[image: image1.wmf]
February 2007
Guidance Note - Lending  
DICO By-Law #5: Sound Business and Financial Practices

Class 2 Credit Unions - Prudent Person Approach  
This guidance note is issued in response to revisions to lending Regulations 76/95 (amended by 560/06) which take effect February 1, 2007.  

This note provides guidance to the management and the board of directors of each institution to consider in managing their credit union’s loan portfolio in light of recently proclaimed regulations. This note also provides information on critical lending areas and planned enhancements to DICO’s reporting requirements to assist it in monitoring the credit union’s management of selected risk related activities.  Questions or enquiries should be directed to the DICO staff member responsible for each institution.

The board of directors of a financial institution is required to establish, and the financial institution is required to adhere to, lending policies, standards and procedures that a reasonable and prudent person would apply to avoid undue risk of loss and obtain a reasonable return in respect of the credit union’s portfolio of loans.     

A Class 2 credit union may make loans for any loan category as authorized in its by-laws and lending licence.  
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Policy

Each institution is required to establish and implement prudent lending policies.  These policies should take into account:

· the knowledge and expertise of management and staff

· the business environment in which the institution operates

· the institution’s risk tolerance 

· the strength of the institution’s capital (ability to absorb losses)

At a minimum, lending policies must address:

· Each class of loan authorized by the institution’s by-laws

· Authorized credit instruments

· Major lending criteria including:

· permitted loan types 

· acceptable loan purposes

· maximum loan limits and repayment terms 

· acceptable types and lending values of tangible security

· credit evaluation and documentation standards (underwriting)

· approval processes 

· monitoring, evaluating  and reporting of outstanding advances, undrawn commitments and any irregular loans 

· Limits or prohibitions on credit exposures including concentration risk and syndicated loans.
· Lender approval limits

Policy Requirement

The institution’s credit policy must address minimum competency and experience requirements for delegation of a lending authority to an employee.  
Procedures

Each institution is required to have written internal procedures outlining how lending policies will be implemented and monitored.  Credit unions should ensure that the policies are implemented by persons, either on staff or under contract, who have the appropriate level of expertise.  These procedures should address exposures arising from both on-balance sheet and off-balance sheet credit items and should also:   

· identify responsibilities and accountabilities;

· set out the process for recommending, approving, and implementing decisions; and 

· prescribe the frequency and format of reporting

Credit Evaluation

Many credit unions have incorporated credit scoring and risk rating tools into their credit evaluation/administration processes.  Apart from helping with managing credit concentration exposures, theses tools are also often used for pricing decisions.  

Credit scoring tools are typically used for lower risk personal loans while risk rating tools are more often used for larger, higher risk commercial, agricultural and large value personal loans where credit scoring is not appropriate. Credit unions are strongly encouraged to consider incorporating a credit scoring system into their credit evaluation processes for personal and residential mortgage loans.  

Risk Ratings

Credit unions are expected to employ a risk rating system for all loans other than personal and residential mortgage loans.  Risk rating involves the categorization of each loan, into one of a series of graduated categories of increasing risk.   Risk ratings should be established:

· at the time of application for all new or increased loan facilities 

· as part of the annual review process 

· at any time when new information or developments may materially affect the credit risk of the loan 

Board policy should optimally set the maximum amount of loans permitted for each risk class and an aggregate maximum portfolio weighted average comprehensive risk rating.  The extent of gradation (number of categories) of a risk rating system should be reflective of the size and complexity of the credit union's commercial and agricultural loan portfolio
. 

A risk rating system incorporating six rating categories was developed by an industry working group (“Working Group”) in 2005 and is outlined in the DICO Sound Business and Financial Practices Reference Manual.  The Working Group also developed sample risk rating tools that have been made available on DICO’s website. 

DICO Reporting Requirements

DICO has adopted the Working Group’s recommendations and will be requiring credit unions to report the aggregate value of outstanding loans (other than personal and residential mortgage loans) in each of the six risk rating categories as outlined in Table 1.   
Table 1: Risk Ratings

	 Risk Rating Model

	Risk Rating
	Summary of Likely Attributes

	1
	Undoubted
	· Virtually no risk

· Government borrower


	· Full cash security

· Strongly capitalized

· Outstanding management

	2
	Low 
	· Minimal risk of any loss

· Strong security/ capitalization position
	· Excellent financial history/trends

· Strong management

· Stable/strong industry

	3
	Moderate
	· Good security margin/LTV

· Demonstrable debt service capacity
	· Sound management

· Steady financial trends

· Moderate capital level

	4
	Cautionary

(Watch List)
	· Deteriorating/lack of financials

· Covenant breaches
	· Potential security shortfalls

· Potential debt service shortfalls

· Significant adverse developments

	5
	Unsatisfactory
	· Need for immediate action indicated

· Security shortfall/capital crisis
	· Cessation of operations

· Adverse management change

· Interest/principle arrears

	6
	Unacceptable
	· Receivership or bankruptcy

· Definite loss evident
	· Disappearing assets/security

· Fraud


Watch List

Credit unions are expected to implement a “watch list” process as part of their credit administration process.  A loan should be placed on the watch list when it is assigned a “cautionary” risk rating.  A watch list helps to identify loans which, if not closely monitored/ managed, may develop into a loss to the credit union.  Credits are placed on the Watch List as a result of the loan review process or in situations where there is evidence of increasing risk, such as:
· deteriorating financial trends or information

· potential security shortfalls

· significant adverse developments

Board policy should establish the process for reporting and managing watch list accounts.  This process should address the materiality or size of loan to be reported, the information to be reported and escalation procedures.  
Employment of an effective Watch List procedure was recommended by the 2005 working group and is outlined in the Reference Manual.
   Sample reporting tools are available on DICO’s website. While DICO fully supports these recommendations, there is currently no requirement to report watch list accounts to DICO.  DICO will, however, review and evaluate the effectiveness of each credit union’s credit monitoring and management practices under its OSV program.    

Large Exposures

Apart from establishing general lending limits for authorized credit instruments etc., policy should also address large exposures, other than residential mortgage loans. This should include:

· setting limits for large exposures, including loans to connected persons, restricted parties and syndicated loans

· setting aggregate limits for large exposures

· establishing the frequency and extent for monitoring large exposures

· reporting requirements 

Limits for large exposures should recognize the impact impairment or non-payment may have on the institution’s earnings and capital. Setting limits too high may not provide for sufficient monitoring of higher value loans while setting limits too low may result in excessive and often unnecessary additional monitoring routines.  Establishing aggregate limits for large exposures helps mitigate concentration risk.  For example, too many high value loans within the loan portfolio may cause a funding shortfall for normal member loan demand.   
Monitoring of large exposures should be more frequent and extensive than lower value loans.  For example, it may be more prudent to review all large exposures every six months rather than the recommended annual review.   Full details of the status and condition of large exposures should be reported separately to the board.
   Credit unions should also consider employing an “Out of Order” reporting system which reports all loans that are not in full compliance with the terms of the credit facility. Examples of non-compliance include overdue reports/statements from the borrower, expired fire insurance, unperfected security, overdue annual review, etc.

DICO Reporting Requirements

DICO will require credit unions to report a summary of the number and aggregate amount of outstanding large authorized credit facilities as outlined in Table 2 below.    

Table 2: Large Exposures
	
	Personal
	Commercial
	Agricultural
	Institutional
	Other
	Total

	
	#
	$M
	#
	$M
	#
	$M
	#
	$M
	#
	$M
	#
	$M

	>$1million
	
	
	
	
	
	
	
	
	
	
	
	

	>$5 million
	
	
	
	
	
	
	
	
	
	
	
	

	>10 million
	
	
	
	
	
	
	
	
	
	
	
	

	>$25 million
	
	
	
	
	
	
	
	
	
	
	
	

	Total
	
	
	
	
	
	
	
	
	
	
	
	


Syndicated Loans

Under a syndicated loan agreement, each of the parties agrees to contribute a portion of the loan amount that is being provided by the syndicating credit union. The syndicating credit union, undertakes to underwrite, disburse and administer the loan(s) on behalf of all credit unions in the syndicate.  This involves conducting appropriate credit risk evaluation, arranging for appropriate security and monitoring and reporting performance and repayment in accordance with the agreed terms and conditions.  
The syndicating credit union is also responsible to provide on-going information on the status of the loan to the participating credit unions as required. Notwithstanding that the syndicating credit union undertakes the credit risk evaluation and on-going monitoring and administration of the loan on behalf of all parties, DICO expects that ALL participating credit unions in the syndicate will undertake their own initial and on-going credit risk evaluation of the loan as they would for any other loan of a similar nature including regular site reviews etc. where appropriate.   Status reports to the board should also be required as with any other credit facility granted by the credit union.        

DICO Reporting Requirements

DICO will require credit unions to report the number and aggregate amount of outstanding syndicated loan exposures as outlined in Table 3 below. 
Table 3: Syndicated Loans
	Syndicated Loans
	# Outstanding
	$ Outstanding
	
	

	Aggregate Loans
	
	
	
	

	
	
	
	
	

	Largest Five Loans
	$ Original Amount
	$ Outstanding Amount
	Risk Rating
	Syndicating CU (Y/N)

	1
	
	
	
	

	2
	
	
	
	

	3
	
	
	
	

	4
	
	
	
	

	5
	
	
	
	


Industry Concentration Risk  

Credit policy must address industry concentration for commercial and agricultural loans.  At a minimum, it is recommended that the credit union will:

· classify all commercial and agricultural loans by industry category  

· establish concentration limits for each primary industry category 

· establish concentration limits for certain industry sub groups where deemed appropriate (e.g. agriculture, real estate, construction)

· measure and monitor concentration risk on an ongoing basis

· review industry concentrations at least quarterly

The Working Group recommended that commercial and agricultural loans be classified using the North American Industry Code Standards (NAICS).  Additional NAICS codes are available for use where required internally and where further classification is appropriate.
  The Working Group’s recommended reporting tools are available on DICO’s website. 

DICO Reporting Requirements

DICO has adopted the Working Group’s recommendations and will require credit unions to report a summary of aggregate outstanding commercial and agricultural loans according to industry concentration using the NAICS primary categories listed in Table 4 below.  
Table 4: Industry Codes
	NAICS Industry codes and Categories

	Primary Code
	Primary Category
	Sub-Code
	Sub-Group
	Primary Code
	Primary Category
	Sub-Code
	Sub-Group

	11
	Agriculture
	111
	Crop Production
	49
	Warehousing
	
	

	
	
	112
	Animal Production
	51
	Information/ Cultural
	
	

	
	
	113
	Forestry
	52
	Finance/Insurance
	
	

	
	
	114
	Fish/Hunting/Trap
	53
	Real Estate
	531
	Real Estate

	
	
	115
	Support Activities
	
	
	532
	Rental/Leasing

	21
	Mining/Oil/Gas Exploration
	
	
	54
	Professional/ Scientific/

Technical
	
	

	22
	Utilities
	
	
	55
	Management
	
	

	23
	Construction
	231
	Prime Contracting
	56
	Administration
	
	

	
	
	232
	Trade Contracting
	61
	Education
	
	

	33
	Manufacturing
	
	
	62
	Health Care
	
	

	41
	Wholesale
	
	
	71
	Arts/Recreation/

Entertainment
	
	

	44
	Retail
	
	
	72
	Accommodation/

Food Services
	
	

	45
	Retail
	
	
	81
	Other Services
	
	

	48
	Transportation
	
	
	91
	Public Administration/

Government
	
	


Residential Mortgage Loans

A residential mortgage loan is a loan to one or more individuals secured by a mortgage on a 

residential property where; 

· the residential property is owned and occupied by the borrower, and

· the amount of the loan together with all prior encumbrances does not exceed 75% of appraised value at the date the loan is approved unless the mortgage is insured, and 

· repayment of the loan is based on scheduled terms and conditions incorporated into the mortgage document which is registered against the title to the property (CONVENTIONAL MORTGAGE) or

· the debt (e.g. promissory note, line of credit agreement, etc.) is secured by a mortgage charge which is registered against the title to the property (COLLATERAL MORTGAGE)  

Residential property is either an individual condominium residential unit or a building with one to four units where at least one half of the floor area of the building is utilized as one or more private residential dwellings.  In most cases, the appraised value will be determined by a designated qualified appraiser.  If the credit union proposes to grant residential mortgage loans against the security of seasonal residences (such as cottage properties) lending policies should specifically address loan and approval criteria for this type of lending.     

NOTE: A residential mortgage loan may be given to one or more individuals for any purpose.  The revised Regulation has eliminated the previous requirement that limited the purpose of these loans to the purchase or improvement of the residential property.

Lending Limits:  As there is no regulatory lending limit for residential mortgage loans that are insured, credit unions are expected to establish appropriate limits as necessary.    

Other Collateral Mortgage Loans – Residential Property

Nothing in the Act or the Regulations prohibits a credit union from taking collateral mortgage security that exceeds 75% of the value of the residential property.  However, any collateral mortgage charge, together with all prior charges, that exceeds 75% of the value the residential property will have no lending or security value.  In these cases, loan amounts in excess of 75% of value of the residential property at the date the loan is granted will be treated as under-secured.                 
DICO Reporting Requirements

DICO will require credit unions to separately report the number and aggregate amount of loans secured by a charge against residential property that do not qualify as Residential Mortgage Loans (i.e. where mortgage security is taken in excess of 75 per cent of the property value). These loans (in excess of 75%) will be treated as personal loans for purposes of calculating risk weighted capital in accordance with Regulation 560/06 Subsection 15 (5).        

Investment and Rental Properties

A loan to one or more individuals for the purchase of a residential investment or rental property will be treated as a residential mortgage loan where the property to be purchased is considered a residential dwelling and is occupied by the borrower. Loans that do not meet these criteria will be treated as commercial loans.      
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� Refer Reference Manual Section 5402 for further information


� Please refer to Reference Manual Section 5402


� Please refer to the Reference Manual Section 5404 for a sample board report for large exposures


� Please refer to the Reference Manual Section 5203 for further information
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