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Summary: This bulletin provides an update to Thrift Activities Regulatory Handbook Section
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Regulatory Bulletin 32-29
SUMMARY OF CHANGES

OTSisissuing an update to Thrift Activities Handbook Section 430. Change bars in the margins
of the handbook sections indicate revisions. We provide a summary of substantive changes below.

430 OperationsAnalysis

Off-Site Monitoring: Updates the discussion.

Components of Earnings. Technical changes to delete references to goodwill amortiza-
tion.

Earnings Analysis. Revises the first paragraph to include securitizations and subprime
lending to types of business an ingtitution might be engaged in. Adds a new section, Qual-
ity of Earnings, to discuss methods of analyzing the quality of reported earnings and spe-
cific types of management practices that may overstate or understate income. We discuss
the effects on earnings from the accounting for securitization transactions, goodwill, and
negatively amortizing loans.

References: Adds FASB and AICPA references.
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Program: Adds three Examination Objectives to include review of the adequacy of poli-
cies and procedures, evaluations of the quality and the sources of earnings, and areview
of the association’s financia performance. Adds new Level | Examination Procedures
numbers 3 and 10, and expands 4, 5, and 7. Moves Level | procedures Nos. 8, 9, and 14
to Level 1. Moves Level Il procedure Nos. 17 and 18 to Level I11. Adds new Level 11
procedure No. 18. Adds new Level 111 procedures Nos. 23 thru 25 for examining earnings

from securitization transactions.

—Scott M. Albinson
Managing Director, Supervision
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CHAPTER: Earnings
SECTION: Operations Analysis

Section 430

INTRODUCTION

All phases of the regulatory process, from off-site
monitoring between examinations to the final Re-
port of Examination (ROE), involve some form of
operationa analysis. Operational anaysisisthe
interpretation of financia data through careful and
guestioning study. An analysis of operations
should result in a comprehensive review and
evaluation of a savings association’s past, current,
and prospective earnings. To maintain an associa
tion’s viability and to minimize risks to the
Federa deposit insurance funds, it is essential that
you recognize and report problems or potential
problems, and that the association takes corrective
action. This Handbook Section provides guide-
lines for reviewing and evaluating the financia
operations of an association.

Importance of Earnings

Earnings are essential to a savings association’s
continued viability. An association’s earnings de-
termine its ability to absorb losses, ensure capital
adequacy, and generate a reasonable return. Y ou
should evaluate an association’ s operations for
stability, trend, level, and quality of earnings. Y ou
should also analyze additiona factors, such as
capital level, credit risk, and interest rate risk, to
thoroughly evaluate an association’ s operations.

Importance of Earningsfor Mutuals

Mutuals accumulate capital through earnings.
When you determine an Earnings rating for a mu-
tual savings association, you must consider the
adequacy of the earnings relative to the need for
capital. Y ou should not assume that lower earn-
ings are indicative of a poorly run ingtitution.
Mutuals generally have lower earningsthan a
similarly situated stock association. If manage-
ment of awell-run mutual with few growth
opportunities and an extremely high capital base
has low earnings, such earnings, if stable and con-
sistent, may be adequate to maintain capital.
Accordingly, mutual thrifts with marginal capital
levels or a higher-risk business plan may need to
retain more earnings to maintain adequate capital

because generally mutuals cannot raise more capi-
tal except from retained earnings.

Examination Process

The review of a savings association’s operations
and financial condition is a continuing process.
The preexamination analysis and scoping process
identify existing or potential problem areas requir-
ing attention. A comprehensive on-site analysis
substantiates and assesses current and prospective
earnings. A well-performed analysis not only pro-
vides an understanding of an association’s
operations, but also identifies matters of existing
or potential concern. Y ou can use the analysisto
facilitate corrective action that will avert problems
or prevent existing problems from worsening.

When analyzing financial statements, avoid undue
precision or spending excessive time on immate-
ria amounts. Most importantly, you should
congtantly maintain a sense of the examination
objectives. Since earnings reflect a savings asso-
ciation's overall financial condition, you must be
aware when examining an association of the ex-
tent of existing or potentia problem areas outside
the purview of operations analysis. As such, you
must maintain a constant flow of communication
with individuals working on other examination
areas to affect a cohesive and comprehensive re-
view.

Finally, such matters as reporting errors, incom-
plete information, or deficient accounting
procedures may hinder or prevent an accurate
evaluation of a savings association’s operations. A
thorough analysis depends on accurate and reli-
able information and is an extension of reviews of
an association’ s financial records and reports
(Handbook Section 410) and accounting stan-
dards.

Information presented in this Section will en-
able you to accomplish the following
procedures: Establish the scope of the financia
analysis aspect of the examination. Section
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060, Examination Strategy, Scoping, and Man-
agement, provides specific guidance on
establishing the scope of the examination.

Identify practices that are potentially unsafe
and unsound and formulate a regulatory re-
sponse.

Assess an association’ s operations and strate-
gies.

Identify problem areas disclosed by the finan-
cial records.

Obtain satisfactory explanations for all mate-
rial variances of financia data from prior
periods and budgeted amounts.

INFORMATION SOURCES

The basic sources of information for performing
an analysis of a savings association’ s operations
include dl the following items:

Thrift Financial Reports (TFRs) filed quarterly
with the Office of Thrift Supervision (OTS).

Financial pages of the previous and current
ROE.

National Financial Monitoring Reports includ-
ing the following:

% Uniform Thrift Performance Report
(UTPR).

¥ Interest Rate Risk Exposure Report
(IRRER).

Y Thrift Monitoring System (TMS).

¥ Risk Monitoring System (RMYS).
Additional monitoring reports devel oped at the
regiona office, if any.

Independent and internal audit reports.

Other internal reports to the board of directors,
including budget, business plan, earnings re-
ports such asyield and cost analysis, and
investment committee reports.

For publicly traded stock savings associations,
10Q and 10K reports filed quarterly and annu-
aly.

Board minutes.

National Financial Monitoring Reports

OTS staff has access to a variety of reportsin its
data base systems that serve as the basis for its
financial monitoring and analysis of savings asso-
ciations. These reports are available for individua
associations or, in some cases, groups of associa-
tions, and provide uniformity in the presentation
of financial data for monitoring and analytical
purposes. The following is a brief summary of the
primary national monitoring reports available to
OTS staff:

Uniform Thrift Performance Report (UTPR)

The UTPR is an analytical tool created for moni-
toring the financial condition of savings
associations, both mutual and stock. OTS pro-
duces the UTPR every quarter, based on quarterly
TFR financia data submitted to it by regulated
associations. The report groups associations into
seven peer groups based on asset size and peer
median data. The UTPR provides an association’s
percentile ranking within each peer group on vir-
tualy all TFR items. The analytical tool that the
banking regulators use, the Uniform Bank Per-
formance Report, influenced the format of the
UTPR.

The References section at the end of this Hand-
book Section lists the UTPR sections. Thislisting
provides a comprehensive financial overview of
virtually al the mgjor areas of an association’s
financial condition. Thisincludes an association’s
relative standing of key financial performance
factors measured against peer median levels.

The UTPR presents income information for the
current quarter, the prior quarter, the year-to-date,
and the two previous years. The UTPR isaso
available in aformat that details the previous five
guarters. This provides the opportunity to review
the historical condition of one savings association
and to analyze the more recent quarterly trendsin
performance. OTS provides one copy of the report
to each regulated association quarterly.

Interest Rate Risk Exposure Report

The IRRER lists OTS's estimates of an associa-
tion's Net Portfolio Value (NPV) in nine interest
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rate scenarios. It also provides ratios that you may
use to assess an association’ s interest rate risk and
compare it to that of other associations. OTS de-
rives NPV from OTS s Interest Rate Risk Moddl,
using information derived from quarterly filings
of Schedule CMR of the TFR. The modd uses
certain assumptions, and generates the present
values for a savings association’s asset, liabilities,
and off-balance-sheet items. See Thrift Activities
Handbook Section 410, Financial Records and
Reports, and Thrift Activities Handbook Section
650, Interest Rate Risk Management, for addi-
tional information.

Thrift Monitoring System

The TMS was developed to provide staff at vari-
ous levels throughout OTS with the capability of
readily viewing selected examination and finan-
cia information on savings associations, either on
an individual or group basis. A primary attribute
of TMSistheflexibility the system provides the
user in creating customized analytical reports on
groups of associations. The source of the financia
information for TMSisthe UTPR. TMS presently
contains three distinct functions: individual asso-
ciation reports, group query reports and fixed
reports.

The TMS individual association report function
allows the user to access a summary report on a
single association. The summary report contains
four quarters of financial information relating to
capital adequacy, asset quality, valuation allow-
ances, earnings and interest rate risk, aswell as
selected examination rating information. Besides
such summary information, the report contains a
second page that presents a condensed
four-quarter balance sheet and operating state-
ment, shown both on a dollar volume and
percentage of assets basis. The individua associa-
tion report is a convenient briefing tool for
quickly assessing an association’s overall finan-
cia condition, aswell asfor identifying
developing financial trends.

The TMS group query report function allows the
user to select many examination and financia in-
formation items for inclusion in customized
reports, and to sort selected information using any
selected item as a sort criterion. This function is
one of the most powerful aspects of TMS, alow-

ing for avirtually limitless combination of options
for creating customized reports to analyze exami-
nation and financia information on groups of
associations.

The TMS fixed report function allows the user to
establish customized threshold tests for analyzing
nontraditional asset growth and concentrationsin
various categories among groups of associations.
Users can do this analysis to identify associations
that exceed growth or concentration threshold lev-
elsin the various categories. Thisfunction is
particularly useful in providing early identifica-
tion of associations that are rapidly expanding in
high-risk areas. This allows supervisory staff to
respond in atimely fashion to potentially adverse
trends within a particular association or group of
associations.

TMS reports are under the Thrift Monitoring
(TM) option, under the Thrift Information Man-
agement (TIM) option on OTS' s Main Menu. A
task force composed of regional and Washington
Office representatives reviews existing TMS re-
ports to assess the need for possible updates and
works to develop new TMS reports as needed.

Y ou should be familiar with how the lineitems on
the aforementioned reports correlate with the line
items on the TFR. For additional information and
instructions refer to the Thrift Financial Report
Instruction Manual, OTS's Net Portfolio Model
Manual and TM S online help screens, or contact
your regional TM S representative.

Risk Monitoring System

The Financia Monitoring Committee developed
RMS to provide regiona analysts and examiners
with a common, standard tool for identifying wor-
risome trends and deteriorating financial condition
of thrifts. Representatives from all regions and DC
comprised the committee.

RMSisan Intranet/HTML based monitoring sys-
tem that uses 51 ratios to screen for exceptions to
established limits and parameters. The system as-
sesses a “hit” when an association’ s ratio exceeds
an established limit. There are a maximum of 51
hits with more hits indicating possible supervisory
concern. RM S includes features such as the five-
quarter report, links to the thrift’' s home page,
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links to stock price data and publicly available
reports.

You can use RMS to rank or prioritize which
thriftsin the region or caseload may need morein
depth analyses. In contrast, OTS uses the UTPR
for case specific analyses.

There are Six major categories of ratios:

Capital

Asset quality
Operations

Interest rate risk
Nontraditional assets
Asset growth

To determine hits, RM S uses the following tools:

Ratio levels (where a hit is assigned if aratio
exceeds a certain fixed levdl).

Ratio changes (where the focus is on quarter
or annua changein ratios).

Percentile rankings (where a hit is assigned if
aratio measures in the worst, either 90th or
10th depending on the ratio, percentile among
the peer group).

RMS ratios match UTPR ratios and you can ac-
cess ratio formulas from the RMS.

OTS bases RM S peer groups on asset size and
they are identical to those used in the UTPR with
two exceptions:

The $1-$5 hillion asset size group was added
to the over $5 hillion group.

All RMS peer groups are national rather than
regional.

Off-Site Monitoring

The primary purpose of off-site monitoring isto
identify adverse changesin the financial condition
and performance of savings associations that may
occur between regularly scheduled on-site exami-
nations. OTS has established uniform financial

monitoring guidelines to ensure greater consis-
tency in risk assessment and risk detection. These
guidelines define the frequency of monitoring, the
scope and content of monitoring reviews, and the
format for communicating monitoring results.

OTS may use off-site monitoring to accomplish
the following other objectives:

Identify regulatory trends or problems that
warrant immediate attention.

Identify ingtitutions that need to be examined
ahead of schedule.

Identify specific areas within ingtitutions that
should be given close scrutiny during on-site
examinations.

Monitor compliance with supervisory direc-
tives to correct problems uncovered in prior
examinations.

Monitor adherence to conditions of approval
and business plans.

Monitor compliance with statutory and regula-
tory limits.

Modify an ingtitution’ s examination rating.

Assemble data, information, and analysisto
support on-site examinations.

Each regional office is responsible for monitoring
savings associations on a quarterly basis. There-
gions have discretion in determining the priority
of monitoring reviews. Priorities may be based on
various factors, such as the severity of deteriora-
tion in the financial condition or performance of
the ingtitution as evidenced by the RMS-HR (hits
report) or any other available information, the
number of hits than an institution receives on the
RMS-HR, breach of any regulatory limit or
Prompt Corrective Action trigger, high-profile
status, CAMEL S rating, asset size, or the occur-
rence of a significant event such as a proposed
merger or acquisition.

Monitoring of savings associations with high-risk
profiles will be more extensive and more frequent
than that of nonhigh-risk associations. High-risk
associations include those that fail their minimum
capital requirements or have a higher overall risk
profile based on such factors as asset quality,
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higher risk asset composition, earnings and opera-
tions, liquidity, interest rate risk, or capital. For
nonhigh-risk associations, it may be sufficient to
limit the review to compliance and summary
monitoring reports on a quarterly basis.

For a high-profile association, supervisory staff
should incorporate in the association’ s regulatory
profile a summary discussion of the monitoring
findings and any resultant corrective action rec-
ommended or taken. Supervisory staff should
document in the regulatory profile any significant
actions, including the identification of material
concerns and recommendations for action. This
documentation should provide an understanding
of an association’s operations and performance
and should identify matters of existing or potential
concern. Supervisory staff should, when appropri-
ate, reference al violations of law, regulation,
policy or supervisory directives

For any association, you should notify appropriate
regional staff of any problems or risks identified
through monitoring. The department must main-
tain written documentation of the results of
off-site monitoring. Regional offices must initiate
corrective action when appropriate. Such action
may range from atelephone call or letter to the
association, a meeting with management, recom-
mendation for an examination, or, in the case of
serious problems, formal enforcement action.

COMPONENTS OF EARNINGS

To obtain a complete and accurate understanding
of a savings association’s operations, it is essential
to understand its operating strategy and the com-
ponents of earnings. OTS identifies the
association’ s strategy in the regulatory prafile, or
you can identify it by determining revenue and
funding sources. Earnings components include
such items asinterest income and expense, nonin-
terest income and expense, and core income. The
paragraphs below describe each of these compo-
nents in greater detail.

Interest Income
Interest income consists of interest earned on

loans, investment securities, deposits, and mort-
gage pool securities. Interest income is the most

important income component of core income for
nonmortgage bankers. Mortgage loan servicing
fees and other fees and charges are the most im-
portant income component of core income for
associations that emphasize mortgage banking.

Interest Expense

Interest expense isthe interest that the savings
association pays on deposits, subordinated debt,
collateralized securities, advances from Federal
Home Loan Banks, and other borrowed money.

Net Interest Income

Net interest income (NI1) represents the difference
between income on interest-earning assets and
expense on interest-bearing liabilities. NIl isakey
component of earnings for most savings associa
tions engaged in traditional activities.

Net Interest Margin

Net interest margin (NIM) represents net interest
income divided by average assets. NIM isa key
performance/profitability ratio. Prudent manage-
ment of NIM includes the following:

Planning and implementing sound growth
strategies that include effective cash flow
anaysis.

Maintaining minimum acceptable levels of

noninterest-earning and/or nonperforming as-
sets.

Maintaining adequate and reasonable capital
levels.

Managing interest rate risk to minimize NIM
volatility due to changes in market interest
rates.

Maximizing low cost funding sources.

Baancing investment yield and risk (credit
risk, interest rate risk, liquidity risk, etc.).

Managing the mix of interest-earning assets
and interest-bearing liabilities.

Interest-Earning Assets

Interest-earning assets (IEAS) consist of invest-
ment securities, depositsin other ingtitutions,

Office of Thrift Supervision

August 2003

Regulatory Handbook  430.5



SECTION: Operations Analysis

Section 430

mortgage-backed securities, mortgage loans, and
nonmortgage loans less non-1EA components.
Non-IEA components include intangible assets
(such as goodwill), nonaccrual loans, real estate
owned, and real estate held for investment

Interest-Costing Liabilities

Interest-costing liabilities (ICLs) consist of depos-
its, FHLBank advances, subordinated debentures,
mortgage collateralized securities, other borrow-
ings, any non-1CL components deducted from
these categories, and the combined total. The level
of equity capital influencesthe level of ICL. High
capital levelswill lower ICL as a percentage of
total assets.

Net | nterest Position

A net interest position (NIP) is the same as a net
IEA position (IEAslessICLS). A shrinking NIP
indicates a weakening balance sheet, and a greater
reliance on products and investment margins for
continued profitability. A NIP that is negative
may indicate that interest-costing liabilities are
financing noninterest-earning assets, which may
be a serious weakness.

Net I nterest Spread

Net interest spread is the weighted interest yield
on average earning assets less the weighted inter-
est rate paid on average interest paying liabilities.

Noninterest Income

Noninterest income includes loan origination fees,
loan servicing fees, late fees, hedging gains and
service corporation profits. Thisitem may aso
contain nonrecurring sources of income such as
gains on the sale of assets, income from REO op-
erations and other income sources of earnings that
are generally unpredictable and unstable.

Noninterest Expense

The major component of noninterest expenseis
salaries and compensation. This category aso in-
cludes rent, depreciation, utilities, marketing,
assessments, and professional fees. Controlling
costs is a critical management function. A reduc-

tion in noninterest expenses will increase core
earnings, net income and market value.

Provision for Loan L osses

Weak or deteriorating credit quality can result in
the need for higher provision expenses, which can
adversely affect the association’s earnings. See
Thrift Activities Handbook Section 261, Ade-
quacy of Valuation Allowances, for examination
procedures on evaluating the adequacy of the as-
sociation’s valuation allowances.

Corelncome

Core income means only spread income and other
sources of recurring and reasonably predictable
income. OTS defines core income to be net inter-
est margin plus fees earned from loan servicing
and other sources, minus general and administra-
tive expenses. While serving as a useful analytical
tool, it isimportant to realize that even corein-
come can be mideading. For example, if spread
income stems from an interest rate risk gamble, or
if fee income comes from nonrecurring sources,
core income will not be sustainable. It is therefore
important to know what percentage of core in-
come consists of interest income. In addition,
high-risk loan programs may generate consistently
high loan losses. Y ou should consider this when
evaluating core income as calculated on the
UTPR. See Quality of Earnings Section in this
Handbook.

COMPREHENSIVE INCOME

Besides net income, Statement of Financial Ac-
counting Standard No. 130, Reporting
Comprehensive Income (SFAS No. 130), may
reguire savings associations to report comprehen-
sive income. Comprehensive income measures all
changes in equity that result from recognized
transactions and other economic events not related
to transactions with ownersin their capacity as
owners. Comprehensive income consists of net
income and other comprehensive income. Other
comprehensive income includes, for example, the
following amounts, net of income taxes:

Unrealized gains and losses on available-for-
sale debt and equity securities under SFAS No.
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115, Accounting for Certain Investmentsin
Debt and Equity Securities.

Gains and losses related to qualifying cash
flow hedges under SFAS No. 133, Accounting
for Derivative Instruments and Hedging Ac-
tivities.

Minimum pension liability adjustments under
SFAS No. 87, Employers’ Accounting for
Pensions.

Foreign currency trandlation adjustments under
SFAS No. 52, Foreign Currency Transactions.

SFAS No. 130 does not require a specific format
for reporting comprehensive income and its
components in the financia statements. However,
a savings association should report the total of
accumulated other comprehensive income as a
separate component of equity capital .

RETURN ON ASSETS AND EQUITY
Return on Assets

Return on assetsis net income divided by average
assets. Traditionally, return on assetsis the pri-
mary measure of an association’s profitability.

Y ou should review the level, trend, and peer com-
parison of thisratio sinceitisacritica
determinant of long-term viability.

Return on Equity

Return on equity is net income divided by av-
erage equity. Investors and capital markets use
the return on equity ratio to determine invest-
ment options. Average equity refersto the
average of total equity capital: Perpetual pre-
ferred stock.

Common stock.
Retained earnings.

Unredlized gains (losses) on available-for-sale
securities.

Other GAAP equity capital defined compo-
nents.

See Appendix A for the derivation of the return on
assets and return on equity ratios.

EVALUATION OF EARNINGS IN
DIFFERENT STRUCTURES

Mutual and Stock Associations

The factors relating to stability, trend, and level of
earnings apply both to mutual and stock savings
associations. Since mutual savings associations do
not issue stock certificates, they rarely make capi-
tal distributions. Therefore, there is no market
pressure on mutual savings associationsto in-
crease the value of equity securities. Mutual
savings associations, like stock savings associa-
tions, must, however, generate sufficient earnings
to meet expenses, provide for the payment of in-
terest on deposits, and satisfy regulatory capital
requirements.

To avoid shareholder dissatisfaction, stock sav-
ings associations have a particular need to meet
earnings expectations projected by securities ana-
lysts. Further, the earnings of stock savings
associations must convince shareholders that the
return on equity is satisfactory. Failure to satisfy
earnings targets may result in shareholder at-
tempts to replace management or insist on asale
of the savings association to enhance shareholder
value.

Comparisons Between Mutual and Stock
Associations

Mutua savings associations generally have lower
earnings, lower net interest income, lower nonin-
terest income, alower net interest margin, and a
lower return on equity relative to stock associa-
tions. Given these operating results, and
comparing a mutual to a stock association, you
might criticize the institution for poor earnings.
Such criticism, however, may not be appropriate
considering the institution’ s capital position and
operating strategy.

Subchapter S Corporations

Y ou must modify operations analysis when you
review net income and dividends for savings as-
sociations electing Subchapter S corporation
status. Typically, Subchapter S corporations pay
no federal income tax and possibly no state in-
come tax. Unlike most savings associations
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(Subchapter C type corporations), Subchapter S
savings associations generally report net income
that is not reduced by any tax provision. There-
fore, certain reported amounts for earnings,
income taxes, and dividends are not necessarily
comparable to that of a Subchapter C savings as-
sociation, due to the different tax structures of
each type of entity.

Special corporate tax rulestreat a Subchapter S
corporation as a pass-through entity for federal
income tax purposes. The S-Corporation’s share-
holders normally pay federa income taxes on
their proportionate share of the corporation’s tax-
able income, whether the S-Corporation pays a
dividend or makes other distributions to the
shareholders. OTS and the other federal banking
agencies consider S-Corporation distributions that
cover the shareholders persona income tax li-
abilities to be capita distributions.

A review of a Subchapter S savings association
should include an analysis of “reinvested earn-
ings.” Reinvested earningsis aterm used to
describe the amount of earnings reinvested in the
company (that is, not distributed). By analyzing
reinvested earnings, you should be able to assess
the Subchapter S savings association’s overall
financial health and ability to pay dividends. Oth-
erwise, a strictly traditional evaluation may lead to
erroneous conclusions regarding a Subchapter S
association’ s financial strength with regard to its
capital growth from earnings.

Without consideration of reinvested earnings, the
Subchapter S corporation may appear to pay ex-
orbitant dividends, although it isin the same
position as a Subchapter C corporation for its
capital growth from earnings. For a Subchapter S
corporation, dividends will typically include two
components:

Amounts for its shareholders’ taxes that related
to al pretax income that passed through to the
shareholders on their Subchapter S corporation
return.

Amounts representing a return on investment.

These two components may cause the Subchapter
S savings association’ s dividends to appear inor-

dinately large when compared to those of a
Subchapter C savings association.

To review the Subchapter S savings association’s
financial strength, you should consider the unique
aspects of a Subchapter S corporation’s taxation
and the relevance of reinvested earnings. In ana-
lyzing earnings, you may smply analyze
reinvested earnings. Another approach isto re-
quest that the Subchapter S savings association
calculate a pro-formatax provision asif it had
corporate level taxes.

Internet Operations

OTS has severa Internet-only savings associa-
tions and other associations that operate their
Internet activities separately from their brick and
mortar operations. Other associations have added
transactional web sites as a customer retention
strategy. The U.S. Department of the Justice esti-
mates that the number of households using
Internet banking services will increase from 7 mil-
lion at the end of 1998 to 21 million by 2003.

Internet-only banking operations have several dis-
tinguishing characteristics related to operations
that merit your specia attention. In general, Inter-
net-only banks have higher general and
administrative expenses than more traditionally
operated associations. Regulators (and association
management) expected lower than normal ex-
pense ratios for Internet operations. Thus far,
however, the cost of providing transactional Inter-
net services is high. While the cost per transaction
may be low when compared to a traditional opera-
tion, expenditures for marketing, consultants,
temporary personnel, and computer software are
significantly higher.

Internet-only associations pay higher rates for its
deposits and those deposits tend to run off quickly
and dramatically to competitors with higher rates.
Liabilities are rate sensitive. Core deposits may
not exist. There are few online lending operations.
Most Internet-only associations still buy loansin
the wholesale market to operate, and often pay a
premium, to meet CRA requirements. Internet
banks that originate |oans tend to outsource the
servicing and customer support services to reduce
overhead expenses.
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Outsourcing

Some Internet banks outsource many core banking
and Internet functions to service providers. Ser-
vice providers perform avariety of functions,
including, but not limited to, the following:

Performing the due diligence on purchased
loans.

Conducting interna audits.

Providing consulting advice on investment
decisions.

Operating information systems such as the
general ledger.

Providing bill payment services for customers.
Providing Internet banking software.
Hosting the association’s Internet web site.

Online direct and referral loan origination sup-
port.

Business Plans

The Regiona Office approves the association’s
business plan upon the application for charter.

Y ou must determine whether the association is
operating within the parameters of the business
plan. Associations must submit arevised business
plan to the Regional Office if its projections
change substantially. For example, the need for
additional capita during the de novo period may
require numerous business plan revisions.

Core Operations

Y ou should consider the core business when you
examine an Internet-only association. It can some-
times be difficult to determine the cause of |osses.
Losses can occur not only from operations, but
also because of software development and market-
ing costs for their product if the association does
not outsource these functions.

Accounting for Software Costs
AICPA Statement of Position (SOP) 98-1, Ac-

counting for the Costs of Computer Software
Developed or Obtained for Internal Use, provides

detailed accounting guidance on the treatment of
computer software costs. Its effective date is
1999, unless it was adopted earlier.

According to SOP 98-1, institutions must expense
computer software costs if the costs fall under the
“preliminary project stage” or the “ post-
implementation/operation stage.” The preliminary
project stage includes the following activities:

Determining the performance requirements of
the software.

Evaluating alternative means of achieving the
performance requirements.

Existence of needed technology.

Final selection of aternativesto complete the
project.

The post-implementation/operation stage includes
training and application maintenance activities.

SOP 98-1 dlows ingtitutions to capitalize only
certain costs incurred during the “application de-
velopment stage” in connection with activities to
obtain computer software. Costs eligible for capi-
talization include external direct costs of materials
and services consumed in developing or obtaining
internal-use software (fees paid to third parties),
payroll, travel, and related costs for employees
directly associated with the project, and interest
costs incurred while devel oping internal-use soft-
ware.

Although certain exceptions exist, some costs
such as maintenance, training, data conversion, or
adminigtrative are expensed regardless of when
they occur.

Ingtitutions should not make adjustments for re-
maining internal use software costs either
capitalized or expensed prior to the effective date
of SOP 98-1.

Profitability

Currently, there are few profitable Internet-only
operations. Generally, they have razor thin mar-
gins, volatile deposits, too much capital, and
sometimes, excessive growth. Gaining market
shareis key to most business plans and, hoping to
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ensure their long-term survival, they pursue mar-
ket share at the expense of profitability. In theory,
once Internet operations get past break-even, prof-
its should begin rising quickly with additional
business.

EARNINGS ANALYSIS

To make athorough analysis of earnings you
should begin with areview of an association’s
earnings strategies and its strategic business plans.
Y ou should evaluate earnings performance rela-
tive to measures appropriate for the dominant type
of business the association engagesin such astra-
ditional thrift activities, mortgage lending,
securitizations, subprime lending, or other activ-
ity. Your earnings analysis should not only
provide an assessment of why earnings are weak
or strong, stable or variable, but also give reasons
for the earnings performance relative to the asso-
ciation’s business strategy and economic
environment. For example, if earnings are poor
because of lower gain on sale from mortgage
banking activities, do not attribute poor earnings
to high genera and administrative expenses. Most
successful mortgage banking operations generally
require higher general and administrative ex-

penses.
Four Key Aspects of Earnings

Y ou should perform an aggregate evaluation of
the components of earningsin relation to four key
aspects of earnings: stability, trend, level, and
quality. We further discuss these four aspects be-
low.

Sability of Earnings

The stability of earnings relates to the quality,
composition, and constancy of income and ex-
pense flows relative to internal factors such as
credit risks, interest rate risks, or accounting prac-
tices, and external factors such as general
economic or competitive forces.

A savings association’ s income stability depends
on proper management of its sources of income
and expense and the influence of internal and ex-
ternal factors on those sources. Recurring income
sources, such as net interest on loans or invest-

ment portfolios, are usualy preferable to
nonrecurring income sources, such as income de-
rived from the sale of assets. Relying too heavily
on nonrecurring sources of income could severely
affect an association’ s future viability. See Qual-
ity of Earnings Section in this Handbook.

Trend of Earnings

Trend is the generd direction of the savings asso-
ciation’s earnings relative to previous time
periods. Evauating previous time periods should
encourage you to identify and investigate both an
association’s adverse and positive earnings trends.

Level of Earnings

Thelevel of earningsis the measure of earnings
relative to internal factors such as capital position,
credit risk, and interest rate risk.

Y ou should perform a comparison to peer groups
to determine materia variances. In doing so, you
may use the standard peer groups based solely on
asset size or the more refined peer groups based
on charter type (mutual to stock), operational and
geographical characteristics, aswell as asset size.

Y ou must review additional areas to ensure a
comprehensive analysis, since many risks may
materially affect earnings. Y ou should therefore
review the findings relating to risk analysis that
the Asset Quality and Sensitivity to Market Risk
Sections of this handbook discuss.

Quiality of Earnings

Y our examination of a savings association’s earn-
ings should include a review of the quality of
earnings. The quality of reported earnings, also
referred to as accounting quality, may be defined
as how well a company’s financial statements ac-
curately depict business activities.

Management is responsible for reporting earnings
that are consistent with economic substance.
GAAP allows management the flexibility and lati-
tude to effectively communicate the financia
position and results of a company’s operations.
Accordingly, management may implement certain
reporting strategies, make certain accrual, defer-
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ral, or alocation decisions, or exercise other
managerial discretion when reporting earnings.

Management should not manipulate earnings or
misuse accruals or underlying assumptions of a
transaction such that it misreports income, and
thus capital, and causes users of the financia
statements to change or alter judgments or deci-
sions about the condition of the company.

Accordingly, it is not only important to look at the
components of earnings, but also at the techniques
and strategies management may be using to report
earnings. The strategies management uses should
fall within acceptable limits of GAAP, and not
mask the economic condition of the company.

When evaluating the quality of an association’s
earnings, you should aso identify key areas of
operating performance that affect profitability. For
example, if akey area of operation isin securitiza-
tion transactions, an association may show
impressive profitability by reporting nonrecurring
gains and revenues such as gains on sales of secu-
ritizations or other asset transfers. It isalso
possible for thrifts to report impressive profitabil-
ity ratios and high volumes of income by
assuming unacceptable levels of risk. For exam-
ple, to boost earnings in the short-term,
management may seek higher rates on riskier
loans and other investments to offset the increased
credit risk associated with those assets. However,
over the long-term, these assets may not be of a
quality to assure either continued debt servicing or
principal repayment. Eventually, earnings or capi-
tal may suffer when management must recognize
the lossesin these higher-risk assets.

Aside from any recourse implications that may
arise, properly reflecting the quality of earningsis
less likely a problem in a generic sale of whole
loans than in a securitization or other type of asset
sale. For more information on whole loan sales,
see Handbook Section 575, “ Secondary Markets.”

Associations may aso have various sources of
recurring and nonrecurring fee income including
late fees from deposit |oan accounts and nonre-
fundable rate lock fees. Y ou should review fees
that you consider significant to the statement of
operations. There isadiscussion of fee income
from servicing loans in Thrift Activities Regula-

tory Handbook (Handbook) Section 572,
“Profitability.”

Y ou should consult your Regional Accountant
with questions concerning earnings management
issues.

Securitization Transactions

Properly reflecting earnings from securitization
transactions or those from mortgage servicing as-
sets may be more difficult because relatively
minor changes in the economic environment can
significantly affect reporting. In addition to eco-
nomic influences, financial reporting of
securitizations is based on complex accounting
standards in SFAS No. 140, Accounting for
Transfers and Securitizations of Financial Assets
and Extinguishments of Liabilities.

Under SFAS No. 140, an association initially
measures and records assets retained in connec-
tion with a sale or securitization, based on the
relative fair values. That is, the association allo-
cates the previous carrying amount between the
sold assets and the retained interests based on
their relative fair values. The reported gainisthe
difference between the net proceeds from the sale
and the allocated carrying value of the assets sold.
This methodology is often called “ gain-on-sale’
accounting. While much of the focus on gain-on-
sale accounting has been on subprime securitiza-
tions, prime securitizations may also take
advantage of gain-on-sale accounting.

Because of the subjectivity underlying most as-
sumptions used to determine fair values,
management can alocate higher carrying amounts
to retained interests. The higher the carrying
amount allocated to retained interests, the lower
the carrying amount allocated to the sold assets.
The lower carrying amount of the assetsto be sold
results in a higher recorded gain on the assets
sold. Thus, reported gains may not be truly reflec-
tive of the association’s operating performance, or
they may be noncash, temporary, or of a nature
that the association may never redlize them in the
future. See CEO Letter No. 156. “Certain Trans-
fersof ‘Higher-Risk’ Assets,” (February 7, 2002).
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The following management actions may affect the
assigned fair value of the assets, and thus affect
the quality of reported earnings:

Management uses optimistic assumptions to
calculate asset values. Since allocating a higher
carrying amount to retained interests may re-
sult in alarger up front gain on the assets sold,
Mmanagement may use optimistic assumptions
that over estimate the value of retained inter-
ests. The following factors affect estimates
underlying valuations and the ability to meas-
ure cash flows reliably:

Ys  Prepayment rates.

¥ Credit loss rates.

¥, Discount rates (required rate of return).
¥, Lack of areliable market.

Management assumes a credit loss rate that is
too low or inconsistent with existing market
conditions. As aresult, credit losses may be
high if management fails to timely reassess as-
sumptions. Even if the assumed credit loss rate
is consistent with existing market conditions,
unanticipated losses may still occur if thereis
an economic downturn. For example, until the
year 2001, growth of the subprime sector oc-
curred during a period of economic prosperity
and stability. In the event of arecession or a
dramatic economic downturn, losses may in-
crease significantly.

Management assumes a prepayment speed that
istoo sow for assets such as mortgage servic-
ing assets or other retained interests. For
example, afal in longer-term interest rates
will cause an acceleration of payments. If pre-
payments are faster than expected, then future
cash flows may disappear and the value of the
servicing asset or retained interest will decline.
Even subprime mortgages, once believed
largely insulated from prepayment risk, have
become more prepayment sensitive as alterna-
tives for subprime borrowers increase.

Goodwill
Ingtitutions may find it challenging to keep

abreast of new accounting standards that affect
reported earnings, as well as to appropriately and

timely implement complex standards into their
financial reporting systems. For example, SFAS
No. 141, Business Combinations, and SFAS No.
142, Goodwill and Other Intangible Assets,
changed how ingtitutions (other than mutuals) ac-
count for acquired goodwill and other intangible
assets. Institutions no longer amortize goodwill,
but must measure the goodwill, if any, for im-
pairment, and make adjustments accordingly. This
treatment may create volatility in reported income
because impairment losses are likely to occur ir-
regularly and in varying amounts. Y ou should
review an association’s goodwill, if any, and de-
termine how the association measures and adjusts
its goodwill for impairment. Y ou should ensure
that the association no longer amortizes goodwill.

Negatively Amortizing Loans

A significant concentration of loans that are nega-
tively amortizing may affect the quality of
earnings. A negatively amortizing loan isonein
which the contractual amount due (principa and
accrued interest) continues to increase over time
because the periodic interest charges exceed the
minimum periodic payments required. For single-
family loans, the stated purpose of such termsisto
reduce the borrower’ s payments, generally for a
temporary period of time, usually two to three
years.

For example, if an association makes a $100,000
loan at a 7% interest rate for 30 years, then the
fully amortizing monthly payment would be $665.
If any one of the 360 payments (30 years X 12
months) is less than that fully amortizing amount,
then the loan will not be paid-off at the end of the
30 years. The association will recognize interest
income based on the 7% interest rate. However if,
based on the borrower’ s ability to pay, the
monthly payment isinitially set to $500, then the
loan will be negatively amortizing. The $500
monthly payment equates to an interest-only pay-
ment of 6% [$500 / $100,000 X 12]. The loan will
negatively-amortize at approximately 1% per year
(7% less 6%). After three years, the contractual
amount due will have grown to $103,328, includ-
ing accrued interest of $3,328 (approximately
$100,000 X 1% X 3 years). Then, if theloanis
converted to fully amortizing, the monthly pay-
ments will be $694 for the remaining 27 years,
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compared to the origina fully amortizing amount
of $665.

Depending on the borrower’ s circumstances and
the loan’ s characteristics, as well as economic
conditions, once the association converts the loan
to afully amortized loan, the borrower may be
unable to make the higher payments or to pay any
additional balance due on the loan at payoff. Thus,
the association has reported these amounts as in-
come, but may not be able to recover the full
amount.

Regulatory Concerns

In summary, incentives to report higher earnings,
the nature of assumptions used in certain transac-
tions, like securitizations, and improper reporting
in general may affect reported earnings. Examin-
ers should be alert to the regulatory concerns cited
throughout this section, and to the following addi-
tional regulatory concerns as well:

Management may use gains to further leverage
the balance sheet. Y ou should consider the
quality of capital supporting asset growth to
the extent that management based gains on op-
timistic assumptions or that the value of the
retained interest is highly sensitive to acceler-
ating prepayments or declining asset quality.

Management compensation or dividend pay-
outs may be excessive, and dependent on
earnings. Associations often tie compensation
and dividends to reported profits. To the extent
that reported profits are overstated, these pay-
outs can dissipate assets and capital.

Management may ignore credit quality. The
incentive for profits can override attention to
quality of earnings. The potentially significant
profit that management can generate by gain-
on-sale accounting creates a strong incentive to
produce originations, often with little attention
to credit quality.

Later impairment assessments may erase re-
ported gains. Management may have to
reverse, in later periods, some or al of the up
front gains recorded in a securitization or other
transfer of assets because of impairment as-
sessments. For income purposes, management
should reflect certain adversely classified and

nonperforming assets, especialy those where
the association does not anticipate future inter-
est payments, on a nonaccrual basis. If
management does not place these assetson a
nonaccrual status, they may overstate earnings.

Improper treatment of 10sses may overstate
capital. Management should not create allow-
ances for losses on retained interests.
Management should record losses by adjusting
the recorded investment in the retained inter-
ests. Management should not record such
lossesinthe ALLL. See FASB Emerging Is-
sues Task Force (EITF) Issue No. 99-20,
Recognition of Interest Income and Impair-
ment on Purchased and Retained Beneficial
Interests in Securitized Financial Assets.

ANALYTICAL TECHNIQUES

Operations analysis involves areview of financial
data on a period-to-period basis to substantiate the
reasonableness of financial performance without
requiring a systematic review of transactions.
(This does not preclude areview of transactions,
if appropriate.) Through understanding the com-
ponents of operations analysis you will be able to
apply various analytical techniquesto assess an
association’ s financia condition. Y ou may use
association and peer group ratios to identify dis-
crepancies.

Y ou must be aware of the following weaknesses
inherent in the approaches employed in the opera-
tionsanaysis:

More than one component of the financia data
being analyzed cause apparent variances.

Operations anaysisis historical — the finan-
cia datathat you analyze describes the
association at a prior point in time.

Operations analysis may not answer all
guestions, but it may raise additional ones.

For example, a common ratio used to evaluate the
efficiency of an association’s operationsisthe
level of operating expenses expressed as a per-
centage of operating income. Using thisratio, you
may conclude that operating expenses are higher
than the peer group and that they have been in-
creasing during the periods under review. The real
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concern, however, is not that a variance exists, but
why it exigts.

Interrelationships

Operations analysis requires an awareness of the
interrel ationships of the data used. For example,
an increase in the operating expense to operating
income ratio may be due to an increase in actual
operating expenses. Also, a decline in revenues
that was the result of shrinking assets without a
corresponding decline in the fixed operating ex-
penses of the company may cause the variance.
Examination procedures that investigate operating
expenses would not explain why the variance oc-
curred if the ratio increased due to adecline in
revenues. By understanding the interrel ationships
of the data, you will be able to focus your analysis
to answer the questions raised by the variance.

Basic Approaches

All financial analytical techniques are combina-
tions or adaptations of four basic approaches used
to evaluate a savings association’ s operations. We
discuss the fundamental considerations of each of
the following four approaches below:

Structural
Trend

Ratio
Comparéative.

Sructural Analysis

Structural analysisis a static analysis, where you
view the components of afinancial statement in
relation to the whole financial statement as of a
specific date. This technique can provide insight
regarding the relative size of a particular lineitem
in comparison to the other components of the fi-
nancial statement. Y ou can also use structural
analysisto determine whether a particular line
item isincreasing or decreasing in relation to the
other components. For example, total assetson a
statement of condition and gross revenues on a
statement of operations are base figures represent-
ing 100 percent. The financia statement presents
each line item as a percentage of these base fig-

ures. An example of a structural analysis of a
statement of condition follows:

Statement of Condition

12/31/XX
Assets
Cash $ 12,500 0.66%
Marketable Securities 210,000 11.16%
Mortgage Loans 1,275,000 67.75%
Fixed Assets 325,000 17.27%
Prepaid Expenses 50,000 2.66%
Other Assets 9,500 0.50%
Total Assets $ 1,882,000 100.00%
Liabilities
Accounts Payable 25,500 1.35%
Notes Payable 500,000 26.57%
Deposits 1,100,000 58.45%
Other Liabilities 74,500 3.96%
Total Liabilities 1,700,000 90.33%
Sockholders' Equity
Capital Stock 100,000 5.31%
Retained Earnings 82,000 4.36%
Total Stockholders’ Equity 182,000 9.67%
Total Liabilities and Stock- 1,882,000 100.00%
holders' Equity

As shown, the statement of condition presents
each line item as a percentage of total assets.

Trend Analysis

Trend analysis is the technique of comparing ra-
tios or afinancial statement line items over

several periods of time. Y ou should make the
comparison by using both the dollar variance and
the percentage variance methods. The dollar vari-
ance method involves calculating the dollar
difference in the line item between the various
periods. The percentage change in the line item
for the periods is the basis for the percentage vari-
ance method.

It isimportant to use both methods. The percent-
age variance may not readily disclose large dollar
changesin lineitems if the baseis also large. The
dollar variance method may not disclose large
percentage changes in line items. For example, a
line item variance could be under 5 percent but
dtill require investigation if the amount of the
change is $5 million. Conversdly, a $20,000
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changein aline item may not seem to be material.
If it represents a 35 percent change from a prior
period, however, it may also warrant investiga-
tion.

Components of Trend Anaysis

We discuss below the three primary components
to performing a good trend analysis.

Number of Accounting Periods: The use of three
or more accounting periods provides an under-
standing of what will likely be normal changesin
the data. By comparing variances in the data over
severa accounting periods, patterns of change
emerge that you can use to identify any unusual
changes in current periods. Another benefit is that
you can identify a change that may warrant inves-
tigation.

The accounting periods reviewed may include
annual, quarterly, or monthly data depending on
the purpose of the review. Quarterly or annual
data in some instances can mask a month-to-
month cash flow problem that an association is
experiencing. Y ou must use association records to
review monthly figures, as OTS no longer re-
quires associations to file monthly reports.

Sound Judgment: It is necessary to use sound
judgment in ng the materiality of a vari-
ance. You must use professional skepticism when
evaluating the change, but must also remember
that businessis dynamic and change is inevitable.
Y ou should pursue only those variances that are
not reasonable or are of sufficient magnitude to
justify additional examination procedures. Y ou
must evaluate such variances in relation to the
overdl financial position of the association. A
number of factors may account for variances in-
cluding cyclical and seasona factors, changesin
accounting practices, and changesin operating
strategies. Y ou should identify and explain posi-
tive or adverse trends, so that your findings
support the overall evaluation.

Volume-to-Rate Variance Analysis. Volume-
to-rate variance analysis identifies how much of a
change in an income statement line item is due to
achange in volume and how much isdueto a
changein rate. Thisanalysisis especialy benefi-

cia in evaluating changes in revenues and
expenses associated with interest-bearing assets
and interest-costing liabilities. Further, this tech-
nique alows you to identify offsetting variances
that may otherwise go undetected. For example,
although significant changes are occurring, a sub-
stantial declinein rate that resultsin little change
in the financial statement line item may offset a
large increase in volume. Through this analysis,
you can narrow the scope of the examination to
focus on the cause of the change in the data. Table
1illustrates the technique and its benefits.

Y ou can use numerous ratios in atrend analysis.
Typical balance sheet ratios include real estate
owned to total assets, equity capital to total liabili-
ties, delinquent mortgage loans to net mortgage
loans, and subordinate organization investment to
total assets. (See Appendix B for a discussion of
the latter.) Typical operating ratios include gross
income to average assets, operating expense to
average assets, net income to average assets, and
net interest margin to average earning assets or
average costing liabilities.

Tablel

Volume-to-Rate Variance Analysis

19X1 19X2 Variances
Yield from Mortgage $400,000 $450,000 $50,000
Loans
Average Yied 10.0% 9.0%
Average Amount of $4,000,000  $5,000,000
Mortgage Loans
Outstanding

= variance in base times the first
year rate

= ($5,000,000-4,000,000) x 10%

= $1,000,000 x.10

= $100,000

= variance in rate times second year
base

= (9.0%-10.0% x $5,000,000)

-1.0% x $5,000,000

.01 x $5,000,000

-$50,000

$100,000
-50,000
$50,000

Volume Variance

Rate Variance

Volume
Rate Variance
Net Changein Yield
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Ratio Analysis

Ratio analysis is the method of comparing afigure
or group of figuresin a set of financia statements
to another figure or group of figures within the
same financial statements. The assumption that
there are meaningful relationships between differ-
ent asset, liability, net worth, income, and expense
accountsisthe basis for ratio analysis.

Financia anaysts have developed numerous stan-
dardized ratios for analyzing financia statements.
Although it is beyond the scope of this Handbook
to provide alisting of al the ratios that you may
use to anayze financial statements, the more
commonly used ratios include:

Current assets divided by current liabilities.
Net income divided by average assets.
Operating expenses divided by average assets.

You can find these ratios in nearly al intermediate
accounting or financia analysis texts. In addition,
there are several ratios specific to analysis of fi-
nancial institutions.

Most traditional lending ingtitutions strive to
maintain arelatively stable spread between asset
yields and liability costs. Net interest incomeisa
function of interest-earning asset (IEA) yields,
interest-costing liability (ICL) costs, and the IEA/
ICL relationship.

When IEA/ICL exceeds 100 percent, the excess of
earning assets bolsters net interest income and
somewhat mitigates the effect of interest rate
volatility on earnings. Asthe IEA/ICL ratio falls
below 100 percent, net interest income obvioudy
becomes impaired and becomes less likely to
cover operating expenses.

In generdl, the net interest margin (NIM) will be
greater than the spread if IEA exceeds ICL and
less than the spread if ICL exceeds |IEA. The dif-
ference between the yield on earning assets and
the cost of funds provides the net interest spread.

Y ou should compare ratios with historical (trend
analysis) and peer group standards (comparative
analysis) to identify unusual items.

Comparative or Peer Group Analysis

Comparative analysis is the method of comparing
the components of a financial statement with
those of a savings association of asimilar size or
other similar characteristics. You may aso use
ratio analysis to compare ratios from one firm
with that of industry standards or peer group ra-
tios. Y ou should not rely upon peer group
information in isolation, but in conjunction with
other pertinent evaluation factors. Peer group or
other comparative industry data should not be the
sole, or even primary, basis for component rat-
ings.

Whenever possible, compare mutuals associations
with other mutuals, not stock associations. Begin-
ning February 2001, fourth quarter UTPR datais
available for mutuals only. With mutual-only peer
ratios, you are better able to review the various
financia ratios in an attempt to spot problem
trends and outliers.

When it is not possible to compare a mutual with
other mutuals, (such as the case with larger mutu-
alswho have very few peers the same asset size),
you should not focus exclusively on net income or
other performance ratios without taking into ac-
count the ingtitution’s capital position and overall

strategy.

When comparing mutuals and stocks, it is more
appropriate to compare a mutual association’s net
income with a stock association’ s net income after
dividends. Net income after dividendsis the bot-
tom line for both types of institutions.

Stock Mutual
Net Income 1,000 800
Dividends -200 0
Reinvested
Earnings 800 800

The Uniform Thrift Performance Report

The UTPR provides a savings association’s own
ratio, the median value of that ratio for an associa-
tion's peer group, and the percentile ranking of an
association’ s ratio value within the peer group.
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This enables measurement of the relative per-
formance of an association to a peer group of
associations, as well as measurement of the rela-
tive performance of the association and its peer
group over time.

The UTPR constructs seven peer groups for com-
parative purposes. Asset size is the basis for the
first six groups. The seventh group contains asso-
ciations whose consolidated equity capital is less
than zero or arein conservatorship.

Group 1 Assets less than $50 million.

Group 2 Assets between $50 million
and $100 million.

Group 3 Assets between $100 million
and $300 million.

Group 4 Assets between $300 million
and $1 billion.

Group 5 Assets between $1 hillion
and $5 billion.

Group 6 Assets over $5 hillion.

Except for Group 6, the UTPR includes the peer
groups on aregional geographic basis. The UTPR
calculates Group 6 (consisting of the largest asso-
ciations) on a national basisto allow for alarger
sample size than would be available in any one
region.

Comparative analysis typically uses ratios such as
net income to average assets, operating expense to
average assets, or cost of funds to average costing
ligbilities.

FUTURE OPERATING RESULTS

After you review the stability of operating results
and identify historic trends of the primary reve-
nues, you can estimate and evauate an
association’ s probable future operating results.

A key tool in making this evauation is the budget
prepared by management. Y ou should obtain a
copy of the budget including projected revenues,
expenses, and underlying assumptions. An evalua-
tion of the budget should include al the following
comparisons:

Projections with prior period results.

Projections with actual results for the same
period.

Projected return on assets and return on equity
with prior period results.

Projected yields for major earning assets with
prior period yields.

Projected operating expenses as a percentage
of assets and revenues with prior period data.

Projected goals and assumptions with trendsin
market conditions.

Although comparing the operating budget with
prior period datais necessary, the key to evaluat-
ing the budget is to understand the validity of the
underlying assumptions and the probability of
projected goals. Prior data does not provide mean-
ingful information if the entire focus of the
association is changing. For example, if a portfo-
lio lender begins mortgage-banking operations,
the crucial evaluation of the budget would not
come from comparison with prior period data.
Instead, the focus would be on the reasonableness
of projected loan originations and sales compared
with current market conditions.

Controlling business risks is one of the primary
responsibilities of management. An association’s
balance sheet and operating statement reflect the
types of risk assumed by the association and how
well management controls those risks. By analyz-
ing the balance sheet and operating results, and
identifying trends in the financia data, you can
make a determination whether management’s
policies benefit or adversely affect an association.

PROFITABILITY ASSESSMENT

An association may assess its own profitability in
many ways and at different levels. A thrift may
evaluate its profitability as awhole or the particu-
lar profitability of branches, products, or types of
customers. In whatever way an association as-
sesses its profitability, accurate information is the
basis for good decisions.

An association’ s information regquirements depend
largely on its size and complexity of its opera-
tions. While you should encourage management
to develop improved systems and information,
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associations must be reasonable in their expecta-
tions.

CONSOLIDATED FINANCIAL
STATEMENTS

Consolidated financial statements summarize the
financia position and results of operations for two
or more affiliated companies. Associations pre-
pare and present such statements without regard to
the separate legal status of either company. The
purpose of consolidated financial statementsisto
present a parent company and its subsidiaries as if
they were a single company. Such statements do
not include gain or loss on transactions among the
companies in the group. Further, consolidation is
usually necessary for afair presentation when one
of the companies in the group directly or indi-
rectly has a controlling financial interest in the
other companies.

Savings associations should prepare consolidated
financial statements for al GAAP-consolidated
subsidiaries in which an association has a control-
ling financia interest through direct or indirect
ownership of amagjority voting interest. As a gen-
erd rule, direct or indirect ownership by one
company of over 50 percent of the outstanding
voting shares of another company is a condition
that suggests consolidation.

In order for the parent and its subsidiaries to be
presented as one entity, the institution must con-
solidate their separate trial balances into onetrial
balance and eliminate intercompany balances and
transactions. The institution must make eliminat-
ing entries on consolidating worksheets, but
neither the parent nor the subsidiaries are to re-
cord them in their general ledgers.

Y ou should review the consolidating entries of
intercompany accounts. Typical consolidations
include the following eliminating entries:

Intercompany payables against intercompany
receivables.

Intercompany profit and losses on sales of as-
sets that the parent or subsidiary have not
subsequently resold to third parties.

Investment accounts of first-tier subordinate
organizations against the capital accounts of
lower-tier subsidiaries.

Intercompany revenues against intercompany
expenses.

See Appendix C, Reconciliation of Intercompany
Accounts,

Materiality

OTS defines materiality as an assessment of rela-
tive size and importance. Y ou can analyze the
materiality of intercompany transactions by:

I dentifying intercompany transactions that fre-
guently occur. Such transactions include:

¥ The parent’s investment in capital of the
subordinate organization.

¥ Long-term loans from the parent to the
subordinate organization.

¥ Short-term accounts receivable (or pay-
able) between the parent and the
subordinate organization pertaining to
normal operations.

Assessing activity in intercompany accounts.
Thisinvolves reviewing general ledger account

histories of selected accounts for following
items:

% Numerous transactions.

¥ Correcting entries (original entries posted
to the wrong accounts).

¥ Large dollar amount entries lacking a clear
explanation of their purpose.

I dentifying source documents for review if you
deem further analysis of specific transactions
necessary. Such documents include:

¥ Cash receipts records (cash receipts jour-
nals and bank deposit dips).

¥ Cash disbursement records (cash dis-
bursement journals and checks issued).

% Journa vouchers for noncash transactions.
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Operations Analysis
Program

Examination Objectives
To evaluate the appropriateness of the association’s operating environment and business strategy.

To evaluate the adequacy of policies and procedures, information systems, internal controls, and budgeting
processes relating to operations.

To identify, evaluate, and explain positive and negative income and expense trends.
To evaluate the quality and sources of earnings.
To assess the prospective effect on earnings because of changes in the association’s activities or strategies.

To evauate the association’ s financial performance and ascertain whether it has sufficient profitability to
maintain capital through retained earnings.

Examination Procedures

Level | WKkp. Ref.

1 Review prior examination reports, audit reports, monitoring reports, and any off-site
analysis to ascertain strengths and weaknesses in the association’ s operations.

2. Determine whether management corrected deficiencies mentioned in prior examination
and audit reports.

3. Review whether the ingtitution provides periodic earnings and impairment reports with
adequate information for management and the board of directors to assess earnings
performance.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Operations Analysis
Program

WKkp. Ref.

4, Review the association’ s structure and determine if there are any specia considerations,
for instance, S Corporation structure, comprehensive income, or nontraditional business
operations. For Internet operations, see Level 11 procedures. For securitization
transactions, see Level 111 procedures.

Determine if sources of earnings are significantly reliant upon nonrecurring
gains from the sale of securities, loans, or securitization transactions. If so, see
Level Il procedures.

5. Review the findings in examination Program 410, Financia Records and Reports, to
ascertain any significant concerns, such as reporting or classification errors, unusual
variances, accounting deficiencies or any materia inconsistencies in the application of
accounting principles that may affect the review of operations.

6. Review the UTPR financial schedules and the association’s financial statements. Identify
and explain trends, material variances, and other factors affecting earnings. Note any
material reporting errors or items that need further analysis. Include copiesin the work

papers.

7. Compare UTPR financial schedules, the association’s financial data, and recent earnings
trends to the ingtitution’s historical results and to standard or customized peer group data
and explain material variances.

8. Review examination findings relating to management assessment and directors' oversight
to ascertain whether the association is planning or has initiated any new activities,
strategies, or major changes that could materially affect operations.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Operations Analysis
Program

10.

11.

WKp. Ref.

Review the association’ s business plan. Compare it to actual operating results and
explain any material differences. Determine if the association (rather than an outside
consultant) developed the plan and tailored to the association’ s operating strategies.

Review whether monetary incentives such as bonuses, stock options, or salary increases
based on results exist that may create an environment for management to manipulate
reported earnings.

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

Level Il

12.

13.

Review the findings of the asset quality review to determine the effect on earnings. For
example, consider severity and level of classifications, the need for provisions to ensure
the adequacy of allowances for loan and lease losses (ALLL), and loss of interest
earnings due to poor quality assets. Consider the cost of carrying nonperforming assets
and the effect on earnings stability over the long term. Ensure that the ALLL does not
contain any allowances for other types of losses, such as alowances for retained
interests. Review write-offs of nonfinancial assets for appropriateness.

Obtain and review the association’s current budget. Determineif it is reasonable and
supported. Compare the budget to current operations; identify and explain material
variances.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Operations Analysis
Program

14.

WKkp. Ref.

Review the findings of the sensitivity to market risk review, particularly the interest rate
risk management review. Evaluate the composition of earnings between recurring net
interest margin and net noninterest income versus net interest income. Consider the effect
on future earnings potential.

15.

Review and evaluate the association’s sources and uses of funds since the last
examination. This analysis will give insight into the savings association’s business
operation and the potentia risksinvolved.

16.

Review, if applicable, TFR Schedule CSS, Subordinate Organization Schedule, to
determine the extent of the parent association’s dependence on a subordinate
organization and the adequacy of the parent’s return on the investment in the entity. See
Appendix B.

17.

Reconcile and determine the materiality of the parent institution and subsidiary inter-
company accounts. (For further information, refer to Appendix C, Reconciliation of
Intercompany Accounts.)

18.

Examine whether credit losses and suspicious activities reports are high in comparison to
peers. If s0, discuss concern with asset quality review staff and determine if future
earnings will continue to be affected.

For subprime lending activities, determine if credit losses relate to underwriting
practices, appraisal weaknesses, account management activities, or inadequate
collection procedures.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Operations Analysis
Program

WKp. Ref.

19.  For Internet operations determine if the association:
Periodically (at least quarterly) evaluates its Internet operations and marketing plan.
Linksits strategic planning process to its Internet operations.
Projects the effect of its Internet operations on earnings and capital .

Performs cost and benefit analyses of Internet banking activities. Consider start-up,
operating costs, required upgrades, customer support, and mai ntenance costs.

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

Level Il

21. Anayzethe current cost of interest-costing liahilities and the yield on interest-earning
assets and compare with the previous year. Note: The yields on mortgage |oans and
mortgage-backed securities are dependent on prepayment rates.

22. Review and evaluate the association’s yield spread and compare with the previous year.
Y ou should check to ensure that the institution estimates noninterest income and
noninterest expense based on normal levels.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Operations Analysis
Program

WKkp. Ref.

23. Review the statement of operations for nonrecurring gains and losses as well as for
nonrecurring revenues and expenses.

Review accruals and the timing of reversals for appropriateness.

Ensure that the ALLL does not contain any allowances for impairment of long-
term assets held for disposal, or for the discontinuation of activities.

24. Determineif the association’s earnings or payment of dividends relies on asset sdles,
securitizations, or any other type of nonrecurring transactions.

Determine if earnings are sufficient to pay dividends after considering the
potentia overstatements of profits using gain-on-sale accounting.

Determine whether earnings are sufficient to maintain adequate capital and
reserves after considering asset quality and growth rate.

Note the degree of reliance on sales of whole loans for profits. If high, review
the credit quality of originations.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Operations Analysis
Program

WKp. Ref.

25. Determine whether the association significantly relies on securitization gains for
earnings. Note the findings of the asset quality review of securitization transactions and
ensure the review focused on the following areas:

The securitization documents (pooling and service agreements). Does the
ingtitution limit its post-sale credit support to that specified in the terms and
conditions of the securitization contract?

Valuation of retained assets. Does management conservatively value its retained
interests, and periodically review its valuation models for soundness?

Credit loss assumptions. Are management’s credit |oss assumptions that support
retained interest valuations appropriate?

Management’ s methods for ng impairment.

¥ Arethe factors management uses to estimate fair value smilar to those used
by the ingtitution’ s peers?

¥, Areimpairment adjustments comparable to adjustments made for smilar
types of securitizations, servicing assets, or other types of transactions?

Calculate the percentage of retained intereststo Tier 1 capital; and consider the
reasonableness of the percentage.

Examiner’s Summary, Recommendations, and Comments

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Appendix A: Operations Analysis Section 430

Derivation of Return on Assets and Return on Equity
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Appendix B: Operations Analysis

Section 430

ADEQUACY OF RETURN ON INVESTMENT

One of the primary objectives for investing in sub-
ordinate organizations (operating subsidiaries,
service corporations, and their lower-tier entities)
isto generate earnings. Since parent savings asso-
ciations operate on arelatively small interest
margin, the need to maximize returns on assetsis
important. The larger the investment in subordinate
organizations, the greater is the need for an ade-
guate return on that investment.

Many factors influence investors when choosing
aternative investments. The most significant of
these factors are the cost of the funds used to make
the investment and the desire to maximize yield
and minimize risks. In evaluating the adequacy of
the return on a parent association’s investment in a
subordinate organization(s), you must determine
whether the:

Return provides a reasonable margin in excess
of the parent association’s cost of funds.

Yield is reasonable for the risks assumed.

Return versus Cost of Funds

In evaluating the savings association’ s return on an
investment in a subordinate organization, you must
determine the amount by which the return differs
from the cost of funds. The Uniform Thrift
Performance Report (UTPR) provides historical
data that you can use to facilitate the analysis.

The following procedures provide a systematic
approach for analyzing the margin generated by
the investment in the subordinate organizations:

Determine whether a positive or negative mar-
gin is being generated by the investment in the
subordinate organization. (See step 1 of the fol-
lowing example))

Calculate the dollar effect based on the margin
ratio and the investment in the subordinate or-
ganization. (See step 2 of following example.)

Identify or calculate the parent’ s net income
before taxes and nonoperating items as a per-
centage of average assets. (See step 3 of
following example)

Calculate earnings of the parent without the
contribution or detriment of the subordinate or-
ganization investment. (See step 4 of following
example.)

Determine how investment in the subordinate
organization affects the parent’ s net income be-
fore taxes and nonoperating items. (See step 5
of following example.)

The materiality of the subordinate organization
investment should guide you in applying any or all
of these procedures. If the investment in the subor-
dinate organization provides an adequate return
with minimal risks, then these procedures would
not warrant your use.

For example, Association A has anominal invest-
ment in a subordinate organization. The
subordinate organization operates an electronic
data processing center that services severa clients.
Theyield on the association’ s investment averages
approximately 15 percent while the average cost of
fundsis 7 percent. In this example, the above pro-
cedures would not warrant your use.

Office of Thrift Supervision
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Appendix B: Operations Analysis Section 430

Association A

(000's Omitted)

12/31/XX 9/30/XX 6/30/XX 3/31/XX
Total Assets? $987,535 $946,916 $1,019,578 $937,562
Net Income Before Taxes 3,073 2,475 2,842 4,647

and Nonoperating Items?

Investment in Subordinate Organization 25,484 25,485 23,359 23,446
Income from Subordinate Organization 1.95% 3.82% 0.26% 47.84%
Cost of Fundsl (As a % of Average 7.78% 7.57% 7.57% 8.35%

Total Assets Annualized)
1 Obtained from UTPR.

1. Cadculate the margin between yield on investment in the subordinate organization and the cost of funds.

Return on Subordinate Organization 1.95% 3.82% 0.26% 47.84%
Cost of Funds 1.78% 1.57% 1.57% 8.35%
Margin - 5.83% - 3.75% -7.31% 39.49%

2. Cadculate the dollar effect of margin.

Beginning Investment $25,485 $23,359 $23,446 $23,378
Subordinate Organization

Ending Investment +25,484 +25,485 +23,359 +23,446
Subordinate Organization

Total $50,969 $48,844 $46,805 $46,824

Average Investment $25,485 $24,422 $23,403 $23,412

Subordinate Organization

(Average investment equals the
sum of beginning and ending
investments divided by 2)

Margin -5.83% -3.75% -1.31% 39.49%
Annual Effect of Margin - $1,486 -$ 916 -$1,711 $ 9,245
(Margin times average investment)

Quarterly Effect of Margin $ -372 $ -229 $ -428 $ 2,311

(Annual margin divided by 4)

430B.2  Regulatory Handbook August 2003 Office of Thrift Supervision



Appendix B: Operations Analysis Section 430

3. Calculate parent ratio of net income before taxes and nonoperating items (NOI) to average assets.

Beginning Assets $ 946,916 $1,019,578 $ 937,562 $928,567
Ending Assets 987,535 946,916 1,019,578 937,562
Total $1,934,451 $1,966,494 $1,957,140 $1,866,129
Average Assets $ 967,226 $ 983,247 $ 978,570 $ 933,065

(Average assets equal the sum of beginning
and endingassets divided by 2)

NOI $ 3,073 $ 2,475 $ 2842 $ 4,647
NOI/Average 1.27% 1.01% 1.16% 1.99%
Assets

(NOI divided by average assets times 4)

4. Calculate parent ratio of net income before taxes and nonoperating items (NOI) and exclude effect of the
subordinate organization margin above or below cost of funds to average assets.

NOI $3,073 $2,475 $2,842 $4,647

Quarterly Effect of (-372) (-229) (-428) 2,311
Investment

NOI Excluding Effect $3,445 $2,704 $3,270 $2,336

of Investment

Net Income Before Taxes, 1.42% 1.10% 1.34% 0.93%
Nonoperating Items & Effect
of Investment/Average Assets

(Ratio was annualized by multiplying by 4)

5. Determine how investment in the subordinate organization affects the parent’ s net income before taxes
and nonoperating items.

Investment's Dollar Effect -$1,486 -$916 -$1,711 $9,245
Percent of Average Assets -0.15% -0.09% -0.18% 0.99%
Net Income Before Taxes, 1.42% 1.10% 1.34% 0.93%

Nonoperating Items & Effect
of Investment/Average Assets

Percentage Effect of -10.56% -8.18% -13.43% 106.45%
Investment on NOI

(Dollar effect of subordinate organization investment stated as a percentage of average assets/parent institution's net income before taxes,
nonoperating items, and the effect of investment stated as a percentage of average assets, i.e., -0.15%/1.42% = -0.1056 or -10.56%)

Office of Thrift Supervision August 2003 Regulatory Handbook 430B.3
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Section 430

Y ou also should compare data from period to pe-
riod to identify any trends. Y ou can compare
quarterly datafor all quarters of the review period,
and annual data for the three previous yearsto
identify the cause(s) of any negative trends.

Although historical data provides useful informa-
tion for evaluating the return on investment, you
must also consider management’ s projected re-
turn. Using the preceding example, if you had
done an anaysis of the return on the investment as
of March 31 of that year, your conclusion might
have been that the subordinate organization was
extremely profitable. Although this may have
been true then, aredistic operating budget would
have tempered the assessment of profitability
based on the return for the remainder of the year.
A comprehensive analysis of the adequacy of the
return on the investment should include the fol-
lowing determinations and comparisons:

Determining the projected return on invest-
ments in subordinate organizations by
reviewing management’ s operating budget(s).

Comparing the projected return with historical
data and investigating differences from histori-
cal patterns by interviewing management and
reviewing the budget(s) assumptions for rea-
sonableness.

Comparing the most recent cost of funds ratio
for the parent association with the projected
yield on the investment in subordinate organi-
zations.

Determining the significance of any projected
negative margins, by comparing the dollar
amount of the negative margin to the capita
and projected net income of the parent associa-
tion.

It is equally important to determine the reasons for
changes in the return on investment and whether
the changes are a safety and soundness concern.

Y ou must determine whether a change is the result
of sdle of assets, accounting changes, market col-
lapse, etc.

Risk Versus Return

Once you have determined the margin, you should
evaluate the leve of risk assumed to generate the

margin. Generally, the higher the return, the
higher the risk. Subordinate organizations, like al
other businesses, assume certain types of business
risk in the process of generating earnings. Deter-
mining the types of risk associated with the
subordinate organization’ s activities and compar-
ing the return on investment with theyield on
other earning assets establishes a foundation for
evaluating the organization’s risk and reward
position.

A return on investments that is significantly
higher than yields on other earning assets may
indicate that the subordinate organization(s) has
assumed an excessive level of risk. A return that is
lower than other earning assets may indicate an
inefficient use of investment funds. By under-
standing the characteristics of all earning assets,
you can establish a subjective correlation between
yields and risks. Y ou can then use this subjective
correlation to evaluate the level of risk assumed or
to evauate the adequacy of the yield earned. For
example, investors would expect an investment in
amortgage banking subordinate organization to
yield more than the parent’ s investment in short
term investment securities. This higher expected
yield isdueto the higher level of business risk
assumed. On the other hand, if a subordinate or-
ganization activity yields more than the parent’s
investment in commercial loans, that activity is
likely to be more risky than commercia lending.

Y ou can compare the yield from a parent’s in-
vestment in a subordinate organization(s) with the
parent’ s return on the following accounts:

Mortgage loan portfolio
Other loan portfolio
Investment portfolio.

Tax considerations can distort the risk reward cor-
relation. If the parent and the subordinate
organization do not file consolidated tax returns,
there is an incentive to record income for the par-
ent (which has alower tax rate) instead of the
subordinate organization. For example, the subor-
dinate organization may pay an above market rate
on aloan from the parent. To avoid a distorted
analysis, you should make comparisons over sev-
erd periods. As aguide, you should make the
comparison for each quarter of the examination

430B.4  Regulatory Handbook
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Section 430

review period. Y ou can further enhance your
analysis by comparing returns over the two previ-
ous years. In addition to making the comparison
with aweighted return for the other assets, you
should be aert to current yields on new invest-
ments in these assets. Y ou can use this data to
evaluate new investments in subordinate organiza-
tions. Thrift Activities Handbook Section 650,
Interest Rate Risk Management, provides further
assistance in identifying and evaluating the risk
assumed by subordinate organizations.

Y ou must exercise sound judgment in evaluating
the risk and reward position of the subordinate
organization(s) since the risk and reward position
involves many variables. For instance, ancillary
business obtained by the parent as the result of the
subordinate organization’s activities may be a
valuable source of business to the parent. Even
though the return on a subordinate organization of
this nature may be lower than other assets, the
overal benefit to the parent may be significantly
greater due to this ancillary business.

Office of Thrift Supervision
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RECONCILIATION OF INTERCOMPANY
ACCOUNTS

Overview

One of the most basic steps in evaluating the pro-
priety of a parent savings association’s accounting
for its investment in subordinate organizationsis
to reconcile certain reciprocal accounts. Examples
of this are the parent’s loans receivable and in-
vestment accounts reconciled to loans payable and
capital accounts of the subordinate organizations.
The reconciliation of reciprocal accounts verifies
that the parent association properly reflects on its
accounting records adjustments in the investment
carrying value. Also, the reconciliation processis
an important step in ascertaining if the accounting
for the subordinate organizationsis in accordance
with generally accepted accounting principles
(GAAP).

The parent’ s books should reflect the various tiers
of subordinate organizations in accordance with
the appropriate GAAP method. The parent’s per-
centage of ownership interest largely determines
the method. As discussed in more detail below, a
parent may record an investment in a subordinate
organization under either the consolidated, equity,
or cost methods of accounting, consistent with
GAAP.

The term subordinate organization, which 12 CFR
§ 559.2 defines, includes a federal thrift's operat-
ing subsidiaries, service corporations, and their
lower-tier entities (that is, entities owned directly
or indirectly by afirst-tier subordinate organiza-
tion). A subordinate organization does not include
entities in which a savings association investsin
as a pass-through investment authorized under §
560.32. (Refer to Handbook Section 730 for ade-
tailed discussion of subordinate organization
examinations, or Section 230 for an overview of
an association’ s pass-through investment author-

ity.)

In amulti-tier organizational structure, the enti-
ties' intercompany accounts should be reconciled
to reflect the operations of all subordinate organi-
zations that have a materia effect on the parent
association’ s financia condition. It would be of
little benefit to reconcile the accounts of the par-

ent and afirst-tier subordinate organization if the
subordinate had not recognized a $1 million loss
sustained by its lower-tier business venture. As
part of the reconciliation process, aresponsible
party should first reconcile lower-tier entities
intercompany investments that have a materia
effect on the accounts of the association up
through the subordinate organization corporate
structure. Reconciliation of the lower-tier entities
should precede reconciliation of the parent’s re-
cords to the first-tier subordinate organization.

Consequently, the reconciliation process should
begin with an identification of al subordinate or-
ganizations and their relationship to each other.
Data necessary to accomplish thisidentification is
available in the TFR Schedule CSS (Subordinate
Organization Schedule) and in the Preliminary
Examination Response Kit (PERK).

Before addressing the actual reconciliation proc-
ess, aresponsible party should identify some of
the causes of differences between the parent’s
general ledger accounts and the subordinate or-
ganization’' s accounts. Differences in account

bal ances can result from many circumstances. The
more common reasons for differences include the
following causes:

Delays by the parent savings association in
recognizing its proportionate share of the sub-
ordinate organization’s net income or |oss.

Posting errors.

Inadequate or improper accounting procedures.

Differences in methods of accounting for pay-
ables and receivables.

The example that follows illustrates differences
that result from delays in recognizing income or
losses.

Example:

A common problem encountered in the account-
ing for investment in subordinate organizationsis
the timeliness of recording the results of the op-
erations of subordinate organizations in the parent
association’ s investment account. By delaying
recognition of a subordinate organization’s losses

Office of Thrift Supervision
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at year-end, the parent may try to shift the losses
into the next accounting period. However, it is
important that the results of a subordinate organi-
zation's operations be recognized in the
appropriate accounting period to alow for a
proper evauation of the financia trends of the
parent. In any case, the parent association should
record the results of the subordinate’ s operations
at least quarterly to provide complete and accurate
reports to the regulatory agencies. (Monthly post-
ing of the subordinate’ s operations is preferable to
quarterly.)

A one-month delay in accounting for the invest-
ment in a subordinate organization is a common
practice. Generally, financial data for the subordi-
nate organization will not be available until
severa days past the end of amonth. Asaresult,
the parent does not know the necessary financia
data at the time the parent makes the posting. If
the recognition of the results of the subordinate
organization’s operations is consistently posted
one month late and there are no material changes
in the unposted month, you need not take excep-
tion. If monthly net income or losses are materia
to the financial condition of the parent, you should
recommend that management make an accrual for
month-end financial statement presentation based
on an estimate of the most recent month’s opera-
tions.

Y ou should consider the assessment of the finan-
cia condition complete only after verifying that
the parent association has properly recognized and
timely recorded the financial effect of the subor-
dinate organization. However, you must use
judgment in evaluating the importance of avari-
ance in account balances. The key factor to
consider is whether the variance misrepresents the
financia condition of the parent association. An-
other factor to consider is the cause of the account
variance. Was the cause human error, inappropri-
ate accounting procedures, or intentional
misrepresentation? Y ou should bring any account
variances to the attention of management for reso-
lution. However, you should pursue for
examination purposes only those variances that
misrepresent the financial condition of the parent
association or appear to result from inappropriate
procedures or intentional misrepresentation.

Overview of Reconciliation Process

Initially, you should determine if the internal ac-
counting staff has already made a reconciliation of
accounts. Y ou should test the reconciliation for
accuracy. Generally, the reconciliation process
involves two basic categories of accounts, namely,
investment and reciprocal capital accounts, and
intercompany payable and receivable accounts. In
many instances, the reconciliation of these ac-
countsis part of the internal or administrative
control procedures for the subordinate organiza-
tion or savings association.

The actud reconciliation processisrelatively me-
chanical. Thefirst step isto identify al capital
accounts on the working trial balance for the sub-
sidiary. These generally include the following
accounts:

Common and preferred stock.
Paid-in-capital.
Undistributed current earnings.

Retained earnings or deficit.

You can aso identify investment accounts from
the parent’ sworking trial balance. Examplesin-
clude the following accounts:

Common stock of subsidiary.
Investment in subsidiary.
Investment in service corporation.
Investment in joint venture.
Investment in operating subsidiary.

Next, total al the investment accounts and the
related capital accounts and compare the totals.

Y ou should investigate any material differencesto
determine the reason for the variance.

The following examplesillustrate the reconcilia-
tion process under the consolidated and equity
methods of reporting. The following also provides
adiscussion of the cost method. The cost method,
however, does not involve the reconciliation of
intercompany accounts, other than to ensure that

430C.2  Regulatory Handbook

August 2003

Office of Thrift Supervision



Appendix C: Operations Analysis

Section 430

the parent’ s books reflect as income dividends
received from subordinate organizations.

Reconciliation of Investments and Capital
Accounts

Consolidation

When a savings association owns more than 50
percent of a subordinate organization’s out-
standing common stock, GAAP generally requires
the association to consolidate the subordinate' s
assets on its financial reports. In a consolidation,
the association’ s financial reports reflect the fi-
nancia position, operating results, and cash flows
of both the parent and subordinate as if they were
a single business entity. Consolidation occurs
even though the entities maintain their separate
corporate identities. In preparing consolidated
reports, the reconciliation process involves the
elimination of intercompany accounts. For exam-
ple, in a consolidated financia statement, the
entities eliminate intercompany |oans between the
parent and subordinate organization. They do this
by crediting the parent’ s note receivable from the
subordinate on the parent’ s books and by debiting
the note payable to the parent company on the
subordinate’ s books. From a consolidated entity
viewpoint, an intercompany loan transaction sim-
ply resultsin the transfer of cash from one part of
the entity to another and does not cause areceiv-
able or payable.

Consolidations are usualy complex. Because of
this, the parent and subordinate generally prepare
worksheets to support the consolidation of assets,
liabilities, and income items and certain dimina-
tion and adjustment entries. Typical intercompany
elimination entries pertain to intercompany stock
ownership, intercompany debt, and intercompany
revenue and expenses. This includes open account
balances, security holdings, sales and purchases,
interest, dividends, gain or loss on transactions
among companies in the consolidated group, and
intercompany profit or loss on assets remaining
within the group.

When a subordinate organization is majority (but
not wholly) owned by a parent association, the
subordinate separately reports the minority inter-
est of shareholders owning less than 50 percent of

outstanding voting common stock. The minority
shareholders have an interest in the subordinate' s
net assets and in earnings or losses.

Y ou should consult Accounting Principles Board
Opinion (APB) No. 16, Business Combinations,
when there are complex consolidation matters,
such as intercompany profits in assets, goodwill,
and income taxes on undistributed earnings.

The following example illustrates the consolida-
tion of a parent company and its subordinate
organization, ABC Company. Assume the parent
owns 60 percent of ABC Company. By owning
more than 50 percent of ABC’s outstanding vot-
ing common stock, the parent combines its assets
and liabilities with 100 percent of ABC's assets
and liabilities. However, an entry to eliminate the
parent’sinvestment in ABC is necessary to keep
from double counting the investment.

Assume that common stock and paid in capital
($1,500,000) plus retained earnings ($500,000)
total $2,000,000. The accounting entry will elimi-
nate the parent’ s $1,200,000 investment account
in ABC and ABC’s stockholders equity accounts
on the combined parent company and subsidiary
working trial balance sheet. The entry to record
the minority interestsis as follows:

(000" s omitted) debit
(credit)
Common Stock and Paid-in Capital -
ABC Company $1,500
Retained Earnings and Undistributed
Income - ABC Company $500
Investment in ABC Company ($1,200)
Minority Interests ($ 800)

The $300,000 represents the remaining 40 percent
interest that the parent company does not own.
Technically, minority interests are not liabilities
since there is no payment obligation to anyone. In
practice, however, a parent’ s consolidated balance
sheet may show minority interests as liabilities,
but the usua practice isto show minority interests
between liabilities and stockholders' equity.

The parent company stockholders' equity ac-
counts do not change. For example, asthe
following summary format shows, the parent
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company stockholders' equity and retained earn-
ings accounts total $4,400,000 before and
immediately after the consolidation. Thus, con-
solidation does not affect these account balances.

After the parent eliminates the subordinate or-
ganization’s investment accounts and makes other
accounting entries to eliminate the intercompany
debt and receivables, the parent combinesitsre-
maining assets and liabilities with the subsidiary’s
remaining assets and liabilities. These entries aso
combine the parent company stockholders' equity
account, including the minority interests, for the
consolidated financial statements, as shown beow
in summary format.

(000’ s omitted)
Eliminating
Parent Subsidiary Entries Consolidated

Assets $51,100 15,100 ($1,200) $ 65,000
Liabilities (46,700) (13,100) - (59,800)
Minority

Interests (800) (800)
Stockholders’

Equity (4,400) (2,000) 2,000 (4,400)
Equity Method

When a parent savings association owns between
20 and 50 percent of a subordinate organization's
outstanding voting common stock, the parent
should generaly reflect the investment on its
books under the equity method. The parent ini-
tially records its investment in the entity at cost.
The parent makes subsequent adjustments to the
carrying value to reflect its share of the subordi-
nate’ s earnings or losses in the period that the
subordinate reports its operating results. Also, the
parent adjusts its investment to reflect dividends
received from a subordinate organization. Under
the equity method, the parent does not report a
subordinate organization’ s dividends as income,
but rather as cash dividends that reduce the subor-
dinate’ s net assets (and stockholders' equity).
Accordingly, the parent should record a propor-
tionate decrease in its investment account for
dividends received from the subordinate organiza-
tion.

The equity method may require other adjustments
to the investment account similar to those made in
preparing consolidated statements. These include
eliminating intercompany gains and losses and to

account for any differences between the parent
and the subordinate organization in the measure-
ment of the subordinate’ s expenses (for example,
depreciation).

In the following illustration of the equity method,
assume that areview of the subordinate organiza-
tion’s records establishes that the savings
association owns 40 percent of ABC. Accord-
ingly, the association’s investment should reflect
40 percent of the net book value of ABC. How-
ever, after examining the working trial balance for
the parent association shown below, the invest-
ment account for ABC is $10,000 short
($2,000,000 x .40 = $800,000 and $800,000 -
790,000 = $10,000). It is apparent that the invest-
ment accounts on the parent’s genera ledger do
not balance with the capital accounts of the subor-
dinate organization.

(000’ s omitted)
Capital Stock of ABC $ 700
Share of ABC Income 0
Total $ 790

The working trial balance for ABC Corporation
contains the following capital accounts:

(000’ s omitted)
Common Stock $ 500
(500 Shares, $1,000 Par)
Paid-in Capital 1,000
Undistributed Current Earnings 200
Retained Earnings 300
Total $ 2,000

Y ou must determine the cause of the difference to
compl ete the reconciliation. One common cause
of such avariance isadelay in the posting of the
subordinate organization’s monthly income to the
parent’ s investment account. By reviewing the
previous month's financia statement for ABC,
you determine that net undistributed income was
$175,000 for the prior month. This indicates that
the net income of ABC for the most recent month
was $25,000 ($175,000 + 25,000 = $200,000, the
amount of ABC’ s undistributed current earnings).
The parent savings association’ s share of the net
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income was $10,000 ($25,000 x .40). The recon-
ciliation should appear as follows:

(000’ s omitted)

Parent’s Total Investment $ 790
Plus: Parent’s Share of Current
Month Income Recognized

After Month's End 10
Parent’ s Proportionate Share of
ABC's Total Capital $ 800

You may consult APB No. 18, The Equity
Method of Accounting for Investmentsin Com-
mon Stock, for more detail on the equity method.

Reconciliation of Intercompany Payables and
Receivables for Consolidated Financial
Satements

Y ou should identify all intercompany payables
and receivables that the parent must reconcile.
The parent should reconcile such intercompany
transactions prior to eliminating them on the con-
solidated financial statements. Examples of
intercompany payables and receivablesinclude
the following accounts:

Loans and advances

Income tax payables and receivables
Accounts payable and receivable.

Generally, the parent association or subordinate
organization reconciles only those accounts that
are materia in relation to their financial position.
The parent or subordinate may, however, recon-
cile routine accounts payable and receivable even
though they may not warrant reconciliation due to
their small amounts.

You can identify intercompany payables and re-
ceivables by reviewing the working trial balances
of the subordinate and the parent. In cases where
the generd ledger account name isinconclusive,
you should interview the accounting staff. Also, in
some instances it may be necessary to use general
ledger subordinate organization records to identify
the accounts that you must reconcile. For exam-
ple, in most instances a parent association will not
segregate a mortgage loan to a subordinate or-

ganization on its general ledger. In such cases,
you must use the parent’s mortgage loan trial bal-
ance in the reconciliation process.

After you identify the accounts, you must total
each of the intercompany payables and receiv-
ables accounts and compare the related totals. Y ou
should investigate any material differencesto de-
termine the reason for the variance. An example

of acommon reconciliation of intercompany pay-
ables and receivables follows:

ABC Corporation has two loans shown as payable
to its parent on its general ledger trial balance as
follows:

(000’ s omitted)
Note Payable Parent $ 540
Mortgage L oan Payable 927

A review of the general ledger trial balance for the
parent association reveals an account entitled Un-
secured Note Receivable ABC for $540,000.
However, the parent does not segregate the mort-
gage loan on its general ledger tria balance. You
must therefore obtain the mortgage loan tria bal-
ance to reconcile the mortgage loan payable. After
you obtain the loan number from subordinate or-
ganization personnel, you can identify the loan on
the parent association’ s mortgage loan trial bal-
ance. However, the trial balance lists the loan
balance as $1,200,000.

To reconcile this difference quickly and effi-
ciently, you must be aware of the types of
activities conducted by the subordinate organiza-
tion. If the entity engages in any construction
activities, review the loans-in-process balance.
Information about |oans-in-process may be part of
the mortgage loan trial balance or a completely
different report. The loans-in-process balance for
this particular loan was $245,000, which gives a
net loan balance of $955,000, or $28,000 more
than reported by ABC. A common cause for this
type of variance is atiming difference in re-
cording disbursements between the parent and the
subordinate organization. To identify timing dif-
ferences, you should review the loans-in-process
transaction history and the subordinate organiza-
tion’s mortgage loan payable genera ledger
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account history near the end of the month when
the entity usually reconciles accounts.

Y ou should look for disbursements that the mort-
gage loan payable account does not reflect, or
repayments by the subordinate that the
loans-in-process account does not reflect, until
after the end of the month. In this instance, the
subordinate made a disbursement of $47,000 on
the last day of the month but did not post it to the
mortgage loan payable account until the first of
the next month. Also, the subordinate closed a
sale of adeveloped residential building lot on the
last day of the month and issued a check for
$19,000 to the parent to replenish the
loans-in-process account. ABC posted this check
to its mortgage loan payable account on the last
day of the month but the parent did not post it un-
til the second day of the next month. The
reconciliation of the mortgage loan payable
should be as follows:

(000’ s omitted)
Mortgage L oan Receivable Per
Parent Trial Balance $ 1,200
Adjustments:
Less: Loans-in-Process (245)
Less: Disbursements Posted After
Month's End (47)

Correct Total For Parent Trial Balance$ 908

Mortgage L oan Payable Per

ABC's Tria Balance $ 927
Adjustments:
Less: Repayments Posted After
Month's End (29

Correct Total For ABC's Trial Balance$ 908

Cost Method of Reporting

Under the cost method, the parent records itsin-
vestment at cost, and recognizes as income
subsequent dividends received that are distributed
from net accumulated earnings of the organiza-
tion. However, OTS considers dividends received
in excess of earnings subsequent to the date of
investment as areturn of investment. Parent asso-
ciations, consequently, should record dividends
that the subordinate pays it in excess of its share
of earnings, as a decrease in the cost of the in-
vestment. To determine whether adividend
payment isa*“liquidating” dividend or an ordinary
dividend, you can compare cumulative earnings
and dividends.

Reporting Examination Findings

As previoudy noted, you should investigate only
those variances that are material in relation to the
parent savings association or the subordinate or-
ganization. Compare the variance with the capital
and net income of the parent entity to determine
the materiality of the variances for the individual
subordinate organizations. Y ou should document
any material differencesin the examination work
papers with an explanation for the cause of the
discrepancy. Y ou should also identify the appro-
priate treatment or necessary adjustments within
the same work papers. If necessary, initiate refil-
ings of the appropriate regulatory financial reports
by the subordinate organization and parent asso-
ciation.
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