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I. PURPOSE
This Concentration Risk Policy (CRP) of the Maine Solutions FCU, hereafter referred to as the "Credit Union,” sets forth the concentration limits on certain products where high concentrations could result in financial exposure or losses.  This Policy also identifies certain areas of concentration risk that are impossible to eliminate, or are difficult to quantify, reduce or diversify away.  It also identifies how concentration risks will be monitored and controlled by management.  The contents of this Policy are approved by the Board of Directors (BOD) and are to be followed by Management.  

To the extent that any concentration exceeds the limits imposed at the time this CRP is approved, the Credit Union will work toward reducing that exposure in an orderly manner.  The budget or strategic plan in such cases should be consistent with the limits set forth in this Policy.  However, the BOD recognizes that timely adjustments in certain product or service areas may not be possible due to contractual obligations and thus may require an extended timeframe.  Furthermore, certain limits in this CRP may be superseded by or otherwise more restrictive than limits imposed by other policies such as the ALM/IRR Policy, Lending Policy, Liquidity Policy, and Investment Policy.  This is explained below.  
II. RESPONSIBILITY
The BOD is responsible for the formulation of this CRP.  The BOD delegates decision-making authority to the CEO for implementation and executing related day-to-day decisions.  All concentration risk decisions shall be consistent with this Policy.  The BOD also delegates authority to the Asset‑Liability Management Committee (ALCO) to act as liaison between the BOD and Management in CRP matters.  In addition to the ALM functions specified in the ALM/IRR Policy, the CRP functions of ALCO are as follows:

1. Periodically monitor and review CRP criteria and standards;    

2. On a quarterly basis, review and monitor actual concentration risk levels relative to the risk limits set forth in this Policy;
3. Include Appendix A of this Policy in the Board packet quarterly; 

4. Review this Policy at least annually or more frequently as needed and recommend changes to the BOD when appropriate; and
5. Ensure that the annual budget addresses the concentration limits set forth in this Policy.
III.
CONCENTRATION RISK

In determining concentration limits, one of the guiding principles is to focus on those potential areas in a balance sheet that can cause problems.  Concentration risk results from a significant reliance on particular products and/or services such that unforeseen negative “events” could cause serious financial and/or reputational problems and threaten the institution's ability to maintain its core operations. Examples of such events are a primary sponsor downsizing, a significant decline in housing values, or a significant increase in unemployment within the service area.  In addition to routine day-to-day events, there may be low probability but high severity events.  The latter are potentially more problematic due to their unpredictability and severity.    

The BOD's Concentration Risk philosophy is reflected in the limits shown in Appendix A, Concentration Limits & Reporting Document.  The BOD recognizes that certain concentrations may be unavoidable or virtually impossible to diversify away.  A concentrated membership, reliance on a sponsor, and a geographically or otherwise limited service area are examples of legally imposed constraints that limit the ability of the institution to diversify.  The BOD also recognizes that such concentrations require careful and more diligent supervision, oversight and monitoring in order to control and mitigate the underlying concentration risk.  

IV.
DETERMINING RISK LIMITS

A.
Asset Considerations
The primary focus of concentration risk limits on loan categories is credit risk.    Supervisory Letter 10-CU-3, March 2010, indicated that limits should be determined in relation to Net Worth. Therefore, limits on any category with credit risk are set as a % of Net Worth in Appendix A.  
To the extent that a "high" limit is set on particular loan categories, this must be justified by more oversight and conservative underwriting standards within the particular portfolio.  These include but are not limited to consideration of the following:  
1. LTV Ratios 



5.
Loss Experience
2. Credit Scores 



6.
Collateral 
3. Debt-to-Income Ratios 


7.
Lien Position
4. Funding Strategy for ALL

8.
Net Worth
It is recognized that there could be a concentration risk in the aggregate loans and LOC written on behalf of an individual borrower or business. Management will use various risk assessment and underwriting techniques and ratios to determine the exposure to such a borrower.  

B.
Liability Considerations
Liability limits are based on their size relative to Total Assets (which is the same as Liabilities & Net Worth) rather than Net Worth.  In the case of liability concentrations, the primary focus is on interest rate risk and liquidity risk, that is, the risk of sudden, significant outflows.  The core deposit categories of non-interest bearing drafts, interest-bearing drafts and regular shares are not limited in Appendix A.  It is assumed that these collective accounts represent stable balances despite the fact that such funds can be withdrawn with no notice or penalty.  As a practical matter, the aggregate balances in these accounts behave as if they are long-term deposits. 
The appropriate amount in member certificates and the length of the certificate portfolio will depend primarily on the amount in long-term fixed-rate mortgage loans and long-term investments and the extent to which the corresponding interest rate risk must be mitigated. This will be determined using periodic ALM analyses.  Regular member certificates are risk-reducing because they lock in funds for a fixed period at a fixed cost. Regular member certificates slow the upward repricing of the COF and therefore reduce interest rate risk and liquidity risk.  Furthermore, most members roll their certificates at maturity.  Despite their desirable features, due to regulatory concerns over their higher cost, member & IRA certificates are limited in Appendix A. 
When evaluating the potential for liquidity risk and setting limits on deposit categories, management and the BOD will consider possible areas of concern:

1. Insufficient early withdrawal penalties on certificates;
2. Material amount in large deposits (shares), that is, those exceeding $100,000; and
3. Above-market certificate rates regularly paid, thus attracting large amounts of abnormally rate-sensitive funds, including but not limited to on-going certificate specials.
To the extent that these characteristics exist, they will be taken into consideration in determining the concentration limits.  Such limits will be lower than would otherwise be the case.  Management will also attempt to avoid certificate promotions that result in a large amount of certificates maturing within a concentrated period of time.  It is understood that such concentrations are commonly caused by certificate specials.  

The following types of Member and Non-Member certificates are potentially problematic and, if offered, must be severely limited to avoid interest rate risk and liquidity risk: 
1. Step-up certificates 

2.  Bump-Up certificates

3.  Add-In certificates


C.
Role of Judgment

Management and the BOD recognize that in addition to analytics, setting appropriate limits requires the use of sound judgment and good faith estimates as to the appropriateness of any limits.  Accordingly, such limits and the rationale thereof should be reviewed at least annually and revised as deemed necessary.  Concentration Risk Supervisory Letter 10-CU-3 indicated that if limits are approached and are then raised, management and the BOD should be able to support this action.  
V.
BALANCE SHEET CONCENTRATION RISK
A.
Overview

The framework for the balance sheet risk limits is set forth in the attached Appendix A, Concentration Limits & Reporting Document.  For the purpose of this Policy, risk limits on loan and investment categories with credit risk are defined as the % of Net Worth.  Using Net Worth as the computational base, a corresponding % of Assets will be produced as an informational item in the Reporting Section of Appendix A, given the CU’s assets (000s).  (For example, if the Net Worth to Assets ratio is 10% and a product limit is specified as 200% of Net Worth, this corresponds to 20% of Assets.)  For this reason the current assets and net worth are specified in the Appendix A on a quarterly basis.  Since the net worth, assets, and product balances are changing over time, the variances between the limits as a % of Net Worth and actual concentrations will also shift.   The Reporting Section of Appendix A will show the actual concentration position as a % of Net Worth and % of Assets when the user enters the dollar amount (000s) for each category.   In the case of HELOCs, Credit Cards, and Commercial LOC, the Total Commitments is calculated in Appendix A after the Current Loan Balance and the Unused Loan Balance are entered in dollars (000s). 
Concentration limits on MMAs, member & IRA certificates, non-member certificates and Borrowings are expressed as a % of Assets rather than as a % of Net Worth since these categories do not have credit risk.  When setting limits on these liability categories the focus is on liquidity risk and interest rate risk, both of which are affected by the size of the liability accounts relative to the entire balance sheet. 
B.
Asset Categories

For loans, the primary focus of the concentration risk limits is from the standpoint of credit risk, that is, the impact of potential charge-offs and impairments.  Therefore, sound underwriting is imperative in the quest for manageable concentrations and a safe and sound institution.  Refer to the Credit Union's Lending Policy for underwriting standards. Price risk and income risk are important as they relate to longer term loans and investments.  These issues are monitored in ALM analyses and the ALM/IRR Policy's interest rate risk tolerance limits.  
Conflicts may arise between the CRP's limits and the NEV and Income Simulation results in an ALM analysis.  For example, the ALM analysis, which focuses on price and income risk resulting from changing interest rates, may allow more fixed-rate first mortgage loans and/or long-term securities to be held due to favorable Income Simulation and NEV results than is permitted in Appendix A of this CRP which focuses on credit risk in the case of loans and structural risk in the case of investments.  In such cases, the more restrictive limit(s) will prevail.   In this example, the Concentration Risk Policy limit on fixed-rate mortgage loans would prevail since it was reached before the NEV and Income Simulation risk tolerance limits were reached.    
For certain categories, an aggregate concentration limit is also specified.  For example, fixed-rate first mortgage loans and HELOCs are complementary in that each mitigates the interest rate risk of the other and this relationship is reflected in the ALM analysis.  However, the collateral value and thus the credit risk of both products are affected by conditions in the housing market.  For this reason, limits are imposed on both first and second lien mortgage loans as well as on the aggregate of mortgage loans.  

NCUA Letter 14-CU-01 and Supervisory Letter No. 14-01 to FICUs provide information regarding the Ability-to-Repay and Qualified Mortgage Rule (ATR/QM) which applies to new mortgage loans made on or after January 10, 2014.  As a result of the following paragraph in Supervisory Letter No. 14-01 regarding concentration risk, Appendix A of Concentration Risk Policy requires separate concentration limits and monitoring of concentrations in Qualified Mortgage (QM) loan portfolios and Non-Qualified (Non-QM) Mortgage loan portfolios:  

“When a Credit Union’s loans are heavily concentrated in any sector, it will face the risk that a downturn in that sector will have an outsized impact on the Credit Union’s overall loan portfolio.  Thus, any concentration in mortgage loans presents certain risks.  Credit Unions need to closely monitor the size and performance of their Qualified Mortgage (QM) and Non-Qualified Mortgage (Non-QM) portfolios, establishing concentration limits clearly in their loan policy. Field staff should look for management reporting that tracks performance of loans by characteristics (i.e., QM versus Non-QM loans.)  In addition, underwriting standards should be reviewed regularly and modified if the risk of the portfolio increases.”   

It is understood that layers of risk in lending can increase concentration risk exposure.  Therefore, it is important that not only underwriting standards and loan portfolio quality be considered when setting and reviewing concentration risk limits but also the layers of risk within a balance sheet category.  Over time, more detailed loan categories may be added to Appendix A to deal with this issue.   
To the extent that the BOD approves a "high" limit on a particular category of loans, management should pursue or maintain a conservative implementation strategy to compensate for the higher degree of credit risk.  This could be in the form of more stringent credit standards for that category or lower limits on another category to compensate for the elevated risk.

If a loan product or investment category is not included in Appendix A, it should not be assumed by management that the category is unlimited as far as concentration risk is concerned.  Management will discuss the product and recommend concentration limits to the BOD for consideration.  Such limits will be reviewed as time passes and experience with the new product is gained.  

Concentration limits for loan categories are not stated as a % of loans because shrinkage in the total loan portfolio can result in a misleading increase in the percentages remaining in certain other categories.  This could cause a Policy violation even if the dollar amount of such loans is unchanged.  

C.
Liability Categories

On the liability side, the concentration limits are specified as a % of Assets (or % of Liab. & NW) and are in the context of liquidity risk and interest rate risk rather than credit risk.  The interest rate risk component of liabilities is monitored and reported to the BOD using periodic ALM analyses including Income Simulation and NEV.  

Since regular shares, non-interest bearing drafts, and traditional interest bearing drafts are a desirable low-cost, stable source of funds, there is no limit on these categories.  The MMA is, by definition, rate-sensitive and potentially more volatile than other liabilities so the size of the MMA is limited as a % of Assets.  In ALM analyses a relatively high Rate Sensitivity Factor is applied to the MMA since the MMA rates are assumed to be repriced sufficiently to retain the deposits.  

Non-Member certificates are limited as a % of Assets in times of normal liquidity since non-member certificates may be less reliable and more rate-sensitive in rising rate environments than member certificates In a liquidity crisis, the CFP supersedes this limit in the Liquidity Policy and Appendix A.   
In contrast, regular member & IRA certificates are considered a more stable and dependable source of funding.  Nonetheless, Regular Member & IRA certificates are limited in Appendix A as a % of Assets due to the higher COF and related regulatory concerns.

A concentration limit is set as a % of Assets that can be in borrowings in times of normal liquidity.  However, during a liquidity crisis, the CFP supersedes the borrowing limit in the Liquidity Policy and in Appendix A.  
VI. 
OTHER CONCENTRATION RISKS

In addition to the asset and liability components in the balance sheet, other concentrations may exist due to external relationships that are difficult to quantify in terms of net worth or asset size.  Since all CUs depend on such relationships for a variety of necessary products and services, care must be exercised to determine and monitor the existence of such risk.  Among these categories may be the following:  

1. Credit Union Service Organizations (CUSOs)

a.
Mortgage Brokerage

b.
Indirect Lending 
c.
Data Processing
d.
Member Business Lending

2. Corporate CU(s) 
3. Federal Home Loan Banks (FHLBs)

4. Federal Reserve Bank (FRB)

5. Loan Participations

a. Loans Acquired.  
1. A single-originator concentration limit. 100% of the CU’s net worth or $5M, whichever is greater, for purchasing CU. (Source: Loan Participation Rule)

2. Loans made under participation agreements must be monitored for underwriting quality, the overall amount in such loans, and the total amount from each loan originator.  
3. The Credit Union will use its own rating system to assess the loans being acquired through a participation arrangement.  
b. Loans Sold. There is a 10% risk-retention requirement for originating federal credit unions, as required by the Federal Credit Union Act, and a 5% risk-retention requirement for other originating eligible organizations (including federally-insured, state-chartered credit unions, unless state law requires a higher percentage). (Source: Loan Participation Rule)
c. Concentration limit to one borrower. 15% (of net worth) in participation loans to one borrower.  (Source: Loan Participation Rule)
d. Loans Sold with Recourse are Prohibited.  These are loans sold giving the buyer the option to put the loans back to the originating institution thus causing that institution to retain all of the credit, interest rate, and liquidity risk.  
6. Bank Owned Life Insurance (BOLI).   
The Supervisory Letter cited above states the following regarding third party relationships: 

Third party due diligence is important to ensure that third party risk is managed.  Review of third parties should take into consideration the nature of the service provided, staff turnover, vendor experience, and whether the vendor can continue to provide the product or service the Credit Union needs.  The more dependent the Credit Union is on the Third Party to carry out core operations, the more due diligence is needed to understand the dependency.  

Unlike most other providers of services, Cooperative-type organizations (Corporate Credit Unions, FHLBs, FRB) may require some form of investment in order to utilize their services.  This may be a risk factor depending on the size of the investment.  Also, the extent to which the services are heavily and exclusively utilized may be a risk factor due to the dependency on the services to maintain core operations.  The existence of alternative providers or the lack thereof, are considerations in the risk assessment.  To the extent that there are no other alternative providers of a service, the concentration risk in that provider must be understood.  Management will at least annually assess these relationships in the context of concentration risk and the dependency on these providers to sustain core operations. 
VII.
COMPLIANCE, REPORTING & CORRECTIVE ACTION
As pointed out above, the BOD recognizes that limits may be exceeded at the time this Policy is approved.  When deviations occur corrective strategies will be developed by management and presented to the BOD.  The necessary strategies to bring about compliance will be implemented in an orderly manner recognizing that contractual obligations must also be honored and disruptions to relationships must be minimized.  The strategies that management will implement at the time a concentration limit is approached or breached will depend on the circumstances, environment and alternative strategies available at the time.  
The ALCO will review the actual concentration metrics in relation to the limits set forth in Appendix A and report to the BOD on a quarterly basis or more frequently as needed and as determined by ALCO.  Concentrations exceeding the Policy limits will be noted verbally or in writing along with an explanation and any ALCO-recommended courses of action.  

Approved limits are to be consistent with the Board-approved budget and/or Strategic Plan as recommended in Supervisory Letter 10-CU-3.        
VIII.
EXCEPTIONS & REVIEW

The BOD recognizes that minor policy exceptions may arise from time to time.  However, significant, on-going deviations from this Policy must be avoided.  This Policy will be reviewed at least annually by management, ALCO and the BOD and amended as circumstances warrant.  Appendix A of this CRP will be reviewed quarterly.  
Approved by the Board of Directors on November 16, 2016.  
Attachment:  Appendix A, Concentration Limits & Reporting Document
Copyright (c) 2011-2015 Brick & Associates, Inc.  All rights reserved.  This model Concentration Risk Policy is for the sole and exclusive use of clients of Brick & Associates, Inc. in conjunction with the CU/ALM‑ware System.  Any other use or copying of this Policy in whole or in part is prohibited.  (Revised 10/2015)
Page 1 of 7 

Page 7 of 7

