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November 13, 1979

UNIFORM FINANCIAL

INSTITUTIONS RATING SYSTEM*
Introduction

The rating system provides a general framework for evaluating and assimilating all significant financial, operational, and compliance factors in order to assign a summary or composite supervisory rating to each Federally regulated commercial bank, savings and loan association, mutual savings bank and credit union. The purpose of the rating system is to reflect in a comprehensive and uniform fashion an institution's financial condition, compliance with laws and regulations and overall operating soundness. In addition to serving as a useful tool for summarizing the condition of individual institutions, the rating framework will also assist the public and Congress in assessing the aggregate strength and soundness of the financial industry.

Although it is acknowledged that to some degree each type of financial institution poses its own set of supervisory issues and concerns, the uniform rating system is predicated upon certain features and functions, including qualitative and quantitative factors, common to all categories of institutions. In general, financial institutions provide a wide range of essential credit, depository and related financial services to individuals, private commercial enterprises and governments. In so doing, financial institutions play an important and integral role in the stability and growth of economic activity at the local, regional, national or international level. Institutions are best able to carry out these essential functions and accommodate the demand for financial services when they are operated in a sound and prudent manner in full compliance with relevant laws and regulations.

Overview

Each financial institution is assigned a uniform composite rating that is predicated upon an evaluation of pertinent financial and operational standards, criteria and principles. The rating is based upon a scale of one through five in ascending order of supervisory concern. Thus, "1" represents the highest rating and, consequently, the lowest level of supervisory concern; while "5" represents the lowest, most critically deficient level of performance and, therefore, the highest degree of supervisory concern. Each of the five composite ratings is described in greater detail below.

In assigning a composite rating, all relevant factors must be weighed and evaluated.  In general, these factors include: the adequacy of the capital base, net worth and reserves for supporting present operations and future growth plans; the quality of loans, investments and other assets; the ability to generate earnings to maintain public confidence, cover losses and provide adequate security and return to depositors; the ability to manage liquidity and funding; the ability to meet the community's or membership's legitimate needs for financial services and cover all maturing deposit obligations; and the ability of management to properly administer all aspects of the financial business and plan for future needs and changing circumstances.  The assessment of management and administration includes the quality of internal controls, operating procedures and all lending, investment and operating policies; compliance with relevant laws and regulations; and the involvement of the directors, shareholders and officials. In general, assignment of a composite rating may incorporate any other factors that bear significantly on the overall condition and soundness of the financial institution.

Notwithstanding the use of common summary ratings, specific performance benchmarks, standards and principles will continue to recognize existing structural, operational and regulatory distinctions among different types of financial institutions. Thus, while each financial institution will be evaluated upon criteria relating to its particular industry, the assignment of a uniform composite rating will help to direct uniform and consistent supervisory attention in such a way that does not depend solely upon the nature of an institution's charter or business, or the identity of its primary Federal regulator. While distinctions among credit unions, savings and loan associations, commercial banks and mutual savings banks are recognized, overall uniformity and consistency of supervision will be strengthened by the existence of common supervisory ratings.

The primary purpose of the uniform rating system is to help identify those institutions whose financial, operating or compliance weaknesses require special supervisory attention and/or warrant a higher than normal degree of supervisory concern. In an effort to accomplish this objective, the rating system identifies certain institutions whose financial, operational or managerial weaknesses are so severe as to pose a serious threat to continued financial viability. These institutions are, depending upon degree of risk and supervisory concern, rated Composite "4" or "5". Such institutions are generally characterized by unsafe, unsound or other seriously unsatisfactory conditions and carry a relatively high possibility of failure or insolvency. The uniform identification of such institutions will help to ensure:

1)
That the degree of supervisory attention and the type of supervisory response are based upon the severity and nature of an institution's problems;

2)
That supervisory attention and action are, to the extent possible, administered uniformly and consistently, regardless of the type of institution or the identity of the regulatory agency; and 

3)
That appropriate supervisory action is taken to address those institutions whose financial problems entail the greatest potential for hardship or inconvenience to depositors, borrowers or the public; or those institutions whose potential weaknesses would most seriously disrupt the proper and efficient functioning of the financial system.

The rating system also identifies a category of institutions that have some combination of financial or compliance deficiencies that, while posing little or no threat to financial viability under present circumstances, do warrant more than normal supervisory concern. These institutions are not deemed to present a significant risk of failure, or of loss or hardship to depositors, borrowers, or the public, but do require a higher than normal level of supervision. The delineation of this category will assist supervisory authorities in separating the most serious and critical problem institutions whose viability may be in question from those institutions whose financial or compliance deficiencies may require a specific supervisory response but do not constitute a significant risk of failure, insolvency or bankruptcy. Institutions that warrant some supervisory concern but do not entail a relatively high possibility of failure or insolvency are generally rated Composite "3".

Composite Ratings

Composite ratings are defined and distinguished as follows:

Composite 1

Institutions in this group are basically sound in every respect; any critical findings or comments are of a minor nature and can be handled in a routine manner. Such institutions are resistant to external economic and financial disturbances and more capable of withstanding the vagaries of business conditions than institutions with lower ratings. As a result, such institutions give no cause for supervisory concern.

Composite 2

Institutions in this group are also fundamentally sound, but may reflect modest weaknesses correctable in the normal course of business. The nature and severity of deficiencies, however, are not considered material and, therefore, such institutions are stable and also able to withstand business fluctuations quite well. While areas of weakness could develop into conditions of greater concern, the supervisory response is limited to the extent that minor adjustments are resolved in the normal course and operations continue satisfactory.

Composite 3

Institutions in this category exhibit a combination of financial, operational or compliance weaknesses ranging from moderately severe to unsatisfactory. When weaknesses relate to financial condition, such institutions may be vulnerable to the onset of adverse business conditions and could easily deteriorate if concerted action is not effective in correcting the areas of weakness. Institutions which are in significant non-compliance with laws and regulations may also be accorded this rating. Generally, these institutions give cause for supervisory concern and require more than normal supervision to address deficiencies. Overall strength and financial capacity, however, are still such as to make failure only a remote possibility.

Composite 4

Institutions in this group have an immoderate volume of serious financial weaknesses or a combination of other conditions that are unsatisfactory. Major and serious problems or unsafe and unsound conditions may exist which are not being satisfactorily addressed or resolved. Unless effective action is taken to correct these conditions, they could reasonably develop into a situation that could impair future viability, constitute a threat to the interests of depositors and/or pose a potential for disbursement of funds by the insuring agency. A higher potential for failure is present but is not yet imminent or pronounced. Institutions in this category require close supervisory attention and financial surveillance and a definitive plan for corrective action.

Composite 5

This category is reserved for institutions with an extremely high immediate or near term probability of failure. The volume and severity of weaknesses or unsafe and unsound conditions are so critical as to require urgent aid from stockholders or other public or private sources of financial assistance. In the absence of urgent and decisive corrective measures, these situations will likely require liquidation and the payoff of depositors, disbursement of insurance funds to insured depositors, or some form of emergency assistance, merger or acquisition.

Performance Evaluation

The five key performance dimensions -- capital adequacy, asset quality, management/administration, earnings, and liquidity -- are to be evaluated on a scale of one to five. Following is a description of the gradations to be utilized in assignment performance ratings:

Rating No. 1 - indicates strong performance.

It is the highest rating and is indicative of performance that is significantly higher than average.

Rating No. 2 - reflects satisfactory performance.

It reflects performance that is average or above; it includes performance that adequately provides for the safe and sound operation of the bank.

Rating No. 3 - represents performance that is flawed to some degree; as such, is considered fair. It is neither satisfactory nor marginal but is characterized by performance of below average quality.

Rating No. 4 - represents marginal performance which is significantly below average; if left unchecked, such performance might evolve into weaknesses or conditions that could threaten the viability of the institution.

Rating No. 5 - is considered unsatisfactory.

It is the lowest rating and is indicative of performance that is critically deficient and in need of immediate remedial attention. Such performance by itself, or in combination with other weaknesses, could threaten the viability of the institution.

Capital Adequacy

Capital is rated (1 through 5) in relation to: (a) the volume of risk assets; (b) the volume of marginal and inferior quality assets; (c) bank growth experience, plans, and prospects; and (d) the strength of management in relation to (a), (b) and (c). In addition, consideration may be given to a bank's capital ratios relative to its peer group, its earnings retention and its access to capital markets or other appropriate sources of financial assistance.

Banks rated 1 or 2 are considered to have adequate capital, although the former's capital ratios will generally exceed those of the latter. A 3 rating should be ascribed to a bank's capital position when the relationship of the capital structure to points (a), (b) or (c) is adverse even giving weight to management as a mitigating factor. In most instances, such banks would have capital ratios below peer group averages. Banks rated 4 and 5 are clearly inadequately capitalized, the latter representing a situation of such gravity as to threaten viability and solvency. A 5 rating also denotes a bank that requires urgent assistance from shareholders or other external sources of financial support. 

Asset Quality

Asset quality is rated (l through 5) in relation to (a) the level, distribution and severity of classified assets; (b) the level and composition of nonaccrual and reduced rate assets; (c) the adequacy of valuation reserves; and (d) demonstrated ability to administer and collect problem credits. Obviously, adequate valuation reserves and a proven capacity to police and collect problem credits mitigate to some degree the weaknesses inherent in a given level of classified assets. In evaluating asset quality, consideration should also be given to any undue degree of concentration of credits or investments, the nature and volume of special mention classifications, lending policies, and the adequacy of credit administration procedures.

Asset quality ratings of 1 and 2 represent situations involving a minimal level of concern. Both ratings represent sound portfolios although the level and severity of classifications of the latter generally exceed those of the former. A 3 asset rating indicates a situation involving an appreciable degree of concern, especially to the extent that current adverse trends suggest potential future problems. Ratings 4 and 5 represent increasingly more severe asset problems; rating 5, in particular, represents an imminent threat to bank viability through the corrosive effect of asset problems on the level of capital support.

Management/Administration

Management's performance must be evaluated against virtually all factors considered necessary to operate the bank within accepted banking practices and in a safe and sound manner. Thus, management is rated (1 through 5) with respect to (a) technical competence, leadership and administrative ability; (b) compliance with banking regulations and statutes; (c) ability to plan and respond to changing circumstances; (d) adequacy of and compliance with internal policies; (e) depth and succession; (f) tendencies toward self-dealing; and (g) demonstrated willingness to serve the legitimate banking needs of the community.

A 1 rating is indicative of management that is fully effective with respect to almost all factors and exhibits a responsiveness and ability to cope successfully with existing and foreseeable problems that may arise in the conduct of the bank's affairs. A 2 rating reflects some deficiencies but generally indicates a satisfactory record of performance in light of the bank's particular circumstances. A rating of 3 reflects performance that is lacking in some measure of competence desirable to meet responsibilities of the situation in which management is found. Either it is characterized by modest talent when above-average abilities are called for, or it is distinctly below average for the type and size of bank in which it operates. Thus, its responsiveness or ability to correct less than satisfactory conditions may be lacking. The 4 rating is indicative of a management that is generally inferior in ability compared to the responsibilities with which it is charged. A rating of 5 is applicable to those instances where incompetence has been demonstrated. In these cases, problems resulting from management weakness are of such severity that management must be strengthened or replaced before sound conditions can be brought about.

Earnings

Earnings will be rated (1 through 5) with respect to (a) the ability to cover losses and provide for adequate capital; (b) earnings trend; (c) peer group comparisons; and (d) quality and composition of net income. Consideration must also be given to the interrelationships that exist between the dividend payout ratio, the rate of growth of retained earnings and the adequacy of bank capital. A dividend payout rate that is sufficiently high as to cause an adverse relationship to exist suggests conditions warranting a lower rating despite a level of earnings that might otherwise warrant a more favorable appraisal. Quality is also an important factor in evaluating this dimension of a bank's performance. Consideration should be given to the adequacy of transfers to the valuation reserve and the extent to which extraordinary items, securities transactions, and tax effects contribute to net income. Earnings rated 1 are sufficient to make full provision for the absorption of losses and the accretion of capital when due consideration is given to asset quality and bank growth.  Generally, banks so rated will have earnings well above peer group averages. A bank whose earnings are relatively static or even moving downward may receive a 2 rating provided its level of earnings is adequate in view of the considerations discussed above. Normally, banks so rated will have earnings that are in line with or slightly above peer group norms. A 3 should be accorded earnings that are not sufficient to make full provision for the absorption of losses and the accretion of capital in relation to bank growth. The earnings pictures of such banks may be further clouded by static or inconsistent earnings trends, chronically insufficient earnings, a high dividend payout rate or less than satisfactory asset quality. Earnings of such banks are generally below peer group averages. Earnings rated 4, while generally positive, may be characterized by erratic fluctuations in net income, the development of a downward trend, intermittent losses or a substantial drop from the previous year. Earnings of such banks are ordinarily substantially below peer group averages. Banks with earnings accorded a 5 rating should be experiencing losses or reflecting a level of earnings that is worse than defined in No. 4 above. Such losses may represent a distinct threat to the bank's solvency through the erosion of capital.

Liquidity

Liquidity is rated (1 through 5) with respect to (a) the volatility of deposits; (b) reliance on interest-sensitive funds and frequency and level of borrowings; (c) technical competence relative to structure of liabilities; (d) availability of assets readily convertible into cash; and (e) access to money markets or other ready sources of cash. Ultimately, the bank's liquidity must be evaluated on the basis of its capacity to promptly meet the demand for payment of its obligations and to readily fill the reasonable credit needs emanating from the communities which it serves. In appraising liquidity, attention should be directed to the bank's average liquidity over a specific time period as well as its liquidity position on any particular date. Consideration should be given where appropriate to the overall effectiveness of asset-liability management strategies and compliance with and adequacy of established liquidity policies. The nature, volume and anticipated usage of a bank's credit commitments are also factors to be weighed in arriving at an overall rating for liquidity. 

A liquidity rating of 1 indicates a more than sufficient volume of liquid assets and/or ready and easy access on favorable terms to external sources of liquidity within the context of the bank's overall asset-liability management strategy. A bank developing a trend toward decreasing liquidity and increasing reliance on borrowed funds, yet still within acceptable proportions, may be accorded a 2 rating. A 3 liquidity rating reflects an insufficient volume of liquid assets and/or a reliance on interest-sensitive funds that is approaching or exceeds reasonable proportions for a given bank. Rating of 4 and 5 represent increasingly serious liquidity positions. Banks with liquidity positions so critical as to constitute an imminent threat to continued viability should be accorded a 5 rating. Such banks require immediate remedial action or external financial assistance to allow them to meet their maturing obligations.
 *� The term "financial institution" with respect to the rating system refers to certain institutions whose primary Federal supervisory agencies are represented on the Federal Financial Institutions Examination Council, i.e., Federally supervised commercial banks, savings and loan associations, mutual savings banks and credit unions.








