Development Best Practices in Credit Union Supervision

Examination Process—

Ingtitutional Capital and Profitability
November 6, 2002
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Indtitutiona capitd is defined asthetotd of the credit union’s regulatory reserve
accounts, undivided or retained earnings, specid reserves (designated for a specific
purpose), and net income that has yet to be closed to the retained earnings account. The
gtronger the overdl capita position, the easier it is for the credit union to dea with future
uncertainties such as asset |osses and adverse economic cycles.
Capita accounts exigt to:
- Provide abase for future growth,

Enable the credit union to meet competitive pressures as they arise;

Provide protection against operating losses, and

Ensure the credit union remains an on-going concern.

Objective of Capital Review — The examiner reviews the area of capitd to determine

that:
- Theboard has established a capita accumulation strategy that Sates the capital god
ratios, financid plan, and time frames for achieving the gods;

Thereis sufficient capita as compared to operationd risk;

The credit union has adequate capita policies, practices, and proceduresin place;
Officids and employees follow the requirements of the law, rules and regulations,
bylaws, and established guiddines,

Activity in the capitd accountsis periodicaly reviewed; and

Management promptly corrects deficiencies or violations.

Scope of Capital Review — The examiner should review the capitd position and the
officid’s philosophy toward building and maintaining capitd when determining the
scope. If the capita position falls short of established god's and needs, the examiner
should expand the review to determine if the shortfal poses a threet to the financid
condition and discuss corrective action with management.

When determining the adequacy of capital and the scope of the review, the examiner
should congder the following factors:

Size of the credit union;

Complexity of products and services offered;

Leve of management expertise;

Involvement of officids;

Operationa risks present (interest rate risk, long-term assets, high-risk invesments,

etc.)

Lack of adeguate internad controls,

Presence of sufficient insurance;

Current and anticipated earnings capacity of the credit union;

Qudity of the loan and investment portfolios,
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Contingent ligbilities;

Compliance with regulatory reserve requirements, if applicable;
Stability and diversity of the fidd of membership; and
Concentration of loans and savings to only afew members.

If the examiner determines that the level of capitd is not sufficient to ensure the credit
union’slong-term future, then the examiner should develop god ratios and time frames
with management and present these in the Document of Resolution.

Ingtitutional Capital Review — In the review of the capita accounts the examiner
should consider the adequacy of capital, gpparent trends, and any unusua account
activity. Examiners should document their review on sef-designed workpapers. The
workpaper should include the beginning balance (date of last exam), dl entries made to
the account aong with adequate descriptions, the ending baance (as of the exam dete),
and any examiner comments.

Examiners should use the following procedures to review the capital accounts:

Obtain the activity in dl the capital accounts for the exam period;

Ensure that the ending subsidiary ledger balances of the capita accounts are equa to
the respective genera ledger accounts and the account balances on the financia
satements as of the examination date;

Determine that dl of the entries made to the capita accounts were agpproved by the
board for the same amount prior to the date of the entry and documented in the board
minutes, and

Verify that al entries to the capital accounts were made in accordance with the law,
rules and regulations, bylaws, and applicable guiddines.

In addition to the above, examiners should caculate the following ratios (see the
discussion of the PEARL Sratios for additiond information) to determine the adequacy
of the credit union’s capita, how it compares to smilar Szed credit unions, and any
negative trends.
Capita (regulatory reserves, specid reserves, undivided earnings, and net income)
Growth versus Asset Growth
Arethetrends of both ratios in the same direction or opposite and is the growth
of each ratio amilar?
Capital to Assets,
Isthisratio at least 10%7?
Totd Ddinquent Loans and Other Classified Assets/ Tota Capitd,;
Isthis amount of ddinquent and classfied assets |ess than total capita?
Solvency Evauation; and
Bdance of the Allowance for Loan Loss account / Collection Problem Loans;
Is the amount of collection problem loans less than the baance of the Allowance
for Loan Loss account?
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Signs of Warning — These Signs or indicators are ratios, numbers, trends, or suspicious
activity that may indicate existing or potentia problems. During the review of capitd,
the examiner should look for the following sgns of warning:

Entries made to the capitd accounts without board approvd;

Entries made to the capital accounts for amounts different than the amounts approved

in the board minutes;

Entries made to the capita accounts by unauthorized individuds;

Negative trends or decreasing ratios;

Asst growth that is greater than capital growth;

An dlowance for loan loss account that is not adequete for collection problem loans;

Consecutive operating losses,

Adverse economic conditions that effect the member’ s ability to repay their loans;

High risk investments; and

A few members with concentrations of credit and savings.

Objective of Profitability Review — The objective of the profitability review isto
determine;
- Income and expense trends,
Adequacy of policies and procedures regarding income and expenses,
Actud operating results as compared to the budgeted amounts and ingtitutiona
capitd gods,
Sufficiency of the credit union’s earnings to increase inditutional capita to
established godls,
Compliance with applicable laws, rules and regulations, bylaws, and guiddines, and
Prompt correction by management of errors or problems.

Scope of Profitability Review — The scope of the review should include areview of the
Income Statement, income and expense accounts with negative trends or unusud activity,
and ratios that assess profitability. If problems are detected, then the scope should be
expanded so that the examiner can determine the source of the problem and develop
corrective action plans.

Profitability Review — The review of profitability should include areview of the credit
union’s generd financid condition. A credit union with weak capital requires strong,
gtable profitability to improve the capital position. In contrast, a credit union with asolid
capita position may only require enough profitability to maintain the capital position.
Other factorsto consder when analyzing profitability include: asset growth as compared
to capitd growth, loan loss history, expense trends, growth projections and goals, and
economic factors.

Examiners should document their review of profitability on sdf-designed workpapers.
The workpaper should document the purpose of the review, the individua performing the
review, the account, ratio or issue reviewed, the credit union staff member that took part
in the review, and any comments or findings.
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Examiners should perform the following when andyzing profitability:
Compare the previous year' s income statement to the income statement as of the
exam date to determine changes in income and expense accounts and negative and
positive trends;
Review a sample of income and expense accounts with numerous transactions, large
dollar transactions, suspicious activity, and/or erratic trends;
Determine that adequate documentation exists for expenses, the expense was
approved by an authorized employee, is reasonable, and is associated with credit
union business,
Determine that income is not overaccrued to fictitioudy improve profitability; and
Determine that above average feeincome is not due to inefficient credit union
operations,
Cdculate the fundamentd profitability ratios (see PEARLS rétio discussion for
additiond ratio information) and compare the results to credit union’s of asmilar
szefor thefollowing: Yield on Assets, Cost of Funds to Average Assets, Operating
Expensesto Average Assets, Net Income to Average Assets, and
Discuss with management strategies to increase income or decrease expenses and
note these in the Document of Resolution.

Signs of Warning — These Signs or indicators are ratios, numbers, trends, or suspicious
activity that may indicate exigting or potential problems. During the review of the
profltablllty the examiner should look for the following Sgns of warning:

Increasing expenses, and decreasing gross and net income;

Erratic income and expense amounts as compared to other time periods,

Large variances between budgeted numbers and the actud results;

Lack of adequate expense documentation,;

Persond expensesincluded in credit union expenses,

Above average fee income due to inefficient credit union operations,

Expenses paid without proper approvd;

Profitability isinadequete to maintain or increase indtitutiona capitd; and

Profitability is inadequate to pay loca market interest rates on savings and deposits.
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