FOREWORD

The June 2002 revision of the Examiner's Guide is a comprehensive
revision that incorporates the risk-focused program with the primary
goal of ensuring the overall safety and soundness of the credit union
system. The risk-focused program evaluates the degree to which credit
union management identifies, measures, monitors, and controls (i.e.,
manages) the existing and potential risks in their operations.

The risk-focused program is a forward-looking program designed to
increase the effectiveness and efficiency of the examination and
supervision process. Examiners will perform a risk assessment using
the new Scope Workbook and will draw on their professional
judgment to better target their efforts to the areas of greatest existing
and potential risk. The risk-focused program shifts the examination
and supervision emphasis from primarily a transactional review to
primarily a process review, meaning that it requires examiners to
review the credit union’s planning process, policies and procedures,
and internal controls. Examiners must also talk with management
about recent and proposed changes in products and services and assess
management’s due diligence regarding existing, new, and proposed
products and services to ensure the planning process considered and
addressed all related risks.

Required examination procedures have decreased to three: (1)
reviewing the supervisory committee audit, (2) reviewing the accuracy
of the 5300 Call Report, and (3) reviewing the credit union’s Bank
Secrecy Act program. The examiner’s risk assessment will determine
what additional examination and supervision procedures are
appropriate.

Many credit unions will look to their examiners to educate and inform
them about how to improve their risk management and to convey
specifics about NCUA's risk-focused program. This Examiner’s Guide
provides information about the risk-focused approach in many areas of
the credit union’s operation, and discusses the risks inherent in
services and products that the credit unions may be considering.
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This Guide also addresses the changes in funding requirements for the
Allowance for Loan and Lease Losses (ALLL) account, mandated by
generally accepted accounting principles (GAAP). This change is
independent of the risk-focused program, but took place at the same
time.

The Automated Integrated Regulatory Examination System (AIRES)
has also undergone extensive revision to allow it to better
accommodate a risk-focused program. AIRES and the new Scope
Workbook allow the examiner, who is onsite and best able to assess
the risks in the credit union, to determine the level of scope appropriate
for the areas of risk. The risk-focused program will enable examiners
to use their professional judgment to balance effectiveness and
efficiency.

Representatives from the National Association of State Credit Union
Supervisors (NASCUS) were represented on the National Examination
Committee and had a voice in the re-writing of the Guide.

Finally, a reminder that the Examiner's Guide remains a guide, not a
regulation. The guidance herein is dependable, but may not be the best
or final approach in every situation. Examiner judgment and flexibility
remain crucial to a successful risk-focused program.

J. Yeotard Skiles
ecutive Director
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Chapter 13 — Part 1

ASSET LIABILITY MANAGEMENT (ALM)

Examination e Determine safety and soundness of the credit union’s Asset
Objectives Liability Management (ALM) process
e Determine whether the credit union effectively manages its
balance sheet
e Alert the officials to existing or potential weaknesses resulting
from the ALLM process

Associated Interest rate risk (IRR) — the risk that changes in market rates
Risks will adversely affect a credit union’s capital and earnings;

e Liquidity risk — the current and prospective risk to earnings or
capital arising from a credit union’s inability to meet its
obligations when they come due;

e Strategic risk — the current and prospective risk to earnings or
capital arising from adverse business decisions, improper
implementation of decisions, or lack of responsiveness to
industry changes; and

e Reputation risk — the risk that the credit union cannot meet
member loan and share funding requests, causing concerns about
the credit union’s solvency.

Overview ALM is the process of evaluating balance sheet risk (interest rate and
liquidity risk) and making prudent decisions, which enables a credit
union to remain financially viable as economic conditions change. A
sound ALM process integrates strategic, profitability, and net worth
planning with risk management. This process often includes an Asset
Liability Committee (ALCO), which has the central purpose of
attaining goals established by the short- and long-term strategic plans
without taking on undue risk. While smaller credit unions with
simple balance sheets may not have or need an ALCO, an ALCO
represents a sound business practice for larger institutions with more
product offerings (e.g., real estate loans.)
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Credit unions with effective ALM programs can better balance the
demands of meeting their members’ needs with the objectives of
maintaining financial strength and flexibility. Credit unions with
sound ALM processes recognize that ALM involves more than just
an IRR measurement program; they retain a global view of the
purpose of ALM. For example, ALM management includes activities
such as marketing, product pricing, investment analysis, cash
management, internal controls, and data processing, all while
understanding how external factors (e.g., laws, economic conditions,
sponsor support) affect the credit union.

Overall, successful ALM programs encompass the following
practices:

e Identifying goals and objectives;

e Developing strategies;

e Creating polices and procedures;

e Managing product offerings and pricing;

¢ Identifying, measuring, monitoring, and controlling exposures to
risk;

¢ Generating adequate income and net worth over varying
economic conditions; and

¢ Maintaining financial flexibility.

Credit union boards have responsibility for overseeing the ALM
process, and usually delegate the day-to-day implementation to
management. Since ALM affects the entire scope of a credit union’s
operation (e.g., types of loans, loan rate structure, investments,
sources of funding, share rate structure, profit expectations, level of
risk, etc.), an effective ALM program requires an integrated process
of coordinating, analyzing, and communicating that includes all
operational units.

In larger credit unions, key players or operating units involved in the
ALM process generally include the chief executive officer (CEO)
and the chief financial officer (CFO), as well as management in the
areas of finance (investments), lending (credit), shares, and
marketing. Smaller credit unions may integrate the ALM process
within one or two key persons (e.g., CEO or CFO.)
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