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Supervison is the ongoing monitoring of a credit union’s financia and operationd
condition. Examiners monitor their assigned credit unions as needed through on-Ste
examination, supervisory contacts, and off-gite through submitted regulatory reports and
financid statements, and periodic trend andlysis of selected ratios. In credit unionswith
more serious financid problems, supervison may aso include follow-up examinations
and monthly monitoring of financial trends and ratios.

The objective of off-dte supervison isto quickly identify negetive trends and emerging
problems and to resolve the issues before they become so serious that they could
negatively effect the credit union’sfinancia condition. Examiners should contact a

credit union immediately upon the detection of a problem to ensure that management is
aware of the problem. To correct the problem(s) the examiner should not only report the
problem, but work with management in determining the best workable solutions to the
problem.

Data Collection - Credit unions are generdly required to submit financia information
and/or satements to the regulatory agency on aperiodic basis. The periodicity will vary
depending on the credit union’s problems. Newly chartered credit unions and those with
severe operationa problems are generdly required to submit financid information
monthly. The examiner that is responsble for performing the onSte supervision can
perform off-Ste supervison or the supervision duties can be divided between on and off-
dte supervison departments.

Data can be collected through the use of arequired regulatory form that isto be
completed no less than semi-annualy (data as of June 30 and December 31). This report
collects the following information:

- Baance Sheet account balances for - al the outstanding loan types, Allowance for
Loan Loss, Cash, Investments, Fixed Assets, Prepaid and Deferred Expenses, Other
Assts, Total Assets, Accounts Payable, Externd Credit, Accrued Dividends, Taxes
Payable, Accrued Expenses, dl the savings and share types, Regular Reserve, Specia
Reserves, Undivided Earnings, Net Income, and Totd Liabilities and Equity.

Income Statement account balances for — Interest on Loans, Income from
Investments, Fee Income, Other Operating Income, Tota Gross Income, Employee
Compensation, Employee Benefits, Travel and Conference Expense, Office
Occupancy Costs, Office Operations Expense, Educationa and Promotiona Costs,
Loan Servicing Expense, Provision for Loan Loss, Member Insurance Costs,
Miscellaneous Operating Expenses, Tota Operating Expenses, Gain on Sde of Fixed
Assets, Other Non-operating Income (Expense), Interest on Externa Credit, Interest
on Deposits, Dividends on Shares, Net Income.

Breakout of Delinquent Loans — the number of delinquent loans and delinquent loan
balances between 1-2 months ddinquent, 2-3 months delinquent, 3-6 months
delinquent, 6-9 months delinquent, 9- 12 months delinquent, greater than 12 months.
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Miscedllaneous Loan Information — loans outstanding to credit union officias and
management, loans granted year-to-date, total amount of loans charged off year-to-
date, and total amount of recoveries on charged-off loans year-to-date.

Investment Information — types of investments and a maturity distribution of
invesments— 0-1 month, 1-2 months, 2-3 months, 3-6 months, 6-9 months, 9-12
months, 1-2 years, 2-3 years, and greater than 3 years.

Externd Credit Information — types of externd credit and maturity distribution.
Savings Information — types of savings and share accounts, a maturity distribution,
and the interest rates and dividends paid on the accounts.

Off-baance Commitments and Contingent Liabilities— such as unused lines of credit
(both member lines of credit and externd credit union lines of credit), potentia and
pending lawsuits, etc.

Miscellaneous Information — who performed the last annud audit, the effective date
of the last annual audit and member account verification, the type of system used to
maintain the loan and savings records of the member, the name of the software or
processor used (if the EDP system is computerized), number of current members,
number of potentil members, number of male and femae members, number of
members who have declared barkruptcy year-to-date and the number of full and part
time members.

Thisdatais collected usng a sandardized format. Standardization is imperative to make
the data useful and comparable and to diminate individua interpretation and incorrect
information. All interested parties must use the same information for the calculation and
review of ratios otherwise any comparison isusdess. Along with a sandardized format
for reporting, there should be aline by line explanation of how the report isto be
completed. The individuas completing the report should be adequately trained so that
they provide rdigble data

Financid data can dso be collected periodicdly, in addition to, the regulatory report.
This can be done on a case by case basis. Examiners should contact credit unions that
need additiona supervison (more than is provided during the annud examination and in
the review of the regulatory report information described above) and advise them of the
information that needs to be collected, how often it isto be submitted, whereit isto be
submitted, and the deadline for receiving the requested information. The information
requested by examiners usudly includes:

Baance Shest;

Income Statement;

Delinquency Lig;

Loan Classfication performed to determine the adequacy of the Allowance for Loan
L oss account; and

Breakdown of the outstanding balance for al loan and savings types.
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Examiners will then use this information to perform ratio, financia statement, and peer
group andysis.
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Financial Statement Analysis- Thefinancia reports, including the balance shedt,
income statement and the loan delinquency report dlow the regulatory agency to measure
and analyze the performance of the credit union over a period of time and compare it to
gmilar sze credit unions or a peer group. Thisinformation should be entered on a
Spreadshect to andyze the numbers over a given time period (monthly or quarterly). The
Spreadsheet should contain at least 12 months of data so that the information can be
analyzed between periods and compared to smilar size credit unions. Data should be
maintained on the oreadshect long enough to identify positive and negative trends,
seasond fluctuations, and any inconsstencies.

When performing financid statement andysis the spreadsheet should include the
following information and al trends, fluctuations, and inconsstencies should be noted in
a comments section provided &t the end of the spreadshest:

Number of Members,

Total Loans balance;

» Badancesfor each loan type offered;

Allowance for Loan Loss baance;

Cash;

Investments,

Fixed Assats,

Other Assets,

Externd Credit;

Other Lidbilities,

Tota Share, Savings, and Deposit account balances;

» Bdance of each type of share, savings and deposit accounts offered;
Regulatory Reserve balance,

Specia and Other Reserve account balances,;

Undivided Earnings baance;

Y ear-to-date Net Income balance;

Income from Loans;

Income from Investments,

Fee Income;

Tota GrossIncome;

Tota Operating Expenses,

Tota Provisonsfor Potential Losses,

Non-Operating Income (Expense);

Totd Interest and Dividends paid on shares, savings, and deposits;
Interest paid on externd credit;

Net Income;

Delinquent loan baance from 1- 2 months delinquent;

Deinquent loan baance from 2-3 months ddlinquent;

Deinquent loan baance from 3-6 months delinquent;

Delinquent loan balance from 6-9 months ddlinquent;

Delinquent loan baance from 9-12 months ddinquent;

Ddinquent loan baance greater than 12 months delinquent;

Totd loans charged off for the period; and
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> Tota loan recoveries for the period.

Ratio Analysis- The most widely used and effective form of off-dte supervison isratio
andyds. Thefinancid statement information is used to caculae theratios. Financid
ratios give the numbers an added dimengion. Ratios dlow the examiner to objectively
relate two individual numbers to measure specific areas of credit union operations.

Ratios can be used effectively in atrend analysis to monitor credit union performance and
determine the presence of negative and positive trends and changes.

No ratio isisolated from operationa changes or problems. Changeswill effect various
ratios, so the ratios must be andyzed with their interdependence in mind. For ingance, if
delinquency increases, the delinquent loan to tota |oan ratio will increase aslong astotd
loans have not grown faster than delinquent loans. Interest income will decrease because
interest in not being collected on time. Fees may increase if pendties are charged for late
payments and are collected. Collection expenses may rise due to the costs associated
with collecting loans. Net income and, therefore, indtitutiona capital will aso be
adversdly effected.

The ratio analysis should be performed on a spreadsheet and it may be the same
Soreadsheet in which the financid statement analysisis performed. The following ratios
from the PEARLS monitoring system are key ratios needed to determine a credit union’s
financid condiition:

- Allowance for Loan Losses/ Delinquent Loans > 12 months— This ratio measures
the adequacy of the credit union’s alowance for loan loss account for dl loans that
are delinquent more than 12 months. One hundred percent of the ddinquent loans
more than 12 months past due should be provided for in this account. 1f the account
is not adequeate, aloan charge off will reduce inditutiona capita and the financiad
grength of the credit union.

Allowance for Loan Losses/ Delinquent Loans from 1-12 months— Thisrétio
measures the adequacy of the credit union’s allowance for loan loss account for loans
that are between 1-12 months. The alowance account balance should be adequate for
100% of the loans grester than 12 months delinquent and at least 35% of the
outstanding loan baances between 1-12 months delinquent. If the account is not
adequate, aloan charge off will reduce inditutiond capitd and the financid strength
of the credit union.
Loan Charge-Offs/ Totd Loan Portfolio — This ratio measures the amount of 1oans
charged-off from the loan portfolio in the period. Thisratio should be andyzed with
the result of the Tota Delinquency > 1 month / Totd Loansratio. The credit union
could have alow delinquency ratio because |oans are charged- off quickly or ahigh
ddinquency ratio because loans are rardly charged off. Thereareonly 4 waysin
which aloan can be removed from the delinquency list:
- Paying the loan current;

Charging it off to the Allowance for Loan Loss account;

Manipulating the terms; or

Refinancing or extending the loan.
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Tota Loans/ Total Assets— This ratio measures the percentage of assetsthat are
invested in member loans. If the mgority of assets are invested in loans, generdly
gross and net income are higher if delinquency, cost of funds, and operating expenses
are under contral.
Savings and Deposits/ Tota Assets— Thisratio measures the percentage of total
assets that are financed by member’ s savings and deposits. A large percentage
indicates an effective marketing program and is a good indicator that the members are
saving for reasons beyond access to loans.
Externa Credit / Tota Assets— Thisratio measures the percentage of assets that are
financed by externd credit. The use of externa credit should be well thought out and
part of the business plan. Exterrd credit should be used as an initid source of funds
or short-term funding. Management should not be riant on externd credit for a
medium or long-term source of funds. The receipt of externd funding is often
unreliable and the cost of these funds varies tremendoudly. These two factors could
serioudy effect the credit union’s liquidity and profitability. Instead, management
should concentrate on developing and promoting attractive savings products for its
membership.
Ingtitutional Capital / Totd Assets— Thisis one of the most important ratios because
it measures the overdl financia soundness of a credit union provided that the
alowance for loan loss account is adequatdly funded. If the allowance for loan loss
account isinadequate for potentia loan losses then indtitutiond capita will be
reduced when loans are charged-off. The larger the indtitutiona capitd ratio the more
capital the credit union has to absorb losses. Capitd is the difference between a
solvent and insolvent indtitution  Capital is defined as those funds within a credit
union over which no person or indtitution has any legd dam. More specificaly,
capita isretained or undivided earnings, regulatory reserves, charity and donations,
and net income or |loss after dl operating expenses, interest costs, provisons, taxes
and dividends have been paid.
Totd Deinquency > 1 month / Tota Loans— Thisratio measuresthe total percentage
of loans that are delinquent more than 30 days. Thisratio isavery good indicator of
not only the quality of the credit union’s loan portfolio, but aso the collection efforts.
The age of the ddinquent loans should aso be andlyzed. If there are numerous loans
that are delinquent 1-2 months this could indicate:

The collection department is not Sarting collection effortsin atimdy fashion;

An economic downturn; or

An adverse change in loan underwriting.
Non-earning Assets/ Total Assets— Thisratio measures the percentage of the total
assets not producing income. Thisratio should be minimized, as these assets do not
contribute to net income or indtitutiona capitd.
Operating Expenses/ Average Totd Assets— This ratio measures the cost associated
with the management of al credit union assets. This cost is measured as a percentage
of tota assets and indicates the degree of operationd efficiency.
Net Income/ Average Tota Assets— Thisratio measures the adequacy of the credit
union’ s earnings and its capacity to build capitd. Thisratio should be andyzed with
the resullt of the Indtitutional Capitdl to Totd Assatsratioin mind. If netincomeis
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insufficient to sugtain or increase capitd, the credit union’s survivd in the future may
be questionable.
Liquid Short-term Assets — Short-term Payables/ Savings Deposits— Thisraio
measures the adequacy of the liquid cash reserves to satisfy deposit withdrawal
requests after paying al immediate obligations < 30 days. The god of successful
liquidity management is to have enough liquid funds to meet al member requests and
operating expenses with any excess funds invested in interest bearing accounts and/or
invesments.
Growth in Tota Assets— Thisratio measures the growth of total assets from one
period to the next. In order to have red growth the ratio must be at least the inflation
rate.
Growth in Ingtitutiona Capita — Thisratio measures the growth of the credit union’'s
capitd from one period to the next. Indtitutiona capita growth that isthe same or
gregter than the growth in assats insures the credit union’s financid future. The more
capitd a credit union has the more able it isto withstand loan losses, economic
downturns, costs associated with offering new member services, and financing of
fixed assets. Capita can dso make a credit union more profitable if operating
expenses and the cost of funds are under control. Thereis no interest cost to attract
these funds to the credit union as there is with member deposits.

(For more information on the ratios discussed above please see the information provided

on the PEARLS Monitoring System.)

Peer Group Analysis— A peer group is group of smilar sized credit unions. For
ingtance dl credit unions with assats less than $2 million would be a peer group. From
the peer group data received peer averages can be calculated for al of the above data.
Peer averages are a very helpful tool to both supervisors and credit union managers as
they can take ratio analyss one step further. They can compare their financia operations
and resultsto smilar credit unions, in addition to, reviewing the trends in their

operations. When using peer comparisons, examiners have to keep in mind that not dl
credit unions are dike even though they arein the same peer group. So there might be
credit unions that have ratios that vary from that of the peer average but their operations
and financia condition are sound.

Peer group ratios are normally produced by the regulatory agency. They are an end
product of the required standardized data collection discussed above.

Signs of Warning - These sgns or indicators are ratios, numbers, trends, or suspicious
activity that may indicate exigting or potential problems. While conducting off-ste
superwson the examiner should look for the following sgns of warning:
Fnancid reports or standardized reports that are not received or received late;
Financia reports or stlandardized report that are completed incorrectly;
Management avoids examiner contacts, can not answer the questions and address
concerns, and/or is evasive when questioned,;
The Allowance for Loan Lossis not adequate to cover potentia loan losses;
Management and officials do not want to increase the dlowance for loan loss account
asingdructed,
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Loans are not charged off when they are considered aloss and/or when they are
gregter than 12 months delinquent;

Accounts Receivables balance increases over the time period;

Accrued Interest on Member Deposits continualy increases,

Fixed assets are depreciated over atime period greater than recommended in
accounting standards;

The loansto assetsratio is greater than 85% or less than 60%;

Savings deposits are a smal percentage of total assets;

Externa credit as compared to total assetsis greater than 10% and is used to fund
medium to long-term liquidity needs;

Inditutional capitd to total assets ratio decreases or is following a negative trend;
Delinquent loans as compared to tota loansisincreasing and/or theratio is erratic
over aperiod of time;

Delinquency between 1-2 months increases rapidly;

Totd delinquency decreases over a short time period;

Non-earning assets increases as a percentage of total assets above 5%;

Operating expenses as compared to average assetsisincreasing and/or theratio is
greater than 10%;

Gross Income, operating expenses, and/or net income are erratic from one month to
the next;

Feeincome s greater than 25% of grossincome;

The short-term liquid assets — short-term payables/ savings depositsis less than 10%;
and

Ast growth is greater than indtitutiona capital growth.

Follow-up on Off-Site Supervision — Upon identifying a potentid problem or a negetive
or erratic trend the examiner should contact credit union management and the on-site
supervision department if the supervision aspects are separate. Contact should be made
by phonefirg to dert management of the problem or trend. Solutions should be
developed jointly with management. |If the problem is serious and it perssts then an on+
Ste supervison contact should be scheduled. On-gSite supervison contacts differ from the
annua examination asthey are focused on the problem or negative trend identified. Any
kind of supervison contact that is made, whether it is by phone or an on-ste vist, should
be documented in writing and retained in the credit union’sfidd file. At aminimum, the
followmg information should be placed in writing:

|dentify what prompted the contact;

Who performed the contact and who at the credit union was contacted,

| dentify the problem;

Determine the cause of the problem;

Report on the present financid condition of the credit union;

Discuss corrective action completed, initiated, or planned; and

Outline future plans for supervision.
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