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Summary: This bulletin provides updates to the following Thrift Activities Regulatory Handbook Sec-
tions: 110, Capital Stock and Ownership; and 430, Operations Analysis. Please replace the existing
handbook sections with the enclosed revised sections.
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the OTS Order Department at (301) 645-6264.

Regulatory Bulletin 32-19
SUMMARY OF CHANGES

OTSisissuing updates to the following Thrift Activities Handbook Sections. Change bars in the margins
of the handbook sections indicate revisions. We provide a summary of all substantive changes below. These
handbook sections are in plain language as part of OTS's continuing effort to convert al guidance to plain

language.
110  Capital Stock and Ownership
Mutual Organization: Adds anew section on the ownership of mutual associations.

Capital Stock: Revises information on mutual holding companies to reflect Gramm-Leach-Bliley
Act changes.

Contributed Capital: Clarifies that savings associations may accept certain capital contributions
without limit.

430  Operations Analysis
Importance of Capital for Mutuals: Adds anew section.
Information Sources. Adds anew section on the Risk Monitoring System.
Components of Earnings: Clarifies net interest income and net interest margin.
Comprehensive Income: New section that discusses SFAS No. 130.

Return on Assets and Equity: Addsinformation about ROAs for mutual and stock institutions.
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Evaluation of Earningsin Different Structures: New section that includes subsections on mutual
and stock associations, subchapter S corporations, and Internet Operations.

Analytical Techniques: Under Comparative Analysis adds information on the new mutua only ra-
tiosin the UTPR and how to appropriately compare mutual and stock associations.

Program: Adds new procedure number 2 with a question about specia considerations; adds new
procedure 20 with a question about Internet operations. Revises procedures numbers 5 and 9 to re-
flect the ability to use standard or customized peer groups.

St M A< —

—Scott M. Albinson
Managing Director, Supervision
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SECTION: Capital Stock and Ownership

Section 110

INTRODUCTION

This Section of the Handbook presents basic in-
formation concerning the mutual and stock form of
organization. This section assistsin identifying
controlling interests in a savings association and in
determining the appropriate allocation and exercise
of control. This section provides information in the
following areas.

Mutual organization.
Mutua Holding Companies.
Types of capita stock.

Conversions from mutual to stock organization.

Securities and Exchange Commission (SEC)
reporting requirements.

Insider stock trading.

Change in control.

Divestiture of control.

Contributed capital.

Capital distributions.

Employee stock ownership plans (ESOPs).

The Section assists in identifying controlling inter-
estsin asavings association and in determining the
appropriate allocation and exercise of control.

MUTUAL ORGANIZATION

Savings associations organized as mutual institu-
tionsissue no capital stock and therefore have no
stockholders. Mutua savings associations build
capital almost exclusively through retained earn-
ings. Mutual savings associations may receive
pledged deposits and issue mutual capital certifi-
cates and subordinated debentures, however,
mutuals rarely use these capital forms. When a
new mutual savings association organizes, certain
founding members pledge savings for the time re-
quired for the new mutual to build-up capital and
operate profitably.

Background

The first savings associations appeared in the
United Statesin the first half of the nineteenth cen-
tury. Savings banks first appeared in Boston and
Philadelphiain 1816. The first savings association
was in 1831 in Frankford, Pennsylvania, now part
of the city of Philadelphia. All thrift type institu-
tions were originally mutual ingtitutions. Not until
the latter part of the nineteenth century did the first
stock savings and loan type thrifts appear. At first,
they were only in afew states. Savings banks re-
mained exclusively mutual until the 1980s. All
federal savings associations were in mutual form
from 1933 to 1974, when Congress amended the
Home Owners' Loan Act to permit the conversion
of federal mutual savings associations to stock
form. The Garn-St. Germain Depository Institu-
tions Act of 1982 first authorized the direct
chartering of federal stock savings associations.

Mutual thrift institutions initially were organized
by individuals and groups for the common good of
working class individuals and families who lacked
the financid service facilities necessary for the
accumulation of capital through savings plans and
access to credit for housing needs. These mutual
institutions greatly expanded in number and loca-
tion throughout the nineteenth and early twentieth
centuries. They generally were small ingtitutions,
although some eventually grew to substantial size,
mostly in the larger cities. Although a substantial
number of mutual institutions migrated to stock
form savings associations through conversion since
the mid-1970s, there remain a substantial core of
mutual institutions. There are over 400 mutual
savings associations under OTS supervision and
severa hundred more state chartered savings banks
whose federa regulator is the FDIC. These mutual
savings associations, while generally smaller than
the stock ingtitutions, carry on the basic mission of
the founders of the thrift movement. The mutual
savings associations remain close to their commu-
nities and the immediate needs of their localities for
basic banking services for the citizens. In general,
mutual savings associations often tend to have
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higher capital levels, somewhat lower earnings,
and high quality assets.

Ownership of Mutual Savings Associations

The concept of ownership in mutual savings asso-
ciations resulted in extensive discussion and
subsequent litigation. The courts have determined
that mutual account holders have only a contingent
interest in the surplus of mutual savings associa-
tionsin the event of liquidation. In the first case to
challenge the newly adopted conversion regulations
of the Federal Home Loan Bank Board, York v.
Federal Home Loan Bank Board, the court con-
cluded that conversion to afederal stock
organization did not deprive the mutual depositors
of property rights.

Members Rights of a Federal Mutual Savings
Association

The federal mutual charter grants certain rightsto
mutual members, which give them some control
over the affairs of the savings association. All
holders of the savings association’s savings, de-
mand, and other authorized accounts are members
of the savings association. The ability to exercise
control over amutual savings association by its
members, however, is not coextensive with the
rights of stockholders of ordinary corporations,
although there are similarities. The members of a
federal mutual savings association have the right
to:

Vote.

Amend the charter.

Amend the by-laws.

Nominate and elect directors.

Remove directors for cause.

Request special meetings.

Communicate with other members.

Inspect the corporate books and records.

Share pro rata in the assets of the savings asso-
ciation following liquidation.

In enacting the Home Owners Loan Act Congress
generally left to the OTS (or its predecessor, the

FHLBB) the authority to determine when a mutual
savings association’ s members have voting rights.
Except for provisions relating to the conversion of
afederal mutua to stock form, thereis no statu-
tory requirement that federal mutual savings
associations' members have voting rights. Al-
though the charter of afederal mutual savings
association does grant such rights, it does not spec-
ify a member vote for al significant corporate
transactions.

In practice, members delegate voting rights and the
operation of federal mutual savings associations
through the granting of proxies typically given to
the board of directors (trustees) or acommittee
appointed by a majority of the board.

CAPITAL STOCK

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

Common Stock

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

Theright to vote for the directors.

Theright to share in dividends declared by the
board of directors.

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

Savings associations may value capital stock on
their books at a stated par value. A savings asso-
ciation will assign anomina par value if the stock
does not have a par value. Savings associations
account for amounts paid in excess of the par
value as additional paid-in capital.
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The market value of shares does not coincide with
par values. The market price reflects many factors,
including the following:

Overall economic conditions.

Financial health of the savings association.
Liquidity of the stock.

Competition.

Dividend policies.

Growth potential.

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

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

Among the records a stock savings association
must maintainis a (registrar’s) list of stockholders.
The list should include the following information:

Name of holder.

Address.

Number of shares owned.
Date acquired.

Certificate number(s) held.

Amount and type of dividend paid each stock-
holder.

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

Preferred Stock

Preferred stock carries certain preferences, such as
aprior claim on dividends, over common stock.
Often preferred stock conveys no voting rights, or
only limited voting rights, to the holders. The arti-
cles of incorporation (charter) govern specia rights

of apreferred stock issue. The chartering authority
may also regulate stockholders' rights.

Whether preferred stock isincludable in regulatory
or generally accepted accounting principles
(GAAP) capital depends on its permanence as a
funding source. The status of preferred stock as
part of capital aso depends on whether a savings
association is subject to the Securities Act of 1933
and the Securities Exchange Act of 1934. Like
common stockholders, preferred stockholders have
basic ownership rights and do not have priority
over creditorsin the event of liquidation.

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

OTS regulation 8563c.102 states that savings as-
sociations subject to the Securities Act of 1933 and
the Securities Exchange Act of 1934 may not in-
clude subordinated debt securities or mandatorily
redeemable preferred stock in equity.

Savings associations not subject to federal securi-
ties laws financial report requirements may make
financia reports using Thrift Financial Report
(TFR) instructions and rely on OTS capital regula-
tions. Under 12 CFR Part 567 (Capital), savings
associations include noncumulative perpetua pre-
ferred stock in core capital (8567.5(a)(1)(ii)).
Savings associations include cumul ative perpetual
preferred stock in supplemental capital
(8567.5(b)(1)(i)). Supplemental capital also may
include certain redeemable preferred stock and
subordinated debt issued under OTS regulations
and memoranda. Eligibility for such instruments to
qualify as part of regulatory capital depends on the
timing of the redemption and other contractual
characteristics. See 12 CFR 8 563.81, |ssuance of
subordinated debt securities and mandatorily re-
deemable preferred stock.

Mutual Holding Companies

The Mutua Holding Company regulation imple-
ments § 10(0) of the Home Owners' Loan Act
(HOLA). Part 575 authorizes a mutual holding
company to engage in capital raising activities. A
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mutual holding company may pledge or issue up to
49.9 percent of its post-reorganization stock to
persons other than the mutua holding company.

A MHC may create a new subsidiary stock holding
company (SHC) that would exist between the
MHC and its savings association in athree-tier
corporate structure. The SHC, like a stock savings
association subsidiary, must issue at least a major-
ity of its shares to the MHC and could issue up to
49.9 percent of its shares to the public. The SHC
must own 100 percent of the shares of the savings
association subsidiary.

On July 12, 2000 OTS issued an Interim Rule
based on the Gramm-Leach-Bliley Act. OTS
changed the activities limitations for MHC' s to
mirror those applicable to financial holding com-
panies. These changes enhance the MHC as a more
suitable long-term alternative than full conversion
from stock form for mutual savings associations
considering conversion.

Subchapter S Corporations

Subchapter S corporations generally receive pass-
through tax treatment for federal income tax pur-
poses. The Small Business Job Protection Act of
1996 made changes to the Internal Revenue Code
that allows financial institutions, and their parent
holding companies to elect Subchapter S Corpora-
tion status under the Code. The savings association
must meet the following criteria

Shareholders may only be individuals, certain
estates, and trusts.

There may be no more than 75 shareholders
and they must all consent to the election of S
Corporation status.

There must be only one class of stock.

Must use (or convert to) the specific charge-off
method in accounting for bad debts for tax pur-
pOSes.

Must use a calendar year, unless IRS grants
permission to use some other year.

A Subchapter S holding company may wholly (but
not partially) own a savings association that is a
Subchapter S Corporation. Thus, holding compa-

nies and their wholly owned depository ingtitution
subsidiaries are both eligible for S Corporation
status.

Savings associations may voluntarily or involun-
tarily lose their S Corporation status. Although
there is no penalty or direct tax for atermination,
either avoluntary or an involuntary loss may have
adverse effects on a savings association’s capital.
For example, revocations may adversely affect an
association, because the association may need to
re-establish deferred tax accounts, which may re-
duce capital.

Ability to Raise Capital

If an S Corporation needs to raise capital, itsinitial
efforts will often focus on selling additional com-
mon stock to its existing stockholders to preserve
its tax status. If existing stockholders are unable or
unwilling to properly capitalize the thrift, the insti-
tution will normally offer to sell common stock to
Subchapter S eligible investors who consent to the
tax election. The ingtitution should seek to limit the
increase in the number of its stockholdersto stay
within the 75-shareholder limit for S Corporation.

S Corporation stockholders customarily sign
shareholder agreements that prevent them from
selling stock or otherwise transferring their stock
to ineligible stockholders. These agreements typi-
cally require a shareholder who wishes to sell stock
to first offer the shares to the other existing stock-
holders before offering the shares to any other
party. As a prerequisite to purchasing an S Corpo-
ration’ s stock, a new investor must agree to sign
the shareholder agreement.

If the ingtitution cannot successfully increase its
capital through these means, it may pursue other
potential investors who may cause the ingtitution to
lose its Subchapter S election. Alternatively, the
institution may have to issue a second class of
stock that will result in an involuntary termination
of its eection. In either case, the institution would
not incur any tax penalties because of itsreturn to
C Corporation status. Therefore, an ingtitution’s
tax status as an S Corporation does not prevent it
from raising additional capital.
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STOCK CONVERSION

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

To facilitate the conversion process, management
may contract for the services of attorneys, ac-
countants, appraisers, and conversion managers
who have conversion experience. Savings associa-
tions record conversion sales proceeds after
deduction of conversion expenses. In smaller offer-
ings, conversion expenses may amount to as much
asten percent of the equity raised.

Following is a description of various types of con-
versions. See Part 563b for additional information.

Sandard Conversion

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

Submission of a conversion plan according to

§ 563b.3 isthe first requirement before effecting a
standard conversion. The resulting savings asso-
ciation must comply with the capital standards of
Part 567. The accounting used for acquiring assets
and liabilitiesin a standard conversion is generaly
historical cost of the acquired savings association
(pooling-of-interest accounting).

Supervisory Conversion

A supervisory conversion permits savings associa-
tions that fail to meet specified capital levelsto
raise additional capital without government assis-
tance. The resulting savings association must be a
viable entity under 8 563b.26(b).

Any significantly undercapitalized SAIF-insured
savings association will qualify for a supervisory
conversion unless OTS determines otherwise. OTS

may permit, on a case-by-case basis, an undercapi-
talized savings association to undertake a
supervisory conversion if the savings association
can demonstrate that a standard conversion is not
feasible. Any BIF-insured mutual savings bank
may qualify for voluntary supervisory conversion
provided OTS concurs in a certification given by
FDIC in accordance with 12 USC 1464(0)(2)(c).

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

A magjority of the board of directors of the convert-
ing savings association must adopt a plan of
supervisory conversion that is in accordance with
Part 563b. The members of the savings association
shall have no rights of approval or participation in
the conversion or rights to the continuance of any
lega or beneficia ownership interest in the con-
verted savings association.

Merger Conversions

A merger conversion occurs when an existing stock
institution or holding company acquires a convert-
ing mutual savings association. The converting
mutual exchanges its stock for stock of the ac-
quiror. OTS limits merger conversions to cases
involving financially weak savings associations.
OTS will also consider requests for waivers from
this general policy for very smal ingtitutions, such
as those with assets under $25 million.

Stock Organization

Section 552.2-1 outlines the process for organizing
afedera stock savings association. Stock organi-
zation means that management decisions are
subject to shareholder vote and scrutiny. Stock
savings associations must hold annual meetings of
shareholders subject to regulatory requirements.
These requirements appear in 8 552.6 or applica-
ble state law and/or 8 14 of the Securities
Exchange Act of 1934 (Exchange Act). Savings
associations that convert to stock form face in-
creased public disclosure requirements in
becoming a public reporting company under that
act.
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REVIEW OF EXCHANGE ACT AND
SECURITIES OFFERING FILINGS

Under 8 12(i) of the Exchange Act, OTS has the
powers, functions, and duties vested in the SEC to
administer and enforce several sections of the Ex-
change Act for savings associations. The
applicable sections are 88 12, 13, 14(a), 14(c),
14(d), 14(f), and 16. For this purpose, OTS isthe
securities disclosure oversight regulator for al
Home Owners Loan Act (HOLA) federal charters
(both SAIF and BIF members). In addition, OTSis
the securities disclosure oversight regulator for
state-chartered savings association SAIF members.
The FDIC is the comparable regulator for al BIF-
insured, state-chartered savings banks.

Approximately 136 savings associations have a
class of equity securities registered under the Ex-
change Act. Therefore, they are subject to
Exchange Act periodic reporting requirements and
rules governing awide range of activities. Such
activities include proxy solicitations; tender offers;
and the acquisition of securities by officers, direc-
tors, and significant shareholders. In addition,
savings associations that engage in public offerings
of securities generally must file an offering circular
with OTS. OTS declares the offering circular ef-
fective under the requirements of OTS securities
offerings regulations for savings associations.
These regulations include 12 CFR Parts 563D,
563d, and 563g.

The Business Transactions Division (BTD) of the
Office of Chief Counsel and the Accounting Policy
Divison (APD) of the Office of Supervision re-
view Exchange Act and securities offering filings
of savings associations for compliance with the
Exchange Act and OTS regulations. The applica-
ble OTS regulations are 12 CFR Parts 563b, 563d,
and 563g.

The regional offices are responsible for timely re-
view of filings of savings associations and holding
companies for information of supervisory concern.
Regiona staff should dert Washington to disclo-
sure problems noted during these reviews. For a
more detailed discussion of the Washington and
Regional Processing of Exchange Act Filings, refer
to Appendix B.

Filing Requirements

Controlling persons, such as savings association
directors and officers, are potentialy liable in con-
nection with their savings association’s reports.
Directors and officers should ensure accurate fil-
ings. This duty to evaluate the completeness and
accuracy of reports applies to directors and re-
sponsible management officials whether or not they
sign the report.

Savings Associations

Section 563d.1 applies Exchange Act rules, regula-
tions, and forms to securities issued by savings
associations. As aresult, savings associations with
aclass of equity securities registered under § 12 of
the Exchange Act must file various periodic re-
ports with both Washington and the appropriate
regiona office.

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

Civil suit.
Cease-and-desist order.

Civil money pendlties.
Supervisory agreement.

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

A savings association may become subject to re-
porting obligations under the Exchange Act in one
of four ways:
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Section 12(b) of the Exchange Act requires the
registering of any class of a savings associa-
tion's securities registered on a national
securities exchange.

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

Section 563b.3(c)(19)(i) generally requires sav-
ings associations converting from the mutual to
the stock to register the class of securitiesis-
sued in the conversion under the Exchange Act.
Savings associations may not deregister such
securities for three years.

Each savings association, not otherwise re-
quired to report under the Exchange Act, has
special responsihilities relating to offering cir-
cularsfiled with BTD. If BTD declares an
offering circular effective pursuant to Part
5639, savings associations must make filings
pursuant to § 563g.18 with OTS. Savings as-
sociations must make these filings for at least
the first year during which the offering circular
becomes effective. These filings consist of peri-
odic and current reports on Forms 10-K, 10-Q,
10 KSB, 10 QSB, and 8-K as Section 13 of the
Exchange Act may require. The duty tofilere-
ports under § 563g.18 is automatically
suspended for any fiscal year under the follow-
ing condition:

- If a the beginning of the fisca year, (other
than the fiscal year the offering circular be-
came effective) the securities of each class
to which the offering circular relates are
held of record by less than 300 persons.

In addition, § 563g.2 provides that no savings as-
sociation shall offer or sell any security unlessthe
offer or sale includes an effective offering circular.
Part 5639 provides for the declaration of effective-
ness of offering circulars. In certain circumstances,
an exemption from filing requirementsis available.
Savings associations must file offering circulars
required under Part 563g with both BTD and the
appropriate regional office.

Savings and Loan Holding Companies

OTSregulation, 12 CFR § 584.1, requires savings
and loan holding companies to file Form H-(b)11
with the respective regional offices.

Holding companies with securities registered with
the SEC under the Exchange Act must attach cer-
tain SEC filings to the H-(b)11. For example, the
H-(b)11 must include the following information:

Proxy material filed with the SEC.
The annual report on Form 10-K.
Current reports filed on Form 8-K.

Any prospectus filed in connection with the
public offering of securities.

SEC reports not excluded by request of the
OTSregional office.

Description of Filings
The Annual Report (Form 10-K or Form 10-KSB)

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

The Quarterly Report (Form 10-Q or Form 10-
QsB)

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

The Annual and Quarterly reports provide specific
financia information regarding the savings asso-
ciation as well as management’ s discussion of the
savings association’ s financial condition. The re-
ports a so include a description of matters voted on
by securities holders, and other relevant matters as
required by the applicable form and regulations.

The Current Report (Form 8-K)

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

Any changesin control of the savings associa-
tion - 15 days.
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Acquisition or disposition of assets (of asig-
nificant anount other than in the ordinary
course of business) - 15 days.

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

Any change in the savings association’s certify-
ing accountant - 5 days.

Occurrence of other events the savings associa-
tion deems to be materially important to
security holders - no time frame, but within a
reasonable time.

Resignation of directors - 5 days.
A changein fiscal year - 15 days.

Beneficial Ownership Reports

The Initia Statement of Beneficial Ownership
(Form 3)

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

Officers.

Directors (regardless of whether they own any
securities).

Beneficial owners of ten percent or more of any
class of the savings association’s equity securi-
ties.

A Statement of Change in Beneficial Ownership of

Equity Securities (Form 4)

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

Annua Statement of Changes in Beneficial Own-
ership (Form 5)

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

The Shareholder Report of Beneficid Ownership
(Schedule 13D)

Shareholders must file Form 13D within ten days
of the acquisition of beneficial ownership of more
than five percent of any class of equity securities.
Any materia change in the facts of the statement
requires that the shareholder promptly (generaly
within two business days of the material change)
file an amendment.

Schedule 13G

Mutual funds and other institutions that invest

funds or manage portfolios for beneficial owners
must file Schedule G. Filers must file Schedule G
within 45 days after the end of the calendar year.

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

In reviewing Forms 3, 4, and 5 and Schedule 13D,
BTD attorneys watch for issues related to Part
574, the potentia for hostile takeovers, and possi-
ble trading on insider information. Y ou should be
alert to these possibilitiesand alert BTD to rele-
vant information.

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

Persons are the beneficial owners of any stock that
they have the right to acquire through the exercise
of presently exercisable options, including options
granted through a stock option plan. Indirect bene-
ficial ownership includes stock held in the name of
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another person if, because of an agreement or rela-
tionship, a person abtains benefits substantialy
equivalent to those of ownership. Such benefits
include the right to receive income and the right to
control transfer of the stock. For example, a person
generaly isthe beneficia owner of stock in the
following situations:

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

Stock owned as trustee, where the person or
members of the person’simmediate family have
avested interest in the income or principal of
the trust.

Stock held in trust for which the personisa
beneficiary.

Stock owned by a partnership of which the per-
son is amember.

Stock owned by a corporation that the person
controls.

Proxy and Information Statements

Exchange Act Regulations 14A and 14C require
the filing of preliminary copies of al Proxy State-
ments, other soliciting materials, and Information
Statements (used where there is no solicitation of
proxies). Savings associations file this material
with OTS at |east ten calendar days prior to the
date of first sending or giving such information to
shareholders. Savings associations file definitive
copies of the above materials with OTS no later
than the date of sending or giving such materias to
shareholders.

In certain circumstances, savings associ ations must
provide an Information Statement that contains the
information specified by Regulation 14C under the
Exchange Act. In those instances where a savings
association plans corporate action, the Exchange
Act reguires the filing of an Information Statement.
Thisis arequirement even where thereis no solici-
tation of proxies. The corporate action may occur
either at a meeting of the savings association’s se-
curity holders or by written authorization or
consent of such holders. Savings associations must
file preliminary copies of either proxy-solicitation
material or an Information Statement, as appropri-
ate, with OTS. Savings associations must submit

this material within a specified period prior to any
distribution of such information to security hold-
ers.

Annual Report to Shareholders

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

Insider Stock Trading

There are substantive limitations on the ability of
savings association directors, officers, and ten per-
cent shareholdersto trade in the savings
association’s stock. Any profit realized from any
purchase and sale or sale and purchase of the sav-
ings association’ s stock within a six-month period
(short-swing trade) is subject to recapture. Either
the savings association or the savings association’s
stockholders by filing suit on its behalf (15 USC §
16(b)) may seek recapture. The rule provides a
rigorous guard against misuse of confidential in-
formation by insiders. Prohibition, however, does
not extend to al reportable transactions.

Furthermore, the Exchange Act generaly prohibits
directors, officers, and ten percent stockholders
from making any short sale of their savings asso-
ciation’s stock. That is, any sale of stock that the
seller does not then own. The Exchange Act also
requires that directors, officers, and 10 percent
stockholders deliver to buyers within 20 days any
stock they sell. Alternatively, the Exchange Act
requires the depositing in the mail within 5 days
any stock sold by directors, officers, and 10 per-
cent stockholders.

In addition, Rule 10b-5 under the Exchange Act
prohibits a person from trading a savings associa-
tion's stock using materia inside information.
Inside information refers to information not avail-
ableto the public in genera (17 CFR § 240.10b-
5). The rule also prohibits a person in possession
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of material nonpublic information from selectively
disclosing thisinformation to others (tipping) and
generaly bars the tippees from trading on such a
tip. Information is material for this purpose if a
reasonable investor would consider it important in
reaching an investment decision or would attach
actua significance to the information in making the
decision. Thus, savings association officers, direc-
tors, and others in possession of materid inside
information must not trade in the savings associa-
tion’s stock until the information is available to the
investing public. Managers must not make any
disclosures of materia information to selected per-
sons without concurrently releasing the information
to the public.

Changein Control

Regulators have concerns about the control of a
savings association’ s vating rights because a
change in control may influence the direction and
operating policies of the savings association. No
person shall acquire control of a savings associa
tion through a purchase, assignment, transfer,
pledge, or other disposition of voting rights of such
savings association without OTS approval. This
includes the individual acting directly or indirectly
or through or in concert with one or more other
persons. OTS rules on acquisition of control of
savings associations are in 12 CFR Part 574.

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

Section 563.183 requires the savings association to
file areport whenever there is a change in control
of any savings association or holding company and
there is also a change or replacement of the chief
executive officer within a specified time.

The president or other chief executive officer must
file areport when a change in control of a savings
association or holding company occurs concur-
rently with, or within 60 days after or 12 months
before, a change or replacement of the chief execu-

tive officer. (A change in control also mandates
filing Form 8-K for a savings association or hold-
ing company subject to public reporting
requirements of the Exchange Act.)

The president or other chief executive officer shall
report to OTS whether a change in ownership or
other change in the outstanding voting rights under
88 563.181 or 563.183 will result in control or a
change in control of the savings association or
holding company. Section 574.4 outlines the condi-
tions under which an acquirer possesses contral.
The regulation also includes conclusive control
determinations.

Section 563.181(c) states the conditions that will
require areport from a mutual savings association
president or CEO when there is a solicitation of
voting rights of the savings association. If a solici-
tation is of a continuing nature, it is necessary to
file areport only when the solicitation begins. The
report should indicate the continuing nature of the
solicitation. No further reporting is necessary
unless or until there is a change in the solicitor.

The president or CEO of the savings association or
the holding company should file the report required
under 12 CFR 88 563.181 and 563.183. Under 12
CFR §516.1(c), they should send an original and
two copiesto the regiond office.

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

Approval of change in control of a stock sav-
ings association.

Change in control of a mutual savings associa-
tion.

Change in or replacement of the chief executive
officer.

Willful violations of 88 563.181 and 563.183 may
be subject to harsh enforcement action, including
civil money penalties. If you discover such activity,
you should remind savings associations and sav-
ings and loan holding companies of these reporting
requirements. Savings associations and savings
and loan holding companies are to resolve any
doubt regarding the necessity of filing by submis-
sion of areport.
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Section 574.4(b) requires reports whenever any
person, partnership, corporation, trust, or group of
associated persons acquires, receives, or in effect,
becomes the holder of ten percent or more of the
outstanding stock or voting rights of a savings
association.

REGULATORY CONSIDERATIONS
Divestiture of Control

Section 567.13 requires that any acquiror subject
to a capital maintenance obligation give prior writ-
ten notice to OTS if the acquiror proposes
divestiture of the savings association.

After receiving the notice, OTS has 90 days to
conduct an examination of the savings association.
OTS determines the extent of any capital defi-
ciency and communicates the results to the
acquiror. If the examination indicates that no defi-
ciency exigts, the acquiror may divest control of
the savings association upon receiving written no-
tice of the examination results.

If acapital deficiency does exist, any acquiror sub-
ject to a capital maintenance agreement may only
divest a savings association if they provide OTS
with a capital infusion agreement. Such an agree-
ment must provide that the acquiror will infuse the
savings association with the amount necessary to
remedy the deficiency. Further, the acquiror must
arrange for payment, satisfactory to OTS, or oth-
erwise satisfy the deficiency. If the acquiror
provides OTS with a satisfactory agreement before
the completion of an examination made to deter-
mine the extent of any capita deficiency, it may
proceed to divest control. Also, the acquiror must
arrange for payment, satisfactory to OTS, to en-
sure payment of any deficiency. Alternatively, the
acquiror may immediately satisfy the deficiency.

Contributed Capital

Savings associations may accept without limit the
following capital contributions:

Cash
Cash equivaents

Other high quality, marketable assets provided
they are otherwise permissible for the savings
association.

Savings associations may accept assets that meet
the following three-part test and contribute them
up to 25 percent of core capital if the association
receives prior OTS approval.

The assets must be separable and capable of
being sold apart from the savings association or
from the bulk of the savings association’'s as-
sets.

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

The savings association must demonstrate and
document that a market exists that will provide
liquidity for the asset.

Generally, it isnot an accepted practice for savings
associations to accept noncash capital contribu-
tions other than those outlined above. OTS policy
requires that savings associations deduct from as-
sets and capital the contribution of noncash assets
that do not meet the above standards for purposes
of determining core capital.

Capital Distributions

FDICIA 8§ 38 prohibits an insured institution from
taking certain actions if, as a result, the institution
would fall within any of the three undercapitalized
capital categories. The prohibited actions include
the following:

Declare any dividends.

Make any other capital distribution.

Pay a management fee to a controlling person.
See 12 CFR § 565.4(b) and Thrift Activities

Handbook Section 120, Capital Adeguacy, for
guidance regarding the capital categories.
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A savings association permitted to make a capital
distribution under the prompt corrective action
regulations may do so in accordance with 12 CFR
Part 563, Subpart E - Capital Distributions. This
new rule was effective on April 1, 1999. The re-
vised capital distribution regulation incorporates
FDICIA’s capital distribution requirements and
imposes other limitations comparable to those ap-
plicable to national banks.

Subchapter SDistributions

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

OTS may restrict such distributions to sharehold-
ersin amount or prohibit them in some instances.
There may be some cases where the amount of
dividends that shareholders would need to receive
to pay their persona income taxes would exceed
the amount of dividends allowable under 12 CFR
Part 563, Subpart E - Capital Distributions. It is
also possible for an association to be generating
taxable income in a period when the association is
reporting aloss or nomina income for financial
reporting purposes. This situation can arise, for
example, when an association takes alarge provi-
sion for loan losses because of credit quality
problems but has not yet charged off specific
loans.

EMPLOYEE STOCK OWNERSHIP PLANS

It is customary for a significant holder of a savings
association’s shares to be an Employee Stock
Ownership Plan (ESOP). An ESOP is an employee
benefit plan. The Employee Retirement Income
Security Act of 1974 (ERISA) and the Internal
Revenue Code (IRC) of 1986 describe an ESOP as
a stock bonus plan, or combination stock bonus
and money purchase pension plan. ESOPs invest
primarily in an employer’s stock, generally by us-
ing tax deductible contributions made to the ESOP
under the terms of the plan. Other pension plans
normally limit the amount of the plan’s assets al-
lowable for investment in the employer’s securities.

Federa legidation encourages the use of ESOPs to
help achieve two major objectives:

Broadening stock ownership of corporations by
employees.

Providing corporations with an additional
source of capital funds.

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

After the establishment of the plan and the trust,
the employer periodically contributes to the ESOP.
The ESOP uses the contributions to purchase stock
of the employer and to pay adminigtrative and
other expenses.

A common form of this type of benefit planisthe
leveraged ESOP, whereby the sponsoring company
forms atax-qualified ESOP trust. The ESOP then
borrows funds from alending ingtitution to acquire
shares of the employer’s stock. The stock may
consist of outstanding shares, Treasury shares, or
newly issued shares.

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

A suspense account under the control of the trustee
of the plan usually holds the stock shares. Employ-
eesreceive credit to their individual account when
the trustee rel eases shares from the suspense ac-
count. The trustee releases shares from the
suspense account as the ESOP repays the |oan.

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

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

An ESOP also may be a non-tax-qualified plan;
the corporation simply receives no tax benefitsas a
result. Attraction or retention of key, highly com-
pensated individuals often involves the use of non-
tax-qualified ESOPs.

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

ESOPs provide the following benefits:

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

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

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

Federa savings associations have the implied au-
thority to establish ESOPs, as they have the
authority to compensate their employees. State-
chartered savings associations a so appear to pos-
sess the implied authority to establish ESOPs. This
guestion, however, is amatter of state law. This
also holds true for holding companies.

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

A savings association, another financia institution
with trust powers, or a service corporation may
administer or act as atrustee for an ESOP. Some
savings associations have service corporations that
are separate trust companies, when thisis the case,
ESOPs are typically trusteed by those service cor-
porations.

Regulatory Restrictions and 1ssues

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

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

Limitations exist in a conversion as to the
amount of stock that an individual may pur-
chase and as to the amount of stock that
Mmanagement as a group may purchase. Anin-
dividual’s stock purchase limitations do not
include stock held in an ESOP. Thereis no ag-
gregation of the individual and ESOP stock
holdings. Stock held in an ESOP that is a man-
agement recognition or retention plan (MRP) is
non-tax-qualified. Include stock held in anon-
tax-qualified ESOP in determining the overall
limitation for management purchases of conver-
sion stock.

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

Transactions with Affiliates

Savings associations are subject to 88 563.41 and
563.42. These rules restrict and prohibit certain
transactions with affiliates. In many cases, ESOPs
are affiliates because the trustees are aso direc-
tors, partners, or trustees of the savings association
or its holding company. In some cases, an ESOP is
an affiliate because of other control. For example,
the ESOP may own, control, or have the power to
vote 25 percent of a class of voting securities of
the holding company or savings association. If the
ESOP is an affiliate, the savings association may
not make aloan, guarantee, or other extension of
credit to the ESOP. Thisis because the collateral
requirements of § 563.41(c) would be difficult, if
not impossible, to meet. The securities issued by an
affiliate of the association are not acceptable as
collateral for aloan or extension of credit to, or
guarantee, acceptance, or letter of credit issued on
behalf of the affiliate.

Despite this limitation, the funding of most ESOPs
does not raise concerns. Typically, most ESOPs
receive funding by aloan or guarantee from the
holding company, as opposed to the savings asso-
ciation itself. A loan by the holding company is not
a covered transaction under the affiliate regula-
tions. Refer to Handbook Section 380 for further
details on Transactions with Affiliates.

Compliance with ERISA

ERISA imposes complex requirements upon sav-
ings associations acting as trustee or in other
fiduciary capacities for ESOPs, and severe penal-
ties can result from statutory violations. In
addition, the savings association, as the employer
or plan sponsor of its own employees’ retirement
plan, isaparty in interest pursuant to ERISA. This
is the case whether or not the savings association is

the trustee. Almost without exception, all transac-
tionsinvolving the purchase or sale of an asset of
the plan to or from the savings association, any
affiliate, officer, or employee are subject to the
provisions of ERISA. There are only certain nar-
rowly defined exemptions. The plan sponsor or its
administrative committee may be subject to report-
ing, disclosure, and plan design requirements.
There are dso anumber of other responsibilities
under ERISA if the savings association is acting as
trustee or in afiduciary or similar capacity.

Risk to Savings Association as Employer or When
Acting as Trustee

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

Acquisition of Control

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

Vauation of Savings Association Stock

Shares of a publicly held savings association where
fair market value is recognizable in an actively
traded market generally do not raise problems. Dif-
ficulties may arise with closely held savings
associations; the stock is not marketable and the
ESOP creates but a limited market. IRS Ruling
59-60 outlines major principles of stock valuation;
one of the principles requires the use of an inde-
pendent appraiser.

Repurchase Liability

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

Accounting

The present accounting for ESOPs comes from a
project undertaken by the Accounting Standards
Executive Committee (AcSEC), which resulted in
Statement of Position 93-6 (SOP 93-6, Employers
Accounting for Employee Stock Ownership Plans).
This SOP provides guidance on employers ac-
counting for ESOPs. The SOP appliesto al
employers with ESOPs (both leveraged and
nonleveraged). It does not address reporting by
ESOPs. Thereis adiscussion of financia reporting
by ESOPs in the AICPA Audit and Accounting
Guide: Audits of Employee Benefit Plans.

The necessity for SOP 93-6 is due to the great ex-
pansion in the number of ESOPs, their increased
complexity, plus revised laws by Congress con-
cerning ESOPs. In addition, the Internal Revenue
Service (IRS) and the U.S. Department of Labor
(DOL) issued many regulations covering the
operation of plans. These actions caused changes
in the way ESOPs operate and the reasons for their
establishment.

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

The following paragraphs summarize significant
accounting rules applicable to employer’ s account-
ing for ESOPs.

Leveraged ESOPs
Employers should report the issuance of new

shares or the sale of treasury sharesto the
ESOP when the issuance or sale occurs. Also,

employers should report a corresponding charge
to unearned ESOP shares, a contra-equity ac-
count.

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

For ESOP shares committed for releasein a
period to settle or fund liabilities for other em-
ployee benefits, employers should report
satisfaction of the liabilities when the employer
commits to release the shares to settle the li-
abilities. Other employee benefits include an
employer’ s match of employees 401(k) contri-
butions or an employer’s obligation under a
formula profit-sharing plan. The use of an
ESOP has no bearing on the recognition of
compensation cost and liabilities associated
with providing such benefits to employees.

For ESOP shares committed for release to re-
place dividends on all ocated shares used for
debt service, employers should report satisfac-
tion of the liability to pay dividends when the
ESOP commits for the release of shares for that
purpose.

Employers should credit unearned ESOP shares
as they commit shares for release based on the
cost of the shares to the ESOP. Employers
should charge or credit to additional paid-in
capital the difference between the fair value of
the shares committed for release and the cost of
those shares to the ESOP.

Employers should report dividends on unallo-
cated shares as a reduction of debt or accrued
interest payable or as compensation cost. The
use of the dividend for either debt service or
payment to participants determines the form of
accounting entry. Employers should charge
dividends on allocated shares to retained earn-
ings. They should make satisfaction of
dividends payable by:

- Contributing cash to the participant ac-
counts.

- Contributing additional sharesto partici-
pant accounts.
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- Releasing shares from the ESOP s sus-
pense account to participant accounts.

Employers should report redemptions of ESOP
shares as purchases of treasury stock. Employ-
ers should aso report redemption of shares of
leveraged and nonleveraged ESOPs as pur-
chases of treasury stock. Employers must give
aput option to participants holding ESOP
sharesthat are not readily tradable. When par-
ticipants exercise a put option, employers must
repurchase the shares at fair value. The put op-
tion requirement applies to both leveraged and
nonleveraged ESOPs.

Employers that sponsor an ESOP with a direct
loan (aloan made by alender other than the
employer to the ESOP) should report the obli-
gations of the ESOP to the outside lender as
liabilities. Employers should accrue interest
cost on the debt. They should report cash pay-
ments made to the ESOP to service debt as
reductions of debt and accrued interest payable
when the ESOP makes payments to the outside
lender. Apply thisrule regardless of whether the
source of cash is employer contributions or
dividends.

Employers that sponsor an ESOP with an indi-
rect loan (loan made by the employer to the
ESOP with arelated outside loan to the em-
ployer) should report the outside loan as a
liability. Employers should not report aloan re-
ceivable from the ESOP as an asset and should
not recognize interest income on such receiv-
able. Employers should accrue interest cost on
the outside loan and should report loan pay-
ments as reductions of the principal and
accrued interest payable. Employers do not rec-
ognize in the financia statements contributions
to the ESOP or the concurrent payments from
the ESOP to the employer for debt service.

Employers that sponsor an ESOP with an em-
ployer loan (no related outside loan) should not
report the ESOP s note payable and the em-
ployer’s note receivable in the employer’s
balance sheet. Accordingly, employers should
not recognize interest cost or interest income on
an employer loan.

For earnings per share computations, consider
ESOP shares committed for release as out-

standing. ESOP shares are not outstanding if
there is no commitment for release.

Nonleveraged ESOPs

Employers with nonleveraged ESOPs should
report compensation cost equal to the contribu-
tion called for in the period under the plan.

M easure compensation cost as the fair value of
shares contributed to or committed for
contribution to the ESOP as appropriate under
the terms of the plan.

Employers with nonleveraged ESOPs should
charge dividends on shares held by the ESOPs
to retained earnings. An exception isthat em-
ployers should account for suspense account
shares of a pension reversion ESOP in the
manner described in SOP 93-6 for leveraged
ESOPs.

Account for the redemption of shares of a
nonleveraged ESOP in the same manner as that
required for aleveraged ESOP. Employers
must give a put option to participants holding
ESOP shares that are not readily tradable,
which on exercise requires employers to repur-
chase the shares at fair value. The put option
requirement applies to both leveraged and
nonleveraged ESOPs. Employers should report
the satisfaction of such option exercises as pur-
chases of treasury stock. (See the prior
discussion of redemptionsin the leveraged
ESOPs section.)

Treat al shares held by a nonleveraged ESOP
as outstanding in computing the employer’s
earnings per share, except suspense shares of a
pension reversion ESOP. Treat shares of a pen-
sion reversion ESOP as outstanding until
making commitment for release for allocation to
participant accounts. Different rules also apply
if anonleveraged ESOP holds convertible pre-
ferred stock.

Consult SOP 93-6 for a comprehensive discussion
of rules applicable to employers’ accounting for
ESOPs.
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FOREIGN OWNERSHIP

The Federal Reserve requests that OTS provide
information on foreign ownership of savings asso-
ciations and savings and loan holding companies.
Y ou have specia responsibilities regarding the for-
eign ownership of savings associations. These
responsihilities include completion of the foreign
investment form in Appendix A. Do not include
ownership by foreign citizens who have maintained
at least five years of permanent U.S. residency.
Determine the country of ownership from the high-
est tier of ownership.

REFERENCES
United States Code (12 USC)
Federal Reserve System

§371c(23A)
§371c-1(23B)

Banking Affiliates
Restrictions on Transactions
with Affiliates

Home Owners Loan Act

81464(i) Conversions

§1464(0) Conversion of State Savings
Banks

8§1464(p) Conversions

81467a(10) Regulation of Holding Compa-
nies

§1468(11) Transactions with Affiliates

Federal Deposit Insurance Act

81817(j) Change in Control of Depository

Ingtitutions
United States Code (15 USC)

Securities Exchange Act of 1934

8§12 Registration Requirements
8§13 Periodical and Other Reports
814 Proxies

816 Insiders

United States Code (29 USC)

§1001

Employee Retirement Income
Security Act of 1974

Code of Federal Regulations (12 CFR)

FDIC Rules

Part 303
Subpart E

Change in Bank Control

Office of Thrift Supervision Rules

Part 543
Part 552
8561.4
8561.5
8563.41
8563.43

8563.47
§563.81

Part 563

Subpart E
§563.181
§563.183
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SECTION: Capital Stock and Ownership

Section 110

Code of Federal Regulations (17 CFR)

Securities and Exchange Commission Rules

§240.10b-5  Insider Trading

§240.12b Registration under the Exchange
Act

§240.13 Shareholder and Periodic Re-
porting

8240.14a Proxies

§240.14c Distribution of Information

§240.14e Tender Offer Rules

§240.16a-1 Reports by Insiders

§240.17f-2 Fingerprinting of Transfer Agent
Personnel

§240.17Ad-2  Turnaround of Items by Transfer
Agents

§240.17Ad-4 Exempt Transfer Agents
§240.17Ad- Reports of Record Differences
11

OTS Applications Processing Handbook

Section 440 Stock Conversions

OTSTrust & Asset Management Handbook

Section 620 Employee Benefit Accounts

Financial Accounting Standards Board,
Statement of Financial Accounting Standards

No. 47 Disclosure of Long-term Obliga-
tions

No. 89 Financial Reporting and Chang-
ing Prices

Internal Revenue Service
Revenue Ruling 59-60 Stock Valuation

American Ingtitute of Certified Public
Accountants (Al CPA) Statement of Position

No. 93-6 Employers Accounting for Em-
ployee Stock Ownership Plans
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Capital Stock and Ownership
Program

Examination Objectives

Identify and determine the nature of ownership and control of the savings association.

Determine whether any individual has exerted a detrimental influence through ownership or control.
Determine if adequate physical safeguards for stock certificates and ownership records are in place.

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

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

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

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

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

Examination Procedures WKkp.Réf.

Level |

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

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

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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Capital Stock and Ownership
Program

Wkp.Ref.

3. Carefully review all transactionsinvolving Treasury stock. Determine whether the board
of directors actions adequately support Treasury stock transactions. Consider whether
transactions have a detrimental effect.

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

Number of shares.

Percent to total outstanding.

Stock certificate number (optiond).
Issuing price (optional).

Date of issue (optional).

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

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

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

Review the association’ s digibility for the election.

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

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

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Capital Stock and Ownership
Program

Wkp.Ref.

Confirm that management periodically test and review the method for monitoring
compliance.

7. Review whether the institution has realistic expectations about its ability to increase its
capital while maintaining its S Corporation status.

8. Determine whether the association’s management and shareholders understand that limi-
tations may exist on the ability of an S Corporation to pay dividends.

9. Determine whether management understands the overall effect of any potential dividend
distribution limitations on an S Corporation.

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

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

Whether there was a change in control in the association. If yes, determineif BTD
received the information, and if not reported, provide detailsto BTD for a deter-
mination of needed disclosures.

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

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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Capital Stock and Ownership
Program

12.

13.

14.

15.

16.

17.

Wkp.Ref.

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

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

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

Determine if the savings association aggregates stock held in the ESOP with an individ-
ual’s purchase limitations.

Determineif during a conversion the savings association extended its own credit to fi-
nance the funding of the ESOP. Also determine if during a conversion the savings
association guaranteed the debt incurred by the ESOP when borrowing from another
savings association.

Determine if the ESOP is an affiliate or an affiliated person. If so, verify that transac-
tions such as loans and other financing arrangements with the savings association are
consistent with OTS and FRB restrictions and prohibitions. (12 CFR 88 561.5 and
563.43 and Federal Reserve Act 88 23A and 23B).

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Capital Stock and Ownership
Program

Wkp.Ref.

18. Determineif an ESOP trust acquired control of the savings association or an S&L hold-
ing company. If so, verify OTS approval of the acquisition of control, as required by 8
574.3.

19. Summarize pertinent information relating to stock option plans and ESOPs and filein
the CEF, if applicable.

20. Review Level 1l procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level | procedures.

Level Il

21. Ensure that capital distributions are of the type and in the amount permitted by Part
563, Subpart E%4 Capital Distributions.

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

23. If the savings association acts as its own transfer agent or registrar, examine the records
pertaining to stock certificates to ensure controls are adeguate to prevent over-issuance
of stock.

24. Ensure that your review meets the Objectives of this Handbook Section. State your find-
ings and conclusions, and recommendations for any necessary corrective measures, on
appropriate work papers and report pages.

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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Appendix A: Capital Stock and Ownership Section 110

Foreign Ownership in U.S. Savings and Loan Associations
and Holding Companies

Circle one: Announced Applied Approved Consummated

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

Address

Date of Acquisition:

Citizenship or Country of Incorporation of Investor:

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

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

/

Source of Information: (circle one)
Securitiesfiling S&LHC Application Change of Control Notice
Stockholder Register Newspaper (send a copy) Other (identify)

Please attach any additional pertinent information.

This form was prepared by

Name Telephone
OTS Region Date Prepared
Send this form to:

Brenda Harris, Stop N-401

Micro Statistics Section

Division of Research and Statistics

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

Washington, D.C. 20551

File a copy in the examination workpapers and send a copy to the OTS Director for Financial Reporting,
Research and Analysis.
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Appendix B: Capital Stock and Ownership Section 110

WASHINGTON AND REGIONAL PROCESSING OF EXCHANGE ACT FILINGS
Background

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

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

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

General Procedures

Each quarter BTD furnishes to the regiona offices alist of savings associations registered under the Exchange
Act, and the BTD attorney assigned to each association. The specific BTD attorney reviews and examines al
of that savings association’s Exchange Act reports and any offering circularsit may file.

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

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

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

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

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

Office of Thrift Supervision November 2001 Regulatory Handbook  110B.1



Appendix B: Capital Stock and Ownership Section 110

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

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

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

Time Requirements

For areport to be timely, OTS must receive a properly filed report by the required date. The mailing or post-
marking of areport on the last day on which areport isto be filed does not congtitute atimely filing.

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

Rule 12b-25 provides for a 15-day extension for a Form 10-K or 10-KSB and a 5-day extension for a Form
10-Q or 10-QSB. Such extensions are available only upon an appropriate filing with BTD. They are available
only for one 15- or 5-day period as appropriate for the type of filing and, as such, no additiona extensions of
time are available under the regulations.

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

When a savings association is unable to file areport on time, it should promptly consider its general public
disclosure obligations. The savings association should determine whether it is appropriate to issue a press re-
lease to advise its stockholders and the public markets of material information pertaining to the savings asso-
ciation. The savings association should file late material under cover of Form 8-K. In thisregard, savings as-
sociations may wish to contact BTD or submit awritten statement of the reasons for the delinquency. The
statement should include a description of the steps the savings association is taking to come into compliance
with the reporting requirements.
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Regional Procedures

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

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

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

Regional office personnel are responsible for contacting holding companies that are not filing Form H- (b)11
asrequired. Theinclusion of SEC filingsin Form H-(b)11 does not mean that OTS necessarily hasarolein
performing disclosure review of those documents. Regional regulators should provide any commentsto BTD
for al securities filings that the holding companies provide and send BTD related correspondence and exami-
nation reports upon request.

Regional personnel aso should refer all comments or discovery of material information regarding savings and
loan holding companies that are subject to Exchange Act filing requirementsto BTD. BTD and APD will as-
sess the materiality of the information for purposes of securities law obligations and will work with the re-
gional personnel in deciding an appropriate response under the circumstances. BTD and APD aso will assess
the information to determine whether areferral to the SEC is appropriate.

Y ou should report information concerning accounting or reporting problems that may affect the Thrift Finan-
cia Report (TFR) to the Financial Reporting Division (FRD), Dallas, TX. The staff of the FRD in Washing-
ton, DC can answer questions and provide advice concerning the correct completion of TFRs. Institutions may
correct TFRs that are |ess than five months old.

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

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

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

After areview of any filing, regiona personnel should prepare a brief memorandum to BTD and the APD de-
scribing the review and any related problems. The regional office should promptly provide this memorandum
viae-mail to BTD and APD who will include the information in the shared electronic file. If necessary, BTD
and APD will prepare and issue a comment letter concerning disclosure problems to the savings association.

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

When a savings association files an offering circular pursuant to Part 563g, BTD generally issues an initial
comment letter on the filing within 14 calendar days of the filing date. This comment letter will generally in-
clude comments from the BTD attorney assigned to the savings association. Accordingly, regiona staff should
review offering circulars and provide any relevant information viae-mail to BTD within ten calendar days of
filing. Satisfying thistime frame will alow BTD to consider such information within the initial review period.

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

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

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

Regiona regulators should aso be alert to changes in the majority of a savings association’s board of directors
resulting from actions other than a meeting of the stockholders. Regional regulators should promptly consult
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with BTD if questions arise regarding a change in the majority of aboard of directors. Also, regional regula-
tors should immediately notify BTD should problems arise.

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

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

Three hundred shareholders triggers deregistration.

Finally, regional regulators should notify savings association officers and directors of their responsibilities to
file reports (with BTD in Washington and the regional office) relating to their ownership in the savings asso-
ciation’s securities. The rules in this area can be extremely complex and there is a large body of judicia prece-
dent dealing with this area. Refer questions regarding interpretation to BTD. Savings association officers, di-
rectors and five percent or greater shareholders have ownership and transaction reporting requirements under
the Exchange Act. The Exchange Act requires this information on Forms 3, 4, or 5 and Schedule 13D or 14G.
Regional regulators should encourage those under obligation to file to consult with their own counsel regarding
their filing responsibilities.

A critical component to the implementation of a quality securities oversight function is that any material in-
formation on a particular savings association be transmitted to BTD as soon as possible. Regional regulators
should contact the appropriate BTD attorney and APD accountant to report information or discuss disclosure
issues as needed. Initiate contact while an examination is ongoing, or anytime, not just at the completion of the
examination report.

Section 563d.2 of the OTS regulations requires savings associations to file with BTD six copies of certain re-
ports and related correspondence. Savings associations must also file one copy of the report and related corre-
spondence with the appropriate regiona office. BTD provides a copy of the reportsto the APD.
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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 financial 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 rec-
ognize and report problems or potentia problems
and that the association take corrective action. This
Handbook Section provides guidelines for review-
ing and evauating the financial 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 sta-
bility, trend, and level of earnings. Y ou should also
analyze additional factors, such as capital level,
credit risk, and interest rate risk, to thoroughly
evaluate an association’ s operational structure.

Importance of Capital for Mutuals

Earnings are the accumulation of capital. When
you determine an Earnings rating for a mutual sav-
ings association, you must consider the adequacy
of the earnings relative to the need for capital. You
should not assume that lower earnings, by them-
selves, are indicative of a poorly run ingtitution. If
management of awell-run mutua 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 aso identifies matters of existing or
potential concern. Y ou can use the analysisto fa-
cilitate corrective action that will avert problems or
prevent existing problems from worsening.

Y ou should maintain a sense of balance when ana-
lyzing financial statements, avoiding undue
precision or spending excessive time on immeateria
amounts. Most importantly, you should constantly
maintain a sense of the examination objectives.
Since earnings reflect a savings association’s over-
all financial condition, you must be aware when
examining an association of the extent of existing
or potential 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 co-
hesive and comprehensive review.

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 reliable
information and is an extension of reviews of an
association’ s financial records and reports (Hand-
book Section 410) and accounting standards.

Information presented in this Section will enable
you to accomplish the following procedures:

Establish the scope of the financial analysis
aspect of the examination. Section 060, Exami-
nation Strategy, Scoping, and Management,
provides specific guidance on establishing the
scope of the examination.
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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 financial 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 (IR-
RER).

- 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 accessto avariety of reportsin its
data base systems that serve as the basis for its
financia 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 datafor monitoring and analytical
purposes. The following is a brief summary of the
primary national monitoring reports available to
OTS staff:

Uniform Thrift Performance Report

The UTPR isan analytical tool created for moni-
toring the financial condition of savings
associations. OTS produces the UTPR every quar-
ter, based on quarterly TFR financial data
submitted to it by regulated associations. The re-
port groups associations into seven peer groups
based on asset size and peer median data. The
UTPR provides an association’s percentile rank-
ing within each peer group on virtudly al TFR
items. The analytical tool that the banking regula-
tors use, the Uniform Bank Performance 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 financia overview of
virtually all 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-
tions' Net Portfolio Value (NPV) in nine interest
rate scenarios. It also provides ratios that you may
use to assess an association’ sinterest rate risk and
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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 TMSisthe flexibility 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, vauation 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 financial 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, allow-
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 line items 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 TMS 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 52 ratios to screen for exceptions to
established limits and parameters. The system as-
sesses a “hit” when an association’s ratio exceeds
an establisned limit. There are a maximum of 52
hits with more hits indicating supervisory con-
cern. RM S includes features such as the five-
quarter report, links to the thrift's home page,
links to stock price data and publicly available
reports.
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Y ou can use RM S 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. You can access RMS
from OTS' s Intranet using the following link:

http: //ots1dcin8/ra/financial monitoring/thrift%20screen.asp
There are six major categories of ratios:

Capita

Asset quality
Operations

Interest rate risk
Nontraditional assets
Asset growth

To determine hits, RMS uses the following tools:

Ratio levels (where a hit isassigned if aratio
exceeds a certain fixed level).

Ratio changes (where the focus is on quarter
or annual change in ratios).

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

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

OTS bases RMS peer groups on asset size and
they are identica 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

Monitoring of savings associations with high-risk
profiles will be more extensive and more frequent
than that of non-high-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 size, asset

quality, asset composition, operating results, or
interest rate risk. For non-high-risk associations, it
may be sufficient to limit the review to compli-
ance and summary monitoring reports on a
quarterly basis.

Each regiona office has an individual or depart-
ment to coordinate the financial monitoring effort
for the region. This department undertakes a quar-
terly review of the performance of each
association. Thisincludes areview of the Quar-
terly Compliance Monitoring Report and any
additional monitoring reports necessary to assess
changes in the association’ s financial condition.

Y ou should send any problems or risks identified
through monitoring to appropriate regional staff.
The department must maintain written documen-
tation of the results of off-site monitoring.
Regional offices must initiate corrective action
when appropriate. Such action may range from a
telephone call or letter to the association, a meet-
ing with management, recommendation for an
examination, or, in the case of serious problems,
formal enforcement action.

Supervisory staff should, as necessary, incorpo-
rate in the associations' regulatory profilesa
summary of discussion of your monitoring find-
ings and any resultant corrective action
recommended 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 all violations of law, regulation,
policy or supervisory directives.

Off-Ste Monitoring Scope

To identify weaknesses or deficiencies within as-
sociations and to detect all material financial
developments at the earliest possible time, peri-
odic monitoring and analysis should focus on the
following items:

Capital adequacy.
Asset quality and composition.
Loan and investment portfolio yields.
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Liability mix and rates.

Earnings trend, composition, and stability.
Net interest margin.

Provision for loss on interest-bearing assets.
Operating expenses.

Net operating income.

Noninterest income and expense components.
Net income.

Change in retained earnings.

Adequacy of valuation allowances.

Activity of significant subsidiaries.
Regulatory compliance.

Performance relative to adopted business
plans.

Accuracy of reportsto OTS.

COMPONENTS OF EARNINGS

To obtain a complete and accurate understanding
of a savings association’s operations, it is essential
to know its operating strategy. The regulatory pro-
file identifies the strategy, or you can identify it

by determining revenue and funding sources.
Earnings components include such items as inter-
est income and expense, noninterest income and
expense, and core income. The paragraphs below
describe each of these componentsin greater de-
tail.

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

Interest Expense

Interest expense isthe interest that the savings
association pays on deposits, subordinated debt,

collateralized securities, advances from Federal
Home L oan Banks, and other borrowed money.

Net Interest Income

Net interest income (NI1) represents the differ-
ence between income on interest-earning assets
and expense on interest-bearing liabilities. NIl is
akey component of earnings for most savings
associations 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:

Panning and implementing sound growth
strategies to include effective cash flow analy-
Sis.

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.

Inter est-Earning Assets

Interest-earning assets (IEAS) consist of invest-
ment securities, depositsin other institutions,
mortgage-backed securities, mortgage loans, and
nonmortgage loans less non-1EA components.
Non-lIEA components include intangible assets
(such as goodwill), nonaccrual loans, real estate
owned, and real estate held for investment.
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Interest-Costing Liabilities

Interest-costing liabilities (ICLs) consist of depos-
its, FHL Bank 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 influences the 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 margins on products and investments
for continued profitability. A NIP that is negative
is amore serious weakness since it indicates that
interest-costing liabilities are financing
non-interest-earning assets.

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, professional fees and amortization of
goodwill. Controlling costsis a critical manage-
ment function. A reduction 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 and goodwill amortization. While
serving as a useful analytical toal, it isimportant
to realize that even core income can be mislead-
ing. For example, if spread income stems from an
interest rate risk gamble, or if fee income comes
from non-recurring sources, core income will not
be sustainable. It is therefore important to know
what percentage of core income consists of inter-
est income. In addition, high-risk loan programs
may generate consistently high loan losses. You
should consider this when evaluating core income
as calculated on the UTPR.

Operating Income

For financial ingtitutions, operating income is net
income before taxes and extraordinary income.
Financia institutions adjust operating income to
add back the amount of goodwill and other *disal-
lowed” intangible assets that they amortized
during the period. Nonfinancial institutions also
call operating income earnings before interest ex-
pense and taxes. For financial ingtitutions,
however, interest expenseis an integral part of
normal operations, not just the financing of nor-
mal operations.

COMPREHENSIVE INCOME

Besides net income, SFAS No. 130, “Reporting
Comprehensive Income,” may require savings
associations to report comprehensive income.
Comprehensive income measures all changesin
equity that result from recognized transactions and
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other economic events not related to transactions
with ownersin their capacity as owners. Compre-
hensive income consists of net income and other
comprehensive income. Other comprehensive in-
come includes the following amounts, net of
income taxes:

Unrealized gains and losses on available-for-
sale debt and equity securities under SFAS No.
115.

Gains and losses related to qualifying cash
flow hedges under SFAS No. 133.

Minimum pension liability adjustments under
SFAS No. 87.

Foreign currency trandlation adjustments under
SFAS No. 52.

SFAS No. 130 does not require a specific format
for reporting comprehensive income and its com-
ponentsin the financial statements. However, a
savings association should report the total of ac-
cumulated 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 sinceit isacritica
determinant of long-term viability.

Return on Equity

Return on equity is net income divided by average
equity. Investors and capital markets use the re-
turn on equity ratio to determine investment
options. Average equity refersto the average of

total equity capital:
Perpetual preferred stock.
Common stock.
Retained earnings.

Unrealized 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. Mutual savings associations have no
equity capital. Consequently, they rarely make
capital distributions. Therefore, there is no market
pressure on mutual savings associationsto in-
crease the value of equity securities. Mutual
savings associations may receive depositor pres-
sure to convert to stock form but factors other
than earnings may be the cause. Mutual savings
associations, however, like stock savings associa
tions, must generate sufficient earnings to meet
expenses, provide for the payment of interest on
deposits, and satisfy regulatory capital require-
ments.

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 Associa-
tions

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.
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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
(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, astrictly traditional evaluation may lead to
erroneous conclusions regarding a Subchapter S
association’'s financia 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-
guest 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 servicesis high. While the cost per transaction
may be low when compared to atraditional opera-
tion, expenditures for marketing, consultants,
temporary personnel, and computer software are
significantly higher.
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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 senditive. 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.

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 Regional 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 Officeif its projections
change substantially. The need for additional capi-
tal during the de novo period has driven requests
for business plan revisions from a number of
thrifts in the Southeast Region.

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 devel opment 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 dternatives to 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
or obtain computer software. Costs eligible for
capitalization include external direct costs of ma-
terials and services consumed in devel oping or
obtaining internal-use software (fees paid to third
parties), payroll, travel, and related costs for em-
ployees directly associated with the project, and
interest costs incurred while developing internal-
use software.

Although certain exceptions exist, some costs
such as maintenance, training, data conversion, or
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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. Generaly, 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
ensure their long-term survival, they pursue mar-
ket share at the expense of profitability. In theory,
once Internet operations get past break-even,
profits should begin rising quickly with addi-
tional business.

EARNINGS ANALYSIS

To make athorough analysis of earnings you
should begin with areview of the strategic and
business plans. Y ou should evaluate earnings per-
formance relative to measures appropriate for the
dominant type of business the association en-
gages in such as traditiona thrift, mortgage
lender, or other activity. Your earnings analysis
should not only provide an assessment of why
earnings are poor, strong, stable, or variable but
also give reasons for the earnings performance
relative to the association’ 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 general and administrative ex-
penses. Successful mortgage banking operations
require higher general and administrative ex-

penses.
Three Key Aspects of Earnings

Y ou should perform an aggregate evaluation of
the components of earningsin relation to three
key aspects of earnings: stability, trend, and level.
We further discuss these three aspects below.

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 asincome de-
rived from the sale of assets. Relying too heavily
on nonrecurring sources of income could severely
affect an association’ s future viability.

Trend of Earnings

Trend is the generd direction of the savings asso-
ciation’s earnings relative to previoustime
periods. Evaluating 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.
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ANALYTICAL TECHNIQUES

Operations analysis involves areview of financia
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 techniques to 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-
tionsanalyss:

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

Operations anaysisis historical — the finan-
cia datathat you perform it on describe the
association at aprior point in time.

Operations analysis may not answer all ques-
tions, 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
concern, however, is not that a variance exists, but
why it exigts.

Interrelationships

Operations analysis requires an awareness of the
interrelationships of the data used in the ratio. An
increase in the operating expense to operating in-
come ratio may be due to an increase in actual
operating expenses. Also, a decline in revenues
that were the result of shrinking assets without a
corresponding decline in the fixed operating ex-
penses of the company, or many other reasons,
may cause the variance. Examination procedures
that investigate operating expenses would not ex-
plain why the variance occurred if the ratio
increased due to a decline in revenues. By under-
standing the interrelationships of the data, you

will be able to focus the examination 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
Comparative.

Sructural Analysis

Structural analysisis a static analysis, where you
view the components of afinancial statement in
relation to their whole as of a specific date. This
technique can provide insight regarding the rela-
tive size of a particular line item in comparison to
the other components of the financial statement.
You can also use structural analysisto determine
whether a particular lineitemisincreasing or de-
creasing in relation to the other components. For
example, total assets on a statement of condition
and gross revenues on a statement of operations
are base figures representing 100 percent. The
financial statement presents each lineitem asa
percentage of these base figures. An example of a
structural analysis of a statement of condition fol-
lows:
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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 afinancia statement lineitem to itself over
severa 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 line itemsif the baseisaso 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
change in 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. Y ou must use professional skepticism when
evaluating the change, but must also remember
that business is 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 changes in 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. This analysisis especialy benefi-
cia in evaluating changes in revenues and
expenses associated with interest-bearing assets
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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 anaysis,
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.

Tablel

Volume-to-Rate Variance Analysis

19X1 19X2 Variances
Yield from Mortgage $400,000 $450,000 $50,000
Loans
Average Yield 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

Y ou can use numerous ratios in atrend analysis.
Typical balance sheet ratios include real estate
owned to total assets, equity capitd 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.

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 financial 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
(Current Ratio).

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.

Mogt traditional lending institutions 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 general, 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.
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Comparative 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
financial ratiosin 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 dividends is 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.

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 all the following
comparisons:

Projections with prior period results.
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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 data is 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,

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 all GAAP-consolidated
subsidiaries in which an association has a control-
ling financia interest through direct or indirect
ownership of amajority 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.
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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:

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

- The parent’sinvestment 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 dishursement records (cash dis-
bursement journals and checks issued).

- Journd vouchers for non-cash transactions.

REFERENCES

Code of Federal Regulations (12 CFR)

Part 562 Regulatory Reporting Standards
Office of Thrift Supervison Publications
Thrift Financial Report Instruction Manual
Thrift Time Series User's Guide

OTS Net Portfolio Vaue Model Manual

UTPR Reports:

Section A Summary Statement

Section B Detailed Income Statement

Section C Analysis of Net Interest Income

Section D Detailed Balance Sheet

Section E Asset Quality

Section F Allowances

Section G Capital Accounts and Require-
ments

Section H Changes in Financial Condition

Section | Lending, Investment, Foreclosure
and Restructuring Activity

Section J Questions, Strategies, New De-
posit Yields

Section K Composition of CMR Portfolio

Section L Interest Rate Risk Information

Section M Examiner Support Software Ra-
tios
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Examination Objectives

To evaluate the association’ s operating environment and business strategy.

To identify, evaluate, and explain positive and negative income and expense trends.

To assess the prospective effect on earnings by of any changes in the association’ s activities or strategies.

To evaluate the association’ s financial performance to determine whether its strategies result in sufficient prof-

itability.

Examination Procedures Wkp.Ref.
Level |

1. Review prior examination reports, audit reports, monitoring reports, and any off-site

analysis to ascertain strengths and weaknesses in the association’ s operations.

Review the association’ s structure and determine if there are any special considerations,
for instance, S Corporation structure, comprehensive income, or nontraditional busi-
ness operations. For Internet operations see Level 11 procedures.

Review the findings in examination Program 410, Financial Records and Reports, to
ascertain any significant concerns, such as reporting errors, unusual variances, or ac-
counting deficiencies that may affect the review of operations.

Review the UTPR financial schedules. Identify and explain trends, materia variances,
and other factors affecting earnings. Note any material reporting errors and make nota-
tions on the UTPR schedules to ensure appropriate analysis. Include copies in the work

papers.

Compare the association’ s financial data to standard or customized peer group data and
explain material variances.

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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Wkp.Ref.

6. Review the core financial pagesin the ROE. Identify and explain trends, material vari-
ances, and other matters, as appropriate.

7. 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 provisionsto ensure
the adequacy of allowances for loan and lease losses (ALLL), and loss of interest earn-
ings due to poor quality assets. Consider the cost of carrying nonperforming assets and
the effect on earnings stability over the long term.

8. Review the findings of the sengitivity 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 ef-
fect on future earnings potential.

9. Evaluate the adequacy of the association’s net interest margin. Use standard or custom-
ized peer group comparisons as a guide. Identify the sources of changesin net interest
margin and attribute trends to rate (net interest spread), volume (net interest position:
interest-earning assets minus interest-costing liabilities), or restructuring factors. Con-
sider the long-term effect on earnings potential as a result of any material factors.

10. Review the association’s financia statements and evaluate trends for return on assets,
return on equity, net interest margin, and the mix and growth of assets and liability
structure. Compare these results with the results in procedure No. 4.

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

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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12.

13.

14.

Wkp.Ref.

Review examination findings relating to management assessment and directors over-

sight to ascertain whether the association is planning or has initiated any new

activities, strategies, or magor changes that could materially affect operations.

Obtain and review the association’s current budget. Determine if it is reasonable and

supported. Compare the budget to current operations; identify and explain material
variances.

Review Level 1l procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level | procedures.

Level Il

15.

16.

17.

18.

Review and evaluate the association’ s sources and uses of funds since the last exami-
nation. This analysiswill give insight into the association’ s business operation and the
potential risks involved.

Analyze the current cost of interest-costing liabilities 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.

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

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

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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19. Reconcile and determine the materiality of the parent association and subsidiary inter-
company accounts. (For further information, refer to Appendix C, Reconciliation of
Intercompany Accounts.)

20. For Internet operations determine if the association:
Periodically (at least quarterly) evaluates its Internet operations and marketing
plan.
Linksits strategic planning processto 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 maintenance costs.

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

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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Deviation of Return on Assets and Return on Equity

Interest Yield
on Earning
Assets

Interest Cost
of Paying
Liabilities

STAGE 1

Net
Interest
Spread

Net Interest
Margin on

Net Interest
Position to
Earning Assets

Cost of Funds

plus/minus:

on
Total Assets

Earning Assetg

Earning Assetg

LEGEND

STAGE 1

STAGE 2

STAGE 3

STAGE 4

Interest
Margin

__________ d Core

| plus: Income
I

| Fees

I

| minus:

minus:
I
I

General &
| Administrative
Expenses

Loss

Provision

minus:

Goodwill
Amortization

plus:

Other Misc.
Non-Core

Income

STAGE 3

Net Income
Before Asset

Sales

plus/minus:

Gain/Loss
on Sale

plus/minus:

Subsidiary
Income

plus/minus:

Other
Income/
Expenses

plus/minus:

Income taxe:

Return on
Average
Assets

times:

Equity
Multiplier

Returnon [N
Equity |
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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 a nomina 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.
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Total Assets

Net Income Before Taxes
and Nonoperating Items’!

Investment in Subordinate Organization

Income from Subordinate Organization

Cost of Funds1 (As a % of Average
Total Assets Annualized)

1 Obtained from UTPR.

12/31/XX

$987,535
3,073

25,484
1.95%
7.78%

Association A

(000's Omitted)
9/30/XX BI30/XX
$946,916 $1,019,578
2,475 2,842
25,485 23,359
3.82% 0.26%
7.57% 7.57%

3/31/XX

$937,562
4,647

23,446
47.84%
8.35%

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 +25484 +25485 +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 § -312 $ -229 $ -428 $ 2,311

(Annual margin divided by 4)
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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 $ 2475 $ 2842 $ 4647
NOIl/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%)
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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 sale 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 the yield 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 evaluate 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 is due to 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’sin-
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

November 2001

Office of Thrift Supervision



Appendix B: Operations Analysis

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 dert 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.
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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 al subordinate
organizations that have a material effect on the
parent association’s financial condition. It would
be of little benefit to reconcile the accounts of the
parent and a first-tier subordinate organization if
the subordinate had not recognized a $1 million

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
at year-end, the parent may try to shift the losses
into the next accounting period. However, it is
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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. Generdly, 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. Generaly, 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 theinternal 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
the parent’ s books reflect as income dividends
received from subordinate organizations.
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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 itsfinancial 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 |oss 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 usual 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
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.
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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 itsinvestment 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

Tota $ 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
income was $10,000 ($25,000 x .40). The recon-
ciliation should appear as follows:
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(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
organi zation 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
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
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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 consders dividends recelved
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 individua
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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