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Purpose of on-site inspections
On-site inspections are an integral part of supervising and regulating credit unions. While off-site monitoring and evaluation of submitted financials is a good way to monitor the condition and determine the direction in which the credit union is heading (trending), there is no comparison to being on-site and viewing the operations of management. Considering that submitted information is only as good as the person preparing it is capable of or wants it to be, it is necessary to go on site from time to time for a full inspection of the credit unions records.
An inspection affords an opportunity to view the overall operation of the credit union. It provides an opportunity to speak directly with management and to observe whether management’s practices are sound, if the capital base is adequate, and member’s shares are secure. Regular inspections will ensure greater loss prevention and heightened accountability in credit unions.
Determining frequency of inspections
Several factors which can determine the frequency of inspections include:

· Requirement by law, generally within a twelve to twenty-four month period
· Department’s policy

· Concerns from review of the Annual Audit Report

· Concerns from trends and ratios realized from monthly reports

· Sudden change in management

· Reported concerns of irregularities or fraud from members

Planning the inspection

The time spent in planning the inspection depends on the size of the credit union, the anticipated scope of the inspection, and condition of the credit union.  
Steps taken in planning are:

1. Date is selected, with consideration of timing and availability of inspectors.
2. Inspector in Charge (IIC) is determined, often by experience level in relation to complexity of the credit union.
3. Credit union management is notified by written response of the scheduled date, unless there is reason for a surprise visit, and requested to prepare certain pre-planning documents, such as data print outs, for pick-up. Certain forms, such as Officers and Directors Questionnaires, that the management will be requested to fill out, should be left at that time.
4. The IIC reviews the last Report of Inspection for familiarity of size of the credit union, size of the investments and loans portfolios, types of services offered, condition/rating of the credit union at that time, and any adverse comments that may have been listed.
5. The IIC reviews the office correspondence file for information and possible updates.

6. The IIC determines the scope of the inspection, realizing it is subject to change once on site, and informs the office of the number of inspectors needed for timely completion of the inspection. Assignments are often made according to the expertise of the inspectors in order to assure experienced, well trained inspectors are present for anticipated problems in certain areas.
Scope of Inspection

The scope of the inspection is flexible, and is determined during the pre-planning stage from a review of quarterly reports, the annual audit report, the previous report of inspection, and the various pre-inspection information provided by management, with consideration given to past conditions and frequent changes in the credit union that could adversely affect the credit union.
Generally a full scope inspection (functions to be performed are detailed on the following pages) is normal; however it can be reduced or expanded considering the condition of the credit union and unanticipated indicators that warrant consideration. 
A reduced scope inspection could be conducted when the inspectors are comfortable with the quality of management, the adequacy of submitted quarterly reports and the external audit. Other factors to consider are the current economic and financial condition of the credit union and sponsoring company (if applicable). A reduced scope review does not mean major operational areas normally reviewed will be overlooked, rather reviewed on a limited basis. Once the inspector is satisfied that continuing to review information will not provide anything that he/she does not already have, limiting the scope allows attention to be directed elsewhere.
Inspectors should expand their scope of work when the inspection reveals problems, such as out of balance financials, inaccurate delinquent reports, non-conforming assets, etc.

A limited scope inspection is conducted when certain areas of concern surface from off-site monitoring or as follow-up to the inspection. A report may or may not be issued on a limited scope inspection.

On-site review
The morning the inspection begins, it is important that the IIC meets with management. The inspector discusses what information the inspectors will need, where the team will be working, arrangements to come and go in a secured office after closing, and to make arrangements for scheduling an exit conference or board meeting, among other things. 
Generally an employee is assigned to the team to pull information from files and to respond to questions from the team.
Functions to be performed during a full scope inspection by various members of the inspection team are:

1. Determine the sampling of loans to be reviewed and have files pulled for designated loans.

It should include new loans made since the last inspection, loans that were written up as 
problem loans during the last inspection, large loans, and frequent borrower’s loans.
2. Read the board and committee minutes; generally the IIC will do this in order to get a feel as to how well the board and committees are fulfilling their obligations.
3. Review the audit report and workpapers, if available. A current, informative audit report may lessen the documents the team will review.
4. Review the Financial Statement, the Income and Expense Statement, and the General Ledger to assure accuracy of reporting data. If outages exist or entries don’t look right, it may be necessary to check entries against the General Ledger.
5. Review off-balance sheet items and contingent liabilities.
6. Review monthly or quarterly reports that are submitted to the department for on-going monitoring for accuracy.
7. Review correspondence bank reconcilements. If not up to date, or outages exist, instruct management to have an employee complete them by the end of the inspection, or in severe cases, by a date determined by the IIC and management.
8. Review insurance and bonds.
9. Review the delinquent loan list for accuracy, and
· Charge-offs for timeliness

· Collection policies, procedures, adequacy, and results
10. Review the Allowance for Doubtful Loans for sufficiency.
11. Review the sampling of loans previously identified for review focusing on:

· Written Loan Policies

· In-siders (officers, directors and employees)

· Adequacy of loan documentation

· Violations of laws, regulations and bye-laws

· Underwriting adequacy

· Internal Control
· Types of loans, as to appropriateness of size and skill of credit union officers

· Technical Exceptions

12. Review Other Real Estate Owned for appropriate accounting and timely disposal.
13. Review Investments for:

· Legality

· Appropriateness
· Written Policies
· Length of Terms

14. Review Shares and Deposits focusing on:

· Whether earnings are sufficient to support the dividends and interest paid

· Overdrafts

· Dormant Accounts

· Large Non-Member Deposits

15. Review Borrowed Funds for a Contingency Funding Plan that:
· Identifies alternative sources of liquidity and a repayment plan
· Matches maturities of Assets to Liabilities
16. Review Reserves for Compliance and Capital Accounts for adequacy.

17. Evaluate Management through:

· Written Policies and Procedures
· Short Term and Long Term Business Plans and Goals

· Interest Rate Risk Exposure
· Liquidity Exposure

· Capital Growth Plan

· Timeliness in correcting infractions cited in the Report of Inspection
18. Review FATF /FATA for compliance.

Analyzing Data and Writing the Report
The IIC will draft the report of inspection following consultation with the team members. Team members will provide information and the respective report schedules to which they were assigned.

All data will be analyzed and the credit union will be assigned a Supervisory Assessment Level (SAL) rating according to the condition of the credit union. Written commentary and schedules in the report will support the SAL rating assigned.
In addition, a Risk Rating of High, Low, or Moderate is assigned, based on management’s ability and willingness to manage risk through identification, measurement, control, and monitoring. The rating is given to seven components: 1) Credit, 2) Interest Rate, 3) Liquidity, 4) Transaction, 
5) Compliance, 6) Strategic, and 7) Reputation.

At a minimum, the Report of Inspection should include the following schedules:

· Inspection Overview

· Inspectors Findings (optional according to documentation involved)

· Document of Resolution (may not be needed in a high level rated credit union)

· Key Ratios

· Financial History

· Statement of Financial Condition

· Statement of Income

· Confidential Section (department’s copy only)

· Inspector Time Detail (department’s copy only)

· Any other Schedule the inspector needs to support his comments/recommendations.

Exit Conference or Board Meeting

Once the IIC realizes numerous problems exit that require board’s attention, management should be informed in order to schedule a full board meeting. 
The IIC, and any other team member needed to address findings, will be present at the meeting. The IIC will prepare an agenda for the meeting. The IIC will have previously gone over the findings during the inspection with the Chief Executive Officer (CEO) of the credit union. In addition, such report schedules as Technical Exceptions, Items Subject to Adverse Classification, and General Ledger Journal Adjustments should have already been provided to the CEO for corrections to be made.

If there are items requiring immediate attention and long-term workouts, they should be listed on the Document of Resolution. The IIC will discuss the items, requesting support and input from the board and management as to the person responsible for handling/or seeing it is handled, and setting a time frame for completion. Generally, the board and management realizes there is a problem and are eager to work with the IIC to correct it. If, however, the IIC is unable to get the needed support from the board it may be necessary to call the board into the department’s office where the Director of Societies will explain to them the severity of their problems and the urgency for correction.
The IIC will complete the Report of Inspection, listing the agreed upon actions taken by the board during the board meeting in the Inspection Overview.

The report is submitted to the department’s office for review and processing.
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� The National Association of State Credit Union Supervisors (NASCUS) Agency Best Practices calls for non-problem credit unions to be examined every 15 months and more frequently for troubled credit unions.


 Checklists found in the back of the Report of Inspection can be used as a tool to the inspection team when reviewing the various documents listed.


� FATF/FATA checklists are included in the Report of Inspection
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