
附錄一  個案研究資料
CASE STUDY

PRECOURSE MATERIAL

Precourse Assignment:

The enclosed pre-examination packet contains information typically collected by a banking supervisor when preparing a preliminary risk assessment of an institution.  The preliminary risk assessment is prepared to identify areas of concern so an examination plan can be designed to ensure appropriate resources are provided and appropriate examination techniques are implemented to assess the level of risk during the on-site review.  Please read through this information and begin to develop ideas regarding the risk categories that will be discussed during this seminar.  These risks are operational, credit, and interest rate.


During the first day of the seminar, you will be assigned to a working group comprised of fellow seminar participants. Each day, a particular risk will be discussed.  The instructor will present a lecture discussing risk analysis and then the groups will apply their knowledge to the case study to arrive at a preliminary inherent risk assessment.  Time will be allowed for you to meet as a group to discuss your analysis.


After determining the level of inherent risk, the next step to be conducted is the preparation of a scope memorandum for the examination.  The scope memorandum will contain detailed examination techniques to be applied during the on-site examination to appropriately assess the level of inherent risk.  Again, the instructor will lecture on examination techniques for risk assessment and each group will prepare a scope memorandum.
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First State Bank Institutional Profile:

History:

Organizational Structure:

First State Bank was on established January 1, 1908.  The bank’s main office is located on Elm Street.  The bank also operates twelve full-service branches.  Four of the branches are located in the same community as the  main office and the remaining eight branches are in nearby cities.  The main office and each branch has an ATM.

Management:

Chairman Gerald R. Owens has served as the president of the bank for many years.  However, two years ago, he stepped down as president due to the strenuous job responsibilities and his advancing age.  Chairman Owens has been succeeded by Senior Credit Officer Jeffrey P. Hollan, who has served in that position for many years.  Chairman Owens continues to play an active role, but is no longer involved in the daily operations of the bank.  Although John Callis has assumed the position of senior credit officer, President Hollan continues to dominate the lending function in addition to fulfilling his other responsibilities.  Also, President Hollan serves as the investment officer and has been actively managing the investment portfolio.  

The Board of Directors is comprised of 10 members, all of whom have served on the board for many years.  Although the directors are interested in the bank's operations, their level of banking knowledge and experience is limited.  Consequently, the board members rely heavily on Chairman Owens and President Hollan to identify risks and opportunities facing the bank.

The board audit committee consists of two directors and is chaired by former president and CEO Gerald Owens.  The other audit committee member is current president and CEO Hollan.  The committee had been meeting quarterly to review the status of audit activities versus plan and the findings of audits conducted during the quarter.  Because audit activities have been outsourced, the agenda of quarterly committee meetings is limited to annually approving the selection of the outsourced audit firm, receiving the annual audit results, and monitoring efforts to address audit deficiencies until they are resolved.

A technology and operations steering committee – consisting of President Hollan, the cashier, MIS Vice President and data center manager Berry, and branch managers – meets monthly.  In response to findings at the last examination, the committee has expanded its activities and now discusses various operational issues, reviews and approves plans for new technology systems, and reviews and discusses operating reports for the data center and branches.  This committee is also responsible for developing the strategic technology plan that is included in the strategic business plan, and conducting tests of contingency plans.  Beginning next year, the committee plans to provide annual reports to the board on contingency planning and information security administration.  Status reports include:

· Technology projects in process

· Key data center operating metrics:

· System availability:  amount of down time and causes

· CPU utilization rate (the goal is less than 80%)

· Data storage utilization (the goal is less than 85%)

· LAN availability: the amount of down time and causes

· Key deposit operation metrics:

· Number of deposit accounts

· Number of transactions processed

· Item processing error rates

· Charge offs and other losses

· Aged outstanding reconciliation items

· Key branch operatins metrics:

· Personal vacancies

· Number of customers served

· Number of new accounts and error rates in account set-up

· Data entry error rates

· Profitability vs. budget

· Teller over and short; fraud; service fee charge off, and other losses

· Results of branch officer internal control checklist review

· Key ATM operation metrics:

· Availability: the amount of down time by ATM and causes

· Number of transactions by type (withdrawals, deposits & transfers)

· Disputed ATM transactions

· Losses

· Key internet banking metrics:

· Availability: the amount of down time and causes

· Number of enrolled customers

· Number of transactions by type (transfers, bill payments, loan payments)

· Customer usage distribution by time of day

· Other

· Information security: failed logon attempts (internet banking customers and bank staff); number of passwords resets (mainframe, LAN, and internet banking)

· Contingency plan test results

The internal auditor resigned as of year-end 2002.  Management has expressed difficulty finding a qualified applicant due to salary constraints and has decided to engage the external auditor to perform certain agreed upon procedures on a semi-annual basis.

Pre-examination meeting notes:

A meeting was held to set the scope of the examination two months prior to the examination start date.  The meeting was held with President Jeffrey P. Hollan.  Senior Lender John Callis was out of town and did not attend the meeting.

Economic Conditions/Competition:

The bank's trade area consists of the four-county area surrounding Fairview City, Anywhere.  The city has a population of 110,000 and the trade area has a population of 1,200,000.  Employment is provided mainly by a variety of small local industries.  The December 2002 unemployment rate is 10.6% compared with 5.4% for the nation.  

Primary competition is afforded by the First National Bank (FNB) which is headquartered in the adjoining county. Additional competition is provided by three savings associations, although they are significantly smaller than the commercial banks.  Currently, First State Bank has approximately 50% to 55% of the market share for deposits but a lesser market share of loans.  (Loan demand for both organizations is stagnant.)  Internet banking was implemented to protect market share and gain new customers after the competing First National Bank offered internet banking to its customers.

Audit Programs:

Since management has been unable to hire a new internal auditor, they have contracted with their external CPA firm to perform both agreed upon procedures and an annual opinion audit.

Asset/Liability Management strategies and policies:    

The previous examination, conducted in October 2002, identified key areas of improvement in the asset-liability management function.  There was no formal asset-liability management policy, and the institution’s interest rate risk measurement approaches were found to be deficient.

Interest rate risk monitoring:

A static gap model was used.  However, management acknowledges that a static gap may not capture all the risks and is in the process of implementing a more sophisticated simulation model.  The model is run by the newly-hired model developer, who reports to Chief Financial Officer Richards.  Mr. Richards will also begin an educational program for board members and senior management regarding the use and analysis of data produced by the simulation model.     

Lending:

There have been few new lending products or services introduced since the previous examination.  Over the past year, the bank has offered a promotion for new car loans at 5% for 60 months and acquired about $250,000 in new business.  Also, management has offered a 15-year fixed rate mortgage product; however, the bank received little response probably due to the high 7% rate.  Management is always looking for means to improve earnings.

Due to limitations of the bank’s data processing systems, management would have to use disaster recovery systems to provide loan portfolio reports for the original examination date.  Consequently, the examination date will be changed to October 13, 2003.  Management will provide the loan portfolio reports when the examination team arrives on-site.  

President Hollan attributes the decline in past due loans to the retirement of Mr. Goldstein, a loan officer who was "somewhat liberal”.

New Business Initiatives:


In response to its competitors and to obtain a larger market share of deposits and attract new out-of-area customers, the bank has recently implemented an electronic banking system.  Bank management also hopes to increase loan demand electronically from borrowers outside their normal trade area.

Previous Examination Findings:

Commercial examination: 

The overall condition of the bank was rated satisfactory at the previous examination.  Despite an increase in classifications, asset quality remained satisfactory.  The loan loss reserve was adequate.  Earnings were satisfactory despite a declining net interest margin.  The margin deteriorated following a certificate-of-deposit promotion offering premium rates.  Declining loan yields further hindered the margin which management attributed to local competition.  Despite deteriorating profitability, capital levels remained strong.  Liquidity was sufficient due to a stable core deposit base, adequate secondary funding sources, and nominal loan growth.  The bank had a  $3 million line of credit with a correspondent institution.  Off-balance sheet items consisted of standby letters of credit and loan commitments and none were subject to adverse classification.  Although the cumulative static gap of negative 17.8% of total assets appeared excessive, management had developed a strategy to reduce the position and indicated that an improved monitoring system would be adopted.  A primary reason for the mismatch was the $17 million certificates of deposit acquired in the promotion.

Management:

The Board meets the third Thursday of every month and the examination report noted that attendance was satisfactory.  The bank Board minutes indicated that regulatory reports were reviewed, and management was responsive to suggestions of auditors and regulators.  While compliance with law and regulations was generally satisfactory, the following violations were cited:

· A violation was cited as the bank was essentially paying interest on demand deposit accounts.  The bank maintains 26 business sweep accounts that automatically transfer amounts to cover checks drawn upon the bank for a given day.            

· A loan was extended to a trucking company, a director's related interest, for $400,000, and was collateralized by trucks, equipment, and a deed of trust; however, an appraisal of the real estate was not obtained.

· Management has established a committee to develop a strategic plan   

Policies:  

The bank’s policies are informal, similar to what the bank used to administer their affairs when they were a smaller bank.  The following recommendations were made:     

· The Loan Policy should be amended to require management to obtain the financial information necessary to perform adequate analysis of borrower's repayment ability and cash flow; and

· A Strategic Plan that addresses short and long range goals should be developed. 

Loans:

· Loan review was handled by the internal auditor.

· There were a significant number of documentation deficiencies listed in the report.

· Loan loss reserve adequacy is reviewed by the board quarterly.  The reserve is based on the external auditor's methodology for determining adequacy, i.e., an estimated low and high reserve is determined on classified loans and historical loss figures are applied to the remainder of the portfolio.             

IRR/Funds Management:

· To alleviate the liability-sensitive position, the President indicated he will reposition the balance sheet by purchasing variable rate securities; 

· Management agreed to improve controls and monitoring of interest rate risk.  It created and filled a new Risk Manager position to run more sophisticated models; and

· Nine structured notes aggregating $3.4 million, or 9.1% of the portfolio, were listed as special mention. 

Information Technology examination:

Management of the function remained unchanged since the previous examination.  The data processing manager, Vice President Berry, is a long-term employee and has significant technical knowledge of the systems.  The bank does its own data processing on a small mainframe using a core banking application purchased by a leading vendor.  A technology and operations steering committee meets monthly.  All programming support is provided by the vendor who has on-line access to the system through a modem that is turned on when necessary.  President Hollan must give approval to turn on the modem so the vendor can make program changes.  Disaster recovery services are provided by the vendor.  The last back-up arrangement was tested on June 30, 1999.

Management has devoted adequate attention to most examination and audit deficiencies; however the following issues remained outstanding as of the examination.  Management promised to resolve these deficiencies before the next examination.  

· As noted at the two previous IT examinations, system activity was not adequately monitored as activity logs were not routinely produced or reviewed.  These logs are useful to track events on the system including security exceptions.  Management had not yet corrected this situation because more disk space was needed before activating the logging facilities. 

· The mainframe was set to run at System Security Level 20, which allows a very high degree of access by all users. 

· Several users share the account for security officer access to the system, the highest level of access available. 
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In addition, there are twelve branch managers that report directly to President Hollan regarding branch activities.

EXECUTIVE OFFICERS

	Name
	Year of birth
	Years with bank
	Years in present position
	Compensation

(Bonus)
	Area of Responsibility

	Gerald R. Owens, Jr.

Chairman
	1932
	22
	8
	
	

	Jeffrey P. Hollan

President
	1955
	20
	2
	170

(32)
	Administration

	John Callis

Vice President
	1955
	6
	2
	148

(12)
	Loans

	Martha A. Berry

Vice President
	1955
	22
	2
	135

( 9)
	Information Systems

	George Richards

Vice President, CFO and Treasurer
	1957
	20
	2
	139

(21)
	Chief Financial Officer and Treasurer


Directors and Principal Shareholders

	Name
	Year of birth
	Year elected 
	# of shares owned
	% owned
	Occupation

	Gary A. Greener
	1926
	1961
	7,455
	8.28
	Attorney

	Charles D. Harris
	1954
	1985
	6,778
	7.53
	Businessman

	Jeffrey P. Hollan **  ^^
	1955
	1996
	900
	1.00
	President and CEO, First State Bank

	Daniel E. Mason
	1938
	1985
	900
	1.00
	Dentist

	Gerald R. Owens, Jr.**
	1932
	1974
	4,500
	5.00
	Former President and CEO, First State Bank

	Lee M. Owens **
	1912
	1956
	900
	1.00
	Farmer

	Lloyd H. Smith  ^^
	1926
	1977
	900
	1.00
	Retired businessman – trucking

	Richard A. Taylor
	1926
	1970
	900
	1.00
	Retired businessman

	C. Dewayne VanZant
	1919
	1962
	900
	1.00
	Retired chemical businessman

	Leonard E. Varnell  ^^
	1917
	1972
	900
	1.00
	Retired medical doctor and businessman


Note:  George B. Harris, II, owns 6,478 shares, or 7.20%.  Remaining shares are widely held with no individual owning greater than 5 percent.

**  Directors that are members of the Audit Committee.

^^  Directors that are members of the Asset-Liability Committee (ALCO)

First State Bank

Fairview, Anywhere

Examiner Summary of Board of Directors Minutes

Standard Agenda:   

Attendance



Approval on previous minutes

Ratification of committee minutes
Review of the following reports – Overdrafts, past due, lines of credit, large credit lines, new loans, Director, Officer and Employee  loans

3/19/02

Standard agenda

Approved new loans - specified in minutes, ranging from $10M to $200M:

During the vote, Lee Owens and Daniel Mason absented themselves.

Approved dividend of $1.00 payable to shareholders on 3/31/02

4/16/02

Standard agenda

Moved that these credits remain capped as follows:

Walden Logging  $130M 

Dave Benson $1,135M 

Simmons Parts & Service $520M 

Herring Bankruptcy $441M

Betsy Sales $265M

Quarterly review of the loan loss reserve presented by the internal auditor.

5/21/02

Standard agenda

Presented examiners report and discussed items.

Approved new loans, ranging from $17M to $115M. 

6/18/02

Standard agenda

Moved to cap following loans:

Daniel Sales $307M 

Schultz Farms - to remain capped at $500M 

Moved bank's line of credit to New Bank at $950M for year 2003

.

Approved dividend of $1.00 per share payable to shareholders on 6/30/02.

7/16/02

Standard agenda

Reviewed semi-annual loan charge-off list.

Approved new loans:  $5M to $400M.  [The minutes consistently note when interested directors abstain from voting and absent themselves during discussion.]

Moved to adopt specified interest rates on deposits.

Review of the loan loss reserve was presented by the internal auditor.

8/20/02

Standard agenda

Approved new loans ranging from $10M to $75M, plus $300M to Brown’s Lime & Stone “terms have not been determined”.

9/17/02

Standard agenda

Submitted examination report.

Tom Kennedy of Kennedy and Associates, CPAs, presented financial report as of 12/31/01.  An  unqualified opinion was issued.

Moved that McDonald Insurance Consulting Inc., evaluate and make recommendations regarding bank’s insurance.

Approved dividend of $1.00 payable 9/30/02.

10/15/02 Special Meeting

Data processing:  Investigate using a DP center at approximately the same cost.  Will free up qualified talent that can be used elsewhere.

Loan collections:  Each loan officer has responsibility to monitor his loans and make efforts to keep payment status current.  Board of directors realizes that as loan volume increases, may require Loan Collector.  Hereafter, each loan application will be presented to the Board with a fact sheet containing all information needed for a board decision.

Investments:  Discussed present investment program [no details in minutes] and the brokers.  Board is satisfied with present agents and their policies [no details in minutes]

Strategic Plan for Bank:  A committee is in process of formulating this plan.

10/15/02 ANNUAL SHAREHOLDERS MEETING 

Re-elected current slate of directors.

Financial and strategic overview.

Question and answer session – no significant issues

10/15/02

Standard agenda, followed by organizational meeting.

Re-elected current officers:

Gerald R. Owens- Chairman

Gary A. Greener - Vice Chairman

Jeffery P. Hollan - President and CEO

John Callis - VP, Senior Loan Officer

Martha Beery - VP, Data Processing

George Richards – VP, CFO and Treasurer

Established Board committees.

Reviewed and approved all operating policies; loan, investment, asset/liability.  No changes were recommended.  President Hollan emphasized the importance for the bank to keep the individual loan officer lending authority limits low in the lending policy.

Quarterly review of the loan loss reserve presented by the internal auditor.

11/19/02

Standard agenda

Approved new loans, ranging from $10M to $64.5M

Reviewed October 31 findings from Federal Reserve examination of Asset-Liability Management processes. 

12/24/02
Standard agenda

The internal auditor presented the findings of the recent loan review.  The following weaknesses were identified:

· 30 newly extended credits were reviewed and 16 were found to exhibit credit file documentation deficiencies.  Of these deficiencies, seven were not included on the internal pending list for documentation.  A list of these exceptions was provided to management.

· Missing documentation included, current applications, current financial information, and documentation to the value of the collateral.  Although the bank’

Approved dividend of $2.00 per share payable to shareholders on 12/31/02

1/6/03 Special Meeting

Standard agenda

Purpose of meeting:  to discuss the various policies, functions, obligations, practices and services of the bank.

Internal auditor:  Resigned effective 12/31.  Reviewed options for obtaining one.  Also, will evaluate present staff to see if an internal candidate could fill the position.  Consensus:  Need is apparent, possibly part-time and will be filled in near future.  Hollan will investigate possibility of using an accounting firm as a part-time auditor.  Quality and cost will be the important factors in our decision process.

Customer Service fees:  Surveyed fees at competing banks and made fee changes to make bank more competitive.

Bank insurance:  Two directors will meet with present insurance provider to discuss coverage. CEO Hollan will inquire about a consultation with a professional insurance advisory service regarding adequacy of present coverage.

Expenses:  Adopted more conservative approach in advertising expenses.

Loan rates:  Committed to remaining competitive with surrounding banks.

Loan collections:  Agreed to adopt a more aggressive policy in monitoring and collecting delinquent loans.  Loan officers must assume more responsibility for their specific loans. 

Asset-Liability management:  Approved new Risk Manager position to run more sophisticated Asset-Liability management model, per Federal Reserve review findings of October 2002.  A board member asked how model results can be monitored against actual results.  A discussion was tabled for a later date [after a brief period of silence; board members may not fully understand the model or concept of backtesting].

Data processing:  Present system adequate, but lack of qualified back-up personnel is apparent. CEO Hollan will investigate possibility of tying into service bureau.

Overall strategic plan:  Discussed future of bank & its goals for staying an independent bank.  [no details in minutes]

1/21/03

Standard agenda

Approved new loans.

Reviewed semi-annual charge-off list.

Approved engagement with Kennedy and Assoc. for agreed upon procedures 

2/18/03

Standard agenda

A detailed report of our anticipated new insurance coverage was presented.  [However no details were given in the minutes.]

Approved new loans, including $15M to Leonard Varnell; no mention of borrower’s other loans at bank; Director Varnell was absent during discussion & approval of loan.

3/18/03

Standard agenda

Accepted recommendations of Personnel Committee about officer promotions:

Jan Roberts - AVP, Elm St. office

Frank Mann - AVP, Loan administration and Loan Officer

Joan Richter - AVP, Customer Service, Advertising and Personnel

Bertha Gold - AVP, Customer Service and Client Service

Joe Montel - AVP, Loan Officer

Approved hire of Josh Finkelstein, new Risk Manager at AVP level, reporting to VP. CFO and Treasurer Richards.

Paul Letterman, Security Officer, gave his report.

Approved dividend of $1.00 per share payable 3/31/03 to shareholders.

4/22/03

Standard agenda

Approved:
New loans ranging from $6M to $500M

New loan to Betty’s Cleaners (Betty Jones Marshall, owner), pending Peter Marshall’s signature on the note.

5/20/03

Standard agenda

CEO Hollan met with Tom Kennedy and Ronald Monroe regarding Internal Audit report which will be forthcoming.

Adopted the engagement letter from Kennedy and Associates regarding external auditing of the bank .

6/17/03

Standard agenda

Approved new loans 

Moved dividend of $1.00 per share payable 6/30/03. 

7/15/03

Standard agenda

Martha Berry gave report of Electronic Data Processing Committee.

FIRST STATE BANK

SPECIAL AGREED-UPON

PROCEDURES REPORT

LOANS

MARCH 31, 2003

First State Bank

Attachment to Special
Agreed-Upon Procedures Report
March 30, 2003
In order to evaluate and summarize the results of the procedures performed, the following grading system was followed:

Grade

Level


Description


1
This area contains no major findings, minor findings, or other comments.


2
This area contains minor findings and/or other comments.

3 This area contains at least one major finding and possibly minor findings,    and/or other comments.


4
This area contains two or three major findings and possibly minor findings and/or other comments.


5
This area contains four major findings and possibly minor findings, and/or other comments.


6
This area contains more than four major findings related to bank policies and/or compliance regulations.

Major findings would include violations of bank policy, improper accounting procedures, violations of internal control and security problems, violations of regulations, potential loss of income, extreme deviations from the expected error rate on sample testing and wasteful use of assets.

Minor findings would include insignificant dollar variances, footing errors, typographical errors, and a small number of procedural errors in relation to the sample.

Other comments would cover situations that cannot be covered under a major or minor finding including instances in which Kennedy and Associates feels that management should be apprised of the situation, yet no Bank policy or procedure has been violated.

Kennedy and Associates

May 30, 2003

Board of Directors

First State Bank

Fairview, Anywhere

Dear Board Members:

We have applied certain agreed upon procedures with respect to the accounting records of First State Bank (Bank), as of March 31, 2003.  These procedures are in accordance with the arrangements made with you as described in our letter. Because these procedures do not constitute an audit conducted in accordance with generally accepted auditing standards, we do not express an opinion on any of the specific items referred to in this report.  Had we performed additional procedures or had we made an audit in accordance with generally accepted auditing standards, matters other than those identified in this report might have come to our attention that would have been reported to you.  This report relates only to the accounts and items specified below and does not extend to any financial statements of Bank, taken as a whole.

It is understood that this report is solely for your information and is not to be referred to or distributed to anyone who is not a member of the Bank's management, Board of Directors, regulatory authorities or the Bank's bonding agents.

During the past year, regulatory examiners have performed various examination procedures.  As a result of those procedures, certain recommendations were made to management in the report of regulatory examination.  Unless otherwise indicated, we have not included in this letter items previously addressed by the Bank’s regulatory examiners.

The procedures included those set forth in the following paragraphs:

Detailed listings of all loans were obtained, tested and reconciled to the general ledger control accounts as of March 31, 2003.  We also performed certain tests to various operating controls and procedures as outlined in the Bank's Internal Audit Program Manual.

Based on the procedures performed, we have the following observations and recommendations:

Loan Composition - Grade 3
Observation
The Bank's real estate loan composition of 52.6% of total loans exceeds the maximum concentration specified by Bank policy of 50.0%.

Recommendation
We recommend the Board of Directors document its approval of this exception to policy in the Board minutes until the policy is revised or corrective action is taken.  We also recommend management periodically monitor the loan portfolio composition as compared to policy concentration guidelines to ensure exceptions are promptly identified and resolved.

Loan Policy Exception Log - Grade 2
Observation

While loans granted in exception to one or more underwriting provisions outlined in the Bank's credit policy appear to be minimal, a formal log to monitor the types and frequency of loans granted with exceptions to the formally approved policy is not in place.

Recommendation
To enhance the effectiveness and control over this system, the following should be considered:

· An exceptions log should be established to provide accountability for all exceptions reported to the loan committee.

· Exceptions to policy identified by the loan review function should be cross-referenced to the exception log to test the completeness and accuracy of this log and to eliminate duplication of reporting, if applicable.

· The frequency on which a summary of the types of exceptions should be reported to the Board should be established.  This summary should provide the Bank with an early indication of changes in lending philosophy and should be useful in evaluating the necessity for future policy changes.

Management is requested to respond with appropriate actions and resolutions to the items mentioned in this report, in writing, within fifteen (15) days.

WATCHLIST AS OF:  June 30, 2003
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First State Bank Investment Portfolio

(09/30/03;  $ ‘000)
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Static Gap Analysis  (09/30/03; $ ‘000s)

	Repricing Gap  Static
	

	
	
	
	

	Gap Interval

	Period Gap
	Cumulative Gap
	Gap % of Assets

	1
	(34,235)
	(34,235)
	-12.08%

	3
	(14,651)
	(48,886)
	-17.25%

	6
	(11,682)
	(60,569)
	-21.37%

	12
	10,109 
	(50,460)
	-17.80%

	24
	17,955 
	(32,505)
	-11.47%

	36
	23,241 
	(9,264)
	-3.27%

	60
	87,641 
	78,377 
	27.65%

	Long Term
	(66,144)
	12,233 
	4.32%

	Non Sensitive
	(12,233)
	(0)
	0.00%
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Earnings Simulation 

(09/30/03; $ ‘000s)
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	Net Interest Income


	
	% Change from Base


	

	
	
	 Year 1 
	
	 Year 2 
	
	Year 1
	
	Year 2
	

	
	
	
	
	
	
	
	
	
	

	Base Case Dn 200
	
	11,448
	
	10,555
	
	-11.3%
	
	-19.5%
	

	
	
	
	
	
	
	
	
	
	

	Base Case Dn 100
	
	12,389
	
	12,089
	
	-4.0%
	
	-7.8%
	

	
	
	
	
	
	
	
	
	
	

	Stable Rates
	
	12,906
	
	13,112
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Base Case Up 100
	
	13,061
	
	13,466
	
	1.2%
	
	2.7%
	

	
	
	
	
	
	
	
	
	
	

	Base Case Up 200
	
	13,125
	
	13,702
	
	1.7%
	
	4.5%
	


Economic Value Simulation 

(09/30/03; $ ‘000s)
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	Market Value of Equity
	
	% Change from Base

	
	
	
	Current
	
	
	
	

	
	
	
	
	
	
	
	

	
	Base Case Dn 200
	$40,607
	
	
	-16.1%
	

	
	
	
	
	
	
	
	

	
	Base Case Dn 100
	$44,527
	
	
	-8.0%
	

	
	
	
	
	
	
	
	

	
	Stable Rates
	$48,399
	
	
	
	

	
	
	
	
	
	
	
	

	
	Base Case Up 100
	$48,835
	
	
	0.9%
	

	
	
	
	
	
	
	
	

	
	Base Case Up 200
	$49,077
	
	
	1.4%
	


Simulation Results Summary

	For the First State Bank, the Asset Liability Committee has approved the following policy limits:
	

	
	
	
	
	
	
	
	
	
	

	1. Projected net interest income over the next 12 months will not change more than (+/-) 5%.

	
	
	
	
	
	
	
	
	
	

	
	Simulation Results:
	
	
	Base Case Up 200
	
	1.70%
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	Base Case Dn 200
	
	-11.27%
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	2. Projected net interest income over the next 24 months will not change more than (+/-)10%.

	
	
	
	
	
	
	
	
	
	

	
	Simulation Results:
	
	
	Base Case Up 200
	
	4.50%
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	Base Case Dn 200
	
	-19.50%
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	3. The Change in the Economic Value of Equity as % of base EVE 
	

	
	
	
	
	
	
	
	
	
	

	
	Simulation Results:
	
	
	Base Case Up 200
	
	1.40%
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	Base Case Dn 200
	
	-16.06%
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	4. One year cumulative gap as a percentage of total assets will not exceed (+/-) 15 % 

	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	Simulation Results:
	
	
	Base Case
	
	
	-17.80%
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	


First State Bank Asset/Liability Management Policy

I. PURPOSE AND OBJECTIVES

This Asset/Liability Management Policy establishes the framework for the liquidity and interest rate risk management objectives of First State Bank (FSB).  The Asset/Liability Management (ALM) program of First State Bank is designed to meet the strategies and objectives listed in order of priority below.

Liquidity

Depositor Protection - To ensure that FSB can meet all necessary obligations and is able to adjust the composition of its assets to ensure that the bank has sufficient funds to honor all potential withdrawal needs.

Maturity Gap Management - To match the maturities of securities and loans to the maturities of the bank’s liabilities within broad maturity buckets.

Income Growth - To maximize income given the current funding base by lending or investing at interest rates that are sufficient to generate net interest income comparable to the current market performance of other banks in FSB’s market area.

Interest Rate Risk

Risk Management - To ensure that First State Bank employs prudent, board approved limits to control its interest rate risk and to ensure that the bank is able to adjust its interest rate exposure to avoid unmanageable risks.

Pricing - To maintain an economic profit while achieving its business development plans, First State Bank will manage loan and deposit prices to reflect the true cost of funds for investing and lending products. FSB will meet funding needs by matching the maturities of securities and loans to the maturities of the bank’s liabilities.

Guidelines

The Treasury Group is charged with the following responsibilities: 

Liquidity Management

a.
Monitoring weekly percentages of total assets funded by core funding sources (i.e., retail deposits, demand deposits, long-term debt, other liabilities and shareholders' equity) to maintain a core funding ratio of approximately 70%.

b.
Monthly reviews of discretionary asset liquidity to maintain at least 100% coverage of wholesale purchased funds.

c.
Monthly reviews of transactions with dealers to guard against an excessive reliance on any single dealer.

d. Semi-annual reviews of FSB’s Contingency Funding Plan to ensure adequate coverage of the retail deposit base. 

Interest Rate Risk Management

Monthly report (or more frequent as appropriate) on the bank's asset and liability repricing mix and interest rate risk position. 

Funding and Balance Sheet Planning

a. Monthly presentation to ALCO of the consolidated, short-term, pro forma balance sheet for FSB. Projections should include analyses of interest rate margins, sensitivities to rate changes, adequacy of liquidity, and trends in capital leverage.

b. Proposals to ALCO for alternative funding strategies based on the current outlook for short-term interest rates, funding needs, and liquidity maintenance plans.

II. LIQUIDITY MANAGEMENT 

Risk Management Guidelines and Limits

The Treasury Group shall see that FSB remains within the following liquidity limits:

	1. Current Ratio (Total liquid assets to interest bearing liabilities and demand deposits)
	>= 60%

	2. Loans to Assets
	between 30% and 70%

	3. Volatile Funds (Short-term liquid assets to volatile funding sources)
	>100%

	4. Loans to Deposits
	between 30% and 50%


“Maturity Limits” shall mean, with respect to Asset Management, the following:

	U.S. Treasury Securities
	10 years

	U.S. Agency Securities, Notes, and Bonds
	10 years

	U.S. Government Sponsored/Guaranteed Securities
	10 years

	Foreign Government Securities
	10 years

	Municipal Securities
	15 years

	Mortgage-Backed Securities
	40 years

	Pass-throughs
	30 years

	ARMs
	40 years

	CMOs (Avg. Weighted Life)
	7 years

	Corporate Securities

	7 years

	Asset-backed (Avg. Weighted Life)

	5 years

	Other

	2 years

	Commercial Paper

	270 days

	Domestic, Eurocurrency and Eurodollar Placements
	1 year

	Domestic, Eurocurrency and Eurodollar Certificates of Deposit
	1 year

	Bankers Acceptances
	180 days

	Federal Funds Sold

	1 year

	Derivatives

	10 years


III. INTEREST RATE RISK MANAGEMENT

Responsibilities

Subject to the corporate asset-liability management guidelines, the Asset/Liability Management Committee (ALCO) is responsible for managing the bank's interest rate risk position. The Treasury Group is responsible for recommending interest rate risk management strategies to ALCO and implementing the interest rate risk management directives of ALCO. 

Objectives

· ALCO will manage the bank's interest rate risk with emphasis on net income at risk over the next 12 months.

· Risk will be limited to exposure levels determined by ALCO guidelines (reviewed monthly). 

Authorization 

1. The Treasury Group is authorized to execute asset/liability management strategies formulated by ALCO using instruments that conform to banking regulations and this policy.

2. The Group Head of Treasury will recommend Officers to the Chairman/ALCO for approval to execute purchases and sales of approved instruments. 

Exceptions

Exceptions to these policies are permitted with the prior written approval of one or more of the following officers: Chairman of Board of FSB or Chairman/ALCO 

Guidelines

The Treasury Group is charged with adhering to the following guidelines:

1. The current and committed interest rate risk position as measured by earnings-at-risk must be reviewed at each ALCO meeting. 

2. Futures and Options

a.
The Treasury Group is authorized to use financial futures and options to hedge interest rate risk in the balance sheet and/or to provide yield enhancement.

b.
At a point in time, the aggregate contractual value of total financial futures outstanding may not exceed the limits below

	Contract
	Limit

	Eurodollar futures
	200% of cash instrument being hedged

	Treasury Note futures
	100% of calculated hedge ratio

	Treasury Bond futures
	100% of calculated hedge ratio

	GNMA futures
	100% of calculated hedge ratio

	FNMA futures
	100% of calculated hedge ratio


c.
Writing (selling) "covered" calls on securities owned is permitted on securities held in AFS. It should be intended to provide either yield enhancement or a targeted sale price. At no time shall the aggregate amount of covered calls outstanding exceed 10% of the total securities portfolio.

d.
Writing naked calls is prohibited.

e.
Futures Contracts may be executed only through approved brokers (per Credit Policy) and commodity exchanges. Futures activity must satisfy FASB 80, "Accounting for Futures Contracts," to qualify for hedge (deferral) accounting. All outstanding futures contracts will be reported monthly to ALCO.

f.
The maximum amount of interest-bearing assets and liabilities that are hedged through use of open futures contracts is limited to the (estimated) volume of mismatch that equilibrates to net income-at-risk over the next 12 months.

3. Interest Rate Derivatives

a.
Interest rate swap, floor, and cap agreements may be executed only with counterparties for which credit risk exposure has been authorized by Credit Policy. Activity must satisfy FASB requirements to qualify for hedge accounting. Counterparty risk will be reviewed quarterly at ALCO meetings.

b.
The aggregate amount of interest rate swaps, floors, and caps will be limited, based upon the total credit risk equivalents, as established by Credit Policy, to no more than 5% of FSB’s earning assets. (Credit risk equivalent is an estimate of the interest income lost if the counterparty to a swap defaults.)

c.
The total notional amount of interest rate swaps, floors, and caps (net of offsetting positions) will not exceed 50% of the bank's total earning assets.

d.
A subset of the aggregate notional amount of interest rate swaps, floors, and caps will be reserved for transactions with corporate customers. The Group Head/Treasury will determine this amount.

e.
Legal counsel will approve all interest rate swap, floor, and cap contracts. The Treasury Group will be responsible for assuring conformity with standard industry practices regarding interest accrual methods, payment dates, reference indices, and other operating mechanics of the transactions.

f.
Treasury will be responsible for all pricing of interest rate swaps, floors, and caps. Pricing will be corroborated periodically by Compliance.

g .
Interest rate swaps may be executed with collateratization agreements on either a unilateral or bilateral basis depending on the credit risk of the counterparty. Unilateral requirements on FSB require the approval of the Group Head/Treasury and the notification of the Chairman/ALCO. 

Risk Management Guidelines and Limits

1. ALCO will receive periodic updates on interest rate risk positions to ensure consistency with existing policies and approved strategies. Appropriate documentation of positions will be maintained by Treasury to facilitate regular compliance reviews.

2. For new hedging techniques, Treasury will consult Corporate Accounting on the appropriate accounting treatment.

3. As part of its liability management strategy, the Treasury Group is authorized to purchase and sell Futures, Options, and Derivatives Contracts.

4. All interest rate risk in excess of authorized risk limits will be subject to approval by the Chairman/ALCO, with subsequent approval required at the next meeting of ALCO.

The Treasury Group will also see that FSB falls within the following formal limit:

The change in net income, assuming a 200 basis point increase or decrease in interest rates, will be less than 10% in the next 12 months, or 15% in the following 12 months, compared to net interest income calculated under the base case scenario. The base case scenario represents rates held constant at levels prevailing at the time of the analysis. (The change in rates is assumed to occur gradually over a 12-month period).

"Approved Instruments" shall mean with respect to Interest Rate Risk Management, the following:

1. Interest rate futures/options contracts and related exchanges

	Federal Funds (30-day)
	CBT

	Eurodollar Deposit (90-day)
	CME, LIFFE

	Euro Differential
	CME, IMM

	Treasury Bill (90-day)
	CME, IMM

	Treasury Note (2-year)
	CME, CBT

	Treasury Note (5-year)
	CBT

	Treasury Note (10-year)
	CBT

	Treasury Bond (30-year)
	CBT, LIFFE

	Municipal Bond Index (15-year)
	CBT

	Mortgage-Backed Securities (30-year)
	CBT

	Swap Contracts (2- and 5-year)
	CBT


	CBT
	- Chicago Board of Trade 

	CME
	- Chicago Mercantile Exchange 

	LIFFE
	- London International Financial Futures Exchange 

	IMM
	- International Monetary Market 


2. OTC options on cash investment securities or interest rate futures contracts

3. Derivatives instruments

· Interest rate caps

· Interest rate floors

· Forward rate agreements (FRAs)

· Interest rate exchange agreements (Swaps)

Balance Sheet

First State Bank

	
	30-Sep-03
	
	30-Sep-02

	
	
	
	

	ASSETS
	
	
	

	
	
	
	

	Cash
	1,300,000
	
	3,100,000

	
	
	
	

	Investments
	
	
	

	   Available for Sale
	100,200,000
	
	85,065,000

	   Held to Maturity
	56,100,000
	
	49,820,000

	
	
	
	

	Loans
	
	
	

	   Construction
	6,000,000
	
	5,300,000

	   Nonfarm Nonresidential
	9,800,000
	
	9,275,000

	   First Lien Mortgage
	23,100,000
	
	22,525,000

	   Second Lien Mortgage
	300,000
	
	265,000

	   Home Equity Line of Credit
	6,000,000
	
	5,035,000

	   Multifamily
	900,000
	
	795,000

	   Agricultural
	300,000
	
	265,000

	   Commercial/Industrial
	60,400,000
	
	41,870,000

	   Consumer Instalment
	17,400,000
	
	16,165,000

	   Other
	1,200,000
	
	2,650,000

	
	
	
	

	Banking Premises
	15,000,000
	
	17,500,000

	
	
	
	

	Other Assets
	2,000,000
	
	5,370,000

	
	
	
	

	Total Assest
	300,000,000
	
	265,000,000


Balance Sheet

First State Bank

	
	
	
	

	
	
	
	

	LIABILITIES AND CAPITAL
	
	
	

	
	
	
	

	Demand Deposits
	45,300,000
	
	38,425,000

	NOWs
	38,100,000
	
	37,630,000

	Money Market Demand Acc't
	27,300,000
	
	28,090,000

	Other savings accounts
	16,500,000
	
	15,635,000

	
	
	
	

	Time Deposits over $100,000
	81,000,000
	
	69,430,000

	Time Deposits under $100,000
	50,700,000
	
	43,725,000

	   Total Deposits
	258,900,000
	
	

	
	
	
	

	Federal Funds Purchased
	13,800,000
	
	9,540,000

	
	
	
	

	   Total Liabilities
	272,700,000
	
	242,475,000

	
	
	
	

	Total Capital
	27,300,000
	
	22,525,000

	
	
	
	

	Total Liabilities and Capital
	300,000,000
	
	265,000,000


Income Statement

First State Bank

	
	
	30-Sep-03
	
	30-Sep-02

	
	
	
	
	

	Interest Income-Loans
	
	5,891,250
	
	4,192,500

	Interest Income-Investments
	
	6,048,000
	
	5,335,500

	     Total Interest income
	
	11,939,250
	
	9,528,000

	
	
	
	
	

	Interest Expense- deposits over $100,000
	
	1,161,750
	
	959,250

	Interest Expense- other deposits
	
	7,551,000
	
	4,775,250

	Borrowed funds
	
	35
	
	30

	     Total Interest expense   
	
	8,712,785
	
	5,734,530

	
	
	
	
	

	     Net Interest Income
	
	3,226,465
	
	3,793,470

	
	
	
	
	

	Provision expense for loan losses
	
	147,750
	
	1,181,250

	
	
	
	
	

	Taxes
	
	660,000
	
	555,000

	
	
	
	
	

	     Net Income
	
	2,418,715
	
	2,057,220


附錄二  風險評估結果與檢查備忘錄

Risk Assessment Session

Group Number:
_Key_

Risk Discussed:
_Credit_  (Credit, Operations, Market/Liquidity)

	Inherent Risk
(High/Moderate/Low)
	Risk Management
(Strong/Acceptable/Weak)
	Net Residual Risk
(High/Moderate/Low)
	Trend

(Increasing/Stable/Decreasing)



	Moderate
	Weak
	High
	Increasing


Please prioritize significant activities & business lines with Inherent Risk:

1. Growth in C&I by almost 50% (p. 37).

2. Plans to lend outside of trade area via internet banking (p. 7).

3. Concentration in RE loans a policy violation (p. 22).

4. Low loan yields and declining volume of nonperforming loans indicate lower risk (p.8)

Moderate inherent risk primarily due to low dollar exposure (Loan/Dep = 48%, p.37), but significant growth in C&I volume and concentration in RE loans is evident presently.  Additionally, external factors of weak local economy, unemployment rate (p. 6).

Nine structured notes in investment portfolio totaling $3.4 million, or 9% of the portfolio, are classified as special mention. (p.9).

Please list apparent issues in Board & Senior Management Oversight:

1. President Hollan dominates lending function (p. 4).

2. Board has limited knowledge - - need training (p. 4).

3. Approving loans without terms determined is not prudent (p. 15).

4. May not have discussed risks of lending outside trade area (p. 7).

5. Lack of strategic planning for internet lending and new car program (p. 7&9)

Please list apparent issues in Policies, Procedures, & Limits:

1. Policy needs guidelines over requesting and reviewing financial info (p. 9).

2. Policy should clarify the need to consider borrower’s other loans (p. 18).

3. Policy should clarify that management is responsible for the ALLL methodology, rather than relying on the external auditor (p. 9).

4. Exceptions for underwriting provisions are not logged – need procedures (p.22).

Please list apparent issues in Measurement, Monitoring, and MIS:

1. Established 50% limit for RE loans, but an exception at 52.6% (p. 22).  MIS should distinctly highlight such an exception.  Monitoring should include notes/decisions by the Board to correct situation or discussing rationale of exposure.

2. Measurement and MIS is weak, evidence by the need to use disaster recovery system to generate loan reports for examiners. (p. 7)

Please list apparent issues in Internal Controls and Audit:


Internal Controls
1. Violation of U.S. law seems apparent for not obtaining appraisal (p. 8).

2. Violation of U.S. law seems apparent (in the US for preferential treatment) since the RE loan was for an insider (p. 8).

3. Significant documentation deficiencies, several not internally identified. (p. 9)


Audit
1. Loan review function was previously performed by the internal auditor, now function being outsourced. (p. 9).

Please briefly (one sentence) explain your rating of Net Residual Risk:

High; weaknesses need to be addressed before losses or financial metrics are evident.  Management has the opportunity to work on risk management issues when asset quality is satisfactory.  

What are some indicators of Trend:

Increasing; management is explicitly seeking opportunities to increase credit risk (outside area, more RE, growth in C&I).  

Scope Memo Workshop

Group Number:
_Key_

Risk Discussed:
_Credit_  (Credit, Operations, Market/Liquidity)

Review Area

       Rational for Review

Exam Procedures
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               High


	         Moderate


	      Low


Risk Assessment Session

Group Number:
_______

Risk Discussed:
_Operations______  (Credit, Operations, Market/Liquidity)

Please complete:

	Inherent Risk
(High/Moderate/Low)
	Risk Management
(Strong/Acceptable/Weak)
	Net Residual Risk
(High/Moderate/Low)
	Trend

(Increasing/Stable/Decreasing)



	Moderate
	Acceptable
	Moderate
	Stable


Please prioritize significant activities & business lines with Inherent Risk:

· Internet banking

· Deposit operations

· Loan operations

· Branch operations

· Treasury operations

Please list apparent issues in Board & Senior Management Oversight:

· Dominant chairman

· Lack of understanding of bank operations by board members

· Potential lack of financial sophistication by board members

· Lack of strategic planning (financial and technology); future plans to address noted

· Board and management succession

· Lack of depth in operations areas
· Board minutes lack discussion of significant operations initiatives: internet banking, new ALCO model
Please list apparent issues in Policies, Procedures, & Limits:

· Informal policies and procedures

· Limits (qualitative and quantitative) not defined for some operational area

Please list apparent issues in Measurement, Monitoring, and MIS:

· Some operational monitoring at management level; none apparent at board level

Please list apparent issues in Internal Controls and Audit:

Internal Controls:

· Last disaster recovery testing > 3 years ago

· Outstanding unresolved IT audit issues

· Weak mainframe security settings

· Probably core system inadequacy indicated by use of DR systems to generate exam-required reports; lack of adequate data storage

· Excessive security officer-level system access

· Transition risk (risk understanding, acquisition, implementation, training, audit) related to:  implementation of internet banking; implementation of new ALCO model
· Lack of depth in operations and technology staff
Audit:

· No internal audit activity for 6 months

· Internal audit outsourcing to external auditors; no longer considered an appropriate practice

· No independent internal liaison with audit vendor as recommended by FFIEC guidance
· Audit engagement procedures may not be sufficiently comprehensive; potential additions:  review of securities held for sale & mark-to-market accounting; review of lending MIS for accuracy, completeness, & timeliness; review of lending compliance with law (Reg W, Consumer Compliance,  Reg H LTV & appraisals); review of lending compliance with internal policy (lending limits, committee approvals, etc.); review of EDP (operations, contingency planning, information security, internet banking)
Please briefly (one sentence) explain your rating of Net Residual Risk:

Fundamental operational risk management is sound—with evident improvements—and issues are correctable in the normal course of business.

What are some indicators of Trend:

· Internet banking activities and potential core processing limitations are signs of increasing inherent risk.

· However, risk management is improving, especially operations oversight.

· Audit and examination findings do not indicate significant increases in risks or deterioration of risk management capabilities.






Scope Memo Workshop

Group Number:
_______

Risk Discussed:
__Operations_____  (Credit, Operations, Market/Liquidity)



  Review Area

         Rational for Review
 
Exam Procedures
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[image: image10.emf]Name of  Balance Loan  Comments

Borrower Grade

Fairview Beef $75,000.00 Doubtful June 1996 Nonaccrual.  Charged off $192,000 December 1997.  

Products Filed collection claim with Iowa Development and 

Economic Authority for $75,000 in April 1997.      

Brenda Dole $29,013.00 Doubtful March 1998 Nonaccrual.

Grant Rydell $7,109.00 Doubtful October 1998 Nonaccrual.  

$22,000.00 Doubtful The vehicles provide support. 

J. Roger Morris, $10,838.00 Doubtful Columbine Harvestor

Trucking company; $51,086.00 Substandard Business having cash flow problems after the loss of the 

related interest is  largest customer.   

V. R. Morris      

Waste Management  $699,000.00 Substandard Garbage collection facility.  June 1998, modified monthly   

Transfer Station payments and advanced additional principal in September. 

Farmers Home Administration did not renew 80% guaranty. 

Crown Colony  $95,000.00 Substandard Collateralized with 4 remaining lots of the subdivision; Mmgt  

expects to recieve at least $108,000 from the sale of the lots and 

no loss expected.

Chip Head Computer $37,653.00 Substandard Business experienced problems after it was discovered that 

a former employee embezzeled a large sum of money from the   

company.  Loans secured by inventory and 1st deed of trust.   

Brent Dorsey $52,059.00 Substandard Farming business suffered losses due to a bad crop year.    

Will take additional collateral. 

Business has been experiencing cash flow difficulties as the   

Gene's auto service $98,000.00 Substandard owner has been ill.  Business expected to improve as his son       

(Charles Valentine) plans to begin managing the service center in December. 

Equip and cash flow line secured by deed of trust.    

         High


	       Moderate



	        Low


Risk Assessment Session

Group Number:
_______

Risk Discussed:
_Market/Liquidity_  (Credit, Operations, Market/Liquidity)

Please complete:

	Inherent Risk

(High/Moderate/Low)
	Risk Management

(Strong/Acceptable/Weak)
	Net Residual Risk

(High/Moderate/Low)
	Trend

(Increasing/Stable/Decreasing)



	High
	Weak
	High
	Increasing


Please prioritize significant activities & business lines with Inherent Risk:

· Investment activity, especially in MBS, CMO, and Structured Notes.

· Asset/Liability management, especially over reducing IRR to comply with limits.

· Deposit strategies, especially over CD Promotions and paying interest on demand deposits.

· Loan strategies, especially over new offerings of longer-term fixed rate loans.

Please list apparent issues in Board & Senior Management Oversight:

· Lacks oversight in ensuring compliance with IRR limits (GAP and NII).

· Perhaps no follow-up on ALCO discussions and limit reportings.

· Lack of understanding in significant investment activity.

· Perhaps not willing to question activity since operated by the President.

· Lack of strategic plan (investment portfolio funded by non-core deposits: CD>100M)

· No discussion of IRR and investment rational in minutes.

· Perhaps lacking knowledge of IRR.

Please list apparent issues in Policies, Procedures, & Limits:

· No limits on EVE.

· No limits on investment concentrations (36% in CMO is too high).

· Policies not reflective of business activities:

· Authorizes complex instruments: futures, options, FRAs, OTC options.

· Perhaps too advance; may be bought from consultants.

· May not understand concept of “credit risk equivalents” on page 84.

· Policies silent on responsibilities on monitoring and controlling limits.

· May need procedures on controls over trade initiation, confirmation, and settlement.

Please list apparent issues in Measurement, Monitoring, and MIS:

· Measurement approaches developed, but not reported to the board.

· Reports do not explicitly compare limits to current positions.

· Reports not used as decision tool; nice graphs, but no discussion and recommendation.

· No maturity or issuer breakdown (traditional analysis)

Please list apparent issues in Internal Controls and Audit:

Internal Controls:

· Lack segregation of duties; president should not be actively managing the investment portfolio.

· Risk manager is primarily running sophisticated models; should be saying risk is too high.

Audit:

· Conflict on interest from internal audit function being performed by external auditor.

· External/internal audit is validating balances of investments; not judging risk appetite.

· Audit committee lacks independence since President Hollan is on the committee.

Please briefly (one sentence) explain your rating of Net Residual Risk:

Bank is becoming more of an investment company (borrowing or obtaining noncore deposits and investing in higher yield option-embedded CMO/MBS/Structured Notes); thereby increasing the inherent risk.  Controls can be enhanced, but progress and effort trails the risk taking initiatives.

What are some indicators of Trend:

· Continuing to grow the investment portfolio, year over year.

· Continuing to search for new ways to get deposits (now more reliant than ever).

· Still no strategic plan.

· All the while, progress in controls and audit lags.

Scope Memo Workshop

Group Number:
_______

Risk Discussed:
_Market/Liquidity_  (Credit, Operations, Market/Liquidity)



Review Area

       Rational for Review

Exam Procedures
	      High


	         Moderate




	        Low


Aggregate Risk Assessment Session

Group Number:
_______

Please complete the following for the overall institution:

	Inherent Risk
(High/Moderate/Low)
	Risk Management
(Strong/Acceptable/Weak)
	Net Residual Risk
(High/Moderate/Low)
	Trend

(Increasing/Stable/Decreasing)



	Moderate
	Weak
	High
	Increasing


Please complete the following for the overall institution:

	Review Area (prioritized)
	Net Residual Risk
(H/M/L)
	% Allocation
	Rational for Review
	Exam Procedures

	1st:   

Investments and portfolio risk management


	H
	30%
	
	

	2nd:  

Governance (dominant president who directs lending and investment functions; weak board; noncompliance with loan and investment policies; weak policies)


	H
	20%
	
	

	3rd:

Loan portfolio (rapid growth in new product; out-of-territory lending via internet; violations of lending law)


	M
	20%
	
	

	4th:

IT operations & Internet banking


	M
	15%


	
	

	5th:

Audit (static annual audit; same firm does internal & external audits; weak coverage of IT)


	M
	15%
	
	


Please feel free to add more priorities.
Internet loans.


C&I credit files – new trade area and newly originated.


Interview Chief Credit Officer/ President/ Audit Committee member.


Classified Investments.

















Ensure loan growth is prudent.


Assess president’s dominance and knowledge and training for Board of Directors.


Ensure Board is knowledgeable of investment purchases.




















Sample new trade area, internet sourced, and recently booked loans.


Assess underwriting practices.


Assess lending and investment strategies and controls. Work with market-risk examiner











Review board and management MIS reports.


Review audit plan.


Loan review/grading











Ensure for accuracy and meaningfulness.


Ensure critical areas are being audited.


Ensure loan grades are accurate..


 








Request board packages and line management reports.


Request proposed audit schedule.


Sample loans for grading accuracy.














Real estate credit files.








Ensure loans are made to policy requirements and all documentation is properly obtained and filed.








Review sample of real estate credit files.








IT specialist required


Review implementation


Review security


Review capacity constraints


Review MIS


Validate DR testing


Review IT audit


Review policies & procs





Internet banking


Data center operations





Deposit operations


Loan operations











Assist with ALCO model review


Branch operations





Net system; high inherent risk


Previous exam cited security weaknesses; no DR testing; capacity concerns re: loan MIS





Item processing controls


Segregation of duties


Reconciliations








Both have high  associated financial, legal, & reputational risks in the event of controls failure











Sample a random files.








Ask risk manager what are the assumptions and see that it reflected in the software.  Bank should also backtest.








Ensure proper due diligence and documentation.








Ensure optionality (prepayment) is captured.








Investment files of CMO, MBS, Agencies, and Structured Notes.


Evaluate assumptions to EVE and NII models








Review policies and procedures and ensure segregation of duties.








Review minutes and board/ALCO packages.








Ensure President has not improperly managed the portfolio.





Ensure adequacy of oversight.














Controls over trade initiation, confirmation, and settlement.





Evaluate board & management supervision of limits.





rols over trade initiation, confirmation, and settlement.











Review source and costs of deposits.


Review competitiveness of the bank’s rates – is the bank aggressive in yields to ensure funding liquidity?











Significant investment portfolio is funded by CD>100 and borrowings – is the bank now reliant on rolling over the deposits?





Conduct an analysis of liquidity, especially dependence on noncore funding.








� EMBED OrgPlusWOPX.4  ���





� EMBED Excel.Chart.8 \s ���





� EMBED Excel.Chart.8 \s ���
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Chart1

		First Year		First Year		0.0119644288		0.0169988622

		Second Year		Second Year		0.0266669927		0.0446012903



Base Case Dn 200

Base Case Dn 100

Base Case Up 100

Base Case Up 200

Earnings at Risk
% Change from Base

-0.112662303

-0.0397696179

-0.1946661036

-0.0781026832



Cover

		





Compliance

						Compliance Policy

						Interest Rate Risk Analysis

						For the First State Bank, the Committee has approved the following policy limits:

						1. Projected net interest income over the next 12 months will not change more than (+/-) 5%.

								Simulation Results:								Base Case Up 100						1.20%

																Base Case Dn 200						-11.27%				FAIL

						1. Projected net interest income over the next 24 months will not change more than (+/-)10%.

								Simulation Results:								Base Case Up 200						1.70%

																Base Case Dn 200						-19.50%				FAIL

						2. The Change in the Economic Value of Equity will be within  (+/-)15% of base EVE

								Simulation Results:								Base Case Up 200						1.40%

																Base Case Dn 200						-16.06%				FAIL

						3. One year cumulative gap as a percentage of total assets will not exceed (+/-) 15 % under

								either stable rates or rate shocks of (+/-) 200 basis points.

								Simulation Results:								Base Case						-17.80%				FAIL

																Base Case Up 200						-3.73%

																Base Case Dn 200						3.87%
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Cumulative Gap

						Interest Rate Risk Analysis

												Month				Month				Month				Month				Long

												3				6				12				24				Term

		Base Case Dn 200

				Cumulative Gap ( 000's )								-$26,301				-$7,561				$10,974				$24,796				$1,964

				% of Total Assets								-9.28%				-2.67%				3.87%				8.75%				0.69%

		Base Case Dn 100

				Cumulative Gap ( 000's )								-$41,265				-$38,625				-$17,188				$1,071				$50

				% of Total Assets								-14.56%				-13.63%				-6.06%				0.38%				0.02%

		Stable Rates

				Cumulative Gap ( 000's )								-$48,886				-$60,569				-$50,460				-$32,505				-$0

				% of Total Assets								-17.25%				-21.37%				-17.80%				-11.47%				-0.00%

		Base Case Up 100

				Cumulative Gap ( 000's )								-$2,892				-$16,661				-$8,789				-$1,045				-$34

				% of Total Assets								-1.02%				-5.88%				-3.10%				-0.37%				-0.01%

		Base Case Up 200

				Cumulative Gap ( 000's )								-$3,756				-$17,980				-$10,571				-$3,746				-$46

				% of Total Assets								-1.33%				-6.34%				-3.73%				-1.32%				-0.02%
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Cumulative Gap

		Month 3		Month 3		Month 3		-0.0102027678		-0.0132510785

		Month 6		Month 6		Month 6		-0.0587785145		-0.0634319327

		Month 12		Month 12		Month 12		-0.0310046846		-0.0372947494

		Month 24		Month 24		Month 24		-0.0036873501		-0.0132153236

		Long Term		Long Term		Long Term		-0.0001209017		-0.0001630607



Stable Rates

Base Case Dn 100

Base Case Dn 200

Base Case Up 100

Base Case Up 200

Cumulative Repricing Gap

-0.172464396

-0.1455768533

-0.0927865995

-0.2136781626

-0.1362652836

-0.0266739421

-0.1780154537

-0.060637044

0.0387135564

-0.1146738361

0.0037772013

0.0874780132

-0.0000000392

0.0001775196

0.0069281238



EaR

						Interest Rate Risk Analysis

																Net Interest Income								% Change from Base

														Year 1				Year 2				Year 1				Year 2

										Base Case Dn 200				9,657				8,702				-11.3%				-19.5%

										Base Case Dn 100				10,450				9,961				-4.0%				-7.8%

										Stable Rates				10,883				10,805

										Base Case Up 100				11,013				11,093				1.2%				2.7%

										Base Case Up 200				11,068				11,287				1.7%				4.5%
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EaR

		First Year		First Year		0.0119644288		0.0169988622

		Second Year		Second Year		0.0266669927		0.0446012903



Base Case Dn 200

Base Case Dn 100

Base Case Up 100

Base Case Up 200

Earnings at Risk
% Change from Base

-0.112662303

-0.0397696179

-0.1946661036

-0.0781026832



EVE

						Interest Rate Risk Analysis

												Net Equity				% Change from Base

												Current						Current

								Base Case Dn 200				$57,412						-16.06%

								Base Case Dn 100				$62,913						-8.02%

								Stable Rates				$68,399

								Base Case Up 100				$69,031						0.92%

								Base Case Up 200				$69,357						1.40%
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EVE

		-0.1606284148		-0.0802092175		0.0092435984		0.0140027286



Base Case Dn 200

Base Case Dn 100

Base Case Up 100

Base Case Up 200

Economic Value at Risk
% Change from Base



Gap

		First State Bank

				Base Case

																																								GAP		Base Case		Base Case Up 100		Base Case Up 200		Base Case Dn 100		Base Case Dn 200

				Repricing Gap																																				0		- 0		- 0		- 0		- 0		- 0

																																								1		(34,235)		13,701		13,384		(31,210)		(21,008)

				Static

																																Base Case

																																								1		(34,235)		13,701		13,384		(31,210)		(21,008)

				Gap Interval		Period Gap		Cumulative Gap		Gap % of Assets																														3		(14,651)		(16,593)		(17,140)		(10,055)		(5,293)

																																								6		(11,682)		(13,769)		(14,224)		2,639		18,740

				1		(34,235)		(34,235)		-12.08%																														12		10,109		7,873		7,409		21,437		18,535

				3		(14,651)		(48,886)		-17.25%																														24		17,955		7,743		6,825		18,259		13,823

				6		(11,682)		(60,569)		-21.37%																														36		23,241		17,456		16,875		21,012		17,007

				12		10,109		(50,460)		-17.80%																														60		87,641		43,262		42,557		80,149		72,102

				24		17,955		(32,505)		-11.47%																														480		(66,144)		(47,474)		(43,499)		(89,949)		(99,710)

				36		23,241		(9,264)		-3.27%																														481		(12,233)		(12,233)		(12,233)		(12,233)		(12,233)

				60		87,641		78,377		27.65%

				Long Term		(66,144)		12,233		4.32%																																(0)		(34)		(46)		50		1,964

				Non Sensitive		(12,233)		(0)		-0.00%

																																										283457.65

																																		Base Case Up 100						-2892		-16661.22		-8789		-1045.21		-34

																																		Base Case Up 200						-3756		-17980.27		-10571		-3745.98		-46

																						REPRICING GAP												Base Case Dn 100						-41265		-38625.44		-17188		1070.68		50

																																		Base Case Dn 200						-26301		-7560.93		10974		24796.31		1964

																																								Month 3		Month 6		Month 12		Month 24		Long Term

																																		Stable Rates						0.00%		0.00%		0.00%		0.00%		0.00%

																																		Rates Down 200						-1.02%		-5.88%		-3.10%		-0.37%		-0.01%

																																		Rates Up 200						-1.33%		-6.34%		-3.73%		-1.32%		-0.02%

																																		Rates Up 201						-14.56%		-13.63%		-6.06%		0.38%		0.02%

																																		Rates Up 202						-9.28%		-2.67%		3.87%		8.75%		0.69%





Gap

		0		0

		0		0

		0		0

		0		0

		0		0

		0		0

		0		0

		0		0

		0		0



Period Gap

Cumulative Gap



Bal Sht Cover

		Balance Sheet Comparison





Bal Sheet (Assets)

		

				First State Bank

				Net Loans		$114,571

				Securities		145,068

				Fed Funds Sold		8,325

				Non-Earning Assets		16,052

						$284,016

				PEER Bank

				Net Loans		$105,865

				Securities		47,953

				Fed Funds Sold		4,844

				Non-Earning Assets		12,788

						$171,450



&C&"Tahoma,Bold"&20Balance Sheet Comparison (Assets)



Bal Sheet (Assets)

		0

		0

		0

		0





Bal Sheet (Liabs)

		0

		0

		0

		0





Inv Port 

		

				First State Bank

				DDA		$46,306

				Savings		17,041

				Int. Bearing DDA		63,457

				CDs		121,258

				Borrowed Money		0

				Other Liabilities		4,370

				Fed Funds Purch/Repos		3,857

				Equity		27,727

						$284,016

				*Core Deposits & Equity		$154,531

				% of Total Liab. & Cap.		54%

				PEER Bank

				DDA		$22,200

				Savings		$17,242

				Int. Bearing DDA		38,368

				CDs		67,157

				Borrowed Money		4,618

				Oher Liabilities		1573

				Fed Funds Purch/Repos		$3,491

				Equity		$16,802

						$171,451

				*Core Deposits & Equity		$94,612

				% of Total Liab. & Cap.		55%



&C&"Tahoma,Bold"&20Balance Sheet Comparison (Liabilities)



Inv Port 

		0

		0

		0

		0

		0

		0

		0

		0





Loan Port

		0

		0

		0

		0

		0

		0

		0

		0





		

				First State Bank

				Treasury		$5,019																				Treasury		$5,019

				Agency		45,679																				Agency		45,679

				MBS		25,137																				MBS		25,137

				CMO		50,921																				CMO		50,921

				Municipal		16,950																				Municipal		16,950

				Other		1,181																				All Other		1,362

				Mutual Funds		0

				Equities		181

						$145,068

				PEER Bank

				Treasury		$5,690

				Agency		17,344

				MBS		6,886

				CMO		4,164

				Municipal		9,615

				Other		3,059

				Equity/Mutual Funds		508

				Equities		687

						$47,953

				Treasury		$5,690

				Agency		17,344

				MBS		6,886

				CMO		4,164

				Municipal		9,615

				All Other		4,254



&C&"Tahoma,Bold"&20Investment Portfolio Comparison



		0

		0

		0

		0

		0

		0





		0

		0

		0

		0

		0

		0





		

				First State Bank

				Commercial & Industrial		$46,547

				Consumer		20,543

				Agricultural		157

				Mortgage 1-4 Family		31,045

				Mortgage - Other		15,383

				All Other Loans		983

				Gross Loans		114,658

				Unearned Income		(87)

				Reserves		(1,494)

				Net Loans		$113,077

				PEER Bank

				Commercial & Industrial		$18,085

				Consumer		12,798

				Agricultural		4,380

				Mortgage 1-4 Family		34,558

				Mortgage - Other		25,351

				All Other Loans		12,435

				Gross Loans		107,607

				Unearned Income		(258)

				Reserves		(1,483)

				Net Loans		$105,866



&C&"Tahoma,Bold"&20Loan Portfolio Comparison



		0

		0

		0

		0

		0

		0





		0

		0

		0

		0

		0

		0
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Interest Rate Risk



Measures






First State Bank ALCO Summary Interest Rate Risk Measures




Economic Value at Risk measures long-term rate risk in the



balance sheet by valuing the bank’s assets and liabilities at



market.  It assumes you liquidate the bank today (theoretically),



selling all of the assets and liabilities at the calculated value.  The



amount left over is the “economic value” of the bank’s capital.






Economic Value at Risk measures long-term rate risk in the balance sheet by valuing the bank’s assets and liabilities at market.  It assumes you liquidate the bank today (theoretically), selling all of the assets and liabilities at the calculated value.  The amount left over is the “economic value” of the bank’s capital.




The Cumulative Repricing Gap measures the interest rate risk at one point in time.



Our analysis goes one step farther by accounting for the changes in cashflows



should rates rise or fall.  This is commonly referred to as optionality and is



imbedded in callable bonds, mortgage related assets, and deposits (such as early



withdrawal of CDs).






The Cumulative Repricing Gap measures the interest rate risk at one point in time. Our analysis goes one step farther by accounting for the changes in cashflows should rates rise or fall.  This is commonly referred to as optionality and is imbedded in callable bonds, mortgage related assets, and deposits (such as early withdrawal of CDs).




Earnings at Risk measures short-term rate risk in the balance sheet.  It



shows the change in net Interest Income under various instantaneous



rate shocks.  Industry guidelines are normally stated as a  % change,



dependant on your capital position, balance sheet composition, and other



factors.






Earnings at Risk measures short-term rate risk in the balance sheet.  It shows the change in net Interest Income under various instantaneous rate shocks.  Industry guidelines are normally stated as a  % change, dependant on your capital position, balance sheet composition, and other factors.
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MBD001141E0.doc

Earnings at Risk measures short-term rate risk in the balance sheet.  It shows the change in net Interest Income under various instantaneous rate shocks.  Industry guidelines are normally stated as a  % change, dependant on your capital position, balance sheet composition, and other factors.





MBD00124D3B.doc

Economic Value at Risk measures long-term rate risk in the balance sheet by valuing the bank’s assets and liabilities at market.  It assumes you liquidate the bank today (theoretically), selling all of the assets and liabilities at the calculated value.  The amount left over is the “economic value” of the bank’s capital.  





MBD00073664.doc

First State Bank



ALCO Summary



Interest Rate Risk Measures




MBD00104E67.doc

The Cumulative Repricing Gap measures the interest rate risk at one point in time.  Our analysis goes one step farther by accounting for the changes in cashflows should rates rise or fall.  This is commonly referred to as optionality and is imbedded in callable bonds, mortgage related assets, and deposits (such as early withdrawal of CDs).
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Period Gap

Cumulative Gap

-34235.3366

-34235.3366

-14651.0161

-48886.3527

-11682.3575

-60568.7102

10108.8677

-50459.8425
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Cover

		





Compliance

						Compliance Policy

						Interest Rate Risk Analysis

						For the First State Bank, the Committee has approved the following policy limits:

						1. Projected net interest income over the next 12 months will not change more than (+/-) 5%.

								Simulation Results:								Base Case Up 100						1.20%

																Base Case Dn 200						-11.27%				FAIL

						1. Projected net interest income over the next 24 months will not change more than (+/-)10%.

								Simulation Results:								Base Case Up 200						1.70%

																Base Case Dn 200						-19.50%				FAIL

						2. The Change in the Economic Value of Equity will be within  (+/-)15% of base EVE

								Simulation Results:								Base Case Up 200						1.40%

																Base Case Dn 200						-16.06%				FAIL

						3. One year cumulative gap as a percentage of total assets will not exceed (+/-) 15 % under

								either stable rates or rate shocks of (+/-) 200 basis points.

								Simulation Results:								Base Case						-17.80%				FAIL

																Base Case Up 200						-3.73%

																Base Case Dn 200						3.87%
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Cumulative Gap

						Interest Rate Risk Analysis

												Month				Month				Month				Month				Long

												3				6				12				24				Term

		Base Case Dn 200

				Cumulative Gap ( 000's )								-$26,301				-$7,561				$10,974				$24,796				$1,964

				% of Total Assets								-9.28%				-2.67%				3.87%				8.75%				0.69%

		Base Case Dn 100

				Cumulative Gap ( 000's )								-$41,265				-$38,625				-$17,188				$1,071				$50

				% of Total Assets								-14.56%				-13.63%				-6.06%				0.38%				0.02%

		Stable Rates

				Cumulative Gap ( 000's )								-$48,886				-$60,569				-$50,460				-$32,505				-$0

				% of Total Assets								-17.25%				-21.37%				-17.80%				-11.47%				-0.00%

		Base Case Up 100

				Cumulative Gap ( 000's )								-$2,892				-$16,661				-$8,789				-$1,045				-$34

				% of Total Assets								-1.02%				-5.88%				-3.10%				-0.37%				-0.01%

		Base Case Up 200

				Cumulative Gap ( 000's )								-$3,756				-$17,980				-$10,571				-$3,746				-$46

				% of Total Assets								-1.33%				-6.34%				-3.73%				-1.32%				-0.02%
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Cumulative Gap

		Month 3		Month 3		Month 3		-0.0102027678		-0.0132510785

		Month 6		Month 6		Month 6		-0.0587785145		-0.0634319327

		Month 12		Month 12		Month 12		-0.0310046846		-0.0372947494

		Month 24		Month 24		Month 24		-0.0036873501		-0.0132153236

		Long Term		Long Term		Long Term		-0.0001209017		-0.0001630607



Stable Rates

Base Case Dn 100

Base Case Dn 200

Base Case Up 100

Base Case Up 200

Cumulative Repricing Gap

-0.172464396

-0.1455768533

-0.0927865995

-0.2136781626

-0.1362652836

-0.0266739421

-0.1780154537

-0.060637044

0.0387135564

-0.1146738361

0.0037772013

0.0874780132

-0.0000000392

0.0001775196

0.0069281238



EaR

						Interest Rate Risk Analysis

																Net Interest Income								% Change from Base

														Year 1				Year 2				Year 1				Year 2

										Base Case Dn 200				9,657				8,702				-11.3%				-19.5%

										Base Case Dn 100				10,450				9,961				-4.0%				-7.8%

										Stable Rates				10,883				10,805

										Base Case Up 100				11,013				11,093				1.2%				2.7%

										Base Case Up 200				11,068				11,287				1.7%				4.5%
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EaR

		First Year		First Year		0.0119644288		0.0169988622

		Second Year		Second Year		0.0266669927		0.0446012903



Base Case Dn 200

Base Case Dn 100

Base Case Up 100

Base Case Up 200

Earnings at Risk
% Change from Base

-0.112662303

-0.0397696179

-0.1946661036

-0.0781026832



EVE

						Interest Rate Risk Analysis

												Net Equity				% Change from Base

												Current						Current

								Base Case Dn 200				$57,412						-16.06%

								Base Case Dn 100				$62,913						-8.02%

								Stable Rates				$68,399

								Base Case Up 100				$69,031						0.92%

								Base Case Up 200				$69,357						1.40%
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EVE

		-0.1606284148		-0.0802092175		0.0092435984		0.0140027286



Base Case Dn 200

Base Case Dn 100

Base Case Up 100

Base Case Up 200

Economic Value at Risk
% Change from Base



Gap

		First State Bank

				Base Case

																																								GAP		Base Case		Base Case Up 100		Base Case Up 200		Base Case Dn 100		Base Case Dn 200

				Repricing Gap																																				0		- 0		- 0		- 0		- 0		- 0

																																								1		(34,235)		13,701		13,384		(31,210)		(21,008)

				Static

																																Base Case

																																								1		(34,235)		13,701		13,384		(31,210)		(21,008)

				Gap Interval		Period Gap		Cumulative Gap		Gap % of Assets																														3		(14,651)		(16,593)		(17,140)		(10,055)		(5,293)

																																								6		(11,682)		(13,769)		(14,224)		2,639		18,740

				1		(34,235)		(34,235)		-12.08%																														12		10,109		7,873		7,409		21,437		18,535

				3		(14,651)		(48,886)		-17.25%																														24		17,955		7,743		6,825		18,259		13,823

				6		(11,682)		(60,569)		-21.37%																														36		23,241		17,456		16,875		21,012		17,007

				12		10,109		(50,460)		-17.80%																														60		87,641		43,262		42,557		80,149		72,102

				24		17,955		(32,505)		-11.47%																														480		(66,144)		(47,474)		(43,499)		(89,949)		(99,710)

				36		23,241		(9,264)		-3.27%																														481		(12,233)		(12,233)		(12,233)		(12,233)		(12,233)

				60		87,641		78,377		27.65%

				Long Term		(66,144)		12,233		4.32%																																(0)		(34)		(46)		50		1,964

				Non Sensitive		(12,233)		(0)		-0.00%

																																										283457.65

																																		Base Case Up 100						-2892		-16661.22		-8789		-1045.21		-34

																																		Base Case Up 200						-3756		-17980.27		-10571		-3745.98		-46

																						REPRICING GAP												Base Case Dn 100						-41265		-38625.44		-17188		1070.68		50

																																		Base Case Dn 200						-26301		-7560.93		10974		24796.31		1964

																																								Month 3		Month 6		Month 12		Month 24		Long Term

																																		Stable Rates						0.00%		0.00%		0.00%		0.00%		0.00%

																																		Rates Down 200						-1.02%		-5.88%		-3.10%		-0.37%		-0.01%

																																		Rates Up 200						-1.33%		-6.34%		-3.73%		-1.32%		-0.02%

																																		Rates Up 201						-14.56%		-13.63%		-6.06%		0.38%		0.02%

																																		Rates Up 202						-9.28%		-2.67%		3.87%		8.75%		0.69%
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Period Gap

Cumulative Gap



Bal Sht Cover

		Balance Sheet Comparison





Bal Sheet (Assets)

		

				First State Bank

				Net Loans		$114,571

				Securities		145,068

				Fed Funds Sold		8,325

				Non-Earning Assets		16,052

						$284,016

				PEER Bank

				Net Loans		$105,865

				Securities		47,953

				Fed Funds Sold		4,844

				Non-Earning Assets		12,788

						$171,450



&C&"Tahoma,Bold"&20Balance Sheet Comparison (Assets)



Bal Sheet (Assets)

		0

		0

		0

		0





Bal Sheet (Liabs)

		0

		0

		0

		0





Inv Port 

		

				First State Bank

				DDA		$46,306

				Savings		17,041

				Int. Bearing DDA		63,457

				CDs		121,258

				Borrowed Money		0

				Other Liabilities		4,370

				Fed Funds Purch/Repos		3,857

				Equity		27,727

						$284,016

				*Core Deposits & Equity		$154,531

				% of Total Liab. & Cap.		54%

				PEER Bank

				DDA		$22,200

				Savings		$17,242

				Int. Bearing DDA		38,368

				CDs		67,157

				Borrowed Money		4,618

				Oher Liabilities		1573

				Fed Funds Purch/Repos		$3,491

				Equity		$16,802

						$171,451

				*Core Deposits & Equity		$94,612

				% of Total Liab. & Cap.		55%



&C&"Tahoma,Bold"&20Balance Sheet Comparison (Liabilities)



Inv Port 
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		0
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		0

		0

		0
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Loan Port

		0

		0
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		0

		0

		0

		0





		

				First State Bank

				Treasury		$5,019																				Treasury		$5,019

				Agency		45,679																				Agency		45,679

				MBS		25,137																				MBS		25,137

				CMO		50,921																				CMO		50,921

				Municipal		16,950																				Municipal		16,950

				Other		1,181																				All Other		1,362

				Mutual Funds		0

				Equities		181

						$145,068

				PEER Bank

				Treasury		$5,690

				Agency		17,344

				MBS		6,886

				CMO		4,164

				Municipal		9,615

				Other		3,059

				Equity/Mutual Funds		508

				Equities		687

						$47,953

				Treasury		$5,690

				Agency		17,344

				MBS		6,886

				CMO		4,164

				Municipal		9,615

				All Other		4,254



&C&"Tahoma,Bold"&20Investment Portfolio Comparison
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				First State Bank

				Commercial & Industrial		$46,547

				Consumer		20,543

				Agricultural		157

				Mortgage 1-4 Family		31,045

				Mortgage - Other		15,383

				All Other Loans		983

				Gross Loans		114,658

				Unearned Income		(87)

				Reserves		(1,494)

				Net Loans		$113,077

				PEER Bank

				Commercial & Industrial		$18,085

				Consumer		12,798

				Agricultural		4,380

				Mortgage 1-4 Family		34,558

				Mortgage - Other		25,351

				All Other Loans		12,435

				Gross Loans		107,607

				Unearned Income		(258)

				Reserves		(1,483)

				Net Loans		$105,866



&C&"Tahoma,Bold"&20Loan Portfolio Comparison
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		0
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First State Bank ALCO Summary Interest Rate Risk Measures




Economic Value at Risk measures long-term rate risk in the



balance sheet by valuing the bank’s assets and liabilities at



market.  It assumes you liquidate the bank today (theoretically),



selling all of the assets and liabilities at the calculated value.  The



amount left over is the “economic value” of the bank’s capital.






Economic Value at Risk measures long-term rate risk in the balance sheet by valuing the bank’s assets and liabilities at market.  It assumes you liquidate the bank today (theoretically), selling all of the assets and liabilities at the calculated value.  The amount left over is the “economic value” of the bank’s capital.




The Cumulative Repricing Gap measures the interest rate risk at one point in time.



Our analysis goes one step farther by accounting for the changes in cashflows



should rates rise or fall.  This is commonly referred to as optionality and is



imbedded in callable bonds, mortgage related assets, and deposits (such as early



withdrawal of CDs).






The Cumulative Repricing Gap measures the interest rate risk at one point in time. Our analysis goes one step farther by accounting for the changes in cashflows should rates rise or fall.  This is commonly referred to as optionality and is imbedded in callable bonds, mortgage related assets, and deposits (such as early withdrawal of CDs).




Earnings at Risk measures short-term rate risk in the balance sheet.  It



shows the change in net Interest Income under various instantaneous



rate shocks.  Industry guidelines are normally stated as a  % change,



dependant on your capital position, balance sheet composition, and other



factors.






Earnings at Risk measures short-term rate risk in the balance sheet.  It shows the change in net Interest Income under various instantaneous rate shocks.  Industry guidelines are normally stated as a  % change, dependant on your capital position, balance sheet composition, and other factors.
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The Cumulative Repricing Gap measures the interest rate risk at one point in time.  Our analysis goes one step farther by accounting for the changes in cashflows should rates rise or fall.  This is commonly referred to as optionality and is imbedded in callable bonds, mortgage related assets, and deposits (such as early withdrawal of CDs).





MBD00124D3B.doc

Economic Value at Risk measures long-term rate risk in the balance sheet by valuing the bank’s assets and liabilities at market.  It assumes you liquidate the bank today (theoretically), selling all of the assets and liabilities at the calculated value.  The amount left over is the “economic value” of the bank’s capital.  





MBD001141E0.doc

Earnings at Risk measures short-term rate risk in the balance sheet.  It shows the change in net Interest Income under various instantaneous rate shocks.  Industry guidelines are normally stated as a  % change, dependant on your capital position, balance sheet composition, and other factors.
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Base Case Dn 200

Base Case Dn 100

Base Case Up 100

Base Case Up 200

Economic Value at Risk
% Change from Base



Cover

		





Compliance

						Compliance Policy

						Interest Rate Risk Analysis

						For the First State Bank, the Committee has approved the following policy limits:

						1. Projected net interest income over the next 12 months will not change more than (+/-) 5%.

								Simulation Results:								Base Case Up 100						1.20%

																Base Case Dn 200						-11.27%				FAIL

						1. Projected net interest income over the next 24 months will not change more than (+/-)10%.

								Simulation Results:								Base Case Up 200						1.70%

																Base Case Dn 200						-19.50%				FAIL

						2. The Change in the Economic Value of Equity will be within  (+/-)15% of base EVE

								Simulation Results:								Base Case Up 200						1.40%

																Base Case Dn 200						-16.06%				FAIL

						3. One year cumulative gap as a percentage of total assets will not exceed (+/-) 15 % under

								either stable rates or rate shocks of (+/-) 200 basis points.

								Simulation Results:								Base Case						-17.80%				FAIL

																Base Case Up 200						-3.73%

																Base Case Dn 200						3.87%

																				First State Bank				Page 1





Cumulative Gap

						Interest Rate Risk Analysis

												Month				Month				Month				Month				Long

												3				6				12				24				Term

		Base Case Dn 200

				Cumulative Gap ( 000's )								-$26,301				-$7,561				$10,974				$24,796				$1,964

				% of Total Assets								-9.28%				-2.67%				3.87%				8.75%				0.69%

		Base Case Dn 100

				Cumulative Gap ( 000's )								-$41,265				-$38,625				-$17,188				$1,071				$50

				% of Total Assets								-14.56%				-13.63%				-6.06%				0.38%				0.02%

		Stable Rates

				Cumulative Gap ( 000's )								-$48,886				-$60,569				-$50,460				-$32,505				-$0

				% of Total Assets								-17.25%				-21.37%				-17.80%				-11.47%				-0.00%

		Base Case Up 100

				Cumulative Gap ( 000's )								-$2,892				-$16,661				-$8,789				-$1,045				-$34

				% of Total Assets								-1.02%				-5.88%				-3.10%				-0.37%				-0.01%

		Base Case Up 200

				Cumulative Gap ( 000's )								-$3,756				-$17,980				-$10,571				-$3,746				-$46

				% of Total Assets								-1.33%				-6.34%				-3.73%				-1.32%				-0.02%
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Cumulative Gap

		Month 3		Month 3		Month 3		-0.0102027678		-0.0132510785

		Month 6		Month 6		Month 6		-0.0587785145		-0.0634319327

		Month 12		Month 12		Month 12		-0.0310046846		-0.0372947494

		Month 24		Month 24		Month 24		-0.0036873501		-0.0132153236

		Long Term		Long Term		Long Term		-0.0001209017		-0.0001630607



Stable Rates

Base Case Dn 100

Base Case Dn 200

Base Case Up 100

Base Case Up 200

Cumulative Repricing Gap

-0.172464396

-0.1455768533

-0.0927865995

-0.2136781626

-0.1362652836

-0.0266739421

-0.1780154537

-0.060637044

0.0387135564

-0.1146738361

0.0037772013

0.0874780132

-0.0000000392

0.0001775196

0.0069281238



EaR

						Interest Rate Risk Analysis

																Net Interest Income								% Change from Base

														Year 1				Year 2				Year 1				Year 2

										Base Case Dn 200				9,657				8,702				-11.3%				-19.5%

										Base Case Dn 100				10,450				9,961				-4.0%				-7.8%

										Stable Rates				10,883				10,805

										Base Case Up 100				11,013				11,093				1.2%				2.7%

										Base Case Up 200				11,068				11,287				1.7%				4.5%

																						First State Bank				Page3





EaR

		First Year		First Year		0.0119644288		0.0169988622

		Second Year		Second Year		0.0266669927		0.0446012903



Base Case Dn 200

Base Case Dn 100

Base Case Up 100

Base Case Up 200

Earnings at Risk
% Change from Base

-0.112662303

-0.0397696179

-0.1946661036

-0.0781026832



EVE

						Interest Rate Risk Analysis

												Net Equity				% Change from Base

												Current						Current

								Base Case Dn 200				$57,412						-16.06%

								Base Case Dn 100				$62,913						-8.02%

								Stable Rates				$68,399

								Base Case Up 100				$69,031						0.92%

								Base Case Up 200				$69,357						1.40%
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EVE

		-0.1606284148		-0.0802092175		0.0092435984		0.0140027286



Base Case Dn 200

Base Case Dn 100

Base Case Up 100

Base Case Up 200

Economic Value at Risk
% Change from Base



Gap

		First State Bank

				Base Case

																																								GAP		Base Case		Base Case Up 100		Base Case Up 200		Base Case Dn 100		Base Case Dn 200

				Repricing Gap																																				0		- 0		- 0		- 0		- 0		- 0

																																								1		(34,235)		13,701		13,384		(31,210)		(21,008)

				Static

																																Base Case

																																								1		(34,235)		13,701		13,384		(31,210)		(21,008)

				Gap Interval		Period Gap		Cumulative Gap		Gap % of Assets																														3		(14,651)		(16,593)		(17,140)		(10,055)		(5,293)

																																								6		(11,682)		(13,769)		(14,224)		2,639		18,740

				1		(34,235)		(34,235)		-12.08%																														12		10,109		7,873		7,409		21,437		18,535

				3		(14,651)		(48,886)		-17.25%																														24		17,955		7,743		6,825		18,259		13,823

				6		(11,682)		(60,569)		-21.37%																														36		23,241		17,456		16,875		21,012		17,007

				12		10,109		(50,460)		-17.80%																														60		87,641		43,262		42,557		80,149		72,102

				24		17,955		(32,505)		-11.47%																														480		(66,144)		(47,474)		(43,499)		(89,949)		(99,710)

				36		23,241		(9,264)		-3.27%																														481		(12,233)		(12,233)		(12,233)		(12,233)		(12,233)

				60		87,641		78,377		27.65%

				Long Term		(66,144)		12,233		4.32%																																(0)		(34)		(46)		50		1,964

				Non Sensitive		(12,233)		(0)		-0.00%

																																										283457.65

																																		Base Case Up 100						-2892		-16661.22		-8789		-1045.21		-34

																																		Base Case Up 200						-3756		-17980.27		-10571		-3745.98		-46

																						REPRICING GAP												Base Case Dn 100						-41265		-38625.44		-17188		1070.68		50

																																		Base Case Dn 200						-26301		-7560.93		10974		24796.31		1964

																																								Month 3		Month 6		Month 12		Month 24		Long Term

																																		Stable Rates						0.00%		0.00%		0.00%		0.00%		0.00%

																																		Rates Down 200						-1.02%		-5.88%		-3.10%		-0.37%		-0.01%

																																		Rates Up 200						-1.33%		-6.34%		-3.73%		-1.32%		-0.02%

																																		Rates Up 201						-14.56%		-13.63%		-6.06%		0.38%		0.02%

																																		Rates Up 202						-9.28%		-2.67%		3.87%		8.75%		0.69%
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Period Gap

Cumulative Gap
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		Balance Sheet Comparison





Bal Sheet (Assets)

		

				First State Bank

				Net Loans		$114,571

				Securities		145,068

				Fed Funds Sold		8,325

				Non-Earning Assets		16,052

						$284,016

				PEER Bank

				Net Loans		$105,865

				Securities		47,953

				Fed Funds Sold		4,844

				Non-Earning Assets		12,788

						$171,450



&C&"Tahoma,Bold"&20Balance Sheet Comparison (Assets)



Bal Sheet (Assets)

		0

		0

		0

		0





Bal Sheet (Liabs)

		0

		0

		0

		0





Inv Port 

		

				First State Bank

				DDA		$46,306

				Savings		17,041

				Int. Bearing DDA		63,457

				CDs		121,258

				Borrowed Money		0

				Other Liabilities		4,370

				Fed Funds Purch/Repos		3,857

				Equity		27,727

						$284,016

				*Core Deposits & Equity		$154,531

				% of Total Liab. & Cap.		54%

				PEER Bank

				DDA		$22,200

				Savings		$17,242

				Int. Bearing DDA		38,368

				CDs		67,157

				Borrowed Money		4,618

				Oher Liabilities		1573

				Fed Funds Purch/Repos		$3,491

				Equity		$16,802

						$171,451

				*Core Deposits & Equity		$94,612

				% of Total Liab. & Cap.		55%



&C&"Tahoma,Bold"&20Balance Sheet Comparison (Liabilities)



Inv Port 
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		0

		0

		0

		0

		0

		0





Loan Port

		0

		0
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		0

		0

		0





		

				First State Bank

				Treasury		$5,019																				Treasury		$5,019

				Agency		45,679																				Agency		45,679

				MBS		25,137																				MBS		25,137

				CMO		50,921																				CMO		50,921

				Municipal		16,950																				Municipal		16,950

				Other		1,181																				All Other		1,362

				Mutual Funds		0

				Equities		181

						$145,068

				PEER Bank

				Treasury		$5,690

				Agency		17,344

				MBS		6,886

				CMO		4,164

				Municipal		9,615

				Other		3,059

				Equity/Mutual Funds		508

				Equities		687

						$47,953

				Treasury		$5,690

				Agency		17,344

				MBS		6,886

				CMO		4,164

				Municipal		9,615

				All Other		4,254



&C&"Tahoma,Bold"&20Investment Portfolio Comparison
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				First State Bank

				Commercial & Industrial		$46,547

				Consumer		20,543

				Agricultural		157

				Mortgage 1-4 Family		31,045

				Mortgage - Other		15,383

				All Other Loans		983

				Gross Loans		114,658

				Unearned Income		(87)

				Reserves		(1,494)

				Net Loans		$113,077

				PEER Bank

				Commercial & Industrial		$18,085

				Consumer		12,798

				Agricultural		4,380

				Mortgage 1-4 Family		34,558

				Mortgage - Other		25,351

				All Other Loans		12,435

				Gross Loans		107,607

				Unearned Income		(258)

				Reserves		(1,483)

				Net Loans		$105,866



&C&"Tahoma,Bold"&20Loan Portfolio Comparison
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First State Bank ALCO Summary Interest Rate Risk Measures




Economic Value at Risk measures long-term rate risk in the



balance sheet by valuing the bank’s assets and liabilities at



market.  It assumes you liquidate the bank today (theoretically),



selling all of the assets and liabilities at the calculated value.  The



amount left over is the “economic value” of the bank’s capital.






Economic Value at Risk measures long-term rate risk in the balance sheet by valuing the bank’s assets and liabilities at market.  It assumes you liquidate the bank today (theoretically), selling all of the assets and liabilities at the calculated value.  The amount left over is the “economic value” of the bank’s capital.




The Cumulative Repricing Gap measures the interest rate risk at one point in time.



Our analysis goes one step farther by accounting for the changes in cashflows



should rates rise or fall.  This is commonly referred to as optionality and is



imbedded in callable bonds, mortgage related assets, and deposits (such as early



withdrawal of CDs).






The Cumulative Repricing Gap measures the interest rate risk at one point in time. Our analysis goes one step farther by accounting for the changes in cashflows should rates rise or fall.  This is commonly referred to as optionality and is imbedded in callable bonds, mortgage related assets, and deposits (such as early withdrawal of CDs).




Earnings at Risk measures short-term rate risk in the balance sheet.  It



shows the change in net Interest Income under various instantaneous



rate shocks.  Industry guidelines are normally stated as a  % change,



dependant on your capital position, balance sheet composition, and other



factors.






Earnings at Risk measures short-term rate risk in the balance sheet.  It shows the change in net Interest Income under various instantaneous rate shocks.  Industry guidelines are normally stated as a  % change, dependant on your capital position, balance sheet composition, and other factors.
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The Cumulative Repricing Gap measures the interest rate risk at one point in time.  Our analysis goes one step farther by accounting for the changes in cashflows should rates rise or fall.  This is commonly referred to as optionality and is imbedded in callable bonds, mortgage related assets, and deposits (such as early withdrawal of CDs).
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Economic Value at Risk measures long-term rate risk in the balance sheet by valuing the bank’s assets and liabilities at market.  It assumes you liquidate the bank today (theoretically), selling all of the assets and liabilities at the calculated value.  The amount left over is the “economic value” of the bank’s capital.  
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Earnings at Risk measures short-term rate risk in the balance sheet.  It shows the change in net Interest Income under various instantaneous rate shocks.  Industry guidelines are normally stated as a  % change, dependant on your capital position, balance sheet composition, and other factors.
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