Asset Quality

Introduction .
Effective date July 1997 Section 6000.1

Although a branch relies on the financial andstandby letters of credit, and loan commitments
managerial support of the FBO as a whole, th&he assessment will take into consideratior
evaluation of asset quality in a branch is impor{1) the level, distribution, and severity of expo-
tant in assessing the effectiveness of credit arglire classified for credit and transfer risk, spe
transfer risk managemenand in the event of a cially mentioned, or listed as Other Transfer
possible liquidation of a branch. Risk Problems, and (2) the level and composi
In evaluating asset quality, the examiner willtion of nonperforming and reduced rate assets
assess the branch’s assets and off-balance sheelf the FBO is in less than satisfactory condi-
exposure as of the examination date. Thed#®on and the branch is in a net due from affiliate
would include, but not be limited to: place- position, the asset quality rating may be nega
ments, investments, loans, bankers acceptancésely affected.
Additional procedures for evaluating asset:
m,t A ransfer risk are identified Cofth and off- balance sheet exposure can be found |
evalluatiolnec(J:frE;slsztn qu:ir;; ?Lgseﬁiﬁiileennelslse ofatshzakr)rgnch(ihe. Risk .Managemem sectlt_)n of this manual
credit and transfer risk management are evaluated under riskNiS section of the manual discusses the class
management. fication of assets and off-balance sheet exposur
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Asset Quality Classifications _
Effective date July 1997 Section 6010.1

According to the methodology established byASSESSMENT OF CREDIT

their respective state or federal agency, examirQUALITY

ers will select a sample of assets and off-balance

sheet exposures (contingencies) to review iffhe evaluation of each extension of credit shoul
order to evaluate the credit risk exposure to thbe based upon the fundamental characteristic
branch. The credit review includes analyzincaffecting the timely collectibility of that particu-

individual credits and documenting the findings/ar credit, including at a minimum:

discussing the findings with branch manage- .

ment, and assigning asset quality ratings to each 1 € ©riginal source of repayment and the bor
credit based on the examiner's best judgment rower’s continuing ablllty.to utlllge thaF source;
concerning the degree of risk inherent in thé The purpose of the credit relative to its source

credits and the likelihood of an orderly repay-, _(I)_Lrepa)ément_;_ f th dit relati .
ment. The credit review also allows for the € underwriting of the credit relative to its

evaluation of the branch’s internal risk rating/ purpose, terms an_d structg_re;
grading process. * The overall financial condition and resources

of the borrower, including the current and

This section discusses criteria used to assigngiapilized cash flow, debt service capacity, an
asset quality ratings to extensions of credit that ftyre prospects;

exhibit potential problems or well-defined weak-, The credit history of the borrower; and

nesses. These c_riteria are pri_marily based UPQNThe types of secondary and tertiary sources ¢
the degree of rlsk_and Ilkellhoc_)d of °rdef'y_ repayment available, such as guarantor suj
repayment. Extensions of credit that exhibit ot 5ng the collateral’s value and cash flow
potential weaknesses are categorized as speciajThe undue reliance on secondary sources
mention, while those that exhibit well-defined repayment should be questioned, and th
weaknesses and a distinct possibility of loss are pranch's policy about permitting such a prac-
categorized as classified. The term classified is tice should be reviewed.)

subdivided into more specific subcategories rang-

ing from least to most severe: substandard, The longer the borrower has the branch’s
doubtful, and loss. The weighted classified assefands or a contractual right to obtain funds, the
and contingencies ratio represents weightegreater the risk of some adverse development i
classifications as a percentage of total claimthe borrower’s ability to repay the funds. Con-
on nonrelated parties plus classified contingerfidence in the borrower's repayment ability is
cies, and is the standard measure of the overalsually based upon past financial performanc
asset quality (“A” ROCA component) of the and projections of future performance. Failure tc
branch. meet projections is a credit weakness but doe

In reviewing asset quality, examiners identify"0t necessarily mean the asset should be cri
the amount and severity of credit and transfefizéd or classified. On the other hand, the
risk exposures at the branch. This section didnaPility to generate sufficient cash flow to ser-

cusses credit risk and provides guidelines for th¥/c€ tr:jg deth is a WeII-detfin(?dthwegkgtess O}h?
classification of the FBO’s loan portfolio angl€opardizes the répayment of the debt and, 1

credit substitutes. The more severe classiﬁcéUOSt casfes, ?er}tsilqlasrflflcatlon._ Th? extent r;r
tion, whether due to transfer risk or credit risk hature of a shortfall in the operating figures, the
' 'support afforded by assigned collateral, and/o

takes precedence over the less severe classifiqﬁét provided by cosigners, endorsers, or gua
tion. For additional guidelines on the classifica : '

. . ““antors, should influence the severity of the
tion of due from banks, placements, securities,|5ssification.

other real estate owned and other assets, see

those sections of this manual. For guidelines on

transfer risk classification refer to the Transfer

Risk section of this manual. The following Specially Mentioned Category

section provides guidelines for the classification

of the FBO’s loan portfolio and credit A specially mentioned extension of credit has
substitutes. potential weaknesses that deserve manag
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6010.1 Asset Quality Classifications

ment’s close attention. If left uncorrected, theseollectibility of one portion of the credit than
potential weaknesses may result in deterioratioanother.

of the repayment prospects for the credit or in Extensions of credit that exhibit well-defined
the branch’s credit positioat some future date. credit weaknesses may warrant classification
Specially mentioned credits are not adverselpased on the description of the following three
classified and do not expose a branch to suffelassification categories:

cient risk to warrant adverse classification. How-

ever, because specially mentioned credits can [Bubstandard-A substandard credit is inad-
indicative of emerging credit problems, exam-equately protected by the current sound worth
iners are to consider the level and trend of thesend paying capacity of the obligor or of the
credits in their analysis of the branch’'s assetsollateral pledged, if any. Credits so classified

and off-balance-sheet items. must have a well-defined weakness or weak-
Extensions of credit that might be detailed innesses that jeopardize the repayment of the debt.
this category include those where: They are characterized by the distinct possibility

that the branch will sustain some loss if the
¢ Lending officers may be unable to properlydeficiencies are not corrected. Loss potential,
supervise the credit because of an inadequatehile existing in the aggregate amount of sub-
loan or credit agreement; standard credits, does not have to exist in
Questions exist regarding the condition ofindividual credits classified substandard.
and/or control over collateral;
Economic or market conditions may unfavor-Doubtful—A credit classified doubtful has all
ably affect the obligor in the future; the weaknesses inherent in one classified sub-
Obligor's operations may show a decliningstandard with the added characteristic that the
trend or an imbalanced position in the balance&veaknesses make collection or repayment in
sheet, but not to the point that repayment igull, on the basis of currently existing facts,

jeopardized; or conditions, and values, highly questionable and
e Deviations from other prudent lending prac-improbable. The possibility of loss is extremely
tices are present. high but because of certain important and rea-

sonably specific pending factors, which may

The Special Mention category is not to bework to the advantage and strengthening of the
used to identify a credit that has as its soleredit, its classification as an estimated loss is
weakness credit data or documentation excepleferred until its more exact status may be
tions that are not material to the repayment ofletermined. Pending factors include proposed
the asset. It is also inappropriate to use thimerger, acquisition, or liquidation procedures;
category to list credits that bear risks usuallycapital injection; perfecting liens on additional
associated with a particular type of financingcollateral; and refinancing plans.
Any type of credit, regardless of collateral, Examiners should avoid classifying an entire
financial stability, and responsibility of the credit doubtful when collection of a specific
obligor, involves certain risks. For example, gportion seems highly probable. An example of
loan secured by accounts receivable has a ceyroper utilization of the doubtful category is the
tain risk, but the risk must have increasedcase of a company being liquidated, where the
beyond that which existed at origination totrustee-in-bankruptcy has indicated a minimum
categorize the credit as special mention. A rapidisbursement of 40 percent and a maximum of
increase in receivables for reasons that ar@5 percent to unsecured creditors, including the
unknown to the branch, concentrations that lackranch. In that situation, estimates are based on
proper credit support, lack of on-site audits, ofiquidation value appraisals, with asset values
other similar matters could lead the examiner tget to be realized. By definition, the only portion
question the quality of the receivables andf the credit that is doubtful is the 25 percent
possibly special mention the loan. difference between 40 and 65 percent. A proper

When classifying a credit, it may not be classification of such a credit would show 40 per-
appropriate to list the entire amount under oneent substandard, 25 percent doubtful and 35 per-
credit quality category. This situation is com-cent loss.
monly referred to as a “split classification” and Examiners should avoid repeating a doubtful
may be appropriate in certain instances, espelassification at subsequent examinations. The
cially when there is more certainty regarding théime between examinations should be sufficient
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Asset Quality Classifications 6010.1

to resolve pending factors. That is not to say thaate when well-defined weaknesses continue t
situations do not occur to necessitate continudse present in the remaining recorded balance. |
tion of the doubtful classification. However, thesuch cases, the remaining recorded balanc
examiner should avoid undue continuation ifwould generally be classified no more severel
repeatedly, over the course of time, pendinghan substandard.
events do not occur and repayment is again A more severe classification than substandar
deferred awaiting new developments. for the remaining recorded balance would be
appropriate if the loss exposure cannot be rez
Loss—Assets classified loss are consideredonably determined, e.g., where significant risl
uncollectible and of such little value that theirexposures are perceived, such as might be tl
continuance as bankable assets is not warrantezhse for bankruptcy situations or for loans col-
This classification does not mean that the asskdteralized by properties subject to environmen
has absolutely no recovery or salvage value buél hazards. In addition, classification of the
rather it is not practical or desirable to deferemaining recorded balance would be appropri
writing off this basically worthless asset evenate when sources of repayment are considere
though partial recovery may be effected in thainreliable.
future. Writing off a loss asset or the portion of
an asset identified as loss ensures that the value

of the branch’s assets are properly reflected
its Report of Assets and Liabilities. A loss asngorma”y Restructured Loans

should not remain on the branch's books while i&or a formally restructured loan, the focus of the
attempts a long-term recovery. Rather, losses y '

should be taken in the period in which theyﬁxzrirm'nerrtS zranaly3|tsh ISI orr: .tnhe ablrlétynof th.?r
surface as being uncollectible. orrower 1o repay the loan in accoraance wi

I its modified terms. Classification of a formally
Branch management should maintain a recor

. . structured loan would be appropriate, if, afte
of all loss assets or the portion of assets identy, o roqircturing, well-defined weaknesses exi
fied as loss that have been written off fort !

lat i f hich hat jeopardize the orderly repayment of the loat
regulatory reporting purposes or for Which g, 5ccordance with reasonable modified terms

specific reserve has been established. Branql’he classification treatment previously dis-
records should also demonstrate that these lz\%ﬁssed for a partially charged-off loan alsc
a?rfsettha\;e tgeef‘ ffully tr.eportectihtot th? het ould generally be appropriate for a formally
ommice. For turther information on the treatment, o o\ otyred loan, when partial charge-offs hav
of loss assets, examiners should refer to theﬁeen taken. Troubled loans. whose terms ha
respective agency’s policy. been restructured, should be identified in the
branch’s internal credit review system and
closely monitored by management. Risk man
Partially Charged-Off Loans agement o_f the branch should not be criticizec

for continuing to carry loans having weaknesse

Based upon consideration of all relevant factorsthat result in classification as long as the man

an evaluation may indicate that a credit hag\gement has a well-conceived and effectiv

well-defined weaknesses that jeopardize Co"eé/yorkoult plan f?r such bOI’I’OWﬁI’S landl ef;echtlve
tion in full but that a portion of the loan may bemterna controls to manage the level of thes

reasonably certain of collection. When an ins(i10ans: This principle holds for individual credits,
even if portions or segments of the industry tc

ttion has taken a charge-off or a specifig hich the borrower belongs are experiencing
reserve in an amount that is sufficient, so that th . e g p :
inancial difficulties.

remaining recorded balance of the loan (a) i
being serviced (based upon reliable sources) and

(b) is reasonably certain of collection, classifi-

cation of the remaining recorded balance mayrhe Role of Guarantees

not be appropriate. For example, when the

remaining recorded balance of an asset is secur&tie original source of repayment and the bor
by readily marketable collateral, the portion thatower’s intent and ability to fulfill the obligation
is secured by this collateral would generally notvithout reliance on third party guarantors will
be classified. Classification would be appropribe the primary basis for the review and classi

Branch and Agency Examination Manual September 1997
Page 3



6010.1 Asset Quality Classifications

fication of assets. However, examiners may alsbave other significant investments in the project,
consider the support provided by guaranteesvhose other sound projects are cross-
The presence of a guarantee from a “financiallyollateralized or otherwise intertwined with the
responsible guarantor” may be sufficient tocredit, or whose guarantee is collateralized by
preclude or reduce the severity of classificatiorreadily marketable assets that are under the
For purposes of this discussion, a guaranteeontrol of a third party.
from a “financially responsible guarantor” has In general, only guarantees that are legally
the following attributes: enforceable will be relied upon. However, all
legally enforceable guarantees may not be
» The guarantor must have both the financiahcceptable. In addition to the guarantor’s finan-
capacity and willingness to provide supporicial capacity and willingness to perform, it is
for the credit; expected that the guarantee will not be subject to
» The nature of the guarantee is such that it casignificant delays in collection or undue com-
provide support for repayment of the indebtplexities or uncertainties about the guarantee.
edness, in whole or in part, during the remain- The nature of the guarantee is also considered
ing loan term; and, by examiners. For example, some guarantees for
* The guarantee is legally enforceable. real estate projects only pertain to the develop-
ment and construction phases of the project. As
These attributes are discussed in more depBuch, these limited guarantees would not be
below. relied upon to support a troubled loan after the
completion of those phases.
Financial Capacity of Guarantorhe branch  Examiners should also consider the branch’s
must have sufficient information concerning thentent to enforce the guarantee and whether
guarantor’s financial condition, income, liquid-there are valid reasons to preclude it from
|ty, cash ﬂOW, Contingent ||ab|||t|eS, and Otherpursuing the guarantee_ A history of t|me|y
relevant factors (including credit ratings, whenenforcement and successful collection of the full
available) to demonstrate the guarantor’s finanamount of guarantees will be a positive consid-
cial capacity to fulfill the obligation. In addition, eration in the classification process.
it is important to consider the number and Guarantees issued by the head office of the
amount of guarantees currently extended by granch for credits on the books of the branch
guarantor in order to determine that the guaranang no additional support to credits. The branch
tor has the financial capacity to fulfill all of the 3 its head office are one legal entity. Guaran-
contingent claims that exist. tees from affiliates of the foreign banking orga-
. ) nization may offer some additional support if the
Guarantor's Willingness to RepayExaminers affiliate is a separate legal entity. However,
normally rely on the analysis of the guarantor's;dequate financial information must be available
financial strength and assume a willingness tg, sypport financial capacity. Nevertheless, such
perform unless there is evidence to the contraryiljate guarantees do not stand entirely alone
Examiners give due consideration to those guaking do not offer the kind of support similar to
antors that have demonstrated their ability anghat of a third party guarantee.
willingness to fulfill previous obligations in
their evaluation of current guarantees on similar
facilities. An important consideration will be
whether previously required performance undePff-Balance-Sheet Items
guarantees was voluntary or the result of legal or
other actions by the lender to enforce the guarFhe principal off-balance-sheet credit transac-
antee. Examiners do not give credence to guations likely to be encountered during loan
antees from obligors who have reneged ormeviews are standby letters of credit (SBLCs),
obligations in the past, unless there is cleaand loan commitments. When evaluating off-
evidence that the guarantor has the ability anbalance-sheet credit transactions for potential
intent to honor the specific guarantee obligatiorlassification or special mention, careful consid-
under review. Examiners also consider the ecaration should be given as to whether the branch
nomic incentives for performance from guaranis irrevocably committed to advance additional
tors. This includes guarantors who have alreadfunds under the credit agreement. If the branch
partially performed under the guarantee, whanust continue to fund the commitment and a
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Asset Quality Classifications 6010.1

potential weakness exists that if left uncorrecte@Guidelines for Special Mention and

may at some future date result in the deteriorac|gssified Credit Comments
tion of repayment prospects or the branch’'s

credit position, the amount of the commltmentAn examiner must present, in written form,

may be categ_orlzed as special mention. I tr.]er&/ell-supported comments relating to assets an
is a well-defined weakness that Jeopardlzeg

) e ontingencies subject to classification or specic
repayment of a commitment, classification ma - o
be warranted. *mention. Write ups are mandatory when brancl

For credit analysis purposes, SBLCs shoudSERaTRe LIRSS L, B8 i e
be treated as if they were loans to the accou '

parties. They are considered atype ofinstru- rersit%?t(jtl\éeafg ?2 Ct)ji:g(; g: I?h?rgi Ohnuvr\llgzPst(;tr?g
ment that a customer can use under the overal| P d ’ roug L
- ng of all factors surrounding the credit is
credit line that has been extended by the branch,?
; h ‘réquired, so that only those germane to the
In most cases, particularly with respect to credi redit's collectibility are included. When por-
enhancement-type SBLCs, the examiner wiIi y : P

. atege . ons of the line are assigned different classifi-
classify the SBLC if it is determined that thecations or are not classified, the comment

account party will need to draw on the S.BLC' Insrpould clearly set forth the reason for such spli
such cases, the account party, having be%reatment

financially unable to meet its underlying com- . ) .
mitment, probably may not be able to reimburse Before a write-up is prepared, the examine
the branch for making payment on the spLcShould recheck central liability f|Ie§ or other
The same holds true for commitments to issuoUrces at the branch to determine that a
SBLCs. If the branch has an unrevocable corre'edits to the borrower have been noted an
mitment to issue a SBLC and it is determinedncluded. Consideration should be given to the
that the account party will need to draw on thec!e_tssificatign of accrued interest receivable. Cl_as
SBLC, examiners will classify the commitment.Sification is suggested when the cumulative

In the case of loan commitments, credit riskeffect on classified percentages is significant c
stems from the possibility that the creditworthi-th€ accrued interest is appropriately classifie
ness of the customer will deteriorate betweelPss- (See the Credit Risk Management sectio
the time the commitment is made and the fund8f this manual for a discussion of nonaccrua
are advanced. status and the reversal of accrued interest fc

Refer to the Off-Balance Sheet-Activities and®@ns when nonaccrual status is appropriate).
Letters of Credit sections of this manual for
additional information on off-balance-sheet
items.

Branch and Agency Examination Manual September 1997
Page 5



Transfer Risk _
Effective date July 1997 Section 6020.1

When financial institutions engage in interna- The criteria for these transfer risk categorie:
tional lending, they undertake customary crediare as follows:

risk, or the possibility of nonpayment due to an

obligor's weak financial condition or a lack of

adequate collateral protection. International lends  hstandard

ing also leads to country risk, which encom-

passes the gntire spectrum of ris!<s arising frorEither, the country is not complying with its
the economic, political, and social trends angyternal service obligations as evidenced b
movements in a foreign borrower's homegrearages, forced restructuring, or rollovers an
country. . . the country is not in the process of adopting a

International lenders, in particular, bear thgMF or other suitable economic adjustment
risk that_ a foreign borrower will bg unable to program or is not adequately adhering to such
convert its local currency income into the cur-program; or the country and its bank creditors

rency needed to repay the loan (i.e., transfefave not negotiated a viable rescheduling an
risk). Transfer risk therefore, focuses on a borare unlikely to do so in the near future.

rower’s capacity to obtain the foreign exchange
required to service its cross-border debt. Because
branches are typically oriented toward financin :
international tt?/apde aynd business, transfer risgll{alue Impalred
can be a significant consideration in evaluating
branch, more so than at other types of financi
institutions. Irrespective of its significance, the
criteria and guidelines for evaluating transfer,
risk exposures at branches are similar to those at
other U.S. financial institutions.

he country has protracted arrearages as inc
ated by more than one of the following:

The country has not fully paid its interest for

six months;

e The country has not complied with IMF
programs (and there is no immediate prospec
for compliance);

* The country has not met rescheduling term:

TRANSFER RISK CRITERIA for over one year; and

* The country shows no definite prospects fo

In _1979, the fe_der_al regulatory agencies adopted an orderly restoration of debt service in the
uniform examination procedures for evaluating near future.

and commenting on country risk factors result-
ing from international lending by banks in the
United States. Under this system, examiner
segregate country risk factors from the evalua=
tion of other lending risks. In December 1983, L . L
the federal banking agencies, through the Inte loss classification applies when the credit i

agency Country Exposure Review Committeé:onsidered uncollectible and of such little value

(ICERC), further adopted examination categot1at itS continuance as a bankable asset is n
ries for identifying credits that have beenWarranted. An example of such an asset is a loe

adversely affected by transfer risk problemsto a country that has made an outright stateme!

These categories include classified credits, i.e/€Pudiating obligations to banks, the IMF, or
Substandard, Value Impaired, and Loss; Othéfther lenders.

Transfer Risk Problems (OTRP); and Exposures

Warranting Special Comment (EWSC). The

examination of transfer risk entails identifying Other Transfer Risk Problems (OTRP’
and reporting transfer risk credits according to

these categories. To maintain uniformity ofThe OTRP designation is used to highlight all o
examination approach, examiners are not free @ portion of those credits to:

deviate from these guidelines or assign transfer

risk designations other than as specified by A country that is not complying with its
ICERC. external debt service obligations but is taking

0SS
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6020.1 Transfer Risk

positive steps to restore debt service through So called pre-export financing transactions
economic adjustment measures, generally asquire close review as they may in fact be

part of an IMF program; working capital advances. There must be a
< A country that is meeting debt obligations butconnection between the branch’s financing and
noncompliance seems imminent; or the import or export of goods (self-liquidating

« A country that has been classified previouslytransactions) to be considered as a trade
but recent debt service performance indicatesansaction.
classification is no longer warranted. How-
ever, sustained resumption of orderly debPerforming bankgenerally includes all exten-
service needs to be demonstrated. sions of credit to banks which are current.

Short-term loangyenerally have a maturity of

Exposures Warranting Special one year or less.
Comment _
Long-term loansexceed one year in tenor.

EWSC categorizations are Strong, Moderately | . b i diust N
Strong, and Weak. A Strong country does not N assessing exposure by country, adjustments

experience social, economic, or political prob0 determine net exposure are made for guaran-

lems that could interrupt external debt repay;ees and collateral. !?lsk is transferred from the
ountry of borrower's domicile to the country

ment. Moderately Strong countries experiencet i lateral resid is held
limited number of identifiable economic, social, € guarantor or collateral resiaes or Is held.

or political problems that do not presently

;[/r\],;e:kte20Smf;lyefgé?irenr?gege?;a:g,paeygigtmié'ng institution to which a third_party or affiliate
social, or political problems. If not reversed, o'mally and legally obligates itself to repay the
these problems could threaten orderly externdfPOrting institution’s claims on the direct obli-
debt repayment. gor if the latter fails to do so. Documents such as
comfort letters, letters of awareness, or letters of
intent that do not establish firm legal obligations
N are not considered guarantees for the purpose of
Other Definitions transferring country risk. Guarantees cover the
) collateralization of claims if the collateral or the
The ICERC committee generally accords a morgyarantors’ source of funds is both (1) tangible
favorable examination treatment to performingyq liquid including readily marketable shares
trade credits and performing bank credits. In thi$t ctocks or bonds and (2)is held and realizable
context, performing generally means that the g iside of the country of the domicile of the
credit is paying down in accordance with thesorrower. In cases involving collateral, the
existing terms of the indebtedness. domocile of the guaranteeing party is the coun-
) ) try in which the collateral is held, unless the
Trade transactiongenerally include the short- co||5teral is stocks or bonds in which case it is

term financing _of the importation or_expo_rtationthe country of domicile of the party issuing the
of goods/services between parties in tWQgcyrity,

countries.

uaranteegonsist of those claims of the report-
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Transfer Risk

Examination Objectives
Effective date July 1997

Section 6020.2

1. To evaluate the branch’s country exposuré.

risk management system. To determine if the
branch’s policies, practices, procedures and

internal controls regarding the managemer.

of transfer risk are adequate.
2. To determine if the branch is operating in

conformance with established guidelines. 7.

3. To recommend corrective action when poli-
cies, practices, procedures, or internal con-
trols are deficient or when violations of law
or regulation have been noted.

4. To evaluate the branch’s portfolio in order to
determine the appropriate ICERC treatment
ranging from loss to strong.

To determine the effect of total transfer risk
classifications and OTRP listings on overall
asset quality.

To determine the accuracy of the branch’
transfer risk exposure reporting to seniol
branch and head office management.

To determine if the branch is properly pre-
paring the Country Exposure Report (FFIEC
019), which is required to be filed quarterly
with its district Reserve Bank.
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Transfer Risk

Examination Procedures .
Effective date July 1997 Section 6020.3

In reviewing asset quality, examiners identifyity claims on countries, which are treated a:
the amount and severity of transfer risk expoValue Impaired, Substandard, or OTRP, shoul
sures at the branch. Examiners should begin thize reviewed on a case-by-case basis. Becau
review by first evaluating all transfer risk creditsthe likelihood of funding even legally-binding
for credit risk. The more severe classificationagreements is greatly diminished, the exposur
whether due to transfer risk or credit risk, takess listed but not classified. As a result, excep
precedence over the less severe classification.ihen determined with reasonable certainty the
the classifications are the same, the credit ris&n indirect exposure will require funding, these
designation takes precedence over the transfiéiems generally will be treated as OTRP. How-
risk designation. Duplications should be avoidedever, for those countries considered Loss fo
In some instances, particularly where additransfer risk purposes, performing bank anc
tional collateral has been pledged, the focus gerforming trade credits should be classified a
the risk may change and the transfer risk clasSubstandard.
sifications may not be appropriate. Classifica-
tions may also differ based on the type of

exposure, e.g., performing bank and trade cregp) ACEMENT AND DISCUSSION

its are generally less severely categorized tha‘rN THE EXAMINATION REPORT
short- and/or long-term loans.

Information concerning the relative groupingln the examination report, transfer risk expo-

and classification of countries and appropriatg :
X X ures are reported and discussed separately frc
comments prepared by ICERC is furnished Qommercial credit risk exposures. For this pur-

examiners as required in the examination Pro50se, separate report pages, i.e., Transfer Ri

cess. In turn, examiners should discuss WItnd Items Subject to Classification and Item:
branch management only those ICERC de5|gn%~

i ‘ hich the b hh wal isted for Special Mention, have been create
lons for which the branch has actual exposurg, . -re it subject to classification or comment

?n s booi<s. Be(aause :h's |r}f0rmagon 'lf S?CTS‘The Transfer Risk page should contain a listing
tlvke n tna ure, a ?ﬁ”f‘i sa egltJar S S pbul ttlﬁ/ country, of exposures subject to classificatiol
aken 1o ensure that It IS not accessible Qg g regyt of transfer risk considerations and ¢
unauthorized personnel. In no event should thgxposures listed as OTRFEor each country.
g_omlpleée listing of ICERC designations beexaminers should provide commentary on eac

lvuiged. . . ___exposure classified for transfer risk or listed a:

As mentioned earlier, transfer risk categorizapnTprp The examiner's commentary should b
tions sh.ould be strictly foIIoweq; examiners may.|iowed by the supporting write-ups preparec
not deviate from the transfer risk assessments %§, ICERC on each country

designated by ICERC. For exposures to coun-
tries that are not reviewed by ICERGxamin- qtransfer risk exposure(s) at the branch, thi:

ers should e_valuate the exposures from a cre Hformation is summarized on the Comparative
risk standpoint only. In no instance should theAsset Quality Data examination report page

examiner assign transfer risk assessments félon ; o P

. ; g with any credit risk classifications) and
countries not rated by ICE_RC or use the prio iscussed on the Asset Quality page. In thos
rating of a country before it was dropped from

review by ICERC.

After identifying the amount and severity of

CONTINGENT LIABILITIES —
2. While not subject to classification, significant OTRP

In view of the variance in risk of different €xposures should be considered by examiners as a judgmen

f-bal heet inst t ti thi b.lfactor in their general assessment of a branch’s asset qualit
oli-balance-sheet instruments, contingent liabllyy;g approach is similar to the consideration given to suct

factors as concentrations in the portfolio, including, for exam-

_ ple, the level and composition of nonaccruing or reduced rat
1. Countries are selected for review by ICERC based omssets and concentrations to countries rated as EWSC. In tt
the amount of total exposure outstanding to U.S. financialegard, exposures categorized as EWSC, if material, can t
institutions. mentioned in the report or listed on the Concentrations page
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6020.3 Transfer Risk: Examination Procedures

instances where the branch has other exposurgésn. In those instances where branch and head
of concern, which warrant special attention byoffice management rely on the data generated
branch and head office management, commeniftsr the Country Exposure Report and reporting
in this respect should be included on the Asseatxceptions are noted, comments should be
Quality page. As discussed in the ROCA ratingncorporated on the Operational Controls page.
system, any comments relating to how the

branch manages its transfer risk exposure should

be discussed on the Risk Management PAYBESERVING REQUIREMENTS
Comments along these lines may relate to the

effectiveness of the branch’s country EXposure, o regulations requiring banking institutions to

Bstablish special reserves, i.e., an allocated trans-
8er risk reserve or ATRR, against the risks
ebresented in certain international as8et®not
applicable to branches of FBOs (Regulation K,
Section 211.42). However, branches are expected
CONCENTRATIONS to have policies in place for recognizing loss
assets or writing down assets that are considered
Certain U.S. branches may engage heavily inncollectible and of such little value that their
financing international business and trade fronsontinuance as bankable assets is not warranted.
their home countries or geographic regions. Aén many instances, these policies stem from
measured in terms of their total net assets, thes®me country regulations that are in place for
branches may thus have significant concentrdhe FBO as a whole.
tions to those countries or regions, which should Separately, examiners should evaluate the
be listed on the Concentrations page. Howeveamount of transfer risk inherent in a branch’s
the degree to which these exposures pose aagsets in the same manner as for other banking
risk to the branch itself, and thus are commentenhstitutions. If applicable, for assets that are
on in the report of examination, is dependentlassified Value Impaired, any amount on the
upon a number of considerations, such as theooks above the required ATRR percentage is
overall composition of the branch’s portfolio; weighted at 100 percent; the residual amount is
the branch’s business plan; the effectiveness efeighted at the same percentage as assets clas-
the branch’s risk management techniques, inclugified Substandard, or 20 percent.
ing its country risk reporting systems; and the
strength-of-support assessment of the foreign

banking organization. Whether or not concencNTRY EXPOSURE RISK

trations are worthy of comment, examiner:
should ensure that all such exposures are withi ANAGEMENT SYSTEM

the branch’s internal policy limits and are moni-

tored and periodically reported to the head)‘.S part of its overall risk management teChf
office. niques, branch management should have in

place a country exposure risk management sys-
tem, which has been developed, in conjunction
with, and approved by head office management.
COUNTRY EXPOSURE REPORT  Examiners should evaluate the effectiveness of
(FFIEC 019) the system to monitor and control the branch’s
country exposure by verifying adherence to
Examiners are encouraged to review the Instrugountry suballocation limits and accurate report-
tions for Preparing the Country Exposure Reporing of country exposures submitted on the FFIEC
Examiners are not expected to review the CourB19. The evaluation should include a review of
try Exposure Reports filed between examinathe exposures for at least several countries.
tions for accuracy; however, examiners shoulélaterial exceptions may be subject to comment
conduct a spot check of the most recent report ton the Risk Management page in the report of
verify that the reports are being prepared acciexamination.
rately. Material reporting errors uncovered dur-
ing the examination should initially be noted on
the Compliance page in the report of examina- 3. Those assets included on the FFIEC 019.

of any significance should be highlighted on th
Examination Conclusions and Comments pag
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Transfer Risk: Examination Procedures

6020..

The following procedures should be used byl. Determine whether the branch is in compli-
examiners in evaluating systems employed by ance with its country exposure limits.

branches to monitor and control country risk
elements in international loan portfolios:

In preparing the risk management analysi

examiners should consider factors such as:

1. Review the branch’s written policies cover-

ing transfer risk and the name, compositions

and location of the committee responsible for

administration of transfer risk.
. Review policies and: .

a. Determine who initiates and who gives
final approval of country ratings and coun-
try limits. .

b. Determine how frequently, and by whom,,
country ratings and limits are reviewed
and changed. .

c. Determine how the bank defines the rat-
ings assigned to the various countries.

d. Ascertain how country limits are
determined. *

e. Determine who is responsible for moni-
toring compliance with country limits.

f. Determine to what extent country limits
are viewed as guidelines which may be
exceeded.

g. Determine if the branch has different sub-
limits for private and public sector credits.

h. Determine if the head office or a commit-
tee periodically reviews country ratings

The quality of policies, practices, procedures
and controls over the country exposure man
agement area.

The scope and adequacy of the internal loa
review system as it pertains to country
exposure.

Causes of existing problems, if any.
Commitments from branch management fo
correction of deficiencies.

Expectations for continued sound interna:
tional lending or correction of existing
deficiencies.

The ability of branch management to monitor
and control transfer risk.

The general level of adherence to interna
policies, practices, procedures and controls.
The scope and adequacy of the branch’
analysis of country conditions if the branch
has responsibility for it.

and limits, and evaluates the branch'd. DC DEBT

performance against those standards.

i. Determine how the system has beermhe crisis in the 1980s surrounding third world
changed since the previous examination.debt spawned a trading market for Less Devel

. Review reports furnished to the head officeped Country (LDC) debt. The examiner may
or appropriate committee to assure that conrefer to the Federal Reserve’s Trading Activities
prehensive and accurate information is bein@ylanual for further guidance concerning the

submitted on a timely basis.

review of LDC debt trading.
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Transfer Risk

Internal Control Questionnaire
Effective date July 1997

Section 6020.4

1. Has the head office adopted policies and.

limits for all non-U.S. on- and off-balance-
sheet exposure that:

a. Establish country exposure limits for all5.

activities?

b. Establish limits for distribution of assets6.

and off-balance sheet exposure by type

and maturity?

c. Acknowledge concentrations of exposure
within countries?

2. Are policies and limits reviewed at least

annually to determine if they are compatibleS.

with changing market conditions?

3. Are country limits revised in response to9.

substantive changes in economic, politi-
cal, and social conditions within particular
countries?

Prior to granting additional advances or com
mitments, are outstandings checked to apprc
priate country limits?

Are lending officers cognizant of specific
country limitations?

Are procedures for exceeding country limits
clearly defined?

7. Does the scope of the branch’s asset qualit

review ensure that international risk asset
outstanding and committed are within the
branch’s foreign exposure limits?

Does the branch have a formal reporting
system on country risk?

Does the reporting system provide complet
risk exposure data readily and in sufficient
detail?
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