Trust Company: Date of Exam:

Charter #: Prepared By:

#6 — ASSET MANAGEMENT (Risk Focused)*

ASSIGNMENT OVERVIEW

Asset management includes the investment selection, retention, review process, and setting and
communicating overall strategies for individual trust account. Since they hold themselves out as
professionals, trust institutions are generally held to a high standard of prudence and expertise in the
investment process. Therefore, it is essential that they have appropriate policies, procedures, and
expertise to administer the types of assets held in accounts under their responsibility.

INSTRUCTIONS

All examiners performing these procedures must be listed above in the “Prepared By” section.
Completion of this procedure must be done electronically. All of the CORE ANALYSIS PHASE
should be completed. Comments and findings for each step should be made in the comment box
below each question. Reference to work paper documentation should also be included here.
Documentation is to be sufficient to allow an audit trail of the examiner’s thought process and all
significant findings.

Based on any significant/critical findings in the CORE ANALYSIS PHASE or as directed by the
EIC, the applicable SUPPLEMENTAL ASSESSMENT PHASE (SAP) should also be performed.
All findings in the SAP should be summarized in the corresponding CORE ANALYSIS comment
section. Indicate if the SAP is performed, in the comment section.

The EIC/AEIC should review this procedure when complete. Acknowledgement that this procedure
has been reviewed by the EIC/AEIC will be indicated on the SCOPE FORM.

EXAMINERS ARE RESPONSIBLE FOR EXERCISING SOUND JUDGMENT AND UTILIZING REASONABLE
INVESTIGATIVE AND ANALYTICAL SKILLS TO ARRIVE AT AN ACCURATE ASSESSMENT OF THE RISK
PROFILE OF THIS SEGMENT OF THE INSTITUTION’S OPERATIONS. PERFORMING ALTERNATE
PROCEDURES NOT LISTED WITH THESE GUIDELINES MAY BE NECESSARY TO COMPLETE THIS RISK
ANALYSIS.
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CORE ANALYSIS PHASE

#6 ASSET MANAGMENT

1. Prior Criticism

1. Determine whether deficiencies noted in the last examination and most recent internal/external
audit have been addressed and/or corrected by management. Detail how deficiencies were
corrected. Include a copy of audit exceptions and/or prior examination criticisms and management
response in work papers or indicate the page number in the prior report of examination where the
deficiencies are noted, or summarize exceptions/criticisms below, if applicable.

Comment:

2. Fiduciary Investment Policy

2. Review the Investment Policy, and note any deficiencies in the policy or exceptions that have not
been approved by the Board or its designee. Refer to Appendix for additional guidance.

Comment:

3. Investment Selection

3a. Analyze the process for maintenance of the securities list approved for purchase, retention,
and/or sale. Refer to Appendix for additional guidance.

Comment:

3b. Determine if the investment research / analysis is sufficient for the types and character of trust
investments, and if factors considered in evaluating the investment are sufficiently documented.

Comment:

3c. Determine whether internal or external employees and/or agents performing investment research
have sufficient expertise.

Comment:

4. Trust Portfolio Analysis

4a. Evaluate the trust portfolio for higher risk investments such as options and futures, closely-held
business interests or limited partnerships, secured or unsecured loans (other than participant loans in
EBs), tangible assets, real property and real estate notes, mineral interest and worthless/obsolete
securities. Complete the respective SAP for any of these investments identified that represent more
than a nominal portion of the portfolio, represent a potential risk to the institution, or as directed by
EIC.

Comment (Indicate SAPS performed, if any):
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#6 ASSET MANAGMENT

4b. Prepare report schedules for Collective Investment Funds and analyze performance, compliance
with Regulation 9 for Section 584 funds, and prudent practices for all other funds.

Comment:

4c. Analyze the overall adequacy of investment in equities, debt securities, and preferred stocks,
including the process for the selection, purchase, sell, and retention of these assets. Refer to
Appendix for additional guidance.

Comment:

5. Annual Reviews

5a. Verify that annual reviews are performed on all managed accounts in compliance with the
Statement of Principles.

Comment:

5b. Analyze and comment on the overall adequacy of the review including format and content.
Determine if the review addresses issues such as concentrations of credit, unique or non-traditional
investments, asset valuations, appropriateness of the stated objective, and compliance with the stated
objective.

Comment:

6. Management Oversight

6. Determine the adequacy of Board/committee oversight of investment activities considering
committee minutes if available and the adequacy of the reports submitted to the Board which may
include transactions, composition, portfolio analysis, portfolio size and effects of
appreciation/depreciation, market updates and outlooks, and policy and strategy compliance.

Comment:

7. Final Analysis

7. Complete the Summary of Findings.
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SUMMARY OF FINDINGS

#6 - ASSET MANAGEMENT
Describe all strengths evident from the evaluation.

Describe all weaknesses evident from evaluation, including violations of
law/regulation/rules; noncompliance with Departmental policies/guidelines; internal policy
deficiencies/ noncompliance; internal control weaknesses; MIS problems; and deficiencies
In management supervision.

Report Worthy:

Not Report Worthy:

Determine why weaknesses exist and comment on management’s response and plan of
action. Identify personnel making the response.

SUMMARY RISK RATING ASSIGNED

Risk Rating Definitions:
1-Strong; 2-Satisfactory; 3-Less than satisfactory; 4-Deficient; 5-Critically deficient; NR-Not Rated

Provide copy of this page to EIC/AEIC. Receipt and review of this form by the EIC/AEIC will be evidenced by
his/her initials in the appropriate column for this procedure on the SCOPE FORM.

Return to Core Analysis
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SUPPLEMENTAL ASSESSMENT PHASE

If the SAP is performed, indicate this in the comment section. All findings in the SAP should
be summarized in the corresponding CORE ANALYSIS comment section.

SAP

OPTIONS AND FUTURES

1. Does the institution’s written policy authorize the use of options and futures?
2. Does the policy address:
¢ Investment objectives to be accomplished by these types of contracts?
e Specific types of contracts to be used?
e Types of accounts authorized to use these contracts?

e Restrictions and/or conditions upon use of the contracts, such as position limits, time
frames, etc.?

e Establishment and implementation of periodic auditing and other controls?

3. Has authorization been obtained from account holders or co-trustees to use this type of
investment, if applicable?

4. Does the institution’s accounting system accurately reflect contract activities with respect
to:

e Transaction details;
e Current gain or loss position on the contract; and
e Necessary tax information.

5. Do operating personnel appear sufficiently knowledgeable relative to the level and type of
activity.

CLOSELY HELD BUSINESS INTERESTS & LIMITED PARTNERSHIPS

1. Does the institution have satisfactory written policies that require:

e Specific authorization (either though the instrument or through a letter of direction) to
retain such an asset?

e Regular receipt of documents such as financial statements, audit reports, annual
reports, etc., to allow for proper supervision?

e Representation on the Boards of closely-held businesses by the company’s officers.

e Attendance of stockholder meetings by representative of the institution?

RF-T06 Asset Management (3/16) 5 Texas Department of Banking



SAP
e Exercise of stock voting and proxy responsibilities?

e Regular reports from any independent administrators retained to manage interests
held by trust accounts?

e Legal counsel and current valuations of the interests when a decision is made to sell
such assets?

e For partnership interests, annual valuations which:
o Comply with Internal Revenue Ruling 59-60.
0 Are performed by independent contractors.

2. s there at least an annual review of closely-held business interest by an appropriate
committee which covers: current financial information, quality of management and future
prospects, adequacy of insurance coverage, and advisability of continuing to retain the
asset?

3. Does the institution monitor and control potential conflicts of interest which include an
annual review of all transactions between the closely-held business and its affiliates and the
trust institution to ensure these are at least on an arms-length basis?

SECURED AND UNSECURED LOANS

1. Determine that unsecured loans are allowed under the written authority of the instrument or
a formal directive?

2. Does the institution have procedures to perfect its security interest in the collateral for
secured loans including obtaining possession of or title to the collateral, and recording
filings as applicable under the Uniform Commercial Code (UCC).

3. Does the institution have procedures to track payments o the notes and follow-up on
delinquencies?

4. Does the institution have procedures to inspect and value any collateral on secured notes?

TANGIBLE ASSETS - refers to items such as stamps, coins, bullion, gemstones, antiques, works of art,
and other collectible objects. Trustees rarely purchase tangibles for discretionary accounts; instead, they
have generally been obtained in directed accounts by principals looking to generate long-term capital
gains with no current income tax consequences. Self-directed employee benefit accounts (IRA, Keogh,
Pension, and Profit Sharing) are generally prohibited from investing in collectible. However, IRAs may
hold legal tender gold and silver coins.

1. Are tangible assets retained only under the express authority or direction of an account?
2. What asset control procedures are in place?

e Evaluate the adequacy of safekeeping arrangements if tangibles are held outside of
the institution.

e Ensure that tangibles held on site are kept under dual control.
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SAP

3. What procedures does the institution have to ensure that assets are properly authenticated
and insured?

e Are appraisals obtained periodically from appropriate sources

e Isinsurance coverage adequate and are procedures in place to monitor insurance
expiration dates.

REAL PROPERTY & REAL ESTATE NOTES

1. Before acceptance into an account, are real estate holdings reviewed and physically
inspected to identify potential environmental liability / exposure?

2. Are accounts allowed to hold second or junior mortgages without also holding all senior
mortgages?

3. Does the institution have procedures for obtaining essential documents for real property
assets such as deeds, mortgages, insurance policies, contracts for sale, closing documents,
tax receipts, etc.?

4. s there a procedure to ensure clear title and avoid liability for unpaid taxes by obtaining a
title policy, opinion, or abstract upon receipt of the property?

5. Are there procedures in place to ensure proper insurance is maintained on real property and
on real estate collateral?

6. This should include blanket liability to provide protection against damage claims.
7. Are inspection and appraisal / valuation procedures adequate?

8. Inspections are generally conducted annually unless waived by board or board appointed
committee for good reason, such as beneficiary occupied.

9. Appraisals should generally be performed every 3 years.

10. Whether performed externally or internally, an appraisal should include comparative sales
analysis.

11. An appraisal / valuation may be waived by board or board appointed committee for good
reason, including beneficiary occupied and/or fiduciary fee is not based on a market value.

12. Does the institution have adequate systems to ensure that taxes and insurance are paid
promptly and income is received in a timely manner?

13. Is documentation supporting the payment of expenses such as repairs or improvements
adequate?

14. Are policies and procedures adequate relating to the retention of agents to manage real
property or service real estate loans?

15. Agent qualifications should be reviewed.

16. Agent’s duties should be clearly outlined in an agency or service agreement.
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SAP
17. Bonding or fidelity insurance may be required if the agent handles money.

18. Agent’s performance should be evaluated periodically.
19. An external appraisal should always be obtained prior to selling real property.
20. Are procedures for tracking past due payments on real estate loans satisfactory?

21. There should be an internal reporting of account delinquencies to operations personnel,
administrators, and appropriate board appointed committee.

22. Follow-up collection procedures should be in place.

23. There should be a foreclosure procedure to ensure protection of the underlying property,
compliance with legal notification requirements, etc.

24. When a real estate loan is paid, are there procedures for:
25. Cancellation and return of the note to the borrower.

26. Release of lien filings.

MINERAL INTERESTS - defined as property interest created in oil, gas, and other minerals after
severance by deed or lease.

1. Ascertain the expertise of the institution to administer mineral interests, including use of
outside agents if no in-house expertise exists.

2. Are policies governing mineral interests comprehensive?
e Policies should be written and approved by the Board or a committee thereof.

e Acceptance policies should include a review of the nature of the responsibilities to be
performed to determine if sufficient administrative and operational expertise exists.

e Do policies require that mineral interests may only be retained, purchased, or sold
upon explicit direction of the governing instrument, state law, court order, or
authorized letter of direction?

3. Are principal and income on royalty interests accounted for in accordance with Section
116.174 of the Texas Property Code?

4. Upon acceptance, does the institution obtain and keep in file:

e Evidence of title, including a filed conveyance to the trustee in the county in which
the interest is located

e Tax returns and receipts.
e Leases and licenses/permits (for drilling, prospecting, etc.).

e Evidence of payment for resource sales.

e Operational agreements if working interest are involved.
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e Property and liability insurance if needed.
e Determination of status (leased / un-leased, producing / non-producing?

5. Is the condition of the interest determined annually and include a physical inspection if
appropriate.

6. Is the asset properly controlled and ticklers established for:
e Follow up on delayed rental payments on non-producing interests;
e Expiration of leases and insurance;
e Timely receipt of income;
e Timely disbursement of expenses; and

e Periodic review for any changes in regular income payments?

WORTHLESS / OBSOLETE SECURITIES - have no current value. These assets may include stocks,
bonds, and notes, and are commonly received by institutions in decedents’ estates or guardianship
accounts. Despite their lack of value, it is important to maintain control of such assets as they: (1) may
regain value at a later date; (2) are an asset under the company’s fiduciary responsibility; and (3) may
have value to the interested party.

1. Evaluate procedures for receipt of worthless/obsolete securities.

e In the case of stocks and bonds not publicly traded, documentation may be received
from the secretary of state evidencing the status of the corporation.

e Inthe case of secured or unsecured notes, the institution should attempt to collect the
debt.

2. Have worthless assets been appropriately accounted for by booking them with a nominal
value of $1?

3. Does the institution have any worthless assets which were not distributed when an account
closed? If so, these should be:

e Maintained in a separate account;
e Reviewed periodically for potential changes; and
e Reviewed for applicability of escheat.

4. Are all worthless assets maintained under dual control to guard against neglect or
misappropriation of any securities that may regain value?

Return to Core Analysis — Q4
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APPENDIX -A

Investment Policy

Consider the following:
1. Has the policy been reviewed / revised by the board of directors within the last year?

2. Is the policy adequately communicated (through minutes, directives, or memorandum) to
appropriate personnel?

Is the policy being adhered to?

Does the policy address the following as appropriate:
e General investment standards;
e Investment selection responsibility and criteria

e Investment review responsibilities and frequency (as provided in the Statement of
Principles of Trust (Department) Management);

i. Requirement for an initial account review within a reasonable time of
acceptance of a majority of the assets;

ii. Requirement for an annual review thereafter;

¢ Risk diversification guidelines and avoidance of concentrations relating to single
issues, sectors, and/or geographic locations;

e Quality of research materials and services, such as earnings reports and news
bulletins;

e Minimum quality ratings and determine investment grade using Appendix B;

e Documentation requirements, particularly for unique assets such as notes or limited
partnerships;

e Valuation procedures;

e Hedging, swaps, caps, repos, or other nontraditional investment activities, or the
prohibition thereof, if applicable;

e Personnel authorized to initiate transactions;
e Guidelines for selecting and monitoring securities firms; and

e Analytical data and/or other reports to be provided to the board/investment
committee.

Return to Core Analysis — Q2a
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Investment Selection

Consider the following:

1. What committee or group approves recommendations for additions to, or deletions from,
such list(s)?

Does this group appear to have appropriate authority and expertise?

How frequently is the list reviewed to assess the suitability of the investments listed?

4. Are all types of assets, including mutual funds, included on the approved list?

Return to Core Analysis — Q3a

Trust Portfolio Analysis

1. Does the institution consider:

Quality and depth of management of the company by looking at past performance and
future objectives;

Financial condition and position of the company in its industry

Quality of earnings and historical growth of the company;

Future prospects for the company in terms of sales and earnings, projected
price/earnings, price/dividends, potential competition, and peers;

Potential impact of anticipated legislation, possible government intervention, and labor
unrest;

The trend of per capital use of the company’s products;

Ability of the company to develop new products and/or upgrade existing products;
Marketing capabilities;

Accounting methods; and

Any pending or potential litigation.

2. Regarding debt securities, does the institution consider:

Ability of the borrower to repay;

Rating given to the security by third-party services;

Rates of interest;

Yield to maturity;

Trends of earning power and income projections;
Earnings coverage of interest and other fixed charges; and
Present and future marketability.
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3. For decisions regarding unrated debt securities, does the institution consider:

e Quality and depth of management;
e Adequacy of the capitalization of the company; and
e Trends in capital expenditures.

4. In decisions regarding debt securities issued by public utilities, does the institution consider:
e Probability that regulatory bodies will grant utility rate increases;

e The cyclical nature of dominant local industries in their use of the output; and
e Effect of increased fuel costs upon continued profitability.

5. Regarding investment decisions about all types of general obligation municipal securities,
does the institution consider:
e The power of the taxing body to levy sufficient taxes to cover debt service;
e The sufficiency of actual tax collections to cover the present and future debt service;
e The relationship of debt burden to proper valuation;
e The reasonableness of debt burden on a per capita basis;
e Sinking fund provisions;
e Assessed valuation, including the basis of assessment;
e Relationship of tax burden to property valuation;
e Requirements for balanced budgets;
e Recent trends in any budget deficiencies or surpluses;
e Cash flow requirements;
e Accuracy of past estimates of revenue and expense;
e Propriety of accounting practices; and
e Accounting methods.

6. Regarding special revenue municipal issues, does the institution consider:

e Any covenants by the issuing entity to maintain rates to cover debt service;

e Sufficiency of actual tax collections to cover the present and future debt service;
e Any restrictions on the issuance of additional bonds; and

e Remedies in the event of default.

7. Regarding investment decisions about Industrial Development bonds, does the institution
consider:
e The sufficiency of rentals to ¢ over debt service;
e The lessee’s reputation and financial condition;
e Ratings of the lessee’s senior debt securities and equities; and
e Remedies for defaults.

Return to Core Analysis — Q4c
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APPENDIX - B

Credit Ratings Utilized by Outside Rating Services

Investment Quality

Moody’s Standard & Poors
Aaa AAA
Aa AA
A-1 A
A BBB
Baa-1
Baa

Subinvestment Quality

Moody’s Standard & Poors
Ba BB
B B
Caa CCC
Ca CC
C C
DDD
DD
D

Return to Appendix — Investment Policy
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