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I. COMPLIANCE and Nondiscrimination Statement

TSCU shall grant loans in compliance with all applicable state and federal laws. The credit union in any credit transaction shall not discriminate against any applicant on the basis of race, color, religion, national origin, sex, sexual orientation, marital status, age (provided the applicant has the capacity to contract), familial status, handicap, receipt of income from public assistance program, or because the applicant(s) has in good faith exercised any rights under the Consumer Protection Act. It is the VP of Lending and the MBLM’s responsibility to ensure compliance with applicable state and federal laws, and to provide for the timely and effective communication of law and regulatory changes affecting the lending process to appropriate personnel and the MBLC.

II. GENERAL
Tempe Schools Credit Union (CU) believes that sound loans represent a desirable and profitable means of employing funds available for investment. Authorized credit union officers are expected to develop and make all the sound loans that opportunity affords and the resources of the credit union permit, while adhering to prudent lending practices. 

Business Loans Definition

NCUA Rules & Regulations 723.1. defines a member business loan as including any loan, line of credit, or letter of credit (including any unfunded commitments) where the borrower uses the proceeds for commercial, corporate, other business investment property or venture or agricultural purposes.  
III. TERRITORY
 Business loans shall be available to any eligible Member as defined in bylaws.

IV. INSIDER POLICY
 Any loan to a Director or employee of the credit union and their related companies, “Insiders”, must be made on the same terms as those prevailing at the time for comparable loans to non- insiders. The credit union shall not make business loans (as defined above) to “insiders” who are prohibited by NCUA Rules (723.2). Insiders under 723.2 include the Chief Executive Officer (typically holding title President or Treasurer/Manager); any assistant chief executive officers (e.g., Assistant President, Vice President, or Assistant Treasurer/Manager); Chief Financial Officer (Comptroller) or any associated member or immediate family member of anyone listed above.  Also, member business loans may not be granted if any additional income received by the credit union or senior management employees is tied to the profit or sale of the business or commercial endeavor for which loans are made (equity agreement/joint venture).  Additionally, member business loans may not be granted to compensated directors unless the board of directors approves granting such loans and the compensated directors are removed from the decision making process.  
V. LOAN SOLICITATION
 Authorized staff will seek and develop loan and deposit relationships. 

VI. PORTFOLIO NATURE AND SIZE
Within the lending limits shown in item VIII below, the board assigns management the responsibility to determine both the nature and size of the credit union’s loan portfolio (within the limits of 723.16), while keeping in mind community needs and the credit union’s profit and liquidity goals. The aggregate limit for MBL balances shall not exceed the lesser of 1.75 times net worth or 12.25% of the CU’s total assets.
VII. SUPERVISION
The development, interpretation and enforcement of the credit union’s loan policies and procedures shall be supervised by the Member Business Loan Committee (MBLC) comprised of the CEO, CFO, VP of Lending (VPL), Member Business Lending Manager (MBLM) and the Member Business Loan Assistant (MBLA).  The MBLM shall supervise the day-to-day lending activities of the Business Loan Department under the direction of the VP of Lending, according to this policy. 
Any exception from policy shall be approved by any three members the MBLC, shall be noted in the loan file and reported to the Board of Directors.
VIII. LENDING LIMITS
The aggregate amount of net MBL balances to any one member or any group of associated members must not be greater than 15% of the Credit Union’s net worth or $100,000 (723.8). All funded loans where net aggregate loan balances exceed $500,000 shall be reported to the Board of Directors at the next regular board meeting.

If any portion of a member business loan is secured by shares in the credit union or deposits of another financial institution or are fully or partially insured or guaranteed by or subject to an advance commitment to purchase by any agency of the Federal government or as a state or any of its political subdivisions, such portion shall not be included in determining the 15% limit (See NCUA Rules and Regulations Section 723.9).

IX. LOAN AUTHORITY
The Board of Directors shall designate authorized business loan personnel and loan approval limits which shall be published in the Loan Limit Policy.
X. REGULATION B and GUARANTOR SIGNATURE REQUIREMENTS
A guarantee of a credit extension is part of a credit transaction and therefore subject to Regulation B. A creditor may require the personal guarantee of partners, directors or officers of a business and the shareholders of a closely held corporation, even if the business or corporation is creditworthy.   The requirement must be based on the guarantor’s relationship with the business or corporation, however, and not on a prohibited basis.  For example, a creditor may not only require guarantees for women or minority-owned businesses.  Similarly, a creditor may not require guarantees only of married officers of a business or the married shareholders of a closely held corporation.  Signature requirements in Arizona vary from Regulation B and are as follows (ARS 25-214):

A. Each spouse has the sole management, control and disposition rights of each spouse's separate property.

B. The spouses have equal management, control and disposition rights over their community property and have equal power to bind the community.

C. Either spouse separately may acquire, manage, control or dispose of community property or bind the community, except that joinder of both spouses is required in any of the following cases:

1. Any transaction for the acquisition, disposition or encumbrance of an interest in real property other than an unpatented mining claim or a lease of less than one year.

2. Any transaction of guaranty, indemnity or suretyship.

3. To bind the community, irrespective of any person's intent with respect to that binder, after service of a petition for dissolution of marriage, legal separation or annulment if the petition results in a decree of dissolution of marriage, legal separation or annulment. 
XI. KEY MAN INSURANCE REQUIREMENTS

Many small companies which are dependent upon one or a few key individuals for survival will have a detailed succession plan as part of their business plan.  In cases where this is absent or does not include key man insurance, a policy adequate to pay off the loan in the event of the demise any key individual should be purchased by the principals and assigned to the credit union.  

XII. LOAN PRODUCTS
NCUA Rules and Regulations Part 723 defines a member business loan as including any loan, Line of Credit, or letter of credit (including any unfunded commitments) where the borrower uses the proceeds for commercial, corporate, other business investment purposes, or for agricultural purposes.

There are five exceptions to the general rule:

   1. A loan fully secured by a lien on a 1- to 4-family dwelling that is the member’s primary residence.

   2. A loan fully secured by shares in credit union deposits.
   3. Loan(s) to a member or an associated member which, when the net member business loan balances 
      are added together, are equal to less than $50,000.

   4. A loan where a federal or state agency (or its political subdivision) fully insures repayment, or 
       fully guarantees repayment, or provides an advance commitment to purchase in full.

   5. A loan granted by a corporate credit union to another credit union.

XIII. LOAN TYPES
Loans to Individuals

Loans to individuals could be made as part of the business loan portfolio if the loans are for a business purpose. Loans to individuals should be based entirely on the individual’s financial strength, i.e., ability to repay, past loan experience, and good character. Consumer purpose loans within the business loan portfolio should generally be discouraged and, when made, are considered accommodations in recognition or anticipation of a significant total relationship with the borrower or the company. All loans to individuals not made under a pre-approved Line of Credit should have a definite repayment program at inception consistent with the purpose of the loan and sources of repayment. Pre-approved lines of credit, which are predicated on relatively strong personal financial statements and/or liquid collateral, may have more flexible or longer prepayment terms. These lines should be reviewed at least annually.

Revolving Lines of Credit

Revolving Lines of Credit should not exceed one year in term and will generally be subject to annual reconfirmation. Formal notification that a Line of Credit will not be renewed should be used only with a great deal of discretion, and should conform to prudent limits related to potential lender liability.

Generally, during any given fiscal year, there should be at least 30-days clean-up for which the Line of Credit shall be at a zero balance. If the line is not free of debt for a 30-day period, it may be converted to a term loan. A Line of Credit shall be drawn down and repaid from collections of underlying collateral. A commitment letter or formal loan agreement shall support lines of credit exceeding $50,000.

Term Loans

A term loan is any business installment loan with a maturity exceeding one year, normally having a predetermined regular payment schedule predicated upon anticipated earnings or other routine business cash flow. The ultimate maturity of the loan shall usually be limited to five years. Any extensions should be based on industry practices and adequacy of cash flow. Because of the potential for change in economic conditions over the life of such loans, long-term collateral and a loan agreement with covenants should be used to protect the credit union’s position. 

Secured Loans

Loans Secured by Cash Value of Life Insurance (CVLI)

Loans secured by CVLI may be made only if the following conditions are met:

· The assignor is to own the policy.

· All conditions pertaining to the insurance company’s rights voidance and contest have been satisfied and voided.

· There is a viable primary source of repayment other than encashment of the insurance policy.

· The insurance company provides a lump-sum payment upon the death of the borrower or at maturity of the policy.

· The is issued by an insurance company with an A.M. Best rating of B+ or better, a Moody’s rating of A2 or better, a Standard and Poors’ (S&P) rating of A or better or a Duff and Phelps rating of A or better.

· Advances shall not exceed 90% of the cash value of the policy.

The credit union should make advances against the CVLI of the policy only after obtaining written verification from the insurance company that no other assignments or claims have been filed against the policy.  Also, written verification should be obtained from the insurance company acknowledging that premiums are current and in accordance with terms of the original policy.  

Loans Secured by Readily Marketable Collateral

Business loans secured by listed securities, government, and/or municipal securities, etc., may be made in accordance with established credit union policies and procedures and in accordance with NCUA Rules and Regulations and other applicable regulations. Publicly traded stock secured transactions should be margined at 70 percent or less, and undertaken with extreme caution to only very highly qualified borrowers with other assets as secondary sources of repayment.

Stock secured loans shall have the following documentation:

· Note and Security Agreement for perfecting security interest. If applicable, the co-owner(s) of the stock must sign a third-party pledge agreement when the pledge is not part of the security agreement.

· Stock Assignment forms. A stock assignment form gives the credit union the right to sell the stock, if necessary. It must identify the name of the owner as it appears on the stock certificate and the stock certificate number. A credit union employee must witness the assignment. Sound internal controls require that stocks and assignments remain under dual control in the credit union’s cash vault.

· Purpose Statement, Form FR G-3. This form, which the borrower and credit union must sign, prevents borrowers from using a false purpose statement to obtain funds for purchasing margin securities. The credit union must retain the form for at least three years after the borrower pays off the loan.

· Collateral tracking. The credit union must document and verify the number of shares and, as applicable, certificate numbers for stock received. The credit union shall implement and engage in an audit procedure to periodically audit stock loans, current balances, and the adequacy of the collateral’s value as follows:

· Safekeeping receipts. The credit union shall issue a safekeeping receipt to the member to document receipt of the actual stock certificates. If the stock is in two names, the credit union should issue only one receipt to prevent one party from claiming the certificate without the knowledge of the other.

· Book-entry stock registration. In some cases, the member may not physically possess the stock, but a trustee may hold the stock in book-entry electronic format. The credit union must inform the trustee that the credit union is planning to take the stock as collateral.  The trustee will advise the credit union of the documents they require to honor the pledge and to place a hold on the collateral in our interest, and these requirements shall be followed. 
· Stock ownership. The credit union must assure the physical stock certificates exist in the member’s name, not some other name or street name. However, book-entry stock registrations may be held in street names and documentation must be received from the trustee verifying stock ownership.

· Default sale. In the event of default for past due payments or if the stock value falls below a loan-to-value of 90%, the credit union must contact the member in writing and inform the member of the options available to address the collateral deficiency (e.g., paying down the loan or providing more collateral). If the borrower is unable to bring the loan current (default) or cannot bring the LTV back within our guidelines, the credit union may call the loan due, liquidate the collateral and use available collection remedies to collect the remaining balance.

Loans Secured by Machinery, Equipment, or Fixtures

Loans for the purchase of capital machinery, equipment, or fixtures usually require term-loan financing based on a periodic repayment program coinciding with the borrower’s source of repayment or source of income. Generally loans should be avoided where the asset purchased is highly specialized, custom-made or may be difficult to liquidate in the event of default. Loans secured by used machinery or equipment where the proceeds are not used for the specific purchase of that equipment, without a justified purpose, should be made with caution. LTV should be based on the age and type of collateral offered. The maximum LTV shall not exceed 80%. Additionally, adequate hazard insurance coverage should be obtained with the CU added as loss payee and current market values should be fully documented.
Loans Secured by Accounts Receivable and/or Inventory
Loans and lines of credit commitments that have their primary collateral base in accounts receivable and/or inventory are typically high-risk loans because of the reliance on collateral liquidation, rather than profitability, as the means of repayment. These loans, typically under borrowing base formulas, will not be used be used to specifically finance inventory unless approved by the Board of Directors. Revolving lines of credit may be made to viable, profitable members to support accounts receivable using a conservative borrowing base formula.  In those cases, accounts receivable agings shall be obtained monthly and advances shall be made only against a maximum of 90%  of accounts aged 60 – days or less the previous month. Accounts receivable and or inventory may, however, be taken as part of additional or “all assets” collateralization where real estate, equipment and/or other assets are additionally pledged. 
Titled Vehicle Loans.

Vehicle loans will be underwritten using the Consumer Loan Auto Loan Policy.

Perfection of Security Interest

UCC searches will be obtained (if applicable) and UCC financing statements shall be filed with the Secretary of State in a timely fashion. Additionally, financing statements shall be monitored so that continuations may be filed in a timely manner.

Unsecured Loans

NCUA rule 702.102 requires a credit union to be will capitalized (having a net worth ratio of seven percent (7%) or better) as a condition for granting unsecured member business loans. The aggregate of all unsecured outstanding MBLs to any one member or group of associated members is not to exceed the lesser of $100,000 or 2.5% of CU net worth and the aggregate amount of all unsecured outstanding MBL’s shall not exceed 10% of the CU’s net worth (723.7). As permitted by NCUA unsecured loans may be granted to business entities with excellent financial statements and paying record. Such loans should have definite repayment programs consistent with the purpose of the loan. Unsecured loans are often revolving lines of credit and are generally repaid from cash flow. It is recommended that all revolving lines of credit have some form of collateral. Unsecured revolving credit card lines up to $50,000 that are limited to routine purposes normally made available under those programs may be offered to business members and are not subject the credit union “net worth” guidelines noted above.
Commercial Real Estate Loans


The aggregate of all real estate only secured loans to any one member or group of associated members is not to exceed the lesser of $1,000,000 or 8.0% of CU net worth and the aggregate amount of all real estate only secured loans shall not exceed 50% of the CU’s net worth. Commercial real estate loans may be made to firms and individuals to purchase, refinance, or to improvement the member’s business. These loans may be short or long term. The note maturity should be from 5 to 12 years and have a maximum amortization of 25-years. The maximum loan-to-value (LTV) shall not exceed 80% unless the excess value is covered through private mortgage insurance or an equivalent, or is insured, guaranteed or subject to an advance commitment to purchase by an agency of the federal government, an agency of a state or any of its political sub-divisions.  In no case shall the LTV ratio exceed 95%.  All real estate loans require hazard insurance for at least replacement cost of the building including fixtures, exclusive of the land value. The credit union must be named as loss-payee on all policies. Because of the high risk and specialized nature of construction and development loans, these loans will be out-of-policy and therefore not offered..
Loans to or Guaranteed by Trust

Trust Background Information

Because of the possible complexity of trust transactions, background information is provided as follows:

There are two types of trusts, Revocable and Irrevocable.

Revocable Trust

A Revocable “living trust” is a legal arrangement used in estate planning that provides for the management and distribution of property when a person dies. The trust is usually evidenced by a written document called a "Declaration of Trust" or "Trust Agreement," whereby one person, called the "trustor" or "grantor," transfers property to another person, called the "trustee," who holds the property for the benefit of another person, called the "beneficiary." The obligation of the trustee is to conserve and protect assets transferred to the trust, and to collect income and distribute or accumulate it as prescribed in the trust instrument. The typical living trust is revocable and amendable by the grantor during his or her lifetime. During his or her lifetime, the grantor is also the trustee and beneficiary. As trustee, the grantor can manage and control the trust property; as beneficiary, the grantor receives all of the benefits of the trust assets. Upon the death of the grantor, a "successor trustee" (child, friend, bank, etc.) takes over as trustee and follows the trustor's instructions, which are set forth in the trust, concerning the distribution of property and the payment of taxes and expenses.

Irrevocable Trust

An irrevocable trust, often created for estate planning purpose, cannot be changed or canceled once it is set up without the consent of the benefices. Irrevocable trusts offer tax advantages that revocable trusts don't, for example by enabling a person to give money and assets away even before he/she dies.  Additionally, contributions cannot be taken out of the trust by the grantor.

Trustee Duties and Obligations 

Contracts are entered into with the trustee, not with a "trust", and are not liable for trust debts. The trustee's main obligation is to hold the assets for the beneficiaries, which may be trustees. Normally the trust Instrument gives to the trustee certain powers to deal with the trust assets, for example, to invest them in certain sorts of property, to carry on certain types of activities or business, to borrow, to guarantee and the like. The trustee is required to act in accordance with his powers which are interpreted strictly. Additionally, trustees have a fiduciary responsibility to act honestly, not to place themselves in positions of conflict and to exercise the same diligence and prudence as an ordinary prudent man of business would exercise in conducting that business if it were his own. If these duties are breached, a trustee would not be entitled to “indemnification” (have a right of "recoupment", so that if they had paid an amount, they can reimburse themselves out of trust assets) or of "exoneration” (satisfy liabilities incurred in the trusts behalf out of the trust assets), and would be liable to the beneficiaries. The beneficiaries would also be entitled to trace the trust property, and those who knowingly receive trust property in breach of trust, or who are knowingly assisting in the breach of trust, may be liable as “constructive trustee” (when a person has title to property and/or takes possession of it under circumstances in which he/she is holding it for another, even though there is no formal trust document or agreement). The court may determine that the holder of the title holds it as constructive trustee for the benefit of the intended owner.   

Documentation

It is permissible for a Trustee to establish and operate business entities on behalf of the Trust and for the benefit of the beneficiaries. However the authorization for such activities must be contained in the Trust document. We will need to obtain either a complete copy of the trust, or a Memorandum of Trust (a document in which the trustee attests under oath to what the salient provisions of the document are.) When the trust affects real estate, it will be necessary for documentation of the trust to be filed in the records in the jurisdiction where the real property is located. Also, we will need to verify borrowing authority, as well as the authority to pledge trust assets. Confirm that assets being pledged are titled in the same manner they are being pledged. We will also want to verify the identity of the trustee(s).  As a lender, we have the right to require sufficient information about the trust assets (appraisals or other appropriate valuation) to determine if it is creditworthy.  

Signature Requirements/Guarantors

If the member has executed a Trust Agreement that transfers assets to the Trust and the Trust Agreement authorizes the Trustee to continue the business or to establish the business, the correct styling for the account would be:
     Jane Doe Living Trust, (name of Trustee), DBA Jane Doe Motel

Additionally, because a revocable trust may be revoked at any time or trustees, if authorized in the trust, may move assets in and out of the trust for either type of trust, trustees must sign all documents as trustee and again as individuals. Beneficiaries under an irrevocable trust receiving economic benefit shall also be required to guarantee loans.   

Other Loans
Other types of business loans may be approved by the Board of Directors, based on borrower credit worthiness to include SBA and loans made under state guaranty programs.

XIII. Out-of-Policy Loans
Loans of the following types are generally of higher risk and shall not be offered.  This list is by no means exhaustive.
· Real estate construction and development loans.

· Asset based loans to finance inventory (accounts receivable and inventory based lending under a borrowing base).

· Loans to companies in business less than three-years.

· Loans involving individuals with poor financial histories. 

· Loans to individuals or businesses unable or unwilling to furnish requested financial information.

· Loans secured by collateral, including real estate, located outside of Maricopa County. Property used as collateral in a purchased participation loan may be located outside of Maricopa County.
· Loans secured by stock in a closed corporation, which has no ready market.

· Loans made to a poor credit risk on the basis of an endorser.

​
XIV. INTEREST RATES:

The MBLM shall recommend interest rates and maturity for business loans in accordance with the credit union’s approved policy. The MBLC, as part of its review, will have final approval of recommended rates and maturities. Neither interest rates nor maturity shall exceed any maximums established by the NCUA. Loan rate maximum of 18 percent in accordance with NCUA regulation shall be maintained. Loan minimum shall be four percent (4%).

Variable interest rates will be determined using Prime, LIBOR or the 11th District Cost of Funds as published in the Wall Street Journal. Fixed interest rates shall be recommended by the MBLC based on competitive offerings and approved by the Asset/Liability Committee. All variable interest should have floors and ceilings in the loan documentation.
Referral Fees and Insurance Reimbursements

The credit union may accept fees for referring business loans to other lenders, or to equipment lessors or other leasing concerns, as permitted by the NCUA. The credit union may accept reimbursements from insurers, in connection with insurance coverage required for business loans, as permitted by the NCUA.

XV.    Document Files
The credit union shall maintain separate credit and document files on each business loan. These files shall be maintained in our fireproof filing vault. 

Items in a Document File

Collateral or document files shall contain the following information where appropriate:

All original signed loan documentation

· Promissory note

· Security agreement

· Business Borrowing Resolution or Certificate of Identity and Authority
· Business Loan Agreement (to include requirements and frequency of financial information) 
· Landlord Lien Waiver

· Collateral Documentation

· Deed of Trust

· Hazardous materials agreement

· Assignment of Rents

· UCC filings

· Evidence of collateral ownership

· Evidence of security interest conveyance

· Evidence of lien perfection

· Evidence of lien position

· Evidence of supporting collateral valuation

· Evidence of insurance coverage

The following documentation may support each request for an extension of credit, or for an increase in an existing loan or Line of Credit:

· Business loan application, signed by or on behalf of each person or entity that will be liable for repayment 

· Current balance sheet

· Cash flow analysis

· Comparison with industry average or similar analysis

· Year-to-date income

· Accountant prepared, year-end financial statements for the preceding three fiscal years

· Two years of tax returns, both corporate and personal

· Periodic updating of financial statements and other documentation, including tax returns on all loans over a one-year term

· Business plan for SBA loans
Borrowing Entities — Special Documentation

Sole Proprietorship

The sole proprietor is an individual owning and operating a business for his or her sole benefit. The sole proprietor should have both personal and business financial statements, and should maintain business records separate from his or her personal finances. The special documentation that may be required is a fictitious name filing if the sole proprietor is using something other than his or her own name as the name of the business.

Partnerships

Partnerships are made up of two or more individuals owning and operating a business as one entity. 

The special documentation required from a partnership is the partnership agreement. This document will inform the lender of how the partnership is set up, the percentage of interest of each of the partners, and which of the partners can act on behalf of the partnership, that is, the person(s) who can sign documents, negotiate loans, and carry on the financial affairs of the partnership. If there is no information regarding who can act on behalf of the partnership, all partners shall be required to sign business loan documents. 
All partners shall be required to sign personal guarantees.

S and C Corporations

Both the S and C corporations are set up the same way. The difference between them is how income tax reporting is affected. In an “S corporation” net income flows to the individual tax return and taxes are paid only one time, as part of the individual’s taxes. A “C corporation” files a separate corporate tax return and the individuals are considered employees of the corporation and are paid salary, bonuses, etc. on which they are taxed individually. 
Corporate borrowers must provide the credit union with a copy of their bylaws and corporate resolution to borrow. They must also provide a copy of the minutes whereby the board of directors authorizes the borrowing and designated officer of the corporation to act on behalf of the corporation.

Corporations may file in any state in the United States Many corporations file in Nevada or Delaware due to the more favorable tax structures in those states. You will want a copy of the corporate filing signed by the secretary of state of the state in which they filed. We may also require a copy of a validation from the filing state indicating that the corporation is in good standing.

All stockholders with a 20% or more interest in the company must provide a personal guarantee.
Limited Liability Company 

An LLC is a group of individuals called members, which could also be separate partnerships or corporations. LLCs are formed to limit liability in some way of the owner-members. LLC borrowers must provide the credit union with a copy of their operating agreement, bylaws and LLC resolution to borrow. They must also provide a copy of the minutes whereby the members authorizes the borrowing and designated officer of the corporation to act on behalf of the LLC. A copy of an LLC formation and filing will be required.  It is necessary to obtain a guarantee from all members with a 20% or greater interest in the LLC.

Credit Bureau and Agency Reports

A current credit bureau and agency report is required on all new credit relationships. Updated reports shall be obtained upon loan renewal and when deemed necessary by the credit union.

For individual credit reports refer to a credit reporting agency such as Experian and for business credit information, including comparisons to industry and all recorded information about the company, refer to Merchants Information Solutions (602-744-3700 or www.merchantsinfo.com). 

Loan Presentations

Loan presentation sheets shall be prepared on an annual basis on all business borrowing relationships where the total indebtedness exceeds $50,000. The MBLM is responsible for the loan presentation sheet. Loan presentation sheets shall be prepared in advance on all credit requests and renewals of credit and submitted to the appropriate level (VP of Lending or MBLC or Board of Directors) for action.
The following documentation may support each request for an extension of credit, or for an increase in an existing loan or Line of Credit:
· Business loan application, signed by or on behalf of each person or entity that will be liable for repayment.

· Current balance sheet

· Cash flow analysis

· Comparison with industry average or similar analysis

· Year-to-date income statement
· Accountant prepared year-end financial statements for the preceding three fiscal years 
· Two years of tax returns, both corporate and personal

· Periodic updating of financial statements and other documentation, including tax returns on all loans over a one-year term

· Business plan for SBA loans

XVI. APPRAISAL and ENVIRONMENTAL POLICY
Part 722 of the National Credit Union Administration (NCUA) Rules and Regulations clearly defines authority, purpose, and scope of appraisals required for any real estate loan, and has specific rules and regulations for business loans secured by real estate. Real estate-related transactions require appraisals to be performed in writing, in accordance with uniform standards, by appraisers whose competency has been demonstrated and whose professional conduct will be subject to effective supervision.

State-Certified and State-Licensed Appraisers

There are two categories of appraisers: the state-certified appraiser and the state-licensed appraiser. The state-licensed appraiser can perform all appraisals generally required by a consumer real estate department for loans collateralized by owner-occupied, 1- to 4-unit residences. A state-certified appraiser is required for all loans for business purposes secured by real estate, including:

· All transactions whose value exceeds $250,000. (Although Interagency Appraisal and Evaluation Guidelines state that business loans of $1,000,000 or less could have an appropriate “evaluation”  in lieu of an appraisal and business loans over $1,000,000 require appraisals prepared by state certified appraisers, NCUA rule 722.3 states that all transactions whose value exceeds $250,000 have an appraisal prepared by a state certified appraiser.   

· A renewal of an existing extension of credit where there have been no obvious changes in market conditions or physical aspects of the property that threaten the adequate protection of the transactions even with the advance of additional monies.

· The loan is wholly or partially guaranteed by a United States government agency.

For loans with a value under $250,000, a state-licensed appraiser could be used, or an appraiser that the credit union is using for either the consumer loans or loans secured by 1- to 4-family residences.

Minimum Appraisal Standards

All appraisals should, at a minimum, conform to generally accepted appraisal standards as evidenced by the Uniform Standards of Professional Appraisal Practice (USPAP) and they should contain:

· Sufficient information and analysis to support the credit union’s decision to engage in the transaction

· Analyze and report appropriate deductions and discounts for proposed construction or renovation, partially leased buildings, non-market lease terms, and tract developments with unsold units

· Be based on the definition of market value, the most probable price which a property should bring in a competitive and open market under all conditions requisite to a fair sale, the buyer and seller each acting prudently and knowledgeably and assuming the price is not affected by undue stimulus. Implicit in this definition is the consummation of a sale as of a specified date and the passing of title from seller to buyer under conditions as defined in Part 722.2 of NCUA Policies and Procedures:

· Buyer and seller are typically motivated

· Both parties are well informed or well advised and acting in what they consider their own best interests

· A reasonable time is allowed for exposure in the open market

· Payment is made in terms of cash in US dollars or in terms of financial arrangements comparable thereto

· The price represents the normal consideration for the property sold unaffected by special or creative financing or sales concessions granted by anyone associated with the sale

The certified appraiser may be a staff appraiser or a fee appraiser. If an appraisal is prepared by a staff appraiser, the appraiser must be independent of the lending or investment functions and not involved, except as an appraiser in the transaction and has no direct or indirect interest, financial or otherwise, in the property. The appraiser must always exercise independent judgment.

A fee appraiser is one engaged directly by the credit union has no direct or indirect interest, financial or otherwise, in the property or the transactions. 

The credit union may also accept an appraisal prepared by an appraiser engaged directly by another financial services institution, if the appraiser has no direct interest, financial or otherwise, in the project transaction and the credit union determines the appraisal conforms to the requirements outlined in the credit union policy and procedures. In addition, the credit union shall require the appraiser rewrite the first page of the appraisal, addressing the appraisal to the credit union.  A “Real Estate Appraisal Review Form” must be completed and reviewed for all appraisals accepted which are prepared for another financial institution.

Dollar Amount of Loan

Any business loan over $250,000 collateralized by real estate requires an appraisal completed by a state-certified appraiser, as defined above.

Approved Appraisal List

To prevent “friendly appraisals” and to insure that appraisals are of high quality, the credit union periodically adds and removes appraisers from a board approved list. The Mortgage Manager, Quality Control Officer and VP of Lending review all outside mortgage quality control company’s (TENA) audit reports which include a through analysis of appraisal quality and thoroughness. Appraisers are removed from the list if a trend of issues is present.  To be considered for approval, candidates must submit resumes which include education, experience, servicing areas and certifications. This information is presented to the board and appraisers are added based on credit union needs.  The list typically has twelve appraisers which are rotated.

Real Estate Appraisal Reviews and Reappraisals

It is the MBLM’s responsibility to review all of the appraisals of real estate on all of the loans in the loan officer portfolio. Upon receipt from the appraiser, the loan officer shall read the entire appraisal. The loan officer shall make sure the appraisal is addressed to the credit union, describes adequately the property being appraised, contains a valuation based upon market, comparable sales, income, and makes sure there are no adverse aspects of the property that would impact the property or future value in any way.

Reappraisals may be done if there has been a drastic change in the market since the last appraisal. A new appraisal may also be required if the loan begins to deteriorate and the credit union wants to make sure that the underlying collateral still supports the outstanding principal balance of the loan.

In general, once a long-term (e.g., 12-year) real estate loan is made with 80 percent loan-to-value ratio, another appraisal is not required.

Use of Existing Appraisals and Evaluations

Where a loan is under $250,000, an appraisal indicating comparable sales valuation is all that may be required. The credit union may elect to obtain appraisals on line, or limited appraisals for these loans. We may also elect to use a licensed appraiser that has already been approved in the consumer real estate department.

A credit union may use an appraisal originally ordered by another financial institution, if that appraisal is less than one year old, the appraiser is on the board approved appraisal list and the appraiser re-addresses the appraisal to the credit union.

Renewal, Refinancing, and Other Subsequent Transactions

Generally a new appraisal is not required for renewals unless there has been a sharp change in the market and the credit union wants to be sure that the subject real estate remains sufficient to cover the loan amount at the 80 percent loan to value. All refinancing shall require new appraisals, unless there is an existing appraisal on file that is less than a year old and was completed by a Board-approved appraiser. 

Business Loan Appraisals

All business real estate loan appraisals all must be done by a state-certified appraiser. For business loans collateralized by real estate where income is being or going to be derived from the subject property, a rent roll or copies of all of the leases must be included. This information must be provided to the appraiser and must also be used to determine the property’s cash flow calculated as follows:

· Total income from building

· Less actual expenses or a percentage of income (could range from 7 percent to 15 percent)

· Less a vacancy factor (could range from 7 percent to 12 percent)

· Equals net income from building or cash flow to service debt

Dividing this number by the amount of monthly debt service requirement will give you the 
debt-service ratio which must be at least 1.2X.

Other Collateral Appraisals

Other collateral appraisals may include appraisal of value on equipment or appraisal on value of business. The equipment valuation may be obtained from a CPA or a person who is regarded as an expert in the field by the community.

Environmental Policy
Environmental surveys conducted by an environmental consultant or engineer must be completed for certain types of business loans secured by real estate.  Like appraisals, environmental surveys must be received and reviewed as part of the underwriting process before loans are committed.  

At the direction of the credit union, a Phase I or Phase II assessment may be required for any loan transaction.

Property inspection. The MBLM is responsible for a property inspection of commercial real estate for all loans secured by real estate. Loan transactions of $500,000 or less do not require an environmental study.

Abundance of caution. For liens taken on real estate only for the purpose of providing additional collateral or to preserve a lien position, and the repayment of the loan is not expected from the sale of the property, no environmental survey is required.

Phase I environmental assessment includes, at a minimum, the following steps:

· Review the previous property owners and usage of the site. (The time period to be reviewed is determined by the consultant but must include a minimum of 40 years.)

· Contact the appropriate governmental authorities to determine if the site or adjacent properties are known to contain hazardous substances or other environmental conditions, such as wetlands, underground storage tanks, waste storage or disposal facilities (i.e., environmental conditions).

· Review local, state, and federal records for evidence of past or existing contamination, or violations of environmental regulations or environmental conditions at the subject site or adjacent properties.

· Review site operations for recordkeeping and reporting of the handling, storage, transportation, or disposal of hazardous substances, if appropriate.

· Contact past property owners, past employees, or appropriate individuals regarding their knowledge of the handling, storage, transport, or disposal of hazardous substances, if appropriate.

· Review aerial photographs, if available.

· Visit the site and adjacent property and determine if there is any visible evidence of existing or potential contamination or other environmental conditions.

· Prepare a written report to the credit union which must address each of the applicable items above and include the following additional elements:

· Site location map

· Photographs of the subject site/facility

· Property/facility drawing, when appropriate This is an expense and may be unnecessary for smaller transactions

· List of former owners

· List of individuals, agencies, and organizations contacted

A Phase II environmental survey is required when a Phase I indicates potential environmental concerns on commercial real estate. A Phase II is an assessment of the actual presence or absence of hazardous substances and contamination at a real property site. If environmental problems are detected, the owner of the property is required to inform the proper local, state, and federal authorities of the problem and provide an outline for remediation. All remediation actions, which are recommended in a Phase I or Phase II report, shall be resolved prior to closing. The MBLM will monitor post-closing remediation and other actions by the borrower.

Phase II environmental assessment includes at a minimum the following steps:

· Conduct an analysis on soil borings, building materials, and air and water samples, if appropriate. The number and locations of samples taken and types of analyses conducted are determined solely by the consultant in consultation with the borrower, based on the Phase I assessment.

· Conduct any tests necessary to establish either the absence of hazardous substances or the nature and extent of contamination.

· Prepare a written report to the credit union, certifying the site does not represent a significant environmental risk to the credit union, or recommend remedial action if contamination is determined to be present, and the estimated costs.
XV. LOAN ADMINISTRATION:

Loan Monitoring

The MBLA shall monitor all loan activity to ensure that every loan is in compliance with the credit union’s policy and procedures and all applicable state and federal laws and NCUA Rules and Regulations.

The credit union shall be consistent and diligent in monitoring the loan, analyzing the financial statements for compliance with applicable ratios, and insist on the continuous flow of information from the borrower, as required by the loan documents. 
The MBLA must also watch for and document early signs of trouble, such as the borrower’s inability or unwillingness to answer basic financial questions, the tightening of credit terms by trade creditors, the repeated inability to meet projections, and consistent working capital deficits.

The general rule of law in both commercial and consumer lending transactions is that both lenders and borrowers have a duty to conduct themselves in the spirit of good faith and fair dealing when negotiating, closing, administering, or collecting a loan. 

Loan Pipeline

A pipeline report shall be used to monitor loan progress through the credit union data processing system. 

XVI. COLLECTION POLICY FOR BUSINESS LOANS

Due to the often complicated nature of MBLs, any account which falls into the early stages of delinquency shall be contacted by the VP of Lending or a member of the Business Lending Department.  The person making the contact shall identify the cause of the delinquency, gather information to determine if the problem is short or long-term and shall confer with the Collections Manager to rectify the problem or situation as needed to minimize loss to the credit union. Loans at risk of becoming reportable delinquencies are to be reported to the CEO and Board of Directors.
​
Business Loan Workouts

To decrease the number of possible loan losses and charge-offs, the credit union shall work with borrowers to return them to a healthy financial condition.

Nonaccrual of Interest

No interest should be accrued on:

· Any asset that is maintained on a cash basis because of deterioration in the financial position of the borrowers.
· Any asset for which payment in full, interest and principal, is not expected.
· Any asset upon which principal or interest has been in default for a period of 90 days or more, unless agreed upon by the business loan officer and the workout specialist.
A nonaccrual asset may be restored to an accrual status when all of the following occur:

1.
None of its interest or principal is due and unpaid.
2.
It becomes well secured.
3.
It is in the process of collection and the source of repayment is well defined.
Commercial real estate loans on which principal or interest is due and unpaid for 90 days or more are required to be placed on nonaccrual status if they are both well secured and in the process of collection. 

Previously accrued but uncollected interest applicable to any asset placed on a nonaccrual status should be charged off in accordance with generally accepted accounting principles.
The treatment of subsequent payments, either as principal or interest, should be handled in accordance with generally accepted accounting principles. Accepted accounting treatment restricts the recognition of income on any nonaccrual asset in which collection of principal in full cannot be reasonably expected or in which a principal charge-off is still outstanding.

Charge Offs
Extensions of credit determined to be uncollectible shall be charged off within a reasonable time of such determination.

Sound credit principles shall be applied when evaluating the viability of primary and secondary sources of repayment and determining if an extension of credit, or a portion thereof, should be charged off. Extensions of credit characterized as uncollectible are generally of such little value that continuance as a bankable asset is no longer warranted. This does not mean that a credit extension has absolutely no recovery potential. Loans requiring long term recovery efforts or an extended period for a collateral liquidation are deemed uncollectible.

Charge-Off Recommendation

All deteriorating loans or loans in a workout status shall be reviewed at least monthly for charge off. All loan charge off recommendations shall be submitted to the board of directors for approval.
A delinquent business loan shall be charged off in the calendar month in which it becomes no more than 180 days delinquent, unless it is well secured or in the process of imminent collection. With approval by the Board of Directors and proper documentation in file, exceptions may be made if it is clearly known that payment in full will be forthcoming. If charge off does not occur because of proper exception, the loan must be placed on nonaccrual of interest status. A loan shall not be left on nonaccrual status beyond six months; a request for extension should be properly executed with the appropriate approvals.

Bankruptcies shall be charged off upon discharge. Charge-offs shall be documented appropriately by completion of a charge-off memorandum outlining the reason for the charge-off and prospects for recovery. Details of any specific reserve also shall be documented in the file.

Charge Card and Other Unsecured Revolving Business Credit

Business charge card and other unsecured revolving credit arrangements should be reviewed for charge-off on a monthly basis and charge-off recommendations made to the Board of Directors for approval.

Business charge card and other unsecured revolving credit arrangements shall be charged off at the earlier of recognizable loss, or within 30 days after becoming 180 days contractually past due. Credit files shall be appropriately noted regarding the charge-off.

Allowance for Loan Losses (ALL) Account 

The ALL account shall be maintained at a level sufficient to absorb estimated losses inherent to the loan portfolio. The ALL shall be evaluated monthly to ensure that it is at an adequate level. If it is determined to be inadequate, provisions shall be made to the allowance during the review to ensure accurate financial statement reporting. 

Overdrafts

Overdrafts recognized as a loss shall be charged to the ALL account if in excess of $5,000, or to expenses if less than $5,000.

XVII. LOAN GRADING AND RISK CLASSIFICATION

All business loans are assigned a risk grade based on all available quantitative information. Each credit application and review is graded on seven categories, and then an overall grading category is assigned. All factors are considered to determine to what degree the borrower operates a responsible, successful business. The categories are as follows:

· General definition
· Financial information

· Operations cash flow

· Balance sheet

· Business management

· Industry/economy

· Collateral

Each credit is graded from one to eight. A grade of one indicates the highest quality credit, while an eight indicates a loan loss has occurred. Categories and overall grades are based on a grade matrix.

Loan grades are then used to determine an appropriate reserve for business loan losses. The allowance for loan losses (ALL) will help maintain the credit union’s financial position when losses occur. The ALL requirements shall be updated monthly by the MBLM and submitted to the Chief Financial Officer for proper administration of the reserve account.

Assuming all criteria meet the credit union’s minimum guidelines, the most heavily weighted categories are cash flow and management. Loans can be strengthened by financial covenants including requirements or restrictions on:

· Financial ratios

· Borrowing

· Management salaries

· Other factors

Compliance with these covenants may improve the borrower’s risk grade while noncompliance may indicate a decline in credit quality.

Loan Grading Categories

Grade One — Highest Quality Risk

Ideally, loans would be fully secured by liquid property, margined collateral (liquid stocks, bonds, savings instruments, and cash surrender value life insurance (CSVLI)) as defined by credit union policy and procedures. Additionally, collateral would be fully secured by liquid property. This would be the highest quality risk. However, most “Grade One” loans are ranked as follows:

General definition: These are loans to recognized national companies that enjoy ready access to major capital markets. Borrower’s public debt offerings are accorded investment grade ratings by recognized rating agencies.

Financial information. The borrower has unqualified audits prepared by nationally recognized accounting firms. Audits and interim statements are received within three months of reporting period.

Operations cash flow. The borrower has cash flows that are consistently profitable with results above industry averages. The borrower has historically strong debt service coverage. The borrower consistently generates sufficient internally generated cast to fund debt service, equity, additions to plant and equipment, working capital and other cash use requirements.

Balance sheet. Its key balance sheet ratios and asset utilization efficiency above industry norms. The borrower has a strong, stable balance sheet. Its public debt offerings are accorded investment grade rating as established by recognized rating agencies.

Business management. Management of the operations is perceived as superior in-depth and diversification by recognized rating agencies. 
Industry/economy. There are no significant adverse financial implications related to business risks, including no known or anticipated environmental concerns. Steady growth in the industry is anticipated. There are no materially significant adverse financial implications anticipated as a result of normal cycles within general economy.

Collateral. Collateral, if any, is taken for control purposes. There are no known or suspected environmental implications affecting collateral.

Grade Two — Superior Risk

General definition. These loans are loans to well-seasoned borrowers displaying strong financial condition, consistently superior earning performance, and access to a range of financial alternatives. The borrower’s trends and outlook, as well as those of its industry group, are positive.

Financial information. The borrower has unqualified audits prepared by a “reputable” national or regional accounting firm qualified to handle the engagement. Its audited annual and interim financial reports and other required financial information received in a timely manner. The borrower has access to additional financial information available upon reasonable request.
Operations cash flow. The borrower is consistently profitable with results above the industry standards. The business has historically strong debt service coverage. It is consistently generating sufficient internally generated cash to fund debt service, equity, additions to plant and equipment, working capital, and other cash uses.

Balance sheet. Its key balance sheet ratios and asset utilization efficiency is above industry standards. The borrower has a strong, stable balance sheet. The borrower has limited reliance on short-term debt. The borrower is able to obtain financing from a variety of public as well as private funding sources.

Business management. Borrower is perceived to have an excellent management team and qualified experienced succession. Borrower has performed well during difficult times. Borrower does extensive long- and short-term contingency planning. Projections are  consistently met or exceeded. Borrower utilizes outside resources, i.e., CPA, legal counsel, strong and active directors, etc., and are a leader in trade or industry associations.

Industry/economy. There are no significant adverse financial implications related to business risks, including no known or anticipated environmental concerns. Steady growth in the industry anticipated. No materially significant adverse financial implications anticipated as a result of normal cycles within general economy.

Collateral. Collateral, if any, is taken for control purposes. There are no known or suspected environmental implications affecting collateral.

Grade Three — Satisfactory Risk

General definition. These are loans to established borrowers that display strong financial condition and operating results. The borrower has the capacity to service debt and it is consistently demonstrated at a level consistent with or above the industry standards. Borrower and industry outlook are considered good.

Financial information. The borrower’s compiled financial statements are prepared by a reputable independent accounting firm qualified to handle the engagement. The borrower’s financial statements and additional requested information are received in a timely manner. The borrower has access to additional information upon reasonable request.

Operations cash flow. The borrower is consistently profitable with results above the industry standards. Its historical debt service coverage is equal to or better than industry standards. The borrower consistently generates sufficient internally generated cash to fund debt service, equity, additions to plant and equipment, working capital, and other cash uses.

Balance sheet. The borrower’s key balance sheet ratios and asset utilization efficiency comparable to industry averages. It has stable balance sheet trends consistent with industry standards. An annual payout usually occurs on line borrowings.

Business management. Borrower has good management depth supported by successor management. Borrower has met all obligations to creditors satisfactorily. Borrower has well conceived short- and long-term and contingency business plans. Past projections exhibit consistency with actual performance. Management is perceived to exhibit unquestionable character and is cooperative with the credit union. Borrower effectively utilizes resources.

Industry/economy. The borrower experiences to adverse material implications related to identifiable business risks are manageable. There are no known or suspected environmental concerns. The long-term industry outlook is satisfactory. 
Collateral. The collateral adequately margins outstanding debt and loan documentation mechanisms are in place to trigger collateral controls if credit deterioration were to warrant action. There are no known or suspected environmental implications affecting collateral.

Grade Four — Acceptable Risk

General definition. These are loans to borrowers whose current financial condition, while functionally adequate, may be deficient in one or two categories, exclusive of cash flow and debt service. The normal comfort levels are achieved through close monitoring of the credit and strength of loan collateral and/or guarantees.

Financial information. The borrower’s compiled financial statements are prepared by a reputable, independent accounting firm or it has Borrower prepared financial statements supported by IRS tax returns prepared by a reputable, independent accountant. Its financial statements and additional requested information are received in a timely manner. The borrower has access to additional information upon reasonable request.

Operations cash flow. The borrower’s operating performance may be inconsistent; however, improvement is anticipated. Its historical debt service coverage is marginally sufficient (>1x) yet below industry averages, but improved future debt service coverage is projected. Historically internally generated cash flow statements may reflect sufficient cash flow to fund debt service, equity, in addition to plant and equipment, working capital, and other cash uses, but adequate future internally generated cash flow is anticipated to be sufficient.

Balance sheet. Borrower maintains adequate current position (within parameters of industry norms); however, leverage is probably somewhat higher than industry average and fixed assets are probably leveraged. The borrower consistently uses its line to take advantage of trade discounts from major suppliers. Pay-downs on the line occur, but payoff periods are not usually achieved.

Business management. The borrower exhibits capable management; however, depth and successor management appears lacking (deficiency supported by key person life insurance and/or disability insurance). Its past obligations have been generally met as agreed to. Management is perceived to exhibit unquestionable character and is cooperative with the credit union. Business planning appears rudimentary; however, management is perceived to exhibit adequate foresight and direction and is capable of providing reliable supportive projections. Management may not fully utilize outside resources.

Industry/economy. Adverse material implications as a result of identifiable business risks are not anticipated to be catastrophic, including environmental implications, which are fully identified, qualified, and considered manageable. The long-term industry outlook acceptable; any downturns are expected to be cyclical in nature. Adverse material changes as a result of changes in general economy are not anticipated to be catastrophic.

Collateral. Collateral adequately margins outstanding debt, and the credit and collateral are closely monitored and controlled. No materially adverse environmental implications directly affecting collateral, although there may exist other related environmental concerns, which are, however, fully known and quantified.
​Grade Five — Management Watch
General definition. The loans in this category are currently protected, but are potentially weak. The assets constitute an undue and unwarranted credit risk, but not to the point of justifying a substandard classification. These loans have potential weaknesses, which may, if not corrected, weaken the asset, or inadequately protect the credit union’s credit position at some future date.

Financial information. The borrower has poor quality financial reporting does not comply with GAAP in terms of format or full disclosure. Its statements and additional requested materials may not be provided in a timely manner. The credit union may have difficulty in obtaining additionally requested information and answers to questions.

Operations cash flow. The borrower’s operating performance is inconsistent and commonly shows declining trends, marginal portfolio, or small losses. Only nominal potential improvement is anticipated. The borrower’s historical debt service coverage inconsistent. On average, debt service coverage approximates one times (1 X) however, only nominal potential improvement is noted. Historically, the borrower’s internally generated cash flows have been sufficient to fund debt service and other cash uses, and only nominal improvement is anticipated.

Balance sheet. The borrower’s balance sheet ratios are below industry norms, with probable declining trends. The borrower has significant reliance on short term borrowings to support trade debt, which may be stretched. The overall leverage is higher than industry norm and probably increasing, due to lack of cash flow to support equity in cash uses. It has nominal equity in fixed assets. 

Business management. The borrower lacks management depth, including a demonstrated lack of understanding all aspects of business operation. Management succession lacking (key-person disability and life insurance not in place). Management planning is severely deficient and it is difficult to determine business direction. The borrower’s projections, if provided, may be unreliable. Not all of The borrower’s credit transactions are handled as agreed. Management is perceived to be honest, but may not be totally cooperative with the credit union. The use of outside resources is limited to requirements of credit union.

Industry/economy. There is significant potential for adverse material implications resulting from identifiable business risks, including environmental problems, which may not be fully known and quantified, but potentially represent material implications to borrower’s operations. A stagnant or declining industry outlook is present. The borrower has significant potential for adverse financial implications from anticipated change in general economy.

Collateral. The collateral appears to be adequately margined to outstanding debt; however, loan structuring, monitoring, and controls need to be enforced and/or strengthened. Real estate, if taken as collateral, may be subject to environmental liability; however, the problem is fully identified, quantified, correctable, and deemed not to jeopardize the credit union’s position if corrected.

Grade Six — Substandard

General definition. These are loans classified substandard because they are inadequately protected by the current sound worth and paying capacity of the obligor or the collateral pledged. The assets classified must have a well defined weakness, which jeopardizes the liquidation of the debt. These loans are characterized by the distinct possibility that the credit union will sustain a loss if deficiencies are not corrected.

Financial information. The borrower’s financial information is severely deficient in varying combinations of criteria with the most important criteria being reliability of information and timeliness or receipt thereof.

Operations cash flow. The borrower’s cash flows reflect marginal operating performance and losses are common and there is no improvement anticipated. The borrower shows unsatisfactory debt service coverage (less than 1x) with no improvement anticipated. Historically, the internally generated cash flow has been insufficient to fund debt service and other cash uses. The borrower is in need of equity to support operation.

Balance sheet. The balance sheet ratios are significantly below industry norms and deteriorating. There is poor liquidity with heavy reliance on short-term borrowings. The borrower’s trade debt is past due. Leverage is significantly higher than industry norm and deteriorating due to lack of cash flow to support equity in cash uses. There is usually no equity or negative equity in fixed assets.

Business management. Borrower lacks management depth, including demonstrated lack of understanding of all aspects of business operation. Management succession lacking (key-person disability and life insurance not in place). Management planning is severely deficient and it is difficult to determine business direction. Projections, if provided, are unreliable. The borrower does not handle credit union transactions as agreed. Management’s character and integrity may be an issue of concern. The borrower’s use of outside resources is limited to requirements of the credit union.

Industry/economy. The borrower has a high degree of likelihood of catastrophic financial implications resulting from identifiable business risk, including significant material environmental liability. The industry outlook is stagnant or declining. There is a high degree of likelihood of catastrophic financial implications resulting from anticipated changes in general economy.

Collateral. The adequacy of collateral coverage appears to quantifiably margin outstanding debt; however, the credit union’s collateral position may be partially at risk because of improper credit structuring, controls, monitoring and/or file documentation. Additionally, there may exist environmental concerns associated with real estate (if part of collateral), which if not corrected, will materially affect real estate value in liquidation.

Reserve. Ten percent (10%).

Grade Seven — Doubtful
General definition. A loan is classified as doubtful when it has all the characteristics of a substandard credit with the added characteristic that the weaknesses make collection in full on the basis of currently existing facts, conditions, and values, highly questionable and improbable. Because of specific pending factors, the asset classification of an estimated loss is deferred until more exact status can be determined.

Financial information. The borrower’s financial information is severely deficient in varying combinations of criteria, with the most important criteria being reliability of information and timeliness or receipt thereof.


Operations cash flow. The borrower is experiencing consistent operating losses and no improvement is projected. It has unsatisfactory debt service coverage, significantly less than 1x with no improvement projected. The borrower consistently has insufficient internally generated cash to support debt service and other cash uses. Once again, no improvement is projected.

Balance sheet.  The borrower is insolvent.

Business management. The borrower is poorly managed, exhibiting substantial deficiencies in varying combinations of criteria.

Industry/economy.  The borrower is insolvent.

Collateral.  The collateral coverage in the event of liquidation is inadequate, but the extent of loss is not currently determinable.

Reserve.  Fifty percent (50%).

Grade Eight — Loss

General definition. These are loans that are considered uncollectible and of such little value that their continuance as a bankable asset is not warranted.

Financial information. The borrower’s financial information is severely deficient in varying combinations of criteria, specifically reliability of information and timeliness of receipt.

Operations cash flow. The borrower has consistent operating losses with no improvement projected. It has unsatisfactory debt service coverage, significantly less than 1x with no improvement projected. It has consistently insufficient internally generated cash to support debt service and other cash uses. Once again, no improvement is projected.

Balance sheet.  The borrower is insolvent.

Business management. The borrower is poorly managed, exhibiting substantial deficiencies in varying combinations of criteria.
Industry/economy. The borrower is insolvent.

Collateral. The collateral coverage in the event of liquidation is inadequate, but the extent of loss is not currently determinable.

Reserve. One hundred percent (100%).
XVIII. PARTICIPATION LOANS 
Loan participation is a sale of a portion of a loan from one credit union to another (or several) credit union(s). TSCU will only participate in loans that meet requirements for originated loans as set forth in this policy and procedure and as permitted by the Board of Directors and the NCUA. 
The Credit Union will consider selling participations on loan requests exceeding the loans to individual borrowers and associated affiliates lending limits and thresholds set forth in this policy and in conformity with 723.8.

The Credit Union will perform independent evaluations of  credit quality on any participations purchased to include documenting the obligations, analyzing collateral and will maintain complete and current credit information on the borrower throughout the term of the credit extension. If the credit union declines to participate in a loan proposed by another lender, it will state the reason in writing to the originating institution.

Participations purchased should not exceed policy limits stated above or any regulatory guidelines. For each participation loan, a written master participation agreement shall be properly executed, approved by the appropriate credit union authority and its board and a copy of the entire credit file retained in credit union’s offices.
For each loan participated, each participating financial institution must execute an approved participation sales agreement to outline the respective duties and responsibilities of those involved. 
All loan participations will be reported to the Board of Directors at the next regularly scheduled meeting.

Originating Loans
On participations sold, the credit union will provide the purchasing financial institution with complete, current and accurate credit information on the borrower.  Additionally, TSCU will provide prospective purchasers with reasons for any and all previous participation declines.
When a TSCU originates participations, it should:

· Retain an interest of at least 10 percent of the face amount of each participation loan
· Retain the original of the master participation agreement and the other related loan documents 
· Use the same underwriting standards for the participation loans as are used for other business loans, unless there is a participation agreement in place prior to disbursement that addresses any variance from the underwriting standards used for other credit union business loans 
· Decide exactly how the participation will be structured and presentation of its proposal to the invited participants, fully expecting that one or more of them may want to negotiate a few of the points raised 
· Carefully draft all documentation and have it reviewed by legal counsel 
· Properly perfect the security interest 
As an originating lender, TSCU should realize that, although language will be included in the participation agreement that provides the originator is not acting as a fiduciary, the originating lender may be held to a higher standard of care if the credit deteriorates due its status as the lead credit union. Further, as originator, the CU should have all accurate and current financial information on the borrower, and should disclose this to the participants initially and throughout the term of the loan. The CU must also carefully monitor all aspects of the credit transaction and keep the participants fully apprised of all relevant, material, or significant changes, occurrences, or events. Additionally, as originating lender, the CU should not take any action with respect to the credit that will change the terms and conditions in any way with out notifying all of the participants and obtaining their consent.

Loans Originated by Other Credit Unions
When the credit union is not the originating lender, but is a participant, we shall:

· Participate only in loans it is empowered to grant within this document. 
· Retain the original or a copy of the written participation loan agreement and underlying loan documents, and a schedule of the loans covered by the agreement. 
· Report to the Board of Directors the disbursements of proceeds to the originating lender. 
· Review and independently request and examine the credit status of the borrower and make an independent decision as to whether to participate in the transaction without relying on the representations or assurances of the lead or other participants. 
· Carefully review the terms of the participation agreement. 
· Review and evaluate the loan documentation. 
· Evaluate the value of the collateral and the priority position of the security interest. 
· Ensure that the lead credit union will properly perfect its security interest. 
· Independently maintain our own records. 
· Request financial statements, current credit information, and all other documents on a regular basis so that we are actively taking part in the risk monitoring of the loan. 
In general, the participation agreement should not be passive, relying on the lead to protect our interest. We may consider having it reviewed by legal counsel.
Participation Pricing Strategies

Generally participations should be on a par and pro rata basis for rate of interest and points. Servicing costs, however, might be the exception recognized to justify retention by the originating institution of a reasonable “fee” (e.g., .125% of 1%) or more than a pro rated share of points charged (e.g., .25% of 1%) when the loan is made. Participation rates should always be compared to the prevailing interest rate market and appropriate analysis of comparable investment opportunities. Participations shall be viewed as investment opportunities and therefore compared to other alternatives.

Participation Loan Documentation

For each loan participated in, there must be a participation sales agreement between the selling credit union and the buying credit union. This document shall stipulate the duties of each participant and how the participation will proceed. Legal review of document should be considered as necessary.  
Loan Evaluation

When evaluating a loan to participate in, a credit union should consider two very vital elements — credit quality and cash flow.

Credit Quality

The credit quality of loans under consideration should be no less then the quality the credit union would want in its own business loan portfolio. There is no solace gained because it is a participation loan. The credit union shall recognize and address risk as if it were underwriting the loan. It is imperative that strict credit standards be maintained when reviewing and analyzing the participation loan opportunity. 

Cash Flow

Because cash flow is every business loan’s primary repayment source, special attention should be paid to the source of cash flow of the borrower and the repayment of the participated loan. If the cash flow is not adequate or is less than our credit union’s requirements, then the participation should be declined. 
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