.

Mortgage banking is much more complicated than
the picture just described. A mortgage banking
company is made up of several departments. Each
department has its own set of investor rules, laws,
and regulations it must follow. From origination
to payoff, the mortgage banker must diligently
maintain files for each mortgage. Each stage is
carefully documented to:

Obtain the information necessary to process
the mortgage (application);

Determine the risk of the applicant and market
value of the property (processing, appraisal,
and underwriting);

Office of Thrift Supervision
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Obtain the money and close the mortgage
(closing and warehousing);

Package and sell the mortgage to an investor
(secondary marketing and shipping);

Collect, record, and remit monthly mortgage
payments to the investor (servicing or loan
administration); and

Foreclose and dispose of the property to pay-
off the mortgage (foreclosure and property
disposition).

Generaly, thrifts not only originate and service
mortgages for their own portfolios, but they also
buy, sell, and service other mortgages for profit in
any combination and volume, just as mortgage
bankers do. Their origination programs often
complement existing mortgage originations for
their own portfolio. This makes the servicing op-
eration more efficient due to the economies of
scale that result from adding servicing from mort-
gage banking to portfolio servicing.

Mortgage bankers have become increasingly spe-
cialized in recent years. Due to the cyclical nature
of mortgage finance, some rea estate lending
firms have changed the way in which they origi-
nate mortgages. Some have moved away from the
full service aspect of the industry and have be-
come experts at their specialty. These specialists
generally operate in either origination or servic-

ing.

Mortgage bankers that only originate mortgages
are usually called correspondents or brokers.
They concentrate on finding home buyersin need
of financing, processing the application and other
paperwork, sometimes funding the closing, and
then selling the closed mortgage and servicing

rights to an investor or servicing mortgage banker.

In some cases, brokers perform only a sales func-
tion by bringing together borrowers and mortgage
lenders. The low capita requirements necessary
to enter and maintain one or a small number of
branches, the accounting advantages for servicers
to purchase mortgage servicing rights rather than
originate them, and the personal independence
from the large servicing organizations are the
main reasons the broker and correspondent have
emerged.

Servicing mortgage bankers, sometimes called
wholesalers, concentrate on purchasing mortgages
from brokers and other mortgage bankers, but
they may also originate mortgages as do most
thrifts. Wholesalers generally pool mortgages into
MBSs guaranteed by FNMA, FHLMC, and
GNMA and sdll the resulting securities to private
investors but retain the servicing rights. The fees
from large volumes of servicing are their primary
source of income for wholesalers. Servicing can
be done on arecourse basis where the servicer re-
tains the risk of mortgage default or a non-
recourse basis which is much more common. (The
capital requirements for recourse servicing make
it undesirable for most thrifts.)

Full-service mortgage bankers not only originate
and service their own mortgages, but they may
also purchase mortgages from brokers or sell a
portion of their originations or servicing. The
various types of mortgage bankers are not always
distinguishable, especially since most thrifts both
originate and service their own mortgages. The
important issues for examiners are: (1) how the
strategy and operations of the mortgage banking
entity match or conflict with the thrift's own
strategy and operations for portfolio mortgages,
and (2) what risks the thrift is taking compared to
the net additional income from the mortgage
banking activities.

M ortgage Banking Names

Types of Mortgages. There are three basic types
of mortgages. FHA, VA, and conventional. FHA
mortgages meet the requirements and are insured
by the Federal Housing Administration (FHA), a
part of the U.S. Department of Housing and Ur-
ban Development (HUD). VA mortgages meet the
requirements of and are guaranteed up to a pre-set
limit by the U.S. Department of Veterans Affairs,
but only for veterans. The VA charges an origina
tion fee, but no annual fee for mortgages up to
100% of the purchase price. The FHA charges an
origination fee and a monthly fee known as
monthly mortgage insurance premium (MMI or
MIP). Conventional mortgages are usually unin-
sured, but may have private mortgage insurance
(PM1) for the portion of the mortgage that ex-
ceeds some percentage loan to value (LTV) ratio,
usually 80% LTV. Properties securing FHA or
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VA mortgages must meet the rigid standards set
by those agencies.

Federal National Mortgage Association (FNMA
or Fannie Mae). FNMA was established in 1938
as awholly owned government corporation for
the purpose of buying FHA and VA mortgages. In
1968, Congress divided the agency into two enti-
ties. The Government National Mortgage
Association (GNMA) remained as the wholly
owned government corporation and FNMA
emerged as a private profit making corporation
with the public goal of promoting affordable
housing by increasing the availability of FHA and
VA mortgages. In 1970, Congress expanded
FNMA'’ s purchasing authorization to include con-
ventional mortgages. In 1981, FNMA expanded
into the guaranteed MBS market by securitizing
conventional mortgages and in 1984 it launched
its conventional multifamily program. It now buys
conventional mortgages of all types under a vari-
ety of set and negotiated servicing requirements
that include recourse and non-recourse servicing.

Although FNMA is a privately managed, share-
holder-owned corporation, it continues to operate
under afederal charter serving a public purpose.
The contradictory roles of maximizing profits for
investors while promoting affordable housing for
the public are the source of many problems for
both FNMA and itstwin - FHLMC. This situation
is aggravated by the fact that the U.S. Treasury
Department has the authority to purchase up to
$2.25 billion of FNMA’s debt, which isthe basis
for the implied guarantee of the U.S. Government
for FNMA. Thisimplied guarantee resultsin a
AAA credit rating thus increasing the value of
FNMA MBSs and lowering its costs of borrow-
ing. This and the economies of scale from its huge
size virtually prohibit equal competition from pri-
vate conduits, but the implied guarantee has never
been tested or used. FNMA is called agovern-
ment sponsored enterprise (GSE) and is
supervised by the Office of Federal Housing En-
terprise Oversight (OFHEO), apart of HUD. It is
headquartered in Washington, D.C., and has re-
gional officesin Philadelphia, Atlanta, Chicago,
Dallas, and Los Angeles.

Government National Mortgage Association
(GNMA or Ginnie Mae). GNMA was formed in
1968 when FNMA was split into two distinct enti-
ties. It was established as a corporation wholly
owned by the U.S. Government within the De-
partment of Housing and Urban Devel opment
(HUD) and remains so today. It was GNMA that
first pooled FHA, Farmers Home Administration
(FmHA), and VA mortgages and issued guaran-
teed MBSs backed by those pools. The reasoning
was that since the federal government had already
underwritten and guaranteed FHA, FmHA, and
VA mortgages, GNMA could issue U. S. govern-
ment-guaranteed MBSs backed by those
mortgages at virtually no additional risk or cost to
the government. The timely payment of principal
and interest on a GNMA MBS is guaranteed by
GNMA, but GNMA requires the servicer to ad-
vance their own funds to pay investors on time for
all delinquencies. Also, GNMA requires the ser-
vicer to pay all losses on FHA, FmHA, and VA
foreclosuresin its pools that are not paid by those
agencies. These |osses can be significant.

The GNMA program has been copied in various
ways, with great success by FNMA and FHLMC,
aswell as private conduits. GNMA operates un-
der the general policy direction of the Secretary of
HUD in Washington and its president is ap-
pointed by the U.S. President. All other positions
are nonpolitical. GNMA has no branch offices
and contracts out alot of its work because it has
very few employees.

Federal Home L oan Mortgage Corporation
(FHLMC or Freddie Mac). FHLMC was estab-
lished in 1970 by the Emergency Home Finance
Act. It helped boost the liquidity of thrifts by
adopting GNMA’s MBS program to the conven-
tional mortgage market. In 1978, FHLMC's
authority was extended to allow it to swap mort-
gages not only from thrifts but also from
commercia banks and HUD approved mortgagees
(mortgage companies). FHLMC's MBS iscalled
a participation certificate (PC) to highlight a
dlight legal difference in how their securities are
structured compared to GNMA’s MBSs. For prac-
tical purposes, however, FHLMC's PC is created
and its securities sold in basically the same way
as GNMA’sand FNMA’s MBSs. The recent
adoption by FHLMC’ s Gold PC of many of the
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payment provisions of FNMA’s MBS makes the
two mortgage securities very similar.

FHLMC, like FNMA, isaprivately owned and
managed corporation chartered by the U.S. Gov-
ernment for the public purpose of promoting
affordable housing through greater mortgage
availability. It isalso called a GSE and is super-
vised by OFHEO. It is head-quartered in
Washington, D.C. with branch officesin Atlanta,
Chicago, Dallas, Washington, D.C., and Los An-
geles.

Private Conduits. AsFNMA, GNMA, and
FHLMC achieved dominant positions in the con-
forming mortgage market, private conduits arose
to exploit profitable opportunitiesin areas where
the agencies were not operating, be it by choice or
preclusion by law. The single largest category of
residential mortgages that FNMA, FHLMC, and
GNMA can not purchase are those with unpaid
principal balances exceeding their statutory limits
asrevised periodically by HUD. In 1972, when
FNMA first purchased conventional mortgages,
the limit was $55,000; however, HUD has now
raised that limit to $203,150 for single-family
loans.

Mortgages that exceed the statutory limits are re-
ferred to as jumbo mortgages, or more often,
simply as jumbos. In many areas jumbos account
for the majority of new originations, so they area
vital part of the mortgage marketplace. Until pri-
vate conduits were established, thriftsrelied on
private investors to purchase jumbos directly.
Such sales, however, were inefficient in providing
the consistent underwriting and the large sales
volumes needed. Today, private conduits provide
consistent underwriting, purchasing, and funding
for jumbo and other types of nonconforming
mortgages. There are even efforts underway to es-
tablish uniform documentation for all
nonconforming mortgages.

Sale and Servicing Agreements. These are con-
tracts that are normally negotiated and signed by
the buyer and seller to govern the terms of the
mortgage sale and later the servicing. This con-
tract also sets the servicing fees and any special
conditions and warranties. Sale and servicing
agreements are usually very long and complex be-
cause of the difficulty of providing for al types of

future servicing problems. The lack of such an
agreement for any servicing package should be
considered by examiners as a significant problem
except for FNMA, GNMA, and FHLMC which
are governed by their respective Guides.

Types of Servicing Rights. Servicing rights are
divided into four categories for accounting pur-
poses: (1) purchased mortgage servicing rights
(PMSR), (2) excess servicing fee receivables
(ESFR), (3) originated mortgage servicing rights
(OMSR), also called retained or off-balance sheet
servicing rights, and (4) subservicing for another
owner of the servicing rights. The four types of
servicing rights are more thoroughly discussed in
Sections 573 and 576, Accounting and Servicing.

Other Definitions. Other important mortgage
banking terms, functions, and areas are discussed
in the appropriate mortgage banking sections that
follow this Overview Section. Definitions of all
mortgage banking terminology, agencies, and re-
lated itemsis also included in the Glossary at the
end of this Handbook.

Mortgage Banking For Thrifts

Many thrifts have adopted mortgage banking ac-
tivities as a profitable addition to portfolio
mortgage lending. Already over two thirds of the
thriftsin the country service some mortgages for
other owners. By originating all or some of their
mortgages for sale in the secondary market, thrifts
can increase mortgage originations and servicing
without increasing their IRR from long-term
mortgages. While this increases operating ex-
penses, it also generates fee income which can
increase profits and reduce reliance on portfolio
spreads for earnings.

The move into mortgage banking may present
many difficulties for thrifts. While portfolio lend-
ing and mortgage banking have much in common,
they are very different business disciplines and
must be managed in very different ways. Man-
agement must understand the differences and
manage the change carefully. Financial strategies
and risk management policies must be designed
for each specific type of lending operation in or-
der to be effective.
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Differences Between Thrifts and Mortgage
Bankers

Thrifts often originate mortgages as investments
for their own portfolios. Mortgage bankers, on the
other hand, originate mortgages for sale to inves-
tors who normally pay the mortgage banker afee
to service the mortgage on the investor’s behalf.
The ultimate objective for most mortgage bankers
isto build servicing income by acquiring alarge
and profitable servicing portfolio.

The types of mortgages offered by athrift often
are based on itsinvestment needs and legal or
regulatory requirements. If other mortgage types
are offered to accommodate customers, the less
desirable mortgages may be priced above market
rates. Mortgage bankers, however, originate
mortgages based on market demands and oppor-
tunities. The products offered by the mortgage
banker must be competitive and attractive to the
customer and the investors to whom the mort-
gages ultimately will be sold.

Secondary Marketing. Thrifts often sell mort-
gages that they do not want as investments, that
exceed their investment needs, or to generate
short-term profits. They also buy mortgagesin the
secondary market as investments when they can-
not originate them. Thrifts are traditionally
reluctant to pay standby commitment or hedging
fees to investors because they reduce the profit on
the sale of the mortgage or may even produce a
loss.

The mortgage banker uses the secondary market
continually to dispose of al mortgages originated.
Continuous sales to investors, as well as forward
commitments, are used by the mortgage banker to
reduce the IRR of holding mortgages. They care-
fully manage their forward coverage (forward
commitments from a mortgage buyer), pipeline
(the mortgages in process), and warehouse (mort-
gages closed and awaiting sale) so that the
mortgages can be sold on a break even or better
basis. Most mortgage bankers, however, realize
that breaking even will not be possible in every
transaction, because interest rates are volatile and
gains achieved under favorable conditions are
usually offset by losses under poor conditions. Al-
though some sales produce losses, they are often

necessary both to reduce the risk of holding the
mortgages even longer, or to clear out the ware-
house and make room for more profitable
mortgages. Mortgage bankers try to break even on
secondary marketing over time. They are not re-
luctant to pay commitment fees to lock in investor
money to cover the mortgagesin their pipeline.

The thrift and the mortgage banker are both sub-
ject to IRR, but the nature of thoserisksis
somewhat different. The thrift suffersthe IRR of
any mismatch of assets and liabilities. The mort-
gage banker is subject to interest-rate movements
that erode prices while the mortgages are in the
pipeline or warehouse. A thrift that is originating
mortgages both for portfolio and for saleis sub-
ject to both kinds of IRR.

Prepayment Risks. Prepayment risks are aform of
IRR often linked to drops in interest rates. Thrifts
usually are only concerned with the prepayment
risk that their high interest-rate mortgages will
payoff asinterest rates drop. They generally are
not concerned over any loss of servicing value
since most thrifts do not view their portfolio ser-
vicing as a separate asset, and they have very little
ESFR or PM SR assets that must be written down
for unexpected prepayments. For mortgage bank-
ers, on the other hand, all servicing is avaluable
asset, even if it is off-balance sheet retained ser-
vicing, and usually represents their profit on the
origination and sale of mortgages. Writing off
those servicing assets for early prepayment or
quarterly performing impairment tests and mark-
ing down both ESFR and PM SR to reflect
unexpected prepayments can produce large | osses.

In the origination area, mortgage bankers incur
one other cost that is significantly different from a
thrift’s costs. Originators for mortgage banking
companies typically are paid a commission out of
the mortgage origination fee of each mortgage
that they produce, but little or nothing if they do
not produce. If asalary ispaid at all by amort-
gage banker, it is very low in comparison to the
expected commission. Conversely, thrifts usually
pay astraight salary to originators that is much
less than the commissions paid by mortgage
bankers. Unless thrifts match the compensation of
mortgage bankers, they usually will not attract the
best and most productive originators.
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Mortgage Servicing. For most thrifts, mortgage
servicing is viewed as an expense that reduces the
total return on the portfolio. For a mortgage
banker, however, servicing is an asset that isthe
single most important component of profitability
and must be actively managed to be profitable and
to retain its value. Servicing provides relatively
stable earnings and servicing rights may be sold at
aprofit. To achieve long-term servicing
profitability, however, the servicer must achieve
the economies of scale that reduce costs and must
maintain that scale by replenishing the portfolio
with new servicing rights as the older ones pay
off.

Except for recourse servicing, mortgage bankers
usually do not suffer the loss of principal or inter-
est when a mortgage defaults, but they may incur
expenses to foreclose on and dispose of the prop-
erty. They may aso beliable to the investor for
losses if the mortgage has not been properly un-
derwritten or serviced. Sale and servicing
agreements between thrifts often contain unusual
conditions that mortgage bankers do not normally
make such as guaranteeing ayield to the buyer.
These agreements are usually in writing but can
be verbal. Such agreements do not really transfer
the risks and rewards of ownership and defeat
many of the objectives of mortgage banking. Be-
cause such agreementsretain all or part of the
risks of loss, OTS considers them to be full or
partial recourse servicing. (See Section 575, Sec-
ondary Marketing.)

Accounting Requirements. The accounting re-
guirements to mark the mortgage warehouse to
the lower of cost or market (LOCOM), to amor-
tize purchased servicing costs and origination
costs, and other requirements are often viewed by
some thrift managers as undesirable consequences
of mortgage banking operations. Most mortgage
bankers, however, have come to view these ac-
counting requirements as a critical disciplinein
the successful management of mortgage banking
operations since they allow the accurate meas-
urement of financial performance. (See Section
573, Accounting.)

Management and Supervision

Mortgage banking is comprised of several sepa-
rate and interdependent activities. The efficiency

and profitability of the entire mortgage banking
operation hinge on how well these activities are
managed on an institution-wide and departmental
basis. Senior management must define and com-
municate strategy, permissible activities,
operational responsibilities, and acceptable risk
for mortgage banking operations. Mortgage bank-
ing management should use this guidance from
senior management to help devel op written poli-
cies and procedures for each mortgage banking
department.

Specific management tools should include arisk
management program that is well defined and
communicated to operating personnel. There
should be a business plan that clearly states the
specific objectives for the mortgage banking
operation. The plan should be consistent with the
thrift’s business plan, as well as asset and liability
management objectives. In addition, the plan
should clearly state management’ s acquisition and
sales strategies for mortgage origination and ser-
vicing. The lines of authority and assigned
responsibilities should also be clearly described
and there should be provisions for adequate fi-
nancial, human, technological, and physical
resources.

Because the disciplines and goals of mortgage
banking operations differ from portfolio lending,
thrifts should normally conduct mortgage banking
in a separate department, division, or subsidiary.
If the mortgage banking activities are done within
the thrift, the cost accounting, management, em-
ployees, and other operations should be separate.
Transfers of mortgages to the thrift’ s portfolio
should be pre-planned investments that are care-
fully documented and the mortgage banking
operation should be charged market rates for bor-
rowings, office space, and management provided
by the thrift.

To provide total separation and to shield the thrift
from the risks of the mortgage banking opera-
tions, many thrifts segregate their mortgage
banking operations by putting them into subsidi-
ary corporations either as traditional service
corporations or as operating subsidiaries. Each of
these types of subsidiaries have various advan-
tages. The primary difference between them is
that an operating subsidiary is not subject to the
same aggregate investment limitations as a service
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corporation, but its operations are subject to the
same rules and regulations as the parent thrift.

Whether in the thrift or a subsidiary, comprehen-
sive information management systems are
essential to a successful mortgage banking opera-
tion. These systems should provide accurate, up-
to-date information on all functional areas. The
reports produced should enable management to
identify and evaluate operating results along with
primary sources of risk, and prepare accurate fi-
nancial statements. In addition, management
should have procedures in place for monitoring
compliance with regulatory and investor require-
ments.

If mortgage banking operations are in service cor-
porations, operating subsidiaries, or affiliates
within a holding company structure, it is essential
that management set up and maintain separate
corporate identities that can withstand a challenge
in court. This requires separate officers, employ-
ees, offices, names, and appearance. Without such
separation the protection that the thrift has from
the risks of the subsidiary is effectively negated.
Affiliates must also comply with transaction with
affiliate regulations. All transactions between the
thrift and its affiliates must be at arm’ s length, at
market supported rates and terms, within quantite-
tive limits, and clearly documented.

Common Problem Areas
Risks That Have Caused Thrift Failures

Each of the following general risk categories have
been largely responsible for the failure of thrifts
heavily involved in mortgage banking operations:

Pipeline Risk. The IRR from the time of locking
in the interest rates on the mortgages in the pipe-
line until those mortgages are sold in the
secondary market.

Prepayment Risk. The danger that servicing will
pay off before estimated, |eaving unamortized
PMSR servicing release fee premiums or ESFR
assets that must be partialy or fully charged off.
Rapid prepayments also reduce the amount of ser-
vicing fee income and the market value of OMSR
or retained servicing.

Operational Cost Risk. Therisk that servicing ex-
penses will increase faster than anticipated and
overwhelm fixed servicing income and create
long-term | osses.

Operational Flexibility Risks. (A) Therisk of de-
voting alarge percentage of resourcesto
mortgage origination or servicing that cannot be
shifted to other areas during cyclical downturnsin
those operations. (B) Therisk of structuring oper-
ating costs with long-term fixed-rate cost
commitments in facilities and personnel that can-
not be reduced in periods of lower production
volume in the same manner that variable cost
structures can be reduced.

Liquidity Risk. Therisk that an investor will pull
servicing escrow and P& custodial accounts from
the thrift. This can cause afatal liquidity crisisif
those accounts are a large percentage of total de-
posits.

Common Mistakes of Thriftsin Mortgage
Banking

Thrifts that shift to mortgage banking or add
mortgage banking to their lending activities with-
out recognizing the differences, often find
increased rather than reduced risk, uneven per-
formance, and an inability to measure
profitability. The most typical mistakes are:

Moving mortgages into the thrift’s portfolio at
par rather than selling them in the secondary
market at aloss, or not marking mortgages
held for sale down to the lower of cost or mar-
ket;

Holding mortgages intended for sale indefi-
nitely because interest rates are low and the
warehouse spread islarge;

Not having reporting systems that allow man-
agement to react quickly to the volatile
changesin the secondary market;

Using too little forward coverage to adequately
protect against movementsin interest rates;

Failing to adequately separate portfolio lend-
ing and mortgage banking so the performance
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of the two functions can be measured inde-
pendently;

Operating mortgage banking departments or
subsidiaries at a profit margin insufficient to
justify the increased risk of their operations;

Servicing a small number of different types of
mortgages for many investors without advance
planning or efficient systems in place; and

Failure by the board of directorsto enforce
clear policiesthat define the strategy and
goals of the thrift and the mortgage banking
operation and that limit IRR.

Regulatory Problems

In addition to the common mistakes made by
thrifts in mortgage banking, the following are
regulatory problems that OTS examiners have en-
countered most often in mortgage banking
operations:

Excessive amounts or overvalued ESFR or
PM SR servicing assets,

Not lowering the value of ESFR and PM SR on
the balance sheet on a quarterly basisto reflect
increases in prepayment speeds or not re-
cording an accurate 10% reduction in value for
regulatory capital purposes;

Excessive unhedged and uncovered IRR in the
pipeline or warehousg;

Failure to balance or hedge large servicing
portfolios with other investments; and

Excessive reliance on mortgage banking
originations as the primary source of income
or excessive fixed investmentsin buildings,
equipment, or personnel to adjust to cyclical
downturns.

Important Areas in Examination Reports

The following are the areas of mortgage banking
that examiners should be careful to address ade-
quately in examination reports to allow
supervisory personnel to understand the full scope
and the potential impact of mortgage banking op-
erations:

The earnings and market value of OMSR or
off-balance sheet retained servicing;

The mortgage banking activities of service
corporations, operating subsidiaries, and affili-
ates to reveal the effect and threat of those
operations to the thrift; and

The overall effect of mortgage banking opera-
tions on the thrift, both good and bad.

Characteristics of Thrifts That Have Failed From
Mortgage Banking

Highly leveraged operations where the origina-
tion and servicing operations were
disproportionally large compared to arela
tively small thrift.

Large amounts of very aggressively calculated
ESFR.

Thrift investment portfolios that have sold
most or al high interest-rate and ARM mort-
gages while retaining alarge amount of bel ow-
market fixed-rate mortgages.

Purchasing most servicing while selling re-
tained or off-balance sheet servicing.

Very aggressive accounting policies that tend
to dictate mortgage operations.

Lack of written and enforced policies govern-
ing mortgage banking operations.

Little, if any, internal controls.

No separation between the thrift’ s portfolio
and mortgage banking activities.

Characteristics of Good Mortgage Banking
Operations

A good fit with the parent thrift in terms of
both size and overall operations and strate-
gies.

Conservatively calculated and relatively small
amounts of ESFR.

Careful monitoring of the separate operations,
costs, and risks of the thrift and the mortgage
banking operation.
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Large percentage of the servicing portfolio
consisting of OM SR or off-balance sheet re-
tained servicing.

WEell thought out and enforced mortgage bank-
ing policies and internal controls that contain
adequate safeguards.

Conclusion

Mortgage banking is the wave of the future for
many risk averse thrifts seeking to add afee gen-
erating business that is compatible with
traditional thrift operations. Thisisin contrast to
the specul ative approach adopted by many thrifts
that have failed due to overly aggressive and im-
prudent mortgage banking strategies. Our job as

regulatorsisto encourage the good aspects of
mortgage banking while ensuring that those op-
erations are carried out without exposing the thrift
to the pipeline IRR, prepayment, operational cost,
operational flexibility, and liquidity risks that we
have seen in previous thrift failures. Thrifts that
do not control these risks, especiadly IRR, are not
likely to be successful mortgage bankersin the
long haul. A mortgage banking operation should
not gamble. Instead, it is a business whose risks
must be managed and controlled to produce con-
sistent long-term profits without endangering the
thrift.
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Mortgage Banking — Overview
Program

Examination Objectives

To review the general management of the thrift’s mortgage banking operation to determine if it is operating
in a safe and sound manner.

To determine if the thrift is making any of the common mistakes or is operating in any of the common

problem areas highlighted in this Section.

Examination Procedures

Perform the following examination steps to ensure that the mortgage banking activities do not pose concerns
that historically have indicated trouble. Those steps that do not apply may be omitted; however, a notation
should be made as to why they do not apply.

Level |

1.

Have the thrift complete the Mortgage Banking Questionnaire.

WKkp. Ref.

Review the organizational chart for mortgage banking activities. Determine whether
decision making is centralized or delegated, and to what extent. Determine who is
responsible for major decisions and where final authorities rest. Obtain and review the
board of directors and committee minutes for significant information.

Determine whether the board of directors and senior management have written policies
and procedures defining permissible activities, individual responsibilities, and risk limits.
Determine the policy making process and to what degree policies are followed.
Determine if these policies and procedures ensure compliance with generally accepted
business standards, laws, and regulations.

Review the strategic plans for both the thrift and for the mortgage banking activities to
determine if they are compatible, reasonable, and achievable.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Wkp.Ref.

5. Assess management quality and depth, and review succession plans and their
practicability.

6. Review the mortgage banking unit’s financia performance. Determine whether thereisa
separate profitability analysis for the mortgage banking operation or whether it is
commingled with the thrift’ s performance.

7. Review lists of common errors, risks, problems, and characteristics from this Section to
determine if any apply.

8. Determine if there is a comprehensive risk management system in place. Determine to
what extent smulation modeling is employed.

9.  Obtain acopy of the latest external audit, the latest internal audit reports, and the written
internal auditing procedures to determine whether:

Internal auditors are sufficiently independent and knowledgeable to render objective
opinions;

The scope and frequency of internal and external auditsis adequate;

To what extent external auditors rely on the internal auditors work and if that level
of relianceisjustified;

The controls related to mortgage banking operations are rated “ effective” or better;

Management has addressed in atimely manner the weaknesses noted in internal and
external audit reports; and

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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10.

11.

12.

13.

Wkp.Ref.

These audit reports disclose any significant risks that require immediate
enforcement action.

Locate investor sales and servicing manuals. Determine if those manuals are up to date, if
they are easily accessible to the origination and servicing staffs, and if they are, in fact,
being used.

Assess current business volume in relation to personnel, physical facilities, and
management information system (M1S) equipment and software. Determine the adequacy
and feasibility of these areas in conjunction with future plans.

Determine if mortgage banking is integrated into the thrift's overall asset/liability
management activities.

Review Leve 1l procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level 1 procedures.

Level Il

14.

15.

Review management’ s process for planning new products. Determine to what degree
customer needs and wants are considered, if financia projections and risk analyses are
made, and if legal opinions are obtained.

Review MIS to determine their usefulness in evaluating and monitoring mortgage
banking activities:

Determine the adequacy of MIS and operating systems to supervise current
operations;

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Evaluate MIS reports for sufficient detail, accuracy, and timeliness;

Evaluate management’ s and the board’ s knowledge and understanding of the
systems; and

Determine the use of the MIS data in the decision making process.

16. Ascertain whether the thrift has recently been put on probation, suspended, or approval
revoked as a seller or servicer for FHA, VA, FNMA, FHLMC, GNMA, private investors,
or any PMI companies. Determine if they have since been reinstated.

17.  Ensure that the Objectives of this Handbook Section have been met. State your findings
and conclusions, as well as appropriate recommendations for any necessary corrective
measures, on the appropriate work papers and report pages.

Examiner’s Summary, Recommendations, and Comments

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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MORTGAGE BANKING QUESTIONNAIRE

Preliminary Examination Response Kiit
Office of Thrift Supervision

Docket #
Review Period through

Institution Name

This questionnaireis to be completed for the thrift and for all subsidiaries engaged in mortgage banking during the ex-
amination period. Supporting schedules should be typed and attached. If arequest is not applicable for a particular item,
respond with "Not applicable." If no mortgage banking activities, including small sales or servicing for others, have oc-
curred during the review period, so indicate.

General

1. Provide an organization chart of the mortgage banking operations including management, loan production offices,
subsidiaries, servicing, and computer support. Provide a brief explanation of the thrift's and each subsidiary's mort-
gage banking objectives compared to their actual operations and how the combined mortgage banking operations af-
fected the thrift. Attach copies of the budgets and any strategic plans for the mortgage banking operations.

2. How are the income and expenses of the mortgage banking operation tracked separately from the thrift's portfolio
lending and servicing programs? How are management and other general and administrative (G& A) expenses alo-
cated and reported? Who is responsible for these records?

3. Provide the amount and number of originations for each mortgage banking operation during the examination period
broken down by mortgage type (FHA, VA, conventional 30 year, ARM, €tc.).

4. What software systems are used to track the production pipeline, monitor the warehouse inventory, and handle ser-
vicing operations? Are these systems operated in house or in a service bureau? |'s a switch in software being consid-
ered or has one recently been completed?

Mortgage Originations

5. Were FNMA, FHLMC, and GNMA underwriting and documentation reguirements followed for all mortgages
originated, purchased, sold, or exchanged and, if not, why? Did all mortgages intended for the thrift's portfolio
meet those criteria except for dollar limits? If not, provide a summary list of mortgages that did not meet those
criteriaand why.

PERK 013 (3/97) Mortgage Banking Questionnaire Page 1 of 5
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MORTGAGE BANKING QUESTIONNAIRE

Preliminary Examination Response Kit
Office of Thrift Supervision

Docket #

Review Period through
Ingtitution Name

6. Describe the quality control procedures and criteriafor originated, purchased, and table-funded mortgages. Who is
responsible for these records?

7. What is the compensation or commission structure on originated mortgages for the mortgage banking operation?
How does it differ with the thrift's compensation program for portfolio mortgages? What internal controls exist to
ensure appropriate amounts are paid?

8. Have records been kept for monitoring the cumulative amount of mortgages purchased or table funded by source
and the related default rates and losses? If so, who is responsible for these records?

9. Have records been kept to identify mortgages originated or purchased for re-sale to separate them from mortgages
intended for the portfolio? If so, who is responsible for these records?

10. What is the percentage of originated mortgages that were placed into portfolio versus those sold or held for sale by
product type (FHA, VA, conventional 30 year, ARM, etc.)? How do these ratios compare to the prior examination
period?

Interest-Rate Risk

11. What type of records have been kept for monitoring pipeline and warehouse interest-rate risk? Who is responsible
for these records and who is on the distribution list to see them?

12. Have rate locks been provided to prospective borrowers? If so, what was the duration and how was the interest-rate
risk hedged?

PERK 013 (3/97) Mortgage Banking Questionnaire Page 2 of 5
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MORTGAGE BANKING QUESTIONNAIRE

Preliminary Examination Response Kiit
Office of Thrift Supervision

Docket #

Review Period through
Institution Name

13. Hasthe board of directors adopted alimit on unhedged interest-rate-risk exposure in the pipeline and warehouse
and if so, what are those limits? Are those limits strictly enforced? Provide a copy of the latest management and
board reports showing pipeline and warehouse exposure.

Mortgage Sales and Purchases

14. Provide asummary list by correspondent of mortgage sales, purchases, and exchanges including table-funded mort-
gages. The list should show the dollar amounts bought, sold, or exchanged by mortgage type (FHA, VA, conven-
tional 30 year, ARM, etc.).

15. Which sale, purchase, or exchange transactions including table funding were between the thrift and its subsidiaries
or affiliates? Which of these sales were with servicing rights released? Were these transactions at documented mar-
ket prices and terms, and if so, who has these records?

16. Summarize the representations and warranties that were provided to mortgage purchasers during the period (such as
meeting certain underwriting standards, etc.) except for FNMA, FHLMC, and GNMA sales and swaps.

17. Have any mortgage sales been made with full or partial recourse (either written or verbal) other than for delin-
guency during the first 90 days after sale or for standard representations and warranties? If so, provide alist of the
buyers, dates, amounts, mortgage types, and recourse type (include yield agreements, swap or repurchase agree-
ments, FNMA/FHLM C recourse servicing, and any vague or unstated recourse requirements or periods). Exclude
GNMA servicing.

18. Have any sold mortgages been repurchased or swapped for other mortgages or have any losses or settlements on
sold mortgages been paid during the examination period except for servicing and foreclosure costs? If so, list the
amount of each repurchase, swap, or loss paid and the reason.

PERK 013 (3/97) Mortgage Banking Questionnaire Page 3 of 5
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MORTGAGE BANKING QUESTIONNAIRE

Preliminary Examination Response Kit
Office of Thrift Supervision

Docket #
Review Period through

Institution Name

19. Were custodians, escrow agents, or other intermediaries used for the transfer of all mortgages purchased or sold? If
not, what was done to control the risks?

Mortgage Servicing Assets

20. Provide asummary list of al sales and purchases of mortgage servicing assets by correspondent showing the total
amount of servicing bought and sold by type (FHA, VA, conventional 30 year, ARM, €tc.), any recourse or reserve
provisions, wholesale or flow servicing percentages, and average price. Describe how the servicing was evaluated
prior to sale or purchase and who is responsible for this record and continuing valuations.

21. For al mortgage servicing assets and certain non-security financial instruments (including interest-only strips), pro-
vide alist by group of the original amount of the asset booked and when current market value, current book value,
and the last date those values were determined. Also, have available the related information for the underlying
mortgages including types, balances, interest rates, origina discount rates, and maturities.

22. Doesthe total amount currently capitalized for capitalized servicing assets exceed 1.5 (150 bp) of the underlying
mortgages? If so, list the groups of mortgages in excess of 1.5% and the percentages currently capitalized. Provide a
list of al servicing asset valuation adjustments as well as adjustments to amortization during the examination pe-
riod.

23. Has acost/benefit analysis been performed since servicing purchases were made and if so who is responsible for it?
Were any of the purchases of mortgage servicing assets hedged against prepayment risk and if so how?

Audit and Other

24. |sthere an independent internal auditor responsible for reviewing the mortgage banking operations? If so, who isit?
Provide a copy of the last audit report. If not, what procedures exist to ensure sound internal control of the mortgage
banking function?

PERK 013 (3/97) Mortgage Banking Questionnaire Page 4 of 5
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MORTGAGE BANKING QUESTIONNAIRE
Preliminary Examination Response Kiit
Office of Thrift Supervision

Docket #

Review Period through
Institution Name
25. Hasthethrift or any of its mortgage banking subsidiaries been suspended or had corrective action of any type taken

26.

27.

28.

against it by FNMA, FHLMC, GNMA, FHA/HUD, VA, any state governmental body or agency, any private mort-
gage insurance company, or any investor? If so, explain the circumstances and current status. Provide a copy of the
latest FNMA, FHLMC, GNMA, and investor audits.

List the dollar amount by servicer of mortgages that are owned by the thrift or its subsidiary but are serviced by an-
other servicer? What does the thrift do to monitor that servicing and those servicers and who is responsible for those
records?

Has the thrift signed a cross-default or guarantee agreement covering a mortgage banking subsidiary or an affiliate
under the thrift's holding company on behalf of Ginnie Mae or any other investor? If so, attach a copy of that
agreement.

Who isresponsible for the accounting records of the thrift's and any subsidiary’'s mortgage banking operations?

PERK 013 (3/97) M ortgage Banking Questionnaire Page 5 of 5
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CHAPTER: Mortgage Banking
SECTION: Profitability

Section 572

INTRODUCTION

Profitability is the ability of the mortgage banking
operation of athrift to generate stable and consis-
tent earningsin excess of al costs. It isthe key to
managing and regulating the mortgage banking
business because without a high yield or profit on
the funds invested in mortgage banking, the asso-
ciated interest-rate risks (IRR) are not justified.
Thisis because the IRR of the mortgage pipeline
and the servicing operations are very high relative
to other thrift investments.

This Profitability Section discusses the waysin
which the OTS looks at the profitability of mort-
gage banking operations and compares that
profitability to other thrifts and mortgage bankers
with similar operations. Although each thrift may
have a different cost accounting system, manage-
ment should be able to provide explanations to
examiners for costs that exceed the industry aver-
ages as shown in the annual cost studies of the
Mortgage Bankers Association (MBA).

The MBA Cost Study provides average income
and costs associated with mortgage origination
and servicing functions. As such, the MBA Cost
Study, which is completed about eighteen months
after the year ends, is agood tool to use to com-
pare the relative efficiency of an association’s
mortgage banking operation. Such use must be
tempered with the understanding that it is directly
comparable only to mortgage banking firms. OTS
internal reports comparing the mortgage banking
operations of thrifts are another good source of
data for examiners; however, these reports should
be used with caution since they are based on
Thrift Financial Report (TFR) data that does not
usually include the mortgage banking activities of
subsidiaries. Also, if the thrift has no subsidiaries
these reports may not show any loans serviced for
others because this data was not reported on the
TFR.

Production Overview

Production refers to the process of obtaining
mortgages, on awholesale or retall basis, for sale

in the secondary mortgage market. A wholesale or
correspondent production operation purchases
mortgages from other originators, or utilizes mort-
gage brokers who originate mortgages for the
thrift in exchange for the origination and servic-
ing release fees. In contrast, retail origination
operations generally originate all of their mort-
gagesinternaly.

In addition, thrifts can act as correspondents
where it underwrites mortgages to the specifica
tions of another financia institution, and funds
these mortgages for later sale to the correspon-
dent, typically a mortgage banker. Revenueis
realized by the association from receiving a
higher price for the mortgages than the related
costs of originating and funding those mortgages.
During this period the thrift is exposed to losses
from IRR unless the buyer of the mortgages has
specifically agreed to absorb that risk in the form
of purchase price guarantees.

In some areas of the country it is customary for
the seller to provide the original mortgage docu-
ments (note and mortgage or deed of trust) to the
buyer prior to receiving payment. This exposes
the association to losses from nonpayment or par-
tial payment from the buyer. It can be avoided
through the use of escrow agents, closing attor-
neys, or brokers, whenever practical, especially
when the buyer is unknown or has limited re-
Sources.

The final type of mortgage production is called
table funding and relies on independent subcon-
tractors to originate mortgages and close themin
their own name. The thrift funds the closing, takes
possession of the mortgage and an assignment,
and pays the originator a servicing release fee for
the servicing. The mortgage is then sold in the
secondary mortgage market paying off the asso-
ciation and leaving it with the servicing rights.
Under GAAP this process qualifies the servicing
as purchased mortgage servicing rights (PMSR).
(See Section 573, Accounting.)
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Normally the cost of originations from retail op-
erations exceeds the cost of wholesale operations
due to the burden of additional employees and
greater overhead costs. However, the revenue per
mortgage for retail originationsis generally
higher since a portion of the origination fee does
not have to be given up to the broker. This offsets
the greater origination costs, thus making whole-
sale and retail originations similar in costs.

Another cost factor is the volume of mortgages
originated. Clearly the fewer the mortgages origi-
nated for sale, the higher the costs per mortgage.
Conversely, high volume origination operations
can achieve great economies of scale. One of the
major mortgage banking firms with over $10 bil-
lion in annual internal mortgage originations,
reduced origination costs to 155 basis points (bp)
per mortgage in 1991 compared with an average
of 216bp for all types of mortgage lenders.

Some thrifts have hybrid mortgage banking opera-
tions that combine both internal and wholesale
operations, while others specialize in only one
type, or act only as correspondents. When evalu-
ating these mortgage banking operations,
examiners should first separate the revenue and
expense amounts of each operation for both origi-
nation and servicing. This separation is necessary
to compare the income and expense elements of
the various types of mortgage banking operations
with similar operations and to calculate net profit-
ability to the thrift. Several sources of income are
discussed below.

Income from Production. Mortgage production
income consists primarily of origination and ap-
plication fees. Retail origination fees are
generally much higher than wholesale fees, but so
are costs.

Income from Sales of Mortgages or Servicing. A
second source of income is from the sale of the
mortgages. Thisincome can either be in the form
of cash from an outright sale of the mortgage and
its servicing rights, called a servicing rel eased
sale, or from the combination of selling the mort-
gage and capitalizing the present value of the
excess servicing rights retained called excess ser-
vicing fee receivable (ESFR).

ESFR is calculated by deducting the generally ac-
cepted accounting principles (GAAP) normal
servicing fee from the total servicing fee and then
calculating the present value of the remaining ser-
vicing fee at an appropriate discount rate. Under
GAAP, and for safety and soundness considera-
tions, the combination of the sales price of the
mortgage and the ESFR must not exceed what the
association could have realized if it had sold the
mortgage for cash without retaining the servicing.
(See Section 573, Accounting.)

The normal portion of the servicing feeis called
retained servicing or originated mortgage servic-
ing rights (OMSR). It can never be capitalized by
the thrift and it cannot be fully recognized asin-
come until the entire mortgage servicing rights are
sold or the underlying mortgages pay off. Also,
thrifts can rarely sell the excess portion separately
from the normal servicing fee since FNMA,
FHLMC, and many private investor contracts
prohibit splitting the ownership of servicing on
their mortgages.

The mortgage servicing asset is usually the means
by which mortgage banking operations generate a
profit. The book value of ESFR, recording servic-
ing income when received, realizing gains on
servicing released, or selling off-balance sheet
servicing rights all refer to the value of the mort-
gage servicing asset that is created in the
origination process. Only the timing of receipt
and tax considerations give advantages to one
method over another.

Warehousing Income and L osses. Warehousing
income is the third form of origination income
and it refersto the profits on the difference be-
tween an association’ s cost of funds and the
interest from the mortgages, less hedging costs.
This income should be viewed as an unimportant
by-product of the secondary marketing process,
because the main objective isto sell the mort-
gages at the highest possible price while holding
them for the shortest time. Warehousing income
isusually insignificant compared to the risks of
losses on sale. In fact, mortgages and mortgage-
backed securities (MBS) in the warehouse are
subject to losses even before they are sold. That is
because GAAP requires that mortgages held for
resale must be carried at the lower of cost or mar-
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ket (LOCOM) adjusted on aregular basis. (See
Section 573, Accounting.)

Revenue and Cost Elements of Servicing

Mortgage servicing entails the collection, record-
keeping, and remittance of monthly payments of
principal and interest (P& 1) and payoffsto the
owner of the mortgages (investor) in accordance
with the servicing agreement with that investor. It
also usually involves the payment of property
taxes and insurance premiums on the mortgaged
property from an impound or escrow account as
well as foreclosure and any other needed services
during the life of the mortgages. For performing
these services, the servicer usually retains afee
from the monthly remittances which is a fixed
percentage of the mortgage amount set by the ser-
vicing contract. In addition, the servicer usually
receives float or interest income from the use of
the escrow and P& | accounts as well as ancillary
or miscellaneous income.

Elements of Servicing Income

Servicing Fees. Servicersretain feesto service
mortgages for investors that typically range from
25bp and up. Usually servicing fees are at least as
high as the minimum that FNMA, FHLMC, and
GNMA require. These are the same as the GAAP
normal servicing fees discussed earlier because
GAAP relies on these organizations to determine
the minimum acceptable fees.

Float Earnings. Mortgagors are usually required
to maintain escrow or impound accounts for the
payment of taxes and insurance on the mortgaged
property. The servicer normally retains most, if
not all, of the interest earned on these funds be-
cause only fourteen states currently require
servicersto pay interest on escrow accounts.
Also, the servicer usualy retains all of the float
income from the relatively short periods P& |
payments and payoffs are held prior to remittance
to the investor.

Ancillary Income. Ancillary income is the miscel-
laneous income a servicer receives from such
things as late charges, insurance commissions,
and mortgage assumption fees. The MBA Cost
Study for 1991 shows the average of these fees

for mortgage bankers as $33 per mortgage per
year.

Elements of Servicing Costs

Personnel. Personnel costs are the expenses for
employees, fringe benefits, training, and other
employee expenses.

Occupancy. Occupancy expenses are the costs of
occupying the building and any related costs.

Systems Costs. Systems costs are the servicing
expenses for data processing.

Other Direct Costs. Other direct costs of servicing
cover all expenses not directly associated with
another cost category. They cover such items as
the cost of funds advanced on delinquent mort-
gages and the maintenance and sales expenses of
REO.

Provision for L oan Losses. Loan losses are the
average allowance for losses on the foreclosure
and sale of the property to satisfy a mortgage in
default. Although the investor usually bearsthis
risk, there are many types of servicing that require
the servicer to absorb all or part of these losses.
Thisis called recourse or partial recourse servic-

ing.

Amortization of Purchased Servicing. Thisisthe
annual cost to amortize the debt related to the
purchase of the PMSR. (See Section 573, Ac-
counting.)

Margina Servicing Costs. In addition to the total
direct servicing costs, thrifts should calculate the
marginal cost of servicing one additional mort-
gage. This cost should exclude all fixed costs,
management, and overhead. Marginal costs are an
additional consideration to gauge the profitability
of prospective PM SR purchases, but should be
used with great caution.

Value of the Servicing Asset

The value of the servicing asset is the present
value of the profit from the expected cash flows
lessthe direct costs of the servicing. Larger mort-
gages are more profitable since they provide
larger dollars of servicing fees and float while the
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cost of servicing is usualy afixed amount per
mortgage regardless of size.

Many factors influence the valuation and market
price of mortgage servicing: the type of mortgage,
average size, age, geographic location, investor,
market conditions, government regulations, loan
to valueratio (LTV) and many other smaller fac-
tors. The largest single factor affecting servicing
market values is the anticipated prepayment speed
and that is usually dependent on interest rates. As
rates fall, mortgages, with their related servicing,
prepay faster because borrowers want to refinance
at alower interest rate. (See Section 576, Servic-

ing.)

As servicing on individual mortgagesis paid off,
the servicing fees from pools of mortgages de-
crease, thus decreasing servicing values.
Alternatively, if rates rise the prepayments de-
cline because people tend to retain mortgages
with below-market interest rates. However, losses
in servicing values from decreases in interest rates
are far greater than increasesin value for an equal
amount of interest rate increase.

The creation of the servicing asset and its value
have a counter cyclical nature. That isto say,
when rates decline and rapid prepayments resuilt,
atypical mortgage banking operation will take
part in the wave of refinances. This replaces the
servicing paying off with new servicing rights
created from new originations. Conversely, if
rates rise, the volume of origination activity falls,
but the servicing portfolio also prepays at a
slower rate.

Underwriting and Servicing Risks

The amount of default and servicing risk that is
retained by the servicer after the securitization
and sale of an MBS is very important. Almost all
mortgage securities require the seller/servicer to
make extensive representations and warranties to
the issuer and investors covering the origination,
sale, and servicing of the individual mortgages.
These warranties usually include a guarantee from
the seller/servicer that the individual mortgages
were underwritten and will be serviced in accor-
dance with the issuers published requirements as
isthe case with FNMA and FHLMC. Subsequent
servicers of these mortgages are usually required

to assume not only the servicing warranties but
also the origination warranties.

A breach of either the origination or servicing
warranties usually requires the current servicer to
repurchase the mortgage from the MBS. Since
these repurchases usually involve mortgages that
have gone into default, the servicer is being
forced to repurchase a mortgage that almost cer-
tainly will cause aloss. Additional penaltiesfor
warranty violations can include fines, suspensions
as approved seller/servicers, and, in some cases,
the loss of the entire servicing portfolio for that
issuer, with and sometimes without compensation.

Many mortgages that were swapped with FNMA
for mortgage securities require the seller/servicer
to retain the risk of default. For example, under
the FNMA MBS program the regular servicing
option requires that the servicer advance interest
during the delinquency and repurchase the mort-
gage in the event of default. Thisdefault risk is
significant and can be very expensive for the ser-
vicer. The OTS defines this as recourse servicing
for capital purposes. Only under FNMA'’s special
servicing option does the servicer transfer the de-
fault risk.

Servicers should carefully evaluate and estimate
the costs of all warranties and default risks before
they decide to originate or service mortgages, es-
pecially mortgage securities, since they generally
have more extensive requirements. These costs
should be added to the other expenses of origina-
tion and sales in evaluating overall profitability.

M ortgage Banking Strategies

The following strategies are the predominant
methods used by thrifts to create mortgage servic-
ing assets. The risks associated with each strategy
normally increase as the percentage of the servic-
ing asset carried on the balance sheet increases
and as the ratio of those booked servicing assets
to capital increases. Generally, no more than
150bp of total loans serviced for others should be
carried on the balance sheet and over 200bp
clearly indicates excessive risk.
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Creating an Off-Balance Sheet Servicing
Portfolio (OMSR) and Recording Servicing Fees
and Income as Received

Thisisthe most conservative type of mortgage
banking operation. The creation of a servicing
portfolio provides the thrift with the right to fu-
ture income, similar to receiving interest on whole
loans held in the portfolio, for up to the thirty-
year life of mortgages. (Although most mortgages
have a stated maturity of thirty years, their actual
lifeisusually only about seven years). In this
strategy the right to future income is not clouded
by the need to amortize the servicing assets
(ESFR or PMSR). In addition, this strategy |ess-
ens the thrift’s dependence on origination volume
because the servicing portfolio is counter cyclical.
That is, if interest rates increase and originations
slow, the servicing portfolio will increase in value
because prepayments decline. On the other hand,
if ratesfall, the servicing portfolio will dropin
value as prepaymentsincrease. This can be par-
tially offset by increased originations.

The disadvantage of this strategy is that unless the
servicing asset is sold or somehow capitalized as
either ESFR or PM SR, most mortgage banking
operations will not make a profit from origina-
tions. The income from originations usually is
barely enough to cover the cost of originating and
selling mortgages in the secondary market. In fact,
losses often occur in the origination process.
Therefore, to retain off-balance sheet servicing
(OMSR), thrifts must be able to afford the short-
term sacrifice of not making money on their mort-
gage banking originations. This disadvantage
gradually decreases as the servicing operations
generate more and more income. This strategy has
the least amount of risk for thrifts sinceit avoids
the risks of overcapitalizing ESFR or relying upon
PMSR.

Creating an Off-Balance Sheet Servicing
Portfolio and Capitalizing the ESFR

This strategy is similar to the first one except for
how the servicing asset and incomes are recorded.
Rather than carry the servicing asset off the bal-
ance sheet, this strategy capitalizes the present
value of the ESFR portion of the servicing fee. A
portion of the servicing fees received each month

isthen used to amortize that ESFR. Therisk is
that the assumptions of projected cash flows used
to estimate the present value of the ESFR may be
inaccurate. If prepayments occur more rapidly
than the original assumptions, thrifts are required
under GAAP to evaluate the prepayment speeds
and make downward adjustments to their ESFR
assets quarterly. A failure to make these quarterly
adjustments can lead to large adjustments that can

rapidly impair capital.

This strategy is used by most thrifts for mortgage
banking operations since it usually creates enough
additional income from originationsto provide a
small profit, yet it is still conservative. Part of the
servicing asset (OMSR) is still carried as an off-
balance sheet asset, thereby creating long-term
servicing income to be recognized as received. As
long astheinitial ESFR asset is conservatively
calculated and adjustments to the asset are made
quarterly for increases in the prepayment speed,
then this strategy is a good compromise between
thefirst and third strategies.

The danger of this strategy is that thrifts will use
accounting techniques to overstate ESFR, which
artificially inflates current profits at the expense
of long-term profitability. This strategy is even
more risky if thrifts pool mortgages into unneces-
sarily low coupon MBS (i.e., 9.0% mortgages into
8.0% MBS instead of 8.5%) to increase the
amount of ESFR and then use accounting tech-
niquesto greatly inflate the already overstated
ESFR. This process often creates huge amounts of
ESFR that cannot be amortized by the actual ser-
vicing income; and thus becomes adrain on the
thrift. In virtually every occurrence where we
have found athrift consistently pooling mortgages
into unnecessarily low coupon MBSs, we have
also found greatly overstated ESFR. Many thrifts
have failed because of overstating ESFR and,
therefore, these tactics are of major concern to
OoTS.

SHlling Mortgages With Servicing Released

Under this strategy thrifts sell the servicing rights
at the same time that the mortgage is sold, there-
fore, no servicing assets of any type are retained.
Immediate income is maximized at the expense of
long-term income. Profits from mortgage banking
operations will rise and fall with the rate of origi-
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nations. To the extent that the thrift is dependent
on mortgage banking origination income for its
own profits, then a change in origination volume
will increase or reduce profits. If originations de-
clineto the point where the thrift is unable to earn
sufficient income to cover fixed expenses, then
the risk is significant. With this type of strategy,
the expenses of origination should go down pro-
portionately for drops in origination volume; the
lack of this cost variability is of concern. Finally,
thrifts that engage in this strategy should have
other major sources of core revenue to ensure
long-term viability.

Despite its shortcomings, this strategy may be ap-
propriate for some thrifts. Thrifts that have
minimal capital levels, that do not have any ex-
perience servicing mortgages for investors, that
have small servicing portfolios, or that have high
servicing costs will all benefit from this strategy,
but for different and obvious reasons.

Buying or Using Table Funding to Obtain
Servicing

Under this strategy the association purchases or
uses table funding to acquire virtually all of its
servicing. Thisresultsin the entire value of the
servicing asset being carried on the books at its
amortized purchase price or full value. Since

PM SR must be adjusted downward each quarter,
if necessary, to reflect unexpected increases in the
prepayment speed, this strategy can result in ma-
jor losses to the association, especially in times of
decreasing interest rates.

Of all the strategies, this strategy poses the most
risk to the thrift when investmentsin PM SR ex-
ceed safe amounts. Generally, no more than the
amount whose losses could be safely absorbed by
the association’ s capital should be purchased. In
addition, thereis a 50% of core capital regulatory
limitation on PM SR contained in the Regulatory
Capital: Intangible Assets regulation.

Combination of Srategies
Most mortgage banking operations utilize more

than one of these strategies, and some use all of
them. The important point from the regulatory

perspective is that the thrift carefully monitor and
minimize the risks associated with each strategy.

Compensation

The area of compensation for mortgage banking
personnel working for athrift or athrift subsidi-
ary isdifficult for thrift management and
regulators. In order to attract and hold qualified
mortgage bankers, thrifts must offer compensation
that is equal to that offered in the mortgage bank-
ing industry. The problem is that mortgage
banking compensation is usually significantly
higher than that paid to comparable personnel
within the thrift.

The equalizing factor between mortgage banking
compensation and lower thrift compensation for
similar jobsis that mortgage banking compensa-
tion and even employment istied to the
profitability of the mortgage banking operation.
When times get hard mortgage bankers are laid
off, whereas thrift personnel are traditionally re-
tained.

There are four broad categories of mortgage bank-
ing personnel for compensation purposes:
originators, clerical processors/servicers, secon-
dary marketers/managers, and executive
management. The compensation for each category
are quite different and should be tied to different
performance factors.

Originators. Originators compensation should
primarily be tied to the volume of mortgage origi-
nations, and second, to quality, as most mortgage
bankers do. In good times this commission in-
come can be very large and may appear way out
of line compared to comparable thrift employees.
In some cases it even exceeds the compensation
of senior thrift management. In bad times, how-
ever, mortgage banking originators traditionally
have little, if any, compensation. The limiting fac-
tor should be that originator compensation should
not exceed that for similar positionsin the mort-
gage banking industry.

Clerical Processors/Servicers. Clerical mortgage
banking personnel include mortgage processors
and servicers of all types. Although clerical in na-
ture, the sophistication, training, and
communication skills required to perform these
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functionsis greater than the typical clerical job
and, therefore, the compensation must also be
higher. In addition, the tight quality control
needed to meet the requirements of today’s sec-
ondary mortgage market and the skill needed to
service adl of the types of mortgages that back
mortgage securities require a higher level of skill
than that needed for similar personnel processing
and servicing mortgages for the thrift’s portfolio.
The higher compensation of mortgage banking
processors and servicers should not be totally
fixed; at least part of the total compensation
should betied directly to strict levels of quality
control and to volume.

Secondary Marketers/Managers. For the secon-
dary marketing manager in charge of pipeline and
warehouse IRR, the difficulties of minimizing this
enormous risk and avoiding recourse sales de-
mand exceptional skill and dependability. Other
managers in the mortgage banking operation must
only concern themselves with volume and mini-
mizing the risks of having to repurchase
mortgages because of origination or servicing er-
rors. Also, thriftstraditionally are not as
concerned with mortgage sales because of the in-
vestment needs of the thrift's own portfolio.
These considerations justify higher compensation
compared to that of thrift employees and other
mortgage banking managers, but compensation
should be partially tied to how successfully these
managers perform their jobs of limiting risk and
maximizing quality control.

Executive Management. Executive management
of athrift’s mortgage banking operation are often
paid what appear to be exorbitant salaries com-
pared to thrift management. This primarily results
from the competitiveness in the mortgage banking
industry. These high salaries, however, should be
tied to overall profitability in the same way as that
of mortgage bankers and should decrease dra-
matically during slow cycles. Executive
management should also be judged on the mini-
mization of excessive IRR, quality control risks,
recourse sales, and overall risk to the parent thrift.

Bonuses. Often a significant part of executive
compensation, and the compensation of other
mortgage banking employeesto alesser degree, is
made up of annual bonuses. Such bonuses should
be no larger than those offered in nonaffiliated

mortgage banking firms and this limit should be
enforced by the thrift or an outside compensation
committee. The practice of basing bonuses on
short-term production profits without regard to
quality control, IRR, future recourse losses, or
servicing retained should be avoided. The worst
of both worldsisto have higher salaries for mort-
gage banking personnel, but with less profits, risk
and quality control, accountability, or servicing
production than their thrift counterparts.

In evaluating mortgage banking management
compensation, examiners and thrift management
should never lose sight of the fact that almost all
thrift mortgage banking operations were added
primarily to increase overall, long-term profitabil-
ity without jeopardizing the thrift. The executive
management of thrift mortgage banking opera-
tions that succeed in these goals should be
rewarded according to mortgage banking industry
standards, however, management that falls short
of these goals should not receive such high levels
of compensation. Mortgage banking operations
that produce losses or marginal profits, that pay
high salaries, and that pose large risks to the thrift
are defeating their whole purpose.

Subsidiaries and Affiliates

A vital part of the profitability of mortgage bank-
ing operations in subsidiaries or affiliatesis
determined by its overall affect on the parent as-
sociation. No matter how much origination or
servicing is generated or how many savings cus-
tomers are served, a mortgage banking operation
that isadrain on the thrift, or athreat toit, isin
conflict with basic safety and soundness consid-
erations.

To measure the overall profitability of amortgage
banking subsidiary or affiliate to athrift, the
profit or loss calculations of the basic operations
of origination and servicing are only the starting
point. After carefully checking to see that these
basic costs and incomes are accurately calculated,
the costs to the thrift for the funds advanced, of-
fice space provided, equipment, supplies, data
processing, mortgage servicing, legal support,
general and administrative (G& A) expenses allo-
cated, and the costs of any nonconforming or

bel ow-market mortgages purchased should be de-
termined. Calculations of both the cost to the
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thrift and market costs can be made, however, the
only realistic profitability calculations are based
on market prices. In fact, market prices are re-
quired for transactions with affiliates under a
holding company structure by 88 23A and 23B of
the Federal Reserve Act. A comparison of calcu-
lated market costs to those actually paid, by the
mortgage banking operation to the thrift, normally
resultsin significant additional charges against
the profitability of most mortgage banking sub-
sidiaries and affiliates.

The profits and other benefits provided to the
thrift should be compared to the amount the thrift
has paid the subsidiary or affiliate. Thrifts and
examiners often overlook the value of off-balance
sheet servicing that has been contributed to the
thrift. This servicing produces an annual net in-
come that givesit a determinable market value,
and the additional servicing helps the thrift to
achieve the economies of scale that volume nor-
mally brings. The value of this servicing and the
contribution to efficiency should be calculated
and added to income from the subsidiary or affili-
ate. Also, the costs charged for origination or
servicing provided to the thrift should be com-
pared to market rates and resulting adjustments
made to profitability.

The borrowings from the thrift by subsidiaries
and affiliates should be carefully reviewed and
separated into secured lines of credit for the
warehouse and servicing purchases, and into un-
secured lines of credit for working capital and
other uses. (Affiliates cannot obtain unsecured
advances from thrifts.) Market costs for each of
these items should be compared to actual charges
paid by the subsidiary or affiliate and the needed
adjustments cal cul ated.

The relationship of the subsidiary or affiliate to
the thrift should also be examined. Any guaran-
tees, recourse agreements, cross-collateral
agreements, and other forms of credit support
provided by the thrift is of particular concern. The
permissibility of that support under OTS and 88
23A and 23B of the Federa Reserve Act should
be determined, its threat to the thrift should be as-
sessed, and a market cost for that support should
be estimated.

After all adjustments to the income and expenses
of the mortgage banking operation are made, the
net profit or loss to the thrift should be calculated.
This net income should then be compared to the
investment and the return on equity calculated. If
the mortgage banking operation in the subsidiary
is not producing a superior yield on the associa-
tion’ sinvestment than other lessrisky alternative
investments, then that investment should be ques-
tioned in the final examination report. Likewise,
if the relationship with an affiliate produces more
risks than rewards for the thrift, then that relation-
ship should also be questioned.

Conclusion

In summary, the mortgage banking operation
should be viewed as afinancial factory originat-
ing or buying servicing rights. Originated
servicing rights are assets that can be sold at the
time of the mortgage sale (servicing released) or
retained as an off-balance sheet asset (OMSR)
and an on-balance sheet asset (ESFR).

The ability to create servicing rights at a profit
without exposing the thrift to excessive IRR or
other undue risks from error, fraud, credit, and re-
course isthe goa of most mortgage banking
operations. These operations may be commingled
between the thrift and its subsidiaries and affili-
ates, however, it isvital that the thrift maintain
sufficient records of individual income and ex-
pense categories to separate the activities of each.
Without these records it is not possible for the
thrift to manage or monitor its mortgage banking
operations nor can examiners do their job to en-
sure safety and soundness.

REFERENCES

Mortgage Bankers Association of America, The
Cost Sudy

572.8 Regulatory Handbook

January 1994

Office of Thrift Supervision



Mortgage Banking — Profitability
Program

Examination Objectives

To measure the profitability of the thrift’s mortgage banking operations in order to determine if they are
sufficient to justify the relatively high risks of the operation.

To determine if the salaries paid to the mortgage banking personnel are excessive or inadequate.

To determine the effect of the subsidiary and affiliate mortgage operations on the profitability and safety of
the parent thrift.

Examination Procedures

Perform the following examination steps to ensure that the mortgage banking activities are profitable and not
a drain on the thrift. Those steps that do not apply may be omitted; however, a notation should be made as
to why they do not apply.

Level | WKkp. Ref.

1 Determine what type of mortgage banking operation the thrift is operating: (1) creating
an off-balance sheet servicing portfolio (OMSR) and recording servicing fees as
received; (2) creating an off-balance sheet servicing portfolio and capitalizing ESFR; (3)
selling mortgages with servicing released; (4) buying or using table funding to create
servicing (PMSR); or (5) a combination of these strategies.

2. Review the previous report of examination and all mortgage banking operation-rel ated
exceptions noted and determine if management has taken appropriate corrective action.

3. Gather all profitability tracking reports prepared by the thrift that distinguish mortgage
banking revenues and expenses. Compare these specific revenues and expenses to the
latest MBA Cost Study (available for internal use from OTS Regiona Offices).

Exam Date:
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WKkp. Ref.

Separate origination costs into fixed and variable in order to determine the ability of the
thrift to reduce overhead expenses (sdary and premises) if originations decline sharply.

Review the salaries and other compensation of the mortgage banking personnel to the
average costs shown in the MBA Cost Study and other surveys. Then determine
whether:

The mortgage banking personnel have greater compensation than othersin the
mortgage banking industry;

The compensation of mortgage banking personndl istied to performance, avoidance
of risk, and long-term profitability as well as volume;

The number and cost of mortgage banking personnel can be varied according to
cyclical needs;

Annual bonuses and total compensation of executive management are tied to long-
term profitability; and

Total mortgage banking compensation is reviewed by the thrift or an outside group
to make sure that it is comparable to the mortgage banking industry.

6. Determine the relationships of the mortgage banking subsidiaries or affiliates with the
parent thrift. Assess whether those operations are permitted under OTS regulations and
§ 23A and 23B of the Federa Reserve Act. Assess whether:
Their operations are practically and visibly separate as well as legally separate;

All transactions are covered by written agreements and are at market comparable
prices and terms;

The thrift is not providing any guarantees or other forms of credit support; and
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The mortgage banking operation is not dumping mortgages into the thrift's portfolio
that it cannot sell into the secondary market without |osses.

WKkp. Ref.

Calculate the overall benefit/expense of the subsidiary to the thrift using market prices:
Determine the yield for the funds invested; and

Determine if that yield is adequate for the risks taken by the thrift both from its
initial investment and from continuing operations.

Review Level 1l procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level | procedures.

Level Il

0.

Measure the reports from the mortgage banking operation of the thrift against the
appropriate OTS mortgage banking reports with particular attention to the expense
coverage ratio (mortgage banking income to G& A) and the off-balance sheet value of
servicing report. Then determine:

The rough percentage of the thrift’s operations that are related to mortgage banking;

The percentage of the mortgage banking operation to the thrift's overall
profitability/losses,;

The other core income of the thrift;
The yield on mortgage banking activity for the funds invested;

If mortgages are originated for sale to correspondents, the profitability and dangers
to the thrift;

The other significant risks of the thrift’s mortgage banking operation; and
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WKkp. Ref.

Whether the total profits versus tota risks are appropriate for the core earnings and
capital level of the thrift.

10.  Ensurethat the Objectives of this Handbook Section have been met. State your findings
and conclusions, as well as appropriate recommendations for any necessary corrective
measures, on the appropriate work papers and report pages.

Examiner’s Summary, Recommendations, and Comments
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CHAPTER: Mortgage Banking
SECTION: Accounting

Section 573

INTRODUCTION

The primary source of accounting guidance re-
lated to mortgage banking is Financial
Accounting Standards Board (FASB) Statement
of Financial Accounting Standards (SFAS) No.
65, Accounting for Certain Mortgage Banking
Activities. The Statement was issued in 1982 and,
although the FASB is currently considering a pro-
ject to amend it, SFAS No. 65 remains the most
comprehensive accounting document pertaining to
mortgage banking. SFAS No. 65 appliesto al en-
tities that engage in mortgage banking activities.
Also, there are additional sources of guidance that
are referenced throughout this discussion.

Why Accounting | mpacts Mortgage Banking
Strategies

Asdiscussed in Section 572, Profitability, mort-
gage servicing istypically the most important
source of long-term profits for mortgage banking
entities. The rights to service mortgages are gen-
erally acquired in four ways: (1) the origination of
mortgages by the thrift that are kept in the portfo-
lio which is called portfolio servicing; (2) the
origination of mortgages that are sold with servic-
ing retained which is called retained servicing or
originated mortgage servicing rights (OMSR); (3)
the purchase of servicing rights from third parties
called purchased mortgage servicing rights
(PMSR); or (4) as aby-product in a purchase of
mortgages and their servicing (servicing released
purchase) where a definitive plan for the sale of
the mortgages with the servicing rights retained
exists at the time the mortgages are acquired, also
called PMSR. Under current generally accepted
accounting principles (GAAP), the accounting for
mortgage servicing rights, at acquisition and
thereafter, varies depending on the manner of ac-
quisition.

Differences in the manner of accounting for ser-
vicing rights are primarily evident in three areas:
(1) asset recognition criteria; (2) classification as
tangible or intangible assets; and (3) potentially
different methods of amortizing and measuring
impairment of the assets. In addition, the treat-

ment of servicing rights for regulatory capital
purposes depends on their manner of acquisition.
Appendix A summarizes the distinctions dis-
cussed in the following paragraphs.

Asset Recognition. Currently OM SR are not rec-
ognized on the balance sheet as an asset distinct
from the mortgage. SFAS No. 65 also prohibits
the recognition of a mortgage servicing asset rep-
resenting the normal servicing fee when a thrift
originates a mortgage loan and then sellsit to a
third party with the servicing rights retained by
the seller; only the excess servicing fee, if any,
may be recorded as an asset. However, SFAS No.
65 provides for the full capitalization of PMSR.
SFAS No. 65 also requiresthrifts to separately
capitalize (and classify as PMSR) the portion of
the purchase price representing the cost of acquir-
ing the right to service mortgages when the thrift
purchases mortgage loans with a definitive plan
for the sale of the mortgages with servicing rights
retained at the initiation of the transaction. Fi-
nally, it is possible for thrifts to record split
servicing in connection with a purchase of servic-
ing rights. Split servicing refersto: (1) recording
the present value of the normal servicing fee ac-
quired in a purchase as PM SR; and (2) recording
the present value of the servicing feein excess of
the normal servicing fee.

Classification. Current GAAP applies differing
classifications to servicing rights: (1) the normal
servicing fee on mortgages originated and sold
with servicing retained is not recognized on the
balance sheet (OMSR); (2) ESFR are recorded on
the balance sheet and classified as tangibl e assets;
and (3) PM SR are given balance sheet recognition
but are categorized as intangibl e assets.

Amortization/Impairment. ESFR are amortized
using the level-yield method, but SFAS No. 65
specifies that PM SR should be amortized in pro-
portion to, and over the period of, estimated net
servicing income. In practice, the level-yield
method is typically used and has been accepted as
appropriate for PM SR amortization (discussed be-
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low). FASB Emerging Issues Task Force (EITF)
Issue No. 86-38, Implications of Mortgage Pre-
payments on Amortization of Servicing Rights,
requires that the impairment test for ESFR be per-
formed on adiscounted basis, whereasit allows
for impairment of PM SR to be measured on either
adiscounted or undiscounted basis. However,
both the OTS Regulatory Capital: Intangible As-
sets Regulation, and the FDIC’ s Capital
Maintenance Rule, state that the book value of

PM SR must be evaluated for impairment using a
discounted cash flow approach if the asset isto be
included in regulatory capital. Since the undis-
counted approach is acceptable under GAAP, this
would be an acceptable GAAP/RAP difference
for financial statement purposes (with the appro-
priate adjustment reflected in the regul atory
capital calculation).

Regulatory Capital Treatment. Becauseit is not
recognized on the balance sheet, the normal ser-
vicing fee portion of OM SR is unaffected by
regulatory capital guidelines. However, because
the OTS Net Portfolio Value (NPV) model as-
signs avalue to originated servicing rights, they
are incorporated as part of the interest-rate-risk
component of regulatory capital. ESFR are con-
sidered tangible assets under GAAP and are
simply risk-weighted in the 100% category. How-
ever, dueto their classification as intangible
assets, PM SR are subject to special regulatory
capital rules.

The OTS defines PM SR as qualifying intangible
assets that are includable in regulatory capital,
subject to certain limitations. Due to their com-
plexity, these limitations are not discussed fully in
this Section and the reader is advised to consult
Section 576, Servicing, for adetailed review. The
FDIC s Fina Rule on Capital Maintenance and
the OTS' Intangible Assets regulation require the
book value of PM SR to be measured on adis-
counted cash flow basis. The discount rate used in
the cal culation should be no less than the original
discount rate inherent in the asset at the time it
was acquired, based upon the estimated net cash
flow and price paid at the time of purchase.

The differences in book value recognition and
regulatory capital values for servicing rights may
result in transactions intended to obtain balance
sheet recognition of OMSR. Current accounting

practice encourages mortgage bankersto sell their
off-balance sheet OM SR in order to recognize in-
come immediately rather than on a cash basis over
the life of the serviced mortgage. M ortgage bank-
ers then can replace these rights through
purchases of servicing originated by third parties
that can be recorded on the balance sheet as pur-
chased servicing assets. However, limitations
such as the 10% regulatory capital haircut on

PM SR tends to mitigate the impact of these trans-
actions for thrifts.

Mortgage Loans Held for I nvestment or for
Sale

Mortgages Held for Investment. These mortgages
are carried at amortized cost, provided the thrift
has the intent and ability to hold them for long-
term investment purposes. The thrift’'s manage-
ment should document its intent to originate the
mortgages for along-term investment. It is, how-
ever, the substance of athrift's activities that
determines whether mortgages reported as held
for investment are, in reality, held for sale or trad-
ing. Thrift Bulletin No. 52, Supervisory Statement
of Policy on Securities Activities, sets forth some
of the factors to be considered in evaluating
whether the classification of mortgagesis consis-
tent with management’ s intent. Mortgages that are
moved from the held-for-investment to the held-
for-sale category are transferred at amortized cost,
but the lower of cost or market (LOCOM) method
should be applied immediately with an allowance
for loss established, if necessary.

Mortgages Held For Sale. Typically, mortgage
banking entities originate or purchase mortgages
for resale. SFAS No. 65 mandates that mortgages
held for sale be reported at LOCOM. When the
market value of mortgages held for saleisless
than their amortized cost, the thrift records a
charge to income and a valuation allowance that
is shown on the balance sheet as a contra asset. If
the market value of the mortgages subsequently
improves, the valuation alowance is adjusted.
However, the mortgages may never be shown on
the balance sheet above the amortized cost, re-
gardless of market value.

For example, assume that on July 1, 1993, Home
Mortgage Inc. originated $2,000,000 in mortgages
at par, intending to sell them in the secondary
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market at alater date. At July 30, 1993, the mar-
ket value of the mortgages was 97% of par. At
August 31, 1993, the market value had improved
to 99% of par. At September 30, 1993, the market
value was 104% of par. (For simplicity, this ex-
ample does not consider paydowns or deferred
fees/costs.)

The entry to record the funding of the mortgages
should be:

7/1/93 Dr. Loans Held For  $2,000,000
Sale

Cr. Cash $2,000,000

The month-end entries to adjust the carrying
amount of the mortgages should be:

7130/93 Dr.  Unrealized Loss on $60,000
Loan Held For Sale
Cr.  Allowance For Loss $60,000
Loans Held For Sale

8/31/93 Dr.  Allowance For Loss $40,000
Loans Held For Sale
Unrealized Gain on $40,000
Cr.  Loans Held For Sale

9/30/93 Dr.  Allowance For Loss $20,000
Loans Held For Sale
Cr.  Unrealized Gain on $20,000
Loans Held For Sale

Note that the entry as of September 30, 1993 only
increased the carrying value of the mortgages up
to their amortized cost despite market value ex-
ceeding that cost.

In determining the market value of mortgages
held for sale, the thrift should first segregate the
mortgages by type (i.e., conventional [conforming
and non-conforming to FNMA and FHLMC re-
quirements], FHA, VA, FmHA, SBA, etc.). Next,
they should be separated by property types(i.e.,
commercial, single-family, or multifamily); and
then they should be separated by repayment types
(i.e., ARMs, 30- and 15-year fixed-rates, and bal-
loon mortgages). Once the mortgages have been
separated, the LOCOM computation may be per-
formed on either an individual mortgage basis or
in the aggregate for the type of loan being valued.
The adjustment to the valuation allowance is
made for each type of mortgage identified. While
gains may be netted against losses within a par-
ticular type of mortgage, a net gain on one type of

mortgage may not be used to offset a net loss on
another type. Unsalable, rejected, and repur-
chased mortgages should be valued separately and
the loss should not be included as part of the
overall LOCOM adjustment, depending on
whether their impairment is permanent.

If athrift has commitmentsin place to sell mort-
gages, the market value of those mortgages should
be based on the commitment prices. If those com-
mitments are representative of the market, they
may al so be used to estimate the market value of
uncommitted mortgages. If not, the thrift should
look to quoted market prices to determine market
value.

Mortgages that are moved from the held-for-sale
to the held-for-investment category are recorded
at LOCOM as of the date of transfer. If market
valueis less than amortized cost, the market value
becomes the new cost basis. The difference be-
tween the new cost basis and the contractual face
amount of the mortgagesis recorded as a contra
asset on the balance sheet and, in accordance with
SFAS No. 65 as amended by SFAS No. 91, amor-
tized to income as ayield adjustment using the
interest method over the remaining contractual
life of the mortgages.

New FASB Pronouncement. The FASB hasis
sued a new Statement, SFAS No. 115, Accounting
for Certain Investments in Debt and Equity Secu-
rities, that will affect mortgage banking entities.
While the Statement does not specifically include
loans within its scope, it does specify that mort-
gage-backed securities that are held for sale in
conjunction with mortgage banking activities, as
described in SFAS No. 65, shall be classified as
trading securities. Astrading securities, they are
directly carried at market value without the cost
basis ceiling inherent in LOCOM valuations, ho
balance sheet valuation alowance is employed,
and unrealized holding gains and losses are in-
cluded in earnings. The new Statement is
effective for fiscal years beginning after Decem-
ber 15, 1993. However, it contains certain early
adoption provisions. Readers should contact their
regional accountants with any questions.
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Transfers Among Affiliates

M ortgage banking entities often transfer mort-
gages to affiliates. For accounting purposes, the
mortgages transferred must be adjusted to
LOCOM as of the date management makes the
decision to transfer them. However, if the mort-
gage banking entity is acting as an agent for an
affiliate, the LOCOM adjustment is not necessary
and the mortgages should be transferred at the
originator’s cost. Asdefined in SFAS No. 65, an
agency relationship exists where the two entities
agree that all mortgages of a particular type origi-
nated by the seller will be transferred to the
buyer. A right of first refusal or other arrange-
ment whereby the seller retains the risks
associated with ownership of the mortgages does
not qualify as an agency relationship and thus the
mortgages must be carried at LOCOM on the
originator’s books. (See the Holding Company
Handbook for additional limitations on transac-
tions with affiliates.)

Table Funding Arrangements

Table funding refersto transactionsin which a
thrift provides the original funding for a mortgage
loan at the table when a mortgage broker or corre-
spondent and the borrower close the mortgage,
despite the fact that the thrift had no direct part,
besides funding, in the processing or closing of
the mortgage. Immediately after the closing, the
thrift pays a servicing release premium and ac-
guires the mortgage and its related servicing
rights from the originating correspondent. The ar-
rangement raises the issue of whether the
acquiring thrift should account for the table fund-
ing as a purchase or as an origination.

Theissue isimportant because if the mortgageis
deemed to have been purchased and a definitive
plan for its sale with servicing retained exists at
acquisition, then the cost of acquiring the servic-
ing rights must be allocated and capitalized as a
separate asset apart from the cost basis of the
mortgage. This accounting treatment resultsin a
lower cost basis being assigned to the mortgage
and thus a reduction of any loss recognized upon
its subsequent sale with the servicing rights re-
tained. Conversely, if the arrangement is
considered an origination, all direct origination
costs must be capitalized as part of the cost basis

of the mortgage (including costs that could theo-
retically be assigned to the servicing rights),
resulting in a higher basis for the mortgage. Mort-
gage bankers often view the difference between
purchased and originated servicing more smply.
They view the difference as being whether the
servicing asset is on or off the balance sheet.

For example, assume the correspondent originates
a$100,000, 8% fixed-rate mortgage. The loan
agreement calls for the borrower to pay a 1%
origination fee plus 1 point at closing. Assume
First Thrift (FT) will fund the mortgage at closing
and pay the correspondent a 125bp servicing re-
lease premium ($100,000 x .0125 = $1,250). The
correspondent will retain both the 1% origination
fee ($1,000) and the loan fee of 1 point ($1,000)
paid by the borrower at closing. Therefore, at
closing FT will disburse $101,250 ($100,000
principal and $1,250 servicing release premium)
and the correspondent will receive $3,250 ($2,000
in fees from the borrower and $1,250 from FSA).

If Arrangement is Considered a L oan Origination.
FT would record its investment in the mortgage at
$101,250, representing $100,000 in principal and
$1,250 in deferred loan origination costsin ac-
cordance with SFAS No. 91. No servicing rights
would be recorded. If the mortgage isintended for
sale, the origination costs would be deferred but
not amortized. Rather, they would be an adjust-
ment to the gain or loss on the subsequent sale of
the mortgage. If the mortgage were sold at par, FT
would record a $1,250 loss equal to the excess of
its net investment in the loan ($101,250) over the
sales proceeds of $100,000.

If Arrangement is Considered a L oan Purchase.
FT would record its investment as $100,000 in the
mortgage and $1,250 in PM SR. If the mortgage
were then sold at par, no gain or loss would be
recognized and the servicing asset would remain
on the balance sheet to be amortized in accor-
dance with SFAS No. 65 over the estimated life
of the mortgage.

Table Funding Criteria. EITF No. 92-10, Loan
Acquisitions Involving Table Funding Arrange-
ments, specifiesthat table funding arrangements
should be accounted for asloan purchasesiif the
mortgage is legally structured as an origination by
the correspondent and if the correspondent isin-
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dependent of the acquiring thrift. In making this
determination, all of the following criteria must
be satisfied:

The correspondent is registered and licensed to
originate and sell mortgages under the laws of
the jurisdictions in which it does business;

The correspondent originated, processed, and
closed the mortgage in its own name and is the
first titled owner of the mortgage with the
thrift becoming a holder in due course;

The correspondent is an independent third
party and not an affiliate of the thrift, as de-
fined in SFAS No. 65. The correspondent must
bear all the costs of its place of business;

The correspondent must sell mortgages to
more than one thrift or mortgage banker and
not have an exclusive relationship with the
purchaser; and

The correspondent may not be directly or indi-
rectly indemnified by the purchaser for market
or credit risk on mortgages originated by the
correspondent. However, a purchase commit-
ment is not considered an indemnification for
purposes of this requirement.

If any of the above requirements are not met, the
mortgage should be accounted for as an originated
mortgage by the acquiring thrift.

Mortgage Sales

The primary focus in accounting for mortgage
sales is to recognize the economic gain or loss at
the time of the transaction and to avoid current
recognition of income and expense attributable to
future periods. In a simple mortgage sale, where
the seller retains no recourse obligation or servic-
ing rights, the gain or loss is generally based on
the difference between the actual or stated yield
of the mortgages and the yield to the investor.
Complications arise in recording sales where the
seller has not transferred all of the risks and re-
wards of ownership to the purchaser; this occurs
when the seller retains recourse risk on the servic-
ing rights.

Mortgages Sold With Recourse. Thrifts may sell
mortgages to a government sponsored agency or
private investor with terms that, under certain
conditions, provide for recourse against the thrift.
For example, the thrift may be required to ad-
vance its own funds to the investor to cover
shortfalsif aborrower fails to make payments
when due. In atransaction where the seller retains
the risk of recourse or borrower default, a deter-
mination must be made as to whether it should be
recorded as asale or afinancing.

SFAS No. 77, Reporting by Transferors for
Transfers of Receivables with Recourse, specifies
that atransfer of mortgages with recourse may
qualify asasale only if all the following criteria
are satisfied:

The transferor surrenders control of the future
economic benefits embodied in the mortgages;

The transferor’ s abligation under the recourse
provisions can be reasonably estimated; and

The transferee cannot require the transferor to
repurchase the mortgages except pursuant to
the recourse provisions.

The first condition generally means the seller can-
not hold an option to repurchase (call) the
mortgages. Conversely, the third criteria means
that the buyer may not hold an option to put the
mortgages back to the seller. The second require-
ment refers to measuring the extent of recourse. If
the seller retains recourse, aliability must be re-
corded at thetime of sale. Theliahility is
recorded on the balance sheet and has the effect
of reducing the gain or increasing the loss recog-
nized on the sale. If the seller is unable to
reasonably estimate the amount of recourse liabil-
ity, the transaction does not qualify asasale and
the cash received from the transferee should be
recorded as a secured financing.

EITF No. 92-2, Measuring Loss Accruals by
Transferors for Transfers of Receivables with Re-
course, specifiesthat the liability recorded at the
sale date pertaining to the recourse provisions of
the transfer must include al probable credit losses
over the life of the transferred receivables and not
only those measured and recorded in accordance
with SFAS No. 5, Accounting for Contingencies.
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The recourse obligation may be recognized on a
present value basisif the timing of the estimated
cash flow can be reasonably estimated. However,
the Securities and Exchange Commission (SEC)
has stated its position that the discount factor may
be no less than the rate on monetary assets that
are essentialy risk free and that have maturities
comparable to those of the recourse obligation.
Moreover, the recourse obligation must be meas-
ured and reported separately as aliability and may
not be netted against assets unless alegal right of
offset exists between the seller and the purchaser.
However, the recourse liability is not considered a
general valuation alowance (GVA) and would
not be included as such for capital purposes.

Mortgages Sold With Servicing Rights Retained.
Thrifts that originate or purchase mortgages for
subsequent sale in the secondary market often re-
tain the rights and obligations of servicing the
mortgages for the purchaser in exchange for afee
and related income. Typically, the servicing feeis
stated as a percentage of the outstanding mortgage
balance and is deducted by the servicer from the
borrower’ s monthly mortgage payments before
those payments are passed on to the owner of the
mortgages.

When mortgages are sold with the servicing rights
retained by the thrift, an ESFR asset may be re-
corded if the interest rate on the mortgages sold,
minus the normal servicing fee rate and guarantee
fees, if any, exceeds the rate passed through to the
purchaser of the mortgages or mortgage-backed
securities. Recording the present value of this fu-
ture excess servicing fee resultsin an increase in
the gain or reduction in the loss on the sale of the
underlying mortgages. However, the amount of
the adjustment is limited to the difference be-
tween the actual sales price of the mortgages and
the estimated sales price that would have been ob-
tained if only anormal servicing fee had been
specified.

For example, assume a package of fixed-rate
mortgages with a weighted average coupon rate of
9% is sold to an investor at par with a pass-
through rate of 8% with the seller retaining the
servicing rights. Assuming the normal servicing
feeis 25bp and the guarantee fee is 18bp, this
means the excess servicing feeis 57bp (9.00% -
8.00% - .25% - .18% = .57%). In determining the

book value of the excess servicing fee receivable,
the seller/servicer estimates the amount and tim-
ing of the cash flows and discounts them to arrive
at the present value.

Excess Servicing Fee Receivable (ESFR)

SFAS No. 65 provides guidance on the appropri-
ate methodology to be used in initially recording
and amortizing ESFRs. Theinitial book value of
the ESFR is primarily dependent on three factors:
(2) the net interest spread between the mortgage
coupon rate, minus the sum of the normal servic-
ing fee rate and any guarantee fees, and the pass-
through rate to investors; (2) the estimated pre-
payment rate on the underlying mortgages; and
(3) the discount rate employed to compute the
present value of the excess servicing fee. Gener-
aly, an estimate of prepayment speedsthat is too
slow or adiscount rate that istoo low will result
in overstating the ESFR asset. The following
guidelines should be used in recording ESFR.

Prepayment Speed. The prepayment speed esti-
mate used in calculating the ESFR should be
based on the same guidelines set forth in Section
576, Servicing, for the valuation of PMSR.

Discount Rate. On June 29, 1989, the EITF
reached a consensus on Issue No. 88-11, Alloca-
tion of Recorded Investment When a Loan or Part
of aLoan is Sold, that ESFR should be calculated
using prepayment, default and interest-rate as-
sumptions that market participants would use for
similar financial instruments and should be dis-
counted using an interest rate that a purchaser
unrelated to the seller of such afinancia instru-
ment would demand. However, since the ESFR
cannot be split off and sold separately from the
normal servicing fee under FNMA or FHLMC
regulations and since GNMAs usually have no
ESFR, there is no significant market in ESFR, per
se, upon which to establish a benchmark. With the
absence of atrue, market-derived ESFR discount
rate, servicers must look to comparable financial
instruments as a basis for deriving an appropriate
ESFR discount rate.

Most apparently comparable financial instruments
do not work well in establishing market discount
rates for ESFR because each instrument has sig-
nificant distinguishing features. For example,
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while cash flows associated with 1O strips and
ESFRs are both based on declining balance mort-
gages and both assets experience negative
duration, ESFRs retain various distinct opera-
tional costs and risks. Similarly, an ESFR
discount rate based on Treasury yieldsisinade-
guate because yields on mortgage servicing rights
do not always track the U.S. Treasury securities
yield curve.

Since the cash flow and operational risks associ-
ated with both ESFR and PM SR are identical and
since thereisaliquid market in PMSR, we be-
lieve that the best surrogate financial instrument
in establishing ESFR market discount ratesis
PMSR. Typically, however, mortgage bankers
and accountants have used discount rates for
ESFR that are lower than for comparable PM SR.
Thisis because of the cushioning or protective ef-
fects of the normal servicing fee, whichis
specifically deducted from the mortgage cash
flow before computing ESFR. Conversely, when
valuing PM SR, there is no stated normal servicing
fee and al servicing costs and revenues are con-
sidered individually. Because of these
considerations, generally an ESFR discount rate
of 100 basis points below the rate for comparable
PMSR s reasonable.

Comparable PMSR is generally meant to refer to
the differencesin the discount rates or yields de-
manded by investors for PM SR with perceived
additional risks. High delinquency, nonagency,
commercial, and recourse servicing are examples
of servicing that traditionally have required sig-
nificantly higher yields to attract buyers than
single-family, agency servicing. Also, the terms,
interest rates, and geographical locations of mort-
gages may be factors requiring higher yields to
attract buyers.

In accordance with EITF No. 88-11, a discount
rate equivalent to the pass-through rate to inves-
torsis not appropriate for ESFR recorded after
June 29, 1989. Moreover, discount rates below
the pass-through rate will generally not be ac-
cepted even if the ESFR was recorded prior to
July, 1989. Such rates do not adequately reflect
the true risks and rewards of the ESFR asset.

The OTS recognizes the difficulty in establishing
reasonable and appropriate discount rates for
ESFR. Each pool of ESFR should be evauated
based on itsindividual risks and a conservative,
well-supported discount rate should be employed.
Thrifts should remember that conservatively val-
ued ESFR will not alter the actual underlying cash
flows. If subsequent actual cash flows exceed
those estimated in valuing the ESFR asset, the
thrift will benefit from an asset providing a higher
than anticipated yield. Conversely, the use of an
aggressive or excessively low discount ratein
valuing ESFR exposes the thrift's capital to sig-
nificant risk.

Normal Servicing Fee. The minimum servicing
fees established by FNMA, FHLMC, and GNMA
are intended to cover the cost of servicing plus an
unspecified profit component to protect the mar-
ket and encourage servicersto fulfill their
servicing responsibilities. FASB Technical Bulle-
tin No. 87-3, Accounting for Mortgage Servicing
Fees and Rights (FTB No. 87-3), makesit clear
that thrifts may not derive an individualized nor-
mal servicing fee rate based on their particular
cost to service. FTB No. 87-3 states that the nor-
mal servicing fee must be no less than the
minimum servicing fees specified by FNMA,
FHLMC, and GNMA. Generally, these are 25bp
for securitized fixed-rate mortgages, 37.5bp for
ARMSs and unsecuritized mortgages, and 44bp for
FHA/V A mortgagesin GNMA MBS pools.
FNMA typically requires a minimum servicing
fee of 50bp on servicing for second mortgages.

Recourse servicing generally should reflect sig-
nificantly higher normal servicing feesthan
similar nonrecourse servicing in order to recog-
nize the additional servicing costs from higher
credit losses. Also, the normal servicing fee for
Small Business Administration (SBA) loans must
be a minimum of 100bp. For transactions requir-
ing aminimum retained spread (such as ARM
salesto FNMA, FHLMC and many private inves-
tors) the normal servicing fee must not be lower
than the minimum retained spread.

For sales directly to private sector investors with
servicing retained, FTB No. 87-3 requires the
thrift to use the minimum servicing fee required
by the federally sponsored organization whose
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servicing terms are most comparable to those be-
ing valued. If the thrift can show that FNMA,
FHLMC, and GNMA do not purchase substan-
tially similar mortgages, the thrift should use a
normal servicing fee reflecting the predominant
fee that isfound in the private sector market for
similar mortgages.

The normal servicing fees for second and wrap-
around mortgages are more difficult to determine
than for first mortgages. If prevailing market rates
cannot be determined, the normal servicing fee
should be calculated by considering the fully
documented costs of servicing, areasonable and
adequate profit factor, and the costs related to
protecting the second mortgages from foreclosure
actions by the first mortgagee. The normal servic-
ing fee for wrap-around mortgages should be a
minimum of 100bp to adequately cover the large
costs of servicing these mortgages.

Reasonableness Tests. As an overall reasonable-
ness test, compare the prices paid by the FHLMC
for mortgages with servicing released versus the
price paid for mortgages with servicing retained.
Also, the amount of ESFR recorded should not
exceed the current servicing released premiums
being paid for similar mortgages less the equiva
lent of anormal servicing fee.

Amortization and Impairment Analysis. ESFR
should be amortized over its expected life so that
net servicing income (servicing income less amor-
tization) approximates the normal servicing fee
plusinterest earned on the ESFR asset. Therefore,
if unanticipated mortgage prepayments occur,
both the current book value of the ESFR and the
rate of future amortization must be adjusted. Man-
agement must review its ESFR asset at |east
guarterly to determine if an adjustment is needed.

EITF No. 86-38 specifies that the ESFR asset
must be written down to the present value of the
currently estimated remaining cash flows apply-
ing the same discount factor used to initially
record the asset. A cumulative adjustment should
be made to the book value to reflect any decline
in the present value. However, the book value of
ESFR may not be increased as aresult of slower
than anticipated prepayments but, rather, the rate
of amortization would be adjusted prospectively.

Preferably, the impairment analysis should be per-
formed for each group or pool of serviced
mortgages, but that is not always practical for
very large ESFR assets. The OTS generally does
not object to grouping similar types of mortgages,
with very comparable interest rates and terms,
into larger groups for purposes of measuring im-
pairment. In these cases, aweighted average of
the original discount rates should be used. For
purposes of recording impairment these groups
may then be aggregated. The OTS reservesthe
right to require less aggregation if the aggregation
process appears to distort results.

Multifamily ESFR. Multifamily mortgages are se-
cured by residential dwellings with five or more
units. Unlike other types of commercial or income
property mortgages, multifamily mortgages qual-
ify for purchase by FNMA, FHLMC, and GNMA.
Each of these organizations, however, has very
different and complex programs. The minimum
servicing fees and other requirements for these
mortgages are defined by their purchase contracts
and their respective sale and servicing guides.
Minimum servicing fees are often as low as
12.5bp and even less for some multifamily mort-
gages over $10,000,000.

If ESFR isrecorded, the normal servicing fee for
multifamily mortgages should not be lower than
12.5bp (25bp if the mortgage is | ess than one mil-
lion dollars) unless alower rate is specified in the
sale/servicing contract. The discount rate for mul-
tifamily ESFR should generally be at least 500bp
over single-family ESFR rates. Prepayment esti-
mates for multifamily servicing should generally
be based on a Constant Prepayment Rate (CPR)
speed that is closely analogous to fixed-rate sin-
gle-family mortgages with similar interest rates
and terms, adjusted for any required balloon pay-
ments.

Documentation and Recordkeeping. Thrifts
should retain adequate records to support both the
initial value of the ESFRs and the value as of the
last four quarters. At aminimum, the following
information should be maintained for each group
or pool of mortgages with ESFR: (1) original and
current principal balances; (2) original and cur-
rent book values of related ESFRs; (3) original
and current prepayment speed estimates, with
documentation; (4) normal servicing fee rates, if
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obtained from other than a GSE then with sup-
porting documentation; and (5) the original
discount rate, with basis for its support. Thrifts
should aso maintain historical information re-
garding the actual prepayment experience for
each pool. Records should substantiate the basis
for and amounts of write-downs and other |osses.

Purchased M ortgage Servicing Rights (PM SR)

Acquisition. PMSR may be acquired in two ways
for accounting purposes: (1) through the purchase
of the rights alone, where the seller retains the
mortgages; and (2) by purchasing whole mort-
gages and allocating a portion of the acquisition
coststo PM SR, as long as the purchaser has ade-
finitive plan for the sale of the mortgages with
servicing retained when they are acquired. SFAS
No. 65 defines a definitive plan as follows: (1) the
acquiror has obtained, before the purchase date,
commitments from permanent investors to pur-
chase the mortgages, or makes a commitment
within a reasonable time (generaly, within 30
days of the acquisition date) to sell the mortgages
to permanent investors; and (2) the plan includes
estimates of the purchase price and selling price.

In addition to the net interest spread between the
mortgage coupon and the pass-through rate, the
mortgage servicer usually obtains certain other
unstated rights which have significant economic
value. These rightsinclude the opportunity to earn
income by investing the float from collection of
borrower payments (principal, interest, and es-
crows) before passing them through to the
appropriate parties (investors who own the mort-
gage, taxing authorities, insurance companies,
etc.). The servicer also receives ancillary income
items such as late payment fees charged to bor-
rowers and credit life insurance commissions.
(Note that these rights may not be included in the
determination of the book value of ESFR because
ESFR is created via a credit to income rather than
from an up-front payment to acquire the rights
from an independent party, asis the case with
PMSR. Income from these unstated rightsis rec-
ognized on a cash basis as earned.)

When servicing rights are purchased, their cost is
capitalized and classified as an intangibl e asset
called PMSR. The purchase price represents the

buyer’ s estimate of the present value of the future
servicing fees net of servicing costs. The estimate
encompasses such items as anticipated prepay-
ment speeds, servicing costs, delinquency ratios,
foreclosure costs, the cost of advances, escrow
balances and the earnings thereon, ancillary in-
come, and so on. The valuation of PMSR is thus
far more complex and dependent on more as-
sumptions than ESFR. Its recoverability should be
closely monitored.

Amortization. SFAS No. 65 specifies that PMSR
must be amortized in proportion to, and over the
period of, estimated net servicing income (servic-
ing revenue in excess of servicing costs). This
proportional amortization requirement has gener-
aly been interpreted as allowing the use of either
the level-yield (interest) method or the propor-
tional cash flow approach. The proportional cash
flow approach resultsin aslightly more rapid am-
ortization.

When using the proportional cash flow approach,
an amortization factor is computed each period by
dividing the current period’ s net servicing income
before amortization by the initial estimate of total
net servicing income over the life of the asset.
Thisratio isthen multiplied by the initial PMSR
balance to arrive at the current period amortiza-
tion expense.

In accordance with EITF No. 86-38A, the esti-
mate of net servicing income must consider the
effect of unanticipated prepayments. However, a
write-down would not be required if estimated net
servicing income exceeds the asset’s carrying
amount. The estimate of future net servicing in-
come may be computed on a discounted or
undiscounted basis. The effect of the unantici-
pated prepayments would result in an adjustment
to the rate of amortization on a prospective basis
consistent with the change in estimated future net
servicing income. However, in order for PMSR to
be included in regulatory capital, thrifts must
measure impairment of PM SR using a discounted
cash flow methodology for book value purposes,
similar to that for ESFR.

Book Vaue. The FDIC's Final Rule on Capital
Maintenance, and the OTS' Intangible Assets
regulation, specify that awrite-down of the book
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value of PM SR must be made to the extent that
the discounted value of future net cash flowsis
less than current book value. The discount rate
used for thisimpairment analysis must be no less
than the rate inherent in the asset at the time of
acquisition, based on estimated net cash flow and
the price paid on the purchase date. Thus, in order
for athrift’s PMSR to be includable in regulatory
capital, the book value must be tested for impair-
ment on adiscounted basis utilizing, at a
minimum, the thrift’s original internal rate of re-
turn implicit in the purchase price.

Sales. The contractual right to service mortgages
represents a significant economic asset to thrifts.
The servicing rights related to a thrift’s originated
mortgage portfolio are not recognized on the bal-
ance sheet, nor isthe normal servicing fee portion
when mortgages are sold with the servicing re-
tained (OMSR), however, PMSR are recognized
for these same assets when these rights are, in ef-
fect, purchased from athird party. If athrift sells
the rights to service its mortgages but retains the
underlying mortgages, immediate income recogni-
tion of the sales price is not appropriate.

There may be cases where a thrift has purchased
mortgages with a definitive plan for their subse-
guent sale with the servicing rights retained, so
that a portion of the purchase priceis alocated as
PMSR. EITF No. 86-39, Gains from the Sale of
Mortgage Loans with Servicing Rights Retained,
specifies that if the mortgages are then sold at a
gain, the gain must be offset against the previ-
ously recorded PM SR before any income
statement gain can be recognized.

Origination and Commitment Fees

SFAS No. 91, Accounting for Nonrefundable
Fees and Costs Associated with Originating or
Acquiring Loans and Initial Direct Costs of

L eases, provides the guidancein thisarea. The
Statement has been in effect for fiscal years be-
ginning after December of 1987 and, dueto its
significant impact on the thrift industry, thisdis-
cussion assumes the reader has abasic
understanding of SFAS No. 91 and only focuses
on those aspects applicable to mortgage banking.

On mortgages held for sale, origination fees and
direct origination costs should be deferred until

the related mortgage is sold. Commitment feesre-
ceived should generally be deferred and
amortized into income as ayield adjustment
unless the commitment expires unused, at which
time the remaining unamortized fee is taken into
income. However, if the probability of a mortgage
commitment being exercised isremote, the fees
may be taken into income on a straight-line basis
over the commitment period. If this approach is
utilized but the commitment is then exercised, the
remaining unamortized fees are recognized over
the life of the mortgage (until it is sold) as an ad-
justment to the yield. For commitment fees paid
to investors to ensure the sale of the mortgages,
SFAS No. 91 requires the fees to be expensed
when the mortgages are sold or it becomes evi-
dent the commitment will expire unused.

Conclusion

Accounting for mortgage banking activitiesisa
complex and evolving area. The accounting prin-
ciplesinvolved are technical, detailed, and the
theory discussed is often difficult to apply in prac-
tice. Aggressive valuation assumptions and
accounting practices will result in placing a
thrift’s capital at risk. While applying conserva-
tive valuation and accounting principles will not
eliminate the market risks associated with mort-
gage banking, such practices will mitigate the
adverse impact of market fluctuations on athrift’s

capital.
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Mortgage Banking — Accounting
Program

Examination Objectives

To determineif the thrift isin compliance with GAAP and OTS accounting requirements.
To determine if the thrift’' s accounting practices are safe and sound.

To determine if corrective action is needed to correct deficiencies.

Examination Procedures

Perform the following examination steps to ensure that the accounting related to mortgage banking activities
complies with GAAP and regulatory requirements. Those steps that do not apply may be omitted; however, a
notation should be made as to why they do not apply.

Level | WKkp. Ref.

1 Review the thrift's mortgage portfolio to determine if mortgages are properly classified
in accordance with management’ s stated intent:

Review OTS TB 52 for factors to be considered when evaluating whether the
classification of mortgages is consistent with management’ s intent; and

For mortgages transferred in from the held-for-sale portfolio, determine that the
mortgages were recorded at LOCOM as of the date of transfer to establish their new
cost basis. Recompute accretion to date of the difference between the new cost basis
and the mortgages face amount as of the date of transfer.

2. Review the previous report of examination and all mortgage banking accounting-related
exceptions noted and determine if management has taken appropriate corrective action.

3. Review the thrift’s held-for-sale portfolio to:

Determine that the held-for-sale portfolio is reasonably segregated by type of
mortgage;

Determine that the portfolio is properly carried at LOCOM. Verify that net
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Mortgage Banking — Accounting
Program

unrealized gainsin one type of mortgage are not used to offset unrealized losses on
other types of mortgages; and

If commitments for sale are in place, verify sales prices against transaction
documents.

WKkp. Ref.

Review a representative sample of mortgage sales to:

Determine that the transactions qualify as sales rather than financings in accordance
with SFAS No. 77;

Ascertain the existence and extent of potential recourse against the thrift. (Mortgage
sale and servicing agreements generally address these recourse provisions);

Evaluate the adequacy of the liahility due to recourse provisions in accordance with
EITF No. 92-2; and

If the mortgages were previously purchased by the thrift and PM SR was recorded at
the time, ensure that any gain on the saleis offset against PMSR before any gain is

recognized.

5.

For mortgage sales on which servicing rights have been retained and ESFRs recorded,
review the thrift’s method of calculating ESFR:

Determine if the normal servicing fee rates comply with GAAP and if they agree
with the minimums established by the government-sponsored enterprises;

Verify that the thrift deducts the normal servicing fee and any guarantee feein
computing the ESFR;

Verify that no estimated float earnings or any ancillary income items are included in
the computation of the ESFR;

Determine the method for establishing prepayment speed estimates and confirm that
those estimates are reasonable and conform to Section 576, Servicing; and

Exam Date:

Prepared By:

Reviewed By:

Docket #:

573P.2

Regulatory Handbook April 2002 Office of Thrift Supervision



Mortgage Banking — Accounting
Program

WKkp. Ref.

Review the assumptions employed to derive the discount rate and ascertain if they
were redlistic and conformed to GAAP and industry practice at the time the
mortgages were sold by the thrift and ESFR was recorded:

¥ s the discount rate less than the pass-through rate on the security before the
June 1989 issue of EITF 88-11?

% |sthe discount rate below market rates after June 19897

¥ Are PMSR and ESFR recorded on the same mortgages? Does the accounting for
this conform to GAAP? Is this practice unsafe and unsound in this situation?

6. Review the thrift’s method of amortizing ESFR to verify that amortization is recorded
using the level-yield (interest) method. (Use of a straight-line or balloon method is
generaly not appropriate.)

7. Determine whether the thrift reviews the ESFR book value at least quarterly in
accordance with EITF No. 86-38 to test for impairment:

Verify that the same discount rate used to initially value the ESFR is utilized in
discounting the estimated remaining cash flow;

Determine if actual prepayment speed experience on the underlying mortgages has
exceeded the rate originally projected by the thrift when the ESFR asset was
recorded. If so, verify that write-downs have been recorded and the rate of projected
amortization has been accelerated;

Determine that prepayment speed projections have been adjusted to reflect current
expectations. Ascertain that the speeds currently employed are reasonable in light of
historical experience and current market projections; and

Verify that the book value of ESFR has not been written up in instances where
actual prepayments have been dower than anticipated, but that the rate of
amortization has been adjusted prospectively.
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WKkp. Ref.

8. Review the book value of PM SR to:

Verify that PM SR acquired via table funding arrangements meets the guidelines set
forthin EITF No. 92-10;

Determine that amortization is recorded using one of the proportional methods as
specified in SFAS No. 65. If the thrift uses another similar method, such as sum-of-
the-years digits, verify that the result is not materialy different;

Verify that amortization rates are adjusted prospectively to reflect differences
between anticipated and actual prepayment speeds;

Verify that impairment tests are performed on at least a quarterly basis and that they
utilize the original discount factorsimplicit in the price paid to acquire the rights;

Determine that the original discount factorsimplicit in the price paid to acquire the
rights and prepayment speed projections are reasonable in light of historical
experience and current market expectations; and

Ensure that charges against the book value of PM SR are recorded as the impairment
tests dictate.

9. Review the fair market valuations performed on the thrift's PM SR portfolio:

Verify that the thrift is performing the requisite quarterly fair market valuation of its
PM SR portfolio; and

If the book value of PM SR exceeds 25% of the thrift’s core capital, verify that the
required annua independent valuation has been obtained.

10. Review salesof servicing rights:
If the rights that were sold had previoudly been recorded on the balance sheet as

ESFR or PM SR, ensure that the asset is written off before any gain or lossis
recognized on the income statement; and
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If the rights relate to mortgages that have been retained by the thrift, ensure that no
immediate income statement recognition has taken place.

11. Review Level Il procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level | procedures.

Level Il

12.  See Section 576, Servicing, for the checklist on the valuation of PM SR and limitations
for itsinclusion in regulatory capital.

13.  Ensure that the Objectives of this Handbook Section have been met. State your findings
and conclusions, as well as appropriate recommendations for any necessary corrective
measures, on the appropriate work papers and report pages.

Examiner’s Summary, Recommendations, and Comments
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Appendix A: Mortgage Banking -- Accounting

Section 573

Accounting Matrix for Servicing Rights on Mortgage Loans

Originated Mortgage
Servicing Rights (OMSR)

Purchased Mortgage
Servicing Rights (PMSR)

Originated or Purchased 2
Excess Servicing Fee
Receivable (ESFR)

Asset Recognition Criteria

Prohibited
[SFAS No. 65, 1 16]

Other Assets — PMSR
[SFAS No. 65, 116-17]

Other Assets/Receivable -
ESFR [SFAS No. 65, 1 11]

Asset Classification (i.e.,
tangible or intangible asset)

Intangible asset NOT
reflected on balance sheet

Intangible asset reflected on
balance sheet

Tangible Asset reflected on
balance sheet

Asset Amortization Method

Not Applicable

Amortization "in proportion to,
and over the period of
estimated net servicing income
(servicing revenue in excess of
servicing costs)." [SFAS No.
65, 1 19. Also, see regulatory
capital section below.]

Level-Yield Amortization
method [Prevailing Practice]

Asset Impairment Test

Not Applicable

Impairment is determined by
estimating the future net
servicing income, on an
undiscounted or discounted
basis, depending on whether
the entity uses discounting to
evaluate other similar intangible
assets. [EITF 86-38A]

Impairment is determined by
discounting the estimated
remaining future excess
service fee revenue using the
same discount factor used to
calculate the original excess
fee receivable. [EITF 86-38B]

Regulatory Capital Treatment

Not included in regulatory
capital, Tangible Assets,
Adjusted Tangible Assets or
Risk-Weighted Assets' Off-
Balance Sheet Conversion
Iltems

Included in regulatory capital,
Tangible Assets, Adjusted
Tangible Assets, and Risk-
Weighted Assets to lesser of:
(1) 90% of fair value, (2)
unamortized book value, or (3)
100 % of tangible capital (or
50% of core capital) before
PMSR deduction.! Risk-weight
in the 100 % category.

Included in regulatory capital,
Tangible Assets, Adjusted
Tangible Assets, and Risk-
Weighted Assets without limit.
Risk-weight in the 100%
category

! Only PMSR subject to a 15-year maximum amortization period and evaluated on a discounted basis may be included in regulatory

capital

2FASB staff have indicated that ESFR may be acquired through origination or as part of the allocation or purchased servicing rights into
a normal servicing fee and an excess servicing fee portion.
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CHAPTER: Mortgage Banking
SECTION: Production

Section 574

INTRODUCTION AND OVERVIEW

The process of producing mortgagesis usually re-
ferred to as production. It consists of two broad
types, retail origination and wholesale or corre-
spondent lending. Retail origination generally
refersto retail lending directly to borrowers and
consists of marketing to attract borrowers, taking
the borrower’ s loan application, processing to ob-
tain needed documentation, underwriting to
ensure that the mortgage meets investor’ s stan-
dards, and finally closing where al documents are
signed and the mortgage funds are disbursed.
(Quality control is checked prior to closing for
each mortgage and on a test sample basis after
closing.)

During all of the origination stages, potential
mortgages are referred to as being in the pipeline.
Once mortgages leave the pipeline they either go
directly to the thrift’sinvestment portfolio or en-
ter the warehouse where they are marketed in the
secondary-mortgage market and shipped to the
buyer. Successful mortgage originators must be
efficient in their operations because the origina-
tion process itself haslittle significant profit.
Most mortgage bankers profit either from the sale
of the servicing or by building up alarge servic-
ing portfolio. (See Section 572, Profitability.)

Wholesale or correspondent production usually
refers to the process of buying mortgages and
their servicing from other originators and has two
broad categories. Thefirst isto buy closed mort-
gages, individually asthey are closed or in bulk,
and the second is called table funding mortgages.
For purchases and table funding the buyer nor-
mally pays for both the individual mortgage and a
servicing release or purchase fee for the servicing
rights.

Table funding is the process of buying the origi-
nations of independent mortgage brokers by
funding their mortgages at the closing and paying
them a servicing release fee. (See Section 573,
Accounting, for other table funding require-
ments.) The payment of a servicing release fee
resultsin asignificantly higher sales price for the

originator/seller than the sale of the mortgage
alone. The buyer, on the other hand, pays more
for the mortgage and its servicing than for aretall
origination, but does not have any origination
costs.

Wholesale or correspondent production has a ma-
jor accounting advantage over retail originations.
Under generally accepted accounting principles
(GAAP), mortgage originators can book only the
excess portion of the value of servicing rights for
mortgages originated directly with the borrowers.
(The“normal servicing fee” portion is an off-
balance sheet asset.) If the servicing rights are
purchased, however, the entire purchase price or
value of the servicing can be booked as an asset.
(See Section 573, Accounting.)

For mortgage brokers the extraincome from sell-
ing the servicing with the mortgages allows them
to concentrate on originations. Most mortgage
brokerage firms, but not all, specialize in mort-
gage originations while leaving the more clerical
function of servicing to the larger servicing or-
ganizations. Mortgage brokers were not common
until the late 1980s, but today they originate a
large percentage of al new originations.

Retail Origination

Theretail origination process should be viewed as
afactory producing good quality mortgages that
ideally have the highest possible resale valuein
the secondary mortgage market. Using standard
FNMA/FHLMC approved forms and underwrit-
ing according to those organization’s standards
adds value to conventional mortgages because
FNMA/FHLMC €ligible mortgages are much
more marketable. In fact, many thrifts go through
the additional process of pooling and swapping
their conventional mortgages for FNMA MBSs or
FHLMC PCs and swapping their FHA/VA mort-
gages for GNMA MBSsto add value and
marketability, even if the mortgages are intended
for the thrift’ sinvestment portfolio. Should the
investment needs of the thrift change FNMA
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MBSs, FHLMC PCs, and GNMA MBSs are much
more salable and will bring higher prices than
private placements. (See Section 542, Mortgage-
Backed Securities.)

Primary Marketing. Competition in the primary or
retail mortgage production businessis fierce and
it forces most firms to offer very competitive in-
terest rates and fees. Often the difference between
success and failure is decided by customer service
and quality control. Good customer service brings
more business even if rates are the same and good
guality control means more buyers who are will-
ing to pay higher prices.

Application. Once a customer has responded to
advertisements or marketing efforts through real
estate brokers and makes an appointment to apply
for amortgage, the lender begins the application
process. The application step involvesfilling in
the mortgage application form giving al thein-
formation necessary to be able to properly
evaluate the customer’ s and the property’ s quali-
fications for the mortgage sought. Thisincludes
type of mortgage and terms sought, property in-
formation, address and prior addresses, job
information and salary history, other personal in-
formation, details of the proposed purchase, credit
information, and a detailed financial statement
showing all assets and liabilities. Standard appli-
cation forms approved by FNMA/FHLMC are
usually used for conventional mortgages and FHA
or VA forms are used for those mortgages.

At the time of application, the applicant signs the
completed application and authorizations for the
originator to verify in writing his or her employ-
ment, salary, credit history, and deposits of
money to be used in the proposed purchase, if ap-
plicable. Most lenders also collect an application
fee to cover the cost of the appraisal and credit
report. Also, at the time of application most lend-
ers perform avery rough underwriting process to
make sure that the borrower generally qualifies
for the mortgage. Applicants that clearly do not
qualify, for whatever reason, are usually discour-
aged from applying and paying the appraisal and
credit report fees.

Processing. Thisincludes sending out and follow-
ing up for return of the written forms to verify

employment, salary, and deposits. Also, awritten
credit report is obtained as well as any other
documentation needed to support the application,
such as copies of recent incometax returns. An-
other important step is requesting an appraisal,
and a survey when appropriate, of the property to
be purchased. A detailed system of procedures
should be in place to facilitate the rapid process-
ing of all mortgages using standard
documentation approved by FNMA/FHLMC or
the FHA/VA. Most processing delays occur asa
result of the slow return of one or more of these
documents.

Underwriting. The underwriting step includes
evaluating all of the information gathered to de-
cideif the requested mortgage qualifies according
to the standards of the intended investor; usually
FNMA/FHLMC for conventiona conforming
mortgages or FHA or VA for those mortgages.
Generaly, the proposed housing costs to income
ratio should not be more than 28% and the pro-
posed ratio of all debt payments to income should
not be over 36%. If the mortgage amount is over
80% of the proposed purchase price or loan to
value (LTV) ratio, private mortgage insurance
(PM1) isusually required by FNMA/FHLMC and
it must be approved in advance by one of the PMI
companies. PMI premiums are charged to the bor-
rower both at closing and on a monthly basis, and
are usually added to the proposed mortgage pay-
mentsin calculating ratios. Conventional
mortgages up to 95% LTV are generally permit-
ted by FNMA/FHLMC when the additional
exposure to the lender is covered by higher
amounts of PMI. However, FNMA and FHLMC
both feel that high LTV ratios are the single larg-
est contributor to mortgage defaults and thus they
have stricter underwriting requirements for 95%
LTV mortgages.

Proposed FHA/V A properties must be appraised
and their mortgages must be underwritten and ap-
proved by those agencies prior to closing.
Generaly FHA will insure ahigher LTV ratio
than conventional mortgages, often as high as
97%, but it charges afee at closing and usually a
monthly mortgage insurance premium (MMI or
MIP). VA guarantees mortgages up to 100% LTV
and does not charge the veteran for this service.
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Once an application has been approved by every-
one required, it enters the closing phase. If,
however, the application is denied, aformal dis-
closure and notification to the applicant must be
made. Credit denial letters must state the reasons
for denial and the source of the information that
caused denial. (See RESPA in the Compliance
Handbook.)

Closing. Once the applicant has been approved,
the mortgage enters the closing process. First, ati-
tle search of the property to be purchased or
refinanced and other needed legal assistance are
arranged. Mortgage document preparation is then
performed by or coordinated with the closing at-
torney who usually prepares the closing
statement, when needed. A preclosing checklist
should be utilized by the originator or attorney to
catch missing or incorrect documents before any
funds are disbursed.

On the closing date, all documents are executed
including the purchase deed by the seller and the
mortgage, note, closing statements, and all sup-
porting documents by the buyer/borrower. The
mortgage is then funded and funds are distributed
to all appropriate parties including sending the
deed and mortgage to the register’s office for re-
cording. Also, acomputer servicing fileis
established if this has not already been done dur-
ing the origination process. In addition, an escrow
account for the payment of taxes and insurance
meeting RESPA limits and state payment of inter-
est requirements is established. Until the recorded
mortgage is returned to the originator, the mort-
gage remains incomplete and the disbursed loan
funds are referred to as loans in process.

Warehouse. Once the mortgage has returned from
the register’s office the mortgage servicing file,
tax and insurance files, and microfilm records are
all established. The mortgage file is not complete,
however, until the final title insurance policy is
received from the title insurance company insur-
ing that the lender has afirst (or second, when
appropriate) mortgage. At this point the originator
executes its strategy of either keeping the mort-
gage in its own portfolio, selling it into the
secondary market but retaining the servicing, or
selling both the mortgage and its servicing. (See
Section 572, Profitability.) If the decisionisto

sell the mortgage, it leaves the mortgage origina-
tor’ s pipeline and enters the warehouse whileit is
marketed in the secondary mortgage market. (See
Section 575, Secondary Marketing.)

Shipping. Once sale in the secondary mortgage
market is finalized, the mortgage is shipped to the
buyer or closing agent. After copies of al docu-
ments are made for its files, the originator
packages all of the original mortgage documents
with copies of other supporting documents and
delivers these to the buyer or in some cases the
new servicer.

Low-Doc or No-Doc Mortgages. L ow-
documentation mortgages are sometimes made
available to borrowers with high down payments
and correspondingly low LTV ratios. The proc-
ng for these mortgages omits many of the
written verification and documentation proce-
dures of normal mortgage processing. No-
documentation mortgages omit virtually all of
these documentation steps. Experience has shown
that the increased down payment needed to qual-
ify for these mortgages is not always adequate to
ensure quality and, therefore, such mortgages
generally have areduced market value.

Multifamily and Commercial Mortgages. These
mortgages are usually originated only for specific
investor purchase commitments. Thisis because
terms and conditions vary so widely within the
industry and because the danger of being left with
large unsal able mortgages presents enormous risk.
Additionally, most of these large mortgages are
closed simultaneously with the investor purchase
and funding so that the originator takes no closing
or warehouse risks.

Wholesale or Correspondent Production

The critical two issues for the wholesale mortgage
buyer or wholesaler, whether the mortgages are
purchased individualy or in bulk, are to buy
mortgages that meet their mortgage banking strat-
egy and to ensure that those mortgages are of
adequate quality to meet investors' requirements.

Approva of Outside Originators. Prior to pur-
chasing mortgages from an originator that is new
to the thrift, certain basic steps should be per-
formed. The thrift should:
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Check with other purchasers as to the quality
of their mortgages;

Review their financial and operating state-
ments,

Check their good standing with FNMA,
FHLMC, GNMA, and HUD (when applica-
ble);

Check their delinquency, default, and foreclo-
sure rates and trends;

L ook for documentation, underwriting, or re-
purchase problems; and

Check for any non-delivery histories or other
problems.

In addition to these checks, formal purchase and
sale agreements should be executed between the
thrift and its prospective outside originators gov-
erning all aspects of the mortgages to be
purchased, due diligence procedures, quality con-
trol, and the details of the proposed sales. These
agreements should also provide the thrift with re-
purchase protection from the seller for mortgages
with missing documentation, underwriting or ser-
vicing errors, and delinquency at the time of sale.
A failure to follow these basic safeguards has re-
sulted in large losses in the past for some thrifts.

Bulk Purchases. For bulk purchases of existing
mortgage portfolios the buyer usually performs
due diligence procedures on the mortgages being
purchased. This generally occurs after the pur-
chase is negotiated, but prior to its closing. Due
diligence procedures vary widely, but the sample
checked should use procedures that: (1) are simi-
lar to the post-closing quality control checks used
in the origination process to check individual
mortgages, (2) check historical delinquencies,
foreclosures, and prepayment rates, aswell as
other general problems; and (3) check the quality
of the servicer to spot areas of neglect and inade-
guate servicing.

Individual or Flow Purchases. Mortgages that are
purchased individually or in small groups as they
are produced are called flow purchases. The re-
sulting servicing after the individual mortgages
are sold is called flow servicing. Such mortgages
should be reunderwritten at delivery and before

funding by the thrift; or if that is not possible,
they should be reunderwritten shortly after pur-
chase and the seller held responsible for errors
and defects.

Table Funded Purchases. These mortgages are
new and they are purchased individually, there-
fore, the thrift should reunderwite them prior to
funding or soon thereafter. Although table funded
servicing is acommon practice today, GAAP only
recognized the practice of separately booking the
servicing released fee as the servicing purchase
pricein the Fall of 1992. EITF No. 92-10 gives
several important requirements that must be met
for the servicing release fee to be treated as the
servicing purchase price; the most important of
these being originator independence and sales to
other buyers. (See Section 573, Accounting.)

In general the quality of mortgages purchased
from mortgage brokers and other sources has be-
come an issue for mortgage bankers and for
FNMA and FHLMC. Statistics have shown that
mortgages originated by some, but not all, of
these sources have not been of the same quality as
those originated by in-house lenders. The risk of
mortgage defects, underwriting errors, and poor
guality mortgages increases for mortgages pur-
chased to the extent that the whol esal e purchaser
relies on another company’ s employees to cor-
rectly process and underwrite mortgages.
Wholesalers should be aware that FNMA and
FHLMC look to the seller/servicer and not the
originator if problems or errorsin origination are
discovered.

Quality Control

In order for the quality control function to be ef-
fective, standardized checklists, procedures, tests,
and necessary corrective actions must receive
management’ s full support and attention. A repu-
tation as alender producing incomplete or
erroneous files, nonconforming mortgages, or
high levels of delinquency and foreclosures will
eventually lose the originator business, revenue,
and possibly investor approval.

Prefunding. The originator should emphasize
guality control throughout the mortgage origina
tion process. The most important of these checks
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should be the prefunding checklists that should be
used regularly to check for missing documents
and conformance with the major underwriting re-
guirements. Different types of checklists should
be used before the files go to the closing attorney
and just prior to closing, when applicable. Special
attention should be given to mortgages originated
by personnel paid by commission since these tend
to have higher rates of underwriting problems.

Post-Closing. Post-closing quality control isthe
final step to verify that the mortgage origination is
routinely complying with all documentation, con-
sumer protection, legal, and investor requirements
in originating mortgages. In order to ensure ade-
guate quality control checks that also meet
investor’s requirements, statistically random sam-
ples meeting FNMA/FHLMC standards should be
devel oped on each month’ s production and those
samples reviewed to determine quality and con-
formance with investor requirements.
FNMA/FHLMC generally require a 10% post-
closing sample of production, but thisisthe
minimum acceptable. Other quality control re-
guirements and those of other investors should
also be taken into consideration.

Purchases and Table Funded Mortgages. Bulk
purchases without thorough preclosing due dili-
gence checks should be subjected to more
intensive sampling and fraud checks than mort-
gages originated in house because of the
additional risksimposed by unknown origination
employees. Table funded mortgages should also
be subject to extra quality control measures on
individual purchases such as performing prefund-
ing underwriting and checklists, increasing the
post-closing sampling percentage, and increasing
the fraud reviews. Repurchase agreements from
sellers for mortgage underwriting or documenta-
tion defects should not be the sole basis of
purchase or table funding quality control.

Reporting and Fraud Reviews. The quality control
group must be independent and report directly to
senior management since it reviews the functions
of all other areas. Regular reports to senior man-
agement should disclose noted areas of
operational deficiencies at all stepsin the origina-
tion process, and management should follow up
with corrective efforts. Also, the quality control
group should review applications and closed

mortgages for fraud and make criminal referrals
regarding discovery of any fraud. Quality control
personnel should create regular management re-
ports on checks for fraud or investigations in that
area.

Regulatory Concerns

The primary regulatory concerns of mortgage
production based on OTS experience to date are:

Lack of Accurate and Timely Pipeline Data. In
order to properly plan for IRR, secondary market-
ing, production capacity, and quality control,
management must have accurate up-to-date in-
formation on the pipeline in each phase of the
production cycle.

Operational Risks. Thisrefersto thriftsthat be-
come excessively reliant on origination income or
to thrift’ sthat have an excessive fixed investment
in mortgage originations or both. Since mortgage
banking is highly cyclical, such thrifts are exces-
sively vulnerable to dropsin the overall level of
originations.

Nonconforming Mortgages. By originating mort-
gages that do not meet FNMA/FHLMC
requirements, even if those mortgages are for the
thrift’sinvestment portfolio, the originator runs
the risk of not being able to sell the mortgages if
investment or secondary marketing needs change
rapidly. If nonconforming mortgages are, asa
practice, made for the thrift’sinvestment portfo-
lio, then the entire thrift's mortgage portfolio is
worth significantly less than would be the case for
conforming mortgages.

Poor Mortgage Quality or Quality Control.
Thrift's that produce mortgages with consistently
higher rates of missing documentation, errorsin
underwriting, or above average default rates will
be forced to accept lower prices for their mort-
gages or will lose the ability to sell their
mortgages at any price. Failure to test an adequate
percentage of mortgage production, to report defi-
ciencies to management, or to take corrective
measures is amajor regulatory concern.

Book Values. Since mortgages held for sale must
be marked to market value, the warehouse held
for sale versus portfolio investment distinction is
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important. Some thrifts attempt to avoid the mark-
to-market requirements for warehouse mortgages
by falsely classifying amost all of their mort-
gages as portfolio investments. To check for this
practice, the level of mortgages reported in the
warehouse awaiting sale should be compared to,
and should equal approximately the amount
needed to support historical sales amounts. Also,
examiners should verify that unsalable or below-
market mortgages put into the thrift’s investment
portfolio are transferred to the thrift’ s portfolio at
no more than their market value. (See Section
573, Accounting.)

Inadeguate Separation of Portfolio and Mortgage
Banking Activities. These two activities must be
separated to achieve their different objectives and
to determine both the fixed and marginal costs of
origination for both operations. While it is possi-
ble to have one mortgage production area used by
both operations, if this approach is used, thein-
vestment needs of the thrift’s portfolio must be
determined, tracked, and documented separately.
Also, the investment needs of the portfolio should
not govern mortgage banking originations.

Below Market and Unresponsive Pricing. Thein-
cremental costs of maintaining or increasing
market share by originating mortgages at below-
market interest rates should be considered origi-
nation costs even though they show up as losses
on sale. Normally such costs far outweigh the
benefits. Also, retail interest rates that are not
quickly changed to correspond to secondary mar-
ket changes can produce additional secondary
marketing losses.

Long Interest-Rate L ock-1n Periods. Since IRR is
created from the date that the interest rate on a
new mortgage is locked in for the borrower until
closing, the longer this period the greater the po-
tential for IRR losses. Because IRR for mortgages
in the pipelineis so large, it should be hedged or
covered by forward commitments to limit the
worst case loss potential.

Failure to Investigate, Monitor, and Underwrite
Mortgage Sellers. Since buyers of mortgages are
exposed to losses from underwriting, processing,
closing, and servicing of mortgages by the origi-
nators, these areas must be constantly monitored.
Adequate due diligence and prepurchase
underwriting should be employed to spot
problems before purchase.

Conclusion

The consistent production of high quality mort-
gages that meet the investment and secondary
marketing strategies of the thrift is the primary
goal of the production function. Production of
mortgagesis also the basis for all mortgage bank-
ing activities and to some extent the quality of the
mortgages produced affects the success of secon-
dary marketing, servicing, accounting, and
ultimately, profitability.
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Examination Objectives

To assess the quality control, internal controls, and risks of the thrift’s mortgage banking production area

To review the correspondent mortgage banking relationships for areas of risk.

Examination Procedures

Perform the following examination steps to ensure that the mortgage banking activities are profitable and not
a drain on the thrift. Those steps that do not apply may be omitted; however, a notation should be made as
to why they do not apply.

Level |

1.

Review organization charts to determine the structure of the production function and its
status within the thrift. VVerify that the underwriting and quality control units are
independent functions.

WKkp. Ref.

Review the previous report of examination and al mortgage banking production-related
exceptions noted and determine if management has taken appropriate corrective action.

Determine the types of mortgage products offered and the company’ s target markets.
Evaluate portfolio trends for overreliance on one product type and undue concentrations
in one geographic area.

Review policies and procedures for retail origination and the extent to which they are
being followed. Review the mortgage pricing policies for reasonableness and
responsiveness to changes in the secondary mortgage market.

Determine if the thrift:

Has become excessively reliant on production income;
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WKkp. Ref.

Has excessive amounts invested in fixed assets for production;

Isoriginating alevel of unsalable or nonconforming mortgages that is excessive;
and

Has interest-rate lock-in periods that are excessively long.

6. Determine whether commercia or multifamily mortgages are originated without specific
written commitments. Determine if large commercial or multifamily mortgages are
closed before the investor purchase.

7. Review policies and procedures for wholesale purchases. Determine purchase pricing
policies and compare them to market prices. Determine whether purchase agreements are
utilized and if they are adequate. Determine if the thrift has become excessively exposed
to any one or two correspondents.

8. Review the method for approving mortgage brokers and specific programs under which
mortgages are purchased. Determine whether there is an approved list of brokers; how it
is updated; and how exceptions are made to the list, by whom, and under what authority.

9. Review the list of wholesale sources of mortgages. For each source, determine if the
following were reviewed prior to purchases:

References;

Credit report;

Financial and operating statements,
HUD/FNMA/FHLMC/GNMA/PMI status;

Ddinquency, default, and foreclosure rates and trends;
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10.

11.

12.

13.

14.

15.

WKkp. Ref.

Documentation deficiencies; and

Nondelivery and history of other problems.

Determineif individual wholesale purchases are reunderwritten at delivery. If so,
determine whether funding is delayed until reunderwriting is complete.

Determine if wholesale purchases are tracked by seller and if any seller has excessive
delinquency, default, or documentation errors. Determine if those mortgages are
repurchased or corrected by the sellers.

Determine if the book values assigned to PM SR from table funding purchases are in
excess of approximate market values for smilar PMSR.

Determine how MIS tracks mortgages through al the phases of mortgage production and
if these systems are adequate. Determine if the mortgage type and production channel are
tracked. Determine if exception reports are generated and monitored by management.

Evaluate procedures, checklists, and systems for closing mortgages. Determine if: (1)
checklists are carefully observed; (2) all required documents are abtained from the
borrower before funds are disbursed; and (3) suspense reports are prepared and
monitored.

Determine if FNMA/FHLMC approved documents are used. Determine if the escrow
accounts and closing documents conform to RESPA requirements and limitations.
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16.

17.

18.

WKkp. Ref.

Review the post-closing procedures and determine if missing checklist items, fina
recorded mortgages, and fina mortgage title policies (without serious exceptions) have
been obtained.

Review the quality control function and determine if it meets investor guidelines for
scope, timeliness, content, and independence and if it covers both retail and wholesale
production.

Review Level 1l procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level | procedures.

Level Il

19.

20.

21.

Review a sample of reportsissued by the quality control unit to determine if conclusions
are adequately documented and communicated to management of the organization in a
timely manner.

Determine if follow-up is performed by the quality control unit to ensure prompt and
satisfactory correction of noted deficiencies and weaknesses in the retail origination
process.

Determine if the quality control group samples wholesale purchases and if that sampling
is adequate to protect the thrift. Determine the exceptions noted and whether they have
been corrected.
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WKkp. Ref.

22. Determineif the fraud unit promptly investigates and effectively resolves fraud referral
cases and that criminal referrals are promptly submitted. Review the effectiveness of the
fraud unit’ s training program.

23. Evauate the thrift's early warning system for detecting potential fraud and if
management information systems (M1S) are adequate in this area

24.  See Section 573, Accounting, to determine if al five accounting requirements for table
funded mortgages are being met on mortgages funded where PM SR is recorded.

25. Ensurethat the Objectives of this Handbook Section have been met. State your findings
and conclusions, as well as appropriate recommendations for any necessary corrective
measures, on the appropriate work papers and report pages.

Examiner’s Summary, Recommendations, and Comments
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CHAPTER: Mortgage Banking
SECTION: Secondary Marketing

Section 575

INTRODUCTION

The secondary mortgage market is the largest and
fastest growing segment of the U.S. capital mar-
kets. Its growth was greatly accelerated in the
1980s because of the need for thrifts and other
depository institutions to reduce their level of in-
terest-rate risk (IRR) by selling much of their
long-term fixed-rate mortgage production. As a
result, most residential mortgages are tailored so
that they are capable of being traded in the secon-
dary market.

A distinction should be made between the retail or
primary and the secondary mortgage market. The
retail market encompasses mortgages originated
directly between lenders and borrowers and is
discussed in detail in Section 574, Production.
The secondary mortgage market encompasses the
sale or purchase of mortgages after they have
been closed. In al of its many forms, the secon-
dary mortgage market provides mortgage lenders
with an outlet for their mortgages and provides
investors a means of investing in mortgages with-
out the necessity of originating or servicing
mortgages themselves.

Today, mortgages are usually sold by mortgage
banking originators and portfolio lenders such as
thrifts. These sales occur either in the normal
course of business or only as the need arises.

M ortgages and more commonly mortgage-backed
securities (MBSs) (see Section 542, Mortgage-
Backed Securities) are bought by pension funds,
insurance companies, and other institutional in-
vestors to satisfy their investment needs.

After amortgage is closed and the final docu-
ments are received, a mortgage leaves the pipeline
and enters what mortgage bankers call the ware-
house, whereit is either held for sale and
marketed to investors, or shipped to a prearranged
buyer. For many thrifts the mortgage bypasses the
warehouse and directly enters the thrift’ s invest-
ment portfolio. When mortgages in the warehouse
are sold, their documents, including the endorsed
note, are usually shipped to the investor or athird-
party document custodian. Copies of all docu-

ments, however, should remain in thefilethat is
retained by the seller/servicer. The servicing on
mortgages can then be sold for a quick profit or
retained to build up a servicing portfolio.

While mortgages are being held in the warehouse,
but before a contract has been signed agreeing to
their sale price and terms, the thrift bears an enor-
mous risk of the mortgages going down in value
asaresult of changesin overall interest rates or
merely changes in the secondary mortgage
market. How athrift mortgage banking operation
handles and hopefully minimizesthisIRR risk isa
primary concern of examiners.

Mortgage Sales

Mortgages are often sold directly to other thrifts,
institutional investors, and to FNMA and
FHLMC. GNMA does not buy mortgages as such,
but guarantees MBS in exchange for thettitleto
FHA, FmHA, and VA mortgages that are pooled
by itsissuer/servicers. Direct sales to other thrifts
and institutional investors are the simplest and
most traditional form of secondary marketing for
thrifts. Thisisusually done on a servicing re-
tained basis where the thrift continues to service
the mortgages for the buyer. The servicing thrift
often retains a small participation ownership in
the mortgages being serviced.

Sales Using FNMA, FHLMC, or GNMA

On salesto FNMA or FHLMC thereisusually no
negotiation of salesterms, servicing fees, or re-
guirements. Most direct sales are done through
their standard programs at posted yields. The pur-
chase and subsequent servicing of the mortgages
sold to FNMA and FHLMC under these programs
is dictated by their seller/servicer contracts
(which are not negotiable), the type of sales pro-
gram, and their selling and servicing guides.
FNMA and FHLMC, however, do negotiate
prices and terms for large purchases, called nego-
tiated transactions. GNMA sale and servicing
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requirements are stated in their MBS I ssuer
Guides.

Other than direct sale, the main method for selling
mortgagesis by swapping them for the MBSs of
FNMA and GNMA or the PCs of FHLMC. To
execute a swap with FNMA and FHLMC, sdllers
pool agroup of similar mortgages that meet the
specific program requirements. Then they ship the
required documents that transfer title to those
mortgages in exchange for the MBS or PC that
the organization then issues to the seller or for
cash. If the seller chooses to receive the securities
instead of cash, the seller isthen free to sell them
in the mortgage securities market, hold them for
|ater resale, or hold them as investments. Mort-
gage securities can be sold through the use of
mortgage brokers, to FNMA or FHLMC, or di-
rectly to investors. (See Section 542, Mortgage-
Backed Securities.)

Investorsin MBSs or PCs receive monthly pay-
ments of principle and interest either directly
from the servicer or, more typically, through the
issuing organization or a central bank. MBSs
timely repayment is guaranteed by the issuing or-
ganizations, FNMA, FHLMC, or GNMA.. It isthe
timely repayment guarantee of these AAA rated
organizations that allows their MBSsto be sold at
asignificant price advantage over the same mort-
gages sold directly to investors. Thisisin spite of
the cost of the guarantee fee that must be paid
monthly by the servicer of the MBSs or PCs.
Some thrifts put all of their mortgages into
FNMA, FHLMC, or GNMA MBSsor PCs even if
they intend to hold them in their portfolio because
the MBS form is more valuable and allows
guicker sales than nonsecuritized mortgages
should the thrift ever need to sell those mort-

gages.

In order to do business with any of these three or-
ganizations the first step is to become approved
seller/servicers by meeting their financial strength
and other requirements and by signing their
seller/servicer contracts. These contracts require
the seller/servicer to follow their Guides as they
now exist or as they may be amended in the fu-
ture.

Although there is still no central marketplace for
trading mortgages, quotations from dealers and

brokers for mortgage securities are generally
close. Thisis because the market for mortgage se-
curitiesis deep and liquid. As a direct outcome of
the involvement of Wall Street in the secondary
mortgage market, pricing in both the primary and
secondary mortgage markets has become closely
tied to the mortgage securities market. Brokers
not only sell the original securitiesto investors,
but also sell securities between investors and
other clients.

Mortgage sales in the secondary market are usu-
ally accomplished through the sale and purchase
of commitments, which are agreementsto pur-
chase mortgages on specific terms. Commitments
can be for mandatory or optional delivery of the
mortgages. Mandatory delivery commitments may
be immediate (delivery within 30 days) or for-
ward (delivery within some specified future time).
Optional or standby delivery commitments are
generally of the forward type and normally extend
four months or more.

FNMA and FHLMC purchase mortgages through
the commitment system both for their own portfo-
lios and for resale. They pool mortgages that they
own to sell them as mortgage securities, and they
swap their mortgage securities with lendersin ex-
change for mortgages under many different
programs.

In addition to the cost of the commitment, the
seller is often charged one or more points and
other fees at the time the mortgages are delivered,
depending on the terms of the commitment. The
interest rate of the mortgage, plus or minus the
yield value of any points (or discount), lessthe
servicing and guarantee fees, isusually equal to
the investor’ s net yield. The exact meaning of
these terms can vary and, therefore, should be
carefully explained in each commitment.

A magjor contributor to increased mortgage liquid-
ity and secondary market volume has been the use
of standardized mortgage documentation. Thus,
the use of the FNMA/FHLMC standard note,
mortgage or deed of trust, application, verifica
tions, and appraisal forms has become almost
mandatory for mortgage sellers. Unless there are
commitments that specify otherwise, mortgage
bankers use the FNMA/FHLMC standard
documentation for all originations because the use
of other documentation significantly lowers the
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other documentation significantly lowers the mar-
ket value of the mortgages. These documents are
available for most mortgage types and for every
state and territory of the United States.

Some investors who are large purchasers of ARM
products require the use of their mortgages and
notes. Thisis particularly true for large ARM
forward commitments. Even when other mort-
gages and notes are used, it is customary to use
the remaining FNMA/FHLMC standard forms for
the application, verifications, and appraisal.

Mortgage Sale Categories. There are an infinite
variety of mortgage sale terms, however, these are
the general categories:

Whole mortgage sales are the sale of the entire
mortgage at an agreed upon price. In whole
mortgage sales the seller usually endorses the
note, without recourse or guarantee, and deliv-
ersit to the buyer with an assignment. The
assignment is then usually recorded at the
buyer’s request. The buyer normally receives
all of the original mortgage documents such as
the application, credit report, verifications, and
appraisal.

Servicing-released sales sell the servicing
rights in addition to the mortgages and they are
usually only for whole loan sales. For the
seller they increase the sales price of the mort-
gages, but do not add to the servicing

portfolio. When mortgages are sold with ser-
vicing released, the transaction is often priced
separately, with servicing treated as a separate
asset and priced according to its anticipated
value.

Participation sales are the sale of a percentage
interest in the mortgages and is the sales
method often preferred between thrifts. Typi-
cally, the buyer purchases 85% to 95% of the
mortgage balance and the seller retains the re-
mainder. Buyers prefer this method because
the retainage of 5% to 15% by the
seller/servicer tends to encourage good servic-
ing. Mortgage bankers, however, rarely use
this method because they do not have the capi-
tal or the deposits that permit this type of
investment. Participation sales are usually exe-

executed by a sales agreement rather than by
delivery of notes and assignments, and the
seller usually continues as owner of record.

Recourse sales or repurchase agreements trans-
fer 100% ownership of the mortgage, but the
seller agreesto either repurchase mortgages
that go into default or absorb any foreclosure
losses. Since the buyer is protected from loss,
such sales bring higher prices for the seller,
however, the seller has not transferred the
risks. From the buyers standpoint the loss pro-
tectionisonly asgood asthe seller’'s
performance.

These types of sales are not true salesin that the
risks and rewards of ownership have not gone
from the seller to the buyer. Because the seller
still retains the risks of loss on thistype of sale,
OTS requires risk-based capital on the entire
amount of the mortgages, just asif the thrift still
owned them.

Partial recourse sales are different from full
recourse sales in that the seller retains only a
portion of the risks.

Guaranteed yield sales guarantee the buyer a
certain yield from the mortgages outstanding
in any month, regardless of the actual perform-
ance of the mortgages. Instead of receiving the
actual amount of mortgage principal and inter-
est collections each month, the buyer receives
interest sufficient to produce the guaranteed
yield even if that much interest was not col-
lected. If guaranteed yield sales specify ayield
to theinvestor in excess of the net yield of the
mortgages sold, the seller suffers aloss on the
sale. The operating effect of the transaction is
that alossisincurred each month for the life
of the mortgages by the seller/servicer asthe
required interest is remitted to the investor. For
accounting purposes, however, the seller must
estimate the present value of the future loss
and reduce the sales price of the mortgages
sold by that total at the time of sale. (See Sec-
tion 573, Accounting.)

Effect of Points or Discount on Yield. Mortgage
investors usually specify their required yield in
their commitments. Together with the interest rate
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of the mortgage and the assumed prepayment rate,
thisrequired yield determines the price paid (pre-
mium or discount of the mortgage amount) by the
buyer at delivery. Generally, the higher the yield
required the less price or percentage the mortgage
isworth (i.e., aprice of 95isequal to 95% of the
mortgage principal balance or a discount of 5%).

Theyield difference represented by one point or
percentage in price is not a constant, but varies
accordingly to the interest rate of the mortgage
and the prepayment assumption. If the mortgages
pay off earlier than assumed, the investor’ s actual
yield will be higher for discounted mortgages and
lower for mortgages purchased at a premium. If
actual payoffs are slower, the oppositeistrue.

Pipeline and War ehouse Risk M anagement

Examiners will find that much of their time spent
in examining athrift’s mortgage banking activi-
tieswill bein the area of pipeline and warehouse
risk management. It is critically important that a
thrift’sIRR is controlled, especially if the thrift's
average pipeline volume is significant relative to
its capital.

Theterm pipelineistypically used to describe
mortgages that are in the process of being origi-
nated, while warehouse refers to the inventory of
mortgages that have been closed and are awaiting
salein the secondary market. Making a distinction
between the pipeline and the warehouse is impor-
tant because the risks of mortgages that are
already closed differ from those that have not, and
might not, close. (For accounting purposes ware-
house mortgages should be designated by the
thrift as held for sale. See Section 573, Account-

ing.)
Assessing Types of Risk

Thrifts can only identify and quantify the nature
of their risksif they have up to date and accurate
data on the mortgages in their pipeline. The three
major types of risk involved are price risk, prod-
uct risk, and fallout risk.

Price Risk. The risk that arise in market interest
rates will decrease the value of a mortgage before
it can be sold. Thistype of risk often occurs when

athrift commits to a borrower to lock in an inter-
est rate during the origination process and market
interest rates go up before the mortgage can be
closed and sold. Pricerisk equally arises when
mortgages are placed in the warehouse without
locking in an interest rate for their eventual salein
the secondary market.

Reverse Price Risk. Therisk that occurs when a
commitment to sell a mortgage to an investor at a
set yield is made prior to closing the mortgage.
While both types of price risk result from mis-
matched commitment timing, reverse price risk
exposes athrift to the risk of falling, rather than
rising, interest rates. Thisis becauseif interest
rates fall borrowers will demand the new lower
rates or they will take their mortgage applications
elsawhere to get the lower rates. In this case, the
thrift must deliver the lower interest-rate mort-
gages at a discount to provide the investor with
the required yield.

Product Risk. Product risk reflects the uncertainty
of whether the market value of a particular type of
mortgage will decrease beforeit can be sold. This
is because the value of a given type of mortgage
can change even when market interest rates re-
main constant. It often occurs when an originator
has an unusual type of mortgage in its pipeline or
warehouse, for which it has not obtained a sales
commitment or otherwise effectively hedged its
value. Product risk can be considered a special
form of price risk, because presumably alender
can always find an investor for a nonstandard
mortgage, but only at the increased yields pro-
duced by lower prices.

The proliferation of new mortgage productsin re-
cent years has resulted in some mortgage products
moving quickly in and out of favor with borrow-
ers and investors, usually depending on the
interest rate environment. As aresult, market
yields for particular products can vary greatly
from the general level of rates.

Fallout Risk. Therisk that mortgagesin the pipe-
line will not close. Fallout can result in
diminished profits or lossesif the originator over-
hedges its pipeline. Mortgages in the pipeline do
not close for alarge variety of reasons, but bor-
rower failure to close is particularly common
when interest rates fall and opportunities arise for
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borrowers to obtain better interest rates. Fallout
risk is probably the most difficult type of risk for
thrifts to gauge and hedge.

Hedging Pipeline and Warehouse Risk

The task of hedging the mortgage pipeline re-
quires the continuous collection and consideration
of information about the mortgages in the pipeline
and warehouse. This includes types of mortgages
and properties, profiles of borrowers, loan-to-
valueratios (LTVs), the potential for borrower
fallout, the status of closings, and forecasts re-
garding interest rates.

Any active mortgage banking operation of signifi-
cant size should have aformal decision making
process for hedging the pipeline and warehouse
that is cohesively linked with the risk manage-
ment for the whole thrift. This process should
consist of: (1) aprocedure for identifying and seg-
menting risks in the warehouse and pipeling; (2) a
specified risk exposure limit that is linked to the
risk-management operations of the whole thrift
(usually viathe assets and liabilities committee
(ALCQ)); and (3) awritten secondary marketing
policy approved by the board of directors.

Risk Identification and Segmentation. In general,
athrift should segment the risk in its mortgage
pipeline and warehouse according to the certainty
of mortgage closures. The risks of mortgagesin
the warehouse not closing are known since these
mortgages have already closed; therefore, the
risks of the mortgages in the warehouse should be
hedged with firm sale commitments such as for-
wards or futures. The extent of the risk exposure
to be hedged is dependent upon the thrift’s chosen
exposure or coverage ratio which should be speci-
fied in writing in the secondary marketing policies
approved by the board.

Therisk in the pipeline is determined by identify-
ing the expected closure rates on the mortgages
and segmenting the pipeline according to the like-
lihood of closure. The closure rateisthe inverse
of thefallout rate, which isthe rate at which
mortgages are expected to drop out of the pipeline
for al reasons. Thrifts should have alogical and
consistent processin place to estimate fallout (or

closure) rates on either an individual mortgage or
percentage of pipeline basis. The procedure for
predicting fallout (usually based on historical ex-
perience) should be specified as a policy matter in
the secondary marketing policy.

The mortgages in a pipeline should be segmented
into at least three different categories of fallout
(or closure) expectancy:

High fallout likely means that a portion of the
pipeline will not close regardless of the direc-
tional movement in interest rates or other
factors. Included in this category are people
who will not qualify for their mortgages, rate
shoppers, and others who do not follow
through with the origination process. Fallout
rates in this category usualy vary between
10% and 30%. This portion of the pipeline
normally will not have any hedge protection.

Unknown fallout rate means a portion of the
pipeline will be uncertain asto fallout (or clo-
sure). Typically, this group of mortgages can
be further segmented by those expected to fall
out for reasons that are primarily related to
movements in interest rates, and those whose
fallout isrelated to other factors. The mort-
gagesin the former category should be hedged
with options, since the likelihood of closureis
directly linked to the borrower’s option on in-
terest rates. Usually, at least half of the
mortgages whose closure likelihood istied to
reasons other than movements in interest rates
should also be hedged with options or firm
commitments.

Closure reasonably certain means that mort-
gagesin the pipeline are reasonably certain to
close should be further segmented into catego-
ries related to the likelihood of closure, on
either an individual mortgage or a percentage
of pipeline basis. Those mortgages that are
identified as having a high closure expectancy
should be hedged with firm commitments
(forwards or futures), as with warehouse mort-
gages. Any portion of these mortgagesthat is
uncertain asto closure should be lumped with
the second category above and hedged with
options.
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A thrift with active mortgage banking operations
should have: (1) a process to identify these seg-
ments of risk exposure in the pipeling; (2) a
procedure for identifying expected pipeline fall-
out rates; and (3) management expertise to design,
execute, and maintain an appropriate secondary
marketing hedge program. All of these items
should be explicitly addressed in awritten and
board approved secondary marketing policy.

Exposure Rate

The exposure rate is the extent to which the mort-
gage product exceeds the total hedge protection. It
isthe net amount of aggregate risk to which the
thrift is exposed from its mortgage origination op-
erations. The exposure rate is the inverse of the
coverage rate, which isthe portion of the portfolio
that has been covered by hedge protection at any
point in time.

A thrift engaged in mortgage banking activities
should have a detailed exposure report that identi-
fiesthe risksin the pipeline, broken down by firm
and optional risks. The hedge protection used to
cover the firm and optional risks should also be
specified. The summary section of this report
should present the operation’ s overall exposure
(or coverage) rate. Incomplete, untimely, or oth-
erwise inadequate exposure reports should be
considered amajor problem.

Thrifts vary in the extent to which the pipeline
and warehouse risks are hedged. Since the ware-
house and pipeline are subject to mark-to-market
accounting, there are income volatility considera-
tions in a mortgage banking operation that do not
exist in atraditional thrift under historical cost
accounting. Asaresult, it isusually preferable for
thrifts to have too much coverage (low exposure)
rather than too little for the warehouse and pipe-
linerisks. A high coverage (low exposure) rateis
typically 85-100% (0-15%) of the total pipeline
less fallout.

Limits or targets for the overall exposure (or cov-
erage) rate, or aprocess or formulafor
determining them, should be specified in the
board-approved policy. Thisiscrucial for thrifts
with mortgage banking operations since these lim-
its are adirect reflection of the board’s desire to
accept thistype of risk. It isalso acritical element

of control with respect to secondary marketing
operations.

The exposure (or coverage) rate should also be
monitored by and linked to the thrift’s overall
IRR management operations. Secondary market-
ing functions that operate in a vacuum or
independent from the other risk-management ele-
ments of the thrift are a serious problem.

In practice, the exposure rate is varied according
to management’ s view regarding expected
changesin interest rates. If interest rates are ex-
pected to decline (mortgage prices expected to
rise), management may choose to increase the ex-
posure rate (reduce the coverage rate), and vice
versaif araterise is expected. If management an-
ticipates that the yield curve will remain positive,
it also may choose to reduce the coverage rate in
hopes that the positive carry from the portfolio
between origination and sale will overcome any
losson the sale.

Secondary-Marketing Policy

Thrifts with mortgage banking operations should
have a board approved secondary marketing pol-
icy that provides the structure for the function’s
decision making process. Thrifts that do not have
a secondary marketing policy, or thrifts whose
policy isweak or ineffective should be considered
as having a major weakness. Nonexistent or sub-
stantially inadequate policies are usually
indicative of afundamental lack of understanding
of the risksinvolved in mortgage banking, which
isusually an unsafe and unsound condition.

The secondary marketing policy should establish
the parameters within which IRRswill be man-
aged in the mortgage banking operation. It should
state the objectives for the secondary marketing
department, establish adequate internal controls,
and describe the process by which risk will be
controlled, as well as the types of financial in-
struments to be used in risk management. It is
very important that the policy also link the secon-
dary marketing/risk management process with the
overall risk management for the thrift.
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Hedges
Hedge Palicies

The use of hedges should be carefully governed
by board approved written policies that cover the
objectives, functions, instruments to be used, au-
thorizations, monitoring, and the internal controls
needed to properly use them.

Objective. The objective section of the hedging
policy should state that the goal isto control or
limit the IRR caused by mortgage banking activi-
ties. Specific objectives stating the exposure
limit(s) desired by the ALCO or the board of di-
rectors should also be addressed in this section.

Functions. The risk management functions of the
hedging area should be stated in this section of
the policy. These should include:

Segment or stratify portfolio by product type,
risk (i.e., probability of fallout), aging (stagein
the pipeline), and other thrift criteria;

Prepare a risk-exposure report (as frequently
as possible);

Design and implement hedges with approved
instruments to offset the hedgable risksin the
warehouse and pipeline;

Prepare summary and status reports for the
AL CO, management, and board (in addition to
the risk-exposure report);

Participate in the ALCO decision-making
process and provide data to the ALCO func-
tion (the secondary marketing manager should
be a member of the ALCO);

Track fallout, the factors causing mortgagesto
fall out, and continually improve the ability to
estimate fallout; and

Monitor the financial condition of counterpar-
ties to hedges and originators from whom
mortgages are purchased.

Internal Controls. Because of the highly special-
ized nature of the hedging function, and the
substantial transaction volumes usually involved,

internal controls should be adequate, and weak-
nesses should be considered serious. The written
policies should specify guidelines, limits, and ap-
provalsfor activities that present significant
potential risk. These should include:

List of board-approved brokers, dealers, inves-
tors, originators, and others;

Approvals for employees who are authorized
to transact business with brokers, dealers, in-
vestors, mortgage originators, and other
external market participants (letters should be
sent to these organizations stating that only
these employees can conduct business on be-
half of the mortgage banking operation);

Transaction limits for each authorized em-
ployee (dollar amounts per transaction, per
day, per dealer, per instrument, or other crite-
ria);

List of approved instrumentsto be used in
hedging operations, descriptions of how those
instruments are to be used, and the risks that
they will offset;

Specifications for internal management reports
to monitor hedge positions, new commitments,
origination activity, quality control, etc.; and

Procedures to control the concentration of
risks with any one counterparty.

Description of Hedge Risks. The credit risks as-
sociated with: counterparties to hedge
transactions and closure, settlement, or delivery
related risks, should also be described in the pol-
icy, aswell asthe procedures to be used to offset
these risks.

Hedge Instruments. There are various instruments
that are used to hedge IRR in the secondary mar-
keting area. The instruments used by a thrift
should be approved by the board in the written
policy, and the mortgage banking operation
should have the requisite internal expertise to
manage them. In addition to explicit board ap-
proval, the policy should describe the authorized
instruments in detail, and the particular risk forms
to which each instrument will be applied.
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The two most often used hedges are forward sales
agreements and options on interest-rate-futures
contracts. These and other hedging instruments
are described in Section 543, Derivative Instru-
ments, and hedging secondary marketing
operationsis discussed in Section 541, Hedging.

Hedging Activity and Effectiveness

The activity in hedge instruments should be ex-
amined very closely in conjunction with
commitment and origination activity. There are
many hedging instruments or combinations of in-
struments that may not result in material risk
reduction, or that may even exacerbate risk. The
exposure report may, however, classify these as
providing full hedge protection. Therefore, static
management reports, which simply list the current
notional amount of hedge protection relative to
the warehouse and pipeline exposure, may not be
representative of the underlying net exposure. The
best framework for viewing secondary marketing
related risks (and the impact of hedgesin reduc-
ing risks) isto use amodel and report format that
performs a sensitivity analysisincluding all re-
lated positions (warehouse loans, commitments,
and hedges).

The OTS NPV model (discussed below) isone
such format for areport. The bottom line of the
report represents the net warehouse and pipeline
exposure after subtracting the impact of the
hedges. Hedges can then be constructed and ana-
lyzed to offset the remaining exposure to the
extent desired (within the bounds of the exposure
[imit). The OTS NPV model is also discussed fur-
ther in Section 520, Interest Rate Risk
Management.

The performance or effectiveness of the hedging
operation can usually be gauged by analyzing the
profitability of the secondary marketing depart-
ment over time, by reviewing retrospective
analyses of hedge correlation, and by reviewing
management decisions and responses to market
conditions over the examination period. Extreme
income volatility in this function usually means
that IRRs are not being properly hedged. The
minutes of ALCO meetings and studies of trans-
action activity over time usually yield useful
information about management’ s intent with re-

gard to risk management, as well asthe
effectiveness of related decisions.

Forward Sales Agreement. The most common
type of forward sale commitment isfor cash and
mandatory delivery. Under such commitments,
usually with FNMA and FHLMC, the mortgage
banking operation is obligated to sell mortgages
to them at the posted yield, but thereis usualy no
fee for the commitment. To meet the terms of the
commitment the originator must deliver, at the re-
quired yields and before the expiration of the
commitment period, eligible mortgages that meet
all of the underwriting and legal criteria. Also, the
mortgages must have aggregate unpaid principal
balances that equal at least some specified per-
centage (usually 95%) of the commitment
amount.

Forward sales of mortgages in the pipeline permit
lenders to eliminate both the price and product
risk by establishing simultaneously the terms of
origination and sale. If both closing and deliver-
ing mortgages were a certainty, forward sales
would represent a perfect arbitrage; that is, they
would provide complete interest-rate protection
and introduce no additional risks. Unfortunately,
there is aways the possibility of fallout during the
origination process, especidly if interest rates de-
crease substantially. In the event that a seller is
unable to close and deliver mortgages at required
yields, it may be liable for the pair-off costs of re-
purchasing mandatory delivery commitments.

Options on Interest-Rate Futures. Some thrifts are
concerned that the pair-off costs arising from the
failure to deliver mortgages into aforward sales
agreement can be substantial. One method of re-
ducing such risksisto purchase over-the-counter
(OTC) mortgage options. For example, an origi-
nator may purchase an optionto sell aFHLMC
PC with a certain coupon at a specified price by a
certain date. Here, the originator islong a put op-
tion, which is the most common option used to
hedge a mortgage pipeline.

OTC mortgage options are traded in the dealer
market. They are less liquid and have higher pre-
miums than exchange traded options on U.S.
Treasury futures. Mortgage options, however,
have significantly lessrisk than options on Treas-
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ury futures and they can be customized with re-
spect to strike price and maturity.

Put options may be used in a hybrid strategy with
forward contracts to hedge borrower fallout. For
example, in a$10 million pipeline, if 20% of the
pipelineis expected not to close, then the origina
tor could purchase OTC optionsto sell $2 million
in mortgages. The choice of strike price on these
optionsis dictated by the degree of protection de-
sired by the originator. For instance, an at-the-
money option will provide greater protection than
an out-of-the-money option. However, an at-the-
money option would be obtained at a higher op-
tion premium. The trade off between the degree of
protection and the price paid for the option, which
is determined by its strike price, issimilar to an
automobile insurance deductible.

Pipeline and Warehouse Risk Exposure

Management Reports. To operate the mortgage
banking operation safely, management must have
current information detailing the mortgages in the
pipeline and warehouse and projecting how those
positions are likely to change in the short term. If
thereisasubstantial volume of mortgagesin the
production process relative to capital, a stress test
estimating the effect of worst case interest-rate
shocks to the pipeline and warehouse should be
calculated and compared to the maximum limits
established by the board.

Net Portfolio Value (NPV) Model. The NPV
model is used to assess the level of IRR for thrifts
required to submit Schedule CMR of the Thrift
Financial Report each quarter. When compared to
the MV PE model used by the OTSin 1989-92,
perhaps the most significant improvement is the
model’ s ability to estimate IRR arising from off-
balance-sheet contracts, including mortgages
flowing through the pipeline and various hedging
instruments. The improvement is from the higher
level of specificity possible, in coding off-
balance-sheet contracts on Schedule CMR, which
also alows thrifts to include an estimate of its
base case fallout rate. Unlike the MV PE mode,
which used a static assumption for fallout, the
NPV model will estimate changesin fallout rates
for alternate rate scenarios.

IRR Exposure Report. Thisreport is produced
quarterly by the OTS for each reporting thrift, and
includes a CMR printout that details the volume
of each type of contract, along with price/rate and
maturity information. Thisinformation can be
compared by examiners to quarter-end pipeline
and warehouse reports that the thrift should have
as support for their CMR reports. The IRR Expo-
sure Report also has present value estimates for
each off-bal ance-sheet category in the base case
and alternate rate scenarios. With respect to the
estimates relating to the mortgage pipeline and
warehouse, the model acts asif there have been
rate shocks overnight with nobody around to mind
the store. The present values, if the input is reli-
able, should be viewed as worse case estimates to
serve as an indicator of the relative risk position.

Conclusion

The primary purpose of secondary marketing is
either to maximize profits on servicing released
sales, or to sell mortgages with servicing retained
on the best terms available, while avoiding as
much IRR as possible. Avoiding IRR involves the
use of al types of commitments and hedges in
addition to fast turnover. Minimizing IRR is usu-
ally the main concern of secondary marketing
operations and examiners.

REFERENCES
FHLMC Contract and Sellers’ and Servicers

Guides

FNMA Contract and Sellers’, MBS, and Multi-
family Guides

GNMA Issuer Guides
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Mortgage Banking — Secondary Marketing
Program

Examination Objectives

Determine if secondary marketing policies, procedures, and practices are adequate to effectively hedge the
pipeline and warehouse at reasonable risk levels.

Determine the amount of mortgage sales involving recourse or partia recourse.

Determine the adequacy of tracking systems to monitor pipeline and warehouse mortgages and their
changing effect on the overall IRR of the thrift.

Examination Procedures

Perform the following examination steps to ensure that the mortgage banking activities do not pose concerns
that historically have indicated trouble. Those steps that do not apply may be omitted; however, a notation
should be made as to why they do not apply.

Level | WKkp. Ref.

1 Determine if the board has adopted written polices and procedures governing:
Separation of mortgages awaiting sale from those going to the thrift portfolio;
Tracking and obtaining missing mortgage documents,
Responsihilities for sale and ddlivery of mortgages;

Generation and review of reports for: (1) warehouse reconciliation; (2) inventory
aging and turnover; and (3) fallout;

Employees authorized to engage in trading and hedging activities;
Hedging strategies and if they are supported by correlation anaysis,

Acceptable hedging instruments and policies for linking hedges to specific
mortgages or pools;

Position, hedging, and loss limits for individual employees and the entire operation;

Exam Date:
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Program

WKkp. Ref.

The basisrisk incurred as a result of hedging products;
The formal process for granting exceptions to policies and limits; and

Management’ s regular review of reports on pipeline, warehouse, and hedging
activities.

2. Review the previous report of examination and all secondary market-related exceptions
noted and determine if management has taken appropriate corrective action.

3. Obtain lists of all mortgage sales transactions for the previous twelve months and
determine:

If mortgages are sold with full or partial recourse provisions, or other special
features such as guaranteed yields;

The amount of credit risk caused by these sales and the amount of the actual losses;
and

If these recourse sales are properly reported, identified, and accounted for on
internal documents.

4, Determine the types of mortgages originated that are sold to the thrift and those that are
sold to investors. Determine if salesto the thrift match investment needs and historical
purchase types and amounts. Examine procedures for transferring mortgages from the
held-for-sale portfolio to the held-for-investment portfolio to ensure that the thrift is not
originating and keeping unsalable mortgages (i.e., below the standards of the secondary
marketing organizations).
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5. Review the most recent audits from FNMA, FHLMC, GNMA, HUD, and any private
conduits to determine if those organizations have concerns or if remedial action has been
taken by them to correct origination, marketing, shipping, or other errors or problems.

6. Determine management’ s strategy for funding its mortgage pipeline and warehouse:

For external credit agreements or lines of credit, review the rates and terms,
documentation requirements, and funding mechanics; and

If credit arrangements are with an ffiliate, ensure that all credit agreements are well
documented and are consistent with Sections 23A and 23B of the Federal Reserve
Act.

7. Determine the methods used to price mortgages originated for sale. Review the
profitability objectives of the secondary marketing division and determine if its mortgage
pricing is consistent with such goals.

8. For thrifts required to submit Schedule CMR of the TFR, compare the most recent filing
to the thrift’s internal mortgage pipeline reports for the same day:

Verify notional amounts, origination/discount fees, and rates for optional
commitments to originate mortgages. (These should have contract codes 1002
through 1016 on the Off-Balance-Sheet Position Report of CMR, and should include
only those mortgages for which the borrower is not obligated to take the mortgage
and for which arate-lock has been offered.)

For firm commitments to purchase, sdll, or originate mortgages (contract codes 2002
through 2076), verify notional amounts, rates, and prices. (These items should
include any forward commitments used for pipeline hedging);

Optional commitments to purchase or sell mortgages or MBSs (including exchange-
traded or over-the-counter calls and puts on MBSs) should be coded 3002 through
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3076 on schedule CMR. Verify notional amounts, days until expiration, coupon or
pass-through rates, and prices; and

If futures or options on futures on non-mortgage instruments are used for pipeine
hedging, ensure that these instruments are also entered on schedule CMR (consult
the CMR instructions, if needed, and verify entries).

9. Review the most recent OTS IRR Exposure Report and determine the impact of pipeline
activities on the thrift's balance sheet. Compare the OTS pipeline sensitivity estimates to
the thrift'sinternal senditivity anaysis.

10. Determine if the exposure (or coverage) rate limits approved by the board have been
followed in practice. Determine if the exposure rate and any changes are coordinated
with the thrift's overall risk management.

11. Determineif thereisapolicy limiting the total amount receivable from any one investor.
Does the thrift diversify itsrisk by dealing with various investors?

12. Evaluate the overal policies, procedures, and controls for secondary marketing activities
to determine if:

Commitments to deliver mortgages are periodically compared to volume
authorizations for each investor;

Profit and loss records for individual transactions are periodically reconciled to
general ledger accounts,

Post-closing documentation tracking systems are in place; and

Procedures are in place to ensure that mortgage pools are certified in atimely
manner.
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WKkp. Ref.

Review Level 1l procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level | procedures.

Level Il

14.

15.

16.

17.

18.

19.

Determine if risk limits for individuals and the entire operation are reasonable and
supported by written analyses. Determine if the amount of risk approved by the board for
the secondary marketing area is safe and sound for the size and capital level of the thrift.

If the pipdine is hedged, examine the methods for determining hedge ratios and evaluate
whether they are adequate. If fallout assumptions are used in hedging, determine how
falout projections are made (e.g., whether historic fallout has been tracked).

If options are used for pipeline hedges, determine if the costs are excessive. If forward
commitments are used, review pair-off fees for the most recent period and determine if
they are excessive.

Review the daily mark-to-market procedures and assess the adequacy of the methods
used to determine the gains or losses on pipeline activities.

Review internal tests of correlation for instruments used to hedge the pipeline. Based on
these tests, determine the extent of the basis risk.

Make a determination of whether the secondary marketing policies, procedures, and
practices are adequate to protect the mortgage banking operation and the thrift. If not,
determine corrective measures needed.

Exam Date:

Prepared By:

Reviewed By:

Docket #:

Office of Thrift Supervision April 2002 Regulatory Handbook

575P.5



Mortgage Banking — Secondary Marketing
Program

WKkp. Ref.

20. Ensure that the Objectives of this Handbook Section have been met. State your findings
and conclusions, as well as appropriate recommendations for any necessary corrective
measures, on the appropriate work papers and report pages.

Examiner’s Summary, Recommendations, and Comments
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CHAPTER: Mortgage Banking
SECTION: Servicing

Section 576

INTRODUCTION

This Section discusses profitability; the compo-
nents of mortgage servicing; the general valuation
of mortgage servicing; the valuation of PM SR for
regulatory capital purposes; dealings with new,
unknown, or unregulated servicers; and the issues
of most concern to regulators.

Servicing Profitability

For most thrifts, mortgage servicing is viewed as
an expense that reduces the total return on the
portfolio. For a mortgage banker, however, servic-
ing is an asset that is the single most important
component of profitability, and that must be ac-
tively managed to be profitable and to retain its
value. Servicing provides relatively stable earn-
ings and servicing rights may be sold at a profit.
To achieve long-term servicing profitability, how-
ever, thrifts must treat servicing like the mortgage
banker by achieving the economies of scale that
reduce servicing costs per mortgage and by main-
taining that scale by replenishing the portfolio
with new servicing as servicing pays off.

Today the largest servicers tend to be most profit-
able since they have the lowest servicing costs per
mortgage. Thishasled to agreat deal of consoli-
dation among servicers, with many small- and
medium-size servicers being bought out by thein-
dustry giants. For the thrift entering mortgage
servicing for others, it isimportant to carefully
plan for the types and volumes of mortgages
needed from each new investor to earn an ade-
guate profit. Without such planning, new
mortgage servicing activities can produce a port-
folio that is unprofitable. It isusually better to
sell servicing for release fees than to retain small
amounts of servicing types.

Mortgage bankers have come to rely increasingly
on automation as the one tool that can stabilize
servicing costs in the face of rising investor de-
mands. For the larger and more profitable
mortgage bankers, automation no longer is con-
fined to computerized accounting but isused in
every aspect of servicing; from the payment of

taxes and insurance to collections and investor re-
porting. These computer systems are very
expensive to design and to implement and are
even more expensive to maintain in the face of
ever-changing investor demands. Computer sys-
tems that meet the requirements of today’s
investors are usually operated by only the larger
servicers and specialized service bureaus. Servic-
ing for investorsis usualy unprofitable without
these sophisticated computer systems; however,
thrifts servicing their own portfolios can usually
get by with very basic systems. The challenge for
thrifts entering servicing for othersisto pick the
most cost efficient computer and other systems
for the types of mortgages and investors that will
be serviced.

Main Areas of Mortgage Servicing

Mortgage servicing includes the functions of cash
management, investor accounting and r