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	MEMBER BUSINESS LOANS

Audit objectives

1. To ensure the adequacy of controls over Member Business Loans (MBLs.)

2. To determine the existence and adequacy of internal controls and physical control procedures over MBLs.

3. To determine that MBLs conform to Sunmark policies and are properly approved, documented, and recorded.

4. To provide suggestions for operating/control improvement.

5. To ascertain compliance with federal regulations.

Note: As defined by the NCUA (Part 723.1), a member business loan includes any loan, line of credit, or letter of credit (including any unfounded commitments) where the borrower uses the proceeds for the following purposes:

· Commercial;

· Corporate;

· Other business investment property or venture; or

· Agricultural

There are exceptions to this general rule; refer to Part 723 in PAF.

Audit Procedures 

PRELIMINARY

1. Review and update PAF as necessary.

2. Follow up on prior audit findings (from IAD, external and regulatory exams) for proper management follow up.

3. Read MBL written Policies & Procedures (P&P).  Ensure that they are complete and being adhered to. 

4. Ensure that all processes in place have a corresponding written P&P.
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	5. During the course of fieldwork, ensure that the MBL Policy is known to applicable personnel, and is being adhered to

6. Read and become familiar with (see PAF) “Member Business Loans” from NCUA Examiners Guide, and Part 723 of the NCUA R & R. 

Loan Policy

1. Review CU’s MBL Policy, and ensure that it addresses the requirements of 723.6, (and the specific recommendations of the 2010 NCUA DOR):

a. The types and terms of loans granted;

b. Identification of those individuals prohibited from receiving MBLs;

c. The interest rates and maturities of MBLs;

d. Definition of the MBL trade area;

e. The maximum amount of assets, in relation to net worth (NW):

· That will be invested in secured & unsecured business loans;

· That will be invested in a given category or type of business loan;

· That will be loaned, subject to 723.7 (c)(2) (The aggregate of the unsecured outstanding MBLs to any one member or group of associated members does not exceed the lesser of $100,000 or 2.5% of CU’s NW); and

· That will be loaned subject to 723.8 (The aggregate amount of outstanding MBLs to any one member or group of associated members must not exceed the greater of 15% of CU’s NW, or $100,000);
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	f. The qualifications, experience, and ongoing training of personnel involved in the making and administering of business loans (723.5(a) requires that the individual has at least 2 years direct experience with the type of lending the CU will be engaging in);

g. A requirement to analyze and document the ability of the borrower to repay the loan consistent with appropriate underwriting and due diligence standards, which also addresses the need for periodic financial statements, credit reports, and other data when necessary to analyze future loans and lines of credit, such as, borrower's history and experience, balance sheet, cash flow analysis, income statements, tax data, environmental impact assessment, and comparison with industry averages, depending upon the loan purpose;

h. Required collateral, which must include:

· Loan-to-value ratios;

· Determination of value;

· Determination of ownership;

· Steps to secure various types of collateral; and

· How often staff will reevaluate its value and marketability;

i. General loan procedures which include:

· Loan monitoring;

· Servicing and follow up, and;

· Collection.

2. Ensure that the Board has adopted specific business loan policies and reviews them at least annually as per 723.5(a)


	
	


	Audit Procedure
	By:
	Reference/Comments

	Internal Controls

1. Through review of the PAF, written policies and procedures, observation and fieldwork, answer the following:

a. Is an internal, independent credit review made by someone who is not part of the business loan department? This reviewer must have at least the qualifications of the person granting the loan.

b. Are staff that performs or reviews the preparing and posting of subsidiary member business loan records prohibited from issuing official checks or drafts singularly, or handling cash?

c. Does staff check delinquent account collection requests and past due notices against trial balances used in reconciling member business loan subsidiary records with general ledger accounts?

d. Do personnel who control past due notices not handle cash?

e. Are staff that receive and investigate inquiries about loan balances prohibited from handling cash?

f. Are documents supporting recorded credit adjustments checked or subsequently tested by staff who do not handle cash?

g. Is there a periodic missed payment report generated, which is reviewed and signed off by management?

h. Are staff that make independent interest computations and compare them to individual interest records prohibited from issuing official checks or drafts singularly, or handling cash?

i. Are collateral items reviewed for negotiability and proper assignment
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	j. Are values assigned to collateral tested at the inception of the loan, and at least quarterly thereafter?

k. Are loan payments promptly posted?

l. Are the borrower’s financial strength and business assets evaluated as the loan ages?

m. Are staff members that handle collection notices prohibited from preparing and mailing payment notices?

n. Are loan tellers prohibited from preparing and mailing payment notices?

o. If there are letters of credit, are they properly disclosed in the financial statement footnotes?

2. Complete ICQ (MBL Questionnaire.doc).

3. Document process flow, from request stage to booking; comment on any internal control weaknesses.

4. Opine on what, if any effect, MBL personnel changes have had on the department’s internal controls, and comment on the qualifications of the Business Loan Analyst. 

Prohibited Activities

1. Via fieldwork, and review of the CU’s MBL Policy and trial balances, ensure that the following activities, prohibited by 723.2, are being adhered to:

a. Those who are ineligible to be granted a member business loan:

· CEO, Vice Presidents, Chief Financial Officer, or any associated or immediate family members of the aforementioned;
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	b. MBLs may not be granted if any additional income received by CU or senior management employees is tied to the profit or sale of the business or commercial endeavor for which the loan is made; and

c. MBLs may not be granted to a compensated director unless the board of directors approves granting the loan and the compensated director is recused from the decision making process.

2. Determine how management ensures that compliance to the above is achieved.

Construction and Developmental Lending

1. Review procedures & controls related to loans granted for the construction or development (C&D) of commercial or residential property, and ensure that the following, required by 723.3 (except as provided by 723.4 or if the Regional Director (RD) grants a waiver), is being adhered to:

a. The aggregate of NMBLB for all C&D loans must not exceed 15% of net worth (NW) (see 723.3 for exclusions);

b. Note how this is monitored, and trace to system reports as needed to ensure accuracy.

c. The borrower must have a minimum of 25% equity interest in the project being financed, the value of which is determined by the market value of the project at the time the loan is made; and

d. The funds may be released only after onsite, written inspections by qualified personnel, and according to a preapproved draw schedule and any other conditions as set forth in the loan documentation.

2. Review of sample of C&D loans and ensure that the above requirements are being adhered to.
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	3. During the ‘Loan Review’ section, determine if there are any loans not classified as C&D, but should be.

Documentation Review

1. Review controls over loan documents:

a. Ensure that documents are kept in secure, locked, fireproof cabinets, and that any negotiable collateral is kept under dual control.

b. Ensure that only properly authorized loan officers or committees are making lending decisions. Ensure that approvals are within established lending limits, and that there is evidence of proper credit analysis prior to this decision.

c. Ensure that loan files are neat, orderly and properly document the loan.

Collateral and Security

1. From MBL Policy, Procedures Manual and/or discussion with management, document collateral requirements.

2. Determine if collateral values are reasonably discounted for potential future liquidation purposes.

3. For loans in loan review (see below) with collateral, ensure that supporting documents, security agreements, etc are properly completed and signed by all parties, and that CU’s position is clear and binding.

4. For any negotiable collateral such as stock certificates, ensure that items are secured in a dual control, fire proof safe, with an accurate inventory log.

5. Ensure that principals provide their personal liability and guarantee as per 723.7 (b).
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	6. Ensure (except as provided by 723.4 or if R.D. grants a waiver), that the maximum LTV ratios for all liens cannot exceed 80% unless the value in excess of 80% is covered through private mortgage or equivalent insurance, but in no case can it exceed 95% [see 723.7 (a)(1)]
.

7. Ensure that collateral is re-priced at least quarterly and that this re-pricing is documented.  If values (i.e. stock prices) have dropped, determine if management has requested additional collateral. Determine if there are subsequent collateral valuations performed when current financial information is received.

8. Ensure there is a tickler set up to track all secured loans:

a. UCC-1 filing is reviewed within 55 months on a loan extending beyond 60 months in duration;

b. Mortgage filing to track and record receipt of the filing; and

c. Lien perfections for titles.

9. For any unsecured loans, ensure that the conditions of 723.7 (c) are met:

a. The CU is well capitalized as defined by §702.102(a)(1) (NW ratio of 7% or greater.);

b. The aggregate of the unsecured outstanding MBLs to any one member or group of associated members does not exceed the lesser of $100,000 or 2.5% of NW.  Note how this is monitored and trace to system reports as needed to verify; and

c. The aggregate of all unsecured outstanding MBLs does not exceed 10% of NW.  Note how this is monitored and trace to system reports as needed to verify.
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	Loan Review

1. From Member Business Loan Policy and/or discussion with management, document classified loan grading system.  Determine if the system complies with IRPS 02-03 (which requires, “an effective, consistently applied loan grading system that accurately, and in a timely manner identifies differing risk characteristics and loan quality problems and prompts appropriate corrective actions.”)

2. For a sample of loans, perform loan review using MBL Review.doc worksheets.  Assign appropriate grades.  Compare to grades assigned by management, and discuss any differences.

a. Ensure the loans are rated in accordance with Policy (1.004 XIII.)

3. Determine if classified loans are properly reported to management and/or the board, and are recorded properly on financial statements.

4. From MBL Policy, ALLL Policy, and/or discussion with management document system for reserving of classified loans.

a. Ensure that system complies with the standards addressed in IRPS 02-03, and the December 2006 Interagency Policy Statement on the ALLL.

b. Review most recent reserve calculation for adequacy.

5. Perform a test to ensure that all MBL relationships with aggregate balances of $250,00 or greater, receive a formal loan review at least once every 12 months.  Document how tickler system in place to monitor this (see Policy 1.004 XIII.)
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	G/L Reconciliations

1. From chart of accounts, determine MBL-related G/L accounts:

2. Review recons for the audit date, and ensure that they:

a. Are complete, and signed by preparer and reviewer.

b. Include sufficient support.

3. Note and follow up on any variances between G/L and sub-ledgers.

Aggregate Limits

Note: The 10/31/03 revision to Part 723 adopted the phrase “net member business loan balance” as a new definition in 723.21. The NMBLB is defined as: “the outstanding loan balance plus any unfunded commitments, reduced by any portion of the loan that is secured by shares in the credit union, or by shares or deposits in other financial institutions, or by a lien in the member’s primary residence, or insured or guaranteed by any agency of the federal government, a state or any political subdivision of such state, or subject to an advance commitment to purchase by any agency of the federal government, a state or any political subdivision of such state, or sold as a participation interest without recourse and qualifying for true sales accounting under generally accepted accounting principles.”

This definition is key to the determination of: whether a loan qualifies as an MBL; which portion of an MBL is included in the calculation of the loans to one borrower limit; and which portion of an MBL is included in the calculation of a CU’s total aggregate MBL limit.
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	Under this definition, a CU only counts the amount of the loan that is not guaranteed by a government agency, such as SBA, towards the $50,000 threshold to determine if a business loan is an MBL.

1. From written procedures and/or discussion, document process of calculating aggregate 15% limit (as per 723.8).

2. Review the most recent calculation and evaluate for accuracy.  Trace to system reports as needed.

3. Review the loan portfolio to ensure that there are no aggregate amount of MBLs to any one member or group of associated members that exceeds the greater of 15% of CU’s NW, or $100,000.

4. Similarly, from written procedures and/or discussion, document process of calculating aggregate member business loan limit (as per 723.16.).

5. Review and evaluate for accuracy the most recent calculation of aggregate MBL limit.  Trace to system reports as needed.

a. Ensure that the aggregate limit on CU’s NMBLB is the lesser of 1.75 times its NW or 12.25% of total assets. (Loans that are exempt from the definition of MBLs are not counted for the purpose of the aggregate loan limit.)

b. If CU holds any nonmember loans or participations, ensure that the items addressed in 723.16(b) are factored.

6. Review financial statements and most recent 5300 Report to ensure that CU’s NMBLB is accurately recorded.

a. Determine if there is adequate communication between the MBL and Accounting Departments to ensure that MBLs are recorded in their proper classifications.
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	Loan Participations

1. Review loan participation
 written policies & procedures, and opine as to adequacy; ensure they cover all applicable processes in place.

2. Review a sample of participations, and ensure that the requirements of 701.22 (b) are in place:

a. No FCU shall obtain an interest in a participation loan if the sum of that interest and any (other) indebtedness owing to the FCU by the borrower exceeds 10 per centum of the FCU’s unimpaired capital and surplus;

b. A written master participation agreement shall be properly executed, acted upon by the board of directors, or if the board has so delegated in its policy, the investment committee or senior management official(s) and retained in the FCU’s office. The master agreement shall include provisions for identifying, either through a document which is incorporated by reference into the master agreement, or directly in the master agreement, the participation loan or loans prior to their sale; and

c. An FCU may sell to or purchase from any participant the servicing of any loan in which it owns a participation interest.

3. If the CU is the originating lender ensure that it:

a. Originates loans only to its members;

b. Retains an interest of at least 10 per centum of the face amount of each loan;

c. Retain the original or copies of the loan documents; and
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	d. Require the credit committee or loan officer to use the same underwriting standards for participation loans used for loans that are not being sold in a participation agreement unless there is a participation agreement in place prior to the disbursement of the loan. Where a participation agreement is in place prior to disbursement, either the CU’s loan policies or the participation agreement shall address any variance from non-participation loan underwriting standards.

4. If the CU is not the originating lender ensure that it:

a. Participates only in loans it is empowered to grant, having a participation policy in place which sets forth the loan underwriting standards prior to entering into a participation agreement;

b. Participates in participation loans only if made to its own members or members of another participating credit union;

c. Retains the original or a copy of the written participation loan agreement and a schedule of the loans covered by the agreement; and

d. Obtains the approval of the board of directors or investment committee of the disbursement of proceeds to the originating lender.

5. Document the process by which funds are transferred between participating CUs.

a. Opine on adequacy of controls.

6. For those items tested in #2, above, ensure that funds were properly transferred.
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	Loan Category Limits

1. Via discussion and review of written P&Ps, document Loan Category Limits.

2. Note how management ensures that specific loan categories do not exceed Policy limits.

3. Perform audit testwork as needed to ensure categories were within limits as of audit date.


	
	


�	 In a 2/28/06 Legal Opinion Letter, the NCUA opined that cash flow can be assigned as collateral for an MBL if its market value can be established.


�	 Defined by 701.22 as “a loan where one or more eligible organizations participates pursuant to a written agreement with the originating lender.”





3/3/2011

Page 14 of 14 


