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Notice

This manual is intended as a reference tool to assist Ontario credit
unions and caisses populaires to develop an appropriate risk
management framework. This manual does not amend any deposit
insurance policy or other contract with Deposit Insurance Corporation of
Ontario (DICO); nor does it replace any provision of the Credit Unions
and Caisses Populaires Act, the Regulations under that Act, or any other
legal requirements applicable to Ontario credit unions or caisses
populaires. It is the duty of credit unions and caisses populaires to
familiarize themselves with these legal requirements and to comply with
them. The information in this manual is general in nature and is not a
substitute for your own business judgment or the advice of your own
professional advisors.

While DICO has made good faith efforts in preparing this manual in
accordance with DICQO's statutory authority, DICO makes no
representation, warranty or condition, express or implied.
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Introduction - Ontario Credit Union System Section 100

Ontario Credit Union System

Credit unions provide a wide range of financial services to individuals, small and medium-sized
businesses, corporations and institutions throughout Ontario. Credit unions are formed among
people with a common bond, such as a particular community, language, religion, ethnic background
ot place of work. Credit unions are cooperatives organizations, and are guided by the internationally
recognized cooperative principles of equality, equity and mutual self-help. In accordance with these
principles, credit unions are wholly owned by their members, and are governed by boards of
directors selected from the membership. Unlike banks, credit unions are provincially licensed.

The following organizations and institutions service, regulate or assist Ontario credit unions:
Financial Services Commission of Ontario (FSCO): FSCO is a provincial government
commission. It regulates financial institutions that are provincially incorporated, such as credit
unions. FSCO approves incorporations, amalgamations and by-law amendments as well as
performing other regulatory functions.

Deposit Insurance Corporation of Ontario (DICO): DICO is an “Operational Enterprise”
Agency of the Province of Ontario. It is responsible to the Ontario government for protecting the
deposits of members of the credit union and caisse populaire system. DICO provides deposit
insurance for all Ontario credit unions.

Leagues: Most Ontario credit unions are affiliated with a provincial league. The leagues are
provincially incorporated institutions that act as central bankers and trade associations for their
members. They also provide members with access to liquidity pools, training, consulting and other
services. The three leagues in Ontario are the Credit Union Central of Ontario (Ontario Central),
L'Alliance des caisses populaires de I'Ontario (I’Alliance), and La Fédération des caisses populaires
de I'Ontario (La Fédération).

Association of Credit Unions of Ontario: The Association represents a group of credit unions
that are not affiliated with a league.

Credit Union Central of Canada (CUCC): CUCC is a national affiliation of provincial leagues
and co-operatives. CUCC manages the national liquidity system, acts as advocate for the system
with the federal government, and is the national trade association.

Fédération des Caisses Desjardins du Québec: La Fédération is the league of Quebec caisses
populaires. La Fédération in Ontario is affiliated with Desjardins.

Credit Union Insurance Services (CUIS): CUIS provides insurance services and products, such
as property and casualty insurance, to their members. It is a joint venture of the Co-operators
Insurance Group and the Credit Union Members’ Insurance Societies (CUMIS).

The Credit Union Bonding Program (TCUBP): TCUBP provides bonding insurance to Ontario
credit unions. It is a joint venture of the Co-operators Insurance Group and the Credit Union
Members’ Insurance Societies (CUMIS).

External Auditors: These professional accountants express an opinion on the financial statements
of the credit union and perform other audit or accounting functions.

Other Organizations: Various provincial or national organizations represent various groups of
credit unions or credit union professionals, such as Credit Union Directors of Ontario (CUDO); the
Credit Union Managers Association (CUMA); the Credit Union Professional Association (CUPA);
the Ontario Association of Small Credit Unions; and the Advisory Council of Smaller Credit Unions
established by Ontario Central for their members.
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Introduction - Legal Framework of the Ontario System Section 200

Legal Framework of the Ontario System

Ontario credit unions are regulated primarily by the Ontario Credit Unions and Caisses Populaires
Act (the Act) and Regulations proclaimed under the Act. The powers of credit unions are also
governed by DICO’s by-laws, as well as each credit union’s by-laws, articles of incorporation and
lending licence. Other provincial and federal statutes, and the common law, create additional legal
rights and obligations. The various parts of the legal framework are briefly discussed below.

Credit Unions and Caisses Populaires Act (the Act)

The Act is the main statute which governs the incorporation and operation of Ontario credit unions.
The authority of the Act extends to regulations proclaimed under the Act, to guidelines and
interpretative and administrative bulletins issued by FSCO, and the By-laws of DICO.

Non-compliance

When a credit union does not comply with the Act, FSCO or DICO may intervene. Under the Act,
directors can be held personally liable for certain transactions if the transactions are illegal or
impropetly authorized. Serious offences against the Act committed by a director, officer or agent of
the credit union are punishable by fines or imprisonment.

DICO By-laws
Three DICO by-laws directly affect Ontario credit unions:

e By-law No. 3 prescribes conditions of deposit insurance, coverage, and guidelines for the
advertising of deposit insurance coverage by credit unions. The policy of deposit
insurance, issued pursuant to By-law No. 3 to each credit union, contains binding terms and
conditions on the credit union.

e By-law No. 5 prescribes standards of sound business and financial practices for credit
unions, including policies and procedures for risk management. It defines the roles of the
board of directors and management in carrying out sound business and financial practices.

e By-law No. 6 prescribes guidelines for the reporting and accounting of impaired loans,
according to Section 3025 of the Handbook of the Canadian Institute of Chartered Acconntants. An
Application Guide to By-law No.6 provides more detailed guidance on impaired loans
including the specific and non-specific loan loss allowance.
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Introduction - Legal Framework of the Ontario System Section 200

Credit Union By-laws, Articles and Lending Licence

The articles of incorporation and by-laws of a credit union set out much of what a credit union can
and cannot do, including who can become a member, how the credit union’s profits may be
distributed, and the types of loans the credit union can offer. The board of directors are responsible
for ensuring that the credit union complies with the by-laws and the articles.

The lending licence together with the Act and Regulations, define the lending powers of a credit
union. If a credit union or its staff contravene the terms of a lending licence, the credit union’s
lending powers can be revoked.

Other Laws and Acts

Credit unions must comply with all the laws of the province of Ontario and of Canada. The board
of directors may be held responsible for any actions taken by a credit union which break the law.
Relevant laws include the following:

e The Ontario Human Rights Code, which deals with discrimination in the treatment of
employees and in hiring.
e The Employers Health Tax Act, which requires the credit union to remit health taxes.

e The Income Tax Act, Canada Pension Plan and Employment Insurance Act, which
require the credit union to remit income taxes and Canada Pension Plan and Employment
Insurance premiums.

e The Pay Equity Act, which ensures that staff and officers receive equitable compensation.

e The Consumers Protection Act, which sets out the disclosure requirements of borrowing
costs for all credit agreements.

e The Consumer Reporting Act, which ensures that proper information is communicated to
members about the credit union’s products and services.

e The Employment Standards Act, which ensures that the credit union meets standards of
fair employment.

e The Bankruptcy and Insolvency Act and provincial creditor protection legislation,
which requires the credit union to observe the rights of debtors and creditors in dealing with
the assets of a bankrupt individual.

e The Ontario Health and Safety Act, which sets out employers duties regarding the health
and safety of employees within the workplace.

e Employment law, which governs cases such as wrongful dismissal, or the lack of a proper
notice period.

e The Personal Information Protection and Electronics Documents Act (PIPEDA)
which requires the credit union to observe privacy legislation surrounding the collection, use
and disclosure of personal information of its members and employees and information
obtained in its normal course of business; and

e The Proceeds of Crime (Money Laundering) and Terrorist Financing Act which
requires the credit union to implement a compliance regime for identifying and reporting
certain large and suspicious financial transactions

You can find a more extensive list of lending laws and statutes in Section 5100, Schedule 5.3.
For a complete list of relevant laws, the credit union should consult its lawyers.
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Introduction - Board, Management and Committee Roles Section 300

Board, Management and Committee Roles

This section outlines the separate functions performed by the board, committees and management
of a credit union. While each of these contributes greatly to the functioning of the credit union, the
board has the ultimate responsibility for the welfare of the credit union.

Overview of Roles

The most significant responsibilities of the board are ensuring that the credit union meets the needs
of its members by staying in business, planning the broad directions of the organization, and
forming policy. The board appoints management to carry out policy and achieve results. Once
board policy is decided, the board must give management the latitude to manage the day-to-day
operations of the credit union. Management must be able to choose staff, allocate budgets and plan
courses of action, provided these actions follow board policy. If the results are unsatisfactory, the
board should resist the urge to take over management of the credit union, and instead encourage
improvement or take steps to replace management.

The roles of the board, management and committees are discussed on the following pages.
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Introduction - Role of the Board Section 301

Role of the Board

The board of directors of the credit union is ultimately responsible for ensuring that the institution
is operated in a safe and sound manner.

Due to its responsibility, the board must supervise the management of the business and affairs of
the credit union. To do this effectively, the board of directors will need to:

e approve new policies and annually review existing policies;
e review and approve the business plan annually;

e ecnsure that qualified and competent management is appointed to implement appropriate
risk measurement techniques and risk management procedures;

e monitor performance to ensure the credit union adheres to the policies and the business plan;

e oversee member and community relations.

Most of these functions are discussed in detail in Section 400 of the Overview of DICO By-law No.
5. The last of these functions, overseeing member and community relations, is discussed below.
The duties and legal responsibilities of individual directors, such as those set out in statute and
common law, are discussed in Chapter 2.

Overseeing Member and Community Relations

The board of directors represents all members of a credit union, and has a duty to ensure members'
deposits are secure and their rights are upheld.

The board also has a duty to ensure that the credit union continues to meet its members’ needs.
The board does this by promoting the credit union through public relations activities, membership

drives and the selection of competent representatives for the board. The following practices will
help the board fulfill its duties:

e The board should promote a positive corporate image to retain and attract members.
Community involvement is an important influence on corporate image where community
bonds exist.

e Individual directors should be willing to volunteer on board committees to solve special
problems facing the credit union or respond to the changing needs of the members.

e When new directors are elected, the board should arrange an orientation session to
introduce the new directors to credit union operations and their role as directors.

e The board should encourage and budget for directors' attendance at educational seminars,
where necessary, to ensure the board is capable and effective.

e At least annually, the directors should evaluate the board’s performance and outline areas
for improvement. These areas should be reviewed at subsequent appraisal sessions.

Part of the board’s role is to protect the legal interests of the credit union. Directors should
therefore control important litigation directly, while delegating routine litigation, such as debt
collection or trade matters, to management. The board can retain a lawyer, and may wish to retain
more than one lawyer or law firm depending on the type of legal advice required. When selecting a
lawyer, the board should consider qualifications and experience, as well as the conflict of interest
rules described in Chapter 2.
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Introduction - Role of Management Section 302

Role of Management

Management is responsible for managing and controlling the day-to-day activities of the credit
union.

Although the activities will vary according to the size and complexity of the credit union,
management is responsible for:

e developing and recommending policies and the business plan for approval by the board of
directors;

e communicating policies and the business plan to appropriate people working in the credit
union;

e implementing policies and the business plan, and employing and training qualified and
competent personnel;

e measuring the level of operational risk through an appropriate reporting system;

e managing operational risk through the use of appropriate procedures and corrective
action.

The board should prepare a description of the general manager/Chief Executive Officet’s (CEO’s)
job. The job description should include the core responsibilities listed above. The general
manager/CEO’s performance must be reviewed by the board each year. See Chapter 3 on Human
Resources/Performance Appraisal.
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Introduction - Role of Committees Section 303

Role of Committees

Committees are an important resource for the credit union, especially in smaller organizations
where lending officers and internal auditors may not be on staff.

Duties and powers of the audit committee, the credit committee and the executive committee are
defined in Part VII of the Act, and are discussed briefly below.

Other valuable subcommittees which the credit union may consider establishing, depending on its
size, include a finance and budget committee, a strategic planning committee, a nominating
committee and a compensation committee. See Schedule A for a summary of the recommended
duties of these committees.

Volunteers

Directors working on committees are usually helped in their responsibilities by committee
volunteers. Volunteers from among the members of the credit union add a broader perspective to
the committee. The board recommends volunteers or associate members for committees. The
people selected must be familiar with the affairs of the credit union.

Terms of Reference

To ensure a committee works effectively, its duties and responsibilities should be outlined in writing
when the committee is formed. Outlining the terms of reference will avoid later disputes over the
powers and responsibilities of the committee. The board establishes the terms of reference, and
each committee member must review them. Sample Terms of Reference for an audit committee
and a nominating committee are provided in the DICO publication Sample Policies. See the Appendix
to Version A - Corporate Governance Policy.

Executive Committee

The board of directors can establish an executive committee or other subcommittee of the board to
carry out some of the powers of the board. The members of the executive committee or
subcommittees must be appointed by the board of directors, from among the directors, according to
Section 109(4) of the Act. Some board powers, such as the power to appoint the general manager,
may not be delegated to a board subcommittee. For a complete list of powers that cannot be
delegated, see section 109(2) of the Act.

The Credit Committee

The duties and authority of the credit committee are prescribed in sections 110 to 124 of the Act,
and Sections 24 and 25 of Regulation 76/95. The committee must comprise at least three people
clected by the general members. The term of office for Credit committee members must be set out
in the credit union’s by-laws. Officers, directors and members of the audit committee may not serve
on the credit committee.

The credit committee must meet at least monthly to consider all applications for loans. The
committee must make prudent lending decisions within the lending limits provided in the credit
union's lending licence or by-laws, whichever is more restrictive. According to Section 238(3) of the
Act, members of the credit committee may be liable for deficiencies on loans that violate the by-laws
or the Act.
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Introduction - Role of Committees Section 303

Loan Officer

Under sections 122 and 123 of the Act, authority to approve loans may be transferred from the
credit committee to a loan officer in two ways:

e A by-law may be passed which appoints a loan officer to assume all the duties of the credit
committee, resulting in the elimination of the Committee.

e The credit committee may retain its advisory capacity, but delegate its lending authority
and responsibilities to a loan officer.

When lending authority is delegated to a loan officer, the existence of a credit committee that
conducts periodic loan reviews is an effective way of retaining control over the lending function.
Requiring the credit committee and the loan officer to jointly approve loans that exceed certain
dollar amounts also adds a measure of control.

Under Section 124 of the Act, the board of directors cannot overturn a decision of the credit
committee or of the loan officer to reject a loan application.

The Audit Committee

Every credit union must form an audit committee. The committee must be either elected from the
membership or established as a subcommittee of the board.

The requirement for an audit committee was introduced in 1994. Previously, credit unions were
required to have a supervisory committee. The focus of the audit committee is broader than that of
the supervisory committee. The powers and duties of the audit committee are set out in Sections
137 to 139 of the Act, and Section 26 of Regulation 76/95.

The main role of the audit committee is to assess and make recommendations on the effectiveness
of various internal controls and policies relating to the physical safeguarding of assets, as well as
accounting, lending and investment activities. The committee also liaises with the external auditor.

The audit committee helps the board make sure the credit union complies with policies and
procedures and with regulatory requirements. Its role is therefore critical in ensuring the credit
union follows sound business and financial practices.

An Audit Committee Checklist included in the Director’s Handbook and is also available on
DICO’s website at www.dico.com
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Introduction - Role of Committees

Section 303

Schedule 1.1
SUGGESTED DUTIES OF ANCILLARY COMMITTEES

Finance and Budget Committee

Review and update financial policies and procedures.
Recommend dividend and interest rebate policy.

Research insurance and investment decisions.

Provide expert analysis of budgets and performance reports.
Provide financial advice to the board and management.

Strategic Planning Committee

Research competition and market trends for growth.
Survey members on branches/products.
Review financial forecasts.

Nominating Committee

Research board's replacement needs in terms of skill, experience and diversity.
Promote rotation of directors.

Survey members and obtain nominations in advance of election meeting.
Advertise candidates and promote general election.

Compensation Committee

Review/approve job description and a standard evaluation process for the general
manager.

Research competitive salary ranges for the general manager in the industry.

Policy Development Committee

Annually review existing policies to ensure they continue to be relevant.
Recommend necessary changes to existing policy to the board.
Recommend new policies to the board.
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Introduction - By-law No. 5 Section 400

DICO By-law No. 5: Standards of Sound Business and Financial Practices

A credit union cannot avoid financial and other types of risk, but the board and management can
reduce risk through sound risk management practices. DICO By-law No. 5: Standards of Sound
Business and Financial Practices was created specifically to help credit unions manage risk. The
by-law prescribes three tools for managing risk.

Risk Management Framework

The first of these tools, the Risk Management Framework, provides an overall approach to
analyzing and managing risk. It includes four broad tasks: setting policy, planning, measuring risk
and performance, and managing risk through corrective action and operational procedures. It
defines the roles of the board of directors and management in putting in place sound business and
financial practices. The framework is discussed in more detail later in this chapter.

Standards

The second tool is the standards of sound business and financial practices. There seven
standards that set minimum requirements for policies and procedures in specific areas of credit
union operations. The standards deal with the following topics:

1) Governance

2) Capital Management

3) Credit Risk Management

4) Market Risk Management

5) Structural Risk Management
6) Liquidity Risk Management

7) Operational Risk Management

Self-Assessment

The third tool is Self-assessment which helps management and the board gauge the level and
effectiveness of the credit union’s risk management activities and business and financial practices.
By-law No.5 requires an annual self-assessment of compliance to the standards and completion of a
board resolution.

Complying with DICO By-law No. 5

All credit unions are required to comply with By-law No. 5 as a condition of obtaining deposit
insurance coverage. Where a member institution is in non compliance with the standards, DICO
may amend or supplement the standard terms and conditions in the Policy of Deposit Insurance
issued to credit unions to address specific risks.

Supervision

Where a member institution’s non-compliance with By-law No.5 represents an unacceptable level of
risk, DICO may place a credit union under supervision. In this case, DICO works closely with the
board of a credit union under supervision to correct specific operational problems.

Administration

Where there is a high risk that the credit union will fail, DICO may place a credit union under
administration. DICO directly manages credit unions under administration by removing the board
and operating the credit union in a manner which reduces the risk of claims against the deposit
insurance reserve fund.
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Introduction — Risk Management Framework Section 401

Risk Management Framework

The Risk Management Framework provides an overall approach to analyzing and managing risk.
Using the Risk Management Framework is a sound business and financial practice for the board and
management of a credit union. The framework is designed to protect both depositors and the
financial health of the credit union over the long term.

POLICIES
RISK
MANAGEMENT PLANNING
RISK <
MEASUREMENT

An effective Risk Management Framework has four parts — policies, planning, risk measurement and
risk management -- which are discussed below. A Risk Management Framework should be cost
effective and appropriate for the size and complexity of the credit union’s operations.

Policies

The first part of an effective Risk Management Framework is the establishment and annual review
of policies approved by the board.

Policies put limits on the amount of business risk a credit union can assume. They also summarize
the organization's thinking on each of its key activities. Policies should support the credit union’s
mission and values.

The board of directors will establish written policies and procedures in the following areas of risk
management:

1) Governance

2) Capital Management

3) Credit Risk Management

4) Market Risk Management

5) Structural Risk Management
6) Liquidity Risk Management

7) Operational Risk Management
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Introduction — Risk Management Framework Section 401

Policy Review

Each year, the board should review all policies to ensure they continue to be relevant. Where policy
amendments are needed they should be recorded and delegated to management for completion by a
specific date. The board must approve all new policies and policy amendments. The board should
set a deadline for completing the task.

The board should consult Sections 104, 190 and 191 of the Act, Sections 50, 78 and 87 of
Regulation 76/95, and the FSCO Guideline for Prudent Investment and Lending Policies and Procedures for
Ontario’s Credit Unions.

This manual discusses key board policies in detail. Credit unions can also get help in developing
policies from the DICO publication Sample Policies, and from league manuals.

Planning

Establishing an annual business plan will help the credit union by setting goals and objectives that
will ensure its financial health over the long term. This is the second part of a Risk Management
Framework.

The credit union’s management should develop the annual business plan with direction from the
board. The board must approve the plan. The annual business plan often includes typically include:

e priorities and objectives for the year;

e astrategic financial plan which address all financial areas of operation;
e a product offering and marketing plan;

e a human resources plan;

e an operational budget.

Management should develop strategies and action plans to achieve each of the priorities and
objectives for the year. They should compile the strategic financial plan from a study of various
operational areas, and include financial targets for each financial area of operation.

Chapter 1 discusses the elements of the annual business plan.

Risk Measurement and Reporting

The third part of a Risk Management Framework is a reporting system that measures performance
and business risk relative to the business plan and to historical trends.

A reporting system should include:

e the periodic measurement of financial performance indicators, relative to the business plan
and to historical figures;

e the periodic measurement of business risk, relative to the business plan and to historical
figures;

e the development of risk measurement techniques necessary to measure these performance
indicators and measures of business risk;

e regular reports to the board, which enable directors to monitor performance and business
risk and ensure the credit union adheres to the policies and the business plan.
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Introduction — Risk Management Framework Section 401

A timely and reliable reporting system will allow management and the board to take appropriate
action to address variances in performance and business risk.

Board Reporting

The final product of the reporting system is the preparation of regular reports to the board on the
credit union’s performance and its exposure to risk. Management should prepare a report for each
financial area of operation. These reports must summarize:

e performance and the level of risk;
e variances from the annual business plan and the budget;

e any non-compliance with regulatory requirements or with the credit union’s policies and
lending licence.

The level of detail required and the frequency of individual reports should be set down in board
policy. They will vary depending on the size and complexity of each credit union.

Reports are normally provided to directors at least one week before board meetings. Management
should be prepared to follow up on any questions raised by the reports. The scope and content of
board reports is summarized in Appendix I at the end of the Introduction.

Management and the board should also monitor reports received from people outside the credit
union, such as auditors, inspectors and examiners. Appendix I lists the external reports that should
be reviewed by the board and management.

The risk measurement and reporting system will need to use techniques to measure performance
and business risk. These techniques and the requirements for board reporting are discussed in detail
in this manual. Performance and risk measurement indicators are also discussed throughout the
manual.

Risk Management

Risk management is a sound business and financial practice for a credit union, and the fourth part of
a Risk Management Framework. Risk management involves establishing management procedures to
control or respond to operational risk, and to ensure the credit union complies with its policies and
business plan, and with regulatory requirements.

Corrective Action

As a follow-up to the risk measurements discussed in the previous section, the board should direct
management to investigate all significant variances in risk or performance relative to the annual
business plan, and respond with corrective action. Management must also respond to any
contravention of board policy or regulatory requirements, or other exceptional risk.

Management must investigate favourable and unfavourable variances. In some cases, a favourable
variance can result from an unfavourable cause. For example, an unexpectedly high volume of loans
may indicate lower standards for loan approvals. After investigating a variance, management must
determine what, if any, action is appropriate.

One way to decide upon a course of action is to compile various solutions to the problem and list
the costs and benefits of each. The costs and benefits of each solution can then be compared. In
some cases, no action may be the best option. However, this will not be the case where a regulatory
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Introduction — Risk Management Framework Section 401

requirement is not being met. Where a corrective strategy requires a course of action not
contemplated by existing policy, board ratification and committee ratification (where applicable)
must be obtained.

Management must report back to the board promptly on the cause of the variance, whether it needs
to be addressed, and if so, the action they recommend.

Operational Procedures

Operational procedures should be written down. Written procedures result in higher staff
productivity and better control of resources. They can also assist new managers and employees
learn their jobs more quickly.

Procedures are different from policies. Board-level policies are broad and conceptual in nature,
while operational procedures are specific and detailed.

The board can delegate the writing of detailed procedures to management. However, under Section
191 of the Act, credit and investment procedures must be approved and reviewed each year by the

board.

To ensure procedures are complete and detailed enough, the board should consult appropriate
sections of the Act and Regulations. Specifically, the board should consult Sections 104, 190 and
191 of the Act, Sections 50, 78 and 87 of Regulation 76/95, and FSCO’s Guideline for Prudent
Investment and 1ending Policies and Procedures for Ontario’s Credit Unions. Recommended procedures for
each operational area are also discussed under the Risk Management sections of Chapters 4 to 8, and
throughout Chapter 9.

Operational procedures should be cost effective and appropriate to the size and complexity
of the credit union’s operations.
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Introduction - Appendix I: Reports to the Board Section 500
Appendix I.1: Reports to the Board
Report Scope Frequency
Minutes Minutes of previous board meetings Every poard
Minutes of committee meetings meeting
Governance Compliance with the Code of Conduct Annually
Performance of the general manager
Report on the general competency and quality of staff
Capital DICO By-law No. 5 reporting requirements Every board
Management meeting
Credit Management DICO By-law No. 5 reporting requirements Monthly

Regulatory reporting requirements, (Section 24 of Regulation
76/95)

Regulatory reporting requirements, (Section 134 of the Act)

Market Risk DICO By-law No. 5 reporting requirements Every t_)oard
Management Regulatory reporting requirements, (Section 198(4) of the Act) meeting
Liquidity Risk DICO By-law No. 5 reporting requirements Every board
Management meeting

Structural Risk
Management

DICO By-law No. 5 reporting requirement

Regulatory reporting requirements, (Section 80 of Regulation
76/95)

Every board
meeting

At least quarterly

Operational Risk
Management

DICO By-law No. 5 reporting requirements

As necessary

Internal Controls

(prepared by the
audit committee)

Effectiveness of internal controls

Regulatory reporting requirements set out in Section 26 of
Regulation 76/95

Can also include the Report of the Internal Auditor, where appropriate

At least quarterly

Refer Audit
Committee
Checklist

Reports by other

Activities and progress of the committee

As necessary

committees
Report of the_ Compliance with generally accepted accounting principles (GAAP) Annually
External Auditor Report made in accordance with Section 172 of the Act (for
example, a derivative report or management letter)
Examination and Regulatory compliance As advised
Sss(\:/(;eg)rogfclg Risk aésessm-ent . . - .
Compliance with sound business and financial practices
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Governance - Planning — Executive Summary Section 1000

Executive Summary

Planning is an integral function of directing and managing a credit union. The planning process is
usually considered a process to develop operational budgets. However, the benefits of a
comprehensive planning process (defined in this chapter) are far greater, and can include:

a clear sense of vision and purpose;

e the establishment of an organizational mission statement;

e enhancement of management's ability to anticipate future events, and to avoid management
by crisis;

e a realistic self-assessment of the organization;

e stimulation of new business ideas on a regular basis;

e promotion of cooperation within the organization to achieve common goals;

e a benchmark against which to monitor performance and to evaluate the need for change;

e contribution to the future viability of the credit union by empowering the board and
management to direct the credit union over the long term.

Planning is not an exact science but an interactive process of creative thinking and team building.
The board is ultimately responsible for the existence and monitoring of the annual business plan,
however, the process works best when all members of the organization are involved in the process.
This chapter reviews the annual planning process, as well as the elements of an annual business plan.
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Planning Process

Directional Planning Strategic Planning Tactical Planning

A 4

On an annual basis, the board of directors and management must conduct an annual planning
process. The annual planning process involves three planning elements: a directional plan, a strategic
plan and a tactical plan.

Directional planning consists of the development of broad business objectives and performance
targets for the credit union based on an evaluation of the economic environment and the corporate
philosophy of the organization, over a long term time horizon, such as three or five years. This
stage, conducted mainly by the board, results in the formulation of a "directional plan"; one which
will determine what the organization should achieve in the long term.

The second phase of corporate planning consists of "strategic planning". This phase produces a
plan which outlines courses of action or strategies, recommended over the short and medium term,
to achieve objectives outlined in the directional plan. Generally, the "strategic financial plan" sets
priorities and objectives for the year, and financial targets for all areas of operation.

The final step in the planning process is "tactical planning", which includes the development of a
product offering plan, a marketing plan, a human resource plan and an annual budget. The annual
budget authorizes expenditures for specific programs and projects identified in the strategic financial
plan, to be implemented in the forthcoming fiscal period. This phase of planning is conducted by
management. The tactical plans, including the budget, must be approved by the board.

Risk Measurement

However, the process does not end here. Management and the board need to regularly monitor
performance and risk in order to properly assess whether the credit union is meeting the goals and
objectives as set out in the business plan. This involves continuous monitoring of risk and
performance by management, with regular reports to the board. For a list of required board reports
and their frequency, refer to Appendix I-1 in the Introduction of this Reference Manual. The topic
of risk management is covered in more depth throughout this Reference Manual (Refer to Sections
4400, 5400, 6400, 7400 and 8400 on Risk Measurement and Board Reporting).

Planning Tools

DICO has established a list of resources which can be used in developing a business plan. This list,
which incorporates various types of planning resources, can be found on DICO's website
(www.dico.com). The list is also presented in the DICO publication Dialogue (1998, Volume 3,
Number 2).

Credit unions can also consult their league, external consultants or other credit unions in order to
obtain assistance in formulating the business plan.
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Directional Plan

Directional Planning Strategic Planning | Tactical Planning

The first step of the planning process is to determine the credit union's long term directional plan.
This process includes establishing the broad business objectives for the credit union, as well as its
general direction for the future. The directional plan should envision a longer time horizon than just
the upcoming year. Generally, such a plan should be three to five years in length. There is no need
to develop a directional plan if it has recently been established, i.e. from the previous years planning
process. However, it must be reviewed and updated given the performance and progress of the
credit union, as well as changes to the environment during the previous year.

The steps for establishing a directional plan are as follows:
e Review and revise, if necessary, the credit union's mission statement (or its long term goals).
e Prepare a brief summary of the organization's internal strengths and weaknesses and its
external environment.
e Identify immediate and long-term opportunities or threats facing the credit union.

e Compare internal resources against the external environment and establish a list of priorities
and objectives to meet the credit union's missions statement (or long term goals).

Mission and Vision Statement

To assist in the planning process, it is recommended that the board review and, if necessary revise,
the credit union's mission statement. The mission statement is defined as the credit union's
statement of long-term purpose, or its reason for existence. Its most significant benefit is that it
permits management and other stakeholders to visualize the credit union's purpose.

If a mission statement does not exist, the credit union should consider establishing one. A mission
statement should provide a picture of the credit union's primary purposes and general direction. For
a credit union, the mission statement should answer the following basic questions:

e Who is our membership?

e What are our members' greatest needs?

e What are our members' expectations?

¢ How do we satisfy those needs and expectations?

Specifically, the board must determine the key reason why its members belong to the organization,
and what they expect to attain from membership. For example, it may be for a sense of community,
financial gain, financial services, convenience, or a combination of these factors. It should also
address what members expect from the credit union, and how those expectations can best be met.
The mission statement should also briefly state what the credit union does best to satisfy those
needs.

A credit union's purpose or mission is dynamic, that is, it changes over time; consequently, so will
the mission statement. Therefore, it should be reviewed periodically, (preferably at the
commencement of the planning process) to ensure it still reflects the mission and purpose of the
credit union.
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The types of changes a mission statement should respond to include:
e achange in the membership;
e a fundamental change in members' needs or expectations;
e a fundamental change in how the credit union serves its members' needs.

In defining the mission statement, the board must balance members' expectations against economic
constraints. The board must not endorse a mission which is reckless or self-destructive, i.e. one
which threatens the economic viability or continued existence of the credit union. Fiscal
responsibility is required in this regard, as the board of directors have various legal duties towards
the credit union and its well being.

Vision Statement

Another term familiar to business planning is a vision statement. A vision statement is a statement
that provides a picture of a desired future for the organization. A vision statement can be an
effective tool, as it can help employees, customers and other stakeholders to visualize an
organization's long term plans. A vision statement can also be used as part of the board's directional
planning process, such as by providing more detail to the mission statement. It should be noted that
some organizations use vision and mission statements interchangeably.

Once the credit union's mission is confirmed or revised by the board, the next step is to conduct an
analysis of the internal strengths and weaknesses of the organization relative to the external
environment.

External Environment

An environmental analysis, or scan, should include a review of the major external variables affecting
the credit union, such as various political, economic and technological factors. Refer to Schedule 1.1
for a sample list of factors to be considered. This information must be researched annually in order
for the board to determine what market opportunities and threats the credit union faces. The board
would normally assign management with the task of preparing the environmental schedule.

The sources of information used to assemble the schedule should be noted. These sources should
be reviewed by the board for reliability. It is recommended that regional industry statistics be
obtained from the municipality, the local government employment offices, or from the provincial
government. Information is also available from the credit union system (e.g. Credit Union Central
of Canada produces the Environmental Scan and DICO produces the System Outlook). In some
instances, it may be more convenient for management to purchase the information on an annual
basis from an economic consulting agency (e.g. the Conference Board of Canada).

Once the external environment schedule has been completed, the various environmental trends
should be identified by the board, and labelled as either "opportunities" or "threats". Opportunities
are defined as events which create a positive environment for the credit union to grow, increase its
earnings or improve its service to members. Threats are defined as events which have a negative
impact on these results. The credit union should prioritize the most outstanding opportunities and
the most serious threats that it appears to be facing. This list will be used to identify the main
priorities and objectives of the credit union for the year.
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Schedule 1.1
ANALYSIS OF EXTERNAL ENVIRONMENT

Political And Regulatory Environment

e What changes are expected in federal, provincial or municipal legislation that will significantly
impact operations; e.g. changes in municipal property taxes?

e Are the credit union's by-laws adequate to effectively service its members? If not, what
changes are required?

Economic Environment
. Is the credit union dependent on a single employer or industry?

o What is the state of the local and regional economies? Are they expanding or are they in
recession? Is a change expected in the next year?

. What kind of interest rate trends have been experienced over the past few years and what
impact have interest rate changes had on the profitability of the credit union?

. What are the current and forecast unemployment rates locally?

. What has been the trend in the housing market locally? (e.g. change in market values, number
of new building permits in the community?)

e If a credit union has an employer bond of association:
o0 Is the company's growth threatened by any economic or market development for the
industry/employer?
o0 How are labour/management relations (i.e. is there a possibility of a strike or lock-out)?
Social And Cultural Factors
e What are the demographic trends for existing or potential new members?

e What are the types of employment and average salary levels of members and persons eligible
for membership?

Competitive/Technical Environment
e What is the competition doing?
e Are they installing ATMs or providing network banking?
e Are they moving into the area or are they closing branches?
e Are they increasing advertising or other marketing strategies?

e What new financial products are the competition offering and how do they compare to the credit
union product offerings?

e What new technology is available through the competition (e.g. credit or debit cards, home banking)?
e Are members using the competition for other services? Which ones?
e Would members utilize telephone or computer banking services?

e What fees or commissions are being charged to members? Are fees or commissions
competitive with rates charged by other institutions?

o What other fees or commissions could the credit union be charging?
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Internal Resources

Annually, an evaluation of the strengths and weaknesses of the credit union should be undertaken.
This review consists of assessing the internal resources of the credit union. The benefits of such an
evaluation include the following:
e Helping management and the board to focus on what the credit union does best in order to
create market opportunities and build a unique service reputation.
e Permitting the credit union to identify weaknesses which may impede its ability to succeed.
e Alerting the board of performance problems which may be beyond the control of the
general manager.

Schedule 1.2 details a sample list of factors which could be considered as part of an internal
assessment, including a review of the credit union's financial resources, human resources and the
credit union's past performance. Management should research these factors and create a list or
summary of the state of the credit union's internal resources.

Once a list of the credit union's internal resources is documented, each factor must be assessed as
either a strength or a weakness. A strength is defined as a factor which enables the organization to
excel, i.e. to increase its financial stability and profits or to meet its members' needs. Strong internal
resources permit a credit union to respond easily to change; i.e. to neutralize external threats or to
take advantage of opportunities. Conversely, a weakness is a factor which constrains or limits the
strategic choices of an organization. Weak internal resources prevent a credit union from
capitalizing on opportunities, or from overcoming threatening situations.

Finally, the credit union should prioritize its most outstanding strengths and weaknesses.
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Schedule 1.2
ASSESSING THE INTERNAL ENVIRONMENT

Financial Resources

What is the adequate level of capital for the credit union? Is the credit union at that level?
Does it have sufficient capital to com-ply with section 12 of Regulation 76/95?

Is the organization earning profits? Are earnings strong?

Is the credit union earning sufficient income from fees and commissions?

What is the organization's interest rate exposure? Is this being managed?

Are assets of good quality, i.e. few non-performing loans, adequately secured?

Does the organization have sufficient capital and liquidity available for growth?

What percentage of assets are earning assets?

What is the mix between mortgage and non-mortgage loans? Is this mix profitable? Is it safe?

Human Resources

Are staffing/recruitment practices in line with the business needs of the credit union?

What is the average education and experience level per employee within a job class?

How many training hours per annum does the average employee receive?

Are employees encouraged to improve their skills through training?

What comments have been received regarding service quality from member questionnaires?
Is a succession plan in place for key staff members?

How does the ratio of salaries to average assets compare for the industry?

What is the turnover ratio of employees per annum?

What is the absenteeism rate of employees per annum?

Managerial Performance

Is the general manager/chief executive officer (CEO) evaluated annually relative to predetermined
performance objectives?

Did the general manager/CEO meet predetermined performance objectives?

Did the general manger/CEO ensure the credit union's compliance with regulatory requirements
and board policy?

Does the general manager/CEO keep the board well informed of operations?

Did the general manager/CEO provide the board with a report on the general level of staff
competency?
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Schedule 1.2 (continued)
ASSESSING THE INTERNAL ENVIRONMENT

Member Composition

e Is the bond of association closed or open? Can membership be expanded? Can new share capital
be obtained?

e What are the membership demographics (i.e. employment, age, family size, ethnic background)?
Are needs for financial services growing or declining? For which services?

e What potential exists for cross selling services to existing members?

e What percentage of members use the ser-vices of other financial institutions? Can members be
convinced to transfer these services?

e Do members have high service expectations?

e Are members actively involved in promoting the organization to the community?
Facilities/Technology

e Are branches conveniently located? Are all branches profitable?

e Does the organization rent or own premises? Is this the most cost effective choice?

e Does the credit union have computer facilities?

e Wil these facilities meet anticipated technology needs for the next three to five years? Will they
meet the needs for future products?

e Has the credit union explored new technologies? Does it offer banking via ATMs, telephone, or
computer?

e Can network services and EFT/POS be made available to members if required?

e Has the credit union explored opportunities to cooperate with other organizations or credit unions

to improve service or reduce costs, e.g. shared processing, networking, back-ending?
New Products/Marketing

e Are products competitively priced and profitable?

e Does the credit union offer unique ser-vices that competitors do not?

e Does the credit union perform annual market and product research to improve its reputation within
the community?

e Are promotional offers made periodically?

e Whatis the cost/price structure of products?
Sound Business and Financial Practices

e How did the credit union perform on its assessment of compliance to DICO By-law No. 5?.

e  Were any practices identified which require improvement?
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Historical Trend Analysis

Another tool to assess internal resources is the use of trend analysis. Trend analysis involves
analyzing past data to establish predictions about future performance. Assumptions about future
performance can greatly improve the planning process. The level of analysis should be cost effective
and appropriate to the size and complexity of the operations of the credit union.

Trend analysis of key balance sheet and income statement items is useful in assessing an
organization's financial strengths and weaknesses. It is recommended that on annual basis
management present trend analysis to the board as input for the directional plan, and for later
consideration by the board and management in the strategic plan. When analyzing past data, credit
unions should review at least three to five years of financial data in order to identity trends on
deposits, loans, share capital, operating expenses, impaired loans, etc.

Two types of trend analysis should be performed on the financial statements: these are generally
known as ratio analysis and historical trend analysis. Ratio analysis (or common sizing) consists of
calculating ratios of balance sheet items or income statement items to average total assets. This
technique reduces all financial statement items that are being analyzed to a common denominator.

Ratio Analysis

Ratio analysis of income statement items in relation to total revenue (as opposed to average assets) is
not recommended due to the fluctuation in revenue caused by interest rates. Operating expenses, as
a percentage of total revenue, for example, will fall when interest rates rise. The ratio makes it
appear that relative operating costs are declining when in fact just the opposite may be happening.

Historical Trend Analysis

Historical trend analysis consists of measuring the percentage increase or decrease in key balance
sheet and income statement amounts from year to year in order to determine growth trends and to
explain the inter-relation of financial variables. This can be done by comparing the ratios of balance
sheet and income statement items (discussed above) for different years.

Finally, the data must be reviewed to draw the correct conclusions. For example, where financial
trends are deteriorating, the board and management should list these as organizational weaknesses,
and devise strategies to stabilize or "turn around" identified problem situations. For examples of
ratio analysis and historical trend analysis, refer to Schedules 1.3, 1.4 and 1.5.
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Schedule 1.3
SAMPLE RATIO ANALYSIS - BALANCE SHEET
ASSETS Balance Mix (as a% Income/ Expense Yield/Cost
$000's of Assets) $000's
Cash & Deposits $260 0.97% $6 2.31%
Securities (w/100 day or 4,000 14.85% 120 3.00%
less maturity)
Other Investments 1,000 3.71% 37 3.70%
Loans:
Personal 10,100 37.49% 1045 10.35%
Residential Mortgage 10,000 37.12% 650 6.50%
Commercial 1300 4.83% 84 6.46%
Institutional 143 0.53% 13 9.09%
Unincorporated Assoc. 0 0.00% 0 0%
Agricultural 33 0.12% 3 9.09%
less Allowances 96 0.36%
Total Loans 21,480 79.73% 1796 8.36%
Capital (Fixed) Assets 53 0.20%
Intangible Assets 0 0.00%
Other Assets 147 0.55%
Total Assets 26,940 1%
LIABILITIES
Deposits:
Demand 8,917 33.1 83.6 0.94%
Term 8,060 29.92 302.7 3.76%
Registered plans 7,522 27.92 310.7 4.13%
Dividend bearing 2 0.01 0 0%
Other 0 0 0 0%
Total Deposits 24,501 90.95 697 2.84%
Total Borrowings 614 2.28 17 2.77%
Other Liabilities 326 1.21 0 0%
Total Liabilities 25,441 94
EQUITY
Membership Shares 1,190 4.42 0 0%
Retained Earnings 1,756 6.52 0 0%
Risk Capital 239 0.89 23 9.62%
TOTAL LIABILITIES & 26,940 100%
EQUITY
Schedule Instructions
The balance at the fiscal year end should be entered in the balance column. The balance as a
percentage of total assets should be entered in the mix column. The income/expense related to the
individual asset/liability should be entered in the income/expense column. The income/expense as a
per cent of the average individual asset/liability is entered in the yield column. For example, $650
income on residential mortgages was earned on residential mortgages of $10,000 for a yield of 6.5%.
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Schedule 1.4
SAMPLE RATIO ANALYSIS - INCOME STATEMENT
Total Assets = $26,940,000 Amount ($000's) % of average assets
0,
Loan Interest Income $1.796 6.67%
0,
Investment Income 164 0.61%
0,
Total Interest And Investment 1,960 7.28%
Income
0,
less: Interest Expense on Deposits 748 2.78%
0,
less: Other interest expense and 18 0.07%
dividends
0,
Financial Margin 1,194 4.43%
0,
less: Loan Costs 48 0.18%
0,
Other (Non-interest) Income 196 0.73%
0,
Gross Margin 1,342 4.98%
0,
Salaries and Benefits 576 2.14%
0,
Occupancy 64 0.24%
0,
Computer, office equipment 30 0.11%
0,
Administration 244 0.91%
0,
Other 150 0.56%
0,
Total Operating Expenses 1,064 3.95%
0,
Non-recurring Gains/(Losses) 0 0.00%
0,
Extraordinary Gains/(Losses) 0 0.00%
0,
Net Income Before Income Tax 278 1.03%
0,
less: Income Taxes 92 0.34%
0,
Net Income (Return On Assets) 186 0.69%
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Schedule 1.5
SAMPLE HISTORICAL TREND ANALYSIS
($000's)

Period Period Period Period Period

Ending Ending Ending Ending | Ending
BALANCE SHEET RATIOS
Total Assets $29,349 $27,686 $27,145| $27,281| $26,940
% growth over previous year -3.3% -5.7% -2.0% 0.5% -1.2%
Loans $23,184 $23,519 $22,981| $22,141| $21,479
% growth over previous year -1.5% 1.4% -2.3% -3.7% -3.0%
Allowance for doubtful loans $86,000 $89,000 $76,942 $79,942 | $96,774
% growth over previous year 3.6% 3.5% -13.5% 3.9% 21.1%
Deposits $27,115 $25,448 $24,941| $24,878| $24,501
% growth over previous year -3.2% -6.1% -2.0% -0.3% -1.5%
External borrowings $591 $554 $429 $544 $614
% growth over previous year -15.0% -6.3% -22.6% 26.8% 12.9%
Membership Shares $1,029 $1,185 $1,214 $1,202 $1,190
% growth over previous year -1.2% 15.2% 2.4% -1.0% -1.0%
INCOME SHEET RATIOS
Interest and investment income $1,638 $1,750 $1,826 $1,894 $1,959
% growth over previous year 4.8% 6.8% 4.3% 3.7% 3.4%
Financial Margin $1,080 $1,100 $1,165 $1,241 $1,245
% growth over previous year 3.3% 1.9% 5.9% 6.5% 0.3%
Fee and other income $167 $141 $199 $152 $197
% growth over previous year 10.6% -15.6% 41.1% -23.6% 29.6%
Gross Margin $1,240 $1,299 $1,328 $1,345 $1,342
% growth over previous year 2.3% 4.8% 2.2% 1.3% -0.2%
Total Non-interest expenses $993 $1,049 $1,075 $1,085 $1,063
% growth over previous year 0.8% 5.6% 2.5% 0.9% -2.0%
Net Income/(Loss) after taxes $247 $250 $253 $260 $279
% growth over previous year 3.0% 1.2% 1.2% 2.8% 7.3%

Identifying Long Term Objectives

By this stage, the board, with management's assistance, has documented the following:

e A mission statement.

e A brief summary of the credit union's external environment: immediate and long-term
opportunities or threats facing the credit union.

Reference Manual — Spring 2005
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e A brief summary of the credit union's internal resources: strengths and weaknesses of the
credit union

e Conclusions based on historical trend analysis.

With these in place, the board and management are ready to establish the major strategic objectives
for the credit union in the upcoming years. The objectives of the credit union should include some
or all of the following:

e Actions that must be taken to meet the credit union's mission statement.

e Opportunities identified in the environmental analysis, which if exploited, can achieve the
putposes set out in the credit union's mission statement.

e Actions to address the significant threats identified in the environmental analysis.

e Actions to address the significant weaknesses identified in the assessment of internal
resources.

This analysis can be conducted by comparing the interaction between strengths and weaknesses on
the one hand, and opportunities and threats on the other. Schedule 1.6 outlines examples of
objectives and possible strategies that may be elected under positive and negative scenarios when a
credit union faces a variety of internal weaknesses. The board should prepare a list of the long term
objectives it has identified, and meet with management to discuss them.

Schedule 1.6
SAMPLE ANALYSIS OF LONG TERM OBJECTIVES
Strength, Weakness Opportunity or Contributing Factor Priority/Objective
Threat
Forecast demand for loans is high due to Low level of equity limits Increase equity
economic boom growth
New geographic market has opened Lack of trained personnel | Expand staff

to undertake expansion

Deposit base is growing rapidly Membership is aging and | Focus on asset growth
does not require loans

Shrinking profit margin Interest rate compression | Increase fee and
commission income

Rising interest rate trend Excess fixed rate loans Close interest rate gap
Competitors are increasing promotional Net income is too low to Refocus marketing
offers and luring away members' business offer promotions efforts

Economic downturn forecast High risk loans Improve asset quality

and collection practices

The next step will be to identify objectives and priorities for the upcoming fiscal year. Management
will then investigate strategies, options and action plans to achieve the priorities and objectives, and
present these to the board for final approval. This step is discussed in greater detail in Section 1300
on the Annual Business Plan.
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Annual Business Plan

There are numerous approaches for developing an annual business plan, as well as a variety of
different elements to be included in a plan. It is recommended that at a minimum, the following
basic elements be included in the credit union's business plan:
e Priorities and Objectives for the Year
e A Strategic Financial Plan which addresses all operational areas:
O Profitability

O Capital

0 Credit

0 Investments

0 Asset/Liability Management)
O Liquidity

e Product Offering Plan, Marketing Plan and Human Resources Plan
e Operational Budget, which incorporates all of the above.

Board and management can tailor these elements to fit the circumstances of their credit union.
However, all of these elements should be present in one form or another when developing the
business plan. The plan should be appropriate for the size and complexity of the operations
of the credit union.
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Strategic Financial Plan

Directional Planning Strategic Planning | Tactical Planning

. P

As part of the annual planning process, management should develop a strategic financial plan which
will address the current year’s priorities and objectives identified by the board. The strategic
financial plan should include:

e strategies and action plans to address each priority and objective identified by the board,;
e financial targets for each operational area.

Strategies and Action Plans

Developing strategies and action plans involves the following management tasks:
e Investigate and develop strategic options to address each priority/objective (see the sample
strategies provided in Schedule 1.7).
e Where necessary, analyze and select the best option to reach each objective.
e Document detail of the final strategies in action plans.

If the board has not already done so, management should develop one or several strategies to
achieve each priority/objective identified by the boatd.
It is recommended that some form of analysis be conducted to determine the merit and benefit of
each strategic alternative or option. Such analysis should take into account both qualitative and
quantitative factors. Techniques for quantitatively comparing strategic options include:

e cost/benefit analysis;

e contribution to profit;

e positive cash flows analysis;

e internal rate of return analysis.

Finally, the selected strategies should be documented in action plans, setting out sufficient detail to
assist in the development of budgets and specitying the necessary actions to be taken to implement
the strategy.

Schedule 1.7
SAMPLE ANALYSIS OF STRATEGIES

Priority/Objective Strategies
Increase equity e Limit dividends

e Offer non-membership shares (risk capital)
Expand staff e Form joint venture with credit union in the area

e Recruit staff
Asset growth e Broaden membership base/bond of association
Close interest rate gap e Promote asset/liability pricing & matching (See Chapter 7)
Improve marketing efforts e Offer promotions only on higher yield products

e |ntroduce new products

Improve non-interest income . L
e Introduce reasonable and competitive fees and commissions

Improve asset quality e Cease offering higher risk loans
e Increase monitoring of loans and strengthen security
requirements
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Key Financial Targets and Plans

DICO By-law No. 5 identifies five areas of financial planning:
e (Capital Management
e Credit Risk Management
e Market Risk Management (Investments)
e Structural Risk Management (Asset/Liability Management)
e Liquidity Risk Management

Establishment of key financial targets for each of these areas of operational risk should be
undertaken annually by management and the board as part of its planning process. Key financial
targets are the financial goals critical to each area of operations, and it is essential that these are
addressed in the Strategic Financial Plan. For instance, for capital management, the key financial
targets are capital level and return on earnings.

The setting of these performance targets should reflect the priorities and objectives for the year
established by the board as part of this planning process, and the strategies and actions plans
developed by management. The following factors should also be considered when establishing
desired goals for key financial performance areas:

e minimum regulatory requirements;

e competitor results;

e actual results of the industry and peer groups;

e the credit union's previous performance and future outlook.

Management should also develop plans or tactics to reach these targets, in a similar fashion used
when developing plans to meet the objectives and priorities of the credit union (Refer to “Strategies
and Action Plans” found at the beginning of this section). The comprehensiveness of these plans
should depend on the complexity of the strategy needed to meet the target, and on the resources
available to the credit union.

Monitoring Financial Performance and Risk

The business plan assists the credit union by providing one of the basis against which performance
can be measured and monitored. Financial performance can be monitored by comparing actual
performance results to the performance targets established by this process. This is discussed in
more depth in each of the five operational chapters (refer to Sections 4400, 5400, 6400, 7400 and
8400 on Risk Measurement and Board Reporting).
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Schedule 1.8
KEY FINANCIAL TARGETS
FOR THE PERIOD ENDING

Profitability & Capital: Target
Net income

Projected year end capital
Credit:

Loan volume, by loan category
Loan portfolio mix, by loan
category?

Loan yields, by loan category
Loan delinquency, by loan
category?

Loan impairment, by loan
category?

Investments:

Volume by investment category
Investment portfolio mix

Return on investments, by
category?

Asset/Liability Management:

Actuall

Balance sheet mix, by category2
Asset growth

Liability growth

Capital growth

Financial margin

Liquidity:

Volume of liquid assets

Planned excess liquidity

Volume of borrowings for
liquidity purposes
Return on liquid funds

1 70 be measured regularly throughout the year.
2 Add a row for each separate category.

Finalizing the Strategic Financial Plan

Before finalizing the strategic financial plan, management may want to report back to the board for
approval of their strategies, action plans and financial targets.

After approval is received, action plans and financial targets can be compiled to form the strategic
financial plan. The plan can then be used to:

e prepare the product offering, marketing and human resources plans;

e prepare the operational budget;

e implement strategies throughout the year.
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Tactical Plans

Directional Planning Strategic Planning | Tactical Planning

The tactical plans are the end product of the planning process. They incorporate the information
gathered and analyzed throughout the first two stages of the planning process. This includes the
objectives and priorities for the year and the strategic financial plan (selected strategies, action plans
and financial targets) established in the strategic planning phase identified eatlier in this chapter.

Tactical plans are important because they are used as the guides for implementing the annual
business plan, and as the basis with which to measure the credit union's success in meeting that plan.

The recommended tactical plans are as follows:
e the product offering plan;
e the marketing plan;
e the human resources plan;
e the operational budget.

Management will need to review the strategies, action plans and financial targets developed during
the strategic planning phase when developing the tactical plans.
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Section 1501

Product Plan

One of the most frequent issues to be examined in the annual planning process is the adequacy of
current products, services and facilities. The fundamental criteria for determining a credit union's
need for new products are member demand and profit contribution. The following provides an
overview of the recommended approach to investigating the viability of additional products.

Each year, the board and management should investigate opportunities for broadening the credit
union's lending, cash management and other products and services. Recommendations derived from
such investigations should be summarized in the Product Plan. Use of member questionnaires is an
important determinant of what products members want. Refer to Schedule 1.9 for a sample list of
products that may be offered by credit unions.

Schedule 1.9

CREDIT UNION PRODUCT SCHEDULE

Lending Products
e Mortgages
o0 months
o variable
o fixed
e Consumer Loans
o Demand
o Term
e Commercial Loans
o Term
o0 Mortgages
e Agricultural Loans

e Lines of Credit

Cash Management Services
e Chequing Accounts

e Deposit Accounts

e T-Bill Accounts

e OHOSP's

e RRSP's, RRIF's, Annuities*

e Foreign Exchange
Accounts

e Payroll Services

e Money Orders

e Travelers' Cheques

e Credit Cards, Debit Cards
e Canada Savings Bonds

e Mail Deposits

Other Services

Income Tax Planning
E-filing of tax returns
Wills and Estate Planning
Financial Planning

Mutual funds (appropriate staff
licencing required)

Insurance products (e.g. travel,
credit, life)*

Bill payment
Safety deposit boxes

ATM's, telephone banking,
computer banking

company or a league.

* These products may be offered to members through an agency agreement with a trustee, an insurance

In order to conclude whether new products are economically worthwhile, some form of financial

analysis should be undertaken, such as contribution analysis. Contribution analysis quantifies the net
benefit or profit contribution, if any, resulting from a new product. Schedule 1.10 provides a sample
contribution analysis for a new lending product.
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Schedule 1.10
SAMPLE CONTRIBUTION ANALYSIS

Lending Product:

3 YEAR FIXED RATE PERSONAL LOAN
Contribution per $1,000:
Interest income at 10% $100
Interest expense on source of funds at 6% (60)

0.5% bad debt expense

(based on historic experience) (5)
Income Contribution $35
or 3.5%

The analysis assumes that no additional costs are required for offering this product, i.e. additional staff need not
be hired. If further costs are in fact incurred (i.e. promotional expense), these should be included in the product
analysis. Depending on their nature, they may be fixed (improved computer facilities) or variable costs (part-time
staff wages).

Note that the example of variable cost analysis relating to a lending product is fairly simple - the profit
contribution is the spread in interest rates less estimated bad debt expense. Since the contribution
margin is positive, the credit union will earn a net benefit from three year fixed rate personal loans
which will in turn contribute to overhead and profit. The product would be economically viable,
assuming there is member demand for it and sufficient deposit funding. Conversely, if profit
contribution were negative, management may wish to avoid offering the product.

In order to optimize overall earnings, the credit union should rank its products by profitability and
maximize the sale volume of those products which have the highest profit contribution. During the
year, funding costs may have to be increased in order to attract incremental funds with terms
corresponding to desired loan maturities. Interim monitoring of profit contribution of products is
recommended. Shifts from planned asset targets may be justified as a result of shifts in profitability,
however, board approval for such changes is required. Deviations from asset targets may result in
unacceptable changes to portfolio risk.

Other Income

Credit unions can supplement their income through the use of service fees and commissions. Where
reasonably priced, fees and commissions represent a fair charge to members for services performed
by the credit union and its staff, such as fees for obtaining reports of a land appraiser, or for
maintaining a commercial account.

Schedule 1.11 illustrates sample lending fees that could be considered and implemented by the credit
union. The use of any fees, and their levels, should be documented in operational procedures.
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Schedule 1.11
LIST OF SAMPLE LENDING FEES

For Mortgage and Consumer Loans

Application Fee - This fee covers the administration costs of establishing a loan. It is usually
collected at the time the application is received. A portion of it may be refundable if the loan is not
approved.

Appraisal Fee - This fee covers the cost of obtaining the report of a qualified real estate appraiser.

Legal Fees - These fees cover lawyer services to prepare loan and security documents plus
out-of-pocket expenses covering title searches, registration and land transfer tax.

PPSA Registration Fees - These fees cover the cost of registering security under the Personal
Property Security Act.

Member Pay Loan Insurance Fees - These fees cover the cost of member loan insurance which
protects the credit union from loan default due to member death or disability.

For Commercial/Agricultural Loans
Application and Appraisal Fees - see above definitions.

Commitment Fee - This is an additional fee that is collected up front from a prospective borrower,
which is not refundable if the borrower refuses the loan offer.

Fees for Letter of Credit or Guarantee - This fee (usually 1% to 3%) is applied to the face value of a
letter of credit or a letter of guarantee issued by the credit union on behalf of a member.

Legal and PPSA Registration Fees - see above definitions.

Standby Fee - This fee is charged as a percentage of the unused portion of a credit facility which is
available for drawing during a given period.

Account Maintenance Fee - This fee is charged monthly on the current account for services to
commercial/ business clients, to compensate for administration and monitoring costs.
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Marketing Plan

Marketing Tools

In order for a credit union to undertake effective marketing and increase its membership
penetration, it must identify and analyze key marketplace factors. This process begins by profiling
the market and the members. Once this has been completed, a long term marketing plan can be
assembled.

Market Profile

The total market profile is evaluated by answering the following questions:
e What is the size of potential membership (assuming an open bond of association)? What is
the market share for the credit union?
e Who is the competition and what are their success factors?
e What are the demographic characteristics of the market?
e Is the market growing or declining?
e Are other major changes expected in the marketplace? What and when?

In determining the size of the local market and the profile of competitors, the following participants
should be considered: banks, trust companies, consumer finance companies, insurance companies,
credit card companies and money market funds. Refer to Schedule 1.12 for a list of factors that
should be researched on these competitors in order to determine their marketing advantages.

Schedule 1.12
DATA FOR COMPETITOR PROFILE

e Size and image e Hours of operations
e Financial condition e Credit standards
e Location of main office and branches e Quality of services
e Market segments served e Price of services
e Market share e Range of services
e Technology e Advertising
e Automated teller machines e Promotional efforts
e Telephone banking e Major accounts

e Debit cards
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Member Profiling

Profiling the membership should begin by asking the following questions:
e How do we better serve our members?
e What services or products do our members needs?

In order to determine if and why members are taking any of their financial service requirements
elsewhere, it is recommended that member surveys be conducted. Alternatively, professional
marketing assistance may be obtained from leagues or other outside sources, to devise marketing
surveys and provide objective analysis of results.

Market research should be conducted annually. Member surveys and/or focus group sessions are
recommended in order for credit unions to stay in touch with their members and remain member
driven. Where appropriate, promotional incentives should be offered to members to ensure
completion of these surveys. Member profile by age, profession, income and other variables should
also be obtained from these surveys, in order to assess demand for loans and cash management
products by demographic group.

A significant marketing challenge for each credit union is to attract younger members who are net
borrowers, while retaining members in the 50 and over age bracket who are net depositors.
Marketing strategies should aim at promoting and advertising those services that are access points
for younger members. The basic deposit and chequing accounts are important key access products.
Recruitment/welcoming letters to young members and encouraging opportunities to patticipate on
the credit union's committees is recommended. Additionally, support may be donated to local
community youth activities.

Use of Membership Data

Information obtained through membership surveys, or collected through the credit union's
management information system, can be used effectively for target marketing purposes. Refer to
Schedule 1.13 for sample member data that could be reviewed for marketing applications

Schedule 1.13
SAMPLE MARKETING APPLICATIONS OF MEMBERSHIP DATA

Membership Data Possible Application

Addresses of members that have a similar postal | Indicates potential demand for new branch
code location

Members with savings over a certain dollar Indicates potential opportunity for new

amount investment instruments

Demographic data; i.e. age and income of Target product offerings: RRSP deposits, loan
members products (e.g. student loans) etc.
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Marketing Strategies

After management has assessed the credit union's market and its members, appropriate strategies
should be documented in a marketing plan that covers at minimum one year, but where possible
greater time spans, such as three to five years. There are four major elements of a marketing
strategy that should be addressed in the marketing plan: products, price, promotion and place.

As noted in the preceding Section, products should be analyzed in terms of their contribution
margin before they are offered to members. The pricing of products should be competitive (i.e. in
line with local pricing). If a product is economically viable, management should plan to promote it
through advertising (billboards, radio, mail, telemarketing, etc.) or special promotional events (i.e.
gifts, draws, etc.) as required. Promotional and advertising costs should be included in the product
profit contribution analysis.

The place of business is a major concept in market planning. No longer limited to location of the
branch, the place of business has been expanded through technology to include use and location of
automated teller machines, telephone banking, the Internet and the acceptance of debit and credit
cards by merchants. Management should therefore be guided by the memberships' requirements as
to access of service and products. This can best be determined through the use of customer surveys
and a review of the technology presently available to financial institutions. If and when new
technology is introduced to a credit union, it is recommended that members be informed in advance
as to how these changes are in their best interest.

b

Post Marketing Strategies

In order to foster membership confidence and loyalty, it is recommended that marketing strategies
be designed for more than just attracting members to buy a particular product or service. Marketing
efforts should also provide for service and support to members beyond the point of sale. The
following are some suggested practices for effective post marketing:

e Offer new member packages which contain basic information about the credit union and the
movement in general. The welcoming package should explain the philosophical difference
between banks and credit unions; i.e. the principles of economic democracy, accessible
management and contribution to the local economy. The importance of membership capital
and patron-age should be communicated.

e Arrange new member meetings which introduce staff and permit questions to be answered
personally.

e Use telemarketing for follow up of new and/or existing members' needs.

e Mail congratulatory letters to members regarding a new product purchased.

o Circulate a regular newsletter which updates the member on new services/products, the
outcome of member surveys, recent activities of the board and general members, including
coverage of the annual meeting.

e Organize social and interest group meetings which may host a feature speaker on a relevant
community or personal finance topic.

e Hstablish information display tables and suggestion boxes.

e Ensure there is an inviting social atmosphere for general meetings.

e Hstablish membership awards for years of patronage or committee contributions.
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Human Resources Plan

Management should develop a plan to ensure the credit union has the necessary human resources to
carry out its strategies identified in the strategic financial plan. The human resources plan will
therefore need to do the following:

Analyze the sufficiency of current human resources (see Schedule 1.14), and note any
necessary changes.

Summarizes human resource requirements, given the strategies and action plans developed
by management and approved by the board.

Based on the changes in human resource requirements, establish a human resources budget
(the budget should provide detail about salaries, either by individual, or by department, and
should also include other related costs, such as training, bonuses, benefits, etc.).

If new staff is required, set dates and responsibilities for the recruiting of additional
resources; arrange any necessary training.

A specified date for the annual review of the general manager of the credit union.

Where appropriate, a specified date for submission to the board of a report on the general
quality, competency and experience of employees, by area of operational responsibility, to be
prepared by the general manager.

Schedule 1.14
ASSESSING SUFFICIENCY OF CURRENT HUMAN RESOURCES

Are staffing/recruitment practices in line with the business needs of the credit union?

How does the ratio of salaries to average assets compare for the peer group? For the industry?
What is the turnover ratio of employees per annum?

What is the absenteeism rate of employees per annum?

What is the average education and experience level per employee within a job class?

How many training hours per annum does the average employee receive?

What comments have been received regarding service quality from member questionnaires?

Is a succession plan in place for key staff members?

The human resources plan can also provide guidance in other areas, such as:

committee appointments and committee member training;
management training needs;
succession planning (for staff, management, the board and committees).
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Succession Planning

In order to ensure that appropriate expertise and knowledge is maintained, it is important to plan for
an orderly development and transfer of necessary skills and knowledge of key employees.

Succession planning is a key element of human resource planning. The objectives of succession
planning include:

e identifying and maintaining key skills and core competencies
e identifying potential succession candidates
e ecnsuring the orderly transfer of critical knowledge as a result of staff turnover

A succession plan should include consideration of such issues as:

e anticipated evolution of the business environment

e identified requirements established in the business plan

e key skills and competencies that need to be retained and expanded

¢ identification of additional skills and competencies that need to be developed
e demographics of staff including expected staff retirements

e DPersonal development plans for succession candidates

The succession plan should be completed annually in conjunction with the annual business planning
process. A summary of the plan should be submitted to the board or designated boar committee.

Succession Planning: Emergency Situations

A succession plan should also be developed for emergency situations such as the unexpected
unavailability of the general manager and other key personnel. The plan should address the process
and actions, including the appointment or assignment of interim personnel, to be taken in defined
circumstances.
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Operational Budget

Preparation of the operational budget is the last step in the planning process. The operational
budget is a one year document, which authorizes specific expenditures and projects in the upcoming
fiscal period. The budget also outlines in detail the expected financial impact of planned activities,
and should reflect the credit union's priorities and objectives, as expressed in the strategic financial
plan prepared by management. The operational budget should be prepared by management for the
board's review and approval one or two months before fiscal year end. The recommended
components of the operational budget include:

e forecast balance sheet;

e forecast income statement;

e forecast schedule of reserves;

e forecast asset/liability matching (gap) report;

e monthly cash flow forecasts.

Monthly Forecasts

It is recommend that these components be forecast on a monthly basis, so that management and the
board can compare actual results against the projected results on a monthly basis. The operational
budget should also incorporate several sub-budgets, where applicable, including:

e the lending and deposits budget;

e the marketing budget;

e the personnel budget;

e the capital expenditures budget.

Larger Operations

Where applicable, the general manager/CEO should delegate preparation of the sub-budgets to the
senior staff members responsible for lending, human resources, marketing and capital expenditures.
These staff members should be briefed on the priorities and objectives, and strategic plans of the
credit union. In order to ensure that various departments develop sub-budgets which adhere to the
goals of the general budget, a preliminary master budget, or operational targets, may be presented by
the general manager to the various departments to steer the detailed planning process. The
preliminary master budget for example would reflect expected minimum growth in deposits or a
desired gross interest margin, sufficient to cover operating costs and to build required reserves.
Additionally, a specific return on assets figure may be targeted. This "bottom-up" process of
planning revenues and expenses is recommended for all credit unions which must focus on earnings
as a method of guaranteeing their economic viability. Normally, it is the general manager who
would finalize and integrate the sub-budgets into the master budget. Where there are branch
operations, each branch should submit a separate budget to the general manager for consolidation.
Management must ensure that the general budget presented to the board is consistent with the
objectives and strategic plans of the credit union, as far as practically possible. In order to achieve
such consistency, a number of reviews and further revisions of the sub-budgets may be required.

Smaller Operations

For smaller or less complex credit unions which do not have senior staff to complete the sub-
budgets, the general manager should prepare sufficiently detailed support schedules on planned
lending/deposits, marketing, personnel and capital expenditures.
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Board Approval

While it is management who prepares the business plan, it is the board who must approve it, after
having an opportunity to discuss the business plan with management. The board should ensure that
the business plan implements the objectives and strategic plans of the credit union, and that it is
realistic in its assumptions.

When reviewing the business plan, the board should consider:
e the plan's compatibility to meeting the needs of the membership in services, interest rates,
and equity;
e the plan's contribution to the credit union's longer term objectives (e.g. higher reserves,
increased profitability, etc.);
e the realism of the business plan and the operational budget in light of the historical financial
record of the credit union and the present economic climate.

Once the business plan has been approved by the board, it should be entered into the board's
minutes.

Business Plan Revisions
Events during the year may necessitate the need for business plan revisions, or changes to specific
elements, such as the operational budget. Significant amendment to either require:

e a comprehensive report detailing reasons for the change;

e revised estimates for the balance of the fiscal year for the areas affected;

e revised long-term plans if applicable;

e approval by the board of directors
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Executive Summary

A Code of Conduct documents the rules and policies that govern the business and ethical conduct
of directors, committee members and staff (i.e. officers and employees). The scope of a Code of
Conduct includes the individual legal duties of each director, committee member and staff member,
as well as identifying unlawful or prohibited conduct.

The Code forms part of the credit union's board level policy. Therefore, its form and content must
be reviewed and approved by the board. All directors, committee members and staff must be
familiar with the contents of the Code, and agree to abide by its terms (preferably in writing).

It is important that ethical and lawful conduct be evidenced in all credit union practices, in order to
protect the reputation and credibility of the organization and preserve community trust.
Establishing a proper Code of Conduct is the first step in demonstrating such conduct.
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Elements of a Code of Conduct

A Code of Conduct should address all important ethical issues and legal duties with respect to the
behavior and conduct of individual directors, volunteers and staff members of the credit union. It
should therefore address the following issues:

e general standard of care of directors and officers;
e compliance with all applicable laws;

e confidentiality;

e conflicts of interest;

e restricted party transactions;

e unethical conduct.

These elements are each discussed below in the materials which follow. A sample Code of Conduct
is attached as an appendix to these materials.

The Code of Conduct, whether developed by management, the credit union's lawyers, or simply
adopted from the Sample Policies, must be approved by the board.

As well, it must be communicated to all directors, committee members, and staff of the credit union.
This involves two recommended activities:
e Require all new directors, committee members and staff to review the Code of Conduct, and
sign a declaration of ethical conduct acknowledging its contents.

e Annually, require all directors, committee members and staff to review the Code of Conduct,
and sign a declaration acknowledging its contents.

By signing a declaration, directors, committee members and staff acknowledge that they have read
the Code, understood its contents, and agree to abide by its terms. It is important that they also be
given the opportunity to review the Code of Conduct prior to signing the declaration, and be given
the opportunity to raise questions on its significance with either an officer or staff member in charge
of implementing the Code.
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General Standard of Care

The general duty of care required of directors, officers and committee members of credit unions, is
expressed in section 144(1) of the Credit Unions and Caisses Populaires Act, 1994 (the Act), which
states the following:

"Every director, officer, and member of a committee established under this Act shall exercise
the powers and discharge the duties of his or her office honestly, in good faith and in the best
interests of the credit union."

The standard to which this duty is to be held, is set out in section 144(2) of the Act:

"The director, officer or committee member shall exercise the degree of care, diligence and
skill that a reasonably prudent person wonld exercise in comparable circumstances."

It is possible that an individual with specialized knowledge, education or work experience may be
expected to fulfill the duties of his or her office in a particularly skilled manner in meeting this
standard of care. For example, a director who is by profession a qualified lawyer may be held to a
higher standard that reflects the additional qualifications which that director has, by virtue of his or
her professional credentials.

In order to mitigate against the risk of legal liability, the following practices are recommended to
individuals holding senior positions in a credit union:

e TFully understand the scope of statutory and assigned authority and do not act beyond this
scope.

e Keep informed of changes to DICO by-laws and provincial legislation and object
immediately to incidents of contravention.

e Ensure that each action performed is in the best interest of the credit union, and is not for
personal gain.

e Co-operate fully with FSCO and DICO in responding to their concerns, particularly on
matters of statutory compliance and institutional risk.

e Keep abreast of legal actions taken against the credit union.

e Ensure controversial decisions involving conflict of interest are carefully documented.

e Review on-site verification reports, league reports and external auditors' reports to identify
and correct operational weaknesses.

e Ensure that officers/employees are bondable, and may be relied upon.

e Ensure that sufficient access to material and resources is available to management and the
board so that sound business and financial decisions can be made.

e Develop a common organizational view prior to making a public comment regarding
controversial issues that concern the credit union.

e Obtain director's liability insurance.

e Ensure that all significant policy matters have been approved by the board and implemented
by management in compliance with DICO By-law No. 5 and the Act.
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Duty to Comply

The Act and Regulations

Directors, committee members, officers and employees have a duty to comply with the Act and
Regulation 76/95. In this regard, they should obtain sufficient understanding of relevant legal duties
and prohibitions under the Act and Regulation 76/95.

The following schedule summarizes some of the sections under the Act which prescribe duties and
responsibilities for directors, committee members, and staff. Readers should refer to the Act and
Regulations for a complete description of their duties and obligations.

Schedule 2.1
SUMMARY OF IMPORTANT CORPORATE GOVERNANCE LEGISLATION
Act Regulation 76/95
Restriction on dividends s. 67
Qualification of directors ss. 91 and 92
Powers and duties of the board | ss. 104 to 108
Executive committees s. 109
Duties of the credit committee ss. 121to 124 ss. 24 and 25
Duties of the audit committee ss. 137 to 139 S. 26
Duty of confidentiality ss. 142 and 143
Duty of care s.144
Duty to comply s.145
Liability of directors ss. 152 and 153
Business powers Part VIII
Restricted party transactions Part IX Part X
Offences Part XVII

Non-Compliance

Non-compliance with the Act can carry serious consequences for directors and officers, especially
where it represents an offence under the Act. Any director, officer or agent of a credit union who
commits an offence under the Act, authorized, or acquiesced to the offence, is liable to severe
penalties. Penalties prescribed in the Act include a maximum fine of $100,000 or maximum
imprisonment for two years for a first offence.

In certain instances, directors, committee members and staff can be held jointly and severally liable
to their credit union for their unlawful actions. Specifically, directors will be held jointly and
severally responsible for losses resulting from their voting or consenting to the following unlawful
resolutions:
e The sale of shares by directors, committee members or staff for consideration other than
cash, contrary to section 59(1) of the Act.

e The issue of subordinated indebtedness contrary to section 186, for a consideration other
than money (see section 153(1)).
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Illegal payments contrary to the Act, such as the redemption of shares or payment of a
dividend where the credit union is insolvent, or where the redemption or payment would
cause its insolvency (see section 153(2) for a complete list).

Transactions with restricted parties, contrary to the Act and Regulations (see section 153(2)).
Failure to divest of illegal investments, or illegal loans, upon an order by the Superintendent
of Financial Services (see sections 237 and 238).

Other Acts and Common Law

The credit union, and its directors, committee members and officers, have responsibilities and duties
under other Acts, and under the common law as well, including:

The Ontario Human Rights Code, which deals with discrimination in the treatment of
employees and in hiring.

The Employers Health Tax Act, which requires the credit union to remit health taxes.

The Income Tax Act, Canada Pension Plan and Employment Insurance Act, which
require the credit union to remit income taxes and Canada Pension Plan and Employment
Insurance premiums.

The Pay Equity Act, which ensures that staff and officers receive equitable compensation.

The Consumer Protection Actwhich sets out the disclosure requirements for borrowing
costs for all credit arrangements

The Consumer Reporting Act, which ensures that proper information is communicated to
members about the credit union's products and services.

The Employment Standards Act, which ensures that the credit union meets standards of
fair employment.

The Bankruptcy and Insolvency Act, which requires the credit union to observe the rights
of debtors and creditors in dealing with the assets of a bankrupt individual, and provincial
creditor protection legislation.

The Ontario Health and Safety Act, which sets out employers' duties regarding the health
and safety of employees within the workplace.

Employment case law, which governs cases such as wrongful dismissal, or the lack of a
proper notice period.

The Personal Protection and Electronics Documents Act (PIPEDA) which requires the
credit union to observe privacy legislation surrounding the collection, use and disclosure of
personal information of its members and employees and information obtained in the normal
course of business.

The Proceeds of Crime (Money Laundering) and Terrorist Financing Act which
requires the credit union to implement a compliance regime for identifying and reporting
large and suspicious transactions.

For a complete list of relevant laws, credit unions should contact their lawyer.
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Confidentiality
Statutory Duty

Rules of confidentiality are prescribed in section 142 and 143 of the Act. These rules extend to every
director, committee member and officer of a credit union. The following schedule summarizes the
subject matter of each rule under the Act. Readers should refer to the Act for a complete
description of their duties regarding confidentiality.

Schedule 2.2
SUMMARY OF CONFIDENTIALITY LEGISLATION
The Act
Duty to keep information confidential. Section 142(1)
Prohibition against the use of confidential information for an Section 142(2)
individual's benefit or advantage.
Specific duty of confidentiality regarding members' transactions. Section 143(1)
Exceptions where information may be disclosed. Section 143(2)

Sound Practices

Sound business and financial practices require that individuals hold in strict confidence all
organizational and member transactions except as permitted under the Act, the applicable by-laws,
ot by compulsion of the law. In addition to the rules under the Act, the following materials provide
guidance regarding the use of confidential information.

Confidentiality Agreements

Prior to assuming duties which include the right of access to member records, directors, committee
members and staff should be required to sign a confidentiality agreement. This agreement is a
written pledge of an individual to hold private matters in strict confidence. Refer to Appendix 2.1
for a sample Declaration of Ethical Conduct, which includes the requirement for confidentiality.

Protection of Records

Each credit union should establish administrative and physical controls to ensure the protection of
records from unauthorized access or disclosure, and from physical damage or destruction. The
controls instituted should be related to the degree of sensitivity of the records but at a minimum
would ensure that:
e records are protected from public view;
e the area in which the records are stored is supervised during all business hours to prevent
unauthorized persons from entering the area or obtaining access to the records.

Conduct of Employees

The general manager of each credit union should be responsible for ensuring that employees subject
to his/her supervision are advised of the setious-ness of maintaining confidentiality. Employees
should be made aware of their responsibilities to protect the security of personal information, to
ensure its accuracy, relevance, and completeness, and to avoid unauthorized disclosure either orally
or in writing. With respect to each record maintained by the credit union, employees of the credit
union should:
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e collect no information of a personal nature form individual sunless authorized to collect it to
achieve a function (i.e. marketing activities, membership surveys) or to carry our a
responsibility of the credit union;

e collect information, wherever possible and appropriate, directly from the individual to whom
it relates;

e abstain from disseminating information concerning an individual's religious or political
beliefs or activities, or his/her membership in associations or organizations.
Violations of Confidentiality

Violations of confidentiality which should not be practiced include the following:

e Providing (selling, lending or otherwise making available) to persons unauthorized, copies of
the Register of Members or the membership mailing list.

e Indiscriminate discussions (i.e. gossip) about the transactions of a member, or the business
affairs of the credit union, to persons not entitled to the information.

e Sclection of unsuitable locations for board or committee meetings or employee discussions
of confidential matters, such as public places (i.e. restaurants or elevators).

e Mailing confidential information to the business office of the recipients when the intact
delivery of the confidential information is not assured.

e Reviewing confidential information in a manner which, due to neglect, lack of control, or
carelessness, results in unauthorized persons also seeing this information (i.e. reading in
public places or leaving confidential material unattended).

e Employing volunteers to assist in clerical duties of the credit union without instructing them
on the rules of confidentiality.
Exceptions to Rules of Confidentiality

The following individuals have the right of access to confidential information from the credit union:
e the Superintendent of Financial Services;
e DICO or its agents, and the stabilization authority of the credit union;
e an affiliated league for examination purposes;
e duly appointed auditors or lawyers of the credit union, or a duly appointed liquidator;
e a member inspecting his or her own account.

Confidentiality of information regarding members is also qualified by:
e compulsion of the law;
e public duty to disclose;
e the necessary defence of the credit union.

Although they are not legally obligated to do so, credit unions are permitted under section 143(2) to
provide confidential information to:

e an affiliated league providing consultation services;

e another financial institution in the course of conducting business which involves the use of
confidential information;

e a credit grantor or reporting agency, if the information is on the membet's credit worthiness.
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Conflicts of Interest Rules

Each and every director, committee member, officer or employee has an obligation of loyalty to the
credit union and must subordinate their personal interests when they conflict with or threaten to
conflict with the best interests of the credit union.

Directors and officers hold positions of respect within their organization, and have been given the
unique opportunity to serve, to counsel and to lead. By acceptance of their respective positions,
they have assumed fiduciary, legal and moral responsibilities to conduct the affairs of their credit
union for the best interests of the members at large, and to avoid conflicts of interest, real or
implied.

Contflicts of interest rules are set out in the Act (see sections 146 to 149). The Code of Conduct
must acknowledge these rules, and should also incorporate policies to safeguard against violation of
them.

Disclosure

Generally, individuals must disclose the nature and extent of the benefit or consideration which they
will derive, directly or indirect-ly (i.e. through a relative or associated company) as a result of such
contract or transaction, to the extent that such information is within their knowledge or control.
The duty of disclosure requires that the conflict of interest be revealed at the earliest possible time.
The following schedule summarizes the subject matter of each rule under the Act. Readers should
refer to the Act for a complete description of their duties regarding conflicts of interest.

Schedule 2.3
SUMMARY OF CONFLICTS OF INTEREST LEGISLATION
The Act

Disclosure of conflicts of interest Section 146
Restrictions on voting rights for an interested Section 147
party

Avoidance Section 148
Acting for the credit union Section 149

Restricted party transactions (see also Part X of

the Regulation 76/95) Sections 207 o0 210

It is recommended that the detailed particulars of a conflict of interest disclosure be recorded in the
board minutes, for the protection of all directors, together with a record of the concerned individual
absenting himself or herself from the discussion of the transaction.

If a conflict of interest is not disclosed by the relevant party, the contract or transaction may be set
aside by the courts, upon application by a member or the credit union. Additionally, failure to
declare a conflict of interest constitutes sufficient grounds for removal from office.

Restricted Party Transactions

With respect to restricted party transactions, full disclosure of material transactions should be
recorded in the board's minutes and should be transacted in accordance with legislated restrictions.
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(See sections 207 to 210 of the Act, Part X of Regulation 76/95, and FSCO Interpretative and
Administrative Bulletin 1/96 (page 4)).

Capacity of Director

Under the Act, a director is prohibited from being a member of the credit committee. Directors
(and committee members) are also prohibited from receiving compensation for providing
professional services, such as legal, auditing or management services (see section 149 of the Act).

This does not preclude directors from receiving a nominal fee (usually called an honorarium) for
their work and contribution to the credit union. This practice is common in smaller credit unions
that are unable to afford management staff.

Where a director provides management or consulting services on a volunteer basis to the credit
union, care should be taken to limit the extent of those services offered. The board provides an
independent check on the affairs of management; as a result, these two functions should be
performed by independent persons.

Director and Staff Loans

The board of directors should establish a policy which regulates the conditions under which the
credit union's directors, committee members, officers and employees may be granted preferential
loans or services.

Notwithstanding the preferential terms, loan qualification for directors, committee members and
staff should be based on the normal financial tests and other criteria applied to arm's length
borrowers and lending decisions should be in adherence to sound lending practices prescribed in
Chapter 5 on Credit Management.

Whenever a director, committee member or staff loan is being approved, the individual's cumulative
borrowings from the credit union, and from other sources must be disclosed to those authorizing
the loan, as should any loan arrears to the credit union. Each director, committee member or officer
loan which exceeds, or if granted would exceed, that membert's total shares and deposits must
without exception be approved by the board and the credit committee of the credit union (see
section 208 of the Act, and FSCO Administrative and Interpretive Bulletin 1/96)).

Preferential rate loans to staff, if any, should be treated as part of the overall compensation package
offered to employees, and not as gratuitous benefits additional to salaries. Financial statement
disclosure of preferential rate loans to staff (i.e. with respect to related party transactions) should be
made whenever a material income differential is attributable to these loans.

Other Conflicts

The purpose of identifying conflict of interest situations is to prevent the credit union from placing
the interests of a few members ahead of the interests of all members. This general rule should be
used by directors and officers to identify other situations of conflict not specified in this section, and
to develop policies which reduce the risk that such situations pose.

To avoid conflicts of interest, directors, committee members, officers, and employees must do more
than merely act within the law. They must conduct their affairs in such a manner that their
performance will at all times bear public scrutiny. The appearance of conflict of interest as well as
the conflict itself must be avoided.
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Unethical Conduct

Other forms of unethical or inappropriate conduct which should be prohibited either in policy or
directly in the Code of Conduct include:

e abuse of the personal privileges of office;
® secret commissions;

e inappropriate gifts;

e acts of slander and libel;

® nepotism;

e employee discrimination and harassment;
e criminal acts;

e reporting of questionable and fraudulent acts.

These are each discussed in turn below. Additional situations of unethical conduct, not specified
above, may arise, and should be addressed systematically by the credit union through board policy.

Abuse of the Personal Privileges of Office

Reasonable limits should be established regarding the personal privilege which a director or officer
of a credit union may exercise. Land, buildings, equipment, supplies and other materials leased or
owned by the credit union are in existence for the purpose of dispensing member services,
promoting the credit union, and to aid the staff in the performance of their duties. The conditions
under which an officer may be allowed to use, loan, or remove property and possessions of the
credit union for his personal benefit should be regulated so that the protection of property and the
rights of general members are not over-looked.

Secret Commissions

A secret commission is the unauthorized receipt of a reward, advantage or benefit of any kind by a
director, officer, employee or committee member in return for favoured treatment by the credit
union. Demanding, accepting, offering or agreeing to accept a secret commission is a criminal
offence, punishable by imprisonment. The acceptance of a secret commission is also a violation of
fiduciary obligations owed to the credit union, the breach of which may result in the loss of all sums
wrongtully received and liability for punitive damages.

Credit unions should adopt a policy prohibiting the direct or indirect receipt of any reward,
advantage or benefit by any employee, officer, director or committee member from suppliers or
customers doing business with the credit union. Policy should require staff to notify their superior
in writing if they have been offered a reward, advantage or benefit; the notification should be shared
with the board of directors for consideration of further action to be taken.

Accepting Gifts

No director, committee member, officer, or employee should accept any gift, hospitality or favour
offered or tendered by virtue of the official's position with the credit union, where the gift,
hospitality or favour possesses any one of the following characteristics:
e isin the substance or form such that an impartial observer would construe it to be an
improper incentive;
e places the official under an actual or implied obligation;
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e has a value equivalent to or greater than a dollar amount established by the board (e.g. $100);
e isin the form of cash or cash equivalent.

Where it is deemed that small tokens of appreciation (e.g. a box of chocolates) may be given to
employees by members/suppliers, as a gesture of goodwill, a dollar limit to these token gifts should
be prescribed in the written policies of the credit union.

Public Officials

When dealing with public officials whose responsibilities include the business of credit unions, acts
of hospitality should be of such a scale and nature so as to avoid compromising the integrity or
reputation of either the public official or the credit union. Such acts of hospitality should be
undertaken in the expectation that they could well become a matter of general knowledge and public
record.

Acts of Slander and Libel

Any actions which resemble slander (spoken defamation) or libel (written defamation) of members
or competitors of a credit union should be prohibited. Defamation consists of unjustified injury of
reputation. Spoken statements reflecting adversely on a member or a competitor's honesty,
solvency, ambition or concern for public welfare constitute slander. Similarly, written advertising
statements which reflect negatively on the quality of a competitor's products or services constitute
libel. No legal liability arises from "puffery", i.e. exaggerated statements such as "our product is
best"; however, direct and unsubstantiated criticism launched against a competitor is a legal offence.

Nepotism

Nepotism and anti-nepotism, is defined as favouritism or prejudice shown to a relative, generally in
connection with providing employment. Only objective criteria, such as skill and performance,
should be used in hiring and advancement decisions. One approach to facilitating objectivity is the
establishment of an interview panel consisting of one management representative and a minimum of
two directors who are not related to the employment candidate. This same panel should interview
all candidates competing for the same position. It is advisable that related persons (including those
in a common law relationship) not be placed in a supervisory/subordinate reporting relationship.

Employee Discrimination and Harassment

In accordance with the Ontario Human Rights Code, a credit union must not engage in any
employee discrimination on the basis of the following: race, ancestry, religion, place of origin,
colour, ethnic origin, citizenship, creed, sex, sexual orientation, age, marital status, family status, or
disability. The right to be free from discrimination in employment is not confined to the hiring
stage, but extends to all aspects of the employment relationship, including employment testing, on-
the-job training, working conditions, transfers and promotions. Only objective criteria, such as skill
and performance, should be used when making hiring and advancement decisions regarding
employees. Credit unions recruiting new employees should not include any questions on their
employment application forms which seek to classify individuals according to any of the prohibited
discriminatory categories.

Harassment in the workplace, whether it be sexual, racial, directed against the disabled, or on some
other prohibited ground, should be a matter of concern for management. In most instances, an
employer will be held liable for the harassment of his or her employees by other employees. In
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order to reduce the likelihood of harassment, a credit union should adopt a formal policy and
publicize its contents to all employees. The policy should identify behaviour which constitutes
harassment. A complaint procedure should be set out indicating where, harassment complaints
should be addressed (usually a member of management), and the disciplinary action which will result
if any employee is found to have harassed another person.

Criminal Acts

Criminal acts committed by directors, committee members or staff represent sufficient grounds for
immediate termination; however, management should obtain legal advice or consult its league prior
to confronting the suspect and seeking restitution. Criminal activity can includes acts such as secret
commissions, extortion, embezzlement, fraud, false presence (e.g. cheque kiting), forgery or theft.
All criminal acts must be reported to the police. It is recommended such acts also be reported to
the audit committee, the Superintendent of Financial Services, and the appropriate bonding
company, where that officer or staff member is bonded.

The Reporting of Questionable or Fraudulent Actions

It is the responsibility of directors, officers, employees and committee members to report their
awareness of any situation which might adversely affect the reputation of the credit union. This
would include any questionable, fraudulent or illegal events or material actions in violation of credit
union policy which comes to their attention. If such events involve employees, the matter should be
reported to the appropriate senior employee/officer, who in turn should report the matter to the
audit committee. If the matter involves the general manager, directors or committee members, the
matter should be reported to the audit committee. The audit committee should always be informed
of questionable, fraudulent or criminal acts. The committee must report all such acts, as well as any
violations of the Act, Regulation 76/95 and the by-laws to the Superintendent of Financial Services
(see section 138 of the Act).

Every director, officer, employee or volunteer is expected to comply promptly with any request
from internal and/or external auditors for assistance and to provide full disclosure of any situation
under investigation.
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Appendix 2.1: Sample Code of Conduct

Purpose

The purpose of this Code of Conduct is to establish the rules governing the business and ethical
conduct of the directors, officers, employees and volunteers of ABC Credit Union Limited. It is
important that ethical and lawful conduct be evidenced in all business practices, in order to protect
the reputation of the organization and preserve community trust. The board has adopted this
policy and the board shall review this policy annually.

General Duties of Care

Each director, officer, employee or volunteer of the credit union shall exercise the power and
discharge the duties of his/her office honestly, in good faith, and in the best interests of the credit
union, and shall comply with the applicable by-laws, guidelines, policies and procedures of ABC
Credit Union Limited.

Directors, credit committee members and officers shall also comply with the Credit Unions and
Caisses Populaires Act, 1994 (the Act), Regulation 76/95 prescribed therein, the by-laws of DICO
and the terms and conditions set out in the policy of deposit insurance issued by DICO.

Confidentiality

Each director, officer, employee or volunteer must use utmost care and discretion in the handling of
confidential information and other information not normally available to the public, generally
coming to them by reason of their directorship, office or employment. Such information shall,
subject to certain limited circumstances, not be disclosed to third parties and shall not be used for
personal benefit or for the benefit of family, friends, or associates.

In respect of information regarding members' transactions with the credit union, a director, officer,

employee or volunteer may disclose such information in the following circumstances, pursuant to

section 143 of the Act:

(a) to a person acting in a confidential or professional relationship to the credit union including an
employee of a league in which the credit union is a member;

(b) to a financial institution with which the credit union has transactions that may involve
confidential matters;

(c) to a credit grantor or to a reporting agency, if the disclosure is for the purpose of determining
the credit-worthiness of the membert;

(d) to the Superintendent of Financial Institutions, deposit insurer and the stabilization authority for
the credit union;

(e) to any other person entitled to the information by law.

Conflicts of Interest

Each and every director, officer, employee or volunteer has an obligation of loyalty to the credit
union and should subordinate his/her personal interest when they conflict with or threaten to
conflict with the best interests of the credit union.

Each and every director, officer, employee or volunteer of the credit union shall declare all actual or
potential material conflicts that may arise between their duty to (i) the credit union and (ii) their
personal obligations, other fiduciary duties or financial interests (direct or indirect). In the case of
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directors and officers, these conflicts shall be reported to the Chair, and in the case of employees
and volunteers, to the person to whom they directly report.

A director, officer, employee or volunteer should not engage directly or indirectly, as a director,
officer, employee, consultant, partner, agent or major shareholder in any business or undertaking
that competes with, does business with or seeks to do business with the credit union. The only
exception to this is where the express written approval is given by either the general manager (in the
case of an employee) or by the chair of the board of directors (in the case of an officer or director).
A major shareholder is defined as a person who owns (directly or indirectly) more than ten per cent
of the issued and outstanding equity of a company.

With respect to restricted party transactions, full disclosure of material transactions shall be recorded
in the board's minutes and will be transacted in accordance with legislated restrictions.

To avoid conflicts of interest, directors, officers, employees and volunteers must do more than
merely act within the law. They must conduct their affairs in such a manner that their performance
will at all times bear public scrutiny. The appearance of conflict of interest as well as the conflict
itself must be avoided.

Accepting Gifts

No director, officer, employee or volunteer shall accept any gift, hospitality or favour offered or

tendered by virtue of the official's position with ABC Credit Union Limited, where the gift,

hospitality or favour possesses any one of the following characteristics:

(a) is in the substance or form such that an impartial observer would construe it to be an improper
incentive;

(b) places the official under an actual or implied obligation;

(c) has a value equivalent to or greater than $100.00;

(d) is in the form of cash or cash equivalent.

When dealing with public officials whose responsibilities include the business of credit unions, acts
of hospitality should be of such a scale and nature so as to avoid compromising the integrity or
reputation of either the public official or the credit union. Such acts of hospitality should be
undertaken in the expectation that they could well become a matter of general knowledge and public
record.

Maintenance of Credit Union Records

Accounting, administrative and member records will be maintained in an accurate and timely fashion
so as to present fairly and accurately the financial position of the credit union and of all member
accounts for which it has responsibility. No undisclosed assets, liabilities or hidden funds of any
sort are permitted.

The Reporting of Questionable or Fraudulent Actions

It is the responsibility of directors, officers, employees and volunteers to report to the credit union,
their awareness of any situation which might adversely affect the reputation of the credit union.
This would include any questionable, fraudulent or illegal events or material actions in violation of
credit union policy which comes to their attention. If such events involve volunteers or employees,
the matter should be reported to the appropriate senior employee/officer; if the matter involves the
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general manager, directors or committee members, the matter should be reported to the audit
committee.

Every director, officer, employee or volunteer is expected to comply promptly with any request
from internal and/or external auditors for assistance and to provide full disclosure of any situation
under investigation.

ABC CREDIT UNION LIMITED
DECLARATION OF ETHICAL CONDUCT

I, INAME], hereby acknowledge that I have carefully read and understood the credit union's Code
of Conduct dated . T agree to faithfully abide by the terms of the Code of Conduct and
to discharge my duties honestly and in good faith and in the best interests of the credit union. I will
promptly and fully disclose any fiduciary relationship, activity or personal financial interest that
might impair or affect my judgment or influence my decisions. I understand that I will be in
possession of sensitive information relating to the credit union and its members and I will treat such
information as confidential and will not disclose it to third parties or use it for my own personal
benefit or the benefit of any other person. I will use the utmost care and discretion in the handling
of such confidential information.

Dated at this day of ,

Declarant Witness
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Executive Summary

People provide the guidance, labour and expertise that are critical to the success of an institution.
Consequently, it is important that the credit union set minimum standards for the quality of human
resources, and undertake practices to ensure resources meet or exceed those standards.

The responsibility for the management of human resources rests initially with the board, which must
ensure that the credit union is being managed by a qualified and competent general manager (or a
chief executive officer, or a treasurer, depending upon the credit union). This can be achieved
through a thorough recruiting process and an annual review of the general manager's performance.
(For the remainder of this chapter, the term general manager will be used to denote the highest
ranking officer of the credit union, whether it be a treasurer, chief executive officer, or the general
manager).

The quality and competency of staff must also be managed. This function is normally delegated to
the general manager, but should be supervised by the board.

Finally, to complete the process, the board should regularly assess its own performance, to ensure it
is providing the credit union with the guidance and leadership necessary for it to prosper.
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Quality of Management

The board of directors is responsible for ensuring that day to day operations of the credit union are
in the care of qualified management. This involves appointing a qualified and competent general
manager to run the credit union, and reviewing that person’s performance annually.

Appointing a Qualified General Manager

The key to finding the right person for the job of general manager is understanding what the credit
union needs. This can be facilitated through the preparation of a job description. A thoroughly
prepared job description will clarify the:

e duties and responsibilities of the position;

e knowledge and experience, personal skills and attributes required for the position.

In selecting the appropriate candidate, it is important for the board to match the skill sets of the
individual to the needs of the credit union. For instance, if the credit union has been suffering from
chronic decreases in membership and deposits, then they may require a general manager with sales
and marketing experience.

The assistance of leagues or other external organizations is recommended to assist in the process of
recruiting a qualified, competent individual for the key position.

Reviewing the General Manager's Performance

A formal written review of the general managet's performance should be undertaken annually by the
board. The performance evaluation should be written and objective. A review is most effective
when it is based on criteria or goals established at the beginning of the year. These criteria, which
should be agreed upon by both the board and the general manager, can include;

e achievement of priorities and objectives set out in the annual business plan;
e clear measures of performance, established at the beginning of the year;
e the general manager's compliance with regulatory requirements and board policy.

The review process may be enhanced through the use of a questionnaire, which incorporates the
above factors as part of the assessment criteria. A rating system applied to each question, which can
be easily tabulated and analyzed, will assist in the evaluation. Leagues may be consulted for
standardized forms, if desired.

Either the board, or a sub committee of the board could be given responsibility for the general
managet's evaluation. If a sub-committee is responsible, it must be required to report the results and
recommendations to the board. In either case, the results of the review should be documented in a
report, which should be approved by the board.

The results of the assessment should be shared with the general manager, in order to provide him or
her with helpful feedback. The purpose of this should be to reinforce positive behaviour and/or
change the general managet's behaviour and improve his or her performance. The review should be
followed up with support, either in the form of coaching or training. (Refer to Schedule 3.1 on
page 3-6 for a summary of management and staff training programs provided specifically for
Ontario credit unions.)
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Remuneration

The board should also annually review and approve the general manager's remuneration, preferably
upon completion of the performance review. The salary level should be competitive and reflect
both the managet's scope of responsibility in terms of the credit union's asset size as well as the
general managet's success in meeting objective performance criteria mutually agreed upon by the
board and the general manager.

Replacing Management

If the board becomes dissatisfied with the performance of the general manager, it should address the
matter directly. Whenever the hiring of a new general manager is required due to questionable
activity, (i.e. fraud is suspected, poor loan performance was experienced), the board should ensure
that some type of exit audit is conducted on the departing general manager. The board should
determine how best this may be performed (i.e. through external auditors or a league).
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Staff Performance

The credit union should ensure that it employs people who are skilled and competent in their job
function. While the ultimate responsibility for this rests with the board, it is practical to delegate this
function to management, with the board retaining a supervisory role.

The following recommended activities can assist management in maintaining high quality and
competency among staff:

e Setjob descriptions for each position which can be used to establish expectations of staff,
and as a basis for evaluating performance.

e Annually evaluate the performance of each staff member - based on the results of the
review, the supervisor and staff member can prepare a development plan, aimed at
improving skills and expertise.

e Establish minimum skills requirements for each position, to ensure that candidates have the
necessary training to carry out functions. (Refer to Schedule 3.1 on the following page for
more details regarding training).

e Hstablish fair and progressive human resources practices - actual and perceived equity in the
workplace can improve performance, morale, and cooperation - practices are most effective
when committed to written policies.

The general manager should provide an annual report to the board on the general quality and
competency of senior management and/or staff where appropriate. The report should at minimum
include;

e abreakdown of human resources, by functional or operational area;
e an assessment or opinion on the quality and competency of the staff within each functional
or operational area;

e steps or actions to be taken by management, where the quality and competency in a
functional or operational area is considered insufficient to carry out functions propetly.
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Section 3102

Management and Staff Training

Training is an effective tool for improving the skills and knowledge of both staff and management.
Board policy or operational procedures should address access to training for staff and management.
Accessibility should be based upon a balance between the need for training, and the availability of

resources to provide training.

Schedule 3.1 below provides a summary of the management and staff training programs offered by
organizations within the credit union system. Credit unions can also consider training programs or

professional education outside the system.

Schedule 3.1
Management and Staff Training

Association/Organization

Program

Credit Union Institute of Canada (CUIC)

The Credit Union Managers Association (CUMA)

Credit Union Central of Ontario

La Fédération des caisses populaires de I'Ontario

Credit Union Professionals' Association (CUPA)

Provides professional development programs in
conjunction with Dalhousie University leading to
accreditation. Consists of existing college/university
courses, plus credit union specific courses at a
university level.

An association of credit union managers formed to
promote excellence in credit union management
through training, information sharing and
conferences. Hosts biannual forums on
management skills and relevant issues.

Offers a variety of programs for all levels of staff
encompassing lending, sales, management, member
relations, financial planning and more.

Offers various courses on topics of interest to
directors, managers and staff. The "Répertoire et
calendrier des activités de formation" is published
semi-annually and serves as a complete reference
tool.

Hosts an annual forum on lending skills.
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Board Performance

Board Self-Evaluations

The board of directors of a credit union shoulders the ultimate responsibility of ensuring that the
institution is operated in a safe and sound manner. To accomplish this objective, the board's
effectiveness must be evaluated on a regular basis so that identified weaknesses may be improved
upon. It is suggested that this process be completed on an annual basis, as a part of the business
planning process.

The board should evaluate its aggregate performance, in terms of:
e the performance of major board responsibilities (identified in DICO By-law No. 5, and
outlined in schedule 3.2 below);
e the achievement of the goals and objectives set out in the annual business plan;
e the management relations and communications;

e the effectiveness of the board's structure (size, independence, committees) and process
(effective meetings, conflict resolution).

Schedule 3.2
BOARD'S RESPONSIBILITIES

e Review and approve, policies and the business plan on an annual basis.

e Ensure that qualified and competent management is appointed to implement appropriate risk
measurement techniques and risk management procedures.

e Monitor performance to ensure adherence to the policies and the business plan.

e Oversee member and community relations.

There are different means of evaluating the performance of the board. In conducting a review, the
following recommendations are suggested:
e The board, where feasible, obtains external expertise from their league or from human
resource consultants to assist them with their review.
e A review of the board's performance is based on objective criteria (such as those identified
above).
e The review is of the board's performance as a whole, and not on the performance of
individual directors.
e The results of the review are used to effect change and improve performance.
e The results of the review are documented for future reference.

Director Self-Assessment

A board may consider evaluation of the performance of individual directors. Where such an
assessment is undertaken, it should be for the specific purpose of obtaining positive feedback and
improving individual skills. The review should also be based on a self-assessment by each individual
director. Under such a review, it is highly recommended that external assistance be obtained, either
through a league or a human resources professional.
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Board Independence

An important element of the board's performance is its ability to act independently from
management. This is necessary if boards are to be effective in the function of monitoring the
performance of management, and in ensuring members' interests remain paramount. Independence
of the board can be fostered through the following steps:

e the board does not get involved in the day-to-day operation of the credit union;

e the board ensures that management views are questioned and tested;

e the board can meet on a regular basis without management present.

Board Tenure

A system of rotation or tenure of directors involves limiting the number of consecutive years a
member can serve on the board. This will ensure broader representation of credit union
membership on the board. It is recommended that the maximum term for a director be set out in
the board policy on Corporate Governance. The policy could also provide for a time period after
which the director can seek reappointment.

Compensation for Directors

Depending on the policies of the credit union, directors may receive reasonable monetary
compensation for their contributions; either by way of a year-end honorarium, or payment on a
monthly basis for their board meeting attendance. Monthly compensation should not be paid in
advance of meeting attendance. The amount of compensation to be dispensed to directors should
be disclosed to the member-ship at the annual meeting and reported annually in accordance with the
Income Tax Act.

Director Training

The board should encourage ongoing education and budget for directors' attendance at approptiate
training seminars to ensure that a capable and effective board exists to direct the organization.
Appropriate compensation should be made available if such training conflicts with the directors'
working hours. Directors' educational expenses should be reviewed by the audit committee.
Schedule 3.3 on the following page provides a summary of director training programs offered by the
credit union system.

When new directors are elected, the board and management should arrange an orientation session
for the new directors to be introduced to:

e roles and responsibilities of directors;

e the legislative framework for credit unions;

e the Standards of Sound Business and Financial Practice;
e the role of committees and management;

e an overview of credit union operations.

For further information on the roles and responsibilities of a credit union director, readers should
refer to DICO's Handbook on Sound Business and Financial Practices for Ontario's Credit Unions
and Caisses Populaires (the Director's Handbook).
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Schedule 3.3
DIRECTOR TRAINING PROGRAMS

Association/Organization

Programs

The Credit Union Directors Achievement Program
(CUDA)

Credit Union Directors of Ontario (CUDO)

Credit Union Central of Ontario and Level Five

Strategic Partners

La Fédération des caisses populaires de I'Ontario

L'Alliance des caisses populaires de I'Ontario
limitée

A national program of education and orientation
specifically designed for directors of credit
unions. Training is sponsored by Ontario Central
and CUSOURCE Credit Union Knowledge
Network, the national learning organization for
the credit union sector.

Organizes an annual Directors' Forum which
focuses on current topics and issues specific to
credit union directors. Usually held in November
each year.

Offer various courses designed for credit union
directors and committee members. Topics
include Roles and Responsibilities, Legislation,
Financial Management and Analysis, Strategic
Planning, Credit, Audit and many more.

Offers various courses on topics of interest to
directors, managers and staff. The "Répertoire et
calendrier des activités de formation" is published
semi-annually and serves as a complete
reference tool.

Offers a one day training session to all new
board members to review the roles and
responsibilities of directors and committee
members.
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Executive Summary

Capital represents the difference in value between a credit union's assets (such as its loans and fixed
assets), and its liabilities (such as deposits by its members and debts owed to its creditors). Capital
fills this gap, providing a buffer against losses, and provides room for growth.

The board of directors is responsible for determining the level of adequate capital for their credit
union. The amount of capital needed by a credit union will vary with the degree of risk inherent in
its assets and upon its environment; the riskier the underlying assets of a credit union, or the less
stable an economic environment, then the greater need for capital. At a minimum, capital should
meet the regulatory minimum set out in the Act and in Regulation 76/95.

In order to maintain or increase capital to adequate levels, a credit union can either build retained
earnings, raise capital investment, or reduce the asset base. Capital investment can be raised by
increasing the Membership share investment, restricting the redemption of existing shares, or issuing
non-membership share capital.

Failure to maintain adequate capital can lead to intervention by FSCO or by DICO, or by both, and
loss over control of the credit union by the board.

A credit union can meet standards of sound business and financial practices by ensuring it has
developed and implemented capital policies, risk and performance measurement techniques, and risk
management procedures comparable to those contained in this chapter. Policies, techniques and
procedures should be appropriate for the size and complexity of the credit union's operation.

Reference Manual — Spring 2005 Page 4-2



Capital Management — Legislative Summary Section 4100

Legislative Summary

Capital related regulatory requirements are prescribed in Part VI of the Act, Part V of Regulation
76/95 and the FSCO’s Capital Adequacy Guideline.

These regulatory requirements prescribe the minimum levels of capital required to be held, and the
types of capital that can be held, by a credit union. They also describe the consequences of failing to
meet the minimum regulatory capital requirements.

Provided below is a summary of the important regulatory restrictions pertaining to capital
management. As only a summary is provided, readers should refer to the Act, Regulation 76/95 and
FSCO Guidelines and Interpretative Bulletins for a complete description of a credit unions
regulatory rights and obligations.

Schedule 4.1
RELEVANT CAPITAL RELATED LEGISLATION
The Act Regulation 76/95
Capital adequacy 84 12-15*
Directors orders - additional 85 - 88
capital requirements
Report to director on capital 89
Capital structure Part V 5-11
*Also refer to FSCQO’s Capital Adequacy Guideline.

Prescribed Types and Quality of Capital

Section 14 of Regulation 76/95, along with FSCO’s Capital Adequacy Guideline, lists the different
forms of capital and equity that qualify as regulatory capital for purposes of the Act. The Capital
Adequacy Guideline categorizes these forms of capital into two distinct quality groupings, identified
as Tier I capital (“‘core capital”) and Tier II capital (“supplementary capital”). Examples of Tier I
and Tier II are illustrated in Schedule 4.2.

Schedule 4.2
PRESCRIBED FORMS OF REGULATORY CAPITAL
Form of Capital Quality
e membership shares Tier |
e retained earnings Tier |
e contributed surplus Tier |
e non-membership shares (non-redeemable portion) Tier |
e non-membership shares (redeemable portion) Tier Il
e subordinated debt Tier Il
e investments by a stabilization authority Tier 1 & 1I
Refer to section 14 of the Act and the Capital Adequacy Guideline for a complete description of
regulatory capital.
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Tier I capital comprises a higher quality of capital than Tier IT capital because it has greater
permanence and has a higher level of freedom from mandatory fixed charges (i.e. tier 1 capital is not
subject to withdrawal by the member, and interest payments on them is at the discretion of the

board).

Prescribed Levels of Regulatory Capital

Regulation 76/95 prescribes two different tests for capital adequacy; leverage ratio, and risk
weighted assets ratio. Both ratios measure capital adequacy differently, and both must be met for a
credit union to be in compliance. The two ratios for capital adequacy are prescribed in section 12 of
Regulation 76/95, and ate defined in sections 13 to 15.

Failure to Meet a Standard

Any credit union that is below the minimum capital to assets target, and therefore is not adequately
capitalized, will require a variance order from the Superintendent in order to continue operations. A
variation order will usually be subject to restrictive terms, such as prohibiting the payment of cash
dividends to members, or requiring the credit union to raise additional capital.

DICO Depositor Protection Program

DICO also prescribes capital adequacy requirements with respect to its depositor protection
programs. These requirements are described in DICO system releases. When a credit union fails to
meet these requirements, DICO, in its role as a stabilization authority, may request FSCO to order a
credit union into DICO’s Supervision Program. (DICO is granted this authority under section 285
of the Act). Under Supervision, DICO works closely with the board of a credit union to correct
specific operational problems which necessitate intervention.

If capital reaches low levels, such that it represents extreme risk to depositors, DICO also has the
authority under section 294 of the Act to place a credit union under its Administration Program.
Under Administration, DICO is required to undertake the direct management of a credit union with
the objective of protecting depositors and minimizing the risk of any future loss to DICO’s deposit
insurance reserve fund.

Special Orders

In addition to compliance with Part V of Regulation 76/95 and FSCO’s Capital Adequacy
Guideline, a credit union may also be required to comply with a Superintendents orders (such as
increasing capital or providing additional liquidity) in unusual circumstances. (Refer to section 85 of
the Act). These circumstances may include a situation where the credit union has not been
complying with sections of the Act or Regulations. It may also include a situation where the
Superintendent feels such measures are necessary to protect the interests of the credit union’s
members.
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Policy

It is recommended that the credit union adopt a policy that addresses:
e authorized types of capital;
e minimum capital levels;
e distribution of dividends and redemption of capital instruments to members
e compliance with regulatory requirements;
e frequency, form and content of board reports.

These recommended objectives of capital policy are discussed in greater depth in Sections 4201 to
4204. Adopting a capital policy will assist the credit union to manage risk and to comply with the
Standards in DICO By-law No. 5.

These are minimum policy elements required by sound business and financial practices; the credit
union may elect to establish other policy elements as appropriate.

Reference Materials

Examples of capital policy are available in the DICO publication Sample Policies, and are available
to the industry for customization as appropriate. As well, the information provided in Sections 4201
to 4204 will also assist in establishing policies of capital management.

Regulatory Compliance

Capital policy must not conflict with regulatory requirements - specifically, the capital requirements
prescribed in Part VI of the Act, Part V of Regulation 76/95, and FSCO's Capital Adequacy
Guideline.
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Capital Management Philosophy

Adopting a capital management philosophy is an important first step in drafting capital policy. The
philosophy should set out the broad goals and objectives of the credit union's capital base, as
established by the board of directors. This philosophy governs all capital policy constraints and
helps address new situations where policy does not yet exist.

While goals and objectives will differ depending upon the circumstances and environment of the
credit union, the principles of capital management should always address the importance of:
e maintaining a prudent cushion of equity to protect the credit union's economic viability and
finance new growth opportunities;
e maintaining suff