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Federal Housing Finance Board
Office of Supervision
Date:

December 28, 2006
To:
Federal Home Loan Bank Chairs, Presidents, and Directors of Internal Audit


Office of Finance Managing Director
From:
Stephen M. Cross

Director, Office of Supervision

Subject: 
Federal Home Loan Bank Rating System and Examination Findings

Summary:
The Office of Supervision of the Federal Housing Finance Board (Finance Board) has adopted an examination rating system known as the Federal Home Loan Bank Rating System (FHLBRS).  The FHLBRS is a risk-focused rating system under which each Federal Home Loan Bank (Bank) and the Office of Finance (OF) is assigned a composite rating based on an evaluation of various aspects of its operations.  Specifically, the composite rating of each Bank is based on an evaluation and rating of five key components: corporate governance, market risk, credit risk, operational risk, and financial condition and performance.  The composite rating of the OF is based primarily on an evaluation of two components: corporate governance and operational risk.  The FHLBRS is attached to this Advisory Bulletin.
This Advisory Bulletin rescinds Advisory Bulletin 2005-AB-01, Examination Findings and Conclusions, which introduced and defined “Conclusion” categories.  “Conclusion” categories are replaced by the FHLBRS for all examinations beginning after December 31, 2006.
Advisory Bulletin 2005-AB-01 also defined five categories of findings used in our safety and soundness and affordable housing and community investment examinations and Reports of Examination.  The five categories of findings are being retained and are repeated in this Advisory Bulletin.
Background:
The Finance Board published its proposed FHLBRS for Banks and the OF in the Federal Register on September 21, 2006.  Public comments on the proposal were accepted through October 23, 2006.  Seven entities responded to the proposal.

Based on comments received on the proposed FHLBRS, the Office of Supervision revised the Introduction and Overview of the FHLBRS as proposed to clarify that the composite rating assigned to an institution will be based on the relative importance of each component as determined case-by-case within the parameters established by this rating system.  The text of the proposal stated that “special consideration” would be given to corporate governance in assigning a composite rating.  Although the importance of corporate governance cannot be over-emphasized, our intent is not to “weight” the corporate governance component more heavily than other components.  Rather than giving special consideration” to any one component, examiners will use judgment and a case-by-case approach when assigning composite ratings.  No other significant changes were made to the FHLBRS as proposed.
Federal Home Loan Bank Rating System:
The FHLBRS is a risk-focused rating system under which each Bank and the OF is assigned a composite rating based on an evaluation of various aspects of its operations.  Specifically, the composite rating of each Bank is based on an evaluation and rating of five key components: corporate governance, market risk, credit risk, operational risk, and financial condition and performance.  The composite rating of the OF is based primarily on an evaluation of two components: corporate governance and operational risk.
In 2005, the Office of Supervision began to communicate an overall conclusion – “Satisfactory,” “Fair,” “Marginal,” or “Unsatisfactory” – as part of its Report of Examination.  The FHLBRS is the next step in the development of a rating system for the 12 Banks and the OF.  Under the rating system, each Bank and the OF is assigned a composite rating from “1” to “4.”  A “1” rating indicates the lowest degree of supervisory concern, while a “4” rating indicates the highest degree of supervisory concern.  The composite rating of each institution is based on the ratings of the underlying components, which are also rated on a scale of “1” to “4.”  The composite rating is not an arithmetic average of the component ratings.  Instead, the relative importance of each component is determined case-by-case within the parameters established by this rating system.

Under the FHLBRS, the administration of a Bank’s affordable housing and community investment activities is taken into account in assigning component ratings for corporate governance and operational risk.  Given the importance of affordable housing and community investment activities to the mission of the Bank System, the Office of Supervision may consider at a future date the need for a separate rating system or a separate ratings component to evaluate and rate the affordable housing and community investment programs of each Bank.  The Office of Supervision will consider such a system or ratings component after experience is gained with the FHLBRS.
The FHLBRS is designed to serve two purposes.  First, it is designed to reflect in a comprehensive, systematic, and consistent fashion the overall condition and performance of an institution, taking into consideration all significant financial, operational, and compliance factors addressed in the Finance Board’s examination.  Second, the FHLBRS is meant to further enhance communication and transparency between the Office of Supervision and each Bank and the OF regarding the results of the examination process.
The ratings for individual Banks and the OF will not be made public or released to other Banks, but will be supplied to the individual Banks and the OF on a confidential basis as part of the examination and supervisory process.
Findings Categories:
A written finding will be prepared and included in the Report of Examination for all findings of Unsafe or Unsound Practice or Condition, Violation, Weakness, or Referral.  In assigning a category to a particular finding, the examiner must consider the identified activity, operation, or policy, or lack thereof, in light of all relevant facts pertaining to the particular Bank or the OF and the situation.  A Recommendation may be excluded as a finding in the Report of Examination.  All Recommendations will be written and provided to the Chief Executive Officer of the Bank or the Managing Director of the OF and a copy maintained in the examination and supervision file.

Unsafe or Unsound Practice or Condition: Any action or inaction that is contrary to prudent operation that has resulted in, or if continued could result in, abnormal loss or risk or damage to the Bank or the OF.  Immediate corrective action is required.  A Bank’s condition need not deteriorate to the brink of insolvency before a practice or condition may be found to be unsafe or unsound.

Violation: Non-compliance with statute, regulation, or agency rule.  Corrective action is required.

Weakness: An inadequate or otherwise unacceptable policy, procedure, or practice, or a lack of sufficient internal controls or risk management.  Corrective action is required.

Recommendation: A suggested change to a policy, procedure, practice, or control to improve performance or operations.

Referral: A matter that raises a legal or policy issue requiring guidance from or development of a position by Finance Board staff.

Guidance:
This Advisory Bulletin supersedes 2005-AB-01 and will be used in all safety and soundness and affordable housing and community investment examinations commencing after December 31, 2006.

Attachment:
FHLBRS.
Principal Finance Board Contacts:
Anthony G. Cornyn, Associate Director, Supervision and Examination, at (202) 408-2522 or cornyna@fhfb.gov.

Kari Walter, Associate Director, Supervisory and Regulatory Policy, at (202) 408-2829 or walterk@fhfb.gov.

An Advisory Bulletin is an Office of Supervision (OS) staff document that provides guidance to the Banks and the Office of Finance regarding particular supervisory issues.  Although an Advisory Bulletin does not have the force of a regulation or an order, it does reflect the OS position on the particular issue and will be followed by examination staff.  If non-compliance with an Advisory Bulletin is cited as the basis for a supervisory determination, the determination is subject to review by the Board of Directors pursuant to the procedures of 12 C.F.R. § 907.9.  Advisory Bulletins are effective upon issuance. 
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