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Handbook: Thrift Activities
Subject: Various Sections

Thrift Activities Regulatory Handbook Update

Summary: This bulletin provides updates to the following Thrift Activities Regulatory Hand-
book Sections: 110, Capital Stock and Ownership, and 530, Cash Flow and Liquidity Man-
agement. Please replace the existing handbook sections with the enclosed revised sections.
This bulletin also provides an update to the Interest Rate Risk Management section. Please re-
move existing section 520 and insert new section 650.

For Further Information Contact: Your Office of Thrift Supervision (OTS) Regional Office or
the Supervision Policy Division of the OTS, Washington, DC. You may access this bulletin at
our web site: www.ots.treas.gov. If you wish to purchase a handbook and a subscription to the
updates, please contact the OTS Order Department at (301) 645-6264.

Regulatory Bulletin 32-15

SUMMARY OF CHANGES

OTS is issuing updates to the following Thrift Activities Handbook Sections. Change bars in the
margins of Handbook Section 110 indicate revisions. We restructured Handbook Sections 530
and 650 so we did not include change bars. We provide a summary of all substantive changes to
the handbook sections in the listing below. These handbook sections are in plain language to
comply with the President’s June 1, 1998, memorandum “Plain Language in Government Writ-

”

ing.

OTS is also issuing three new tabs. Please follow the enclosed instructions for insertion into your
Handbook.

110  Capital Stock and Ownership

Commoeon Stock: Adds heading and information on rights of ownership of common
stock.

Preferred Stock: Adds new section.
Mutual Holding Companies: Adds heading and additional information.
Subchapter S Corporations: Adds new section.

Supervisory Conversion: Adds information regarding BIF-insured mutual savings
banks.
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530

Merger Conversions: Adds OTS limitation on merger conversions.

Beneficial Ownership Reports: Annual Statement of Changes in Beneficial Owner -
ship (Form 5): Adds new information.

Review of Exchange Act and Securities Offering Filings, Regulatory Procedures:
Moves this section to new Appendix B.

Contributed Capital: Adds information on OTS policy.

Reporting of Stock Loans: Removes section because Congress removed the statutory
requirement.

Capital Distributions. Adds information regarding the revised capital distribution
regulation.

Subchapter S Distributions: Adds new information on distributions by a Subchapter S
Corporation.

Employee Stock Ownership Plans; Regulatory Restrictions and Issues; Transactions
with Affiliates: Revises this section.

Employee Stock Ownership Plans; Accounting: Adds new information on accounting
guidance. Adds subsections on accounting for leveraged ESOPs and nonleveraged
ESOPs.

References. Adds Part 563, Subpart E, and SOP No. 93-6.

Program: Updates No. 4 and adds new procedures 5 through 8 on S Corporations.
Omits former No. 16.

Appendix B: Adds Washington and Regiona Processing of Exchange Act Filings.

Cash Flow and Liquidity Management

In addition to the changes listed below, we reorganized the structure of this handbook
section.

Funds Management Perspective: Separates and condenses text previously included un-
der the deleted heading “Asset/Liability Perspective.”

Management’s Responsibilities: Shortens title and condenses text from deleted heading
“Management’ s Responsibilities in Liquidity Management.”

Cash Flow: Adds title.

Customers Role in Liquidity Management: Condenses text from four paragraphs to
one.

Assets and Liquidity; Measurement: Deletes former first paragraph and part of second
paragraph.
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Maturity and Duration: Condenses text.
Credit Risk: Condenses text.
Prepayments. Deletes former Table 4.

Liabilities and Liquidity; Measurement: Deletes former first and third paragraphs, and
updates current Table 6.

Borrowed Money: Deletes all but one paragraph; deletes former Table 6; carries for-
ward from the deleted subsection “Management Considerations,” alisting and explana-
tion of some types of financing that savings associations may use to generate cash flow
and manage liquidity.

Federal Home Loan Bank (FHLB) Membership and Liquidity Concerns. New sec-
tion, incorporates TB 66.

Liquid Asset Requirements. Updates based on regulatory changes; adds reference to
Appendix A.

Troubled Institutions: New section.
Program: Revises procedures five and eleven to reflect current policies.

Appendix A, Liquidity Regulation — Interpretive Guidance: New section contains
guidance from previous “Additional Guidance” subsection.

650 Interest Rate Risk Management
Restructured pursuant to TB 13a.
SAtM As—
-Scott M. Albinson
Managing Director, Supervision
Enclosures
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Office of Thrift Supervision
Department of the Treasury

1700 G Street, N.W., Washington, DC 20552 . (202) 906-6000

November 18, 1999

TO THE RECIPIENTS OF THE OTS THRIFT ACTIVITIES HANDBOOK:

Please use the following instructions to file the revised sections and new tabs:

Volume |

Remove the existing Table of Contents (TOC) and insert the revised TOC behind the Contents

tab.

Remove existing section 110, Capital Stock and Ownership, and insert revised section 110.

Remove existing section 253, Real Estate Held for Investment. We incorporated Section 253 into
Section 230, Equity Investments, issued in June 1999.

Volume |

Remove the Liquidity/ALM tab and insert the new Liquidity tab.
Remove existing section 520, Interest Rate Risk Management.

Remove existing section 530 and insert revised section 530, Cash Flow and Liquidity
M anagement.

Insert the new Sensitivity to Market Risk tab behind section 580.
Insert revised section 650, Interest Rate Risk Management, behind the Sensitivity tab.

Remove the Related Organizations tab and insert the new Other Activities tab. We will issue
revised Related Organizations sections in the near future that will be filed behind the Other
Activities tab.

Remove the Bulletins tab and contents. We will not reissue this section.
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CHAPTER: Capital
SECTION:

Capital Stock and Ownership

Section 110

INTRODUCTION

This Section of the Handbook presents basic in-
formation concerning stock organization. This
section provides guidance in the following aress:

o Types of capital stock.

o Conversions from mutual to stock organiza-
tion.

e Securities and Exchange Commission (SEC)
reporting requirements.

o Insider stock trading.
o Change in control.
o Divedtiture of control.

Contributed capital.

o Capital distributions.
o Employee stock ownership plans (ESOPs).

The Section assists in identifying controlling in-
terests in a savings association and in determining
the appropriate alocation and exercise of control.

CAPITAL STOCK

Capita stock consists of stock certificates issued
to investors (stockholders) as evidence of their
ownership interest in the savings association. One
or more individuals or any business entity such as
a partnership, atrust, or a corporation may own
the stock.

Common Stock

Common stock represents all the basic rights of
ownership. Common stockholders exercise their
basic rights in proportion to the shares owned.
These rights include the following:

o Theright to vote for the directors.

e The right to share in dividends declared by the
board of directors.

e The right to share in the distribution of cash or
other assets, after payment of creditors, in the
event of liquidation of the savings association.

Savings associations may value capital stock on
their books at a stated par value. A savings asso-
ciation will assign a nomina par value if the
stock does not have a par value. Savings associa
tions account for amounts paid in excess of the
par value as additional paid-in capital.

The market value of shares does not coincide with
par values. The market price reflects many fac-
tors, including the following:

o Overdl economic conditions.
o Financia health of the savings association.

o Liquidity of the stock.

Competition.

Dividend policies.

Growth potential.

Market saturation in financial institution issues
(supply and demand).

A savings association may list its shares on an
organized exchange, or trade them over the
counter (OTC). A savings association may act as
its own registrar and transfer agent. If the savings
association has 500 or more stockholders, the
savings association must adhere to the SEC regu-
lations when performing transfer agent functions.

Among the records a stock savings association
must maintain is a (registrar’'s) list of stockhold-
ers. The list should include the following infor-
mation:

o Name of holder.

Office of Thrift Supervision
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Section 110

o Address.

o Number of shares owned.
o Date acquired.

o Certificate number(s) held.

o Amount and type of dividend paid each stock-
holder.

It is important to promptly record transfers of
shares to new owners. Savings associations, peri-
odically, should reconcile the stockholder ledger
with the general ledger control account and the
stock certificate book.

Preferred Stock

Preferred stock carries certain preferences, such
as a prior claim on dividends, over common
stock. Often preferred stock conveys no voting
rights, or only limited voting rights, to the hold-
ers. The articles of incorporation (charter) govern
special rights of a preferred stock issue. The
chartering authority may also regulate stockhold-
ers rights.

Whether preferred stock is includable in regula-
tory or generaly accepted accounting principles
(GAAP) capital depends on its permanence as a
funding source. The status of preferred stock as
part of capital also depends on whether a savings
association is subject to the Securities Act of
1933 and the Securities Exchange Act of 1934.
Like common stockholders, preferred stockhold-
ers have basic ownership rights and do not have
priority over creditors in the event of liquidation.

Although forms of permanent perpetual preferred
stock exist, other preferred stock contains defined
redemption terms and consequently it is not as
permanent or long-term a funding source as
common stock.

OTS regulation §563¢. 102 states that savings as-
sociations subject to the Securities Act of 1933
and the Securities Exchange Act of 1934 may not
include subordinated debt securities or mandato-
rily redeemable preferred stock in equity.

Savings associations not subject to federal securi-
ties laws financial report requirements may make

financia reports using Thrift Financial Report
(TFR) instructions and rely on OTS capital regu-
lations. Under 12 CFR Part 567 (Capital), savings
associations include noncumulative perpetua pre-
terred slock i core capnial (§567.5(a)(1)(it)).
Savings associations include cumulative perpetual
preferred stock in supplemental capital
(§567.5(b)(1)(i)). “vpplemenial captal dso may
include certain redeemable preferred stock and
subordinated debt issued under OTS regulations
and memoranda. Eligibility for such instruments
to qualify as part of regulatory capital depends on
the timing of the redemption and other contrac-
tual characteristics. See 12 CFR § 563.81, Issu-
ance of subordinated debt securities and mandato-
rily redeemable preferred stock.

Mutual Holding Companies

The Mutual Holding Company regulation imple-
ments § 10(o) of the Home Owners' Loan Act
(HOLA). Part 575 authorizes a mutua holding
company to engage in capita raising activities. A
mutual holding company may pledge or issue up
to 49.9 percent of its post-reorganization stock to
persons other than the mutual holding company.

Effective April 1, 1998, OTS adopted amend-
ments to Part 575 (Mutual Holding Companies)
that expand the authority of a mutua holding
company (MHC). A MHC now may create a new
subsidiary stock holding company (SHC) that
would exist between the MHC and its savings
association in a three-tier corporate structure. The
SHC, like a stock savings association subsidiary,
must issue at least a majority of its shares to the
MHC and could issue up to 49.9 percent of its
shares to the public. The SHC must own 100 per-
cent of the shares of the savings association sub-
sdiary.

Dividends

At the formation of a mutua holding company,
OTS imposes conditions designed to protect the
interests of the mutual owners. Mutual holding
companies may request OTS approval to waive
receipt of dividends declared by a subsidiary
savings association. OTS may approve dividend
waiver requests by a MHC after supervisory and
legal review. OTS must determine that the waiver
of dividends by the MHC is not detrimental to the

110.2 Regulatory Handbook
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not incur any tax penalties because of its return to
C Corporation status. Therefore, an institution’s
tax status as an S Corporation does not prevent it
from raising additional capital.

STOCK CONVERSION

For mutual savings associations, conversion to
stock form is the avenue available to raise capital
in the equity market.

To facilitate the conversion process, management
may contract for the services of attorneys, ac-
countants, appraisers, and conversion managers
who have conversion experience. Savings asso-
ciations record conversion sales proceeds after
deduction of conversion expenses. In smaler of-
ferings, conversion expenses may amount to as
much as ten percent of the equity raised.

Following is a description of various types of
conversions. See Part 563b for additional infor-
mation.

Standard Conversion

A standard conversion offers a funding source for
healthy savings associations. In this form, eligible
account holders receive nontransferable, pro-rated
subscription rights to purchase the stock of the
converting savings association before the public
offering. Savings associations sell shares of the
converting institution not purchased by persons
with subscription rights either in a public offering
through an underwriter or by the savings associa-
tion in a direct community offering.

Submission of a conversion plan according to

§ 563b.3 is the first requirement before effecting
a standard conversion. The resulting savings as-
sociation must be in compliance with the capital
standards of Part 567. The accounting used for
acquiring assets and liabilities in a standard con-
version is generally historical cost of the acquired
savings association (pooling-of-interest account-
ing).

Supervisory Conversion

A supervisory conversion permits savings asso-
ciations that fail to meet specified capital levels to
raise additional capital without government as-

sistance. The resulting savings association must
be aoviable entity under §563b.26(b).

Any SAlF-insured savings association that is sig-
nificantly undercapitalized will qualify for a su-
pervisory conversion unless OTS determines oth-
erwise. OTS may permit, on a case-by-case basis,
an undercapitalized savings association to under-
take a supervisory conversion if the savings asso-
ciation can demonstrate that a standard conver-
sion is not feasible. Any BIF-insured mutual
savings bank may qualify for voluntary supervi-
sory conversion provided OTS concurs in a certi-
fication given by FDIC in accordance with 12
USC 1464(0)(2)(c).

A savings association may accomplish a supervi-
sory conversion through a nonpublic offering
(that is, the sale of the savings association’s secu-
rities issued in the conversion directly to a person
or persons).

A majority of the board of directors of the con-
verting savings association must adopt a plan of
supervisory conversion that is in accordance with
Part 563b. The members of the savings associa-
tion shall have no rights of approval or participa-
tion in the conversion or rights to the continuance
of any legal or beneficial ownership interest in the
converted savings association.

Merger Conversions

A merger conversion occurs when an existing
stock institution or holding company acquires a
converting mutual savings association. The con-
verting mutual exchanges its stock for stock of
the acquiror. OTS limits merger conversions to
cases involving financially weak savings associa-
tions. OTS will also consider requests for waivers
from this general policy for very small institu-
tions, such as those with assets under $25 million.

Stock Organization

Section 552.2-1 outlines the process for organiz-
ing a federal stock savings association. Stock or-
ganization means that management decisions are
subject to shareholder vote and scrutiny. Stock
savings associations must hold annual meetings
of shareholders subject to regulatory require-
ments. These requirements appear in § 552.6 or
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applicable state law and/or § 14 of the Securities
Exchange Act of 1934 (Exchange Act). Savings
associations that convert to stock form face in-
creased public disclosure requirements in be-
coming a public reporting company under that
act.

REVIEW OF EXCHANGE ACT AND
SECURITIES OFFERING FILINGS

Under § 12(i) of the Exchange Act, OTS has the
powers, functions and duties vested in the SEC to
administer and enforce several sections of the
Exchange Act for savings associations. The appli-
cable sections are §§ 12, 13, 14(a), 14(c), 14(d),
14(f), and 16. For this purpose, OTS is the secu-
rities disclosure oversight regulator for al Home
Owners Loan Act (HOLA) federal charters (both
SAIF and BIF members). In addition, OTS is the
securities disclosure oversight regulator for state-
chartered savings association SAIF members. The
FDIC is the comparable regulator for all BIF-
insured, state-chartered savings banks.

Approximately 136 savings associations have a
class of equity securities registered under the Ex-
change Act. They are, therefore, subject to Ex-
change Act periodic reporting requirements and
rules governing a wide range of activities. Such
activities include proxy solicitations; tender of-
fers; and the acquisition of securities by officers,
directors, and significant shareholders. In addi-
tion, savings associations that engage in public
offerings of securities generally must file an of-
fering circular with OTS. OTS declares the of-
fering circular effective under the requirements of
OTS securities offerings regulations for savings
associations. These regulations include 12 CFR
Farts 563b,563d, o 563g.

The Business Transactions Division (BTD) of the
Office of Chief Counsdl and the Accounting Pol-
icy Divison (APD) of the Office of Supervision
review Exchange Act and securities offering fil-
ings of savings associations for compliance with
the Exchange Act and OTS regulations. The ap-
plicable OTS regulations are 12 CFR Parts 563b,
563d, onc 563g.

The regional offices are responsible for timely
review of filings of savings associations and

holding companies for information of supervisory
concern. Regional staff should alert Washington
to disclosure problems noted during these re-
views. For a more detailed discussion of the
Washington and Regional Processing of Ex-
change Act Filings, refer to Appendix B.

Filing Requirements

Controlling persons, such as savings association
directors and officers, are potentially liable in
connection with their savings association’s re-
ports. Directors and officers should ensure accu-
rate filings. This duty to evaluate the complete-
ness and accuracy of reports aapplies to directors
and responsible management officials whether or
not they sign the report.

Savings Associations

Section 563d. 1 applies Exchange Act rules, regu-
lations, and forms to securities issued by savings
associations. As a result, savings associations
with a class of equity securities registered under §
12 of the Exchange Act must file various periodic
reports with both Washington and the appropriate
regional office.

Failure to file timely and accurate Exchange Act
reports is a violation of the federal securities laws
and applicable OTS regulations. Violations may
subject a savings association and its officers, di-
rectors, and other related persons to sanctions.
These sanctions include:

e Civil suit.

o Cease-and-desist order.
o Civil money penalties.

e Supervisory agreement.

If you note any apparent violations of the Ex-
change Act filing requirements, report your find-
ings to Washington and the regional accountant
without discussing the apparent violations with
the savings association. It is very important that
any apparent violations of filing requirements be
brought to the attention of Washington to ensure
uniform interpretation and enforcement of Ex-
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change Act regulations. BTD or APD will contact
the savings association and OTS Enforcement, if
necessary.

A savings association may become subject to re-
porting obligations under the Exchange Act in
one of four ways:

e Section 12(b) of the Exchange Act requires the
registering of any class of a savings associa-
tion's securities registered on a national secu-
rities exchange.

e Exchange Act rules generally require that each
savings association with 500 or more share-
holders and $5 million or more in assets reg-
ister its equity securities under the Exchange
Act. Savings associations may satisfy this re-
quirement by filing Form 10 with OTS. Also,
savings associations may register securities
not otherwise requiring registration by filing
Form 10 with OTS.

e  “eclion 563b.3(c)( 19)(1) cenerally requires
savings associations converting from the mu-
tual to the stock to register the class of securi-
ties issued in the conversion under the Ex-
change Act. Savings associations may not de-
register such securities for three years.

¢ Each savings association, not otherwise re-
quired to report under the Exchange Act, has
special responsihilities relating to offering cir-
culars filed with BTD. If BTD declares an of-
fering circular effective pursuant to Part 563g,
savings associations must make filings pursu-
ant 10 §563g.18 with 0TS Savings associa
tions must make these filings for at least the
first year during which the offering circular
becomes effective. These filings consist of pe-
riodic and current reports on Forms 10-K, 10-
Q, 10 KSB, 10 QSB, and 8-K as Section 13 of
the Exchange Act may require. The duty to file
reports under §563g.18 is automaticaly sus-
pended for any fiscal year under the following
condition:

— If at the beginning of the fiscal year,
(other than the fiscal year the offering

circular became effective) the securities
of each class to which the offering cir-
cular relates are held of record by less
than 300 persons.

In addition, § 563g.2 provides that no savings
association shall offer or sell any security unless
the offer or sale includes an effective offering
circular. Part 563g provides for the declaration of
effectiveness of offering circulars. In certain cir-
cumstances an exemption from filing require-
ments is available. Savings associations must file
offering circulars required under Part 563g with
both BTD and the appropriate regional office.

Savings and Loan Holding Companies

OTS regulation, 12 CFR § 584.1, requires savings
and loan holding companies to file Form H-(b)1 1
with the respective regional offices.

Holding companies with securities registered with
the SEC under the Exchange Act must attach
certain SEC filings to the H-(b)1 1. For example,
the H-(b)1 1 must include the following informa-
tion:

e Proxy material filed with the SEC.
e Theannual report on Form 1 O-K.
o Current reports tiled on Form S-K.

» Any prospectus tiled in connection with the
public offering of securities.

e SEC reports not excluded by request of the
OTS regiona office.

Description of Filings
The Annual Report (Form | O-K or Form |0-KSB)

Savings associations must file this report within
90 days of the close of afiscal year.

The Quarterly Report (Form | O-Q or Form 10-
OSB)

Savings associations must file this report for each
fiscal quarter (except the fourth quarter) no later
than 45 days after the end of the quarter.

110.6 Regulatory Handbook
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The Annua and Quarterly reports provide spe-
cific financia information regarding the savings
association as well as management’s discussion
of the savings association’s financial condition.
The reports also include a description of matters
voted on by securities holders, and other relevant
matters as required by the applicable form and
regulations.

The Current Report (Form 8-K)

Savings associations must file this report with
OTS as aresult of the occurrence of the following
events and within the following time frames:

e Any changesin control of the savings associa-
tion — 15 days.

e Acquisition or disposition of assets (of a sig-
nificant amount other than in the ordinary
course of business) — 15 days.

s Placing of the savings association in receiver-
ship or conservatorship — 15 days.

¢ Any change in the savings association’s certi-
fying accountant — 5 days.

o Occurrence of other events the savings asso-
ciation deems to be materially important to se-
curity holders -no time frame, but within a
reasonable time.

¢ Resignation of directors — 5 days.
e A changein fiscal year — 15 days.
Beneficial Ownership Reports

The Initial Statement of Beneficial Ownership
(o 3)

Those who fall into any of the categories listed
below must file within 10 days, Form 3 with
OTS.

¢ Officers.

o Directors (regardless of whether they own
any securities).

o Beneficia owners of ten percent or more of
any class of the savings association’s equity
securities.

A Statement of Change in Beneficial Ownership
0l Equity Securities (Form 4)

Previous filers of Form 3 must file Form 4 when a
change occurs in the nature or amount of the per-
son’s beneficial ownership of the savings asso-
ciation’s equity securities. Filers must file Form 4
within ten days after the end of the month in
which a change occurs.

Annual Statement of Changes in Beneficial Own-_|

ership (Form 5)

Report annually, within 45 days of the end of the
fiscal year, any other small changes in ownership.

The Shareholder Report of Beneficia Ownership
(Schedule 13D)

Shareholders must tile Form 13D within ten days
of the acquisition of beneficia ownership of more
than five percent of any class of equity securities.
Any material change in the facts of the statement
requires that the shareholder promptly (generally
within two business days of the material change)

file an amendment.

Schedule 13G

Mutual funds and other institutions that invest
funds or manage portfolios for beneficial owners
must file Schedule G. Filers must file Schedule G
within 45 days after the end of the calendar year.

Shareholders must file 13D and 13G reports with
the savings association, OTS, each exchange
where the savings association’s securities trade,
or to the National Association of Securities Deal-
ers, Inc. (NASD) if the National Association of
Securities Dealers Automated Quotation System
(NASDAQ) quotes the stock.

In reviewing Forms 3, 4, and 5 and Schedule 13D,
BTD attorneys watch for issues related to Part

574, the potential for hostile takeovers, and possi-
ble trading on insider information. You should be
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alert to these possibilities and alert BTD to rele-
vant information.

Persons own directly any stock held in their own
name or held by a bank, broker, or nominee in a
street name for their account. Under the conven-
tion of holding shares in a street name, a broker
executes the trade and holds the stock in the name
of the brokerage firm or a nominee. The savings
association, through the shareholder (registrar’s)
ledger, is unaware of the individual initiating the
transaction. There are no rules governing the dis-
closure of ownership held in a street name except
for the threshold reporting requirements described
above.

Persons are the beneficial owners of any stock
that they have the right to acquire through the
exercise of presently exercisable options, includ-
ing options granted through a stock option plan.
Indirect beneficial ownership includes stock held
in the name of another person if, because of an
agreement or relationship, a person obtains bene-
fits substantially equivalent to those of owner-
ship. Such benefits include the right to receive
income and the right to control transfer of the
stock. For example, a person generally is the
beneficial owner of stock in the following situa-
tions:

e Stock held by certain family members, such as
a spouse or minor children.

e Stock owned as trustee, where the person or
members of the person’s immediate family
have a vested interest in the income or princi-
pal of the trust.

s Stock held in trust for which the person is a
beneficiary.

e Stock owned by a partnership of which the
person is a member.

» Stock owned by a corporation that the person
controls.

Proxy and Information Statements
Exchange Act Regulations 14A and 14C require

the filing of preliminary copies of al Proxy
Statements, other soliciting materials, and Infor-

mation Statements (used where there is no solici-
tation of proxies). Savings associations file this
material with OTS at least ten calendar days prior
to the date of first sending or giving such infor-
mation to shareholders. Savings associations file
definitive copies of the above materials with OTS
no later than the date of sending or giving such
materials to shareholders.

In certain circumstances, savings associations
must provide an Information Statement that con-
tains the information specified by Regulation 14C
under the Exchange Act. In those instances where
a savings association plans corporate action, the
Exchange Act requires the filing of an Informa-
tion Statement. This is a requirement even where
there is no solicitation of proxies. The corporate
action may occur either at a meeting of the sav-
ings association’s security holders or by written
authorization or consent of such holders. Savings
associations must file preliminary copies of either
proxy-solicitation material or an Information
Statement, as appropriate, with OTS. Savings as-
sociations must submit this material within a
specified period prior to any distribution of such
information to security holders.

Annual Report to Shareholders

Savings associations must mail to shareholders
copies of the Annual Report to Shareholders.
Savings associations mail the Annual Report to
Shareholders with, or subsequent to the mailing
of, either proxy-solicitation material or an Infor-
mation Statement. The Information Statement
relates to an annual meeting, a specia meeting
instead of an annual meeting, or a written consent
instead of either an annual or special meeting that
includes election of directors.

Insider Stock Trading

There are substantive limitations on the ability of
savings association directors, officers, and ten
percent shareholders to trade in the savings asso-
ciation’s stock. Any profit realized from any pur-
chase and sale or sale and purchase of the savings
association’s stock within a six-month period
(short-swing trade) is subject to recapture. Either
the savings association or the savings associa-
tion's stockholders by filing suit on its behalf (15
USC § 16(b)) may seek recapture. The rule pro-
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vides a rigorous guard against misuse of confi-
dentia information by insiders. Prohibition, how-
ever, does not extend to all reportable transac-
tions.

Furthermore, the Exchange Act generally prohib-
its directors, officers, and ten percent stockhold-
ers from making any short sale of their savings
association’s stock. That is, any sale of stock that
the sdller does not then own. The Exchange Act
also requires that directors, officers and 10 per-
cent stockholders deliver to buyers within 20 days
any stock they sdll. Alternatively, the Exchange
Act requires the depositing in the mail within 5
days any stock sold by directors, officers and 10
percent stockholders.

In addition, Rule 1 Ob-5 under the Exchange Act
prohibits a person from trading a savings associa-
tion's stock using material inside information.
Inside information refers to information not avail-
able to the public in general (17 CFR § 240.1 0b-
5). The. rule also prohibits a person in possession
of material nonpublic information from selec-
tively disclosing this information to others
(tipping) and generally bars the tippees from
trading on such atip. Information is material for
this purpose if a reasonable investor would con-
sider it important in reaching an investment deci-
sion or would attach actual significance to the
information in making the decision. Thus, savings
association officers, directors, and others in pos-
session of material inside information must not
trade in the savings association’s stock until the
information is available to the investing public.
Managers must not make any disclosures of mate-
ria information to selected persons without con-
currently releasing the information to the public.

Change in Control

Control of a savings association’s voting rights
may influence the direction and operating policies
of the savings association; therefore, the compo-
sition of the controlling ownership is of consider-
able concern to regulators. No person shall ac-
quire control of a savings association through a
purchase, assignment, transfer, pledge, or other
disposition of voting rights of such savings asso-
ciation without OTS approval. This includes the
individual acting directly or indirectly or through
or in concert with one or more other persons. OTS

rules on acquisition of control of savings associa-
tionsarein 12 CFR Part 574.

Section 563.181 contains special notification re-
quirements that apply whenever a change occurs
in the outstanding voting rights that will result in
control (or a change in control) of any mutual
savings association. The president or other chief
executive officer must report such facts to the
OTS. They should file the report within 15 days
of their knowledge of such change.

Section 563.183 requires the savings association
to file a report whenever there is a change in con-
trol of any savings association or holding com-
pany and there is also a change or replacement of
the chief executive officer within a specified time.

The president or other chief executive officer
must file a report when a change in control of a
savings association or holding company occurs
concurrently with, or within 60 days after or 12
months before, a change or replacement of the
chief executive officer. (A change in control also
mandates filing Form S-K for a savings associa-
tion or holding company subject to public report-
ing requirements of the Exchange Act.)

The president or other chief executive officer
shall report to OTS whether a change in owner-
ship or other change in the outstanding voting
rights under §§ 563.18 1 or 563.183 will result in
control or a change in control of the savings asso-
ciation or holding company. Section 574.4 out-
lines the conditions under which an acquirer pos-
sesses control. The regulation aso includes con-
clusive control determinations.

Section 563.18 1 (c) states the conditions that will
require a report from a mutual savings association
president or CEO when there is a solicitation of
voting rights of the savings association. If a so-
licitation is of a continuing nature, it is necessary
to file a report only when the solicitation begins.
The report should indicate the continuing nature
of the solicitation. No further reporting is neces-
sary unless or until there is a change in the so-
licitor.

The president or CEO of the savings association
or the holding company should file the report re-
quired under 12 CFR §§ 563.181 and 563.183.
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Under 12 CFR § 5 16.1 (c), they should send an
original and two copies to the regiona office.

Savings associations must provide a business plan
with each of the following applications:

o Approva of change in control of a stock sav-
ings association.

o Changein control of a mutual savings asso-
ciation.

o Change in or replacement of the chief execu-
tive officer.

Willful violations of §§ 563.181 and 563.183
may be subject to harsh enforcement action, in-
cluding civil money pendlties. If you discover
such activity, you should remind savings associa-
tions and savings and loan holding companies of
these reporting requirements. Savings associa-
tions and savings and loan holding companies are
to resolve any doubt regarding the necessity of
filing by submission of a report.

Section 574.4(b) requires reports whenever any
person, partnership, corporation, trust, or group of
associated persons acquires, receives, or in effect,
becomes the holder of ten percent or more of the
outstanding stock or voting rights of a savings
association.

REGULATORY CONSIDERATIONS
Divestiture of Control

Section 56703 requires that any acquiror sub ect
to a capital maintenance obligation give prior
written notice to OTS if the acquiror proposes
divestiture of the savings association.

After receiving the notice, OTS has 90 days to
conduct an examination of the savings associa-
tion. OTS determines the extent of any capital
deficiency and communicates the results to the
acquiror. |1 (he examinaion indicaies that no de
ficiency exists, the acquiror may divest control of
the savings association upon receiving written
notice of the examination resullts.

[T o capital deliciency does exdsl, any acquiror
subject to a capital maintenance agreement may
only divest a savings association if they provide
OTS with a capital infusion agreement. Such an
agreement must provide that the acquiror will
infuse the savings association with the amount
necessary to remedy the deficiency. Further, the
acquiror (MU arrange Tor payment, salsiactony
to OTS, or otherwise satisfy the deficiency. If the
acquiror provides OTS with a satisfactory agree-
ment before the completion of an examination
made to determine the extent of any capital defi-
ciency, it may proceed to divest control. Also, the
acquiror must arrange for payment, satisfactory
to OTS, to ensure payment of any deficiency. Al-
ternatively, the acquiror may immediately satisfy
the deficiency.

Contributed Capital

Owners of savings associations may contribute
cash or other assets as capital (contributed capi-
tal). It is not an accepted practice to make non-
cash contributions. OTS policy requires that sav-
ings associations deduct from assets the contribu-
tion of non-cash assets for purposes of determin-
ing core capital. An exception exists for those
assets that meet the following three-part test.
Subject to a limit of 25 percent of core capital,
assets meeting the following criteria and recelv-
ing prior OTS approval qualify for an exception:

o The assets must be separable and sold apart
from the savings association or from the bulk
of the savings association’s assets.

o Savings associations must establish the market
value of the assets on an annua basis. In addi-
tion savings associations must establish the
market value through an identifiable stream of
cash flows. In addition, there must be a high
degree of certainty that the assets will hold
their market value despite the future prospects
of the savings association.

o The savings association must demonstrate and
document that a market exists that will provide
liquidity for the asset.
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All accounting treatment of non-cash contribu-
tions to capital must be in accordance with
GAAP.

Capital Distributions

FDICIA § 38 prohibits an insured institution from
taking certain actions if, as a result, the institution
would fall within any of the three undercapital-
ized capital categories. The prohibited actions
include the following:

o Declare any dividends.
o Make any other capital distribution.

o Pay a management fee to a controlling per-
son.

See 12 CFR § 565.4(b) and Thrift Activities
Handbook Section 120, Capital Adequacy, for
guidance regarding the capital categories.

A savings association permitted to make a capital
distribution under the prompt corrective action
regulations may do so in accordance with 12 CFR
Part 563, Subpart E - Capital Distributions. This
new rule was effective on April 1, 1999. The re-
vised capital distribution regulation incorporates
FDICIA’s capital distribution requirements and
imposes other limitations comparable to those
applicable to national banks.

Subchapter SDistributions

Distributions by a Subchapter S corporation are
dividends for regulatory purposes, including
prompt corrective action. This includes distribu-
tions intended to cover a shareholder’s personal
tax liability for the shareholder’s proportionate
share of the taxable income of the institution

OTS may restrict such distributions to sharehold-
ers in amount or prohibit them in some instances.
There may be some cases where the amount of
dividends that shareholders would need to receive
to pay their personal income taxes would exceed
the amount of dividends allowable under 12 CFR
Part 563, Subpart E - Capital Distributions. It is
also possible for an association to be generating
taxable income in a period when the association is
reporting a loss or nomina income for financia

reporting purposes. This situation can arise, for
example, when an association takes a large provi-
sion for loan losses because of credit quality
problems but has not yet charged off specific
loans.

EMPLOYEE STOCK OWNERSHIP PLANS

It is not unusual for a significant holder of a sav-
ings association’s shares to be an Employee Stock
Ownership Plan (ESOP). An ESOP is an em-
ployee benefit plan. The Employee Retirement
Income Security Act of 1974 (ERISA) and the
Internal Revenue Code (IRC) of 1986 describe an
ESOP as a stock bonus plan, or combination stock
bonus and money purchase pension plan. ESOPs
invest primarily in an employer’s stock, generaly
by using tax deductible contributions made to the
ESOP under the terms of the plan. Other pension
plans normally limit the amount of the plan’s as-
sets allowable for investment in the employer’'s
securities.

Federal legidation encourages the use of ESOPs
to help achieve two major objectives.

o Broadening stock ownership of corporations
by employees.

o Providing corporations with an additional
source of capital funds.

A plan and trust are the vehicles used to establish
an ESOP. The trustee is typically a financia in-
stitution. There are over 100 savings associations
with trust powers. A savings association with
trust powers can be the trustee for its own ESOP
and the ESOPs of other employers.

After the establishment of the plan and the trust,
the employer periodically makes contributions to
the ESOP. The ESOP uses the contributions to
purchase stock of the employer and to pay ad-
ministrative and other expenses.

A common form of this type of benefit plan is the
leveraged ESOP, whereby the sponsoring com-
pany forms a tax-qualified ESOP trust. The ESOP
then borrows funds from a lending institution to
acquire shares of the employer’s stock. The stock
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may consist of outstanding shares, Treasury
shares, or newly issued shares.

The debt of the ESOP is usualy collateralized by
the pledge of the stock to the lender. Also, there is
either a guarantee or a commitment from the em-
ployer to make future contributions to the ESOP
sufficient to cover the debt service requirements.
There is a prohibition on the use of guarantees
during a stock conversion. In leveraged ESOPs,
the employer provides contributions to repay the
debt and also pay administrative expenses associ-
ated with the plan.

A suspense account under the control of the trus-
tee of the plan usually holds the stock shares.
Employees receive credit to their individual ac-
count when the trustee releases shares from the
suspense account. The trustee releases shares
from the suspense account as the ESOP repays the
loan.

An ESOP must be tax qualified in order for the
corporation’s contribution to the plan to be tax
free. This means the plan must meet certain re-
quirements specified by the Internal Revenue
Code and is, therefore, subject to IRS examina-
tion. These requirements pertain to participation,
vesting, distribution, and other rules designed to
protect the interests of the employees.

Recognition of a deferred tax liability may occur
if a savings association contributes more than the
maximum percentage alowed for deduction in
the current year. This alows for an inter-period
tax allocation in a future year. Further, ESOPs
allow for an above the line deduction for federa
income tax purposes. This consists of a pre-tax
deduction for employer contributions to the
ESOP. The deduction includes both the principal
and interest on the loan. Alternatively, if the
ESOP is not leveraged, a deduction is alowable
for the amount of contribution up to a certain
maximum. The net effect of this transaction is a
reduction in operating income for the tax year.

An ESOP aso may be a non-tax-qualified plan;
the corporation simply receives no tax benefits as
a result. Attraction or retention of key, highly
compensated individuals often involves the use of
non-tax-qualified ESOPs.

An ESOP is subject to the provisions of the Em-
ployee Retirement Income Security Act of 1974
(ERISA) and is consequently subject to the rules
and regulations promulgated by the Department
of Labor.

ESOPs provide the following benefits:

o Employees can acquire stock ownership in
their employer without having to invest their
own funds.

o The employer can use the ESOP to generate
additional capital with tax deductible dollars.

o Shareholders of a closely held corporation
may benefit from creation of a larger market
for their stock.

Federal savings associations have the implied
authority to establish ESOPs, as they have the
authority to compensate their employees. State-
chartered savings associations also appear to pos-
sess the implied authority to establish ESOPs.
This question, however, is a matter of state law.
This also holds true for holding companies.

A savings association must establish and operate
an ESOP in a safe and sound manner. Section
563.47 requires savings associations establishing
employee pension plans to satisfy requirements.
Such requirements concern funding, amendments
for cost of living increases, and termination. In
addition there are record-keeping regquirements
for plans not subject to the record-keeping and
reporting requirements of ERISA and the Internal
Revenue Code. The rule is applicable to ESOPs
formed by service corporations as well.

A savings association, ancther financial institu-
tion with trust powers, or a service corporation
may administer or act as a trustee for an ESOP.
Some savings associations have service corpora-
tions that are separate trust companies; when this
is the case, ESOPs are typically trusteed by those
service corporations.

Regulatory Restrictions and |ssues

Creation and structuring of ESOPs as an anti-
takeover device frequently occurs during conver-
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sions. Discussion of three issues of particular in-
terest relating to ESOPs follows:

e An ESOP may purchase no more than ten per-
cent of the stock offered in a conversion.

¢ Limitations exist in a conversion as to the
amount of stock that an individual may pur-
chase and as to the amount of stock that man-
agement as a group may purchase. An individ-
ua’s stock purchase limitations do not include
stock held in an ESOP. There is no aggrega-
tion of the individual and ESOP stock hold-
ings. Stock held in an ESOP that is a manage-
ment recognition or retention plan (MRP) is
non-tax-qualified. Include stock held in a non-
tax-qualified ESOP in determining the overal
limitation for management purchases of con-
version stock.

e OTS continues to prohibit a savings associa-
tion, during a conversion, from extending its
own credit to finance the funding of any em-
ployee stock benefit plan. OTS also prohibits a
converting savings association from guaran-
teeing the debt incurred by the ESOP when it
borrows from another lending institution. The
major objective of the conversion process is to
raise new capital. To permit a savings associa-
tion to extend financing or to guarantee debt of
the ESOP would be inconsistent with that ob-
jective. OTS requires a savings association to
service the debt of the ESOP and reserves the
right to disapprove a plan that is unredlistic in
view of historical performance. In addition,
substantial conversions could involve viola-
tions of ERISA if not done properly.

Transactions with Affiliates

Savings associations are subject to §§ 563.4 1 and
563.42. These rules restrict and prohibit certain
transactions with affiliates. In many cases, ESOPs
are affiliates because the trustees are also direc-
tors, partners, or trustees of the savings associa-
tion or its holding company. In some cases, an
ESOP is an dffiliate as aresult of other control.
For example, the ESOP may own, control, or
have the power to vote 25 percent of a class of

voting securities of the holding company or sav-
ings association. If the ESOP is an dffiliate, the
savings association may not make a loan, guar-
antee, or other extension of credit to the ESOP.
This is because the collateral requirements of §
563.41(c) would be difficult, if not impossible, to
meet. The securities issued by an affiliate of the
association are not acceptable as collatera for a
loan or extension of credit to, or guarantee, ac-
ceptance, or letter of credit issued on behalf of the
affiliate.

Despite this limitation, the funding of most
ESOPs does not raise concerns. Typicaly, most
ESOPs receive funding by a loan or guarantee
from the holding company, as opposed to the
savings association itself. A loan by the holding
company is not a covered transaction under the
affiliate regulations. Refer to Handbook Section
380 for further details on Transactions with Af-
filiates.

Compliance with ERISA

ERISA imposes complex requirements upon
savings associations acting as trustee or in other
fiduciary capacities for ESOPs, and severe penal-
ties can result from statutory violations. In addi-
tion, the savings association, as the employer or
plan sponsor of its own employees' retirement
plan, is a party in interest pursuant to ERISA.
This is the case whether or not the savings asso-
ciation is the trustee. Almost without exception,
all transactions involving the purchase or sale of
an asset of the plan to or from the savings asso-
ciation, any affiliate, officer, or employee are
subject to the provisions of ERISA. There are
only certain narrowly defined exemptions. The
plan sponsor or its administrative committee may
be subject to reporting, disclosure, and plan de-
sign requirements. There are also a number of
other responsibilities under ERISA if the savings
association is acting as trustee or in a fiduciary or
similar capacity.

Risk to Savings Association as Employer or
When Acting as Trustee

Most of the responsibility for administration lies
with the trustee, and there consequently is little
risk to the savings association when it uses an
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outside trustee. However, the plan and trust es-
tablishing the ESOP stipulate the respective
rights, duties, and obligations of the employer and
trustee. For example, the employer normally
keeps records on the number of persons em-
ployed. The employer may be subject to liability
under ERISA if it violates any of its duties or ob-
ligations.

Acquisition of Control

No company, including an ESOP trust, may ac-
quire control of a savings association or holding
company without the prior written approval of
OoTS.

Vauation of Savings Association Stock

Shares of a publicly held savings association
where fair market value is recognizable in an ac-
tively traded market generally do not raise prob-
lems. Difficulties may arise with closaly held
savings associations; the stock is not marketable
and the ESOP creates but a limited market. IRS
Ruling 59-60 outlines major principles of stock
valuation; one of the principles requires the use of
an independent appraiser.

Repurchase Liability

At separation or retirement, employees generaly
want cash for their shares of stock. The law re-
quires an employer to redeem the shares if there
is no readily available market for them. The issue
of cash availability can become a critical one for
a small, privately held savings association. The
ESOP repurchase liahility is the savings associa-
tion’s continuing obligation to repurchase its
stock from former ESOP participants and their
beneficiaries. The savings association should per-
form a careful analysis of the magnitude of the
obligation and include it in the financial planning
process if necessary to ensure that enough cash is
available.

Accounting

The present accounting for ESOPs comes from a
project undertaken by the Accounting Standards
Executive Committee (AcSEC), which resulted in
Statement of Position 93-6 (SOP 93-6, Employ-
ers Accounting for Employee Stock Ownership

Plans). This SOP provides guidance on employ-
ers accounting for ESOPs. The SOP applies to all
employers with ESOPs (both leveraged and non-
leveraged). It does not address reporting by
ESOPs. There is a discussion of financial report-
ing by ESOPs in the AICPA Audit and Account-
ing Guide: Audits of Employee Benefit Plans.

The necessity for SOP 93-6 is due to the great
expansion in the number of ESOPs, their in-
creased complexity, plus revised laws by Con-
gress concerning ESOPs. In addition, the Internal
Revenue Service (IRS) and the U.S. Department
of Labor (DOL) issued many regulations covering
the operation of plans. These actions caused
changes in the way ESOPs operate and the rea-
sons for their establishment.

SOP 93-6 brought significant changes in the way
employers report transactions with leveraged
ESOPs. Although SOP 93-6 did not change how
employers with nonleveraged ESOPs account for
ESOP transactions, it contains guidance for non-
leveraged ESOPs.

The following paragraphs summarize significant
accounting rules applicable to employer’'s ac-
counting for ESOPs.

Leveraged ESOPs

¢ Employers should report the issuance of new
shares or the sale of treasury shares to the
ESOP when the issuance or sale occurs. Also,
employers should report a corresponding
charge to unearned ESOP shares, a contra-
equity account.

e For ESOP shares committed for release in a
period to compensate employees directly, em-
ployers should recognize compensation cost
egual to the fair value of the shares committed
for release.

e For ESOP shares committed for release in a
period to settle or fund liabilities for other em-
ployee benefits, employers should report satis-
faction of the liabilities when the employer
commits to release the shares to settle the li-
abilities. Other employee benefits include an
employer’s match of employees 40 I(k) con-
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Capital Stock and Ownership
Program

OBSOLETE

Determine whether any individual has exerted a detrimental influence through ownership or control of the
savings association’s capital stock or other voting rights.

Determine if adequate physical safeguards for stock certificates and ownership records are in place.

Determine compliance with applicable laws, rulings, regulations, and any expressed agreements with OTS,
FDIC, or state regulators.

Determine the adequacy of the savings association’s policies, procedures, and controls related to capital
stock.

Review securities filings for information of a supervisory interest and report results of the review to Busi-
ness Transactions Division (BTD). Include the OTS number in all correspondence.

Determine if a savings association prudently administers an Employee Stock Ownership Plan (ESOP).

Initiate corrective action when deficiencies exist that could affect safety and soundness, or when you note
significant violations of laws or regulations other than securities violations.

Examination Procedures Wkp.Ref.

Level |

1. Summarize information from securities offering filings, directors’ minutes, audit re-
ports, and other sources pertaining to any new issuance of capital stock (including the
payment of stock dividends), notes, subordinated debentures, and other capital instru-
ments. File the information within the continuing examination file (CEF), if
applicable.

2. Either you or the regional office should make a brief review of the Forms 10-K, 10-Q,
10-KSB, 10-QSB and any other Exchange Act reports. (See Appendix B.) Compare
the Exchange Act reports to TFRs, other reports, information, and documents relating
to the savings association that are available. Immediately report any material discrep-
ancies between the disclosures contained in the Exchange Act reports and information
known to the regional office. The regional office should inform BTD and the Ac-
counting Policy Division (APD) by e-mail.

Exam Date:
Prepared By:

Reviewed By:
Docket #:
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Capital Stock and Ownership

Program
3. Carefully review all transactions invol : r boar[

ving Treasury stock. Determine whethe
of directors’ actions adequately support Treasury stock transactions. Consider whether
transactions have a detrimental effect.

4. Update the CEF, if applicable, with the Schedule of Stockholders (PERK 014). Alter-
natively, summarize the following information for each director and director’s
interests, officer, attorney, partner, and all other stockholders who own or control five
percent or more of the savings association’s stock:

e Number of shares.

e Percent to total outstanding.

e Stock certificate number (optional).
o Issuing price (optional).

e Date of issue (optional).

e Confirm the timely reporting of changes in ownership on Forms 3, 4, 5 or Sched-
ules 13D or 13G by companies subject to the Exchange Act.

Determine stock concentration by noting the total number of shareholders along with
the number of shares outstanding. Report foreign ownership to the Board of Gover-
nors of the Federal Reserve System. Use the form for Foreign Ownership in U.S.
Savings and Loan Associations and Savings and Loan Holding Companies, Appendix
A.

5. Ifthe savings association elected S Corporation status since the last examination, per-
form the following procedures:

e Review the association’s eligibility for the election.

e Review shareholder agreements regarding stock transfers which management will
use to maintain compliance with the eligibility requirements.

e  Verify that management has a method for monitoring ongoing compliance with S
Corporation eligibility requirements.

Exam Date:

Prepared By:
Reviewed By:
Docket #:

110P.2 Regulatory Handbook November 1999 Office of Thrift Supervision



WATERSNJ
Text Box
OBSOLETE


Capital Stock and Ownership
Program

ciaglt P i Q € the me for monito
lia

6. Review whether the institution has realistic expectations about its ability to increase

its capital while maintaining its S Corporation status.

7. Determine whether the association’s management and shareholders understand that
limitations may exist on the ability of an S Corporation to pay dividends.

8. Determine whether management understands the overall effect of any potential divi-
dend distribution limitations on an S Corporation.

9. Review proxy records from the last election of the directors. Identify anyone who has
controlled the election of the board through proxies.

10. On the basis of information obtained in procedure No. 4 and review of shareholder
and related information, consider:

e Whether there was a change in control in the association. If yes, determine if
BTD received the information, and if not reported, provide details to BTD for a
determination of needed disclosures.

e Whether ownership, or change in control, of the savings association has signifi-
cantly affected the savings association’s operating policies or mode of
operations to the detriment of the savings association.

11. ERISA and IRS rules and regulations are complex. Accordingly, you should request
the ESOP administrator in the savings association to provide evidence that specialist
legal counsel assists in helping to maintain the plan in compliance with all applicable
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rules and regulations. You should request the ESOP administrator to provide evidence
that the savings association is able to meet its repurchase liability. The ESOP admin-
istrator also should support the stock valuation of closely held savings associations.

12. From a review of plan documents or other appropriate sources, determine the duties
and responsibilities of the savings association regarding its ESOP. Ascertain whether
the savings association is satisfactorily performing its duties and responsibilities. If
the need for expert advice is apparent, you should recommend that the savings asso-
ciation obtain the advice of an ESOP legal specialist. (Note: Section 620 of the Trust
Activities Handbook contains additional examination procedures if the savings asso-
ciation or its service corporation is acting as trustee, or serving in a fiduciary or
similar capacity.)

13. If the savings association established an ESOP in conjunction with a conversion, de-
termine if the ESOP purchased ten percent or more of the stock offered in the
conversion.

14. Determine if the savings association aggregates stock held in the ESOP with an indi-
vidual’s purchase limitations.

15. Determine if during a conversion the savings association extended its own credit to
finance the funding of the ESOP. Also determine if during a conversion the savings
association guaranteed the debt incurred by the ESOP when borrowing from another
savings association.

16. Determine if the ESOP is an affiliate or an affiliated person. If so, verify that trans-
actions such as loans and other financing arrangements with the savings association
are consistent with OTS and FRB restrictions and prohibitions. (12 CFR §§ 561.5
and 563.43 and Federal Reserve Act §§ 23A and 23B)
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18. Summarize pertinent information relating to stock option plans and ESOPs and file

in the CEF, 1t applicable.

19. Review Level II procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level I procedures.

Level i

20. Ensure that capital distributions are of the type and in the amount permitted by Part
563, Subpart E—Capital Distributions.

21. For savings associations subject to the Exchange Act, determine whether the savings
association makes timely required filings. If not, contact the regional office or BTD.

22. If the savings association acts as its own transfer agent or registrar, examine the rec-
ords pertaining to stock certificates to ensure controls are adequate to prevent over-
issuance of stock.

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

Circle one: Announced Applied Approved Consummated

an

VIS A
pani

S&L/S&LHC Name & Docket Number:

Address

Date of Acquisition:

Citizenship or Country of Incorporation of Investor:

Investor Name (company number), Address (City and Country)

Ownership percent (*if controlling ownership)/percent of ownership added:

/

Source of Information: (circle one)

Securities filing S&LHC Application Change of Control Notice
Stockholder Register Newspaper (send a copy) Other (identify)

Please attach any additional pertinent information.

This form was prepared by

Name Telephone
OTS Region Date Prepared
Send this form to:

Brenda Harris, Stop N-401

Micro Statistics Section

Division of Research and Statistics

Board of Governors of the Federal Reserve System
20" St. and Constitution Ave., N.W.

Washington, D.C. 2055 1

File a copy in the examination workpapers and send a copy to the OTS Director for Financial Reporting,
Research and Anaysis.
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WASHINGTON AND REGIONAL PROCESSING OF EXCHANGE ACT FILINGS
Background

Savings associations must provide full, fair, accurate and complete information regarding their business and
financial condition to the investing public to avoid potential liability under the anti-fraud rules of the federal
securities laws. It is essentia to the supervisory efforts of the regiona offices that regulators be aware of
critical information disclosed in filings.

The Business Transactions Division (BTD) of the Office of Chief Counsel and the Accounting Policy Divi-
sion (APD) of the Office of Supervision review Exchange Act and securities offering filings of savings as-
sociations for compliance with the Exchange Act and OTS regulations. Also, BTD, upon request, assists the
SEC by reviewing filings of savings and loan holding companies referred by the SEC.

Coordination between regional and Washington staff is essential to ensure that savings associations fulfill
their obligations to make full, fair, accurate, and complete representations to the public about their financial
condition and operations. Reliable public disclosure and market integrity for saving association’s securities
are key to the savings association industry’s capital-raising process.

General Procedures

Each quarter BTD furnishes to the regional offices a list of savings associations registered under the Ex-
change Act, and the BTD attorney assigned to each association. The specific BTD attorney reviews and ex-
amines all of that savings association’s Exchange Act reports and any offering circulars it may file.

The regional office should contact the appropriate BTD attorney or an APD accountant whenever questions
arise with respect to a particular savings association’s disclosure obligations. Also, the regiona office
should contact BTD by telephone or e-mail whenever information comes to their attention that potentialy
affects such obligations.

The responsibility for reviewing disclosure documents filed by savings associations for compliance with the
Exchange Act and the OTS securities offerings regulations rests with BTD. BTD aso is responsible for is-
suing comment letters relating to a particular filing. Further, BTD is responsible for resolving legal, disclo-
sure, and accounting questions that may arise under the Exchange Act and 12 CFR Parts 563b, 563d, and
563g.

APD performs accounting reviews for the non-transactional Exchange Act filings that contain financial
statements. APD is primarily responsible for accounting reviews of the following forms: 8-K, 10, 10-SB, 10-
K, 10-KSB, 10-Q,10-QSB, 12b-25, G-l 2, applications for conversions, applications for conversions with
mergers, and applications for mutua holding company conversions. The BTD staff is primarily responsible
for accounting reviews for secondary offering circulars, mergers, and subordinated debt.

Both APD and BTD closely review examination reports and other supervisory communications in connec-
tion with their review of securities filings to ensure appropriate disclosures in the filings. APD and the ap-
propriate BTD attorney or supervisor coordinate to secure resolution of novel and precedential accounting
issues.

The APD generally issues accounting comments in conjunction with comments issued by BTD on the Ex-
change Act filings for which it has primary responsibility. Otherwise, BTD provides to the savings associa-
tion or other filing party all comments relating to the accuracy, adequacy, and timeliness of Exchange Act
filings made with OTS. APD and the regional office receive copies of all comments and responses to com-
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ments BTD issues. BTD and the regional offices receive copies of all comments the APD issues and re-
views.

The APD maintains a shared electronic file of all comments on filings that is accessible by BTD and each
regiona accountant or a designee. The shared file ensures that each office is aware of each other’s findings
and can determine if there is a need for a supervisory response. BTD, APD, and the regional office must be
aware of problems that require disclosure in filings. The latter must also be aware of BTD and APD com-
ments, and responses to those comments.

BTD (and APD as appropriate) will resolve all issues regarding a savings association’s compliance with
BTD and APD comments. Also, BTD will resolve any necessary enforcement or other actions regarding
compliance with filing requirements. In some instances, BTD or APD may seek the assistance of a regional
office in obtaining savings association compliance with comments.

BTD and APD must rely on regional regulators to observe and report events that may affect Exchange Act
disclosures, particularly events raising significant supervisory concerns. Regional regulators, therefore, must
have a general knowledge of the content of a savings association’s securities filings.

Time Requirements

For a report to be timely, OTS must receive a properly filed report by the required date. The mailing or
postmarking of a report on the last day on which a report is to be filed does not constitute a timely filing.

A savings association may receive an extension of time to file a report if the savings association follows the
procedures described in the regulations and satisfies al of the requirements of an extension. Exchange Act
Rule (17 CFR § 240) 12b-25 contains general provisions to follow if a savings association fails to file within
a prescribed time frame all or portion of an Exchange Act periodic report. If a savings association fails to
submit a complete required Exchange Act periodic report within the prescribed time period it must file a
Form 12b-25. The savings association must file Form 12b-25 no later than one business day after the due
date of such report. The association must disclose its inability to file the report on a timely basis and the rea-
sons why in reasonable detail, and otherwise comply with all other requirements of Rule 12b-25. Among
other things, the savings association must represent in the Form 12b-25 that it cannot eliminate the reasons
for the delay without unreasonable effort or expense. The savings association also must represent that it will
make the filing within the period of the extension.

Rule 12b-25 provides for a15-day extension for a Form 1 O-K or 10-KSB and a 5-day extension for a Form
10-Q or 1 0-QSB. Such extensions are available only upon an appropriate filing with BTD. They are avail-

able only for one 15- or 5-day period as appropriate for the type of filing and, as such, no additional exten-

sions of time are available under the regulations.

If appropriate, a savings association may represent its failure to file a timely prescribed report because it is
unable to file the report without unreasonable effort or expense. Generally, late reports satisfy prescribed
due dates only if the savings association meets al conditions of the rules.

When a savings association is unable to file a report on time, it should promptly consider its genera public
disclosure obligations. The savings association should determine whether it is appropriate to issue a press
release to advise its stockholders and the public markets of material information pertaining to the savings
association. The savings association should file late material under cover of Form 8-K. In this regard, sav-
ings associations may wish to contact BTD or submit a written statement of the reasons for the delinquency.
The statement should include a description of the steps the savings association is taking to come into com-
pliance with the reporting requirements.
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Regional Procedures

Securities oversight of savings associations is critically important. Regional regulators must alert the BTD
attorney responsible for the particular savings association in question, to all supervisory or other regulatory
information that affects or may potentially affect securities law disclosure obligations. This reporting may
be through e-mail. The use of e-mail provides more time for both the regional and BTD reviews. Also e-mail
facilitates the maintenance of the comments in a shared electronic file that is available to the regions, BTD,
and APD.

The regional office should provide to the appropriate BTD attorney and APD copies of al nonroutine corre-
spondence to and from the savings association. Further, the regiona office should provide copies of docu-
ments and internal memoranda that may contain information relevant to a savings association’s disclosure
obligations. The BTD attorneys and APD review this information to ensure that savings associations
promptly comply with all disclosure obligations.

Achievement of successful supervision of savings association securities responsibilities requires uniformity
and consistency of action. Regiona personnel and BTD shall coordinate supervisory approach prior to initi-
ating discussions with savings associations regarding requests for additional information or requiring cor-
rective action under the Exchange Act. Should it become necessary, BTD will inform Enforcement of Ex-
change Act or securities offering problems needing enforcement attention.

Regiona office personnel are responsible for contacting holding companies that are not filing Form H-

(b) 11 asrequired. The inclusion of SEC filings in Form H-(b) 11 does not mean that OTS necessarily has a
role in performing disclosure review of those documents. Regiona regulators should provide any comments
to BTD for all securities filings that the holding companies provide and send BTD related correspondence
and examination reports upon request.

Regiona personnel aso should refer al comments or discovery of materia information regarding savings
and loan holding companies that are subject to Exchange Act filing requirements to BTD. BTD and APD
will assess the materiality of the information for purposes of securities law obligations and will work with
the regiona personnel in deciding an appropriate response under the circumstances. BTD and APD also will
assess the information to determine whether a referral to the SEC is appropriate.

You should report information concerning accounting or reporting problems that may affect the Thrift Fi-
nancial Report (TFR) to the Financial Reporting Division (FRD), Dallas, TX. The staff of the FRD in
‘Washington, DC can answer questions and provide advice concerning the correct completion of TERs. In-
stitutions may correct TFRs that are less than five months old.

The regional office should determine if savings associations provide timely periodic Exchange Act filings.
The regional office should maintain a schedule for each regional Exchange Act registered savings associa-
tion indicating the due dates of all Exchange Act filings. This Handbook Section lists all common required
filings and their respective time requirements. Regional offices should use this information to set up the
schedules. BTD and the APD maintain similar schedules and may assist the regiona offices in setting up
these schedules.

Savings associations must file required reports within prescribed time frames. Before the regiona office
contacts a savings association to inquire about a missing filing they should first check with the assigned
BTD attorney to determine if BTD has the filing. In certain instances a savings association may explain a
late filing by filing Form 12b-25. Depending on circumstances, this filing may alow a short extension of
time to file certain reports. In addition, a savings association may inadvertently file reports with either BTD
or the region, but not both. In such a case, BTD will direct the savings association to immediately file re-
ports as required by the regulations, including Parts 563d and 563g.
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Failure to file required reports on a timely basis may indicate deeper problems at a savings association.
When regional regulators become aware of serious problems with a registrant savings association, they
should immediately aert the BTD attorney and the APD by e-mail.

Regional staff should quickly and promptly review al filings related to savings associations and holding
companies to discover any information of supervisory interest. Regional staff should not rely on BTD for
this supervisory review. Further, regional staff should not duplicate the work of BTD in reviewing filings
for compliance with the Exchange Act and Parts 563b, 563d, and 563g of the OTS regulations. If regulators
read the filings promptly they may find serious problems disclosed in filings months before they would oth-
erwise find them. A quick and timely review of filings may result in more timely initiation of a supervisory
response that may require a restatement of earnings and financial position. In addition, the timely review of
filings may lead to enforcement action such as cease and desist, removal and prohibition, or receivership.

After areview of any filing, regional personnel should prepare a brief memorandum to BTD and the APD
describing the review and any related problems. The regiona office should promptly provide this memoran-
dum via email to BTD and APD who will include the information in the shared electronic file. If necessary,
BTD and APD will prepare and issue a comment letter concerning disclosure problems to the savings asso-
ciation.

The regional office prepares a memorandum to inform BTD and APD that a review is complete. Also, if
pertinent, the memorandum discloses the possible existence of supervisory concerns and corrective actions
that the regiona office recommends. If the regional office notes problems, the filing will receive high prior-
ity. In the absence of problems noted, the filing will likely receive a lower review priority.

When a savings association files an offering circular pursuant to Part 563g, BTD generaly issues an initia
comment letter on the filing within 14 caendar days of the filing date. This comment letter will generally
include comments from the BTD attorney assigned to the savings association. Accordingly, regional staff
should review offering circulars and provide any relevant information via e-mail to BTD within ten calendar
days of filing. Satisfying this time frame will alow BTD to consider such information within the initiad re-
view period.

Critical to an effective OTS oversight role is the certainty that regional personnel are thoroughly familiar
with the current financial and operational condition of savings associations. Knowledgeable regional per-
sonnel promptly review filings for supervisory concerns, and communicate any concerns to BTD and APD.
A critica component in BTD’s Exchange Act oversight role is ensuring correction, as soon as possible, of
any information in a public filing that is inaccurate, misleading, or incomplete. For this reason, regional
regulators should promptly review upon receipt-Exchange Act filings, offering circulars, and applications
for conversion. Regiona personnel should provide relevant supervisory information to BTD and the APD
when practicable, rather than wait until completion of the next examination report.

Regiona regulators also should be aware of significant events that have occurred requiring the filing of a
current report on Form 8-K. The regional directors aso should determine if the filing is timely. Consult with
a BTD attorney if there is question regarding the necessity of making a filing.

Filers must properly file and receive BTD clearance of proxy-soliciting materials, (or information state-
ments, when applicable), before distribution to stockholders. Regional regulators should note these required
steps. In addition, while not necessary, regiona regulators may review proxy materias. If they do review
proxy material, they should notify BTD and APD immediately by e-mail if they believe any proxy docu-
ments contain a material misstatement or omit any materia information.

Regional regulators should also be aert to changes in the mgjority of a savings association’s board of di-
rectors resulting from actions other than a meeting of the stockholders. Regiona regulators should promptly
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consult with BTD if questions arise regarding a change in the majority of a board of directors. Also, regiona
regulators should immediately notify BTD should problems arise.

Regional regulators should identify any savings associations with assets of more than $5 million that have
300 or more shareholders and a class of stock not registered under the Exchange Act. Also, regional regula-
tors should identify formerly registered savings associations. Interpretive questions sometimes arise as to the
meaning of “held of record” or “class’ and regional regulators should refer these questions to BTD. If it ap-
pears that a savings association should have registered its stock under the Exchange Act, the regional office
should advise BTD. The trigger for this inquiry is 300 shareholders because:

o Although 500 shareholders triggers registration under the Exchange Act, the number of shareholders
may have increased to 500 or more since the last verification.

o Three hundred shareholders triggers deregistration.

Finally, regional regulators should notify savings association officers and directors of their responsibilities
to file reports (with BTD in Washington and the regiona office) relating to their ownership in the savings
association’'s securities. The rules in this area can be extremely complex and there is a large body of judicia
precedent dealing with this area. Refer questions regarding interpretation to BTD. Savings association offi-
cers, directors and five percent or greater shareholders have ownership and transaction reporting require-
ments under the Exchange Act. The Exchange Act requires this information on Forms 3, 4, or 5 and Sched-
ule13D or 14G. Regiona regulators should encourage those under obligation to file to consult with their
own counsel regarding their filing responsibilities.

A critical component to the implementation of a quality securities oversight function is that any materia
information on a particular savings association be transmitted to BTD as soon as possible. Regional regula-
tors should contact the appropriate BTD attorney and APD accountant to report information or discuss dis-
closure issues as needed. Initiate contact while an examination is ongoing, or anytime, not just at the com-
pletion of the examination report.

Section 563d.2 of the OTS regulations requires savings associations to file with BTD six copies of certain
reports and related correspondence. Savings associations must also file one copy of the report and related
correspondence with the appropriate regional office. BTD provides a copy of the reports to the APD.
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Cash Flow and Liquidity Management

Section 530

INTRODUCTION

Cash flow management is the process of obtaining
and allocating cash over time. Liquidity manage-
ment is the process of allocating assets and
structuring liabilities to provide sufficient cash (or
items readily convertible into cash) to meet, on an
ongoing basis, an association’s daily operating
needs.

Funds Management Perspective

Prudent funds management requires an associa-
tion to monitor its cash flow and to manage its
liquidity risk. Liquidity risk is the risk that funds
may not be available to meet cash outflow re-
quirements when they arise. Such risk occurs
when an association is unable to liquidate assets
or obtain adequate funding to continue to operate
profitably. This may occur when an association
cannot easily unwind or offset specific exposures
without significantly lowering market prices be-
cause of inadequate market depth or market
disruptions.

MANAGEMENT'S RESPONSIBILITIES

You must evaluate an association’s cash flow and
liquidity management to ensure that management
does the following:

o Prepare reports that measure the anticipated
cash position of the association relative to
regulatory requirements and customer needs.

o Prepare a business plan with pro forma finan-
cia statements showing that adequate
liquidity will be available.

o Develop policies that address how an asso-

ciation expects to manage its liquidity
position.

CASH MANAGEMENT POLICY

A sound cash flow management policy is essen-
tial. You should review the written policy as well

as review the association’s actual practice to de-
termine that management is giving sufficient
consideration to cash flow management.

Associations with a cash management policy typi-
caly will outline desired procedures to control the
inflow and outflow of cash balances. Such a pol-
icy may dictate that cash levels be minimized to
that required by regulation and likely needed for
customer service. Because excess cash carries a
opportunity cost, savings associations usualy
seek to minimize cash balances.

Some larger savings associations may adopt a
savings and borrowed money policy as part of its
cash management policy. Such a policy might
address or identify the following issues:

e The importance of short-term versus long-
term liabilities.

e The distinction between core savings and
wholesale or volatile deposits.

e The operating costs attributed to obtaining
funds from deposits versus borrowed money.

e The overal growth of the association.

CASH FLOW
Pr ofitability

There is a relationship between cash flow and
profitability, but one does not lead to the other. A
savings association, for example, may be profit-
able but have little cash inflow, or it may have
considerable cash inflow but not be profitable.

Accounting accmals do not coincide with cash
flow. Severa examples illustrate this:

First, an association may purchase a zero-coupon
or original-issue discount security to generate a
yield. Although the accounting system may peri-
odically accrete the discount to maturity as
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income, the association does not receive cash.
The association, however, will recelve substantia
cash inflow at maturity of the security that is far
in excess of the instrument’s yield. Interest in-
come and cash inflow are not synonymous.

Second, an association pays interest on savings
accounts. If the association credits the interest
monthly, cash disbursements will be substantially
less than interest expense accrued. The associa-
tion will experience a significantly greater cash
outflow than interest expense when the savings
account holder withdraws his or her funds. Inter-
est expense and cash outflow differ.

Third, an association might receive a loan fee to-
day that will accrete into income (net of direct
expense) over the anticipated life of the loan.
Likewise, an association might buy a fixed asset,
such as a computer system, today but alocate the
depreciation expense over the useful life of the
asset. Non-interest income and expense is not
synonymous with cash flow. Some income fees
and operating expenses have accounting accruals
with a time pattern distinct from cash flow.

Interest Rate Risk

There is aso a relationship between cash flow
and interest rate risk management. Management
must be aware, however, that an asset/liability
structure capable of controlling interest rate risk
does not necessarily generate an adequate cash
flow. The potential repricing of an asset or liabil-
ity does not imply the asset or liability is
maturing. Similar to cash flow and profitability,
there is a relationship between cash flow and in-
terest rate risk factors, but one does not require
the other. Severa examples illustrate the differ-
ence:

First, a savings association might originate or
purchase adjustable-rate mortgage (ARM) loans
with a one-year repricing interva. If the ARMSs’
interest rate index increases, the monthly cash
inflow from the loans will increase up to the
celling that annua and lifetime rate caps impose.
The savings association, however, still has its
funds invested in ARMs. It does not have the

same asset flexihility as if the borrower repaid the

loans or if it called the loans at the end of the
year.

Second, most mortgage loans include a prepay-
ment option. Mortgagors are much more (or less)
likely to exercise that option when interest rates
decrease (or increase). Consequently, associations
receive back relatively more cash when prepay-
ment activity is high and reinvestment alternatives
are lacking, yet receive relatively less cash when
prepayments slow down and reinvestment alter-
natives are good. Cash flow can move in a
direction contrary to what an association may de-
sire in managing its interest rate risk.

Third, fixed-rate depositors are more likely to
withdraw accounts and incur substantial early
withdrawal penalties if interest rates increase suf-
ficiently to make it profitable for them to reinvest
funds elsewhere. By contrast, depositors rarely
withdraw high-rate savings early when interest
rates drop.

Credit Risk

Cash flow also relates to credit risk exposure and
asset quality. Loans and securities that carry ad-
ditiona repayment uncertainty must provide
higher yields. As long as the assets perform, the
additional income provides associations with ex-
tra cash inflow. Once the assets become
delinquent, troubled, or require collateral repos-
session, the increased credit risk sharply limits or
eliminates cash inflow. Indeed, problem assets
may precipitate cash outflows as managers seek
voluntary or judicial resolutions and incur addi-
tional legal and administrative costs. Credit risk
and cash flow often have a high correlation.

Prepayments

The anticipated life of mortgage loans and mort-
gage-backed securities (MBSs) must concern
savings associations that originate, trade, or sell
such instruments. The period to prepayment af-
fects the investment life, pricing, profitability, and
value of loans as well as cash flow. For example,
loan prepayments accelerate cash flows.

Associations can trace prepayments to a variety of
factors, including the following:

Seasoning - This is when mortgagors have
paid their mortgage for severa years and are
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now more likely to seek a new home or refi-
nancing.

e Refinancings- |15 c when morigaoors are
able to obtain a new loan at lower interest
rates than their existing contract rate.

¢ Default - This is when mortgagors do not re-
pay their loan and the association must
repossess. Defaults on fixed payment loans
tend to remain high until the borrower makes
three or more years of satisfactory payments.

e Disaster - This includes a variety of scenarios
such as destruction of the property by fire or
flood, or the death or disability of the owner.

Other Factors Affecting Prepayments

Legal, geographic, and seasonal factors also affect
prepayments. For example, GNMA securities
backed by FHA or VA loans tend to prepay
dower than other agency pass-through securities
because the underlying loans do not include a
due-on-sale clause. Similarly, certain geographic
areas that experience growth, high professional
employment mobility, or retirement migration
patterns also prepay more quickly. Variations in a
region’s economic base can change prepayment
activity. Finaly, the peak housing activity during
the spring and summer months trandates directly
to prepayment seasonality.

Long-term corporate bonds are also subject to
optiona prepayments. A call option alows a
bond’s issuer to retire a bond prior to maturity.
Bond issuers often exercise calls when interest
rates decline. This allows them to refinance the
debt prior to maturity at a lower coupon than cur-
rently being paid. A put option allows an investor
to sell the bond back to the issuer at par prior to
maturity when interest rates increase. Calls are
very similar to prepayment of MBSs; a savings
association receives back cash when it least wants
to reinvest cash, such as in a low interest-rate en-
vironment.

Capital Management
Finally, cash flow relates to capital management.

Associations operating with significant levels of
equity capital, retained earnings, and genera re-

serves do not have the same cash flow pressure as
highly leveraged associations.

Capital accounts generally do not have a stated
maturity. They do not require a return of capital
and dividend payments and repurchase of stock
are discretionary. Capital is, however, not a free
source of funds. Management and shareholders
expect an acceptable return on equity, either
through share value appreciation or by cash divi-
dends. The return need not necessarily result in a
cash outflow needed to pay interest on debt and
principal at maturity. Some shareholders prefer to
have management retain earnings if the associa-
tion is able to generate a high return on equity.

Asset/Liability Structure and Cash Flow
Statement of Financial Change

You may request that the association prepare a
Statement of Financial Change that compares key

balance sheet items between two points in time.
Sources of funds include:

o Increasing deposits and borrowed money.
e |ncreasing equity or net income.
» Noncash cxpenses.

o Decreasing assets.

By contrast, uses of funds include:

Increasing assets.

e Decreasing deposits and borrowed money.
* Repurchases of equity.

e Net |osses.

¢ Dividend payments.

The association may analyze the balance sheet to
construct a Statement of Financial Change. In the
example, the association obtained funds from de-
posit growth and loan payoffs and sales, and used
the funds principaly to buy securities.
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Deposits 70 80 10
Borrowed Money 25 24 1
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Retained Earnings 4 5 1
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o Do sensitivity analyses under different inter-
est-rate environments reflect varying loan
prepayment and deposit withdrawal levels?

Table 2
Cash Flow

Cash Inflow

Operations:
Net Income $100
Plus:

Accrued Interest Savings 200

Depreciation and Amortization 30

Provision for Loss 20
Less:

Stock Dividend 10

Discount Accretion 30

Equity in Subsidiaries _10
Operating Cash Flow $300
Financial:
Principal Repayment and Prepayment $900
Maturing Securities 200
Loan and Security Sales 300
Net New Savings 800
Net New Borrowed Money {100)
Financial Cash Inflow $2100
Total Cash Inflow $2400
Cash Outflow
Loan Disbursements 400
Security Purchases 1900
Financial Cash Outflow $2300
Net Change in Cash 100
Initial Cash 100
Ending Cash $200

o Does hedging activity reflect cash flows?

o |s the interest income of securities consistent
with their maturity, marketability, and default
risk?

o Istheinterest cost of deposits and borrowed
money consistent with their maturity and
credit rating?

o Does borrowed money growth reflect likely
over-collateralization levels and a change in
collateral or cash flow with shifts in interest
rates?

Pro forma financia statements are only as good as
the assumptions used to develop them. You
should question the assumptions.

LIQUIDITY MANAGEMENT

Liquidity management goes beyond meeting the
minimum statutory liquidity requirement. You
must determine and evaluate how management
measures, monitors, and plans for its liquidity
position. An association may manage the risk of
running out of cash in some of the following
ways:

o Lessen its lending.

o Invest more in short-term highly marketable
securities.

o Enter into more forward commitments to sell
rather than to purchase loans or securities.

o Attract funds through long-term debt or per-
manent equity capital.

An association may enhance its liquidity by
making loans that can be sold into the secondary
market, by maintaining continuous access to bor-
rowed money, or by a combination of both these
strategies.

Customers' Role in Liquidity Management

Differences in the rate of growth of deposits and
loans may precipitate liquidity problems. When
loan accounts grow more quickly than deposits,
an association must shift its burden of liquidity
management to the investment and funding op-
erations that it conducts in open financial
markets. The association must draw down cash,
sall securities, or borrow money. These actions
may reduce visible liquidity (such as cash and
short-term marketable securities) and invisible
liquidity (such as remaining borrowing capacity).
By contrast, when deposits are growing more
quickly than loans, an association is generating
excess funds. The association may then replenish
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agencies include the Federal Nationa Mortgage
Association (Fannie Mae), the Federal Home
Loan Mortgage Corporation (Freddie Mac), and
the Federal Home Loan Banks (FHLBs).

Investors must individualy evauate the credit
risk obligations of financia ingtitutions, corpora-
tions and state and local governments. For
financia ingtitutions these obligations include
federa funds, certificates of deposit, and bankers
acceptances. For corporations they include com-
mercial paper and corporate bonds. For state and
local governments they include general obligation
and revenue bonds.

An investment-grade bond suitable for providing
liquidity means that the security has a low market
and credit risk. Moody’s and Standard & Poor’s
investment services assign letter grades to indi-
cate a level of credit risk. The top four grades
disclose an acceptable credit quality and limited
default risk. See Table 5, Credit Quality and Rat-
ing Grades.

Table 5
Credit Quality and Rating Grades
Moody’s S&P Credit Quality
Aaa AAA Prime Quality
Aa AA High Grade
A A Upper Medium
Baa BBB Medium Grade

The most pronounced differential in yield and risk
is between the third and fourth grades. When an
investment rating service downgrades a medium-
grade bond to Ba or BB, the market no longer
considers the bond to be investment quality. Man-
agement must set limits on the credit-risk
exposure of its assets. Loans and securities with
high credit risk may reduce cash flow problems as
long as the assets continue to perform.

A smple method of managing credit risk when
doing business with commercia banks is to re-
strict investments to the insured portion. Such a
strategy, however, may not be practical for larger
savings associations. Uneven profitability is the
key factor influencing the riskiness of a commer-
cial bank. The association should analyze the

risks based on financia ratios and maintain an
approved list of acceptable commercial banks.

Each association with uninsured bank deposit ex-
posure should establish, monitor, and update an
approved list of accepted commercia banks. As-
sociations may develop the list internally or
purchase them. Associations should review and
update them at least annually, but more frequently
(such as quarterly) where large demand deposits,
federa funds sold, or certificate of deposit expo-
sure exists.

Associations must also consider credit risk when
evaluating non-securitized assets, such as single-
family mortgages. Associations can more easily
use whole loans that conform to Fannie Mae or
Freddie Mac underwriting standards as collatera
for FHLB advances than non-conforming mort-
gages. This is an important consideration for
savings associations that are expanding their sub-
prime, or B- and C-rated mortgage portfolios.
Such assets require more due-diligence than the
conforming kind, and will require a larger haircut
when being used as collateral.

Marketability

The speed at which an association can sell a secu-
rity at a price near its last trade affects its
liquidity. An asset’s market depth, breadth, and
resiliency influence the liquidity of the asset.
Deep, broad, and resilient markets are liquid.

The existence of orders above and below the price
at which a security is trading illustrates depth.
Prompt communication of quotations and prompt
execution of orders are a precondition of a deep
market.

The existence of a substantial volume of potential
investors illustrates breadth. Broad markets lead
to greater stability when transitory order imbal-
ances occur.

The speed at which new orders occur from a price
change or order imbalance illustrates resiliency.

The market that an asset trades in and the size of
the posted bid/asked spread determines the li-
quidity of the asset. Marketahility alows a
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savings association to obtain cash prior to an as-
set’s maturity.

The market in which an association buys and sells
an asset affects asset liquidity (depth, breadth, and
resiliency). Assets tend to be most liquid in auc-
tion and dealer markets, less liquid in broker
markets, and least liquid in a direct-search market.
You should evaluate how management selects and
monitors assets according to the market in which
they trade.

Management Considerations

A savings association should consider committing
relatively more funds to liquid assets whenever
the following occur:

e The association’s long-duration assets (such as
zero-coupon bonds) increase.

o High credit-risk loans (such as ADC loans) or
commitments to purchase or fund such assets
increase.

¢ Red estate owned increases.

e Fixed assets (such as equipment, furnishings,
or real estate) increase.

s Assets trading in a broker market (such as de-
rvative MBSs) ncrease.

e Lines of credit or standby letters of credit is-
sued increase.

e Assets available for pledging against a liability
are few.

e Capital is low and economic conditions
threaten the market and/or customer confi-
dence.

o [unding by short-term brokered CDs or unin-
sured CDs increases.

e Funding by repurchase agreements or dollar
rolls increase.

e Funding by collateralized borrowed money
increases.

e Hedging with interest-rate futures increases.
e [nterest rate risk increases.

o A large portion of the association’s assets have
distant cash flows or are less marketable.

e Liabilities or deposits are subject to disinter-
mediation.

e Significant commitments to purchase securi-
ties or originate loans are outstanding.

e Little additional access to the financial mar-
kets is likdly.

The higher yields that assets with long duration,
little marketability, or high credit-risk exposure
often carry will partially offset the profit penalty
that investing in liquid assets incurs. Further,
short-term liabilities and wholesale deposits often
cost less than longer-term accounts and partially
offset the profit penalty from the additional in-
vestment in liquid assets.

Asset liquidity carries a cost of lower interest in-
come. The following are some strategies that an
association can consider to enhance its liquidity
position, instead of investing in less profitable
short-term, marketable, default-free liquid instru-
ments:

s Emphasize investments in loans and securities
with monthly payments that include interest
and principal (for example, mortgage loans,
installment loans, and MBSs), or those with
intermediate-term maturities (for example,
consumer loans and 15-year mortgage loans).

¢ Emphasize investments in loans and securities
that are similar to products trading in dealer
markets (for example, MBSs or public agen-
cies), or those that have predictable,
consistent, and homogeneous prepayment or
cal risk.

e Swap mortgage loans for mortgage-backed
securities (for example, Freddie Mac Partici-
pation Certificates).

Sell and lease back the association’s office
building.
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and indirect operating expenses. Rather than ob-
taining core deposits, an association in some
instances may more quickly and less expensively
raise desired amounts of funds through the whole-
sale deposit market or by borrowing money.

Borrowed Money

A savings association incurs a variety of expenses
to obtain funds by borrowing money. Generally,
savings associations pursuing a business strategy
of moderate growth find borrowed money an at-
tractive funding alternative to retail deposits.
Even when the borrowed money carries higher
interest rates than deposits, the interest expense
applies only to the incrementa funds raised, not
total funds. The following example illustrates the
difference: Assume a savings association wants to
grow quickly by 10 percent. In order to acquire
the new funds, the association believes it must
post higher interest rates for al of its deposit
products by 1/8 of 1 percent. For each $10 million
of total deposits, interest expense thereby in-
creases $12,500 annually. The incremental
interest incurred amounts to 1.25 percent for the
desired $1 million (10 percent of the $10 million
deposits) growth. The association will more
cheaply obtain this desired growth by borrowed
money if its cost were no more expensive than
1.25 percent of the current deposit rate. Table 7,
Borrowed Money Break-Even Analysis, illus-
trates various combinations of incremental
interest rates needed to attract deposit funds and
desired deposit growth. The indicated vaues
show how much extra a savings association could
pay for borrowed money than deposits and break
even. To generate profit improvement, associa-
tions can often issue debt at sufficiently lower
spreads than the table indicates. Associations
should view borrowed money as a source of in-
cremental funds to meet liquidity needs.

Table 7
Borrowed Money Break-Even Analysis

Incremental Deposit Rate Funding Growth
Increase to Obtain Growth 5% 10% 15%

1/8 of 1% 2.50% 1.25% .83%
1 of 1% 5.00% | 2.50% | 1.67%
Yo of 1% 10.00% | 5.00% | 3.33%

In addition to deposits and borrowed money, there
is avariety of other types of financing that a sav-
ings association may use to generate cash flow
and manage liquidity. These financing vehicles
include the following:

o Short-term reverse repurchase agreements

o Issuing securities on a tap basis

o Issuing single-class securities

e |ssuing multiclass securities.

Short-Term Reverse Repurchase Agreements

By sdlling securities through a reverse repurchase
agreement or a dollar roll a savings association
salls a security and simultaneously agrees to re-
purchase it or a similar security at alater date.

Tap Basis

By issuing securities on a tap basis a savings as-
sociation is able to obtain a specific amount of
funds for the specific time that it needs the funds.
A savings association may tap an entire issue at
one time, such as $100 million, or it may borrow
in smaller increments as needed, such as $10 mil-
lion. Savings associations have issued commercia
paper and term debt on a tap basis. The issuing of
commercial paper assists seasona cash needs that
arise from, for example, mortgage banking activi-
ties while the issuing of term debt facilitates
funding investments intended for the portfalio.

Single-Class Securities

By issuing single-class securities a savings asso-
ciation is pricing an instrument off a point of the
yield curve or some other index. For example,
savings associations sometimes issue floating-rate
notes with intermediate terms. Associations index
the interest rates to T-bills, London Interbank’s
Offered Rate (LIBOR), or the Eleventh FHLB
District’s monthly cost of funds index. Other is-
sued instruments have included mortgage-backed
securities with intermediate terms and semiannual
payments. A few savings associations have even
issued long-term Eurobonds denominated in U.S.
dollars and foreign bonds denominated in other
currencies. Longer maturities and less frequent
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interest payments facilitate liquidity management
by extending the time until cash is due.

Multiclass Securities

By issuing multiclass securities a savings asso-
ciation divides its liability into a number of
investor classes. This way the association can
price classes of bonds off short-term, intermedi-
ate-term, and/or long-term maturity and thereby
save interest expense in the face of an upward
dloping yield curve. The Collateralized Mortgage
Obligation (CMO) and Red Estate Mortgage In-
vestment Conduit (REMIC) are two examples of
such securities that have short-term, intermediate
term, long-term, and residual classes. Associa
tions may further refine the classes, aso known as
tranches, by issuing them with floating rates, re-
verse floating rates, or specific planned
amortizations.

SUPERVISORY CONCERNS
Mortgage Banking Activity

If an association forms a mortgage banking affili-
ate, cash flow and liquidity represent critical
components. The savings association must ensure
that adequate lines of credit are available to meet
warehousing needs and that there are adequate
forward commitments to sell the minimum
amount of loans that the affiliate expects to close.

Commitments and Liquidity

Savings associations often own assets, make loan
commitments, and acquire deposits with options
that complicate cash flow planning. Table 8, Cash
Flow and Interest Rate Change, illustrates the
cash flow consequence of a change in interest
rates for these accounts.

Note that rising interest rates affect assets, com-
mitments, and liabilities. A savings association
may have to search for more sources of cash when
it least wants to, such asin a period of high rates.
Options made available to customers grestly
complicate cash flow planning.

Funds managers may partially offset interest rate
risk and some of the liquidity risk incurred by

hedging. Hedging may affect the cash flows of an
association. For example, hedging may increase
the liquidity of an asset because the transaction
reduces the association’s reluctance to sell an as-
set at aloss. The hedge should provide an
approximate offsetting gain.

Table 8
Cash Flow and Interest Rate Change
Effect

Account Option Rising Rates | Falling Rates
Mortgage Prepayments | Fewer (-) More (4)
Loan
Corporate Call Feature No Call Call (+)
Bond '
Loan Com- Closure risk More Loans Fewer Loans
mitment Closed () Closed (1)
Term Early Withdrawn (-) | No Change
Deposit Withdrawal
Mortgage- Put Feature Exercise {-) No Change
Backed Bond

Federal Home Loan Bank (FHLB) Member-
ship and Liquidity Concerns

FHLB advances are a traditiona source of bor-
rowings for savings associations. The FHLB
system has consistently played an important role
in assisting the thrift industry to manage its short-
and longer-term liquidity needs.

While federal law requires federa savings asso-
ciations to maintain FHLB membership, the law
does not require state-chartered savings associa
tions to obtain and maintain such membership. An
association that voluntarily withdraws from
FHLB membership is, however, subject to a pro-
hibition on re-entry into membership for ten
years. When examining a savings association that
is not a FHLB member, you should review the
association’s balance sheet and its exposure to
liquidity risk. You should aso determine if the
association’s strategic plans, policies, procedures,
and ability to borrow funds adequately address
any liquidity concerns. As part of this determina-
tion you should review written plans, analyze the
association’s access to sources of funds, and as-
sess management’s evaluation of near-term and
longer-term anticipated funding needs.
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Liquid Asset Requirements

Section 6 of the Home Owners' Loan Act (12
USC § 1465) requires savings associations to
maintain a minimum amount of liquid assets. The
Section requires the OTS Director to prescribe the
amount to be not less than four percent or more
than ten percent of an association’s liquidity base.
Liquidity base consists of withdrawable accounts
and short term borrowings.

Effective November 24, 1997, OTS amended the
liquidity regulation, 12 CFR Part 566. The regu-
lation now requires savings associations to
maintain in each calendar quarter an average daily
balance of liquid assets of not less than four per-
cent of their liquidity base. More importantly, the
regulation also requires savings associations to
maintain sufficient liquidity to ensure their safe
and sound operations.

See Appendix A, Liquidity Regulation Interpreta-
tive Guidance. The appendix summarizes some of
the guidance that OTS has provided to both its
regulatory staff and savings associations to assist
them in determining compliance with liquidity
reguirements.

Troubled Institutions

There are restrictions on funding sources for trou-
bled and undercapitalized institutions. These
restrictions serve to reduce the ability of troubled
or undercapitalized institutions to obtain credit.
Two of the restrictions include limited access to
brokered deposits and restrictions on the amount
of permissible credit exposure to a correspondent
institution. In addition, there are certain restric-
tions on Federa Reserve discount window
borrowing. These restrictions, in connection with
prompt corrective action provisions, effectively
force faster resolutions of undercapitalized insti-
tutions.

Brokered Deposiis

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

Weéll-capitalized institutions may accept
brokered cleposiis without restriction.

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

o Undercapitalized ingtitutions may not accept
brokered ceposits

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),
savings associations 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-
caly, the regulation requires savings associations
to establish policies and procedures that take into
account credit and liquidity risks, including op-
erational risks, in selecting correspondents and
terminating those relationships.

REFERENCES
United States Code (12 USC)
§ 1465 Liguid Asset Requirements

Code of Federal Regulations (12 CFR)

Part 206 Limitations on Interbank Li-
abilities

§ 2370 Brokered Deposiis

§ Ho1.al Nonwithdrawable Account

§ 563.84 Transfer and Repurchase of

Government Securities

§ L6212 Financial Derivatives

§ 563.176 Interest Rate Risk Manage-
ment Procedures

§ 563¢.102 Financial Statement Presenta-
tion

§ 063 1 Requirements Under Certain
Sections of the Securities Ex-
change Act of 1934

Part 563g Securities Offerings
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Cash Flow and Liquidity Management
Program

Examination Objectives

To determine if the association’s established policies, procedures, and strategic plans regarding cash flow
and liquidity management adequately address safety and soundness, profitability, and compliance with laws
and regulations.

To determine if the association has complied with the regulatory liquidity requirements.

To determine if the association’s officers and employees are operating in compliance with established
guidelines.

To determine if financia records and management reports provide accurate and necessary information to
assist management and the directors in fulfilling their cash flow and liquidity management responsibilities.

To summarize findings and to initiate corrective action when there are deficiencies that could affect safety
and soundness, or when you note violations of laws or regulations.

Examination Procedures Wkp.Ref.

Level 1

1. Review scoping materials applicable to this program. Specifically request liquidity
worksheets, deficiency lists, financia policies, and indentures of new borrowed money
issues.

2. Determine, through discussions and other appropriate verification methods, if the
savings association corrected problems related to the following:

o Prior examination report comments and prior examination exceptions.
o Independent audit exceptions.

o Any enforcement or supervisory actions and directives.

3. Obtain and review the adequacy of written policies, procedures, and strategic plans
governing cash flow and liquidity management. These guidelines should adequately
address safety and soundness (including interna controls), profitability, and compli-
ance with laws and regulations. Review business plans, pro forma financial

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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LIQUIDITY REGULATION — INTERPRETIVE GUIDANCE

The following text summarizes some of the guidance that OTS provides to both its regulatory staff and thrift in-
stitution personnel to assist them in determining compliance with liquidity requirements.

Agency and Private |ssuances

The term agency refers to the federal agencies and government-sponsored entities listed in 12 CFR § 566.1 (g)(3).
Obligations, such as mortgage backed securities (MBS), including collateralized mortgage obligations (CMO s),
that these agencies issue or fully guarantee as to principal and interest are liquid assets, regardless of the time re-
maining until their maturity. Prior to the November 24, 1997, amendment to the liquidity regulation, the required
time remaining to maturity of agency obligations to qualify as liquidity was five years or less.

Corporate debt obligations, such as MBS, including CMOs, that non-government-sponsored companies issue
(private issuances) are liquid assets if they meet the regulatory provisions of 12 CFR § 566.1 (g)(9)(i). In summary,
these provisions require that the obligations must:

. Berated in the four highest categories.
. Be marketable.

« Mature within three years.

« Not be convertible to common stock.

Savings association investments in non-agency, corporate debt obligations are subject to the loans-to-one bor-
rower limitations.

Banker’s Acceptances Issued by Edge Act Corporations

Banker's acceptances that an Edge Act corporation issues, and that the parent FDIC-insured bank guarantees, are
eligible as liquid assets. (Edge Act corporations are subsidiaries of commercial banks created to carry on interna-
tional banking operations.)

Generally, a banker’s acceptance that an Edge Act corporation issues is an unconditional guarantee of payment on
a draft with a specified maturity drawn on itself. The banker’s acceptance constitutes the corporation’s uncondi-
tional promise to pay the draft at maturity. The parent FDIC-insured commercial bank substitutes its
creditworthiness for that of the drawer Edge Act corporation. By guaranteeing a banker’s acceptance that its Edge
Act subsidiary issues an insured bank undertakes a collateral obligation to pay the draft a maturity. Upon failure
of the subsidiary to honor the draft on presentation, the parent bank’s obligation requires it to pay the banker’s
acceptance as if it were its own. Because of this, the instruments are eligible for inclusion as liquidity.

Excess Pledged Assets

Securities pledged in excess of the indebtedness that they secure may qualify as liquidity if the pledging institution
has the right, on notice of not more than 48 hours, to substitute smaller denominated pledged securities.

The extent to which excess pledged securities may qualify as liquidity is dependent on the denominational makeup
of the securities. An example of this is where an ingtitution pledges a $500,000 security to secure a loan requiring
$350,000 in pledged collateral. If the pledged security were reissuable in $100,000 denominations, $100,000
would be eligible for liquidity. If the pledged security were reissuable in $50,000 denominations, $150,000 would
be eligible for liquidity.
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e represents ownership of one or more promissory notes or certificates of interest or participation in such notes
(including any rights designed to assure servicing of, or the receipt or timeliness of receipt by the holders of
such notes, certificates, or participations of amounts payable under, such notes, certifications, or participa
tions), which notes:

— are directly secured by afirgt lien on a single parcel of real estate, including stock allocated to a dwelling
unit in a residential cooperative housing corporation, upon which is located a dwelling or mixed residen-
tial and commercia structure, on a residential manufactured home as defined in section 5402(6) of Title
42, whether such manufactured home is considered real or personal property under the laws of the State
in which it is to be located or on one or more parcels of real estate upon which is located one or more
commercia structure: and
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— were originated by a savings and loan association, savings bank, commercia bank, credit union, insur-
ance company, or similar ingtitution which is supervised and examined by a Federal or State authority, or
by a mortgagee approved by the State of Housing and Urban Development pursuant to sections 1709 and
17 15b of Title 12, or, where such notes involve a lien on the manufactured home, by any such institution

or by any financid institution approved for insurance by the Secretary of Housing and Urban Develop-
ment pursuant to section 1703 of Title 12; or

s

§ (6)(0) IO

§ (6 ) (1O
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Draft Instruments

Some savings ingtitutions enter into remittance service agreements with financial ingtitutions that serve as inter-
mediaries for the processing of draft instruments that the savings institution issues. The draft instruments,
however, draw funds from the servicing institution. Generally, servicing institutions provide savings institutions
with blank payment instruments that they either sell or use to disburse funds. The servicing agreement usually
gives the savings intitution from one to seven days between the time the institution issues the instruments and the
time it must transfer funds to cover issued drafts. Because the drafts do not draw funds directly from an institu-
tion's account they do not reduce the institution’s liquid assets. However, due to the specific terms of such service
agreements, the amount of al remitted funds for issued drafts constitutes a borrowing of the ingtitution. Accord-
ingly, an institution must include this amount as short-term borrowings for determining its liquidity requirements,
rather than treating the issued drafts as accounts payable or other liabilities and not including them in the liquidity
base.

Installment Payments on Long-Term FHLB Advances

Any amortized portion of a long-term FHILB advance, which is due and payable in the current fisca period, is
considered a short-term borrowing. An institution must include such due and payable amount in its liquidity base.

The phrase “borrowings with unexpired maturities of one year or less’ includes that portion of a longer-term bor-
rowing that is contractually due in the current year. For example, the annual principa installment of a five-year
advance requiring a 20 percent principal payment each year is a short-term borrowing for the fiscal year in which
it falls due. Conversely, if there is no contractually prescribed amortization of long-term advances, the principal
would be includable in liquidity base calculations only in the fiscal year that such advances mature.

The effective maturity date of portions of the principal amount of long-term advances redlistically depends on
when installment payments are due. This interpretation of short-term borrowings assures a more accurate calcula-
tion of true liquidity requirements and provides a better representation of that portion of liquidity that an
institution maintains in support of outstanding advances.

Overdrafts on Demand Accounts

OTS determined that a thrift's formal overdraft credit arrangement with a drawee bank was a method to borrow
funds. The bank paid the overdrafts on presentation, and the thrift had a fixed period of time in which to remit
funds to cover them. OTS determined that the overdrafts are borrowings, whether or not the thrift pays interest on
the overdraft funds.

A short-term borrowing occurs (assuming that the overdraft is payable in one year or less) whenever the thrift's
book baance for its demand deposit account, subject to an overdraft agreement, fals below zero. The thrift may
consider a short-term borrowing paid when subsequent deposits bring the balance back to zero. This applies
whether or not an actual overdraft occurs at the drawee institution. However, in order to classify the overdrafts as
borrowings, the agreement must specify a fixed time period for repayment. Absence such an agreement, or when
payable on demand, overdrafts constitute an immediate obligation and are deductible from liquid assets when de-
termining liquidity.
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INTRODUCTION

Sensitivity to market risk reflects the degree to
which changes in interest rates, foreign exchange
rates, commodity prices, or equity prices can ad-
versely affect a financial institution’s earnings or
economic capital.’

In this section, we discuss interest rate risk (IRR)
only, as IRR is the primary component of market
risk that affects savings institutions.

Thrift Bulletin (TB) 13a, Management of Interest
Rate Risk, Investment Securities, and Derivatives
Activities, provides guidance to boards of direc-
tors and managers on IRR, investment securities,
and derivatives activities. Because TB 13a dis-
cusses management of all of these activities, there
is overlap between this Handbook Section on
IRR, the Investment Securities Section, and the
Off-Balance-Sheet Derivatives and Hedging Sec-
tion.

We define IRR as the sensitivity of a depository
institution’s earnings and net portfolio value
(NPV) to changes in interest rates. IRR results
from the differences in the way interest rate
changes affect the values of assets, liahilities, and
off-balance-sheet instruments. IRR poses repric-
ing risk, yield curve risk, basis risk, and options
risk.

The interest rate sensitivity of an ingtitution’s
portfolio depends on the characteristics of the
financial instruments that make up the portfalio.
Because deposit liahilities typically reprice faster
than mortgage assets, rising interest rates ad-
versely affect most thrift institutions. This means
their NPV and earnings decline when interest
rates rise and increase when interest rates fall.
Due to their portfolio composition, there are some
institutions, however, that experience both de-
creased earnings and net worth when interest rates
fall.

161 Fed. Reg. 67029 (1996).

The interest rate sensitivity of a financial instru-
ment depends on many factors including the
following:

e Maturity (generaly, of two otherwise identi-
cal instruments, the one with the longer
maturity will be more interest rate sensitive).

e Repricing characteristics (instruments such as
adjustable-rate loans that reprice frequently to
market interest rates are typically less interest
rate sensitive than fixed-rate instruments).

¢ The presence of embedded options, such as
loan prepayments, interest rate caps, and de-
posit withdrawal options that affect the timing
of the cash flows generated by the instru-
ments.

To evaluate properly the IRR exposure of a thrift
institution, we must analyze the effect of interest
rate changes on the entire portfolio. It can be
misleading to conclude that an ingtitution has high
IRR exposure based on a few very rate sensitive
instruments. In fact, the ingtitution can offset the
interest rate sensitivity of those instruments with
other instruments in the portfolio that are less rate
sensitive, or that are inversely affected by rate
changes.

Both the board of directors and senior manage-
ment of a thrift institution are responsible for the
management of IRR. See 12 CFR § 563.176. We
summarize below IRR management responsibili-
ties. We describe these responsibilities more fully
in Appendix B of TB 13a.

This Handbook Section includes the following
topics:

o Sound practices for IRR management.

o OTS’s minimum guiddines for IRR.

o OTS’s guiddlines for assessing sensitivity to
market risk, primarily IRR (the S component
rating).
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« Examination objectives.

Appendix A describes four types of IRR models
used by thrifts, and Appendix B discusses recon-
ciliation of the OTS NPV sensitivity estimates
with the ingtitutions' own estimates.

SOUND PRACTICES

The objective of IRR management is to control an
ingtitution’s exposure to changes in interest rates.
Management can then maintain adequate levels of
earnings and capital over a range of possible in-
terest rate environments. Section 563.176
establishes requirements for the management of
IRR.

Management Strategy

The board and management are responsible for
the ingtitution’s IRR management strategy and its
implementation. They must understand the strat-
egy and its possible effects on the short- and long-
term financial health of the institution.

In formulating an IRR strategy, the board and
management should take into account the level of
expertise needed to implement the strategy. A
prudent IRR management strategy should be
within the scope of existing management exper-
tise. The institution should not rely on speculative
plans to remedy an excessive IRR exposure, nor
should it incur excessive credit or liquidity risk to
do so.

There can be circumstances in which the steps
taken to manage IRR conflict with other business
goals. To minimize such conflicts, management
should develop an IRR strategy in conjunction
with the creation of a comprehensive business
plan for the ingtitution.

It could be that the profitability, financia struc-
ture, and IRR targets that an ingtitution would
choose independently of one another are not at-
tainable simultaneously. By developing these
targets and the plans for achieving them as part of
a single process, management can determine
which combinations of targets are feasible and
can make an informed choice among them.

Policy and Procedures

The board's policy statement should include es-
tablished limits and controls on IRR exposure.
The board's policy statement should clearly de-
fine the delegation of responsibility for managing
the ingtitution’s exposure to IRR. The policy
statement should provide specific authorizations
and restrictions regarding the ingtitution’s invest-
ment and trading activities, the use of derivatives
and synthetic instruments, and hedging strategies.

It is senior management’s responsibility to suc-
cessfully implement the policy by establishing
adequate guidelines and procedures. Further,
senior management is responsible for reporting on
the implementation and monitoring of such policy
to the board on a periodic basis. The board shall
review the results of operations at least quarterly
(§ 563.176(€)) and make adjustments to the policy
as needed.

Risk Measurement, Monitoring, and Control
Functions

Institutions should:

¢ Have IRR measurement systems that capture
all significant sources of IRR. Measurement
systems should use accepted financial con-
cepts and risk measurement techniques and
should incorporate sound assumptions and pa-
rameter values. Management should
understand the assumptions underlying their
systems. Idedlly, ingtitutions should have IRR
measurement systems that assess the effects
of interest rate changes on both earnings and
economic value.

e Edgtablish and enforce risk limits that maintain
exposures within prudent levels. A system of
IRR limits should set prudent boundaries for
the level of IRR for the ingtitution. Manage-
ment should ensure that it maintains the
ingtitution’s IRR exposure within the board’s
self-imposed limits. Where appropriate, the
institution should also set limits for individual
portfolios, activities, or business units.

s Maeasure their risk exposure under a number
of different scenarios and consider the results
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when establishing and reviewing their poli-
cies and limits for IRR.

o Have accurate, informative, and timely man-
agement information systems, both to inform
management and to support compliance with
board palicy.

Besides monitoring ingtitutions, there should be
internal controls over the IRR management proc-
ess. Systems should include regular independent
reviews by outside parties and evaluations of the
effectiveness of the system itsdlf, at least annu-
aly.

Analysis and Stress Testing of |nvestments and
Financial Derivatives

Management should undertake a thorough analy-
sis of the various risks associated with investment
securities and derivative instruments before mak-
ing an investment or taking a significant position
in financial derivatives and periodicaly thereaf-
ter. The board of directors or a committee of the
board should approve, in advance, major initia-
tives involving investments and derivative
transactions.

Evaluation of New Products, Activities, and
Financial Instruments

Involvement in new products, activities, and fi-
nancial instruments (assets, liabilities, or off-
balance-sheet contracts) can entail significant
risk, sometimes from unexpected sources. Senior
management should evaluate the risks inherent in
new products, activities, and instruments to en-
sure that they are subject to adequate review
procedures and controls.

MINIMUM GUIDELINES REGARDING
INTEREST RATE RISK

Interest Rate Risk Limits

TB 13a requires that the board’s policy statement
contain limits on the following measures.

o Changes in NPV. All institutions should es-
tablish and demonstrate quarterly compliance
with board-approved limits on IRR, in terms
of NPV. These limits should specify the

minimum NPV Ratio? the board is willing to
allow under current interest rates and for a
range of six hypothetical interest rate scenar-
ios.

« Earnings sensitivity. Earnings-based limits
can provide a useful supplement to the NPV-
based limits. OTS does not require institu-
tions to establish limits and conduct earnings
sengitivity analysis. OTS does, however, con-
sider it a good management practice for
institutions to estimate the interest rate sensi-
tivity of their earnings and to incorporate this
analysis into their business plan and budget-
ing process.

IRR limits reflect the board of directors’ risk tol-
erance, and should be prudently set. The board
should periodically reevaluate the appropriateness
of the ingtitution’s IRR limits, particularly after a
significant change in market interest rates. Any
changes should receive careful consideration and
be documented in the minutes of the board meet-

ing.
Systems for Measuring Interest Rate Risk

Key dements in managing market risk are identi-
fying, measuring, and monitoring IRR. To ensure
compliance with its board's IRR limits and to
comply with OTS regulation $563.176, each in-
stitution must have a way to measure its IRR.
OTS guidelines for IRR measurement systems are
as follows, athough you have broad discretion to
reguire more rigorous systems.

Institutions Below $1 Billion In Assets

These ingtitutions can usually rely on the quar-
terly NPV estimates produced by OTS and
distributed in the Interest Rate Risk Exposure Re-
port. The institution should be able to measure, or
have access to measures of, the economic vaue of
complex securities under the range of interest rate

2To calculate and express an ingtitution’s NPV Ratio for a
given interest rate scenario, the ingtitution should divide the
net portfolio value that would result in that scenario by the
present value of the ingtitution’s assets in that same scenario.
The NPV ratio is anaogous to the capital-to-assets ratio used
to measure regulatory capital, but NPV is measured in terms
of economic vaues (or present values) in a particular rate
scenario.
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scenarios as described in TB 13a, Part II.A. 1,
Limits on Change in Net Portfolio Value. Thein-
stitution can use OTS estimates for the other
financia instruments in its portfolio, athough you
may direct otherwise, if necessary.

Institutions With More Than $1 Billion In Assets

These ingtitutions should measure their own NPV
and its interest rate sengitivity. TB 13a gives
guidance on desirable methodological festures in
evaluating the qudity of such institutions' NPV
measurement systems.

You may determine that an institution should use
more sophisticated measurement techniques for
individual financia instruments or categories of
instruments because of the following considera-
tions:

o The volume and price sensitivity of a group of
financial instruments.

o Concern that the ingtitution’s results may
materialy misstate the level of risk.

o The combination of a low post-shock NPV
ratio and high sensitivity measure.

In any case, the ingtitution should be familiar with
the details of the assumptions, term structure of
interest rates, and logic used in performing the
measurements. Therefore, measures obtained
from financial screens or vendors may not always
be adequate.

In addition to the interest rate scenarios described
above, OTS recommends that institutions evaluate
the effects of other stressful market conditions.

As part of your assessment of the quality of an
institution’s risk management practices, you
should consider the extent to which management
integrates the ingtitution’s risk measurement
process with its decisionmaking. Institutions may
do this by using an earnings sensitivity approach,
an NPV sensitivity approach, or any other reason-
able approach. The institution has discretion over
all aspects of such analysis, but it should not be
merely pro forma in nature. If evidence of such
integration is not apparent, you should consider
written criticism in the report or an adverse rating.

OTS MEASUREMENT OF INTEREST RATE
RISK

Schedule CMR of the Thrift Financial Report
collects consolidated data on the interest rates and
maturities of thrifts assets, liabilities, and off-
balance-sheet contracts. OTS requires all ingtitu-
tions with assets in excess of $1 billion or with
risk-based capital ratios below 12 percent to file
Schedule CMR. All others may do so at their op-
tion.

OTS cdculates quarterly estimates of NPV sensi-
tivity for all institutions that file Schedule CMR
and provides them with an Interest Rate Risk Ex-
posure Report. This report lists OTS estimates of
the ingtitution’s NPV in seven interest rate sce-
narios. The report provides ratios that you can use
to assess an ingtitution’s IRR exposure and to
compare it with other institutions.

Evaluating Interest Rate Risk Exposure

To make meaningful judgments about an ingtitu-
tion’s exposure to changes in interest rates, it is
helpful to measure and compare its exposure with
that of other institutions under a standardized
framework. The framework adopted by OTS for
this purpose is to examine exposure in the context
of how an instantaneous, adverse shift in interest
rates of plus or minus 200 basis points affects an
institution’s NPV.

OTS views the effect on NPV of an adverse rate
shock relative to the size of the estimated present
value of the ingtitution’s assets. An institution’s
NPV ratio isits NPV divided by the present value
of its assets (PVA) both measured in the same
interest rate scenario, or:

. NPV
NPV Ratio = ——
atio PVA

It is important to determine both the level to
which an institution’s NPV ratio declines as a
result of an adverse change in interest rates, as
well as the magnitude of the decline in the ratio.

Two measures help detect excessive exposure:

o The post-shock NPV ratio.
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o The sensitivity measure.

Post-shock NPV _Ratio

The post-shock NPV ratio is an institution’s NPV
ratio after an adverse interest rate shock of 200
basis points.

NPV after Shock

Post -shock NPV Rati0 = —8M8M8M8M8M8 —
PVA after Shock

_ NPV, 5, 0r NPV,
" PVA,, or PVA

, Whichever is lower.

Table 1 illustrates the calculation of the post-
shock NPV ratio. This table shows the estimated
change in the present value of the assets, liabili-
ties, and NPV of XYZ Savings Association
resulting from a 200 basis point increase and de-
crease in interest rates.

TABLE 1
Interest Rate Scenario
-200 Basis Base Case +200 Basis
Point Change Point Change

Present Value $105 $100 $80
of Assets
Present Value -99 -95 =77
of Liabilities
NPV 6 5 3
NPV Ratio 5.7% 5% 3.8%

In Table 1, the adverse scenario is the one in
which rates increase 200 basis points. Under that
scenario, XYZ's NPV ratio declines to 3.8 per-
cent. Thus, XYZ's post-shock NPV ratio is 3.8
percent.

Again, the post-shock NPV ratio is simply the
NPV ratio that results from the more adverse 200
basis point shift in rates. This ratio indicates the
cushion of economic capital an association would
retain should an adverse change in interest rates
occur.

The post-shock NPV ratio is a function of the

sensitivity of NPV to changes in rates and the size

of the NPV cushion in the base case scenario.

Thus, an ingtitution’s post-shock NPV ratio could
be low for one of two reasons:

« lItsportfolio is very sensitive to changes in
interest rates, causing it to lose a large portion
of its NPV in an adverse interest rate move.

o Itsbase case NPV islow.

Thus, alow post-shock NPV ratio does not neces-
sarily indicate high IRR. It may only indicate that
the institution’s base case NPV ratio is low.

Sensitivitvy_Measure

The sensitivity measure gauges the magnitude of
loss that an ingtitution would suffer from the ad-
verse move in interest rates. More specifically, it
is the decline in the NPV ratio that will result
from a hypothetical 200 basis point change in in-
terest rates. In the example above, XYZ's NPV
ratio declines 120 basis points from the base case
level of 5.0 percent to 3.8 percent as aresult of a
200 basis point increase in rates. The decline in
the NPV ratio is simply the difference, expressed
in basis points, between an ingtitution’s base case
NPV ratio and its post-shock NPV ratio.

Taken alone, a large decline in the NPV ratio does
not necessarily indicate excessive risk. An insti-
tution with a strong capital position could
experience a sharp decline in its NPV ratio, as a
result of a 200 basis point rate shock, and till be
left with a substantial capital cushion.

In summary, OTS views exposure analysis as a
two-dimensional problem that involves estimating
both the level to which an institution's NPV ratio
will decline as a result of an adverse rate shock,
as well as the extent of the decline.

Guidelines for the Sensitivity to Market Risk
Component Rating

Consistent with the interagency CAMELS rating
system, you must base the Sensitivity to Market
Risk component rating (S Rating) on your conclu-
sions about two dimensions:

e Aninstitution’s level of market risk.
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o The quality of its practices for managing mar-
ket risk.

Assessing the Level of IRR

Assess the level of IRR by using the post-shock
NPV ratio and the interest rate sensitivity meas-
ure. You should base your conclusions about an
institution’s level of interest rate risk — the first
dimension for determining the S component rating
— primarily on the interest rate sensitivity of the
institution’s net portfolio value.

OTS uses risk measures based on NPV for several
reasons:

e The NPV measures are more readily compa-
rable across ingtitutions than internally
generated measures of earnings sensitivity.

e NPV focuses on a longer-term analytical ho-
rizon than ingtitutions' internally generated
earnings sensitivity measures. The interest
rate sensitivity of earnings is usualy meas-
ured over a short-term horizon such as a year,
while NPV is based on al future cash flows
anticipated from an institution’s existing as-
sats, liabilities, and off-balance-sheet
contracts.

e The NPV-based measures take better account
of the embedded options present in the typical
thrift ingtitution’s portfolio.

Guidelines for Determining the Level of IRR

In describing the five levels of the S component
rating, the interagency uniform ratings system
established several broad, descriptive levels of
risk:

e Minimal

 Moderate

o Significant

e Imminent threat.

Table 2 indicates IRR levels ordinarily assigned
for OTS-regulated ingtitutions, based on the com-

bination of each ingtitution’s post-shock NPV
ratio and interest rate sensitivity measure.

Theserisk levels are for guidance, they are not
mandatory. You should use them as starting
points in your ratings assessments, but you have
broad discretion to exercise judgment. See the
discussion under Examiner Judgment later in this
section.

TABLE 2
SUMMARY OF GUIDELINES FOR THE LEVEL OF INTEREST
RATE RISK
POST INTEREST RATE SENSITIVITY MEASURE
SHOCK
S ——
NPV RATIO 0- 100 B.P, 100-200 B.P. 200-400 B.P. OVER 400 B.P.
OVER 10% MINIMAL RISK MINIMAL RISK MINIMAL RISK MODERATE
(1) RISK
2
6% TO 10% MINIMAL RISK MINIMAL RISK MODERATE SIGNIFICANT
) RISK RISK
2) 3
4% TO 6% MINIMAL RISK MODERATE SIGNIFICANT HIGH RISK
RISK RISK (4)
2) (]
BELOW 4% MODERATE SIGNIFICANT HIGH RISK HIGH RISK
RISK RISK (@) )
(2) {3

OTS characterizes an institution with a post-shock
NPV ratio below four percent and an interest rate
sensitivity measure of:

o More than 200 basis points as having high
risk. Such an institution will typically receive
a4 or 5rating for the S component.*

¢ 100 to 200 basis points as having significant
risk. Such an institution will typically receive
a 3 rating for the S component.

* According to the interagency uniform CAMELS ratings
system, the level of market risk at a 4-rated institution is high,
while that at a 5-rated ingtitution is so high as to pose an
imminent threat to its viability. Under the Prompt Corrective
Action regulation supervisory action is tied to regulatory
capital. Seel2 CFR Part 565. An ingtitution’s viability is,
therefore, directly dependent on regulatory capital, not on
economic capital. Because regulatory capital can remain
positive for an extended period of time after economic capital
has become zero or negative, the NPV measures are not by
themselves indicators of near-term viability. For an ingtitu-
tion's level of interest rate risk to constitute an imminent
threat to viability, the ingtitution will typicaly have a high
level of interest rate risk and will have other serious financial
problems that place it in imminent danger of closure.
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o 0to 100 basis points as having moderate risk.
Such an ingtitution will typically receive a
rating of 2 for the S component. If the institu-
tion's sengitivity is extremely low, a rating of
1 may be supportable unless the ingtitution is
likely to incur larger losses under rate shocks
other than the parallel shocks depicted in
OTS’s NPV Modd.

OTS characterizes an institution with a post-shock
NPV ratio of between four percent and six per-
cent and an interest rate sensitivity measure of:

o More than 400 basis points as having high
risk. Such an institution will typically receive
a4 or 5 rating for the S component.

e 200 to 400 basis points as having significant
risk. Such an institution will typically receive
a 3 rating for the S component.

o 100 to 200 basis points as having moderate
risk. Such an institution will typically receive
a 2 rating for the S component.

o 0to 100 basis points as having minimal risk.
Such an ingtitution will typically receive a
rating of 1 for the S component.

OTS characterizes an institution with a post-shock
NPV ratio of between six percent and ten percent
and an interest rate sensitivity measure of:

More than 400 basis points as having signifi-
cant risk. Such an institution will typically
receive a 3 rating for the S component.

200 to 400 basis as having moderate risk.
Such an institution will typically receive a 2
rating for the S component.

Less than 200 basis points as having minimal
risk. Such an institution will typically receive
arating of 1 for the S component.

OTS characterizes an institution with a post-shock
NPV ratio of more than ten percent and an inter-
est rate sensitivity measure of:

o More than 400 basis points as having moder-
ate risk. Such an ingtitution will typically
receive a 2 rating for the S component.

o Lessthan 400 basis points as having minimal
risk. Such an institution will typically receive
arating of 1 for the S component.

In Table 2 the numbers in parentheses represent
the S component ratings that you would typically
use as starting points in your analysis, assuming
there are no deficiencies in the ingtitution’s risk
Mmanagement practices.

Y ou may assign a different rating based on inter-
pretation of the facts and circumstances at each
institution.

Internal vs. OTS Risk Measures

In applying the guiddines described above, you
will encounter three general types of situations
regarding the availability of risk measures.

o If the indtitution does not have interna NPV
measures, but does file Schedule CMR, use
the NPV measures produced by OTS. In such
instances, you must be aware of the impor-
tance of accurate reporting by the institution
on Schedule CMR. This is important particu-
larly for items for which the ingtitution
provides its own market value estimates in the
various interest rate scenarios, such as for
mortgage derivative securities. You must also
be aware of circumstances in which OTS
measures may overstate or understate the sen-
sitivity of an ingtitution’s financial
instruments.

« If the indtitution does produce its own NPV
measures, you will have to decide whether to
use the institution's or OTS’s risk measures.

— If the indtitution’s own measures and
those produced by OTS are broadly con-
sistent and result in the same risk
category (for example, minimal risk,
moderate risk), the choice between using
the ingtitution's measures or OTS esti-
mates probably does not matter. However,
you should attempt to ascertain the rea
sons for any magjor discrepancies between
the two sets of results.

-— If the institution’s NPV measures place it
in a different risk category than OTS
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measures, you should determine which fi-
nancial instruments are the source of that
discrepancy and consult with the Re-
gional Capital Markets group or the
Washington Risk Management Division.
If you judge that the ingtitution’s valua-
tions for those instruments are more
reliable than OTS’s, use the institution's
results rather than OTS’s for those finan-
cia instruments in calculating NPV in the
various interest rate scenarios.

— If you have reason to doubt both the in-
stitution’s own measures and those
produced by OTS, you may modify either
or both measures to arrive at reasonable
NPV measures. You should do this only
after consultation with the Regional
Capital Markets group or the Washington
Risk Management Division. In deciding
whether to rely on an ingtitution’s internal
NPV measures, you must ensure that the
institution’s measures are calculated in a
way that is broadly consistent with OTS
calculations. OTS describes the major
methodological points to consider in TB
13a, Part 11. B, Systems for Measuring
Interest Rate Risk.

o The ingtitution does not calculate internal
NPV measures and does not report on Sched-
ule CMR. Because no NPV results will be
available in such cases, the guiddlines are not
directly applicable. In addition to reviewing
the ingtitution’s balance sheet structure in
such cases, you will review whatever IRR
measurement and management tools the in-
stitution uses to comply with § 563.176.
Depending on your findings regarding the in-
stitution’s general level of risk and its risk
management practices, you might reconsider
the appropriateness of the ingtitution’s con-
tinued exemption from filing Schedule CMR.

Assessing the Quality of Risk Management

In drawing conclusions about the quality of an
institution’s risk management practices — the sec-
ond dimension of the S component rating — you
must assess all significant facets of the institu-
tion’s risk management process. To aid in that
assessment, refer to Appendix B of TB 13a,

Sound Practices for Market Risk Management.
These sound practices suggest the style of man-
agement practices ingtitutions of varying levels of
sophistication may use. Because there is no for-
mula for determining the adequacy of such
systems, you must make that determination on a
case-by-case basis. You must consider the fol-
lowing eight factors, among others, in assessing
the quality of an ingtitution’s risk management
practices.

s Oversight by Board and Senior Management.
Assess the quality of oversight provided by
the ingtitution’s board and senior manage-
ment. That assessment may have many facets,
as described in TB 13a, Appendix B, Sound
Practices for Market Risk Management.

e Prudence of Limits. Assess the prudence of
the ingtitution’s board approved IRR limits.
Ordinarily, a set of IRR limits should concern
you if the limits permit the institution to have
a post-shock NPV ratio and interest rate sen-
sitivity measure that would ordinarily warrant
an S component rating of 3 or worse. De-
pending on the level of concern, such limits
may deserve criticism or an adverse S com-
ponent rating.

o Adherence to Limits. Assess the degree to
which the institution adheres to its IRR limits.
Frequent exceptions to the board's limits may
indicate weak IRR management practices.
Similarly, recurrent changes to the ingtitu-
tion's limits to accommodate exceptions to
the limits may reflect ineffective board over-
sight.

e Quality of System for Measuring NPV Sensi-
tivity. Consider whether the quality of the
institution’s risk measurement and monitoring
system is commensurate with the institution’s
size, the complexity of its financial instru-
ments, and its level of IRR.

¢ Quality of System for Measuring Earnings
Sensitivity. OTS places considerable reliance
on NPV analysis to assess an institution's
IRR. You should consider other types of
measures in evaluating an institution’s risk
management practices. In particular, you may
view use of a well-supported earnings sensi-
tivity analysis as a favorable factor in
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determining an institution’s component rat-
ing. In fact, you should encourage all
institutions to measure the interest rate sensi-
tivity of projected earnings. Despite inherent
limitations,* such analyses can provide useful
information to an institution’s management.

Methodologies used in measuring earnings
sensitivity vary considerably among different
institutions. Institutions should have clear de-
scriptions of the methodologies and
assumptions used in their models. The type of
rate scenario used is of particular importance.
Examples are instantaneous shock or gradual
movements, consistent with forward yield
curve. Also important are assumptions re-
garding new business (that is, type of assets,
dollar amounts, and interest rates). In addi-
tion, institutions should clearly describe
formulas for projecting interest rate changes
on existing business (for example, ARMs,
transaction deposits). Institutions should aso
explain and support any major differences
from analogous formulas used in OTS’s NPV
Model.

o Integration of Risk Management with Deci-
sion Making. Consider the extent to which
management uses the results of an institu-
tion's risk measurement system in making
operationa decisions. Examples are changes
in portfolio structure, investments, derivatives
activities, business planning, funding deci-
sions, and pricing decisions. This is of
particular significance if the institution’s
post-shock NPV ratio is relatively low, and
thus provides less of an economic buffer
againgt loss.

Evaluate whether management considers the
effect of significant operational decisions on
the ingtitution’s level of IRR. The form of
analysis used for measuring that effect
(earnings sensitivity, NPV sensitivity, or any
other reasonable approach) and all details of
the measurement are up to the institution.
That analysis should be an active factor in

“The effectiveness of an earnings sensitivity model to iden-
tify interest rate risk depends on the composition of an
ingtitution’s portfolio. In particular, management should rec-
ognize that such models generally do not fully take account
of longer term risk factors.

management’s decisionmaking and not be
generated solely to avoid examiner criticism.
In the absence of such a decision-making
process, criticism in the report or an adverse
rating may be appropriate.

¢ |nvestments and Derivatives. Consider the
adequacy of the ingtitution’s risk management
policies and procedures regarding investment
and derivatives activities. See Part Il of TB
13a, Investment Securities and Financia De-
rivatives, for a detailed discussion.

e Size, Complexity, and Risk Profile. Under the
interagency uniform ratings descriptions,
evaluate an ingtitution’s risk management
practices relative to the institution’s size,
complexity, and risk profile. A smal institu-
tion with a simple portfolio and a consistently
low level of risk may receive an Srating of 1
even if its risk management practices are
fairly rudimentary. A large institution with
the same characteristics should have more
rigorous risk management practices. How-
ever, OTS would not hold it to the same risk
management standards as a similarly sized in-
gtitution with either a higher level of risk or a
portfolio containing complex securities or fi-
nancial derivatives. An ingtitution making a
conscious business decision to maintain a low
risk profile by investing in low risk products
or maintaining a high level of capita may not
require elaborate and costly risk management
systems.

Combining Assessments of the Level of Risk and
Risk Management Practices

Use the guidelines described in the two previous
sections to assess an institution’s level of risk and
the quality of its risk management practices. This
section provides guideines for combining these
two assessments into an S component rating for
the ingtitution.

The interagency uniform ratings descriptions
specify the criteria for the S component ratings in
terms of the level of risk and the quality of risk
management practices. For example:

“A rating of 1 indicates that market
risk sengitivity is well controlled
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and that there is minimal potential
that the earnings performance or

capital position will be adversely
affected....” [emphasis added]

Thus, if market risk is less than well-controlled
(that is, adequately controlled, in need of im-
provement, or unacceptable), the institution does
not qualify for a component rating of 1. Likewise,
if the level of market risk is more than minimal
(that is, moderate, significant, or high), the insti-
tution similarly does not qualify for arating of 1.

Applying the same logic to the descriptions of the
2,3, 4, and 5 levels of the S component rating
results in the ratings guidelines shown in Table 3.
That table summarizes how various combinations
of assessments about an ingtitution’s level of IRR
and quality of risk management practices trandate
into a suggested rating.’

Note two important caveats about this table. First,
the two dimensions are not totally independent of
one another, because we evaluate the quality of
risk management practices relative to an institu-
tion's level of risk (among other things). Thus, for
example, you are more likely to assess an ingtitu-
tion’s risk management practices as well-
controlled if the ingtitution has minimal risk than
if it has a higher level of risk. Second, the ratings
shown in Table 3 provide a starting point, but you
have broad discretion to exercise judgment and
deviate from them.

Examiner Judgment

Blind adherence to the guidelines is undesirable.
You have a responsibility to exercise judgment in
assigning ratings based on the facts you encounter
at each institution. This section provides a nonex-
haustive list of factors you might consider in
applying the S rating guidelines to a particular
institution.

Judgment in Assessing the Level of Risk

3 You will rarely, if ever, encounter some of the combinations
of risk management quality and level of risk shown in the
table (for example, an institution with unacceptable risk man-
agement practices, but a minimal level of risk). For the sake
of completeness, however, OTS shows al ceils of the matrix.

In assessing the level of IRR, the likelihood that
you will deviate from the guidelines in Table 2
increases in cases where the post-shock NPV ratio
and the interest rate sensitivity measure are both
near cell boundaries. For example, there is no
materia difference between an institution whose
post-shock ratio and sensitivity measure are, re-
spectively, 4.01 percent and 199 basis points and
one where they are 3.99 percent and 201 basis
points. The guidelines in Table 2, however, sug-
gest a 2 rating for the former and a 4 for the latter.
Clearly, you must interpret the row and column
boundaries of the cells in the table as transition
zones or gray areas, rather than as precise cut-off
points, between suggested ratings. As such, you
will more commonly deviate from the stated
guidelines in the vicinity of cell borders than in
their interior. Open-ended cells are ancther in-
stance where you will more commonly deviate
from the guidelines. For example, in assessing an
institution whose sensitivity measure is well be-
yond 400 basis points, you might very well
determine that its level of risk is higher than the
guidelines in the rightmost column of Table 2.

TABLE 3
S COMPONENT RATING GUIDELINES IN MATRIX FORM
Quality of Level of Interest Rate Risk
RiskManage- || vinimal | Moderate | Significant High
ment Risk Risk Risk Risk"™
Practices’
Well Controlied S=1 §=2 $=3 S=46r5
Adequately §=2 82 S=3 Sdor5
Controlled
Needs !m- S=3 S=3 S=3 S=4o0r5
provement
Unacceptable 85=4 8=4 8=4 S=40r5

‘Evaluate quality of risk management practices relative to an institution’s
size, complexity, and level of IRR.

**To receive a component rating of 5, an institution’s level of IRR must be
an imminent threat to its viability. Such an institution will typically have a
high level of 1RR and will have other serious financial problems that place it
in imminent danger of closure.

In applying the guidelines in Table 2, many con-
siderations may cause you to reach a different
conclusion than suggested by the guidelines. Such
considerations include the following:
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e Thetrend in the institution’s risk measures
during recent quarters.

e Thetrend in the institution’s risk measures
compared with those of the rest of the indus-
try in recent quarters. (Comparison with the
results for the industry as a whole often pro-
vides a useful backdrop for evaluating an
institution’s results, particularly during a pe-
riod of volatile interest rates.)

e Your level of comfort with the overall accu-
racy of the available risk measures as applied
to the particular products of the ingtitution.

e The existence of items with particularly vola-
tile or uncertain interest rate sensitivity for
which you want to allow an added margin for
possible error.

e The effect of any restructuring that may have
occurred since the most recently available risk
measures.

e Other available evidence that causes you to
favor a higher or lower risk assessment than
that suggested by the guidelines.

Judgment in Assessing the Quality of Risk
Management Practices

Base conclusions about the quality of risk man-
agement practices, in part, on the ingtitution’s
level of risk, with less risky institutions requiring
less rigorous risk management practices. Consid-
erations listed in the previous section, Judgment
in Assessing the Level of Risk, may therefore
cause you to modify your assessment of the in-
stitution’s risk management practices. In addition,
if changes have occurred in the institution’s level
of risk since the last evaluation, you may wish to
reassess the quality of the ingtitution’s risk man-
agement practices considering these changes.

Supervisory Action

If you need to take supervisory action to address
IRR, discuss the problem with management and

obtain their commitment to correct the problem as
quickly as practicable.

If deemed necessary, request a written plan from
the board and management to reduce interest rate
sensitivity, increase capital, or both. The plan
should include specific risk measure targets. If the
initial plan is inadequate, require amendment and
resubmission. Document the corrective strategy
and results and review progress at case review
meetings.

For institutions with composite ratings of 4 or 5,
the presumption of formal enforcement action
generally requires a supervisory agreement, cease
and desist order, prompt corrective action direc-
tive, or other formal supervisory action.

If an ingtitution’s IRR increases between exami-
nations, consider whether the increase warrants a
downgrade of the S component rating or the com-
posite rating. Require quarterly progress reports,
if necessary (more frequently if the situation is
severe). Where appropriate, require the institution
to develop the capacity to conduct its own mod-
eling.

Validation of OTS’s NPV Estimates

If the post-shock NPV ratio and the decline in the
NPV ratio indicate that an association may have
excessive |IRR, you should take steps to ensure the
accuracy of OTS’s NPV estimates.

You should check the data reported on Schedule
CMR for reporting errors that can invalidate the
NPV estimates. If you detect errors, the ingtitution
should correct the Schedule and recalculate NPV
estimates.

Methods to Reduce Interest Rate Risk

Ingtitutions that project declines in earnings and
net portfolio value when interest rates increase
may lower exposure by increasing the duration of
liabilities or decreasing the duration of assets. The
institution can accomplish this through portfolio
restructuring or hedging. Examples of measures
such ingtitutions might undertake include the fol-
lowing:

o Increase the proportion of short term and ad-
justable-rate loans in the portfolio.

o Replace short-term funding with longer-term
deposits and borrowings.
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« Retain core deposits, which are typically less
interest rate sensitive than CDs.

e Use derivative instruments, such as futures,
options, interest rate swaps, and caps, to
lower exposure to IRR. Management should
have a thorough understanding of these in-
struments before using them.

Although the majority of thrift ingtitutions are
exposed to rising interest rates, there are a number
of institutions that are exposed to falling rates.
These ingtitutions could lower their exposure by
restructuring their portfolios to lengthen the dura-
tion of their assets or decrease the duration of
their liabilities.

OTS publishes Selected Asset and Liability Pric-
ing Tables on a quarterly basis. The tables
provide estimated economic values of sdlected
assets and liabilities as calculated by OTS’s Net
Portfolio Value Model in each of the interest rate
scenarios described in TB 13a. Use the data in the
tables to estimate the effect on the association’s
NPV sensitivity of buying or selling a particular
asset or liability.

Evaluating Prudence of Interest Rate Risk
Limits

The basic principle to use in evaluating the pru-
dence of an indtitution’s risk limits is whether
they permit NPV to drop to alevel where the
post-shock NPV ratio and sensitivity measure
would suggest an S component rating of 3 or
worse under the guidelines for the Level of Inter-
est Rate Risk. Refer to Table 2.

Examples of Evaluating the Prudence of
Interest Rate Risk Limits

The following examples illustrate how to evauate
an institution’s IRR limits. In each example col-
umn [b] shows the IRR limits approved by the
institution’s board of directors. These specify a
minimum NPV Ratio for each of the interest rate
scenarios shown in column [a]. Column [c] shows
the NPV Ratios currently estimated for the insti-
tution for each rate scenario.

Institution A has a detailed set of IRR limits for
which the board of directors specifies a minimum
NPV ratio for each of the seven rate shock sce-
narios described in Part I1.A.10of TB 13a.

To assess the prudence of Ingtitution A’s IRR
limits, evaluate the risk measures permitted under
those limits relative to the guiddlines for the Leve
of Interest Rate Risk in Table 2. The post-shock
NPV ratio permitted by the institution’s board
limitsis 7.00 percent (from the +200 basis points
scenario in column [b], Institution A). The sensi-
tivity measure permitted by the limits is not
known. It depends on the actual level of the base
case NPV ratio, which will probably be higher
than the limit for the base case scenario.

Institution A
Limits and Current NPV Ratios
[ [b] | (]
Board Limits | Institution’s
Rate Shock (Minimum Current

(in basis points) NPV Ratios) NPV Ratios
+300 6.00% 10.00%

+200 7.00 11.50

+100 8.00 12.50

0 9.00 13.00

-100 10.00 13.25

-200 11.00 13.50

=300 12.00 13.75

Therefore, use the ingtitution’s current sensitivity
measure (based on OTS’s results or those of the
institution) in performing their evaluation. Insti-
tution A’s current sensitivity measure is 150 basis
points (13.00% - 11.50%). This is the difference
between the NPV ratios in the 0 basis points and
+200 basis points scenarios in column [c].

Referring to Table 2, the post-shock NPV ratio
allowed by the ingtitution’s limits falls into the
6% to 10% row, and its current sensitivity meas-
ure falls into the 100 to 200 basis points column.
The rating suggested by Table 2 is, therefore, a 1,
and you can probably consider Institution A’s risk
limits prudent.®

Institution B has identical IRR limits as Institution
A, but is considerably more interest rate sensitive

¢ This example assumes there are no significant deficiencies
in the ingtitution’s risk management practices.
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than Ingtitution A at the present time. Institution
B’s sensitivity measure is 450 basis points
(13.00% - 8.50%).

Institution B
Limits and Current NPV Ratios
[d] [b] [c]

Board Limits Institution’s

Rate Shock (Minimum Current
(in basis points) NPV Ratios) NPV Ratios
+300 6.00% 6.00%

+200 7.00 8.50

+100 8.00 11.00

0 9.00 13.00

-100 10.00 14.00

-200 11.00 14.50

-300 12.00 15.00

For purposes of applying the guidelines in Table 2
to the limits, the post-shock NPV ratio of 7.00
percent permitted by the institution’s board limits
fals into the 6% to 10% row. Its current sensitiv-
ity measure, however, fals into the Over 400 B.P.
column of Table 2. The rating suggested by the
guidelines is therefore a 3, and you can consider
Institution B’s risk limits not sufficiently prudent.
Even though its limits are identical to those of
Ingtitution A, its much higher current sensitivity
measure requires the support of a higher post-
shock NPV ratio than the minimum permitted by
the board limits.

Institution C
Limits and Current NPV Ratios
[a] [b] [c]

Board Limits Institution’s

Rate Shock (Minimum Current
(in basis points) NPV Ratios) NPV Ratios
+300 6.00% 6.00%

+200 6.00 8.50

+100 6.00 11.00

0 6.00 13.00

-100 6.00 14.00

-200 6.00 14.50

-300 6.00 15.00

Ingtitution C has the same current NPV ratios as
Ingtitution B. Its board of directors established the
ingtitution’s IRR limits as a single minimum NPV
Ratio of six percent that applies to all seven rate
shock scenarios. In assessing the prudence of
those limits, therefore, the post-shock NPV ratio

permitted by the limits is six percent. The current
sensitivity measure, like that of Institution B, is
450 basis points.

In applying the Table 2 guiddlines to the limits,
Institution C's post-shock NPV ratio isin either
the 4% to 6% or the 6% to 10% row. Its sensitiv-
ity measure is in the Over 400 B.P. column of
Table 2. The rating suggested by the table is,
therefore, a 3 or a 4, and so you can consider In-
stitution C's risk limits not sufficiently prudent.

Institution D
Limits and Current NPV Ratios
€] [b] [c]
Board Limits Institution’s
Rate Shock (Minimum Current
{in basis points) NPV Ratios) NPV Ratios
+300 3.50% 2.50%
+200 3.50 3.25
+100 3.50 3.75
0 3.50 4.00
-100 3.50 4,25
-200 3.50 4.50
-300 3.50 475

Ingtitution D has quite a low base case level of
economic capital, and its board limits recognize
that fact by permitting low NPV ratios. Further-
more, the ingtitution’s level of IRR currently
exceeds the board limits. The current NPV ratios
in the +200 and +300 scenarios are below the
board's 3.50 percent minimum. While you would
very likely express concern about that aspect of
the ingtitution’s risk management process, you
might still view the limits themselves as prudent.

To determine whether the ingtitution’s limits are
prudent, use the post-shock NPV ratio of 3.50
percent permitted by the limits and the institu-
tion’s current sensitivity measure of 75 basis
points (4.00% - 3.25%). In applying Table 2, the
post-shock NPV ratio permitted by the limits falls
into the Below 4% row and the current sensitivity
measure fals into the 0 to 100 basis points col-
umn. The rating suggested by Table 2 is therefore
a 2, and if Institution D’s sensitivity measure has
been consistently low, you might view its risk
limits prudent. Because of the critical importance
of the sensitivity measure in this determination,
you might well arrive at a different conclusion if
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you lack assurance that the ingtitution can main-
tain that measure at its current, low level.

Thus, if the sensitivity measure has been volatile
in the past or if you have concerns about the
quality of the ingtitution’s risk management prac-
tices, you might well conclude that the risk limits
are not sufficiently prudent.
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Interest Rate Risk Management
Program

Examination Objectives
To determine compliance with TB 13a.

To determine if the interest rate risk (IRR) exposure limits set by the institution are prudent and if the insti-
tution is operating within those limits.

To identify weaknesses in the IRR measurement systems, internal management reporting, or internal con-
trols.

To determine if the level of IRR is excessive.
To evauate plans for reducing excessive IRR.

To summarize findings and initiate corrective action as necessary.
Examination Procedures WKkp.R€f.
Level |

1. Review scoping materias applicable to IRR, including the NPV sensitivity analysis in
the most recent IRR Exposure Report. If other examiners performed the review of
these scoping materials, obtain a written or oral summary of the review(s). Review any
monitoring information. Obtain the modeling folder (if any) from previous analyses
performed on the ingtitution.

2. Obtain and review the ingtitution’s written policies, procedures, and strategic plans
governing IRR, along with the institution’s overall business plan.

o Briefly describe the genera philosophy of the IRR policy. Is it consistent with the
business plan?

« Ensure that the policy contains the authorizations described in TB 13a. Specificaly,
ensure that the policy:

— Delegates responsibility for the management of IRR.

— Contains the authorizations and restrictions governing the following items:
* Trading activities
*  Use of derivative and synthetic instruments

* Hedging strategies.

Exam Date:
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WKp.Ref.

— Specifies both the contents of management’s report to the board on IRR
and the frequency with which the board receives the report.

o Does the policy contain IRR exposure limits in terms of changes in NPV in the six
aternate interest rate scenarios (+/- 100, 200, and 300 basis points)? What are
those limits?

« Are the exposure limits prudent given the institution's capital level, NPV ratio,
management ability, and the exposure norms exhibited by similar institutions and
the rest of the industry? (If you do not consider these limits prudent, you should
work with management and the region’s IRR contact to determine appropriate
limits. Present revised limits to the board and use them to evaluate the associa-
tion's level of IRR.)

3. Determine if the institution’s IRR exposure (as measured either by OTS or internaly)
is in compliance with the limits set by the board. (If the institution has assets in excess
of $1 billion or holds high-risk mortgage-derivative products, it is responsible for gen-
erating its own estimates of NPV sengitivity.)

« What action did the institution take when it discovered noncompliance with the
exposure limits?

o Has OTS previously recommended corrective action? If so, has management cor-
rected the problems?

4. If the association uses its own model to generate NPV sensitivity estimates, it must
make an effort to explain differences between those estimates and the estimates of
OTS’s modd if the:

o Differences between the two are substantial.

o OTS egtimates exceed the exposure limits, but the internal estimates do not. See
Appendix B for a discussion of reasons for differences between OTS estimates and
internal estimates.
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5. Does management report to the board of directors at the frequency specified in their
IRR policy (at least quarterly) regarding the sensitivity of NPV to changes in interest
rates? Do these reports contain al information required by the IRR policy?

6. Complete Level Il procedures if :

+ IRR exposure is high.
o More than two years have passed since a Level 1l exam.

o Levd | procedures raise some concern about IRR management.

Level Il

7. Assess the soundness of the association’s measurement of IRR relative to the size of
the association and the complexity of its balance sheet.

Note: If the association has at least $1 billion in assets or holds high-risk mortgage-
derivative products, it must produce its own measure of NPV sengitivity. It may sup-
plement these measures with other measures of IRR. (If TB 13a requires the ingtitution
to establish its own measurement system, and it has not done so, inform your IRR
contact immediately and highlight this failing in your examination comment.)

If the association has less than $1 billion in assets and does not hold high-risk mort-
gage-derivative products, it may rely solely on the measure of NPV sengitivity
produced by OTS Washington for IRR measurement.

o For measures of IRR generated by the association:

— Does the method used include all appropriate assets, liabilities, and off-
balance-sheet items? Is the information accurate?

— Avre there any material comments about the quality of the model used to esti-
mate IRR (that is, comments about the methodology, data, or assumptions
used)? Specificaly:

Exam Date:
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* |s the model adequate given the size of the association and the complexity
of its balance sheet? See Requirements for TB 13a NPV Models in this
Section of the Handbook.

*  |s management able to explain satisfactorily any magjor differences be-
tween its results and those of OTS's model? (If questions arise regarding
the reasonableness of the assumptions or methodology used, contact your
region’s IRR contact to ensure proper review of the adequacy of the insti-
tution’s measurement system.)

o For associations using only OTS's model results:

— Vadlidate OTS's NPV sengitivity estimates. Are there any material comments
about the appropriateness of the assumptions made in OTS's model to the as-
sociation? Does OTS's analysis appear to be a reasonable depiction of the
institution’s IRR?

8. Inview of the now-validated estimates of IRR, do you view this risk excessive? See
the Measurement of IRR discussion in this Section for guidance.

9. Review management’s IRR strategy.
o What are the gods of the strategy? Are they consistent with board policy?

« Does management have sufficient expertise to implement its strategy?

10. Review the system of limits and controls over operations, and interna reporting used
by management to ensure compliance with the board's limitations on IRR exposure.

« Does management place specific controls on capital market activities? Have there
been violations of these controls?

o Areinternal IRR reporting systems sufficiently clear, comprehensive, and timely
to permit effective management of IRR and to ensure compliance with board poli-
cies?

o Does management demonstrate the reasonableness of assumptions used in IRR
analysis?

Exam Date:
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11. Assess management’s ability to control the institution’s exposure to IRR.

« Does management have the knowledge and expertise necessary to develop and im-
plement effective asset and liability strategies?

12. Has IRR increased since the last examination? What were the primary sources of the
increase? Was this activity consistent with board policy and management’s stated
strategy on IRR?

o Based on areview of pro-forma financial statements, assess whether the institution
plans any major changes in activities and, if so, what is the effect on the institu-
tion's risk profile?

13. Review Schedule CMR to determine that the institution reports assets, liabilities, and
off-balance-sheet instruments properly. Conduct an analysis of al instruments for
which OTS’s NPV estimates may be deficient or for which you believe the ingtitution
has more accurate estimates, and make adjustments where necessary.

14. Conduct the Levd |1l procedure if:
e You are considering supervisory action for excessive IRR.

o The indtitution is appealing your supervisory action.

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

Exam Date:
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16. Where you deem the levd of IRR is excessive, present findings to management or the
board of directors, along with any criticisms of management’s ability to measure or
manage IRR. Instruct management to provide OTS with a board authorized plan to re-

duce the level of IRR to an acceptable level and to remedy deficiencies in IRR
measurement or management.
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MODELS OF INTEREST RATE RISK
Analysis of Net Interest Income Sensitivity

Measures of interest rate risk (IRR) require reli-
able information on the amount and timing of the
cash flows generated by an ingtitution’s assets,
liabilities, and off-balance-sheet instruments. Be-
cause we do not always know this information
with certainty, we make assumptions to perform
the analysis. Depending on the type of analysis,
these assumptions may include how:

e Market interest rates will change (over the
period of anaysis).

e Mortgage prepayment rates, deposit decay
rates, and mortgage commitment “fallout
rates’ vary with interest rate changes.

¢ Management will administer interest rates
that are under its control (such as loan rates
and rates on retail deposits), when the general
level of interest rates changes.

¢ Management will reinvest interest and princi-
pa cash flows.

Ingtitutions commonly use two types of models to
estimate the interest rate sensitivity of net interest
income (NII): maturity gap models and NIl simu-
lation models. Likewise, there are two types of
models commonly used to estimate the sensitivity
of net portfolio vaue (NPV):

o Duration gap models.
o« NPV simulation models.

Maturity gap and simple duration gap models are
similar in that they implicitly make assumptions
about the way interest rates and cash flows be-
have. Perhaps the most serious shortcoming of
these models is that they assume that cash flows
do not change in response to interest rate changes
For example, the model assumes that adjustable-
rate loans do not reprice again after their next re-
set and that mortgage prepayment rates and
deposit decay rates do not vary. The result is that
the estimated change in NIl or the change in the
NPV of the ingtitution is the same for a given in-
crease in rates as it is for an equivalent decrease.

However, in redlity, the prepayment option em-
bedded in mortgage assets results in asymmetric
price changes for mortgages. That is, price in-
creases when rates fall tend to be less than price
declines when rates rise. The value of most thrift
portfolios shows a similar sensitivity. We cannot
accurately estimate this sensitivity by gap or du-
ration models that assume that cash flows are the
same in al interest rate environments.

NIl and NPV ssimulation models, on the other
hand, permit these assumptions to vary, but nec-
essarily rely more heavily on the analyst to make
choices about certain behavioral relationships
incorporated into the model. Even though these
models rely more heavily on parameters set by
analysts, NIl and NPV simulation models can be
much more accurate than their less sophisticated
counterparts, if we use appropriate assumptions.
When assessing any measure of the IRR of an
association, you should carefully evaluate the rea-
sonableness of the assumptions used in the
analysis.

Maturity Gap Models

Maturity gap is relatively easy to calculate, com-
pared with other measures of IRR. During the
1980s, “gap” was the most commonly used meas-
ure of IRR in the thrift industry.

Maturity gap analysis measures the difference
between the dollar value of assets and liabilities
maturing or repricing during a given time period.
We often express the dollar gap as a percentage of
assets. When multiplied by a hypothetical change
in interest rates, the dollar maturity gap gives a
rough estimate of the effect of such a rate change
on net interest income.

To caculate the maturity gap, principal balances
of interest-earning assets and interest-bearing li-
abilities are categorized by maturity/repricing
intervals or “buckets’ (for example, under one
year, one-to-three years), depending on when the
institution receives the principal cash flows or
when they adjust the interest rate. In more so-
phisticated gap models, the institutions adjust
timing of the principal cash flows by incorporat-
ing the effects of loan amortization, mortgage
prepayments, core deposit decay, and the effects
of off-balance-sheet hedging instruments.
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As an example of a maturity gap calculation, as-
sume that an association with $10 million in
assets estimates that $3 million of those assets
will “reprice” during the next year (by having
principad mature, prepay, amortize, or having the
coupon adjust). Further, the model estimates that
$6 million of liabilities will reprice during this
time. This ingtitution has a “one-year gap” equal
to negative 30% [($3m - $6m)/$10m].

GAP = ($Assets Repricing) - ($Liabilities Repricing)
$Total Assets

To estimate the effect a change in interest rates
has on an ingtitution’s interest margin, multiply
the hypothetica rate change by the gap as a per-
cent of assets. For example, the estimated effect
of a one percent rise in interest rates on net inter-
est income over the next year would be
approximately 0.30 percent or 30 basis points

(1 .0% x -30% = -0.30%). Given assets of $10
million, this decrease in interest margin would
translate to a reduction in NII of $30,000 over this
period.

Although maturity gaps are relatively easy to
measure and provide a rough measure of NIl sen-
sitivity, they have a number of well known
shortcomings, including the following:

« Maturity gap models typically focus exclu-
sively on near term NII. This focus hides the
risk to NIl of longer term repricing mis-
matches.

« The repricing intervals chosen for analysis are
arbitrary, and there may be significant mis-
matches within a repricing interval that will
be ignored in the analysis. The most common
repricing intervals analyzed by thrift institu-
tions are the one-year gap and the one- to
three-year gap. A cash flow to be received in
one year should have a different effect on in-
terest rate exposure of an institution than an
identical cash flow received in two and one-
half years. Yet the one- to three-year gap
model would treat these two cash flows as
equivalent in terms of their effect on the IRR
of the ingtitution.

o Using maturity gaps to estimate the change in
NIl resulting from a change in interest rates
assumes al interest rates change by the same

amount — an unlikely occurrence. When the
general level of interest rates increases by one
percent, for example, some interest rates, such
as those paid on passbook savings accounts,
typically increase by a smaller amount, if at
al.

o It isnot possible to properly incorporate the
effect of exchange-traded options or the op-
tions embedded in many financia
instruments, such as early withdrawal options
on CDs, the caps and floors in ARMs, and
mortgage prepayment options. These options
have a significant effect however, on the rate
sensitivity of a financial instrument; neglect-
ing to incorporate them into the analysis will
misstate the IRR of an ingtitution.

NII Simulation Models

NIl simulation models project interest related
cash flows of all assets, liabilities, and off-
balance-sheet instruments in an ingtitution’s port-
folio to estimate future net interest earnings over
some chosen period of time. Analysts often refer
to these models as “dynamic” NIl simulation
models. This is because you can build into the
model changes in operating strategies, relative
interest rates, early withdrawal of deposits, and
prepayments.

Analysts calculate NIl sengitivity as follows:

e Project base case NIl for the current interest
rate environment.

e Project cash flows for each instrument using
assumptions about amortization characteris-
tics, prepayment rates on mortgages, and
deposit decay rates.

e Make assumptions about how to reinvest the
principal and interest cash flows received
during the period.

Next, run various simulations under aternative
interest rate scenarios. For example, many models
estimate the value of NII over the next yesr, if
interest rates were to increase or decrease by one,
two or three percent. As in the base case scenario,
interest cash flows are projected over the period
of analysis, and will depend on assumptions about
deposit decay rates, prepayment rates, and on how
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we assume rates on adjustable-rate loans and de-
posits change in each interest rate scenario. To
project how the coupons on adjustable-rate assets
will change, analysts need information on the
time to first reset, reset frequency, and the pres-
ence of any rate caps or floors.

The larger the differences in projected earnings
between the base case and the alternative interest
rate scenarios, the higher the level of IRR.

NIl Simulation offers the following advantages:

o NIl simulation models can provide more ac-
curate estimates of the effect of changing
interest rates on the future interest income of
instruments with embedded options by vary-
ing prepayment rates according to the interest
rate scenario being smulated. We similarly
assess the value of other embedded options
(for example, lifetime caps on ARMs) and
off-balance-sheet instruments in ingtitutions
portfolios.

e We can assume interest rates on different in-
struments change by different amounts when
there is a change in the generd level of inter-
est rates. For example, we can assume
changes in rates on core deposits lag behind
changes in other rates.

Simulation analysis also has this disadvantage:

o NIl models that project NIl over long periods
should take the time value of money into ac-
count. Like gap analysis, NIl simulation
models typically measure the effect of a
change in interest rates over only short peri-
ods of time such as one year. Models that do
project NIl over longer periods of time some-
times aggregate these future cash flows in a
manner that implies that cash flows received
in the distant future are as valuable as those
received in the near future. For example, a
model may indicate that if rates increase by
one percent an institution will lose $100 dur-
ing the next year but will gain $100 in year
two of the analysis. In fact, the present value
of the $100 received in two years is less than
the value of $100 received in year one.

Analysis of the Sensitivity of Net Portfolio
Value

The net portfolio value N, equals the estimated
present value (or economic value) of assets, A,
less the present value of liahilities, L, plus or mi-
nus the present value of al off-balance-sheet
items, O.

Net Portfolio Vaue
N=A-L+O

Analysts commonly use two types of models to
analyze the sensitivity of net portfolio value, the
duration gap model, and the NPV sensitivity
model. Both models require detailed information
on the amount and timing of al future cash flows
deriving from all financial instruments in the port-
folio as well as the specification of appropriate
discount rates.

Duration Gap Analysis

Duration gap is the difference between the
weighted-average duration of assets and liabili-
ties, adjusted for the net duration of all oft-
balance-sheet instruments. It is a measure of the
percentage change in the NPV expected if interest
rates were to change by one percent. This measure
is a point estimate, and is accurate for only small
changes in interest rates.

To calculate the duration gap, analysts separately
calculate the duration of each item in the portfo-
lio. Analysts weight the duration, D, of each
instrument by the ratio of its market value to the
net value of the portfolio, and net the weighted
durations of all assets, liabilities, and off-balance-
sheet instruments as follows:

Duration Gap
Dy = DA(A/N) - Di(L/N) + Do(O/N).

There are severa different forms of the duration
measure including ssimple (or Macaulay) duration
and modified duration. Modified duration is the
measure most often used to calculate the duration
gap, and because it requires calculation of smple
duration, we describe both measures below.
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Simple Duration

Simple duration was developed to provide a
measure of the average time to receipt of the cash
flows of afinancia instrument. It measures the
weighted-average time until payments are re-
ceived, where the weights are the proportion of
the total present value of the instrument received
in each period.

Calculation of the simple duration of an instru-
ment requires three steps. First, calculate the
present value of each cash flow (principa and
interest) by discounting them by the instrument’s
required yield. (The sum of these present values
equals the estimated price or market value of the
instrument.) Second, multiply each present value
by the number of years until it occurs, and sum
these time-weighted present values. Third, divide
the sum of the time-weighted present values from
step two by the sum of the unweighted present
values from step one.

Modified Duration

Modified duration is a measure of the interest rate
sensitivity of an instrument, and obtained by mul-
tiplying simple duration by -l/(1+r). Modified
duration indicates the expected percentage change
in an instrument’s price for a given change in the
required yield of the instrument.

% AP =(-D/14r) x At

where D = duration of the instrument
P = price of the instrument
r = required yield of the instrument
A represents “the change in.”

For example, if aliability had a modified duration
of 4, we could expect the price of the liahility to
decline by .04 percent (.0004) for each basis point
increase in interest rates. After caculating the
duration of each item in the portfolio each instru-
ment’s duration is weighted by the ratio of the
market vaue of that instrument to the NPV, and
netted.

Drawbacks of duration gap analysis include the
following:

Duration gap can be difficult to calculate. The
problem lies in obtaining economic values for
each instrument. If the analyst cannot obtain
market price quotes, they may calculate the
economic values using present value analysis,
described in the next section on the NPV sen-
gitivity model. Sometimes analysts use book
values to calculate the duration gap when they
cannot get or easily estimate market values.
When economic values diverge significantly
from book values, the use of book values may
result in significant error in the estimation of
the interest rate sensitivity of portfolio vaue.

Duration gap analysis provides accurate esti-
mates of price sensitivities of instruments
only for small changes in interest rates, say,
less than 100 basis points. Maodified duration
assumes the percentage price change due to a
rate change of a given magnitude will be the
same when rates rise or fall (although oppo-
site in sign). This is not true, however, when
rates change by a large amount.

For a simple bond with no embedded options
(such as a noncallable Treasury security), a
large decrease in rates will result in a larger
percentage increase in price than the percent-
age decrease in price that would result from
an equal increase in rates. We call this phe-
nomenon convexity. The analysis is further
complicated when analyzing financial instru-
ments with embedded options such as
mortgage loans. Because borrowers tend to
prepay their loans when refinancing rates fall
below the coupon on the loans, the value of
the loan will not rise as much as it would have
had borrowers not prepaid (negative convex-

ity).

Duration does not take the shape of the yield
curve into account. Analysts usualy calculate
the present values in the modified duration
computation using the same discount rate (the
required yield) for each future cash flow irre-
spective of when that cash flow will occur.
This causes the model to overvalue long ma-
turity cash flows and undervalue short
maturity cash flows, biasing the estimated du-
ration.
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NPV Sensitivity Analysis

The measure of IRR deemed most important by
OTS s the sensitivity of the NPV to changesin
interest rates. We define an ingtitution’s NPV as
the present value of assets minus the present value
of liabilities plus the net market value of off-
balance-sheet contracts. The sensitivity of NPV is
the change in an association’s NPV that would
result from a shift, or shock, in the term structure
of interest rates, say, by plus or minus 100 basis
points.

Unlike simple duration gap, we use this measure
to estimate the change in economic value for sub-
stantial changes in interest rates, like 100 or 200
basis points or more. These larger changesin in-
terest rates alow the measure of IRR to depict the
thrift’s economic exposure across a wider range
of possible outcomes.

We devote the remainder of this section to a brief
overview of NPV sensitivity anaysis. In particu-
lar, we discuss two methods of measuring the
economic value of financia instruments. For
more details on this type of analysis, see The OTS
Net Portfolio Value Model manual.

Items Included in the NPV _Measure

NPV should include the estimated present vaue
(or economic value) of al existing assets, liabili-
ties, and off-balance-sheet items in an
ingtitution’s portfolio. For example, it does not
include the value of new loans the management
estimates it would make under the various interest
rate environments, or the value of new deposit
accounts they believe they would attract. It does
include, however, the value of al existing off-
balance-sheet instruments.’

For their internal use, institutions can produce
estimates of the interest rate sensitivity of their
portfolios on a going concern basis, taking into
account future business. For TB 13a purposes,

"Most off-balance-sheet instruments will be included
on the balance sheet in the future with the adoption of
FASB 133.

however, NPV should include only the value of
existing instruments.

Measuring NPV: Static Discounted Cash Flow
Approach

We estimate the value of a financia instrument by
projecting the amount and timing of the future net
cash flows generated by the instrument, and dis-
counting those cash flows by appropriate discount
rates. We commonly refer to this procedure as
discounted cash flow analysis, or present value
analysis. The basic formula for the present value
of afinancia instrument is as follows:

PV = CFy(14i)) t CFJ(1+? +...+ CFuf(14in)n

where CF, is the estimated amount of the first
cash flow generated and i, is its discount rate. The
discount rate used for each projected cash flow is
the yield currently available to investors from
cash flows resulting from alternative instruments
of comparable risk and duration.

The accuracy of any valuation derived from the
discounted cash flow analysis depends on the ac-
curacy of both the cash flow estimates and the
discount rates used. We must estimate these cash
flows and discount rates not only for the current
scenario, but for each of the alternate interest rate
scenarios being estimated.

1. Estimating Cash Flows

The institution must estimate cash flows of al
instruments separately for each interest rate sce-
nario. The cash flows of many financia
instruments held by ingtitutions change depending
on the course of interest rates. It is not acceptable
for ingtitutions to estimate the cash flows of these
instruments for the base case and assume the in-
struments will realize those same cash flows in
the aternate interest rate environments. NPV
models should take account of the fact that cou-
pons on adjustable-rate loans and deposits,
mortgage prepayment rates, and core deposit de-
cay rates will change depending on the interest
rate scenario. Institutions should document the
mortgage prepayment rates and deposit decay
rates assumed in each interest rate scenario.
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To the extent possible given their data systems,
institutions should use disaggregated data to esti-
mate the market value of the instruments in their
portfolio. If sufficient information were available,
institutions could value each loan, deposit, etc.,
separately by using information on amortization,
coupon, maturity, and any options embedded in
the instrument to estimate future cash flows.
While it is usualy not practical or necessary for
institutions to disaggregate to the level of individ-
ual loans and deposit accounts, ingtitutions should
disaggregate instruments to the extent practical,
grouping similar instruments together. OTS’s
NPV model and Schedule CMR guides the insti-
tution as to the minimum acceptable leve of

disaggregation.

Examples:

e Stratify fixed-rate mortgages into several
coupon ranges (for example, seven to eight
percent, eight to nine percent, etc.).

e Segregate adjustable-rate mortgages by index
type, adjustment frequency, and distance to
the lifetime cap. For example, value loans
very close to their lifetime cap separately
from loans with rates two percent from their

cap.

e Segregate deposits by type, such as fixed-
maturity deposits, MMDAs, transaction ac-
counts, and passbook accounts. This
stratification permits the application of ap-
propriate parameters (prepayment rates, decay
rates, etc.) to each type of instrument and will
result in more accurate economic value esti-
mates.

Under each interest rate scenario, we assume a
single path of future interest rates based on future
rates implied by the current term structure of in-
terest rates. (In fact, analysts refer to this analysis
as “datic” cash flow analysis, because each sce-
nario depicts a single hypothetical path of interest
rates, as opposed to the numerous paths used in
the option-adjusted spread [OAS] analysis de-
scribed below.) The modd calculates cash flows
within each scenario based upon the assumed path
of interest rates depicted in that scenario.

Cash flows may differ across scenarios for two
reasons. First, loan prepayment and deposit attri-
tion rates will differ, since borrowers and
depositors will make different decisions about
these actions under different interest rate envi-
ronments. We model such differences in customer
behavior by specifying a relationship between the
interest rate scenario and the rates of prepayment
and attrition, thereby changing the magnitude and
timing of principal and interest cash flows. Sec-
ond, the magnitude of interest cash flows differs
across scenarios as adjustable-rate instruments
(such as ARMs or MMDAS) reprice in future pe-
riods and receive different future coupon rates
under different scenarios.

2. Discount Rates

The rate used to discount a cash flow should rep-
resent the yield obtainable in the market for a
cash flow of similar maturity and risk.

There are two common methods for arriving at the
discount rates for a particular instrument. The
simpler method is to discount every projected
cash flow by the yield of comparable instruments.
In this case, each “i” in the previous equation
would equal the current market yield of the in-
strument whose cash flows are being discounted.

A more complex, and more accurate method is to
use non-constant discount rates based on the
yields of zero-coupon instruments with maturities
equal to those of each respective cash flow. In
practice, analysts calculate for each cash flow a
discount rate that has two components, a risk-free
component, represented by the zero-coupon
Treasury yield for the same maturity, and a fixed
spread, which compensates investors for prepay-
ment, credit, and liquidity risk. Analysts calculate
the fixed spread as that increment to each of the
risk-free components that causes the sum of the
discounted cash flows to equal the observed mar-
ket price of the instrument.

For either of the methods used, analysts typically
adjust the discount rates in the alternate interest
rate scenarios by adding or subtracting the amount
of the interest rate shock (for example, for a plus
100 basis point scenario, add 100 basis points to
each discount rate).
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Measuring NPV: Option-Based Pricing

An option-based pricing approach is a more so-
phisticated approach to valuing assets (and, less
frequently, liabilities) that contain embedded op-
tions. OTS uses this approach in the Net Portfolio
Vaue Model to value mortgages and related as-
Sets.

The most important options in thrifts' portfolios
are the prepayment options in mortgages and
mortgage-related securities and the caps and
floors in adjustable-rate mortgages. When mort-
gage rates fall, mortgage prepayments typically
accelerate, forcing associations to reinvest the
proceeds at lower yields. Interest rate caps and
floors prevent the coupon rates of adjustable-rate
loans from moving above or below a certain level
when interest rates change. Both of these types of
options can have a significant effect on the inter-
est rate sensitivity of the instruments in which
they are embedded.

In large part, the values of these options depend
on the volatility of interest rates. When mortgage
rate volatility increases, homeowners are more
likely to prepay their mortgages. Higher volatility
means there is a greater chance that mortgage
rates will fall sufficiently below the rates on ex-
isting mortgages so as to induce prepayment.
Likewise, the greater the volatility of the index on
which adjustable-rate loans is based, the more
likely that any rate cap or floor will constrain the
coupon.

Option-based pricing models use an interest rate
simulation program to generate numerous
(hundreds or thousands) random interest rate
paths that, in conjunction with a prepayment
model, are used to estimate mortgage cash flows
along each path. The model then discounts these
cash flows and averages to arrive at a single
mortgage price.

OAS models provide more accurate estimates of
the value of these embedded options (and, there-
fore, of the mortgages themselves) than static
discounted cash flow models. In a static cash flow
analysis, the option has no value unless it isin the
money (that is, the holder will exercise the pre-
payment option because rates have falen and the
homeowner chooses to refinance, or the rate cap
or floor is effective). In fact, like exchange-traded
options, these options have vaue even when they
are not in the money, because it is possible they
will be in the money at some future date. Market
participants will, therefore, pay more or less for
the instrument containing the option depending on
the likelihood of exercise.

The sengitivity of NPV is a valuable measure of
IRR, because it estimates how the economic value
of an institution changes when interest rates
change. In addition, the results are easy to inter-
pret. It is, however, a complex measure that
requires extensive modeling, and, as with any
measure of IRR, the results are sensitive to the
assumptions used.

OTS developed a computer mode!, called the Net
Portfolio Vaue Model, that produces estimates of
NPV sensitivity for each institution on a quarterly
basis, as part of their Interest Rate Risk Exposure
Report. Institutions with less than $1 billion in
assets may use these estimates to comply with TB
13a. In addition, OTS uses these estimates to as-
sess an association’s IRR and to determine their
compliance with TB 13a. For more detail on
OTS’s Net Portfolio Value Model or NPV sensi-
tivity analysis in general, see The OTS Net
Portfolio Value Model manual, or call the IRR
contact person in your region.
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Reconciliation of the OTS NPV
Sensitivity Estimates and Thrifts’ TB
13a Estimates with Institution’s Own
Estimates

TB 13a requires that institutions with more than
$1 billion in assets and smaller ingtitutions that
invest in high-risk mortgage-derivative products
produce quarterly estimates of the interest rate
sensitivity of their NPV. Institutions should be
able to explain differences between the OTS es-
timates of NPV sensitivity and their own
estimates if:

e There are substantia differences between the
two sets of estimates.

¢ OTS's estimates exceed the institution’s in-
ternal exposure limits, even though the
institution’s own estimates do not.

Some ingtitutions that have attempted to reconcile
their own estimates and the OTS estimates found
that the differences are often the result of incon-
sistencies in input data for the two models.
Institutions often have separate systems for gath-
ering data for TFR reporting and for input into
their own NPV models. The input data formats
and levels of aggregation required for a given in-
gtitution’s model are likely to differ from those
required by Schedule CMR. Ingtitutions should, at
a minimum, ensure consistency between the two
models regarding the input data for totals of broad
categories of assets and liabilities (for example,
total current-index ARMs or total transaction ac-
counts).

In addition to inconsistencies in input data, differ-
ences in methodologies for valuing financia
instruments can cause significant differences be-
tween an ingtitution’s estimates and those of OTS.
Two areas where differing methodologies can
have a large effect are in the valuation of mort-
gages and core deposits. The manner in which the
valuation methodology treats the mortgage pre-
payment option, and especialy the interest rate
caps in ARMs, can have a significant effect on the
estimated price sensitivity of mortgages and the
resulting NPV sensitivity estimates.

On the liability side, core deposit values can vary
significantly depending on how fast the rate paid
on deposits changes with changes in market rates
and how fast existing balances shrink (decay)
over time. Moddls that assume different decay
rates (from those used by the OTS Model) result
in different economic value estimates for core
deposits. Some have argued that their core depos-
its do not decay; that new accounts replace those
that are closed. The OTS estimate of NPV in-
cludes only existing assets, liahilities, and off-
balance-sheet instruments. The assumption that
any maturing asset or liability is replaced may
result in NPV sensitivity estimates significantly
different from the OTS estimates. Further, the
OTS estimates include only those assets, liabili-
ties, and off-balance-sheet activities that result in
identifiable cash flows and, therefore, do not in-
clude the value of goodwill.

To help ingtitutions determine the source of dif-
ferences between OTS's NPV sensitivity
estimates and their own, OTS publishes quarterly
the Selected Asset and Liability Price Tables.
These tables list the estimated economic values of
various financia instruments calculated by the
OTS model in each of seven interest rate envi-
ronments described in TB 13a. For example, an
institution could use the tables to compare the
value estimated by the OTS modd for a fixed-rate
mortgage loan with a remaining maturity of 300
months and a coupon of 8 percent, in each of the
interest rate environments, with the value calcu-
lated by its own model. (Consult The OTS Net
Portfolio Value Model manual for a detailed de-
scription of the valuation of individual classes of
assets and liabilities and a full description of what
OTS includes in the NPV measure.)

You may determine that the methodologies and
assumptions, for example, on mortgage prepay-
ment rates and deposit decay rates, used by an
institution's model are more appropriate for that
particular institution than those used by OTS's
model. You may accept the association’'s esti-
mates as the more accurate estimate of the
institution’s NPV sengitivity. If you determine
that the institution uses inappropriate methodolo-
gies or assumptions, you may rely soldly on OTS
estimates.
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