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A 00-02 Office of Examination's (OE) Early Warning System Stress Model
 

OE's EWSSM is unique among peer financial regulatory agencies. 

The EWSSM projects risk in each FCS direct lender institution based on current call report data 
and then overlaying examiners' assumptions about changes in adversely classified assets, non­
accrual assets, and loan growth for each scenario. Based on that analysis, EWSSM reports 
identify "unsatisfactory" risk exposure in FCS institutions. FCA currently defines 
"unsatisfactory" risk as any institution with adversely classified assets greater than 90 percent of 
its risk funds. Projections are developed for "most likely" and "worst case" scenarios with 12­
month and 24-month time horizons, respectively. The results are then put into EWSSM reports 
and integrated into OE resource planning and communicated in varying degrees to outside parties. 

This analysis is now performed for all direct lender institutions. It may be possible to reduce the 
resource requirements for this activity without diminishing its usefulness by exempting" 1" rated 
institutions. A similar effect could be gained by exempting those institutions that could withstand 
a prescribed credit shock; i.e., a 5% increase in adverse assets. The initial part of the current 
process is labor intensive, as examiners have to derive this information from a number of sources 
and institution specific analysis. Modifying the current approach would be consistent with a "risk 
based" examination approach. 

The models used by the Office of the Comptroller of the Currency and the Federal Reserve Board 
(FRB) predict banks with an increased probability of failure. Their models use call report data, 
historical bank failure information, and general assumptions of future economic conditions 
projected over five and two year time horizons, respectively. Reports produced from these 
models are then used to identify institutions with potential problems for added attention by 
examination staff. Additionally, the FRB and the Federal Deposit Insurance Corporation have 
models that predict the current quarter's CAMEL rating based on call report data and the most 
recent examination reports. When reports produced from these models identify an institution with 
a significant increase in its risk profile, those regulators perform a manual review of such 
institutions. This review validates the model's assessment of the institution's model-driven 
CAMEL rating and dictates whether further action is necessary. 

These bank failure models and the current CAMEL models used by other regulators only involve 
examiners' input and review for those institutions identified by the models. In contrast, FCA's 
model requires manual resources to derive institution specific data on all institutions that the 
model uses. Then the model's report is used to highlight projected problem institutions, which in 
tum is integrated into resource planning. 

OE is developing a Loan Portfolio Stress Testing Model that will help confirm OE's EWSSM 
results. It uses institution-specific loan portfolio data and then applies stress factors (commodity 
prices, input prices) to that data which should make it a very reliable predictor model. OE plans 
to use the loan portfolio stress model as a situational examination tool to be used on a limited 
basis because it is too resource intensive to use on a widespread periodic basis akin to the current 
EWSSM. 
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Recommendation 

2.	 OE should exempt FCS institutions from EWSSM testing whenever separate analysis 
has identified them as low risk. 
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