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Trust and Asset Management — Examination Administration

Summary: This Regulatory Bulletin announces updates to the examination administration sec-
tion of the Trust and Asset Management Handbook. The updated sections are: Using the Hand-
book, Trust and Asset Management Examinations, Examination Administration Procedures, As-
signment of Ratings, and Post Examination Activities.

For Further Information Contact: Judi McCormick, Director of Trust and Asset Management,
(202) 906-5636 or judi.mccormick@ots.treas.gov or your Office of Thrift Supervision (OTS)
Regional Office. You may access this bulletin and the Trust and Asset Management Examina-
tion Handbook at our web site: www.ots.treas.gov. The OTS website includes a free service that
provides subscribers with an e-mail alert when new material is posted to our public Internet site.
To subscribe to this service, go to http://www.ots.treas.gov/subscription.

Regulatory Bulletin 38-04
SUMMARY OF CHANGES

OTS is issuing updates to the examination administration section of the Trust and Asset Man-
agement Handbook. The updated sections are: Using the Handbook, Trust and Asset Manage-
ment Examinations, Examination Administration Procedures, Assignment of Ratings, and Post
Examination Activities.

Highlights of some of the changes in these handbook sections are:

Using the Handbook (Section 010) — Descriptions of each handbook section in the Trust and
Asset Management Handbook have been deleted.

Trust and Asset Management Examinations (Section 020) — The frequency of trust examina-
tions are no longer determined by the dollar amounts of trust assets under administration. This
handbook section gives a complete description of how OTS determines the frequency of trust
examinations.
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Regulatory Bulletin 38-04

Assignm Section 060) — A discussion of information technology has been in-
cluded in the sgion tions, internal controls, and auditing. Examiners will take into
consideration t ne8s of an institution’s information technology controls in determining
the component ra internal controls, and auditing.

Post Examination Activifges tioga’0) — OTS no longer issues a separate trust department
report of examination. Tru nt Smemination findings are now included in the institu-
tion’s comprehensive examinatiorjeport. *®fhigghandbook section provides details regarding the
transmittal of the report of examin It digcusses when meetings with management and
Thomas A. Barnes

the board of directors are appropriate.
Deputy Director

Examinations, Supervisio nsumer Protection
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Examination Administration Section 010

Using the Handbook

HANDBOOK USE

The trust and asset management handbook provides uniform standards for planning and conducting
trust and asset management examinations. It also serves as a reference tool and training aid.

The handbook illustrates and describes, for examiners and the savings association industry, certain
standards of conduct and prudent operations that OTS views as important to ensure that the conduct
of trust and asset management activities of savings associations is consistent with applicable law and
OTS policies.

The handbook encourages independent reasoning, objectivity, efficiency, and professionalism in the
examination process. To promote consistency among OTS regional offices, the handbook sets forth
national minimum standards for examination objectives and procedures. While this process promotes
standardization of the examination process, you are encouraged to modify programs to fit the
association’s specific needs. You should supplement your use of the handbook and associated programs
with your education, experience, and judgment.

HANDBOOK ORGANIZATION

The handbook contains a table of contents, a section on examination administration and overview of
trust and asset management activities, a section on examination of trust only institutions, a section that
focuses on each of the MOECA components under the Uniform Interagency Trust Rating System, and
finally a section that focuses on various targeted risk areas.

Arranged within each section by different areas of review are subdivided materials, each with its own
set of identifying numbers. Each subsection contains narratives and related examination programs.

The narrative of each handbook section provides specific guidance for a particular topic. It contains
basic information such as OTS policy, a historical perspective, and subject overview. The narrative
highlights significant regulatory concerns that may be applicable to the review area. Subheadings appear
where appropriate.

Pertinent legislative and regulatory citations are included throughout the handbook. These references
may include:
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e Federal laws and regulations applicable to the savings association as a corporate entity (e.g.,
OTS regulations relating to the exercise of fiduciary powers).

e Federal laws and regulations applicable to specific types of activity that the department may
have (e.g., the Internal Revenue Code and ERISA).

e Recognized source materials (e.g., the AICPA’s Audit Guide).

e References to other relevant OTS issuances such as Thrift and Regulatory Bulletins.

You may want to consult applicable state laws. The handbook does not specifically reference or include
them.
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Examination Administration Section 020

Trust and Asset Management
Examinations

The Office of Thrift Supervision has established a specialized examination program for trust and asset
management activities.

The significant features of the trust and asset management examination program are:
e It uses a risk-focused approach.

e Specially trained examination personnel conduct examinations of trust and asset management
activities.

e OTS uses the Uniform Interagency Trust Rating System (UITRS) to evaluate an institution’s
trust and asset management activities. This rating system is also used by the other federal bank
regulatory agencies.

TRAINING

OTS has a staff of specialists to conduct trust and asset management examinations. Examination
personnel involved in the specialized program receive training regarding trust and asset management
activities, examination approach, and philosophy.

ExXAMINATION COVERAGE

Trust and asset management examinations are conducted using a “top-down, risk-focused”
examination approach, which focuses on the areas of greatest risk. This approach shifts the
examination focus away from individual transactions to a review of internal policies, procedures and
compliance programs. The review may include an evaluation of the integrity of these internal programs
through periodic testing.

TYPES OF EXAMINATIONS

There are two types of trust and asset management examinations.
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Examination Administration Section 020

1. A risk focused “regular” examination is an examination that addresses all of the UITRS’
MOECA components. You should always assign a composite and component rating at the
completion of a regular examination.

2. A risk focused “Iimited’ trust examination may be performed at the region’s discretion and will
be considered an examination for purposes of complying with minimum frequency guidelines.
These examinations focus on the areas of primary risk to the savings association arising from its
trust and asset management activities. The only UITRS component rating required in a
“limited” trust examination is the rating for Management. Other component ratings may be
applied as appropriate. You may use the standard examination report format Type 73 — Trust
Limited, Type 77 — Trust Only Limited, or a memo format.

EXAMINATION FREQUENCY — TRUST-ONLY INSTITUTIONS

OTS must conduct a full-scope, on-site examination of every savings association (including trust-only
institutions) once during each 12-month period. OTS may conduct a full-scope, on-site examination of
a savings association (including trust-only institutions) once during each 18-month period if the
association meets certain conditions.

OTS measures the 12-month and 18-month cycles from the “close date” of the last examination to the
“start date” of the next examination. The “close date” is the date OTS transmits the Report of

Examination (ROE) to the association.

You must perform an initial examination within 12 months of the date the savings association first
accepts trust or related business.

OTS will conduct an examination of a trust-only institution sufficient to address CAMELS,
Compliance, and UITRS ratings, at least once during each 18-month period, rather than each 12-month
period, if all of the following conditions are satisfied:

e The savings association has total nontrust assets of less than $500 million.

e The savings association’s composite CAMELS and UITRS ratings were “1” or “2” at the last
examination.

e The savings association’s CAMELS and UITRS “Management” ratings were either “1” or “2”
at the last examination.

e The savings association is well capitalized as defined under Section 38 of the Federal Deposit
Insurance Act (FDIA) and 12 CFR § 565.4.

e The savings association is not subject to a formal enforcement action by OTS or the FDIC.

e The savings association has not undergone a change of control since the last examination.
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EXAMINATION FREQUENCY — TRUST DEPARTMENTS

In order to promote and ensure a better overall consolidated assessment of the condition of a savings
association, OTS will coordinate trust department examinations that result in a UI'TRS rating with the
comprehensive examination. OTS will perform the trust department examination concurrently with the
comprehensive examination so that you can meaningfully reflect and address significant findings or
concerns in the comprehensive examination report and factor them into the savings association’s
CAMELS assessment and rating.

EXAMINATION FREQUENCY — TRUST-ONLYS AND TRUST DEPARTMENTS

Except for the statutory examination requirement affecting trust-only institutions, the trust examination
frequency guidelines reflect minimum frequencies. You may increase the frequency of any trust
examination based on the assessment of risk to the savings association from its trust and related
activities. For example, trust examination managers may consider a more frequent review when
discretionary trust assets are $1 billion or greater, there are de novo activities, the trust activities are
materially larger than the banking activities, or the rating of the trust activities is materially worse than
the banking activities.

For both trust-only and trust department examinations, the dollar amount of trust assets under
administration does not mandate a specific examination frequency.
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Examination Administration Section 060

Assignment of Ratings

INTRODUCTION

The Uniform Interagency Trust Rating System (UITRS) is a supervisory examination rating system used
by the federal banking agencies for evaluating on a uniform basis the administration of trust and asset
management activities of financial institutions and uninsured trust companies. The UITRS is also used
by the agencies to identify those institutions requiring special supervisory attention. The UITRS was
revised by the Federal Financial Institutions Examination Council in 1998. The OTS, in Transmittal
TR-215, December 29, 1998 gave notice of its adoption of the updated rating system for all trust and
asset management examinations commencing after January 1, 1999.

Under the UITRS, each institution is assigned a composite rating based on an evaluation and rating of
the essential components of an institution’s trust and asset management activities. The composite rating
reflects the overall condition of an institution’s trust and asset management activities and is used by the
federal banking agencies to monitor aggregate trends.

The UITRS requires trust and asset management earnings to be evaluated at all institutions. However,
OTS will assign a rating for the earnings component only for those institutions that, at the time of the
examination, have total trust department assets of more than $100 million or are a trust-only institution.
OTS does not utilize the alternative earning rating.

The asset management rating may not be applicable for some institutions because their operations do
not include activities involving the management of discretionary assets or the offering of investment
advice. Nonasset management functions would include, but not necessarily be limited to, directed
agency relationships, securities clearing, nonfiduciary custody relationships, transfer agent, and registrar
activities. In institutions having only nonasset management accounts, the examiner may omit the rating
for asset management. However, this component should be assigned when the institution provides
investment advice, even though it does not have discretion over the account assets. An example of this
type of activity would be where the institution selects or recommends the menu of mutual funds
offered to participant directed 401 (k) plans.

OVERVIEW OF TRUST RATING SYSTEM

Assigned composite ratings under the UITRS are based on an evaluation and rating of five essential
components of an institution’s trust and asset management activities. These components address the
following: the capability of management; the adequacy of operations, controls and audits; the quality
and level of earnings; compliance with governing instruments, applicable law, and fiduciary principles;
and the management of trust assets.
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Composite and component ratings are assigned based on a 1 to 5 numerical scale. A “1” is the highest
rating and indicates the strongest performance and risk management practices and the least degree of
supervisory concern. A “5” is the lowest rating and indicates the weakest performance and risk
management practices and, therefore, the highest degree of supervisory concern.

Determination of the composite and component ratings takes into consideration the size and
sophistication, the nature and complexity, and the risk profile of the institution’s trust and asset
management activities.

The composite rating generally bears a close relationship to the component ratings assigned. However,
the composite rating is not derived by computing an arithmetic average of the component ratings. Fach
component rating is based on a qualitative analysis of the factors comprising that component and its
interrelationship with the other components. When assigning a composite rating, some components
may be given more weight than others depending on the situation at the institution. In general,
assighment of a composite rating may incorporate any factor that bears significantly on the overall
administration of the financial institution’s trust and asset management activities. Assigned composite
and component ratings are disclosed to the institution’s board of directors and senior management.

The ability of management to respond to changing circumstances and to address the risks that may
arise from changing business conditions, or the initiation of new trust and asset management activities
or products, is an important factor in establishing an institution’s overall risk profile and the level of
supervisory attention warranted. For this reason, the management component is given special
consideration when assigning a composite rating.

The ability of management to identify, measure, monitor, and control the risks of its trust and asset
management operations is also taken into account when assigning each component rating. It is
recognized, however, that appropriate management practices may vary considerably among financial
institutions, depending on the size, complexity, and risk profiles of their trust and asset management
activities. For less complex institutions engaged solely in traditional fiduciary activities and whose
directors and senior managers are actively involved in the oversight and management of day-to-day
operations, relatively basic management systems and controls may be adequate. On the other hand, at
more complex institutions, detailed and formal management systems and controls are needed to
address a broader range of activities and to provide senior managers and directors with the information
they need to supervise day-to-day activities.

All institutions are expected to properly manage their risks. For less complex institutions engaging in
less risky activities, detailed or highly formalized management systems and controls are not required to
receive strong or satisfactory component or composite ratings.

COMPOSITE RATINGS

Composite ratings are based on a careful evaluation of how an institution conducts its trust and asset
management activities. The review encompasses the capability of management, the soundness of
policies and practices, the quality of service rendered to the public, and the effect of trust and asset
management activities upon the soundness of the institution. The five key components used to assess
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an institution’s trust and asset management activities are: the capability of management; the adequacy
of operations, controls, audits and information technology; the quality and level of earnings;
compliance with governing instruments, applicable law (including self-dealing and conflicts of interest
laws and regulations), and sound fiduciary principles; and the management of fiduciary assets. The five
composite ratings are defined as follows:

Composite 1

Administration of trust and asset management activities is sound in every respect. Generally, all
components are rated 1 or 2. Any weaknesses are minor and can be handled in a routine manner by
management. The institution is in substantial compliance with applicable law. Risk management
practices are strong relative to the size, complexity, and risk profile of the institution’s trust and asset
management activities. Fiduciary activities are conducted in accordance with applicable law and
fiduciary principles and give no cause for supervisory concern.

Composite 2

Administration of trust and asset management activities is fundamentally sound. Generally, no
component rating should be more severe than 3. Only moderate weaknesses are present and are well
within management’s capabilities and willingness to correct. Trust and asset management activities are
conducted in substantial compliance with applicable law. Overall risk management practices are
satisfactory relative to the institution’s size, complexity, and risk profile. There are no material
supervisory concerns and, as a result, the supervisory oversight is informal and limited.

Composite 3

Administration of trust and asset management activities exhibits some degree of supervisory concern in
one or more of the component areas. A combination of weaknesses exists that may range from
moderate to severe; however, the magnitude of the deficiencies generally does not cause a component
to be rated more severely than 4. Management may lack the ability or willingness to effectively address
weaknesses within appropriate timeframes. Additionally, trust and asset management activities may
reveal some significant noncompliance with applicable law. Risk management practices may be less
than satisfactory relative to the institution’s size, complexity, and risk profile. While problems of relative
significance may exist, they are not of such importance as to pose a threat to the trust beneficiaries
generally, or to the soundness of the institution. The institution’s trust and asset management activities
require more than normal supervision and may include formal or informal enforcement actions.

Composite 4

Trust and asset management activities generally exhibit unsafe and unsound practices or conditions,
resulting in unsatisfactory performance. The problems range from severe to critically deficient and may
be centered on inexperienced or inattentive management, weak or dangerous operating practices, or an
accumulation of unsatisfactory features of lesser importance. The weaknesses and problems are not
being satisfactorily addressed or resolved by the board of directors and management. There may be
significant noncompliance with applicable law. Risk management practices are generally unacceptable
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relative to the size, complexity, and risk profile of the trust and asset management activities. These
problems pose a threat to trust beneficiaries generally and, if left unchecked, could evolve into
conditions that could cause significant losses to the institution and ultimately undermine the public
confidence in the institution. Close supervisory attention is required, which means, in most cases,
formal enforcement action is necessary to address the problems.

Composite 5

Trust and asset management activities are conducted in an extremely unsafe and unsound manner.
Administration of trust and asset management activities is critically deficient in numerous major
respects. Problems result from incompetent or neglectful administration, flagrant and/or repeated
disregard for applicable law, or a willful departure from sound fiduciary principles and practices. The
volume and severity of problems are beyond management’s ability or willingness to control or correct.
Such conditions evidence a flagrant disregard for the interests of the beneficiaries and may pose a
serious threat to the soundness of the institution. Continuous close supervisory attention is warranted
and may include termination of the institution’s trust and asset management activities.

COMPONENT RATINGS

Each of the component rating descriptions is divided into three sections: a narrative description of the
component; a list of the principal factors used to evaluate that component; and a description of each
numerical rating for that component. Some of the evaluation factors are reiterated under one or more
of the other components to reinforce the interrelationship among components. The listing of
evaluation factors is in no particular order of importance.

Management

This rating reflects the capability of the board of directors and management, in their respective roles, to
identify, measure, monitor, and control the risks of an institution’s trust and asset management
activities. It also reflects their ability to ensure that the institution’s trust and asset management
activities are conducted in a safe and sound manner and in compliance with applicable law. Directors
should provide clear guidance regarding acceptable risk exposure levels and ensure that appropriate
policies, procedures, and practices are established and followed. Senior management is responsible for
developing and implementing policies, procedures, and practices that translate the board’s objectives
and risk limits into prudent operating standards.

Depending on the nature and scope of an institution’s trust and asset management activities,
management practices may need to address some or all of the following risks: reputation; operating or
transaction; strategic; compliance; legal; credit; market; liquidity; and other risks. Sound management
practices are demonstrated by: active oversight by the board of directors and management; competent
personnel; adequate policies, processes, and controls that consider the size and complexity of the
institution’s trust and asset management activities; and effective risk monitoring and management
information systems. This rating should reflect the board and management’s ability as it applies to all
aspects of trust and asset management activities in which the institution is involved.
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The management rating is based upon an assessment of the capability and performance of management
and the board of directors, including, but not limited to, the following evaluation factors:

e The level and quality of oversight and support of trust and asset management activities by the
board of directors and management, including committee structure and adequate
documentation of committee actions;

e The ability of the board of directors and management, in their respective roles, to plan for, and
respond to, risks that may arise from changing business conditions or the introduction of new
activities or products;

e The adequacies of, and conformance with, appropriate internal policies, practices, and controls
that address the operations and risks of significant trust and asset management activities;

e The accuracy, timeliness, and effectiveness of management information and risk monitoring
systems appropriate for the institution’s size, complexity, and trust and asset management risk

profile;

e The overall level of compliance with applicable law and fiduciary principles, including sound
ethical behavior;

e Responsiveness to recommendations from auditors and regulatory authorities;
e Strategic planning for trust and asset management products and services;

® The level of experience and competence of trust and asset management staff, including issues
relating to turnover and succession planning;

e The adequacy of insurance coverage;
e The availability of competent legal counsel;

e The extent and nature of pending litigation associated with trust and asset management
activities and its potential impact on earnings, capital, and the institution’s reputation; and

e The process for identifying and responding to customer complaints.

A rating of 1 indicates strong performance by management and the board of directors and strong risk
management practices relative to the size, complexity, and risk profile of the institution’s trust and asset
management activities. All significant risks are consistently and effectively identified, measure,
monitored, and controlled. Management and the board are proactive, and have demonstrated the ability
to promptly and successfully address existing and potential problems and risks.
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A rating of 2 indicates satisfactory management and board performance as well as risk management
practices relative to the size, complexity, and risk profile of the institution’s trust and asset management
activities. Moderate weaknesses may exist but are not material to the sound administration of trust and
asset management activities and are being addressed. In general, significant risks and problems are
effectively identified, measured, monitored, and controlled.

A rating of 3 indicates management and board performance that needs improvement or risk
management practices that are less than satisfactory given the nature of the institution’s trust and asset
management activities. The capabilities of management or the board of directors may be insufficient for
the size, complexity, and risk profile of the institution’s trust and asset management activities. Problems
and significant risks may be inadequately identified, measured, monitored, and controlled.

A rating of 4 indicates deficient management and board performance or risk management practices that
are inadequate considering the size, complexity, and risk profile of the institution’s trust and asset
management activities. The level of problems and risk exposure is excessive. Problems and significant
risks are inadequately identified, measured, monitored, and controlled and require immediate action by
the board and management to protect the assets of account beneficiaries and to prevent erosion of
public confidence in the institution. Replacing or strengthening management or the board may be
necessary.

A rating of 5 indicates critically deficient management and board performance or risk management
practices. Management and the board of directors have not demonstrated the ability to correct
problems and implement appropriate risk management practices. Problems and significant risks are
inadequately identified, measured, monitored, and controlled and now pose a threat to the safety of
accounts. Replacing or strengthening management or the board of directors is necessary.

Operations, Internal Controls, Auditing, and Information Technology

This rating reflects the adequacy of the institution’s trust and asset management operating systems and
internal controls in relation to the volume and character of business conducted. Audit coverage must
assure the integrity of the financial records, the sufficiency of internal controls, and the adequacy of the
compliance process. Information technology controls ensure the adequacy and integrity of computer
systems including network, personal computers, servers, and third party providers.

The institution’s trust and asset management operating systems, internal controls, audit, and
information technology functions subject it primarily to transaction and compliance risk. Other risks
including reputation, strategic, and financial risk may also be present. The ability of management to
identify, measure, monitor, and control these risks is reflected in this rating.

The operations, internal controls, audit, and information technology rating is based upon, but not
limited to, an assessment of the following evaluation factors:
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Operations and Internal Controls, including the adequacy of:

e Staff, facilities, and operating systems;

e Records, accounting, and data processing systems (including controls over system access and
accounting procedures such as aging, investigation, and disposition of items in suspense
accounts);

e Trading functions and securities lending activities;

e  Vault controls and securities movement;

e Segregation of duties;

e Controls over disbursements (checks or electronic) and unissued securities;

e Controls over income processing activities;

e Reconciliation processes (depository, cash, vault, subcustodians, suspense accounts, etc.);

e Disaster and/or business recovery programs;

e Hold-mail procedures and controls over returned mail;

e Investigation and proper escheatment of funds in dormant accounts.

Auditing, including:

e The independence, frequency, quality, and scope of the internal and external trust and asset
management audit function relative to the volume, character, and risk profile of the institution’s

trust and asset management activities;

e The volume and/or severity of internal control and audit exceptions and the extent to which
these issues are tracked and resolved; and

e The experience and competence of the audit staff.
Information Technology, including:

e The adequacy of management oversight and controls for evaluating IT risk and providing for a
safe and prudent electronic environment;

¢ The effectiveness of policies, practices, and strategies to ensure critical controls exist,
information security is sound, and systems are sufficient to prudently conduct trust and asset
management activities; and
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e The existence of written contingency plans to address back up and restoration of data when
primary systems fail or are damaged.

A rating of T indicates that operations, internal controls, audits, and information technology are strong in
relation to the volume and character of the institution’s trust and asset management activities. All
significant risks are consistently and effectively identified, measured, monitored, and controlled.

A rating of 2 indicates that operations, internal controls, audits, and information technology are
satisfactory in relation to the volume and character of the institution’s trust and asset management
activities. Moderate weaknesses may exist, but are not material. Significant risks, in general, are
effectively identified, measured, monitored, and controlled.

A rating of 3 indicates that operations, internal controls, audits, and information technology need
improvement in relation to the volume and character of the institution’s trust and asset management
activities. One or more of these areas are less than satisfactory. Problems and significant risks may be
inadequately identified, measured, monitored, and controlled.

A rating of 4 indicates deficient operations, internal controls, audits, or information technology. One or
more of these areas are inadequate or the level of problems and risk exposure is excessive in relation to
the volume and character of the institution’s trust and asset management activities. Problems and
significant risks are inadequately identified, measured, monitored, and controlled and require immediate
action. Institutions with this level of deficiencies may make little provision for audits or may evidence
weak or potentially dangerous operating practices in combination with infrequent or inadequate audits.

A rating of 5 indicates critically deficient operations, internal controls, audits, or information technology.
Operating practices, with or without audits, pose a serious threat to the safety of trust and asset
management accounts. Problems and significant risks are inadequately identified, measured, monitored,
and controlled and now threaten the ability of the institution to continue engaging in trust and asset
management activities.

Earnings

This rating reflects the profitability of an institution’s trust and asset management activities and its
effect on the financial condition of the institution. The use and adequacy of budget and earnings
projections by functions, product lines, and clients are reviewed and evaluated. Risk exposure that may
lead to negative earnings is also evaluated. An evaluation of earnings is required for all institutions with
trust and asset management activities. An assighment of an earnings rating, however, is required only
for institutions that, at the time of the examination, have total trust assets of more than $100 million or
are a trust only institution.

For institutions where the assignment of an earnings rating is not required by the UI'TRS, each federal
banking agency has the option to assign an alternative set of ratings. It is OTS policy to assign a rating
to only those trust departments with more than $100 million or trust-only institutions. OTS does not
utilize the alternative earnings rating.
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The evaluation of earnings is based upon, but not limited to, an assessment of the following factors:

e The profitability of trust and asset management activities in relation to the size and scope of
these activities and to the overall business of the institution;

e The overall importance to the institution of offering trust and asset management services to its
customers and local community; and

e The effectiveness of the institution’s procedures for monitoring trust and asset management
activity income and expenses relative to the size and scope of these activities and their relative
importance to the institution, including the frequency and scope of profitability reviews and
planning by the institution’s board of directors or a committee thereof.

For those institutions for which a rating of earnings is mandatory, additional factors should include the
following:

e The level and consistency of profitability, or the lack thereof, generated by the institution’s trust
and asset management activities in relation to the volume and character of the institution’s
business;

e Dependence upon nonrecurring fees and commissions, such as fees for court accounts;

e The effects of charge-offs or compromise actions;

e Unusual features regarding the composition of business and fee schedules;

e Accounting practices that contain practices such as (1) unusual methods of allocating direct and
indirect expenses and overhead or (2) unusual methods of allocating trust and asset
management income and expense where two or more institutions within the same holding
company family share services and/or processing functions;

e The extent of management’s use of budgets, projections, and other cost analysis procedures;

e Methods used for directors’ approval of financial budgets and/or projections;

e Management’s attitude toward growth and new business development; and

e New business development efforts, including types of business solicited, market potential,
advertising, competition, relationships with local organizations, and an evaluation by
management of risk potential inherent in new business areas.

A rating of 1 indicates strong earnings. The institution consistently earns a rate of return on its trust and

asset management activities that is commensurate with the risk of those activities. This rating would

normally be supported by a history of consistent profitability over time and a judgment that future
earnings prospects are favorable. In addition, management techniques for evaluating and monitoring
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earnings performance are fully adequate and there is appropriate oversight by the institution’s board of
directors or a committee thereof. Management makes effective use of budgets and cost analysis
procedures. Methods used for reporting earnings information to the board of directors, or a committee
thereof, are comprehensive.

A rating of 2 indicates satisfactory earnings. Although the earnings record may exhibit some weaknesses,
earnings performance does not pose a risk to the overall institution nor to its ability to meet its
obligations. Generally, trust and asset management earnings meet management targets and appear to be
at least sustainable. Management processes for evaluating and monitoring earnings are generally
sufficient in relationship to the size and risk of trust and asset management activities that exist and any
deficiencies can be addressed in the normal course of business. A rating of 2 may also be assigned to
institutions with a history of profitable operations if there are indications that management is engaging
in activities with which it is not familiar or where there may be inordinately high levels of risk present
that have not been adequately evaluated. Alternatively, an institution with an otherwise strong earnings
performance may also be assigned a 2 rating if there are significant deficiencies in its methods used to
monitor and evaluate earnings.

A rating of 3 indicates less than satisfactory earnings. Earnings are not commensurate with the risk
associated with trust and asset management activities. Earnings may be erratic or exhibit downward
trends and future prospects are unfavorable. This rating may also be assigned if management processes
for evaluating and monitoring earnings exhibit serious deficiencies, provided the deficiencies identified
do not pose an immediate danger to either the overall financial condition of the institution or its ability
to meet its trust and asset management obligations.

A rating of 4 indicates earnings that are seriously deficient. Trust and asset management activities have a
significant adverse effect on the overall income of the institution and its ability to generate adequate
capital to support the continued operation of its trust and asset management activities. The institution
is characterized by trust and asset management earnings performance that is poor historically or faces
the prospect of significant losses in the future. Management processes for monitoring and evaluating
earnings may be poor. The board of directors has not adopted appropriate measures to address
significant deficiencies.

A rating of 5 indicates critically deficient earnings. In general, an institution with this rating is
experiencing losses from trust and asset management activities that have a significant negative impact
on the overall institution, representing a distinct threat to its viability through the erosion of its capital.
The board of directors has not implemented effective actions to address the situation.

Compliance

This rating reflects an institution’s overall compliance with applicable law, accepted standards of
fiduciary conduct, governing account instruments, duties associated with account administration, and
internally established policies and procedures. This component specifically incorporates an assessment
of a fiduciary’s duty of undivided loyalty and compliance with applicable law and accepted standards of
fiduciary conduct related to self-dealing and other conflicts of interest.
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The compliance component includes reviewing and evaluating the adequacy and soundness of adopted
policies, procedures, and practices generally, and as they relate to specific transactions and accounts. It
also includes reviewing policies, procedures, and practices to evaluate the sensitivity of management
and the board of directors to refrain from self-dealing, minimize potential conflicts of interest, and
resolve actual conflict situations in favor of account beneficiaries.

Risks associated with account administration are potentially unlimited because each account is a
separate contractual relationship that contains specific obligations. Risks associated with account
administration include: failure to comply with applicable law or terms of the governing instrument;
inadequate account administration practices; inexperienced management; or inadequately trained staff.
Risks associated with a fiduciary’s duty of undivided loyalty generally stem from engaging in self-dealing
or other conflict of interest transactions. An institution may be exposed to compliance, strategic,
financial and reputation risk related to account administration and conflicts of interest activities. The
ability of management to identify, measure, monitor, and control these risks is reflected in this rating.
Policies, procedures, and practices pertaining to account administration and conflicts of interest are
evaluated in light of the size and character of an institution’s trust and asset management business.

The compliance rating is based upon, but not limited to, an assessment of the following evaluation
factors:

e Compliance with applicable federal and state statutes and regulations, including, but not limited
to, federal and state trust and fiduciary laws; the Employee Retirement Income Security Act of
1974; federal and state securities laws; state investment standards, state principal and income
acts, state probate codes, and the Internal Revenue Code of 19806;

e Compliance with the terms of governing instruments;

e The adequacy of overall policies, practices and procedures governing compliance, considering
the size, complexity and risk profile of the institution’s trust and asset management activities;

e The adequacy of policies and procedures addressing account administration;

e The adequacy of policies and procedures addressing conflicts of interest, including those
designed to prevent the improper use of “material inside information”;

e The effectiveness of systems and controls in place to identify actual and potential conflicts of
interest;

e The adequacy of management practices to ensure appropriate ethical behavior and standards
exist;

e The adequacy of securities trading policies and practices relating to the allocation of brokerage
business, the payment of services with “soft dollars” and the combining, crossing and timing of
trades;
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e The extent and permissibility of transactions with related parties, including, but not limited to,
the volume of related commercial and fiduciary relationships and holdings of corporations in
which directors, officers, or employees of the institution may be interested,;

e The adequacy of disclosures to address relationships with affiliates, allocation of fees, and
transparency of fee agreements with third parties.

e The decision making process used to accept, review, and terminate accounts; and

e The decision making process related to account administration duties, including cash balances,
overdrafts, and discretionary distributions.

A rating of 1 indicates strong compliance policies, procedures, and practices. Policies and procedures
covering conflicts of interest and account administration are appropriate in relation to the size and
complexity of the institution’s trust and asset management activities. Accounts are administered in
accordance with governing instruments, applicable law, fiduciary principles and internal policies and
procedures. Any violations are isolated, technical in nature, and easily correctable. All significant risks
are consistently and effectively identified, measured, monitored, and controlled.

A rating of 2 indicates fundamentally sound compliance policies, procedures, and practices in relation to
the size and complexity of the institution’s trust and asset management activities. Account
administration may contain moderate weaknesses in policies, procedures, or practices. Management’s
practices indicate a determination to minimize the instances of conflicts of interest. Trust and asset
management activities are conducted in substantial compliance with applicable law and fiduciary
principles and any violations are generally technical in nature. Management corrects violations in a
timely manner and without loss to trust and asset management accounts. Significant risks are effectively
identified, measured, monitored, and controlled.

A rating of 3 indicates compliance practices that are less than satisfactory in relation to the size and
complexity of the institution’s trust and asset management activities. Policies, procedures, and controls
have not proven effective and require strengthening. Material weaknesses exist in account
administrative practices. Trust and asset management activities may be in substantial noncompliance
with applicable law, governing instruments, or fiduciary principles but losses are no worse than
minimal. While management may have the ability to achieve compliance, the number of violations that
exist or the failure to correct prior violations, are indications that management has not devoted
sufficient time and attention to its compliance responsibilities. Risk management practices generally
need improvement.

A rating of 4 indicates an institution with deficient compliance practices in relation to the size and
complexity of its trust and asset management activities. Account administration is notably deficient.
The institution makes little or no effort to minimize potential conflicts or refrain from self-dealing, and
is confronted with a considerable number of potential or actual conflicts. Numerous substantive and
technical violations of applicable law exist and many may remain uncorrected from previous
examinations. Management has not exerted sufficient effort to effect compliance and may lack the
ability to effectively administer trust and asset management activities. The level of compliance problems
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is significant and, if left unchecked, may subject the institution to monetary losses or reputation risk.
Risks are inadequately identified, measured, monitored, and controlled.

A rating of 5 indicates critically deficient compliance practices. Account administration is critically
deficient or incompetent and there is a flagrant disregard for the terms of the governing instruments
and interests of account beneficiaries. The institution frequently engages in transactions that
compromise its fundamental duty of undivided loyalty to account beneficiaries. There are flagrant or
repeated violations of applicable law and significant departures from fiduciary principles. Management
is unwilling or unable to operate within the scope of laws and regulations or within the terms of
governing instruments and efforts to obtain voluntary compliance have been unsuccessful. The severity
of noncompliance presents an imminent monetary threat to account beneficiaries and creates
significant legal and financial exposure to the institution. Problems and significant risks are inadequately
identified, measured, monitored, or controlled and now threaten the ability of management to continue
engaging in trust and asset management activities.

Asset Management

This rating reflects the risks associated with managing the assets (including cash) of others. Prudent
portfolio management is based on an assessment of the needs and objectives of each account or
portfolio. An evaluation of asset management should consider the adequacy of processes related to the
investment of all discretionary accounts and portfolios, including common and collective investment
funds, proprietary mutual funds, and investment advisory arrangements.

The institution’s asset management activities subject it to reputation, compliance, and strategic risks. In
addition, each individual account or portfolio managed by the institution is subject to financial risks
such as market, credit, liquidity, and interest rate risk, as well as transaction and compliance risk. The
ability of management to identify, measure, monitor, and control these risks is reflected in this rating.

The asset management rating is based upon, but not limited to, an assessment of the following
evaluation factors:

e The adequacy of overall policies, practices, and procedures governing asset management,
considering the size, complexity, and risk profile of the institution’s discretionary accounts;

e The decision-making processes used for selection, retention, and preservation of discretionary
assets including adequacy of documentation, committee review, and approval, and a system to
review and approve exceptions;

e The use of quantitative tools to measure the various financial risks in investment accounts and
portfolios;

e The existence of policies and procedures addressing the use of derivatives or other complex
investment products;
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e The adequacy of procedures related to the purchase or retention of miscellaneous assets
including real estate, notes, closely held companies, limited partnerships, mineral interests,
insurance, and other unique assets;

e The extent and adequacy of periodic reviews of investment performance, taking into
consideration the needs and objectives of each account or portfolio;

e The monitoring of changes in the composition of discretionary fiduciary assets for trends and
related risk exposure;

e The quality of investment research used in the decision-making process and documentation of
the research;

e The due diligence process for evaluating investment advice received from vendors and/or
brokers (including approved or focus lists of securities); and

e The due diligence process for reviewing and approving brokers and/or counter parties used by
the institution.

This rating may not be applicable for some institutions because their operations do not include
activities involving the management of any discretionary assets or the provision of investment advice.
Examples would include, but not necessarily be limited to, directed agency relationships, securities
clearing, nonfiduciary custody relationships, transfer agent and registrar activities. In institutions with
nondiscretionary or investment advisory accounts, the rating for asset management may be omitted by
the examiner in accordance with the examining agency’s implementing guidelines. However, this
component should be assigned when the institution provides investment advice, even though it does
not have discretion over the account assets. An example of this type of activity would be where the
institution selects or recommends the menu of mutual funds offered to participant directed 401 (k)
plans.

A rating of 1 indicates strong asset management practices. Identified weaknesses are minor in nature.
Risk exposure is modest in relation to management’s abilities and the size and complexity of the assets
managed.

A rating of 2 indicates satisfactory asset management practices. Moderate weaknesses are present and are
well within management’s ability and willingness to correct. Risk exposure is commensurate with
management’s abilities and the size and complexity of the assets managed. Supervisory response is
limited.

A rating of 3 indicates that asset management practices are less than satisfactory in relation to the size
and complexity of the assets managed. Weaknesses may range from moderate to severe; however, they
are not of such significance as to generally pose a threat to the interests of account beneficiaries. Asset
management and risk management practices generally need to be improved. An elevated level of
supervision is normally required.
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A rating of 4 indicates deficient asset management practices in relation to the size and complexity of the
assets managed. The levels of risk are significant and inadequately controlled. The problems pose a
threat to account beneficiaries generally, and if left unchecked, may subject the institution to losses and
could undermine the reputation of the institution.

A rating of 5 represents critically deficient asset management practices and a flagrant disregard of
fiduciary duties. These practices jeopardize the interests of account beneficiaries, subject the institution
to losses, and may pose a threat to the soundness of the institution.
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Post Examination Activities

ISSUANCE OF THE TRUST AND ASSET MANAGEMENT EXAMINATION REPORT

Include trust department examination findings in the type 16, 17, or 46 comprehensive examination
report. In the case of a type 76 examination, issue the report in accordance with the guidance provided
in the Trust Only section of the handbook.

Issue all examination reports to the savings association’s board of directors as soon as practicable after
the completion of the on-site portion of the examination. The overall impact and usefulness of the
report directly correlates to the timing of its issuance. The passage of an unreasonable length of time
between completion of the on-site examination and the issuance of the report may give a false
impression to the savings association that problems noted during the examination and contained in the
report are not serious.

Regional offices should develop internal procedures to process trust and asset management
examination reports in a timely manner in order to enhance its impact and achieve maximum utility.

TRANSMITTAL LETTERS

A letter to a savings association’s board of directors attached to the examination report officially
transmits the report. The type 16, 17, or 46 examination report’s transmittal letter covers the trust
activities.

The transmittal letter gives the date the examination began and explains that the report of examination
summarizes the conditions, policies, practices, and trends that affect the institution. The letter also
indicates that the report of examination summarizes major items of concern, matters of criticism, and
violations of law and regulations. The letter reminds the board of directors that all the concerns
identified in the report of examination require the board and management’s prompt corrective action.
The board is asked to review the report in its entirety at its next meeting, note their review in the
minutes of the meeting, and adopt any corrective actions called for in the examination report. The
board is also asked to notify OTS of what actions it took, or will take, regarding each point discussed in
the Matters Requiring Board Attention section of the report.
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MEETINGS WITH MANAGEMENT AND THE BOARD OF DIRECTORS

You must disclose MOECA ratings at exit conferences with senior trust management and, when
appropriate, the board of directors. If ratings have not been finalized by your regional management, you
should convey to trust management that the ratings are tentative and subject to change.

MANAGEMENT DISCUSSIONS

During the discussion with management, you should explain the criteria you considered in assigning
each rating as well as the overall composite rating. You should indicate that you based the composite
rating on a careful evaluation of the criteria comprising each MOECA component, the interrelationship
between components, and, more importantly, the overall level of supervisory concern. You should
clarify that you did not base the composite rating on an arithmetic average of the components.

The quality of management is the single most important element in the successful operation of an
association, and is usually the factor that is more indicative of how well the association identifies,
measures, monitors, and controls risk. For this reason, you should take sufficient time to explain to
senior trust management and, when appropriate, to the board of directors, the criteria you considered
in assigning the management component rating, and the meaning of the rating. Your written comments
in support of the management rating should include an assessment of the effectiveness of existing
processes to identify, measure, monitor, and control risk. Finally, you should remind management that
the rating disclosed in the examination report remains subject to the confidentiality rules imposed by
OTS regulations. This includes the verbal disclosures made at the conclusion of the examination.

The objectives of the closing conference ate to inform the chief executive officer (and/or other senior
management) of your evaluation of the department’s condition and to reach agreement, where possible,
on the accuracy of the issues presented and management’s commitment to initiate appropriate
corrective or other action based upon the examination findings. The closing conference should leave
management with a clear understanding of what items will appear in the report of examination and
what the overall tone of the report will be. You should present findings and conclusions as well as the
potential composite and individual MOECA component ratings and be receptive to any evidence
presented by management that is contrary to those findings and conclusions. You should only discuss
critical items that appear in the report of examination at this closing conference.

The personnel with whom you should discuss the examination findings depend upon the nature of the
findings, the structure of the savings association, and past experience in communicating and correcting
adverse matters. Isolated, technical, or other nonsubstantive findings should be presented to the
individual responsible (assuming they should be presented at all), such as the operations officer or the
account administrator responsible for the individual account. You should present overall or significant
findings and trends to senior management of the department and the chief executive officer of the
savings association. You should present adverse findings related to audits to the internal auditor or
audit committee.
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The OTS examination approach emphasizes the role that a savings association’s board of directors
plays in establishing policies and procedures for the safe and sound operation of its trust and asset
management activities. Since the OTS believes that board members, particularly trust committee
members, should be involved in the regulatory process, it is important that they have an opportunity to
meet with you following an examination. Therefore, the practice of meeting periodically with the trust
committee (or similar committees having board of directors’ representation) and the full board of
directors is encouraged. Participation in such meetings allows you to communicate examination
findings to a broad audience and fosters open communication, which should result in a better
understanding of the respective roles of management and examiners. You should also be able to
evaluate the knowledge of, and degree of involvement by, those personnel in the operation of the trust
department.

MEETINGS WITH THE BOARD OF DIRECTORS

In addition to meeting with trust management, OTS encourages you to meet with the boards of
directors. Meetings between regulatory staff and the board of directors, the individuals ultimately
responsible for a savings association’s affairs, serve a variety of functions. They provide opportunity for
interaction and they facilitate long-term communication, which is especially important when the
regulatory process reveals significant adverse information. Meetings help to keep directors and
regulators mutually informed by providing them an opportunity to discuss any of the following items:

e the examination process and findings
e the institution, its functions, strategic plans, and goals
e the general financial environment

e industry-related concerns

TYPES OF MEETINGS

There are two primary types of meetings between regulators and the board, regular and special.
Generally, discussions of examination-related matters occur at regular meetings. Special meetings are
held for purposes other than the specific presentation of examination findings. However, any meeting
may serve more than one purpose. For example, meetings called by regulatory staff to implement a
formal enforcement action are often the direct result of examination findings, even though the meeting
itself is not technically examination-related

The meetings should foster a working relationship with those individuals who are directly responsible
for the management of the trust department. Meetings must be constructive and conducted in a clear,
concise, and orderly manner, accompanied by a written agenda presented to the attendees. Success
depends entirely on the substance of matters discussed and the effort expended to prepare for the
meeting.
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Regular Meetings

Regular meetings may result from a regular or limited examination. In either case, they are held at the
conclusion of the examination. Its primary purpose is to discuss examination findings and agree on
corrective actions. These meetings can also enhance the directors’ understanding of the regulatory
process, establish a rapport, and build lines of communication.

You should consider attending a regularly scheduled board meeting that occurs during an examination.
The purpose is not necessarily to discuss findings although it may be an opportunity to discuss scope
and preliminary findings. The main objective is to observe the board in action and establish a rapport.

You should hold a meeting if you note adverse trends, an increased risk profile, or other matters that
need the board’s attention. If no such issues exist, you may honor any request from management to
forgo a meeting with the board. You must meet with the board of directors if:

e The MOECA composite rating is a 4 or 5

e The MOECA composite rating is a 3, if the rating represents a downgrade from the previous
examination

While you normally meet after the examination, you could arrange a regular meeting during the last
week of the examination. This is appropriate if you have already discussed the examination results with
senior management. Your meeting can also coincide with the board’s next regularly scheduled meeting.
You can mutually agree on another time to meet as long as that date is within 60 days of completing the
examination. Also when scheduling, consider whether directors would benefit from receiving a copy of
the ROE before the meeting.

Participation

When meeting with the board, you should meet with the entire board to ensure all directors are aware
of regulatory findings and commitments to correct deficiencies. If not all directors can attend, you can
meet with a group, such as the audit, examination, or executive committee if:

e Outside directors are present

e There are no material or adverse findings

e The circumstances do not require a full board

Honorary directors can participate in meeting discussions, but may not vote. Any person or
organization connected with the association, auditor, or holding company representative can attend the

meeting upon board resolution. However, you can excuse such people if appropriate. As a rule, state
supervisory authorities should attend meetings with the boards of state-chartered institutions.
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Special Meetings

Reasons to schedule a special meeting include the following:

e To effect a supervisory action, such as a supervisory agreement or cease and desist order

e To gather information in order to act on a proposal, application, or request by the association
e To discuss an association’s progress toward corrective action

e To become acquainted following a change in directorate or a change in regulatory staff

e To comply with directorate’s request to meet

MEETING PREPARATION, PRESENTATION, AND DOCUMENTATION

Schedule a mutually acceptable, convenient date and time to hold the meeting. Prepare yourself
thoroughly when meeting with the board. Conduct yourself professionally and prepare sufficient
documentation to ensure appropriate follow-up. You should be prepared to discuss possible methods
for achieving correction of any deficiencies noted. The directors should be encouraged to discuss any
matters of interest. A successful meeting will include all of the following steps:
e Preparation

— Ensure that the scheduling and selection of attendees satisfies the meeting’s goal

— Choose attendees and determine their responsibilities

— Select a chairperson

— Determine time and location

— Develop an agenda

— Notify participants of the meeting and its purpose

— Meet with regulatory staff participants to discuss the agenda and other related issues

— Prepare and organize supporting data, including comparative figures and ratios that indicate
trends and graphs to illustrate significant points or trends

— Prepare any handouts or overheads for presentation
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e Presentation
— Conduct the meeting in a professional, objective fashion
— Present the agenda and follow it within reason
— Establish good communication and maintain creditability
— Encourage directors’ involvement and solicit questions

— Answer questions accurately. When unable to do so, tell the board you will find an answer.
You may need to refer inquiries to the OTS regional or DC offices.

— Obtain commitment from board to correct deficiencies, if appropriate
e Documentation
— Evaluate and document results of the meeting

— Prepare a memorandum to record results, date, time, location, and participant’s names and
titles

— Describe the items discussed, the board’s reactions, and any commitments for corrective
action

— If the board promises corrective action, send the memorandum to them for concurrence

— At the conclusion of any meeting conducted by the board (rather than the regulators), you
should ask for a copy of the minutes and review them for accuracy

— Keep a copy of the post-meeting memorandum and agenda in the appropriate supervisory
file

— Amend the association’s regulatory profile to reflect any changes or future commitments as
a result of the meeting

PossiIBLE AGENDA ITEMS

The following issues, while not all-inclusive, would warrant the board of director’s attention and
therefore may be included in the meeting agenda:

e A comparison of the savings association’s policies, practices, and reporting systems with those
one would expect to find in a well-managed institution of comparable size and offering similar
services
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e Senior management’s efforts to correct deficiencies in policies, practices, and reporting systems

e The department’s system of internal controls, including the risk management, compliance, and
audit programs

e The extent to which senior management and directors are receiving information needed to
manage or oversee the affairs of the department effectively

e Depth in trust management personnel
e Any significant concerns or observations regarding the quality of earnings
e Management’s long term plans

e The board’s and/or trust committee’s involvement in the department’s affairs
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