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Introduction

The Office of the Comptroller of the Currency’s (OCC) Comptroller’s Handbook bookilet,
“Collective Investment Funds,” provides guidance for bank examiners and bankers on
collective investment funds (CIF), outlines the funds’ associated risks, and establishes a
framework for managing those risks. It applies to CIFs administered by national banks and
federal savings associations pursuant to 12 CFR 9.18 and 12 CFR 150.260(b)* and
supplements the “Investment Management Services” booklet of the Comptroller’s
Handbook. It also provides expanded examination procedures that supplement the core
assessment standards in the “Large Bank Supervision” and “Community Bank Supervision”
booklets of the Comptroller’s Handbook. The use of the expanded procedures is optional;
they are designed to be used when the risks posed by a CIF warrant review beyond the core
assessment.

Throughout this booklet, national banks and federal savings associations (FSA) are referred
to collectively as banks, except when it is necessary to distinguish between the two.

Background

A CIF, sometimes referred to as a collective trust or commingled trust, is a bank-
administered trust that holds commingled assets that meet specific criteria established by

12 CFR 9.18. Each CIF is established under a plan that details the terms under which the
bank manages and administers the fund’s assets. The bank acts as a fiduciary for the CIF and
holds legal title to the fund’s assets. Participants in a CIF are the beneficial owners of the
fund’s assets. While each participant owns an undivided interest in the aggregate assets of a
CIF, a participant does not directly own any specific asset held by a CIF.

CIFs are designed to enhance investment management by combining assets from different
accounts into a single fund with a specific investment strategy. By commingling, or pooling,
fiduciary assets, a bank may lower the operational and administrative expenses associated
with investing fiduciary assets and enhance risk management and investment performance
for the participating accounts. At the same time, a bank that offers CIFs may take on
substantial risk depending on the investment strategy of the fund and the bank’s ability to
meet the investment objectives of the fund.

A fiduciary account’s investment in a CIF is called a “participating interest.” Like other
fiduciary assets, participating interests in a CIF are not insured by the Federal Deposit
Insurance Corporation (FDIC)? and are not subject to potential claims by a bank’s creditors.

! Because 12 CFR 150.260(b) provides that federal savings associations (FSA) that invest funds of a fiduciary
account in a CIF must comply with 12 CFR 9.18, and regulation 150.260(b) does not provide separate CIF
requirements for FSAs, this booklet’s citations only reference 12 CFR 9.18. As set forth in the regulation, the
terms “[b]ank and national bank as used in 12 CFR 9.18 shall be deemed to include a Federal savings
association.” 12 CFR 150.260(b)(3).

2 Assets of a CIF placed in an insured deposit account, however, are eligible for applicable FDIC insurance.
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In addition, a participating interest in a CIF cannot be pledged or otherwise encumbered in
favor of a third party.

Many banks establish CIFs as an investment vehicle for their smaller personal trusts or for
the benefit of employee benefit (EB) accounts. By using a CIF, a smaller trust may obtain
investment diversification that would otherwise be difficult to achieve. From the bank’s
perspective, CIFs allow the bank to avoid costly purchases of small-lot investments for the
bank’s smaller fiduciary accounts.

A bank may collectively invest assets of personal fiduciary accounts when either the bank or
an affiliate bank serves as the account’s trustee, executor, or administrator. The bank may
also collectively invest assets of EB accounts such as retirement (e.g., 401Kk), pension, profit-
sharing, or stock bonus plans.

12 CFR 9.18 authorizes two general types of CIFs. The first is authorized under

12 CFR 9.18(a)(1) and is maintained “exclusively for the collective investment and
reinvestment of money contributed to the fund by the bank, or by one or more affiliated
banks, in its capacity as trustee, executor, administrator, guardian, or custodian under a
Uniform Gifts to Minors Act.” This type of fund is generally referred to as an “Al fund.”

The second type of CIF is authorized under 12 CFR 9.18(a)(2) and is “a fund consisting
solely of assets of retirement, pension, profit-sharing, stock bonus, or other trusts that are
exempt from federal income tax.” This type of fund is generally referred to as an “A2 fund.”

In addition to Al and A2 Funds, 12 CFR 9.18(c) authorizes other collective investments for
banks to the extent not prohibited by applicable law. A bank may also request authority from
the OCC to establish a “special exemption fund.” These funds are typically Al or A2 funds
that either contain a novel investment provision or are otherwise inconsistent with one or
more provisions of the detailed OCC collective fund regulations,12 CFR 9.18(b). These and
other types of CIFs are discussed in more detail in appendix A.

Regulatory Overview

When the Federal Reserve Act was enacted in 1913, national banks were, for the first time,
provided statutory authority to act in the same fiduciary capacities as state banks operating in
the same state. Consistent with common law at the time, Federal Reserve System regulations
adopted in 1915 prohibited national banks from commingling trust funds.

The first CIF was organized under state law in 1927. In 1936, Congress amended the Internal
Revenue Code (IRC) to provide tax-exempt status to certain CIFs maintained by a bank. In
1937, the Federal Reserve promulgated Regulation F, which authorized banks to establish
common trust funds. In 1938, the National Conference of Commissioners of Uniform State
Laws approved the Uniform Common Trust Fund Act and recommended that each state
adopt it. Despite the existence of this uniform act, many states crafted their own CIF
statutory language, resulting in a broad range of CIF statutes. In 1955, the Federal Reserve
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authorized banks to pool pension, profit-sharing, and stock bonus plans, and the Internal
Revenue Service (IRS) subsequently ruled that such funds could be tax exempt.

In 1962, Congress transferred supervisory responsibility for the fiduciary activities of
national banks from the Federal Reserve to the OCC. The OCC’s adoption of 12 CFR 9 in
1962 authorized national banks to collectively invest funds held as fiduciary in CIFs “where
not in contravention of local law.” The OCC’s adoption of a rule that established standards
for CIFs operated by national banks served as a model for subsequently enacted state
statutes, many of which cross-reference 12 CFR 9.18. During the period when the Office of
Thrift Supervision (OTS) supervised federal savings associations (FSA), the OTS adopted a
CIF regulation that cross-referenced the requirements of 12 CFR 9.18 and made those
regulatory requirements applicable to FSAs. That requirement continues today as part of the
OCC’s regulation of FSAs (see 12 CFR 150.260(b)).

The OCC’s rule has also facilitated compliance by state banks with the IRC for Al funds.
The IRC specifically requires funds to conform with either the rules and regulations of the
Board of Governors of the Federal Reserve System (Federal Reserve Board) or with OCC
rules and regulations pertaining to the collective investment of trust funds by national banks
if they are to qualify for favorable tax treatment under IRC section 584—namely, taxation
only at the participant level and not at the fund level. Only the OCC has promulgated CIF
rules and regulations; the Federal Reserve Board has not.

In 1996, the OCC substantially revised 12 CFR 9. Among the changes is a modification to
12 CFR 9.18 that now authorizes a bank to collectively invest assets in Al and A2 funds
“where consistent with applicable law.”

The OCC has approved a variety of bank proposals for the establishment of CIFs to
collectively invest assets for which the bank serves as a fiduciary or acts in other capacities
that fall under different IRC provisions than those expressly specified in the CIF provisions
of the federal securities laws. As discussed further in the “Federal Securities Laws” section
and appendixes C and D, however, banks offering these funds must be familiar with guidance
issued by both the OCC and the U.S. Securities and Exchange Commission (SEC) in this
area to ensure the funds are operated in full compliance with both the banking and securities
laws.

12 CFR 9.18

12 CFR 9 allows banks to maintain and invest fiduciary assets in a CIF “where consistent
with applicable law.” Applicable law is defined in 12 CFR 9.2(b) as

e the terms of the instrument governing a fiduciary relationship.

e the law of a state or other jurisdiction governing a national bank’s fiduciary relationships.

e applicable federal law governing those relationships (e.g., Employee Retirement Income
Security Act of 1974 (ERISA), federal tax or federal securities laws).

e any court order pertaining to the relationship.
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In many instances, the instrument governing the fiduciary relationship provides a bank with
the basis to commingle the account’s assets with others. In the absence of express authority
provided by the governing instrument, state law generally authorizes a bank to collectively
invest fiduciary assets. Generally, fiduciary assets covered by ERISA also may be
collectively invested by banks.

Appendixes A and B provide additional details regarding the different funds a bank may
offer and the regulatory requirements the OCC imposes on these funds.

Federal Tax Laws

A significant advantage of a CIF is that the capital gains and income received by the CIF are
ordinarily not subject to federal taxes. CIFs achieve tax-exempt status by operating in
conformance with either IRC section 584 or Revenue Ruling 81-100. Although tax exempt, a
CIF is considered a separate tax entity.

Section 584 of the IRC provides tax-exempt status to a CIF that is operated by a bank
“exclusively for the collective investment and reinvestment of monies contributed to the bank
in its capacity as a trustee, executor, administrator, guardian, or custodian [of an account
opened under a state law that is substantially similar to the Uniform Gifts to Minors Act].”
Under section 584, the income, capital gains, and losses of the CIF are shared by the CIF
participants in proportion to their investment in the CIF. To retain its tax-exempt status under
section 584, a CIF must operate in compliance with 12 CFR 9.18 as well as the federal tax
laws. By definition, Al funds qualify for section 584 status. An A2 fund that strictly limits
admission to tax-exempt participants with whom the bank has one of the enumerated trusteed
relationships would also qualify for section 584 status.

Instead of relying on a section 584, A2 funds generally obtain tax-exempt status by
qualifying as a group trust pursuant to Revenue Rulings 81-100 and 2011-1, and IRC section
401(a). Because A2 funds are not limited to the enumerated capacities provided for Al funds,
they may include agency accounts. Any account that participates in an A2 fund pursuant to
Revenue Ruling 81-100, however, must also incorporate by reference the terms of the CIF’s
plan in its governing instrument.®

Banks that collectively invest the assets of tax-exempt EB accounts in A2 funds will want to
ensure that those funds qualify for the tax exemption granted these CIFs under Revenue
Ruling 81-100. To qualify for the tax exemption described in the revenue ruling, each EB
account participating in the CIF either must qualify as a tax exempt entity under section
401(a) of the IRC or be an entity described in section 818(a)(6) of the IRC. Each EB account
must also comply with a number of technical requirements.

Banks operating CIFs are required to file annual informational returns with the IRS for each
fund established under IRC section 584. While there is no specific form for this filing, IRS
Form 1065 with schedule K-1 (“Partner’s Share of Income, Credits, Deductions”) is typically

3 Governmental plans are not required to incorporate the CIF plan document because they invest pursuant to a
specific IRC provision, section 401(a)(24).
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used to satisfy the reporting requirement. The IRS requires information about each fund
participant, including name, address, proportional share of taxable income or losses, and
capital gains or losses. This informational return is required, regardless of the taxable income
earned during the reporting period.

Federal Securities Laws

A bank is authorized to administer a CIF and is not required to register the fund under the
federal securities laws if the fund qualifies for specific exemptions to the Securities Act

of 1933 (the 33 Act) and the exclusions provided in the Investment Company Act of 1940
(the ’40 Act). A CIF is fundamentally different from a registered investment company (RIC)
because only eligible assets may be admitted in a CIF. By contrast, funds from any source
may be invested in a RIC. See appendix C for a more detailed discussion of the 40 Act and
its potential impact on banks offering CIFs.

Congress clarified the *40 Act’s exemption requirements for Al funds in the Gramm-Leach—
Bliley Act of 1999 (GLBA). See appendix D for a discussion of special purpose individual
retirement account (IRA) and Keogh CIFs.

Banks should be aware of the general applicability of the federal securities laws to Al funds.
The SEC has issued staff opinions stating that an Al fund only qualifies for the statutory
exemptions from the 33 Act and the *40 Act if each of the underlying trust relationships is
created for “a bona fide fiduciary purpose” rather than as “vehicles for general investment by
the public.” The SEC reemphasized its interpretation of the securities laws in the context of
common trust funds in a 2006 administrative action (Dunham & Associates). In that action,
the SEC sanctioned a state trust company and affiliated broker/dealer and registered
investment adviser (RIA) that had marketed a common trust fund to IRA accounts and
revocable trusts at the trust company. The SEC concluded that these accounts “lacked
fiduciary purpose” and were therefore ineligible for the statutory exemptions generally
applicable to Al funds under the federal securities laws.

ERISA

In addition to complying with tax and securities laws, a bank must comply with ERISA if
one or more EB plans regulated by ERISA participate in the CIF. In general, ERISA
prohibits an ERISA fiduciary (such as a bank trustee) from making fiduciary decisions from
which the fiduciary might benefit or from engaging in certain transactions with parties in
interest (e.g., certain entities that are related to the plan or provide services to the plan or their
affiliates). See the “Retirement Plan Products and Services” booklet of the Comptroller’s
Handbook.

ERISA section 408(b)(8) exempts certain transactions from the statutory prohibitions in
section 406 of ERISA that restrict transactions between a CIF and a bank administering a
CIF (party-in-interest). Section 408(b)(8) allows otherwise prohibited transactions between
participating accounts and a CIF if three conditions are met:
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e The transaction is a sale or purchase of an interest in the fund.

e The bank does not receive more than reasonable compensation.

e The instrument under which the plan is maintained, or a fiduciary (other than the bank or
bank affiliate) that has authority to control and manage assets of the plan, expressly
permits the transaction.

In 1980, the U.S. Department of Labor (DOL) granted a class exemption for bank CIFs in
Prohibited Transaction Exemption (PTE) 80-51. PTE 80-51 permits bank-maintained CIFs
with EB plan participants to do business with plan-related parties under certain conditions.
The DOL amended PTE 80-51 in 1991 and restated it as PTE 91-38. These PTEs allow more
types of transactions with related parties if the plan holds no more than a 10 percent interest
in the CIF. The DOL has issued other class exemptions that a bank may use when the bank
causes a CIF to engage in a transaction that provides some benefit to the bank or its affiliates,
or to engage in transactions with a party-in-interest.*

A bank must ensure, however, that it does not violate section 406 of ERISA by causing the
CIF to engage in a transaction that benefits the bank, a bank insider, or any other party-in-
interest unless the CIF qualifies for either ERISA’s statutory exemption (section 408(b)(8))
or one of the DOL’s class exemptions, or unless the bank obtains an exemption from the
DOL specifically for its CIF. Refer to the “Retirement Plan Services” booklet of the
Comptroller’s Handbook for an expanded discussion of prohibited transactions and
exemptions under ERISA.

Risks Associated With Collective Investment Funds

From a supervisory perspective, risk is the potential that events, expected or unexpected, will
have an adverse effect on a bank’s earnings, capital, or franchise or enterprise value. The
OCC has defined eight categories of risk for bank supervision purposes: credit, interest rate,
liquidity, price, operational, compliance, strategic, and reputation. These categories are not
mutually exclusive. Any product or service may expose a bank to multiple risks. Risks also
may be interdependent and may be positively or negatively correlated. Examiners should be
aware of this interdependence and assess the effect in a consistent and inclusive manner.
Refer to the “Bank Supervision Process” booklet of the Comptroller’s Handbook for an
expanded discussion of banking risks and their definitions.

The primary supervisory risks associated with CIFs are compliance, operational, strategic,
and reputation. Because CIFs are pooled investment vehicles, it is critical that a bank
consider the investment risks associated with these funds. Investment risks include: changes
in interest rates; fluctuations in equity, debt, and commodity markets; inflation; foreign
exchange rates; and other domestic and global economic and political conditions.

The establishment and administration of a CIF creates various types of risk that the bank
must effectively manage. The bank must manage both the risks associated with operating the

4 Examples of other important DOL exemptions used by CIF trustees are PTEs 75-1, 77-4, 81-6, 82-63, and
84-14.
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CIF as well as the risks associated with serving as the fiduciary for the participating interests
in the fund. The bank, as fiduciary with investment discretion, makes the decision to invest a
fiduciary account’s assets in a CIF, and the bank is subject to conflict-of-interest restrictions
applicable to any fiduciary relationship.

Investment risk is inherent in the individual portfolios and assets that a bank fiduciary
manages, or advises, for account principals and beneficiaries. These parties are the actual
owners of the assets and assume the associated investment risk. Sources of investment risk in
a CIF include financial exposure to changes in interest rates, equity and debt markets,
inflation, foreign exchange rates, commodity prices, adequate liquidity, and other global
economic and political conditions. For a description of the processes a fiduciary investment
manager follows to achieve the objectives of a CIF or other investment portfolio, see
appendix A, “Portfolio Management Processes,” of the “Investment Management Services”
booklet of the Comptroller’s Handbook.

One investment risk of particular concern to a CIF manager is fund liquidity. This is
particularly important given a bank’s roles in accepting participants into CIFs as well as the
bank’s role in making the investment decisions for the CIF. Ensuring adequate liquidity to
meet customer redemption needs is a primary consideration for a fund manager. At the same
time, the manager should ensure that the fund is positioned to meet its benchmarks and
provide a competitive return. The fund manager should consider the structure and duration of
the assets owned by the fund, redemption patterns, cash flow projections, and underlying
assumptions. The fund should be stress tested, looking at changes in fund flows and the
availability of liquidity, under various scenarios. Regular testing of any contingency
financing sources is expected. A more detailed description of fund liquidity is in the
“Investment Management Services” booklet of the Comptroller’s Handbook.

A bank’s failure to manage investment risk prudently and in the best interest of a CIF’s
participants can increase the bank’s level of compliance, operational, strategic, and reputation
risk, which could cause an adverse impact on earnings, capital, and franchise value.

Compliance Risk

A bank that does not comply with applicable law in operating a CIF may face lawsuits and
regulatory supervisory action. The financial impact of litigation and regulatory action is
difficult to estimate, but it could significantly diminish earnings, capital, and franchise value.
In addition, such adverse situations may be highly publicized in the bank’s market area and
could damage a bank’s reputation.

A bank administering a CIF must comply with the terms of the plan document that specifies
the manner in which the bank operates the CIF. Failure to comply with the plan may result in
a regulatory violation. The bank must ensure that only eligible account assets are allowed in
CIFs and must also comply with other federal laws, regulations, and interpretations. A bank’s
failure to comply with all applicable federal securities and tax laws may lead to costly
regulatory actions as well as the CIF’s loss of favorable tax and securities law treatment,
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which could potentially affect individual account holders. In addition, a bank operating a CIF
must ensure that the CIF complies with applicable state trust investment laws.

Operational Risk

When administering a CIF, a bank may process a significant volume of transactions and must
produce a variety of reports. For example, a bank administering a CIF is generally required to

e account for admissions to and withdrawals from the CIF.

e execute and account for the purchase and sale of CIF investments.

e account for the receipt and distribution of investment income (dividends, interest, and
capital gains distributions).

e prepare asset valuations at least every three months for readily marketable assets and at
least yearly for assets that are not readily marketable.

e at least on a monthly basis, mark to market the assets of a short-term CIF (STIF). If a
STIF is under stress, however, its assets must be valued on a daily basis. (Many banks
choose to value assets on a daily basis to provide current valuations to plan participants
and to allow for daily admissions and withdrawals from the fund.) The STIF must also
notify the OCC prior to, or within one business day of, the events causing such stress.
Such events include any difference exceeding $0.0025 between the net asset value
(NAV) and the mark-to-market value of a STIF’s participating interest based on current
market factors; when a STIF has re-priced its NAV below $0.995 per participating
interest; or when a bank, its affiliate, or any other entity provides a STIF financial
support.

e prepare a financial report each 12-month period.

e execute contracts with third-party vendors and oversee their performance.

Depending on the number and variety of CIFs administered by a bank, portfolio investments
may include both liquid and illiquid assets from domestic and foreign markets. For banks
with CIFs with investment variety and complexity, sophisticated information systems are
required. If a bank fails to properly safeguard a CIF’s assets or process its transactions
(failures that may violate the law), the CIF’s losses may lead to client litigation, significant
financial losses for the bank, and severe reputation damage. Financial losses have the
potential to be large in relation to a bank’s earnings and capital, and a damaged reputation
can significantly harm a bank’s ability to compete.

Due to the complexity of CIF operations, bank management must ensure that the trust
accounting system they use has the necessary capabilities to meet the specific processing and
reporting requirements for CIFs. Similarly, banks that outsource CIF operations must ensure
that the provider of such services has sufficient expertise and experience with respect to the
CIF processing and reporting.
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Strategic Risk

Offering a CIF in conjunction with other fiduciary services is often less expensive than
managing individual portfolios, and administering a CIF can indirectly increase a bank’s
value to shareholders. The business requires, however, a substantial commitment of financial,
human, and technological resources. Management expertise, information systems, product
development, and personnel expenditures must be appropriate for the diversity and
complexity of the CIFs administered. If these resources are not adequate, the result may be
poor earnings performance, wasted capital, and diminished franchise value.

Reputation Risk

Success in administering a CIF depends on a bank’s ability to effectively manage
compliance, operational, and strategic risks and its ability to properly manage the financial
risks associated with a CIF. Both personal trust and EB clients are demanding in terms of
expected investment performance, product selection, information reporting, service levels,
and the use of advanced technology.

Competition is strong for clients whose assets may be invested in a CIF, and negative
publicity can damage a bank’s ability to compete. In particular, disputes with account
beneficiaries can increase reputation risk. Litigation, regulatory actions, criminal activity,
inadequate products and services, below-average investment performance, poor service
quality, or weak strategic initiatives and planning can lead to a diminished reputation and,
consequently, an inability to compete and be successful.

Ineffective investment strategies, concentrations of assets that are not readily marketable, or
fraud may lead to underperformance or losses in a CIF. Even though retirement plan
participants tend to tolerate market fluctuations better than retail investors, a bank must
ensure that its CIFs have sufficient liquidity to meet both anticipated and unanticipated
events.

While a bank is under no statutory requirement to provide financial support to a CIF, a bank,
or more appropriately a bank affiliate, may decide to provide support to a CIF to avoid
reputation risk or to mitigate liability. As detailed in OCC Bulletin 2004-2, “Banks/Thrifts
Providing Financial Support to Funds Advised by the Banking Organization or its Affiliates,”
a bank should avoid engaging in the unsafe or unsound practice of inappropriately placing its
resources and reputation at risk solely for the benefit of fund participants. A bank’s failure to
properly manage a CIF could threaten the bank’s earnings, liquidity, and capital if the bank
provides financial support to the CIF or if the bank loses business as a result of a poorly
managed or underperforming fund.

A bank must ensure there is consistency across a CIF’s plan document, marketing materials,
and annual financial report. For example, the plan document and marketing materials may
reference allowable plan investment allocations. The sponsoring bank should have a process
in place to ensure that plan document updates, or reviews, are linked to associated marketing
literature. 12 CFR 9.18(b)(7) prohibits a national bank or FSA from advertising or
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publicizing any Al CIFs, except in connection with the advertisement of the general
fiduciary services of the bank.

Risk Management

The OCC expects each bank to identify, measure, monitor, and control risk by implementing
an effective risk management system appropriate for its size and the complexity of its
operations. When examiners assess the effectiveness of a bank’s risk management system,
they consider the bank’s policies, processes, personnel, and control systems. Refer to the
“Bank Supervision Process” booklet of the Comptroller’s Handbook for an expanded
discussion of risk management.

An effective risk management system is characterized by active board and senior
management supervision and sound processes for risk assessment, control, and monitoring.
Because risk strategies and organizational structures vary, there is no single risk management
system that works for every bank or every CIF. Each bank should establish a risk
management system suited to the needs and circumstances of its specific CIFs. For example,
a bank operating a CIF will need to ensure it has an effective risk management system over
the fund’s investment processes as well as over fund performance. Effective CIF investment
risk management processes

e establish strategic direction, risk appetite, and an ethical culture consistent with the
bank’s strategic goals and objectives for its funds.

e establish an appropriate organizational structure for bank CIFs with clear delineation of
authority, responsibility, and accountability through all levels of the organization.

e develop and implement a comprehensive and effective risk management system.

e monitor the implementation of investment management risk strategies and the adequacy
and effectiveness of risk management processes for the bank’s CIFs.

The “Asset Management” and “Investment Management Services” booklets of the
Comptroller’s Handbook provide additional guidance on asset management-related risk
management systems and processes.

Board and Management Supervision

A bank’s board of directors must manage or direct a CIF’s administration. A board may
assign fiduciary management authority to any director, officer, employee, or committee of
the bank and may use the qualified personnel and facilities of its affiliates to fulfill its
fiduciary responsibilities (see 12 CFR 9.4 for national banks and 12 CFR 150.150 for FSAS).
Management must ensure that all aspects of a bank-administered CIF comply with applicable
law. Management must take special precautions to ensure that procedures are in place to
prevent a bank employee, an agent for the bank, or an agent for an EB plan from investing
ineligible assets in a CIF. These precautions are particularly important when access to a fund
may be available to persons outside of the bank through trading platforms such as the
National Securities Clearing Corporation’s Fund/SERV.

Comptroller's Handbook 10 Collective Investment Funds



Version 1.0 Introduction > Risk Management

The board may purchase administrative services for a CIF from a third-party vendor. A bank
that does so must ensure that it complies with the “exclusive management” requirement set
forth in 12 CFR 9.18(b)(2), which allows for prudent delegation to others, as well as with
applicable interpretations of the *40 Act. Appendix F, “Guidelines for Selecting Investment
Managers and Advisers,” in the “Investment Management Services” booklet of the
Comptroller’s Handbook contains factors and criteria a bank should consider when selecting
a CIF manager or adviser.

If the board uses the services of a third-party vendor, such as an RIA, the board must ensure
that the vendor conducts its services in a safe and sound manner and in compliance with
applicable law. The board and senior management must provide proper oversight of those
given the authority to administer the CIF, including a third-party vendor. OCC Bulletin
2013-29, “Third-Party Relationships,” provides additional risk management guidance for
these types of service arrangements. For example, when a bank relies on a third-party
financial intermediary to serve as a conduit between an EB plan and the bank, the bank must
ensure that the third-party vendor has systems in place to ensure that only eligible assets are
transferred by the third party to the bank for admission to the bank’s CIFs.

OCC Bulletin 2011-11, “Collective Investment Funds and Outsourced Arrangements,”
recognizes the risks associated with bank sponsors of CIFs relying on third-party service
providers, such as RIAs. OCC Bulletin 2011-11 stresses that a bank fiduciary’s delegation of
its responsibilities to a third party does not relieve the bank of its responsibilities as fiduciary.
The bulletin also emphasizes that, to avoid confusion regarding the ultimate sponsor of a
CIF, a bank may not allow a third party to advertise or market a bank CIF unless there are
clear and prominent disclosures that the CIF is managed and offered by the sponsoring bank.
Banks must not “rent their charters” to third-party RIAs or other entities that seek to gain a
foothold in the CIF market by using the bank’s status as a bank fiduciary to sponsor a fund
on their behalf. The OCC will closely scrutinize CIF relationships between banks and third
parties to ensure a robust risk management system is in place.

In addition to ensuring that a vendor only refers eligible assets for admission to a CIF, a bank
must ensure that appropriate documentation is in place between the bank and a third-party
vendor and, when applicable, between that vendor and individual EB plans. The plan,
through either the plan sponsor or the trustee, generally enters into a written agreement with
the third-party intermediary that authorizes the intermediary to act as agent for the plan. In
that agent capacity, the third party could be authorized to make investment decisions for the
plan. Separately, the CIF trustee customarily has documentation in place with the third-party
intermediary that details the parameters the third-party intermediary must adhere to
concerning the acceptance of orders into the CIF and the responsibilities that the third party
is undertaking on behalf of the bank.

The board and senior management are responsible for ensuring that the CIF risk management
system includes sound internal controls and an effective audit program. It is critical that the
bank adhere to each provision of the CIF plan, particularly those provisions that govern
admissions and withdrawals from the CIF and the fund’s investment powers and policies.
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The board must also ensure that each CIF administered by the bank is audited at least once
each 12-month period in accordance with 12 CFR 9.18(b)(6). In light of the importance of
the annual CIF financial report to fund participants, bank audit, compliance, and risk
management, it is a best practice for a bank to audit its CIFs no later than 90 to 120 days
following the end of the fund’s fiscal year. Absent extenuating circumstances, it would be an
unsafe and unsound banking practice to delay a CIF’s annual audit beyond this point.

If CIFs are a significant fiduciary activity for the bank, they must be included in the bank’s
fiduciary audit program required by 12 CFR 9.9 for national banks and 12 CFR 150.440
through 150.480 for FSAs (see the “Internal and External Audits” booklet of the
Comptroller’s Handbook).

The “Asset Management” booklet of the Comptroller’s Handbook contains additional
information on the OCC’s expectations for board and management supervision of a bank’s
overall fiduciary activities.

Policies and Procedures

Banks are required by 12 CFR 9.5 for national banks and 12 CFR 150.140 for FSAs to adopt
and follow written policies and procedures that are adequate to maintain their fiduciary
activities in compliance with applicable law. In addition, when administering a CIF, a bank
must operate the fund in compliance with 12 CFR 9.18(b). The scope and detail of policies
and procedures governing a CIF are generally set forth in the CIF’s plan, which describes
how the bank will operate the fund. Appendix B includes a detailed list of the minimum
provisions that must be included in a CIF plan.

From a bank’s standpoint, the more CIFs the bank offers and the more sophisticated the
CIFs’ investment strategies, the greater the need for formal and detailed policies and
procedures. The administration of CIFs is a complex activity, as it requires a bank to pool
participant assets while ensuring that each participant’s interests are served. Appendix E,
“Investment Policy Statements,” in the “Investment Management Services” booklet of the
Comptroller’s Handbook addresses the factors a bank should consider when drafting or
evaluating a CIF’s investment objectives and strategies. In addition, OCC Bulletin 2011-12,
“Sound Practices for Model Risk Management: Supervisory Guidance on Model Risk
Management,” provides banks that are in the planning stage of opening a new fund or those
already offering CIFs (especially model or index funds) with model risk management,
development, implementation, use, and validation guidance.

Fund Administration

It is a bank’s fundamental duty to administer its CIFs solely in the interest of the bank’s
fiduciary customers whose assets are invested in the funds. When a bank makes a
determination that a CIF serves as a prudent alternative to an individualized investment
strategy for a fiduciary account, it must ensure that the CIF used is appropriate for each
account. The duty of loyalty is critical and underlies the administration of a CIF. Successful
administration of a CIF equates to providing an investment opportunity that meets the needs
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of clients in a safe and productive manner while equitably balancing the interests of each CIF
participant.

Review of Participating Accounts

To comply with 12 CFR 9.18 and other federal laws, only eligible accounts may participate
in CIFs. Before using a CIF as an investment vehicle for an account, the bank must determine
that each account is eligible and authorized to participate. Often this is done at the time of
account acceptance, with bank personnel reviewing and coding each account as to CIF
eligibility. Pursuant to 12 CFR 9.18(b)(1)(v), each CIF plan must include a provision that
requires a determination of eligibility (*audit™) of participating accounts. Factors to consider
during this initial review include:

Investment objectives.

Eligibility for participation based on account type.

Specific authorization for ERISA-regulated EB plans.

Whether the EB plan allows for use of CIFs of the trustee bank, or the trustee bank and

affiliates.

e Whether the plan trust document for EB accounts participating pursuant to RR 81-100 in
AZ2 funds incorporates by reference the terms of the CIF’s plan.

e [faparticular kind of CIF, such as a stable value fund (SVF), requires an extended notice

period prior to withdrawal, whether the fund has obtained a signed acknowledgement of

the notice period provisions prior to such investment.

The bank should also conduct periodic reviews to

e evaluate the appropriateness of CIF holdings in each account. The reviews may be part of
the annual investment reviews for each participating account.

e ensure the eligibility of all participating accounts in the fund.

e ensure that interests in CIFs are not used as collateral for loans with the bank.

Asset Allocation

To act as a fiduciary to a CIF, as well as to each participant in the CIF, a bank must ensure
the assets held by the fund are invested in a manner that is consistent with both the fund’s
plan requirements and with the underlying asset allocation, diversification, and objectives of
the fund’s participant accounts. In the context of managing a CIF, asset allocation requires a
bank to determine the needs of the fund (i.e., the objectives and risk appetite of the fund and
factors such as time horizon, liquidity needs, and tax and legal considerations) and determine
the appropriateness of the investments to ensure the investments conform to the fund’s
risk/return profile. The bank should have a well-defined process for evaluating the potential
performance of proposed fund portfolios (for example, by running simulations) and should
ensure the proposed portfolio correlations follow the fund’s documented risk limits. In
addition, the bank should have well delineated processes for regularly reassessing the fund’s
holdings and incorporating any significant changes (e.g., a change in risk appetite due to a
large, unexpected influx of funds) into the existing portfolio. To the extent a fund uses
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leverage with the objective of enhancing returns, the bank must have processes in place to
calculate the leverage risk in the fund’s portfolio. The bank must monitor that leverage risk
and, where appropriate, incorporate risk mitigation and diversification strategies to reduce
that risk. See the “Investment Management Services” booklet of the Comptroller’s Handbook
for an expanded discussion on asset allocation.

Benchmarks

Finding and using the correct benchmark is integral to operating a CIF. A bank offering a
CIF should have robust policies and procedures that delineate the decision making process
for selecting the most appropriate benchmark. While many funds may be appropriately
benchmarked against popular indices (e.g., S&P 500, Russell 2000, or MSCI-EAFE), other
more specialized funds may require a less well known index or a customized benchmark that
may consist of multiple indices. A bank must be able to document its process for initially
selecting a fund’s benchmark, as well as its periodic back testing of the fund against the
benchmark. In situations where a bank changes a CIF’s benchmark, the bank must document
its process for evaluating the fund’s investment objectives relative to both the original and
replacement benchmarks. As benchmarks change over time, the bank needs to have an
effective process in place to monitor those changes and the fund’s performance relative to the
current and previous benchmarks. Absent unusual circumstances, a bank should not
benchmark its CIFs against a benchmark over which either the bank or an affiliate exercises
control.

Policies and procedures, as well as management reports, should specify which risk-adjusted
return measure is used to compare fund performance with its benchmark, why the measure is
appropriate, the circumstances that would cause the manager to switch risk measures, and the
management approval process for doing so. Once a suitable benchmark has been chosen,
tracking the performance of the fund relative to the benchmark will aid in the process of
assessing a manager’s investment performance. Refer to the “Investment Management
Services” booklet of the Comptroller’s Handbook for an expanded discussion on
benchmarking.

Valuation

There are two principal areas of importance regarding asset valuation of a CIF. One covers
the management process of assigning asset values, while the other focuses on determining the
value of assets that are not readily priced. Assigning asset values, required to determine the
fund’s daily or quarterly NAV, should be completed subject to well-defined management
oversight; robust management information reporting; well-delineated policies, procedures,
and processes; and a well-articulated system of internal controls. This is particularly
important for determining valuations of fixed income securities in which cash flows, future
interest rates, and optionality elements of the bond must be factored into the valuation
process. It is critical that valuations and the calculation of a fund’s NAV be made by persons
independent of those with investment management responsibilities for the fund.
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Assets that are difficult to price because they are not publicly traded (e.g., real estate and
other unique and hard-to-value assets) or because they are only traded infrequently (e.g., Pink
Sheet securities) require enhanced valuation policies to ensure those assets are fairly valued.
These processes should be well delineated. Wherever possible, the sources by which values
are determined should be obtained from an unaffiliated provider. Examples include feeds
from recognized pricing sources, commercial sources such as Bloomberg, single-dealer
quotes, price comparisons with similar assets, comparison of value with that of correlated
assets or asset classes, or, as a last resort, independent consultation. Refer to the “Investment
Management Services” booklet and the “Unique and Hard-to-Value Assets” booklet of the
Comptroller’s Handbook for an expanded discussion on the topic of asset valuation.

Internal Controls

CIF Operations

Effective operational controls should be in place to ensure that the bank, either directly or
through its ongoing oversight of third-party vendors,

e values CIF interests at intervals specified in the plan and prices fund assets to support
such valuations.

e executes admissions and withdrawals on a timely basis, as specified by the terms of the
plan.

e monitors admissions and withdrawals to ensure that there are no opportunities to engage
in “late trading”® of a fund.

e monitors compliance with plan provisions regarding “market timing”® activities.

5> The SEC generally defines late trading as referring “to the practice of placing orders to buy or redeem mutual
fund shares after the time as of which a mutual fund has calculated its net asset value (NAV), usually as of the
close of trading at 4:00 p.m. Eastern Time, but receiving the price based on the prior NAV already determined
as of that day. Late trading violates the federal securities laws concerning the price at which mutual fund shares
must be bought or redeemed and defrauds innocent investors in those mutual funds by giving to the late trader
an advantage not available to other investors. In particular, the late trader obtains an advantage—at the expense
of the other shareholders of the mutual fund—when he learns of market moving information and is able to
purchase or redeem mutual fund shares at prices set before the market moving information was released.” When
a bank uses third parties, particularly electronic trading platforms, to accept participant orders or to maintain
fund records, the bank must ensure that each third party has rigorous procedures in place that ensure that orders
are assigned the appropriate price based on when they were received. SEC Fast Answers—Key Topics “Late
Trading.”

& The SEC has defined market timing in the mutual fund context to include: “(i) frequent buying and selling of
shares of the same mutual fund or (ii) buying or selling mutual fund shares in order to exploit inefficiencies in
mutual fund pricing. Market timing can harm other mutual fund shareholders because it can dilute the value of
their shares. Market timing, while not illegal per se, can also disrupt the management of the mutual fund’s
investment portfolio and cause the targeted mutual fund to incur considerable extra costs associated with
excessive trading and, as a result, cause damage to other shareholders in the funds.” In the Matter of Ryan D.
Goldberg and Michael H. Grady (September 25, 2007). These practices may also be used to “market time” a
CIF. Historically, the opportunities for market timing have been most available in international funds and funds
holding thinly traded securities.
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o takes fees and expenses appropriately from each fund. Significant expenses, such as audit
fees, are generally accrued and expensed throughout the year to spread these costs across
all participating accounts.

e monitors and resolves CIF account overdrafts.

e arranges for an adequate audit annually.

Fund Administration

CIF administrative controls should be adequate to ensure that the bank

e establishes and maintains funds in accordance with a written plan.

e maintains CIF documents in a central repository.

e has a formal process through the board of directors of the bank, or a committee appointed
by the board, to approve or terminate CIFs.

e uses qualified counsel.

e evaluates fees to ensure they are reasonable.

e maintains adequate board and committee oversight.

The bank is expected to have sound controls over fund plans, third-party contracts, and other
original documents that provide the bank with authority to invest assets in a CIF. The
controls should ensure that original documents are properly authenticated and preserved for
future accountings. Copies may be retained in fund files, but original documentation should
be maintained in a centrally controlled location. Original board and committee minutes, with
attachments noting approvals and actions taken, should receive the same level of
safeguarding.

Banks should have internal policies that outline the bank’s position for voting proxies and for
handling related environmental, social, or controversial issues. These policies should include
a provision that the bank maintain a record of how proxies are voted and, when a decision is
made not to vote a proxy, the reasons that decision was made.

In addition to the mandatory financial report disclosures set forth in 12 CFR 9.18(b)(6),
which are described in the “Audits and Financial Reports” section of appendix B, a bank
should consider making available to interested persons the bank’s proxy voting policy and
CIF proxy voting record. The bank should ensure that any such disclosures are consistent
with its fiduciary obligations to its customers as well as the affected CIF. In most cases, the
bank, as trustee of a CIF, will be the owner of any security acquired by that CIF for which
there is a proxy issue. Accordingly, there is no regulatory requirement that compels a bank or
its CIFs to disclose to bank customers or to the public the bank’s proxy voting record. A
bank, however, may elect to make this information available as part of its 12 CFR 9.18(b)(6)
annual disclosures, through periodic communications provided to plan participants, or
through other methods of communication.
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Securities Lending

If authorized in the plan document, a CIF may lend its portfolio securities to certain
creditworthy borrowers, such as broker-dealers or banks, to generate incremental revenue for
the fund. Firms, such as broker-dealers, that routinely borrow securities do so to facilitate
their securities trading business. A fund should have securities lending guidelines for both
fixed-income and equity securities that are consistent with the fund’s customers’ expectations
and reflect both the bank’s and the fund’s risk appetites, as well as the bank’s oversight
capabilities in this line of business. These guidelines generally impose collateralization
requirements (both initial and maintenance margin) as well as limits on exposure to any one
counterparty. Fund guidelines may also place limits based on other factors including
concentrations, counterparty and credit exposure, and exposure to foreign securities.

To mitigate the risk of borrower default, a bank engaged in securities lending must require
the borrower to provide collateral. Collateral is generally in the form of cash, securities
issued or guaranteed by the U.S. government or its agencies or instrumentalities, or a letter of
credit. Borrowers of securities are also customarily required to pay to the CIF the value of
any interest, cash, or noncash distributions paid on the securities during the period they are
on loan. Industry practice enables the bank lending the securities or the borrower of the
securities to terminate a loan at any time. Upon the termination of a securities lending
relationship, the borrower returns the securities to the bank.

If a borrower collateralizes a securities lending relationship with cash, the borrower is
customarily entitled to receive a “rebate”—the portion of the interest earned on the
temporary investment of that cash, based on a negotiated rate. A CIF generally receives
compensation for lending its securities that is based on the difference between the amount
that the CIF earns on the reinvestment of cash collateral and the fee that it pays to the
borrower. When a borrower provides noncash collateral, the CIF could be compensated
through a fee paid by the borrower on the loaned securities. The bank may receive its
compensation for facilitating the securities lending activity by retaining a reasonable
percentage of the CIF’s earnings on the loaned securities, subject to any restrictions under
applicable law. Banks with multiple CIFs that may benefit from securities lending need to
have procedures in place to ensure that the benefits of securities lending programs are
allocated across those funds.

Securities lending involves exposure to operational risk (i.e., the risk of losses resulting from
problems in the settlement and accounting process); “gap” risk (i.e., the risk of a mismatch
between the return on cash collateral reinvestments and the fees the CIF has agreed to pay a
borrower); and credit, legal, counterparty, and market risks. If a borrower does not return a
CIF’s securities as agreed, the CIF may experience losses if the proceeds received from
liquidating the collateral do not at least equal the value of the loaned security at the time the
collateral is liquidated plus the transaction costs incurred in purchasing replacement
securities.

In addition to operational risk, a range of investment risks should be considered by a CIF
manager when evaluating whether to engage in or continue securities lending activities.
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These include risks that may be associated with the maturity or duration of the lent securities;
mismatches between a lent security and the pledged collateral; fluctuation in price of the lent
securities; reinvestment risk associated with the investment of the cash collateral; collateral
swap activities; counterparty risk; re-hypothecation of lent securities; and liquidity risk.

One of the most significant risks with respect to securities lending is associated with the
investment of the cash collateral that the security lender holds after a security is lent. During
the 2008 financial crisis, fund sponsors realized losses when relatively illiquid securities-
lending-collateral had to be sold at fire sale prices to provide the cash to take back the lent
security.

For additional information on securities lending, see the “Investment Management Services”
booklet of the Comptroller’s Handbook.

Fund Termination

CIFs may be terminated for a variety of reasons: A bank may find its customer base no
longer benefits from the CIFs; it may lose a substantial EB customer that participated in the
bank’s CIFs; or its business strategy may change over time.

Because of a change in federal tax laws in 1996, neither an Al fund nor the fund’s customers
are required to recognize capital gains if the fund is converted into a RIC. Following that
change, some banks converted their A1 funds to RICs. Although such a conversion is free of
federal tax consequences, a bank should be aware of any state tax implications of such a
conversion, as well as other accounting and tax issues resulting from such a conversion.

In addition, a bank must address potential conflict-of-interest issues associated with a
conversion from an Al fund to a mutual fund, and the bank must ensure that the mutual fund
is suitable for the A1l fund participants being transferred. OCC Bulletin 2008-5, “Divestiture
of Certain Asset Management Businesses,” cautions banks about entering into arrangements
or receiving compensation in exchange for maintaining fiduciary assets in certain funds that
provide incentives to the bank fiduciary.

When a bank terminates a fund, the bank is responsible for valuing the fund’s assets,
distributing those assets, and preparing and filing required reports including a final audit. The
bank should ensure that its risk control processes continue to be strong during the fund
termination process.

The terms of the CIF plan control the form and manner of asset distribution from a CIF. If
the plan is silent as to the form of distribution, the bank is responsible for developing a plan
of distribution. This plan should be approved internally by the board or by its designee. The
plan should consider factors such as the following:

e The type and value of assets.
¢ Difficulties in dividing the assets.
e Distributions in cash or in Kind.
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Tax consequences.

Timing of distributions.

Needs and circumstances of remaindermen.
Judicial and beneficiary accountings.

Record Keeping and Reporting
The bank should have procedures to ensure that

e annual financial statements are provided or made available to each person who ordinarily
would receive a regular accounting with respect to each participating account.

e CIFs are properly reported in Call Report Schedule RC-T.

e Al funds (and other types of funds using the 3(c)(3) exemption in the 40 Act) are not
advertised, except in connection with ordinary advertising of the fiduciary services of the
bank, and A2 funds do not advertise predictions of the fund’s performance (and comply
with other restrictions on advertising).

e fund records are retained for three years from the later of the termination of the fund or
the termination of litigation relating to the fund.

e fund records are maintained separate and distinct from other nonfiduciary records of the
bank.

Periodic Account Reviews (Investment Reviews)

12 CFR 9.6(c) requires a national bank and 12 CFR 150.220 requires an FSA, at least once
during each calendar year, to conduct a review of all assets for which it has investment
discretion. All CIF assets must be reviewed at least once a year; most are reviewed more
frequently. The review must determine if CIF assets are consistent with the fund’s plan and
investment strategy. The review should focus on the fund’s investment policy statement,
analyze investment performance, and reaffirm or change the investment policy statement,
including asset allocation guidelines. If certain assets are no longer appropriate for the fund,
those assets should be replaced consistent with prudent investment practices. Items to
consider include fund objectives, beneficiaries’ needs, and income tax consequences.

Fiduciaries should also perform periodic administrative reviews of each CIF to determine
whether the fund is being administered in accordance with the terms and conditions of the
governing instrument. Periodic fund reviews are generally completed by an administrative
officer working with a designated investment manager or adviser and are normally submitted
to and reviewed by an appropriate fiduciary committee.

If investment management is outsourced, the bank must provide adequate oversight, as
required by the exclusive management and prudent delegation requirements of
12 CFR 9.18(b)(2) and the federal securities laws.
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Audit and Compliance Monitoring

The bank’s compliance program should address CIFs. Activities that should receive
compliance testing include the following:

e Account eligibility.
e Procedures for admitting and withdrawing interests of participating accounts.
e Procedures for valuing CIF assets and the participating interests.

As discussed in greater detail in appendix B, 12 CFR 9.18(b)(6) requires an annual audit of
each CIF by auditors responsible only to the bank’s board of directors; the regulation also
requires a bank-prepared financial report of the fund. In most cases, the bank retains an
independent accounting firm to review the financial report and perform the audit required
under 12 CFR 9.18. The audit expense is customarily charged to the CIF. This type of audit
is primarily a financial statement audit consistent with generally accepted accounting
principles rather than a compliance review. If administration of CIFs is a significant fiduciary
activity, the CIF audit should be included in the bank’s fiduciary audit program. Internal
fiduciary audits should test compliance with 12 CFR 9.18 and other regulations regarding
eligibility, management, and other matters, including testing whether fund investments
comply with established investment objectives.

Management Information Systems

The board and management must have adequate information systems to access, control, and
monitor the risks posed by bank-administered CIFs. In addition to the bank’s core trust
accounting system, banks administering CIFs customarily use tools to manage accruals,
assess fees, and perform CIF unit valuations. These tools range from spreadsheets to
sophisticated programs, many of which are created by vendors. The bank should ensure that
its information systems are adequate given the nature and complexity of the activities
performed (see the “Asset Management Operations and Controls” booklet of the
Comptroller’s Handbook). Examples of management information system (MIS) reports used
to oversee CIF activities include the following:

e Financial record keeping, such as automated accounting systems designed for the
administration and operation of CIFs.

e Senior management information reports to monitor risk, compliance with policies, and
the financial performance of the CIFs. These include financial reports, audit reports,
compliance reports, control self-assessments, and legal reports.

e Administrative reports to keep track of the day-to-day administration requirements for
each fund. These include cash management reports, transaction reports, reports on the
timeliness of valuations, and other types of tickler reports.

e Investment performance reports, such as portfolio reviews, performance attribution
reports, and transaction reports, for each fund.

e Statements and presentations for customers, including periodic accountings and the
annual financial report for each fund.
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Examination Procedures

This booklet contains expanded procedures for examining specialized activities or specific
products or services that warrant extra attention beyond the core assessment contained in the
“Community Bank Supervision,” “Large Bank Supervision,” and “Federal Branches and
Agencies Supervision” booklets of the Comptroller’s Handbook. Examiners determine which
expanded procedures to use, if any, during examination planning or after drawing
preliminary conclusions during the core assessment.

Scope

These procedures are designed to help examiners tailor the examination to each bank and
determine the scope of their examination of CIFs. This determination should consider work
performed by internal and external auditors and other independent risk control functions and
by other examiners on related areas. Examiners need to perform only those objectives and
steps that are relevant to the scope of the examination as determined by the following
objective. Seldom will every objective or step of the expanded procedures be necessary.

Objective: To determine the scope of the examination of CIFs and identify examination objectives
and activities necessary to meet the needs of the supervisory strategy for the bank.

1. Review the following sources of information and note any previously identified problems
related to CIFs that require follow-up:

Supervisory strategy.

Examiner-in-Charge’s (EIC) scope memorandum.

OCC’s information system.

Previous reports of examination and work papers.

Internal and external audit reports and work papers.

Bank management’s responses to previous reports of examination and audit reports.
Annual CIF financial reports

Customer complaints and litigation.

2. Obtain the results of such reports as Schedule RC-T, the Uniform Bank Performance
Reports, and the Financial Institution Data Retrieval System.

3. Obtain and review policies, procedures, and reports bank management uses to supervise
CIFs, including internal risk assessments, compliance reviews, and CIF monitoring
reports from the board, committees, business lines, risk management groups, compliance,
legal, and audit functions.

4. Indiscussions with bank management, determine if there have been any significant
changes (for example, in policies, processes, management, control systems (including
changes to audit plan), products, volumes, markets, geographies, use of third-party
vendors, board and fiduciary committee structure and oversight, and operating systems)
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since the previous examination of CIFs. Determine if there are new funds being offered
by the bank, if funds have been closed since the last CIF exam, and why these changes
were made. Management should be specifically asked whether any of the funds has
required capital support from the bank or an affiliate, or if any of the bank’s CIFs have
obtained a draw on an outstanding line of credit for a fund.

5. Consider the size of the CIF business, the number and value of individual funds, fund
strategies, customer profiles, and the risks associated with specific funds.

6. Based on an analysis of information obtained in the previous steps, as well as input from
the EIC, determine the scope and objectives of the CIF examination.

7. Select from the following examination procedures the necessary steps to meet
examination objectives and the supervisory strategy.
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Quantity of Risk

Conclusion: The quantity of each associated risk is
(low, moderate, or high).

To determine the quantity of a particular risk, you may select a sample of CIFs for review. If
possible, include a variety of fund types (e.g., Al, A2, and specialized funds). If the bank
offers one or more STIFs or SVFs, include them in the sample. The sample should also
include every CIF for which the bank, or an affiliate, has entered into a capital support
agreement or related commitment to maintain or support the value of the fund’s assets.

Objective: To determine the quantity of compliance risk associated with the creation, investment
management, and administration of CIFs.

1. Obtain and analyze the types and significance of policy exceptions, internal control
deficiencies, and legal violations that have been identified and reported internally in
annual CIF audit reports, internal and external audit reports, other OCC examination
programs, or risk management and compliance division reports. Consider the level of
compliance with the following:

e The governing instrument.

e 12CFR9.18.

e Court orders.

e State and federal laws, including securities, tax, and, when applicable, ERISA.

2. Obtain and evaluate the bank’s fiduciary audits relevant to its CIF operations. Review for
compliance with the regulation’s requirements (12 CFR 9.9 for national banks and 12
CFR 150.440 - 150.480 for FSAs) and determine whether exceptions and deficiencies
have been corrected.

3. Evaluate the bank’s securities lending process in CIFs if applicable. Consider the
following:

e Compliance with applicable policies and procedures.

e Counterparty evaluation procedures and frequency.

e The types of securities lending in which the funds are engaged (debt, equity, and/or
collateral swap).

e The bank’s procedures for collateral protection in times of market stress (such as
increasing collateral requirements to 105 percent or more as compared with
traditional 102 percent collateral requirements). Does the bank impose other
restrictions on what can serve as collateral, especially during periods of stress?

e The bank’s documentation of the process and goals of investment of collateral held
against loaned securities (e.g., is the goal to maximize return, diversify?)
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How the collateral is invested, what the restrictions are regarding which securities
may be invested, whether the goal is to maximize return, and what safety practices are
in place.

The identified goals of the securities lending program (e.g., liquidity generation,
profit motive).

Documentation regarding plan level liquidity.

Identified fund liquidity needs and how securities lending works with those needs.
Documentation with regard to how liquidity is understood, applied, planned for,
created, measured, and controlled with respect to securities lending.

Documentation of the process the company has in place to track, and possibly limit,
the securities loaned and make determinations if those securities are subject to re-
hypothecation.

Review policies and procedures used by the bank to ensure that record keepers and other
intermediaries with access to bank CIFs have effective policies in place to prevent late
trading and other preferential treatment in trading practices provided to plan participants.

Review policies and procedures used by the bank to ensure that record keepers and other
intermediaries with access to bank CIFs have effective policies in place to prevent market
timing of the fund.

Objective: To determine the quantity of operational risk associated with the creation, investment
management, and administration of CIFs.

1.

Analyze management information reports relating to transaction processing and
reporting. Consider in your analysis:

The number and types of funds.

The existence of STIFs, which have monthly, and in some cases daily, reporting
requirements and substantial investment restrictions.

The existence of SVFs, which frequently must meet investment and other restrictions
imposed by wrap providers (generally third-party insurance companies).

The volume, type, and complexity of CIF transactions.

The condition, security, capacity, and recoverability of systems.

The complexity and volume of conversions, integrations, and system changes.
The development of new products, services, technology, and delivery systems to
maintain compet